





















































Tribune libre: Europe: pour une Union solidaire et différenciée - - tdg.ch Page 4 sur9

Par ailleurs, cet agenda de convergence entre les Etats
membres poserait les bases d’'un budget commun a ’échelle de
la zone euro, qui est la condition de 'efficacité de notre union
monétaire. Aujourd’hui, la zone euro repose avant tout sur des
régles, qui visent a assurer la discipline budgétaire. Ces régles
sont importantes, mais rien ne garantit que la somme des
politiques budgétaires nationales conduit & une situation
optimale pour la zone euro tout entiére, dans les moments de
crise comme dans les périodes de croissance. Il importe donc
de donner a la zone euro une compétence budgétaire en plus
des budgets nationaux, afin d’améliorer notre capacité a faire
jouer les stabilisateurs économiques et & adapter notre
politique budgétaire au cycle économique. Dans un premier
temps, la compétence budgétaire de la zone euro pourrait étre
développée dans le cadre du plan Juncker afin de financer des
projets d’investissement (infrastructures, réseaux européens,
capital-risque...). Dans un second temps, nous pourrions créer
pour la zone euro une véritable capacité budgétaire, qui
posséderait deux volets: un volet «production», pour soutenir
des investissements; un volet «stabilisation», avec des
stabilisateurs automatiques européens (par exemple un fonds
complémentaire des systémes nationaux d’assurance-
chémage). Ce budget disposerait de ressources propres (par
exemple, la taxe sur les transactions financiéres ou une
fraction d’un imp6t sur les sociétés harmonisé) et d’'une
capacité d’emprunt. '

Ce budget de la zone euro ne pourrait et ne devrait pas
dispenser les Etats membres d'une discipline budgétaire
nationale. Cet équilibre serait renforcé par la mise en place
d’un cadre 1égal de restructuration ordonnée des dettes
nationales, si celle-ci devait, en dernier ressort, s’avérer
nécessaire. Cela responsabiliserait les pays bénéficiaires de
l’aide des autres Etats membres tout en évitant une austérité
inappropriée lorsque le poids de la dette n’est plus soutenable.
Dans le méme temps, le Mécanisme Européen de Stabilité
(MES) serait intégré au droit communautaire pour constituer
un véritable Fonds Monétaire Européen.

La zone reposerait ainsi sur des institutions communes plus
fortes, s’adaptant aux situations nationales et aux
circonstances économiques. Pour garantir le bon
fonctionnement de ces institutions, I’Europe doit apporter des
solutions a son déficit démocratique et a la difficulté de mise
en ceuvre des décisions. Concrétement, les nouvelles
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responsabilités confiées a la zone euro devraient
s’accompagner d’un contréle démocratique plus fort, par
exemple devant une formation «zone euro» au sein du
Parlement européen. Un «commissaire a 'euro» pourrait
incarner cette zone euro renforcée traitant non seulement des
questions budgétaires mais aussi de croissance,
d’investissement et d’emploi.

Plus d’ambition pour I'Union tout entiére

Renforcer 'euro ne concerne pas seulement la zone euro. Cela
ne peut se faire sans une remise a plat plus large de I'Union
européenne, notamment parce que nous devons étre capables
de répondre a une question centrale: «quelle est la place des
Etats membres qui ne font pas partie de la zone euro?». Une
zone euro renforcée devrait étre le cceur d'une Union
approfondie. Nous avons besoin d’'une Union plus claire et
plus efficace, avec plus de subsidiarité et une gouvernance
simplifiée. L'instrument fondamental de I'intégration
européenne est le marché unique: nous devrions donc franchir
de nouvelles étapes vers un marché intérieur mieux intégré,
avec une approche ciblée sur quelques secteurs clé, comme
I’énergie ou le numérique.

Un meilleur fonctionnement de I'Europe nécessite également
d’accroitre le sentiment d’appartenance commune. Ce sont en
effet les liens plus étroits entre les citoyens qui donnent leur
1égitimité aux institutions. C’est pourquoi nous avons besoin
de renforcer notre affectio societatis. Nous proposons ainsi la
généralisation du programme Erasmus, pour permettre a
chaque Européen, a 'dge de 18 ans, de passer au moins un
semestre dans un autre pays européen, pour étudier ou pour
suivre un apprentissage.

La construction de cette nouvelle architecture européenne est
capitale, non seulement pour mettre en place dés a présent des
politiques efficaces, mais également pour assurer la stabilité
politique et économique de I'euro et de I'Union dans la durée.
Nous devons réconcilier I'intérét général européen et les
intéréts nationaux. Notre objectif commun doit &tre de rendre
impensable pour tout Etat membre défendant 1égitimement
ses intéréts d’envisager son avenir en dehors de I'Union - ou
au sein d’une Union amoindrie. Pour atteindre cet objectif,
nous avons besoin d’une Union solidaire et différenciée. La
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Sovereignty as a positive concept

Sovereignty in the European Union is not only a normative concept linked to the rights of
states. It is also a positive concept. A sovereign that cannot effectively deliver the
expectations of its citizens is only sovereign in name. Genuine sovereignty exists only if
policy-making is effective.

This notion of the efficacy of public powers is reflected in the principle of subsidiarity
embedded in the EU Treaties — or what is known as the federalist principle in the United
States - the logic of which was elegantly captured by John Locke in the 1680s:

“For all power given with trust for aftaining an end, (...) whenever that end is manifestly
neglected (...) that power must devolve in the hands of those that gave it, who may
place it anew where they shall think best for their safety and security”.

European integration has, in effect, been a process of progressively applying this
principle: governments have pooled sovereignty every time it has proved necessary so
that they could continue to deliver on their duties towards their people.

At the start of the process, the objective was to prevent continental war. Two world wars
had demonstrated the inability of European governments, acting alone, to provide
physical security for their citizens. Thus, they established common institutions, such as
the Coal and Steel Authority, that could guarantee peace more effectively.

In parallel, and quite independent of policy actions, economic integration has also
progressed, in a more gradual but also more continuous process. Such integration
results indeed at least as much from technological developments and improvements in
transportation and communication as it does from policy choices. It is, in large parts,
inescapable. But because it creates far-reaching interdependencies, it has required
governments to respond. They have had to proactively choose to pool sovereignty to
regain control of their economies.

With the establishment of the Single Market, in particular, the pace and reach of
integration accelerated markedly. This was of course its purpose — and it remains the
most significant and successful achievement of the European Union. But a free market
does not only assume the freedom to take part. it also assumes the means to protect
that freedom, by which | refer to the protection of property rights, the enforcement of
contracts, the conditions of fair competition and the avoidance of moral hazard.
Economic integration therefore required integration of some economic policies.

The euro itself emerged in fact as a corollary of the Single Market. It was conceived, as
early as the late 1950s, as a response to the costs associated with exchange rate
frictions within a single market, which at the beginning was only for agricultural products.

Already in 1944, in an influential study commissioned by the League of Natiohs, the
great economist Ragnar Nurkse had warned convincingly of the economic losses
resulting from currency volatility. Tommaso himself later argued in his “inconsistent
quartet” that free trade, free capital movement, fixed exchange rates and independent
monetary policies were ultimately incompatible.

And the euro itself has had consequences. Some of these were identified early, in
particular with respect to fiscal governance. Some were fully acknowledged only later,
such as the pervasive effects of macroeconomic imbalances.

But in both cases, the crisis showed that the cohesion of the Union in fact relied on the
behaviour of each of its members. This is why | believe that the case for community-level
governance does not apply only to fiscal policy, or to the banking union, but also to
structural reforms, as | will endeavour to explain.
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Fiscal policies within a monetary union

The case for fiscal governance at the community level is well understood, and stems
from the negative externalities that unsound public finances in a Member State can
generate for its neighbours. The crisis not only validated this concern; it reinforced it, by
showing that externalities could be even more pervasive than initially thought.

The fiscal soundness of a government is obviously first and foremost in the interest of its
own country. Countries with excessively stretched public finances can lose the ability to
use fiscal policy as a counter-cyclical stabilisation tool. Indeed, this ability relies on the
government being able to access markets under favourable conditions at the time when
it needs to, at the trough of the cycle. As we have seen during the crisis, this cannot be
taken for granted when doubts arise about the sustainability of the debt.

This would be problematic anywhere but it is more so in a monetary union, as the
common monetary policy can only aim at price stability for the euro area as a whole. It
cannot cater specifically for asymmetric shocks. In the absence of a federal budget, like
we see in the United States, the soundness of government credit everywhere is of
paramount importance to counteract regional slumps.

If some governments retain the ability to stabilise their economies but others do not, then
it becomes more plausible that economic divergence will occur. This is one channel
through which the cohesion of the Union can be affected. This ability depends on
keeping debt low and budget deficits close to zero when output grows at potential, not on
having more flexibility in the existing rules.

Keeping one’s own house in order also has a further benefit: it helps mitigate the effects
of contagion. As we have seen during the crisis, those governments that had more
robust fiscal positions were much less affected by contagion — at the extreme they even
benefited from safe-haven status.

This protection, however, is not absolute, because it relies on the ability of markets to
discriminate between sound and unsound debtors. Yet bubbles and panic happen. A
bubble is a situation where markets ignore fundamentals, even if debtors are unsound.
For too long, markets failed to raise funding costs for countries with unsustainable
policies. And a panic is a situation where markets also ignore fundamentals, but this time
to the detriment of sound debtors.

In fact, the main channel of contagion within a monetary union is not direct exposures
between one country and another. It is the fact that if a precedent set in one country is
seen to be replicable elsewhere, it can affect the conditions of market access for all. Put
differently, the main channel of financial contagion is not the asset side of balance
sheets, but the liability side.

We perhaps saw this effect most clearly with the fragmentation of the banking sector
three years ago. Fears that one country could leave the euro resulted not just in that
country being cut off financially, but in fragmentation everywhere.

This fragmentation created considerable damage. The renationalisation of finance
hindered the homogenous transmission of monetary policy across borders. And it
resulted in a divergence of financial conditions across the euro area. This initiated an
economic divergence process, which, in turn, could have challenged the sustainability of
the euro area.

The ECB therefore had to act and we did — through the creation of the Outright Monetary
Transactions (OMT) programme — to nip in the bud unwarranted fears of a euro area
break-up, and prevent an adverse equilibrium from becoming entrenched through
prophecies that were as much false as they were self-fulfilling. It was necessary to
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protect the monetary transmission process. And it was necessary to protect price
stability, which is essential for the cohesion of the Union.

The threats to price stability today do not come from unfounded fears of a break-up of
the euro, but from the consequences of changes in other factors, such as energy and
food prices, relative price adjustment in stressed countries, exchange rate behaviour,
weak demand and high unemployment. Nonetheless, those threats are real and to cope
with them the Governing Council is determined to keep the monetary policy stance
accommodative for an extended period of time.

Moreover, the Governing Council is unanimous in its commitment to also using
unconventional instruments within its mandate, should it become necessary to further
address risks of too prolonged a period of low infiation. We are strongly determined to
safeguard the firm anchoring of inflation expectations over the medium to long term.

The lesson | draw from the fragmentation we have experienced is that the cohesion of
the Union is in the fundamental interest of all of its members. Ifitis called into question,
as we have experienced first-hand, the consequences cannot be anticipated with total
certainty, but they are detrimental to all.

it is therefore of considerable relevance and importance that Europe has aiready made
extensive progress in strengthening its rules, for example through the fiscal compact.
What is essential now is that these rules are enforced. To unwind the consolidation that
has been achieved, and in doing so to divest the rules of credibility, would be self-
defeating for all countries, for three reasons.

First, the high level of indebtedness in almost all euro area countries implies a higher
vulnerability to market pressure and contagion, if the euro area faces further economic or
financial shocks. The higher the level of debt, the greater the probabiiity of falling into a
bad equilibrium, where high rates lead to defaults.

Second, if fiscal rules are applied by national governments to achieve not only stability
but also sustainable growth, they do not in my view clash with national ownership of the
budget. Fiscal rules should be viewed in the national debate as promoting growth-
friendly fiscal consolidation and not simply as a painful accounting exercise.

Third, respecting the rules matters because it is a prerequisite for any other form of
integration. It is only by demonstrating a willingness to fulfil their commitments that
Member States can achieve the degree of mutual trust that is a pre-requisite of
integration in other areas. Indeed, any pooling of sovereignty requires a great amount of
mutual confidence, in particular in the fiscal area, which is traditionally seen as a
prerogative of national parliaments.

Structural policies within a monetary union

This same reasoning that | am applying to the fiscal framework can, to a large extent, be
extended to other areas of economic policy. In particular, | think there is a case for some
form of common governance over structural reforms. This is because the outcome of
structural reforms — a continuously high level of productivity and competitiveness — is not
merely in a country’s own interest. It is in the interest of the Union as a whole.

The Single Market and the single currency were conceived as a sort of ‘Ricardian’ union,
meaning a union in which each country, each sector and each firm can exploit its
comparative advantages. | do not think there is any disagreement that the Single Market
was a success.

But it is not enough for the cohesion of the Union that the Single Market and the single
currency constitute a positive-sum game, in the sense that their existence raises
aggregate welfare. The cohesion of the euro area relies on the fact that it is Pareto-
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improving: it must be the case that all the countries are better off inside the Union than
they would be outside.

And it is obviously not enough that this is true only at the moment when they join. It has
to be true continuously.

There are many instances around the world of political unions whose cohesion is
maintained because the weaker regions or states benefit from recurrent fiscal transfers
from their peers, typically through the operations of a central budget. It is then possible
for those weaker regions to maintain recurrent external deficits, while the stronger
regions post permanent surpluses. This is the case in the United States, for instance, but
it is also true within most individual countries in Europe.

In the euro area, however, while there are cohesion funds for catching-up countries, and
private credit flows can finance temporary imbalances, permanent fiscal transfers
between Member States are not envisaged. So, in the medium term, each economy has
to stand on its own feet. It has to be productive and competitive enough to benefit from
the opportunities afforded by the Single Market.

We can do and have done much to reduce imbalances that are generated by factors
other than lack of competitiveness and structural weaknesses. External imbalances have
been decreasing since the announcement of OMTs. Persisting imbalances, however,
could eventually undermine the economic and political cohesion of our Union. And, as |
have already discussed, any threat to the cohesion and sustainability of the Union has
pervasive effects for all, in the form of contagion, and uncertainty which weighs on
investment.

This is where structural reforms play a crucial role — and perhaps an even more
important role in the euro area than in other unions. Markets can be opened through EU
legislation. But it is only through structural reforms that firms and individuals can be
enabled to take full advantage of that openness.

Indeed, the intention of the Single Market was to free individuals and firms, within a
market where no distinction would be made on account of nationality or place of
establishment. This is why competition policy is enforced at the EU level, so that no firm
is protected by its nationality.

By the same token, no firm or individual should be penalised by its country of residence.
Yet, firms face very different operating environments across the euro area, which can
prevent them from exploiting the advantages of the market. For example, the World
Economic Forum ranks Finland third in the world in terms of global competitiveness,
whereas Greece is ranked 91st. The World Bank ranks Ireland 15th in the world in terms
of ease of doing business, whereas Malta is ranked 103rd.

The persistence of such differences creates the risk of permanent imbalances. With this
in mind, | believe that structural reforms in each country are enough of a common
interest to justify that they are made subject to discipline at the community level.

| see two reasons why this approach could be favourable to national governments today.

The first is that, over the past few years, we have seen both the risks associated with
insufficient competitiveness in some Member States and the benefit of structural
reforms. We have witnessed the accumulation of external imbalances in peripheral
economies prior to the crisis, and how that left them vulnerable to “sudden stop”
dynamics.

And more recently, we have seen the improvement that has taken place when
governments implemented reform. The change in current account positions in stressed
countries ranges from an almost 11 percentage point correction of GDP in Spain to a 16
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TOWARDS A GENUINE ECONOMIC AND MONETARY UNION

Herman Van Rompuy, President of the European Council

In close collaboration with:

José Manuel Barroso, President of the European Commission
Jean-Claude Juncker, President of the Eurogroup

Mario Draghi, President of the European Central Bank



TOWARDS A GENUINE ECONOMIC AND MONETARY UNION

At the June 2012 European Council, the President of the European Council was invited “fo develop,
in close collaboration with the President of the Commission, the President of the Eurogroup and
the President of the ECB, a specific and time-bound road map for the achievement of a genuine
Economic and Monetary Union". Building on the Interim Report and the Conclusions of the
October 2012 European Council, this Report provides the background to the roadmap presented at
the December 2012 European Council. It suggests a timeframe and a stage-based process towards
the completion of the Economic and Monetary Union (EMU) covering all the essential building
blocks identified in the report “Towards a genuine Economic and Monetary Union” presented at the
June European Council. It incorporates valuable input provided by the Commission in its
communication "A Blueprint for a deep and genuine EMU — Launching a European Debate" of 28
November 2012. The European Parliament has also made a valuable contribution. As requested by
the European Council, this report explores further mechanisms in the context of an integrated
budgetary framework, including an appropriate fiscal capacity for the EMU, as well as the idea of
euro area Member States entering into arrangements of a contractual nature with the EU institutions

on the reforms they commit to undertake and their implementation.

Under the Treaty, the Union has established an Economic and Monetary Union whose currency is
the euro. The views set out in this report focus on the euro area Member States as they face specific
challenges by virtue of sharing a currency. The process towards a deeper EMU should be
characterised by openness and transparency and be fully compatible with the Single Market in all

aspects.

This report lays down the actions required to ensure the stability and integrity of the EMU and calls
for a political commitment to implement the proposed roadmap. The urgency to act stems from the
magnitude of the internal and external challenges currently faced by the euro area and its individual

members.



The euro area needs stronger mechanisms to ensure sound national policies so that Member States
can reap the full benefits of the EMU. This is essential to ensure trust in the effectiveness of
European and national policies, to fulfil vital public functions, such as stabilisation of economies
and banking systems, to protect citizens from the effects of unsound economic and fiscal policies,
and to ensure high level of growth and social welfare.

The euro area is confronted with a rapidly evolving international environment characterised by the
rise of large emerging economies. A more resilient and integrated EMU would buffer euro area
countries against external economic shocks, preserve the European model of social cohesion and

maintain Europe’s influence at the global level.

Together, these challenges make indispensable a commitment to, and subsequent implementation
of, a roadmap towards a genuine EMU. They underscore that ‘More Europe’ is not an end in itself,

but rather a means for serving the citizens of Europe and increasing their prosperity.

The actions deemed necessary to ensure the resilience of the EMU are presented therein as a staged-
process. Irrespective of their time horizon, all policy proposals have been conceived and designed
as elements of a path towards a genuine Economic and Monetary Union. Given the strong linkages
between the building blocks, they should be examined as part of a mutually reinforcing
comprehensive package. The creation of an integrated financial framework has important fiscal and
economic implications and therefore cannot be envisaged separately. Similarly, the proposals put
forward in the fiscal and economic policy sphere are closely intertwined. And, as all the proposals
imply deeper integration, democratic legitimacy and accountability are essential to a genuine

Economic and Monetary Union.



Overview of sequencing
The process could rest on the following three stages (see also diagram in annex):

Stage 1 (End 2012-2013)

Ensuring fiscal sustainability and breaking the link between banks and sovereigns

The completion of the first stage should ensure sound management of public finances and break the
link between banks and sovereigns, which has been one of the root causes of the sovereign debt

crisis. This stage would include five essential elements:

= The completion and thorough implementation of a stronger framework for fiscal governance
(‘Six-Pack'; Treaty on Stability, Coordination and Governance; 'Two-Pack’).

= Establishment of a framework for systematic ex ante coordination of major economic policy
reforms, as envisaged in Article 11 of the Treaty on Stability, Coordination and Governance
(TSCG).

= The establishment of an effective Single Supervisory Mechanism (SSM) for the banking sector
and the entry into force of the Capital Requirements Regulation and Directive (CRR/CRDIV).

= Agreement on the harmonisation of national resolution and deposit guarantee frameworks,
ensuring appropriate funding from the financial industry.

= Setting up of the operational framework for direct bank recapitalisation through the European
Stability Mechanism (ESM).

Stage 2 (2013-2014)

Completing the integrated financial framework and promoting sound structural policies

This stage would consist of two essential elements:

=  The completion of an integrated financial framework through the setting up of a common
resolution authority and an appropriate backstop to ensure that bank resolution decisions are
taken swiftly, impartially and in the best interest of all.

=  The setting up of a mechanism for stronger coordination, convergence and enforcement of
structural policies based on arrangements of a contractual nature between Member States and
EU institutions on the policies countries commit to undertake and on their implementation. On a
case-by-case basis, they could be supported with temporary, targeted and flexible financial
support. As this financial support would be temporary in nature, it should be treated separately
from the multiannual financial framework.



Stage 3 (post 2014)
Improving the resilience of EMU through the creation of a shock-absorption function at the

central level

This stage would mark the culmination of the process. Stage 3 would consist in:

= Establishing a well-defined and limited fiscal capacity to improve the absorption of country-
specific economic shocks, through an insurance system set up at the central level. This would
improve the resilience of the euro area as a whole and would complement the contractual
arrangements developed under Stage 2. A built-in incentives-based system would encourage
euro area Member States eligible for participation in the shock absorption function to continue
to pursue sound fiscal and structural policies in accordance with their contractual obligations.
Thereby the two objectives of asymmetric shock absorption and the promotion of sound
economic policies would remain intrinsically linked, complementary and mutually reinforcing.

= This stage could also build on an increasing degree of common decision-making on national
budgets and an enhanced coordination of economic policies, in particular in the field of taxation
and employment, building on the Member States' National Job Plans. More generally, as the
EMU evolves towards deeper integration, a number of other important issues will need to be
further examined. In this respect, this report and the Commission's "Blueprint" offer a basis for
debate.

I.  Integrated financial framework

The current European arrangements for safeguarding financial stability remain based on national
responsibilities. This is inconsistent with the highly integrated nature of the EMU and has certainly
exacerbated the harmful interplay between the fragilities of sovereigns and the vulnerabilities of the
banking sector. The set-up of the Single Supervisory Mechanism (SSM) will be a guarantor of strict
and impartial supervisory oversight, thus contributing to breaking the link between sovereigns and

banks and diminishing the probability of future systemic banking crisis.

In its October 2012 Conclusions, the European Council invited the legislators to proceed with work
on the legislative proposals on the SSM as a matter of priority, with the objective of agreeing on the
legislative framework by 1 January 2013. It called for the rapid conclusion of the single rule book,
including agreement on the proposals on bank capital requirements by the end of the year. It also
called for the rapid adoption of the provisions relating to the harmonisation of national resolution
and deposit guarantee frameworks.



The SSM will constitute a first step towards a financial market union. It is imperative that the
preparatory work can start in earnest at the beginning of 2013, so that the SSM can be fully
operational from 1 January 2014 at the latest. It will be crucial that the ECB is equipped with a
strong supervisory toolkit, and that the ECB’s ultimate responsibility for banking supervision is
coupled with adequate control powers. In this regard, establishing an appropriate framework for
macro-prudential policy that takes due account of both national and Europe-wide dimension will be
important. The ECB has confirmed that it will establish organisational arrangements guaranteeing a

clear separation of its supervisory functions from monetary policy.

Once an effective single supervisory mechanism is established, for banks in the euro area the ESM
could, following a regular decision, have the possibility to recapitalize banks directly. The legal and
operational framework for ESM direct bank recapitalisation should be finalised by end-March 2013.
In order to move towards an integrated financial framework, the SSM will need to be
complemented by a single resolution mechanism, as well as more harmonised deposit guarantee

mechanisms.
Single resolution mechanism

Since the beginning of the crisis, support to financial institutions has been substantial. It has unduly
weighed on public finances and reduced the ability to use fiscal policy to stave off the effects of the
recession. A strong and integrated resolution framework would contribute to limiting the cost of
bank failures to taxpayers. The current legislative proposal on recovery and resolution will ensure
that harmonised tools necessary for orderly bank resolutions are available in'all EU Member States,

including early interventions, bailing-in and the creation of bridge banks.



In a context where supervision is effectively moved to a single supervisory mechanism, it is
however essential that the responsibility of dealing with bank resolution is also moved to the
European level. The Commission has already announced its intention to propose a single resolution
mechanism once the proposals for a Recovery and Resolution Directive and for a Deposit
Guarantee Scheme Directive have been adopted. This single resolution mechanism — built around a
single resolution authority — should be established as the ECB assumes its supervisory
responsibility in full. This mechanism covering all banks supervised by the SSM should be based on
robust governance arrangements, including adequate provisions on independence and
accountability, as well as an effective common backstop, which is indispensable to complete an
integrated financial framework.

The need for a single resolution mechanism
Establishing a single resolution mechanism is indispensable to complete an integrated financial framework:

» It would ensure a timely and impartial decision-making process, focused on the European dimension.
This would mitigate many of the current obstacles to resolution, such as national bias and cross-border
cooperation frictions. This would reduce resolution costs, as early and prompt actions contribute to
maintaining the economic value of banks that need to be resolved.

= [t would make resolution costs as low as possible and break the bank-sovereign nexus. A strong and
independent resolution authority, backed by an efficient resolution regime, would have the financial,
legal and administrative capability as well as the necessary independence to carry out effective and least-
cost resolution. By ensuring that the private sector bears the primary burden of bank resolution costs, the
authority would increase market discipline, and minimise the residual costs for the taxpayers of bank
failures. .

= The single resolution mechanism would complement the SSM by making certain that failing banks are
restructured or closed down swiftly. The SSM would provide a timely and unbiased assessment of the
need for resolution, while the single resolution authority would ensure actual timely and efficient
resolution.

Under the single resolution mechanism, resolution actions should follow a least-cost strategy and
could be financed according to a pecking order of bailing-in shareholders and some creditors, and
relying on the banking industry. The latter would be organized through a European Resolution
Fund, which would be a crucial element of the new resolution regime. It would be funded through
ex ante risk-based levies on all the banks directly participating in the SSM. The single resolution
mechanism should include an appropriate and effective common backstop. This could possibly be
organized by means of an ESM credit line to the single resolution authority. This backstop should
be fiscally-neutral over the medium-term, by ensuring that public assistance is recouped by means
of ex post levies on the financial industry.




Deposit guarantee mechanisms

The history of financial crises has illustrated the destabilising effect uncertainty surrounding bank
deposits could have on individual financial institutions and on entire banking systems. The proposal
on the harmonisation of national deposit guarantee schemes includes provisions to ensure that
sufficiently robust national deposit insurance systems are set up in each Member State, thereby
limiting the spill-over effects associated with deposit flight between institutions and across
countries, and ensuring an appropriate degree of depositor protection in the European Union. A

rapid adoption of this proposal is important.
II. Integrated budgetary framework

The crisis has revealed the high level of interdependence and spill-overs between euro area
countries. It has demonstrated that national budgetary policies are a matter of vital common interest.
This points to the need to move gradually towards an integrated budgetary framework ensuring both
sound national budgetary policies and greater resilience to economic shocks of the euro area as a
whole. This would contribute to sustainable growth and macroeconomic stability. The October
Interim Report stressed the need for stronger economic governance and suggested, as an additional
step, the possibility to develop gradually a fiscal capacity for the EMU, which could facilitate
adjustment to economic shocks. Following the conclusions of the October European Council, this

section explores the options for a euro area fiscal capacity and its guiding principles.
Sound national budgetary policies are the EMU's cornerstone

The near term priority is to complete and implement the new steps for stronger economic
governance. In the past few years, significant improvements to the rules-based framework for fiscal
policies in the EMU have been enacted ('Six-Pack’) or agreed (Treaty on Stability, Coordination and
Governance), with greater focus on prevention of budgetary imbalances, on debt developments, on
better enforcement mechanisms, and on national ownership of EU rules. The other elements related
to strengthening fiscal governance in the euro area (‘'Two-Pack'), which are still in the legislative
process, should be finalised urgently and be implemented thoroughly. This new governance
framework will provide for ample ex anfe coordination of annual budgets of euro area Member

States and enhance the surveillance of those experiencing financial difficulties.



Towards a fiscal capacity for the EMU

The history and experience of other currency unions shows that there are various ways of
progressing towards a fiscal union and the EMU’s unique features would justify a specific
approach. Yet, while the degree of centralisation of budgetary instruments and the arrangements for
fiscal solidarity against adverse shocks differ, all other currency unions are endowed with a central
fiscal capacity. In this respect, the European Council in October 2012 asked to explore further
mechanisms, including an appropriate fiscal capacity, for the euro area. It would support new
functions which are not covered by the multiannual financial framework from which it is clearly
separated.

In stage 2, structural reforms could, in specific cases, be supported through limited, temporary,
flexible and targeted financial incentives as Member States enter into arrangements of a contractual
nature with EU institutions. These arrangements would be mandatory for euro area Member States
and voluntary for the others (see section III below). The Commission intends to make a proposal on
specific ways to put in place such contractual arrangements and on the means to support their

implementation, building on EU procedures.

The implementation of contractual arrangements and the associated incentives would support a
convergence process, leading in stage 3 to the establishment of a fiscal capacity to facilitate
adjustment to economic shocks. This could take the form of an insurance-type mechanism between
euro area countries to buffer large country-specific economic shocks. Such a function would ensure
a form of fiscal solidarity exercised over economic cycles, improving the resilience of the euro area
as a whole and reducing the financial and output costs associated with macroeconomic adjustments.
By contributing to macroeconomic stability, it would usefully complement the crisis management
framework based on the European Stability Mechanism.

Since a well-functioning shock absorption function would require a further degree of convergence
between economic structures and policies of the Member States, the two objectives of supporting
growth-enhancing structural reforms and cushioning country-specific economic shocks are

complementary and mutually reinforcing.



Economic rationale for such a fiscal capacity

In a common currency area, the burden of adjusting to country-specific economic shocks falls on
labour and capital mobility, price and cost flexibility, and fiscal policy. In order to protect against
negative fiscal externalities, it is important that fiscal risks are shared where economic adjustment
mechanisms to country-specific shocks are less than perfect. This is clearly the case in the euro
area, where labour mobility is comparatively low, capital flows are susceptible to sudden swings
that can undermine financial stability, and structural rigidities can delay or impede price
adjustments and the reallocation of resources. In such cases, countries can easily find themselves

pushed into bad equilibria with negative implications for the euro area as a whole.

In this context, setting up risk-sharing tools, such as a common but limited shock absorption
function, can contribute to cushioning the impact of country-specific shocks and help prevent
contagion across the euro area and beyond. However, this needs to be complemented with a
mechanism to induce stronger economic convergence, based on structural policies aiming at
improving the adjustment capacity of national economies and avoiding the risk of moral hazard
inherent to any insurance system. Hence, in addition to fulfilling their intrinsic purpose,
successfully implementing reforms specified in a contractual arrangement could also serve as a
criterion for participating in the asymmetric shock absorption function established in stage 3. This
would provide countries with an additional strong incentive to implement sound economic policies
both before and once they join the shock absorption mechanism. In the transition towards
establishing this automatic stabilisation function, and depending on their specific circumstances,
limited, temporary and flexible financial incentives could be provided to Member States to promote
structural reforms. In order to avoid the relapse or emergence of macroeconomic imbalances once
countries have gained access to the shock absorption function, the contractual approach to reforms
would continue. In addition, net transfers under the shock absorption function could be modulated
to reflect ongoing compliance with the commitments undertaken under the contractual

arrangements.
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Options for the shock absorption function of the euro area fiscal capacity

An EMU fiscal capacity with a limited asymmetric shock absorption function could take the form
of an insurance-type system between euro area countries. Contributions from, and disbursements to,

national budgets would fluctuate according to each country's position over the economic cycle.

The specific design of such a function could follow two broad approaches. The first would be a
macroeconomic approach, where contributions and disbursements would be based on fluctuations in
cyclical revenue and expenditure items, or on measures of economic activity. The second could be
based on a microeconomic approach, and be more directly linked to a specific public function
sensitive to the economic cycle, such as unemployment insurance. In this case, the level of
contributions/benefits from/to the fiscal capacity would depend directly on labour market
developments. In this scenario, the fiscal capacity would then work as a complement or partial
substitute to national unemployment insurance systems. Transfers could, for example, be limited to

cyclical unemployment by covering only short term unemployment.

Assessing the individual merits of each approach would require a more in-depth analysis.
Importantly, the magnitude of the shock absorption function assigned to the fiscal capacity would
depend largely on its size, and the financial implications for national budgets would depend on its
precise design and parameters. However, it will be important to ensure that, irrespective of the
approach that is followed, establishing this function does not affect the overall level of public
expenditure and tax pressure in the euro area. Equally, the exact conditions and thresholds for the
activation of transfers would need to be studied carefully, as only country-specific shocks of a
sufficient magnitude should be absorbed centrally. For example, in the case of the microeconomic
approach, unemployment-related transfers could be activated only once the increase in short-term
unemployment exceeds a certain threshold.
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Financial resources of the fiscal capacity and ability to borrow

Specific resources would have to be raised to finance both functions — promoting structural reforms
and absorbing asymmetric shocks. These resources could take the form of national contributions,
own resources, or a combination of both. In a longer term perspective, a key aspect of a future fiscal
capacity, which would need to be examined carefully, would be its possible ability to borrow. A
euro area fiscal capacity could indeed offer an appropriate basis for common debt issuance without
resorting to the mutualisation of sovereign debt. The question of applying a fiscal golden rule, such
as the balanced budget rule enshrined in both the Stability and Growth Pact and the Treaty on
Stability, Coordination and Governance, to this fiscal capacity should then be explored. Finally, an
integrated budgetary framework would require the establishment of a Treasury function with clearly
defined responsibilities.

Guiding principles for the shock absorption function of an EMU fiscal capacity

Irrespective of the approach — macro or micro-cconomic — the design of such a shock absorption function
should rest on a number of guiding principles reflecting also the EMU’s specific features:

s Elements of fiscal risk-sharing related to the absorption of country-specific shocks should be
structured in such a way that they do not lead to unidirectional and permanent transfers between
countries, nor should they be conceived as income equalisation tools. Over time, each euro arca
country, as it moves along its economic cycle, would in tum be a net recipient and a net contributor
of the scheme.

= Such a function should neither undermine the incentives for sound fiscal policy making at the
national level, nor the incentives to address national structural weaknesses. Appropriate mechanisms
to limit moral hazard and foster structural reforms should be built in the shock absorption function.
Linking it tightly to compliance with the broad EU govemance framework, including possible
arrangements of a contractual nature (see section III below), should be envisaged.

s The fiscal capacity should be developed within the framework of the European Union and its
institutions. This would guarantee its consistency with the existing rules-based EU fiscal framework
and procedures for the coordination of economic policies.

= The fiscal capacity should not be an instrument for crisis management, as the European Stability
Mechanism (ESM) has already been established for that purpose. By contrast, the fiscal capacity's
role should be to improve the overall economic resilience of the EMU and euro area countries. It
would contribute to crisis prevention and make future ESM interventions less likely.

= The design of the fiscal capacity should be consistent with the principle of subsidiarity, and its
operations transparent and subject to appropriate democratic control and accountability. Equally, it
should be cost-effective and not lead to the undue development of costly administrative procedures
or unnecessary centralisation. It should not lead to an increase in expenditure or taxation levels.
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II1. Integrated economic policy framework

The sovereign debt crisis painfully exposed that the unsustainable economic policies pursued by
some euro area countries in the past and the rigidities existing in their economies have negative
repercussions for all members of the EMU. An integrated economic policy framework is necessary
to guide at all times the policies of Member States towards strong and sustainable economic growth

to produce higher levels of growth and employment.

In the near term, it is essential to complete the Single Market as it provides a powerful tool to
promote growth. In addition, there is a need for a thorough assessment of the performance of labour
and product markets in the euro area. In the absence of exchange rate adjustments, a well
functioning EMU requires efficient labour and product markets. This is essential to fight large scale
unemployment, and to facilitate price and cost adjustments that are key for competitiveness and
growth. Urgent attention should be paid to promoting labour mobility across borders and addressing
skills mismatch in the labour market. The Commission could undertake this assessment as a matter
of priority. Finally, a framework for systematic ex-ante coordination of major economic policy
reforms, as envisaged in Article 11 of the Treaty on Stability, Coordination and Governance
(TSCG), should be put in place.

In order to remain a highly attractive social market economy and to preserve the European social
models, it is important for the Union to be globally competitive and to avoid excessive divergences
in competitiveness among EMU members. The reforms introduced to the EU surveillance
framework through the creation of the European Semester with country-specific recommendations
and of a new Macroeconomic Imbalances Procedure with possible sanctions are a step in the right
direction. But there is a need to go further and to put in place a stronger framework for
coordination, convergence and enforcement of structural policies. In this context, the October
European Council Conclusions called for further exploration of the idea of arrangements of a
contractual nature between Member States and the EU institutions on reforms promoting
competitiveness, growth and jobs that countries commit to implement. A staged approach would be
used to put in place these arrangements. ‘
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Arrangements of a contractual nature need to address vulnerabilities at an early stage

Macroeconomic imbalances tend to build up slowly and are often masked by favourable economic
growth and liquidity conditions. But given structural rigidities in labour, product and services
markets, and institutional settings, once identified they are often difficult to correct quickly. It is
therefore important to address the root causes of imbalances at an early stage, including by ensuring
that these essential markets can adjust quickly to shocks and that national frameworks facilitate
growth and employment. Contractual arrangements would thus need to focus on microeconomic,
sectoral and institutional bottlenecks, and aim at enhancing the competitiveness and growth
potential of the economy. The future contractual arrangements should therefore be mandatory for all

euro area countries, but voluntary for other Member States.
Contractual arrangements need to focus on key weaknesses

Not all economic inefficiencies represent a burden for the functioning of the EMU. Also, the degree
of competitiveness and growth challenge varies across countries. Content and breadth of the reform
agreements would reflect this diversity and would adapt to country-specific needs (e.g. efficient
labour market to fight youth unemployment; improve judicial systems). However, for these
arrangements to take this heterogeneity into account, an intense dialogue between each Member
State and the EU institutions, both at technical and political levels, would be essential. This would
take the form of an in-depth analysis by both parties, providing the basis for a tailor-made and
detailed agreement on some specific reforms. Depending on the type of measures necessary, the
length of these agreements would vary for each country, but would likely be of a multiannual
nature. In order to maintain the focus on key weaknesses, such arrangements would need to allow
for some flexibility to deal with major shocks and changing economic circumstances and priorities.
Depending on the specific situation of each country, in stage 2, this could be supported by targeted,
limited and flexible financial support under the fiscal capacity.
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Contractual arrangements need fo be integrated into existing EU processes

The crisis has led to a strengthening of the EU economic governance framework. Every year,
integrated country-specific recommendations by the Council, based on a proposal by the
Commission, are addressed to all Member States. In addition, a Macroeconomic Imbalances
Procedure (MIP) has been put in place to detect and correct imbalances at an early stage. To avoid
inconsistencies and duplication, contractual arrangements should be included in the European
Semester. They should be consistent with and support the overall policy mix resulting from the
Annual Growth Survey and should be based on the country-specific recommendations. In
accordance with the objective of early detection, the in-depth reviews would be generalised to all
EMU countries. In-depth reviews would need to be based on a very thorough and on-the-ground
dialogue and on analysis of Member States' economies. Based on the conclusions of the in-depth
review, the Commission's country-specific recommendations would be the basis for a dialogue with
each country on the specific and detailed measures contained in the reform arrangements, including
a timeframe for implementation. For Member States under the corrective arm of the MIP, the
agreement would be the corrective action plan, and as foreseen in the current regulation non-

compliance would lead to sanctions.

Contractual arrangements need to benefit from full domestic and European ownership and

accountability

National ownership is pivotal to implementation of structural reforms. A national debate on the
priority measures and approval of reform agreements by national parliaments are essential to ensure
national ownership. The Commission should be able to inform the European and national
parliaments of the necessity of these measures from an EMU perspective. Both contractual parties
would be responsible for content and implementation of their part of the convergence and
competitiveness agreement, and for reporting to their respective parliaments (national and
European) on progress achieved. Full accountability of both parties can only be ensured if the
agreed reform agenda is specific, detailed and measurable. This requires ex anfe agreement on
concrete timelines, on the specific modalities for monitoring and on access to information. The
agreements and compliance reports would be published on a regular and timely basis. Significant
economic changes or altering political circumstances, such as the election of a new government,

could lead to a renegotiation of the precise measures and steps to reach the reform objectives.
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Key elements of arrangements of a contractual nature on structural reforms

In summary, such arrangements embedded in the EU governance framework could rest on the following
principles:

= They would be embedded in the European Semester, be consistent with and support the overall euro
area policy mix; they would be mandatory for euro area Member States but voluntary for the others,
on the basis of thorough, on-the-ground reviews of the main bottlenecks to growth and employment.
These reviews would be conducted by the Commission.

= They would cover a multiannual, specific and monitorable reform agenda jointly agreed with the EU
institutions and focussed on competitiveness and growth that are crucial for the smooth functioning
of the EMU.

= Member States and the Commission would be accountable, respectively, to national parliaments and
the European Parliament on the content and implementation of their duties under the agreements.

= Structural reforms would be supported through financial incentives and would result in temporary
transfers to Member States with excessive structural weaknesses. This targeted support should be
financed through specific resources.

= Compliance with the agreements can be ensured by an incentive-based framework. Compliance
could be one of the criteria for participating in the shock absorption function of the fiscal capacity. In
addition, national contributions to the fiscal capacity could be increased in case of non-compliance.

V. Democratic Legitimacy and Accountability

In its October Conclusions the European Council stressed the need for strong mechanisms for
democratic legitimacy and accountability. One of the guiding principles is that democratic control
and accountability should occur at the level at which the decisions are taken. The implementation of
this guiding principle is key to ensuring the effectiveness of the integrated financial, budgetary and
economic policy frameworks. This implies the involvement of the European Parliament as regards
accountability for decisions taken at the European level, while maintaining the pivotal role of

national parliaments, as appropriate.

Decisions on national budgets are at the heart of Member States' parliamentary democracies. At the
same time, the provisions for democratic legitimacy and accountability should ensure that the
common interest of the union is duly taken into account; yet national parliaments are not in the best
position to take it into account fully. This implies that further integration of policy making and a
greater pooling of competences at the European level should first and foremost be accompanied
with a commensurate involvement of the European Parliament in the integrated frameworks for a
genuine EMU.
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First, in an integrated financial framework: while accountability of both the European Central Bank
as single supervisor and of a future single resolution authority should take place at the European
level, this should be complemented by strong mechanisms for information, reporting and

transparency to national parliaments of the participating Member States.

Second, in the context of integrated budgetary and economic policy frameworks: Members States
should ensure the appropriate involvement of their national parliaments in the proposed reform
arrangements of a contractual nature and more broadly in the context of the European Semester. In
this spirit, the European Council asked in October to explore ways to ensure debates in the
European Parliament and national parliaments on the recommendations adopted in the context of
the European Semester. New mechanisms to increase the level of cooperation between national and
European parliaments, for example building on Article 13 of the TSCG and Protocol 1 of the
Treaty, could contribute to enhancing democratic legitimacy and accountability. Their precise
organisation and modalities are a responsibility of the European Parliament and national

parliaments to determine jointly.

Third, the creation of a new fiscal capacity for the EMU should also lead to adequate arrangements
ensuring its full democratic legitimacy and accountability. The details of such arrangements would
largely depend on its specific features, including its funding sources, its decision-making processes

and the scope of its activities.

Finally, the crisis has shown the need to strengthen not only the EMU's surveillance framework but
also its ability to take rapid executive decisions to improve crisis management in bad times and
economic policymaking in good times. Some intergovernmental arrangements have been created as
a result of the shortcomings of the previous architecture but these would ultimately need to be
integrated into the legal framework of the European Union. This is already foreseen under the
Treaty on Stability, Coordination and Governance, and could be envisaged also for other cases.
Reinforcing the capacity of the European level to take executive economic policy decisions for the
EMU is essential. Finally, as the EMU evolves towards banking, fiscal and economic union, its

external representation should also be unified.

Ultimately, these far-reaching changes undertaken by the European Union in general and the
Economic and Monetary Union in particular require a shared sense of purpose amongst Member
States, a high degree of social cohesion, a strong participation of the European and national
parliaments and a renewed dialogue with social partners. The openness and transparency of the
process as well as the outcome are crucial to move towards a genuine Economic and Monetary
Union.
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1. Introduction

After a short period of expansionary fiscal policy in 2008-2009, most Euro area
countries reversed the fiscal stance and entered into a period of fiscal consolidation.
Austerity was notably required to comply with the 3%-of-GDP rule, enshrined in the
Stability and Growth Pact and reinforced after the adoption of the Treaty on stability,
coordination and governance. Besides, the outbreak of the Greek crisis in late 2009 created
fears of a possible sovereign default and contagion among Eurozone member states,
leading to a panic-driven austerity as described by De Grauwe and Ji (2013).

It has been obvious that substantial domestic austerity measures coupled with a
synchronised wave of fiscal consolidation in the Eurozone since 2011 have had a strong
negative impact on growth that paved the way for a double-dip recession. The fact that
fiscal consolidation has been implemented though the output gap had not yet recovered
from the recession has made the former more costly and even self-defeating, like in Greece.
A new consensus had indeed emerged about the size of fiscal multipliers since the Great
Recession and they are now supposed to be time-varying and higher in time of crisis. The
consolidation process has thus raised a few questions. The most frequent one has been how
large are the costs of consolidation and has the Eurozone fiscal stance improved or achieved
debt sustainability? Second, do these costs and sustainability depend on the composition
(tax vs. spending) of the consolidation process? Third, do risk premia matter? Fourth, taking
into account risk premia, which strategy among the following two, backloading vs.
frontloading, can achieve the sharpest reduction in European public debts at the lowest real
cost? The aim of the present paper is precisely to deal with these issues. It considers
explicitly that the Eurozone member states have been facing a dual trade-off, first between
labour market outcomes of consolidation and public debt dynamics and, second, between
reducing public expenditures and increasing taxes.

According to the first trade-off, the frontloading strategy has relied on the argument
that the gains from consolidation in terms of lower debt and interest rates have outweighed
the costs in terms of lower activity and higher unemployment. Nevertheless, the size of the
impact of fiscal consolidation on long-term interest rates remains disputable. This point is
investigated in this paper.

According to the second trade-off, the fiscal multiplier effect is often shown stronger
after a spending cut than after a tax hike. Nevertheless, in the consolidation context,
political economy arguments can help to explain why spending cuts are more frequent
than tax hikes. Moreover, public expenditures like investment are less visible to the public in
the short run than some others and can be cut without short-run social costs'. The impact
of the composition effect will be investigated in this paper, on a country basis. Once all
Eurozone countries are included, and their composition effect characterized, it is possible to

! See e.g. Balassone and Franco (2000).



compare the output outcomes of consolidation plans with different compositions of the
fiscal effort. Thus the cost of spending-driven consolidation is assessed.

To investigate this dual trade-off, we extend the simple reduced-form model of 11
Eurozone countries (Austria, Belgium, Finland, France, Germany, Creece, Ireland, Italy, the
Netherlands, Portugal and Spain) developed in Blot et al. (2014a). The model is sufficiently
detailed to explicitly link all macro elements of debt sustainability and output dynamics, the
composition effects and the external trade linkages. The model also includes time-varying
fiscal multipliers in a dynamic macroeconomic model and assesses their consequence in
terms of public debt sustainability and real costs of consolidation. It is important to
acknowledge that debates continue about the value of multipliers, the evaluation of recent
output gaps, and hysteresis effects. For these reasons, the choice of a reduced-form model
makes it possible, after some changes in the parameters, to conduct a large array of a
sensitivity tests. Finally, the model also addresses the question of the optimal fiscal stance,
defined as the fiscal consolidation producing the smallest real costs and achieving
meanwhile public finance sustainability. The international dimension of the model also
makes it possible to account for the interdependencies between Eurozone member states.

2. A brief and selective literature review

We mobilise two types of literature: the frontloading vs. backloading and the
composition effect. The former depends extensively on the multiplier effect. In a chapter of
the World Economic Outlook (2010), the IMF had concluded early that the costs of fiscal
consolidation would be important, though not substantial. A fiscal multiplier around 0.5
was found at this time. In 2012 however, in the new issue of the Outlook, the tone was
radically different. Assertions were made that fiscal multipliers had been formerly
underestimated and were in a range of [0.9;1.7]. Blanchard and Leigh (2013), in a sequel of
their box in WEO 2012, acknowledged that during downturns, fiscal multipliers were
certainly above unity. While the former value of the fiscal multiplier urged a frontloading
strategy, the latest one rather urged a backloading one. As a matter of fact, the growing
body of evidence on the time-varying properties of the fiscal multiplier along the business
cycle highlighted the importance in the timing of fiscal consolidation: a frontloading
strategy when the output gap was widely and negatively open would become a “self-
defeating strategy” (Holland and Portes, 2012). Not only would there be large real incurred
costs but the debt to GDP ratio would not fall and debt sustainability would recede.

We have reviewed elsewhere the body of evidence on time-varying fiscal multipliers
(Blot et al., 2014b). The list of factors which make the fiscal multiplier non-linear includes
the zero-lower bound (e.g. Eggertsson, 2010), financial stress for households and firms (e.qg.
Corsetti et al., 2012), unemployment and the business cycle (e.g. Auerbach and
Gorodnichenko, 2012), and public debt thresholds (Corsetti et al., 2013). A general



conclusion of this literature is that the fiscal multiplier is higher in times of crisis than in
good times (see the recent meta-analysis by Gechert and Rannenberg, 2014).

As regards the composition effect, the seminal contribution of Alesina and Perotti
(1995) concluded that spending-based consolidation had smaller adverse effects than tax-
based consolidation. Stated differently, the spending multiplier appeared smaller than the
tax multiplier. While Erceg and Lindé (2012) achieve a similar result in a two-country
Dynamic Stochastic General Equilibrium (DSGE) model with independent monetary policy,
they obtain the contrary once they introduce either a monetary union or a zero-lower-
bound on monetary policy. Their argument is that spending cuts require sharp falls in
interest and exchange rates to crowd-in private demand. In a monetary union and under
the ZLB, both channels disappear and a spending-based consolidation is costlier than a tax-
based one. This is consistent with the empirical findings of, e.g. Batini et al. (2012) who
conclude that spending multipliers are significantly larger than tax multipliers during
downturns. According to Gechert and Rannenberg (2014, baseline estimation, figure 2),
the tax multiplier is only weakly different between downturns and upturns, whereas the
spending multiplier can be multiplied by 3; during downturns, the spending multiplier can
therefore be on average 5 times higher than the tax multiplier. in't Veld (2013), with
consideration of spillover effects of fiscal consolidation in the Eurozone, and Coenen et al.
(2012), without consideration for the time-varying property of fiscal multipliers, also
showed that spending multipliers were higher than tax multipliers.

3. Presentation of the model

We extend the model developed in Blot et al. (2014a) to account for a composition
effect of the fiscal stance. The model is a simple macroeconomic framework combining
structural and reduced-form non-linear equations. It is able to embrace alternative insights
of the literature, including time-varying fiscal multipliers and hysteresis effects. It remains
tractable for a large set of Eurozone countries and calibrations are consistent with actual
data. Thanks to tractability, we can model supply and demand complex mechanisms which
are possibly heterogeneous across countries. The model is also able to make a large set of
sensitivity analyses which give rise to different scenarios.

In contrast with DSGE models, this reduced-form model does not derive from optimal
behaviours. It remains that, despite optimization, DSGE models are not devoid of strong
assumptions, be it e.g. on the properties of households (which part of them is liquidity
constrained? which part is not? The answer to these questions is important because it has
implications on the effectiveness of fiscal policy)” or on expectations, which are often
forward-looking though a mix of backward-looking and forward-looking expectations

2 see for example Wieland et al. (2012) for a comparison of fiscal policy effects on output gap for a large set of
DSGE models.



might be preferred, or alternative approaches to expectations like those discussed by
Woodford (2013). Moreover, these models generally do not allow to model nonlinearities
such as variable fiscal multipliers over the business cycle, because they are linearized around
a single point’, or to model hysteresis effects which mean that the steady-state (potential)
output changes over time.

The key features of the model are that it allows for an explicit representation of the
main countries of the Eurozone: Austria, Belgium, Finland, France, Germany, Greece,
Ireland, Italy, Netherlands, Portugal and Spain. An aggregated Eurozone is also computed
in order to deal with global analysis and monetary policy. On the demand side, an open
economy aggregate demand function is modelled which depends on fiscal and monetary
policies, external demand (a channel for intra EU interdependencies) as well as exogenous
shocks on the output gap. Hysteresis effects are introduced but they only affect the level of
output in the long run whereas the growth rate of the potential output reverts to baseline
path. External demand is represented using a bilateral trade matrix taking into account
interdependencies between Eurozone countries. Prices are given by a Phillips curve relating
current inflation to expected inflation, economic activity, imported inflation and exogenous
shocks. Expectations are supposed to be backward-looking’. A non-linear Taylor rule is used
to set the stance of monetary policy. Fiscal balance is the sum of interest payments,
cyclically-adjusted balance and cyclical components. This simple definition helps to properly
assess the fiscal stance, i.e. the part of fiscal policy which is under the direct control (or
discretion) of current governments. We disentangle between fiscal impulses based on
expenditures and taxes. The focus is also put on the time-varying dimension of the fiscal
multiplier. The model allows to compute public debt projections for Eurozone countries,
taking into account the impact of the market interest rate (government-bond yield), and to
assess debt sustainability. A risk-premium on long-term public interest rates is also
introduced. It depends on public debt and the structural primary balance.

3.1. A simple model for open economies

To sum up, the model may boil down to 4 main equations describing demand’,
potential output, inflation and long-term interest as a weighted sum of future short-term
interest rates. The output gap (y) (defined as the difference between current output (%)
and potential output (y™)) is given by the following equation:

(1) y =EFI® + EFI" + §.(R—R) + B,.ad

¥ Recent exceptions are papers by in’t Veld (2013) drawing on a structural multi-country model and Bi et al. (2013)
drawing on a small, open economy, DSGE model.

* More precisely, expected inflation depends on the gap between past inflation and the inflation target.

® More details on the equations of the model are described in Blot et al. (2014a), as major changes stem from the
introduction of a composition effect of the fiscal multiplier.



It is the driven by the usual variables, like real interest rates, external demand and fiscal
policy, which is captured here by by EFI® and EFIT, the effective fiscal impulses,
cumulating past and current ex ante fiscal impulses on public expenditures and taxes.’ R is
the long term real interest rate and R is the long run equilibrium value of interest rate. The
term &,. (R — R) captures the effect of monetary policy on aggregate demand via its impact
on financial markets and expectations of future inflation. The term ( 8,.ad) stands for the
impact of external demand by trade partners. The dynamics of the current level of output is
represented by an error correction equation. Yet, with a large negative output gap, the
error correction model implies growth rates which can be very large and unrealistic.
Therefore, a 2.5% ad-hoc restriction is introduced in the dynamics of current output.

The dynamics of the potential output is described by the following equation:

) yi =yi1t+Hy +¢&

where H is an hysteresis parameter and ¢ is an exogenous shock on aggregate supply.
GDP prices are set according to a New Keynesian hybrid Phillips curve. Inflation depends on
past inflation, expected inflation, output gap, and imported inflation and we rely on
estimates by Fuhrer and Moore (1995), Rudd and Whelan (2006), and Paloviita (2008) for
calibration:

Q) m =m0 + (L= N0 Teq + N2 Yetn3. 2 Wiy j o (ATE) + €F

Actually, a distinction is made between short-term (or one-period ahead forecast)
entering the Phillips curve equation (3) and long-term forecasts, which is used for the long
term real interest rate. For one-period ahead forecasts (77), we rely on backward-looking
expectations, and we assume that inflation is expected to converge to the ECB target at a
given speed. For financial markets, long-run expected inflation is modelled as the
discounted sum of forward-looking inflation rates, in a similar fashion as nominal long-term
rates, in order to keep expectations consistent at this (more than one-year ahead) horizon.

Monetary policy is described through a non-linear Taylor rule where, under non-ZLB
circumstances, the short term interest rate moves with the gap between Eurozone inflation
nf4 and the ECB target " on the one hand, and with the Eurozone output gap y£4 on the
other hand. The ZLB is fixed at 0 %. According to the expectations theory, the long term
interest rate for German public bonds is set equal to the expected sum of future short term
interest rates for which expectations are supposed to be rational (following Shiller, 1979).

® 1t is an ex ante multiplier in the sense that it does not take into account monetary policy effects and spillover
effects from external trade on GDP.

71t does not imply that growth rate is strictly bounded at 2.5% during a recovery since short-term dynamics
resulting from monetary and fiscal policy or external demand can also drive growth.



4) i7" =+ A+ WL (A — ) + W, yFA

The long-term public may include a risk premium si”“"
zero in the baseline scenario where we consider that long term interest rates all converge as
observed in the pre-crisis period. A sensitivity analysis accounts for an endogenous linear
risk premium, increasing with public debt. The assumption that the risk premium is
sensitive to public debt rather than deficits is consistent with results reported by Beirne and
Fratzscher (2013) after 2008. The risk premium is zero when public debt is below 60% and
when the country reaches a structural primary balance which stabilizes debt.

(5) £P** = KB, if B,_; > 60% and if SPS, < SPS;

where SPS; is the primary structural balance stabilizing public debt. It must be noticed that
for countries that entered the EFSF, the long term interest rate is supposed to be
exogenous. The real long term interest rate, entering equation (1) is equal to the nominal
long term rate minus long run expected inflation.

Finally, imports of each country increase with the output gap (eq.(6)). Then, as imports
in each country are exports for other countries, we define external demand to country c as
the weighted sum of imports of the other EMU countries (eq.(7)). As the model considers
only Eurozone countries, the external demand only accounts for intra-Eurozone trade.

(6) my = .y,

(7) ad; = Ej W, j,cMt

Calibration of the model is described in the appendix.

3.2. Public finances and fiscal policy

The fiscal block of the model includes public debt dynamics and hinges extensively on
the structural primary balance. The latter evolves according to the differentiated impulses
on public spending (FI%) and taxes (FIT) but also according to changes in taxes which are
due to variations in the gap between potential production and the baseline. As a matter of
fact, a permanent downward shift in potential output relative to the baseline entails a
permanent fall in taxes, then a permanent fall in the structural primary balance. The cyclical
balance depends on the overall sensitivity of revenues and expenditures to the business
cycle. The average interest rate on debt evolves according to the long term nominal interest
rate on newly issued public bonds.

The impact of fiscal policy depends on the state of the economy as emphasized by the
growing literature surveyed by Parker (2011). Hence, we build a time-varying fiscal



multipliers u, which depends on the output gap and on the composition of the adjustment.
Tax-based and spending-based multipliers can be described by the illustrative figure 2. We
consider the same shape for the two fiscal multipliers. Yet uT, .. (respectively u” . and ug )
may differ from uS,, (respectively uS,.. and u§ ). The calibrated values for the fiscal
multipliers are based on the meta-regression analysis provided by Gechert and Rannenberg
(2014) where they show that the spending-based multiplier is very sensitive to the state of
the economy whereas the tax-based multiplier is flatter.

The values of fiscal (tax and spending) multipliers are maximal in very bad times,
whereas they are minimal in very good times. Such a representation of the fiscal multiplier
does not directly account for all the possibilities highlighted in the empirical literature. Yet,
as monetary policy is endogenous and constrained by the zero lower bound, the effect of
fiscal policy becomes stronger when the output gap is negative and monetary policy
constrained by the ZLB since there is no increase in the interest rate that can mitigate the
impact of fiscal policy. Since the banking sector is not represented in the model, the state of
the financial system has no incidence on the fiscal multiplier’. Nevertheless, we may
suppose that a situation of distressed banking system would be accompanied by a negative
output gap, a feature which is explicitly introduced in the model via the time-varying
nature of the fiscal multiplier. Besides, fiscal multipliers are higher when the unemployment
rate is high as liquidity constraints become more stringent for firms and households. In such
a case, the Ricardian hypothesis does not hold. Finally, there is one situation that seems to
be more controversial if public debt is high or increases quickly: Corsetti et al. (2013) argue
that the fiscal multiplier would be low. The analyses will yet also include a situation where a
risk premium in the interest rate increases with public debt. Though it may not strictly
correspond to the effect illustrated by Corsetti et al. (2013), it will mitigate our conclusion
on the cost of consolidation when public debt is high.

8 We thank Pablo Hernandez de Cos for raising this issue.






4. Public Debt and output gap dynamics under alternative
compositions of fiscal adjustment

We aim to provide simulations on the paths of public debt and output gap of Eurozone
member states according to the path of consolidation and the composition of the
adjustment under different scenarios.

The baseline scenario incorporates time-varying fiscal multipliers and hysteresis effects,
but does not introduce the risk premium effect on long-term interest rates. First, we take
into account the observed amount of fiscal consolidation from 2011, which is the starting
year for all simulations, and derive the public debt dynamics until 2034. We investigate
whether, under observed fiscal stances, Eurozone countries may achieve the 60% debt-to-
GDP target.

Then, we analyze different paths of consolidation with three alternative instruments:
purely expenditure-based adjustment, purely tax-based adjustment and a mixed-
adjustment. Finally, in a third step, we introduce an endogenous risk premium.

4.1, Public debt in 2034 under the current adjustment

In the baseline scenario, we simulate the path of public debt-to-GDP ratios until 2034,
which is the horizon of the 1/20" debt rule incorporated in the revised SGP and in the Fiscal
Compact. The simulated path of public debt depends on the fiscal impulses which have
been forecasted in the Eurozone from 2011 to 2016°. We then assume zero fiscal impulses
beyond 2016. Under this scenario, the fiscal multiplier is supposed to be time-varying as
described in figure 2. Hysteresis effects are also introduced in the model so that a negative
(respectively positive) demand shock will have negative (respectively positive) long-term
effects on GDP. We suppose that sovereign spreads will vanish after 2015. Results are
reported in Table 1 and hypotheses regarding the set of initial conditions are described in
box 1.

Columns (1)-(4) report public debt and structural balance respectively in 2020 and
2034 (20-year horizon). 2020 is the year for which the output gap has returned to zero for
almost all countries. The cumulative fiscal impulse for 2011-2016, is reported in column (5)
and sums up the short-term fiscal stance for all Eurozone countries. Growth performances
(GDP growth rates) are reported in columns (6) and (7). For GDP growth, we report the
average growth rate over the period for which we have information on realized fiscal stance
(2011-2014). Beyond 2020, GDP growth converges to the long-term growth rate.,

® For 2015 and 2016, we consider planned fiscal impulses.
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Table 1. Public finance and output performances under the baseline scenario

Public debt (% of GDP) Structural balance (% of | Cumulative GDP growth rate (%) Sovereign
GDP) fiscal yield (%)
impulse

M @ ©) 4 &) (6) )] (8)

2020 2034 2020 2034 2011-2016" | 2011-2014  2015-2034 | 2012-2018
Germany 51 6 1,9 3,0 -1.8 1,5 1,1 1,9
France 93 99 =31 -3,9 -2.5 0,8 1,6 2,3
Italy 112 57 11 2,9 -2.1 -0,8 0,5 3,4
Spain 92 71 -1,4 -1,0 5.7 0,4 1,7 3,3
Netherlands 71 66 -1,6 -1,8 -2.3 0,0 1,5 2,1
Belgium 86 52 -0,3 0,5 -1.1 0,8 1,7 2,4
Portugal 115 83 -1,0 -0,2 -74 -14 1,4 3,2
Ireland 82 8 2,4 4,6 -6.3 1,5 2,2 2,8
Creece 148 58 1,7 4,9 -11.1 -4,8 1,7 3,4
Finland 65 74 -2,3 -3,3 -1.8 0,1 1,9 21
Austria 69 56 -1,1 -1,0 0.3 1,3 1,5 2,2
Eurozone 82 54 -0,3 0,2 -2.8 0,4 1,3 2,6

Source: iAGS model

. Fiscal impulses are null beyond 2016.

Given initial conditions and realized and expected fiscal impulses, table 1 shows that
public debt would significantly decrease between 2020 and 2034 for all countries but
France and Finland. Moreover, Germany, ltaly, Belgium, Ireland, Greece and Austria would
meet the 60% target by 2034.

In 2020, despite substantial fiscal efforts, France, Spain, the Netherlands, Portugal,
Finland and Austria would not be able to bring their cyclically-adjusted deficit under the
Fiscal Compact limit of 0.5% of GDP. Among these countries, France, Spain, the
Netherlands, Portugal and Finland would not comply with the fiscal rule on public debt and
would stand above the 60 % threshold in 2034 despite their fiscal efforts to bring back debt
to this ratio. '

Finally, the baseline scenario questions the issue of public debt sustainability in the
Eurozone. Sustainability is assessed regarding the ability of countries to meet the objective
of bringing back the debt ratio to 60 % of GDP by 2034, consistently with the recent fiscal
framework which fixes a 20-year horizon for assessing debt evolution. Sustainability refers
to the ability of the general government to pay back its domestic debt. Its ability depends
on the future available scope for spending cuts and tax hikes, but also on future economic
growth. Though some countries in our baseline simulations do not reach this 60%
threshold, it is noticeable that they achieve substantial reductions in public debt-to-GDP
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The ability to comply with the debt objective is analyzed separately with three
instruments (expenditure-based, tax-based and mix-adjustment). In the mix-adjustment
case, we consider that countries for which consolidation is needed resort to the instrument
with the lowest fiscal multiplier (taxes) whereas countries where an expansionary fiscal
policy is possible resort to the instrument with the highest multiplier (expenditures). In all
cases, it is assumed that interest rates converge among Eurozone countries.

First, with maximum yearly consolidation of -0.5% of GDP based only on expenditures
from 2011 on (table 4a), only three countries (Spain, Portugal and Greece) would not reach
the debt target in 2034. For those countries the cumulative fiscal impulse would amount to
11.5% of GDP. For France, the Netherlands and Austria, a significant additional amount of
consolidation is needed when compared to table 1. In the case of Italy, reaching 60% with
-0.5 point of consolidation per year would involve 3.1 points of consolidation which is close
to the -2.1 that were realized between 2011 and 2016." For Germany, fiscal stance would
turn to a positive figure reflecting the fiscal space of the country. With a neutral fiscal
stance, Belgium would also be able to reach the 60% debt-to-GDP ratio. Finally, it must be
stressed that average growth would be significantly higher between 2011 and 2014, in
comparison with the baseline scenario, thanks to lower requirements for consolidation. For
the Eurozone as a whole, average growth would have been 0.6 point higher. The most
striking difference would concern Greece, with an averaged recession of -0.9 instead of -
4.8. Yet it must be reminded that under this adjustment path, Greece would still be unable
to reach the debt target. Under this scenario, the cumulative fiscal impulse would be
substantially higher than under the baseline (incorporating observed and planned fiscal
stances between 2011 and 2016), but since it would be spread over a longer horizon, the
gains in terms of short-term growth would be relatively substantial, whereas the long-term
costs would be minimal.

Turning to the case of purely tax-based adjustment (table 4b), only Portugal would not
comply with the debt target. Public debt would reach 92%, which is significantly lower
than in the expenditure-based adjustment, where it stood at 150%. This scenario is
certainly and not surprisingly better for all Eurozone countries since, needed adjustment is
lower and consolidation is less costly. Average growth in the Eurozone would now have
reached 1.2 between 2011 and 2014, with average growth between 2015 and 2034 similar
with the baseline scenario.

This conclusion certainly hinges on the assumption that the tax multiplier is always
lower than the spending multiplier. Resorting to the instrument associated with the lowest
multiplier in times of consolidation is optimal, all else equal. This is of course untrue when
an expansion is possible. Thus, we consider a fourth scenario of mixed-adjustment (table
4c). Here, countries with fiscal room for maneuver resort to expenditure-based expansion
whereas countries implementing consolidation resort to tax-based adjustment. The
differences with the pure tax-based adjustment are rather small. Public debt for Portugal is
only reduced by 1 percentage point. Average growth for the Eurozone is 0.1 point higher

2 Here we also take into account planned consolidation or expansion for 2015 and 2016.
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between 2011 and 2014 and similar on average afterwards. It must be stressed that the
main country for which there is fiscal room for maneuver is Germany. Though it is the
biggest Eurozone country, the spillover effects from a German expenditures-based
expansion are found to be small (see footnote 10).

Let us briefly return to the superiority of tax-based adjustment over spending-based
adjustment in the model. It shall not be considered tautological. Indeed, the model
introduces spillover effects via trade which do not modify the discrepancy between both
types of adjustment: the adjustment with the assumed lowest real costs (tax-based
adjustment) also produces the lowest spillover effects on partners, hence the lowest
(negative) feedback effects from partners. However, the model includes a monetary policy
setting which reduces the discrepancy: the adjustment with the assumed lowest real costs
produces the smallest reduction in the nominal interest rate, hence the lowest
compensation for demand. The argument that spending-based consolidation should be the
preferred strategy during consolidation episodes drew extensively on the reversed
crowding-out effect: a fall in expenditure would be followed by a fall in interest rate and a
consecutive increase in private investment”. This argument is strongly dependent on the
existence of the ZLB (unless the liquidity trap is driven by shock on households’ confidence,
as in Mertens and Ravn, 2010): once the ZLB has been reached, spending-based
consolidations cannot produce a compensating increase in private demand. Moreover, the
higher the fiscal multiplier, the faster a ZLB episode is reached. Consequently, the time
frame for a reversed crowding-out effect to happen is shorter under a spending-based
consolidation than a tax-based one.

3 The argument is present in, e.g. Giudice et al. (2003) and Corsetti et al. (2013).
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Table 4a. + / - 0.5 adjustment - expenditure-based adjustment

Public debt (% of GDP) Structural balance (% of | Cumulative GDP growth rate (%)
GDP) fiscal
impulse
2020 2034 2020 2034 2011-2034 | 2011-2014  2015-2034
Germany 70 60 11 1,1 1,2 2,2 1,0
France 95 60 -1,1 0,8 -6,8 1,4 1.4
Italy 122 60 1,1 3,4 -3, -0,7 04
Spain 127 100 -3,6 2,0 -11,5 0,1 14
Netherlands 85 60 0,6 0,3 -5,0 0,1 1,4
Belgium 87 60 -1,0 -0,2 0,0 1,7 1,6
Portugal 160 150 -4,6 0,1 -11,5 -0,1 0,9
Ireland 122 60 -0,8 24 -7,0 1,9 1,9
Creece 163 110 -2,2 44 -11,5 -0,9 1,0
Finland 58 60 -1,8 -2,4 0,9 1,3 1,7
Austria 74 60 -14 -1,2 -2,1 1,1 1,5
Eurozone 96 67 -1,1 0,5 -3,8 1,0 11

Source: iAGS model

Table 4b. + / - 0.5 adjustment - tax-based adjustment

Public debt (% of GDP) Structural balance (% of | Cumulative GDP growth rate (%)
GDP) fiscal
impulse
2020 2034 2020 2034 2011-2034 | 2011-2014  2015-2034
Germany 72 61 -1,1 -11 1,0 2,1 1,0
France 84 60 -0,9 -0,5 -4,2 1,8 1,4
Italy 114 60 0,7 2,8 -1,7 -0,2 0,4
Spain 1 60 24 2,8 -9,2 0,6 1,6
Netherlands 72 60 -1,3 -1,2 -2,6 0,6 1,4
Belgium 88 63 -1,1 -0,5 0,2 1,7 1,6
Portugal 142 92 -3,2 3,8 -11,5 0,4 1,0
Ireland 105 60 -0,6 0,7 -3,8 2,6 2,0
Greece 139 60 -0,4 4,6 -7,6 -0,2 1,
Finland 59 61 -1,8 -2,4 0,7 11 1,8
Austria 71 60 -1,4 -1,3 -1,5 1.5 1,4
Eurozone 89 61 -1,0 0,3 -2,6 1,2 1,2

Source: iAGS model
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Table 4c. +/ - 0.5 adjustment - mix-adjustment (expenditure-based expansion and
fiscal-based consolidation)

Public debt (% of GDP) Structural balance (% of | Cumulative GDP growth rate (%)
GDP) fiscal
impulse
2020 2034 2020 2034 2011-2034 | 2011-2015 2016-2034
Germany 70 60 -1,1 -11 1,2 2,2 1,0
France 84 60 0,9 -0,5 -4,2 1,8 1,4
Italy 114 60 0,7 2,8 -1,7 -0,2 0,4
Spain 111 60 -2,4 2,8 9,2 0,6 1,6
Netherlands 72 60 -1,3 -1,2 -2,6 0,6 14
Belgium 87 62 -1, -0,4 0,2 1,8 1,6
Portugal 142 92 -3,2 3,8 -11,5 04 1,0
Ireland 105 60 -0,6 0,7 -3,8 2,6 2,0
Greece 139 60 -0,4 4,6 -7,6 -0,2 1,1
Finland 58 61 -1,8 -2,5 1,0 1,3 1,7
Austria 71 60 -1,4 -1,3 -1,5 1,5 1,4
Eurozone 89 61 -1,0 0,3 -2,5 1,3 1,2

Source: iAGS model

4.3. Does credibility matter?

The assumption that interest rates will converge across Eurozone member states was
included in the former scenarios. Yet, recent experience has shown that countries with high
public debt underwent a sharp loss of credibility which materialized in risk premia increases.
This situation has induced countries to implement sharper consolidation to restore
credibility vis-a-vis financial markets, a situation already described by, e.g. Guichard et al.
(2007). Thus we consider scenarios with endogenous risk premia on sovereign debts, as
shown in eq. (5)". We focus on pure expenditure-based and pure tax-based scenarios.
Results are reported in tables 5a and 5b, in difference with results reported in tables 4a and
4b respectively. The endogenous risk premium, given by eq. (5) on the national interest
rate appears in the last-but-one column of each table. It might not be directly compared
with the sovereign yield given in table (1) as the scenario is not the same. The relevant
comparison would be with tables (4a, 4b and 4c) where risk premium is zero by
construction. It may also be stressed that a zero risk premium does not mean that there is
no spread with the safe asset (here the German sovereign bond) as convergence is
supposed to occur slowly in the model as explained for the baseline scenario.

 Dewachter and Wouters (2014) introduce endogenous financial risk in a DSGE model via a perturbation-based
approach, but they do not model either a multi-country setting or risk premia on sovereign bonds.
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It should be straightforward that the ability to reach the debt target when there is an
endogenous risk premium is lower because positive risk premium increases the debt burden
and weighs down on growth, reducing the advantage of a smoother path of consolidation.

In the case of an expenditure-based policy (table 5a), the introduction of a risk premium
requires a sharper consolidation of 1.1 percentage point of GDP for the Eurozone, with a
strong discrepancy between France (with an additional cumulative fiscal impulse of almost -
5 percentage points) and Belgium (with an additional cumulative fiscal impulse of +0.5).
Despite stronger consolidation, the Eurozone average public debt increases by 5 percentage
points of GDP, in comparison with the previous scenario, and Greece, Portugal and Spain
are still unable to reach the debt target in 2034. Real GDP growth rates are almost similar,
on average between 2011 and 2014 and between 2015 and 2034 though these average
figures hide some real costs which may cumulate in output gaps. Indeed, in the case of
France and Portugal, between 2011 and 2034, the negative output gap would widen by 16
and 22 percent respectively. On average for the Eurozone, the output gap would widen by
5 percent. Risk premia would be higher for France or Finland, compared to a situation
without endogenous risk premium but yet sovereign spreads with German interest rate
would still be close or above 100 basis points in Greece, Italy, Portugal and Spain between
2012 and 2018.

The real costs of a tax-based adjustment (table 5b) would be substantially lower than
after a spending-based one, once a risk premium is introduced. The cumulative fiscal
impulse would reach a mere -0.3 percentage points of GDP for the Eurozone, and the
cumulative loss of output gap would be 0.5 percent. In this case again, risk premia would
be lower compared to the expenditure-based consolidation but may still be substantial for
France and Portugal. Finally the debt target would not be achieved in 2034 for Spain,
Portugal and Greece.

The response of sovereign spreads to increases in public debt in the simulations are
quite in line with the literature which reports relatively low values, e.g. Gruber and Kamin
(2012). Results of the simulations concerning the peripheral countries of the Eurozone can
be brought close to the empirical conclusions of Schaltegger and Weder (2015), though
they study only developing countries. They show that fiscal adjustments do not have a
strong impact on the probability of default, and that a composition effect exists: spending-
based adjustments are not successful at reducing the probability of default, whereas tax-
based ones are. In a scenario of endogenous risk premia, spending-based and tax-based
adjustments give almost similar sovereign spreads (they are a bit higher in the latter than in
the former, though the difference is probably not significant), but public debt increases less
in the latter than in the former case. A composition effect thus arises.
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Table 5a. +/- 0.5 fiscal impulses - endogenous risk-premium - expenditure-based

adjustment
In difference with table 4a
Public debt (% of Structural balance (% | Cumulative | GDP growth rate (%) Risk Cumulative
GDP) of GDP) fiscal premium 0G
impulse (pts)
2020 2034 2020 2034 2011-2034 2011- 2015- 2012- 2011-2034
2014 2034 2018
Germany 0 0 -0,1 0,0 0,1 0,0 0,0 0.1 0,9
France 6 0 -1,0 3,2 -4,7 0,0 -0,2 0.9 -16,1
Italy 5 0 0,2 0,4 -0,9 -0,2 0,0 04 -4,5
Spain 7 32 -1,3 -1,8 0,0 -0,1 0,0 1.1 -6,4
Netherlands 2 0 -0,3 0,4 -0,3 0,0 0,0 0.6 -1,0
Belgium 0 0 -0,1 -0,1 0,5 0,1 0,0 0.0 2,9
Portugal 12 102 -2,4 -9,7 0,0 -0,2 0,2 14 -22,1
Ireland 2 0 -0,2 0,3 -0,4 0,1 0,0 0.3 1,1
Creece 0 0 -0,1 0,1 0,0 0,0 0,0 0.6 1,6
Finland 0 0 -0,1 0,1 0,0 0,1 0,0 0.0 2,5
Austria 0 0 -0,1 0,0 04 0,0 0,0 0.0 1,1
Eurozone 3 5 -0,4 0,4 -1,1 0,0 0,0 -5.0

Source: IAGS model
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Table 5b. +/- 0.5 fiscal impulses - endogenous risk-premium - tax-based adjustment

In difference with table 4b

Public debt (% of Structural balance (% | Cumulative | GDP growth rate (%) Risk Cumulative
GDP) of GDP) fiscal premium oG
impulse (pts)
2020 2034 2020 2034 2011-2034 2011- 2015- 2012- 2011-2034
2014 2034 2018
Germany 2 2 -0,1 0,0 0,2 0,0 0,0 0.1 0,9
France 3 0 0,0 0,2 -0,5 0,0 0,0 0.6 -0,5
Italy 0 -1 0,0 0,1 -0,2 -0,1 0,0 0.2 -0,8
Spain 6 7 -1 1,7 -2,3 -0,1 0,0 1.1 -5,.2
Netherlands 0 0 -0,1 0,0 0,2 0,1 0,0 0.1 1,6
Belgium -1 -4 0,2 0,3 0,0 0,0 0,0 0.0 0,4
Portugal 10 42 -2,0 -2,4 0,0 -0,2 0,0 1.4 -7,6
Ireland 1 0 -0,1 0,0 0,0 0,1 0,0 0.2 2,4
Greece 0 0 -0,1 0,0 0,0 0,0 0,0 0.4 1,0
Finland 0 0 -0,1 -0,1 0,0 0,1 0,0 0.0 1,8
Austria 1 1 -0,1 0,0 0,3 0,0 0,0 0.0 0,5
Eurozone 2 2 -0,2 0,2 -0,3 0,0 0,0 -0,5

Source: IAGS model

5. Backloading vs. frontloading

In this section, we address the issue of frontloading according to the choice of
instruments (expenditures or taxes). In the case of a frontloaded adjustment, countries
implement the bulk of the fiscal consolidation early. This is clearly the choice that has been
made in the Eurozone since 2011. Despite negative output gaps, Eurozone countries have
engaged massive consolidation plan as emphasized in table 3 where it appears that for
some countries fiscal consolidation between 2011 and 2014 exceeded 10 percentages
points of GDP. On the one hand, under the assumption that fiscal multipliers are high in
time of crisis, this strategy may be ill-designed, implying high output losses. It may even be
counterproductive for very high value of fiscal multiplier since public debt is hardly reduced
because of the feedback effect from bad growth performance. On the other hand,
spreading (or postponing) the adjustment may undermine the credibility of government
and trigger speculative attacks on sovereign debt markets. Interest rates would go up. We
illustrate the trade-off between backloading and frontloading by comparing the scenario of
+/- 0.5 percentage point of GDP with a scenario where the adjustment amounts to +/- 1
percentage point of GDP. We keep on distinguishing between spending-based and tax-
based adjustments, and also retain the endogenous risk premium. As in previous scenarios,
adjustments start in 2011 and are pursued until debt-to-GDP ratios reach 60%.
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The frontloading strategy under a spending-based consolidation would substantially
alleviate the debt problem in Greece, Portugal and Spain though in the former two
countries, the debt target would remain unreachable in 2034, despite strong negative fiscal
impulses. This setback is all the more unfortunate that it would be accompanied by a high
real cost: Greece and Portugal would face a negative output gap of 3 and 4% per year
during 20 years respectively. For the Eurozone, frontloading would be preferable to
backloading in terms of public debt and real activity in the long run, at the expense of the
short-run where real growth would be reduced by 0.4%.

Frontloading under a tax-based adjustment gives better outcomes. All countries are able
to reach the debt target in 2014 and in the Eurozone, the requirement to implement a
contractionary fiscal policy is relieved by almost 1 percentage point of GDP between 2011
and 2034. The cumulative output gap is improved by 2% during the same period. Relief is
substantial for Portugal and Spain who gain 0.5% per year during 20 years. In the short-run
however, there is a minor real cost with frontloading in comparison with backloading.

It remains to be acknowledged that sovereign spreads are substantially reduced by the
recourse to a frontloading strategy. In countries where interest rates spreads are high, like
Italy, Spain and Portugal, the fall amounts to an average of 0.4 if consolidation is spending-
based. Stronger austerity measures means that the peak for public debt and the stabilizing
primary surpluses are reached more rapidly reducing the risk premium.

Table 6a. +/- 1 fiscal impulses - endogenous risk-premium - expenditure-based

adjustment
In difference with the scenario described in table 5a
Public debt (% of Structural balance (% | Cumulative | GDP growth rate (%) Risk Cumulative
GDP) of GDP) fiscal premium 0G
impulse (pts)
2020 2034 2020 2034 2011-2034 2011- 2015- 2012- 2011-2034
2014 2034 2018
Germany 0 -1 0,0 0,0 0,0 0,0 0,0 -0,1 -0,1
France -10 -1 1.3 -4,1 54 -0,8 0,3 -0,8 16,8
ltaly -7 1 -0,3 -0,6 0,9 -0,3 0,1 -0,4 4,0
Spain -4 -72 4,3 3,8 21,9 0,8 01 -0,3 -11,0
Netherlands -10 1 -0,5 0,9 1,6 0,5 0,2 -0,6 8,2
Belgium 0 0 0,0 0,0 0,0 0,0 0,0 " 0,0 0,0
Portugal 10 -168 7,2 26,5 -23,0 -1,6 -0,5 -0,3 93,3
Ireland -6 0 0,7 -1,2 1,4 -1,0 0,2 -0,3 1,4
Creece 18 -22 2,5 7,8 -11,5 -1,1 -0,4 0,1 -65,2
Finland 0 0 0,0 0,0 0,0 0,0 0,0 0,0 0,0
Austria -1 0 0,0 0,0 0,0 0,0 0,0 0,0 -0,3
Eurozone -5 -11 0,9 -0,2 0,8 -0,4 0,1 0,9

Source: IAGS model.
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Table 6b. +/- 1 fiscal impulses - endogenous risk-premium - tax-based adjustment

In difference with the scenario described in table 5b

Public debt (% of Structural balance (% | Cumulative | GDP growth rate (%) Sovereign | Cumulative
GDP) of GDP) fiscal yield (%) oG
impulse
2020 2034 2020 2034 2011-2034 2011- 2015- 2012- 2011-2034
2014 2034 2018
Germany 0 0 0,0 0,0 0,0 0,0 0,0 -0,1 0,0
France -10 0 -0,3 -0,7 1,0 -0,1 0,0 -0,6 3.1
Italy -1 0 -0,1 -0,1 0,1 0,0 0,0 -0,2 0,2
Spain -21 -7 2,8 -4,0 5,0 -0,2 0,1 -0,9 9,1
Netherlands -3 0 0,0 -0,2 0,1 0,0 0,0 0.0 0,0
Belgium 0 0 0,0 0,0 0,0 0,0 0,0 0,0 0,0
Portugal -27 -74 6,1 14 2,1 -0,2 0,1 -1,0 10,0
Ireland -5 0 -0,2 -0,3 0,3 -0,2 0,0 -0,2 0,2
Greece -13 0 1,1 -1,6 1,8 -0,3 0,1 -0,4 2,2
Finland 0 0 0,0 0,0 0,0 0,0 0,0 0,0 0,0
Austria 0 0 0,0 0,0 0,0 0,0 0,0 0,0 0,1
Eurozone -6 -2 0,4 -0,7 0,9 -0,1 0,0 2,1

Source: iIAGS model.

There are two arguments which may make a frontloading strategy preferable to a
backloading one. " The first one relates to uncertainty. Of course, if one knows today that
the fiscal multiplier will be much lower tomorrow, backloading consolidation is always a
superior strategy. But a question arises: can one be sure that the fiscal multiplier will be
significantly lower in a reasonable number of years? As a matter of fact, if the lower
multiplier tomorrow is not confirmed, backloading may make public finances worse,
because it maintains the cumulative consolidation needs. The second argument relates to
the political economy of reforms. It is hard to argue that newly elected governments in the
future will or should commit to the commitments of incumbent governments. Hence,
consolidation should be implemented as soon as possible.

A counter-argument can be given by the baseline scenario (table 1): it shows that the
real costs of a sharp consolidation when the output gap is negative are not negligible and
produce a self-defeating strategy where public debts continue to grow in countries which
implemented the most negative impulses.

> We thank Pablo Hernandez de Cos for clarifying this point.
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Conclusion
Turning back to the questions raised in the introduction, it is time for answers.

First, the simulations performed with the iAGS model showed that there have been
quite substantial costs with the fiscal stance endorsed by Eurozone member states since
2011. It involves unrealistic improvements in public finances which stop the recovery under
way after the Global Financial Crisis. Meanwhile the model confirms that this fiscal strategy
will be unable to achieve, or sometimes to improve, public finance sustainability. Second,
the simulations show that a composition effect is at work. Despite an active monetary
policy, but only until the short-run nominal interest rate hits the zero-lower-bound,
spending-based consolidations are less effective than tax-based ones in terms of public
finance sustainability; they are also more costly in terms of economic growth. Third,
introducing endogenous risk premia does not alter these results, nor does the simulation of
a frontloading strategy.

The conclusion is that it is not only important to implement a fiscal adjustment based
on the instrument associated with the lowest fiscal multiplier but also to neutralize the risk
premium through an accommodative monetary policy. Our results show that fiscal
consolidations do not prove themselves very effective at improving credibility. Indeed,
though Spain or Greece implemented strong measures to reduce their public balance, risk
premia kept rising in 2011 and 2012 and went down only after Mario Draghi declared that
the ECB would do “whatever it takes” to save the Euro.

The introduction of different shapes for the multiplier effect on tax and spending, and
the inclusion of a banking and financial systems with frictions in the model are left to future
research.

Appendix - Calibration

Al. Aggregate demand and supply

We calibrate the error-correction equation stemming from equation (3) by
distinguishing short run and long run effects of monetary policy and external demand on
GDP. Long run effect of long term yields (") is higher than the short run-one ("), to take
into account delays in the transmission of monetary policy. As for heterogeneity between
Eurozone member states in the transmission of interest rate shocks, empirical literature has
not provided very conclusive results to date. Peersman (2004) reports diverging results so
that any calibration remains hazardous. We choose to avoid a strong heterogeneity, which
is consistent with the convergence in the transmission process before the crisis emphasized
by Boivin et al. (2008) or Barigozzi et al. (2014). Boivin et al. (2008) notably suggest that
the effect of an increase in the interest rate is higher for Spain and Italy than for France and
Germany. The effect of interest rate shocks is therefore supposed to be lower for “Northern
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not of representatives of member state citizens, it would be extremely controver-
sial to separate (in its internal deliberative process) representatives coming from
non-euro area and euro area member states, thus allowing only the latter to have
a say on the decisions taken by euro area institutions (Euro Summit and Euro
Group). Finally, a differentiated EU would leave intact the technocratic (ordo-
liberal) order of EMU with its institutionalized bias in favour of the economic
interests and cultural values of the northern and creditor euro area member
states.

5. CONCLUSION

The article has analysed the constitutional compromises that the EU has come
to build between Maastricht and Lisbon, for thus discussing their wrecking by
and during the euro crisis. Three compromises in particular had a constitutional
character. The first was the compromise between member states holding differ-
ent political views on the EU, the supranational and the intergovernmental. The
second compromise was between the member states constituting the EMU as a
political project and those opting out of it. The third compromise was within
EMU between member states claiming centralization in monetary policy and
member states claiming decentralization in economic policy. The euro crisis
has called into question these multiple compromises. In order to face the
euro crisis, the euro area member states of the EMU had to introduce legislative
measures and to adopt intergovernmental treaties that have questioned the com-
promise with the opt-out member states. An institutional and legal separation
has taken place between the non-euro area and the euro area member states.
The euro crisis has also called into question the balance between supranational
and intergovernmental institutions. The financial agenda has increased dramati-
cally the power of the intergovernmental institutions of the European Council
and the Council, although the Commission and the EP have not failed to react.
Finally, the euro crisis has transformed the compromise between monetary
policy’s centralization and economic policy’s decentralization, not only in a con-
voluted system of economic governance but also in a system of economic gov-
ernance dominated by the interests and views of the bigger and creditor member
state of the euro area.

Assuming the EU is a union aggregating asymmetrical and distinct states,
then the formation and wrecking of its internal interstate compromises
should not be surprising. Stalled in the contrasts between supranational and
intergovernmental interests, different monetary regimes, debtor and creditor
member states, the EU has entered into a constitutional conundrum. The US
and Swiss federal unions also passed through periodical constitutional crises.
However, for dealing with them, their political elités could rely on an agreed
constitutional document from which to derive rules, procedures and discourses
for managing those crises, a possibility historically precluded to the EU. It is this
possibility that is now back on the European agenda because of the euro crisis.
The pressure for restarting the Treaty reform process, notwithstanding the many
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Ecco come far convivere Londra e Bruxelles

La soluzione in due Trattati: uno del mercato unico (per I'integrazione economica), I'altro per 'unione politica

Rlalos David Catromn ha vintole
ekezieni breamnichoconquisandeits
ragritymid asephua drssgyl (ntfo
A pyrnkae 0 e uniderpadian
sl permanaadh el Lie s il 7017

di Sergio Fabbrini

isono due treni che stanno andan-

do l'uno in direzione dell’altro. 1l

primo é il treno della Gran Breta-

gna (GB), il secondo é quello del-
I'Unione Europea (UE). Il guaio & che stan-
no viaggiando a velocita sostenuta sullo
stesso binario. Dopo lo straordinario suc-
cesso elettorale del partito conservatore, il
nuovo governo di David Cameron si & for-
malmente impegnato ad indire un referen-
dum sulla partecipazione britannica all’'UE
entroil2017,ilcui esitosaraquellodiallarga-
re la distanza tra il paese e il continente. A
loro volta, le autorita dell’UE, la Commis-
sione in particolare, continuano a pensare
chel'uscitadella GB (il cosiddetto “Brexit™)
sia poco probabile, visti i densi interessi
economici e commerciali che collegano la
GB agli altri 27 membri dell’'UE. Se il treno
britannico & guidato dalla politica interna
delpaese, il trenodell’'UE é guidato dallalo-
gicainterna ai suoiapparati.Se continua co-
s}, & difficile che i due macchinisti possano
intendersi per evitare I'impatto.

La GB ¢ inrotta di collisione con 'UE da
molto tempo. Sicuramente dal Trattato di
Maastricht del 1992 quando, per consentire
ai paesidell’Europacontinentaledidarevita
all'Unione Economica e Monetaria (UEM)
che avrebbe gestito la moneta comune, riu-
sciad ottenere un “opt-out” daquest’ultima
(cioeélapossibilitadinonadottarla). Daallo-
ra,perlaGB,gli“opt-out” sisono moltiplica-
ti. Non fa parte degli accordi di Schengen
sulla libera circolazione delle persone nel
territoriodell’'UE.Noné costrettaadadotta-
redecisioniprese amaggioranzaqualificata
nel campo della cooperazione giudiziaria e
di polizia ai fini del contrasto alla criminali-
ti. Per ottenere lasuafirmaal Trattato di Li-
sbonadel2009,1aGB éstataesoneratadalri-
spettare la Carta dei Diritti Fondamentali
costitutiva di quel Trattato, sottraendosi
cosi alla giurisdizione della Corte Europea
di Giustizia in materia. Nel luglio del 2011, il
parlamento di Westminster ha approvato
una legge (European Union Act) che impo-
ne a qualsiasi governo britannico di indire
unreferendum ognivoltasiverifichiun tra-
sferimento dicompetenze daglistati al cen-
trodell’UE. Naturalmente,laGBnoné!'uni-
co paese che beneficia di opt-out, né & l'uni-
co che si oppone ad un rafforzamento di

Bruxelles a svantaggio delle capitali nazio-
nali. Tuttavia, & il paese che conpilidetermi-
nazione e consistenza ha perseguito una
precisa linea sin dalla sua adesione all’'UE
nel 1973. Secondo la GB P'integrazione do-
vrebbe avere un carattere esclusivamente
economico, evitando di intaccare le pro-
prieta essenziali della sovraniti nazionale.
Ladecisione di David Cameron di indire un
referendumnel 2017 deriva daunadiffiden-
za diffusa del paese nei confronti dell’inte-
grazione cosl corme si & venuta sviluppando

dopoMaastricht.Lacrescitaimpetuosadel-
I'UKIP di Nigel Farage ha radicalizzato
quella diffidenza, manon I’ha creata.

E evidente che un’uscitadella GB dall’'UE
(e dal mercato unico) avrebbe costi molto
alti per’economia del paese. Ma oltre ai co-
sti economici, quell’uscita porterebbe con
séanche alticostipolitici. Certamente, viso-
no paesi (come la Svizzera, la Norvegia,
I'Tslanda oil Liechtenstein) che partecipano
al mercato unico pur non essendo membri
dell’'UE.Nel casosvizzero, cid avvieneattra-
verso accordi settoriali e bilaterali. Nel caso
degli altri tre paesi, che insieme costituisco-
no la “European Economic Area”, cio avvie-
ne attraverso rapporti strutturati tra que-
st'ultima e 'UE. Il punto é che, in entrambi i
casi,1paesiinquestionedebbono adottarela
legislazione dell’'UE per potere operare nel
mercatounico,senzaperocontribuire adin-
fluenzarla in quanto esterni alle istituzioni
dell’'UE.Epocoplausibile ritenere che simili
soluzioni possano essere adottate per rego-
lareifuturirapportitralUEelaGB. Unpae-
se dell'importanza della GB non potra limi-
tarsi a recepire al proprio interno lalegisla-
zione approvata al suo esterno.SelaGBnon
ha mai chiarito a sé stessa quale ruolo vuole
avere in Europa, la diffidenza britannica &
stata per0 regolarmente minimizzata dalle
autorita dell’UE. I vertici e la tecnocrazia
della Commissione hanno continuato a so-
stenere chel'integrazioneé&un processouni-
tario e inclusivo, anche se isingoli paesi pos-
sono adottare tempidiversiperraggiungere
il fine condiviso. In realta la GB (e con essa
diversipaesidell’est e del nord dell’Europa)
persegue una finalitd diversa da quella dei
paesi dell’Europa continentale e occidenta-
le. Una finalita che & inconciliabile con I’ap-
profondimento del processo di integrazio-
ne che si e verificato all'interno del'UEM.

Se cosi &, per evitare che i due treni si

Lasfida.Per David Cameronnonsitrattadifar uscireil PaesedallaUe
madi contribuire alla differenziazione costituzionale di quest'ultima
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scontrino, occorre avviarli su binari diver-
se. Tale smistamento si puo fare solamente
con una differenziazione dei trattati. Il pro-
cessodi integrazione europea haraggiunto
unatale complessita che non & pit1 gestibile
con il paradigma funzionale del paso dopo
passo. E necessario definire contestual-
menteun Trattatodelmercatounico (inclu-
sivodituttiipaesi europeiinteressatiesclu-
sivamente all'integrazione economica) ed
un Trattato dell’'unione politica (basato
esclusivamente sui paesi dell’eurozona). Il
primo puo coincidere con il Trattato di Li-
sbona alleggerito diquelle competenze che
non sono collegate al funzionamento del
mercato interno. Il secondo dovrebbe inve-
ce istituzionalizzare il processo verso
un’unione sempre piu stretta, come cele-
brato dal Trattato di Roma del 1957. In que-
sto modo, per la GB, non si tratta di uscire
dall’'UE ma di contribuire alla differenzia-
zione costituzionale di quest’ultima.
sfabbrini@luiss.il
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Un political compact per 'Europa
Per Sergio Fabbrini la molteplicita va risolta con un nuovo ordine politico

Errore dimetodo. Nell’analisi sulle difficolta dell'euro si rinuncia
a evidenziare la fragilita delle fondamenta istituzionali europee

LARIFLESSIORE

Fabbrini elabora un’architettura,
sulla cartaben equilibrata, in cui
il carattere della condivisione

di sovranita varia a seconda del
potere che deve essere esercitato
diCarlo Bastasin

opo sette anni di crisi finanzia-

ria, sappiamo che le istituzioni

europee - e perfino le democra-

zie nazionali - stanno modifi-
candosi per adattarsi a un lungo processo
improvvisatodisoluzionisottolapressio-
nediproblemidotatidiimpellenzaedimi-
nacce esiziali. Alexander Hamilton si
chiese se mai gli uomini sarebbero statiin
grado di organizzare un buon sistema di
governo inbaseallaloroimmaginazionee
discernimento, anziché far discendere le
loro costituzioni dalle crisi e dalla violen-
za. Finora, non c’é stata sufficiente rifles-
sione, né discernimento, sulla destinazio-
ne del progetto europeo.

In “Which European Union?”, Sergio
Fabbrini si pone analiticamente di fronte
alla domanda su quale Europa stia emer-
gendo. E offre una sua originale proposta.
Secondo Fabbrini, direttore della School
of Government della Universita Luiss,
I'Unione europea & sempre stata compo-
stadapiti progetti di unione di diversana-
tura, la cui problematica coesistenza &
emersa con forzanel corsodellacrisie ha
prodotto conseguenze ambigue in termi-
ni di efficacia e trasparenza delle decisio-
ni. Nel corso dei decenni passati, prospet-
tive diverse dei Paesi membri (comunita
economica, unione intergovernativa o
unione parlamentare) avevano dato luo-
go a compromessi nell’edificazione del
progetto europeo,cidhaprodottotorsioni
nelle proprietd istituzionali dell'Unione
europea. Queste torsioni si sono accen-
tuate e sono arrivate vicine al punto dirot-
turadurante la crisi.

Tamolteplicita va orarisolta attraverso
unnuovo ordine politico: un’unione fede-
rale di Stati che sibasisulla distinzione tra
Paesieuro e non-euro e che fondil'unione
pitistrettadeiprimisu un accordo esplici-
to, un “political compact” basato sulla se-
parazione dei poteri, secondo un modello
di democrazia composita che richiama il
linguaggio diJames Madison.

1l primo passaggio ¢ quello dunque di
scandire istituzionalmente la divisione -
di fatto e di preferenze politiche - chesié
sviluppata tra Paesi euro e non-euro du-
rante la crisi. In questo quadro bisogna

accettare che l'interesse deipaesiesterni
all’euro sia di semplificare le regole del
Trattato di Lisbona che rappresentano
una base legale troppo stringente per
presiedere alla sola ordinata partecipa-
zionealmercatounicoacuiqueipaesiso-
no primariamente interessati. Sitratta di
un passaggio critico per chi & fedele alla
definizione del progetto europeo di
un’unione sempre pil stretta - e anche
per chi osserva crescere la prospettiva
della politica estera e didifesa europea -
malavicendapoliticaelaspecificaincer-
tezza del futuro europeo della Gran Bre-
tagnaportanoFabbriniaconsiderareuna
soluzione ordinata alla tentazione di di-
stacco di alcuni Paesi.

Una volta accomodata la separazione,
sard possibile risolvere le ambiguita che
findal Trattatodi Maastrichtcaratterizza-
no ’ordine politico europeo, rappresen-
tando i Paesi euro dentro un modello ori-
ginaleecomprensivodiunione“composi-
ta”. Inrealta la tradizionale contraddizio-
ne tra elementi intergovernativi e
sovranazionali non viene cancellata, ma
risolta assoggettandola a un principio or-
dinativo superiore, quello della separa-
zione dei poteri. Fabbrini elabora quindi
un'architettura, sulla cartaben equilibra-
ta, in cui il carattere della condivisione di
sovranitd varia a seconda del potere che
deve essere esercitato. Il potere esecutivo
in particolare si basa sul riconoscimento
del ruolo del Consiglio europeo (i capidi
governo deisingoli Stati), ma sotto la gui-
da e gli ampi poteri di un presidente, una
specie dicapodigovernodeigoverni. Alla
Commissione europea farebbe capo il
compito di implementazione delle deci-
sioni del Consiglio. .

Fabbrini resiste alla sensazione, che
moltidi noihanno,didenunciare un arre-
tramento anche moralerispetto aquando
I’Europa poteva essere intesa, come di-
rebbe Habermas, come il passo pit1 avan-
zato nella storia umana lungo la strada di
una societd mondiale politicamente co-
stituita. Come il luogo kantiano dellaleg-
ge e dell’orientamento cosmopolita, una
teleologia ritrovata dopo 'offuscamento
diun’era barbara e belligerante. L’autore
ritiene che si debbainvece prendere atto
di attitudini culturali distinte che stanno
allontanando alcuni paesi. Cid sottinten-
de che le divisioni politiche tradizionali,
destra e sinistra, e quindi la parlamenta-
rizzazione della Ue, non possano risolve-
re il tema europeo.

E una premessa forte per chi invece ri-
tiene che le attitudini non rappresentino
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radicisecolariinestirpabili,maunadecli-
nazione di interessi rispettabili da com-
porreattraversoigiustiincentiviin unin-
teresse comune. Il carattere economico

della crisi inoltre ha evidenziato la forza

di preferenze dei cittadini “decentrate”

rispetto al controllo dei governi. Si pensi

al rischio di fuga dei capitali o di corsa ai

depositi bancari (e}‘vvgnutg gerfmo in SergioFabbrini,
Germania). Queste “attitudini” sono per Which European
loro natura variabili. Union? P

Pitiin generale, tuttavia, Fabbriniriesce EUROPEAN Emon.

. L urope Afier the
ammirevolmente a denudare I'errore di URION? Euro Crisi
metodo che tutti tendiamo a compiere Beape terfha > Ores c aﬁbrri’csilsé
nell’analisidellacrisi,quandorinunciamo SERGIO FABRRING Universitg bress
a evidenziare analiticamente la fragilita 384 pa ir):e ’
delle fondamenta istituzionali dell'edifi- P38
cio europeo. Il primo errore & tipico degli 1t volume, scritto dal direttore della School of
economisti ql}e,.e}dottando modelli dina- Government della Universita Luiss, scandisceil
mici di equilibrio generale, danno per processo storico europeofinoarivelarloin

scontatounritornoall’equilibrio. Glierro modo inedito e descrive la crisi come

r‘ieiozréo(;iil ls)il;ltednitgrobnlos‘t‘?ittlzﬁil”’le(i]lccs)fa coesistenza problematica delle diverse unioni
} cosofisticatadistorici o est; che convivono all'interno dell’'ordine legalee
0rmapoco aa 1C1SIMO COrT! jstituzionale europeo.

sponde a quello di politologi che danno
per scontata la convergenza politica di
tutti i paesi verso un’ever closer Union o
verso la fine del’Europa. Sottostante c’e
unapigriziaideologica,le cui finzioniana-
litiche entrano nel linguaggio comune e
vengono sfruttatedaigoverniperelabora-
re narrazioni della crisi che difendono
l’esistente,aggirandolanecessitadiriscri-
vere ilimiti deiloro poteriin Europa.
Fabbrini rompe I'inerzia che trattiene
tanti intellettuali dall'allontanarsi dalla
costa. Nonentrerdnel dettagliodell’anali-
si, la cui profondita ¢ inconsueta. Ma
“Which European Union?” scandisce il
processo storico istituzionale europeo fi-
noarivelarceloinmodoinedito.]lvolume
organizzaanalisiprecedentidiFabbrinidi
cuimoltiosservatori-perprimochiscrive
- hanno approfittato neilorolavorirecen-
ti. La crisiviene descritta come coesisten-
za problematica delle diverse unioni che
convivono all’interno del’ordine legale e
istituzionale europeo, Fabbrinine svelale
contraddizionia ogni plesso decisionale.
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control of its activity by the European Parliament. The intergovernmental method has
proven ineffective for the adoption of binding decisions in all the policy fields where
it has been used, and the EMU is proving to be no exception. In addition, the lack of
pariiamentary backing leaves the EU short of means to diffuse increasing tensions with
national democratic processes and constituencies.

Last but not least, the abnormail role given to the European Council allows the Member
States to decide on the final implementation of decisions made in the framework of
the European Semester. Over the last years, the widespread lack of application of the
Country-Specific Recommendations (CSR} and the increased flexibility granted to some
Member States in the application of the budgetary rules has proven the inefficiency of
this method. This will eventually undermine the same basis of the system by removing
all the credibility from the commitments acquired under the Stability and Growth Pact
(SGP) and the Treaty on Stability, Cooperation and Governance {TSCG).

The current EMU govermnance framework is characterised by other fundamental con-
tradictions that undermine the effectiveness of the system. As mentioned above, exec-
utive power is shared between the Commission, the Council (ECOFIN Council and the
Eurogroup) and the European Council. Yet the Council preserves its role as legistator. This
system splits the political responsibility between the Commission and the Member States.
Whereas Member States are theoretically responsible in front of their respective constit-
uencies, in practice, none of them has the means to change the direction of European
economic policy individually. At the same time, the European Parliament has not been
conferred any power of control over the actions undertaken in this field. As a resuli,
political responsibility is completely blurred, and, in practice, decisions are impossible to
enforce and a power of sanction cannot be exercised.

Such a great extension of powers created at the European level (which prospectively are
not unlikely to be increased) requires a matching extension of democratic checks and
balances, clearer lines between the executive power and the representative institutions of
the Union, and specific democratic legitimacy of decisions affecting only the euro area.

"SOLUTIONS COULD BE The bdlance between the executive and the legislative powers also rais-
SOUGHT IN ORDER TO ALLOW es the gquestion of whether pariamentary control can be exercised by the
MORE FLEXIBILITY IN THE  European Parliament as a whole — considering the involvement of non-eu-
CONFIGURATION AND WAY OF 1o country Members of the European Parliament (MEPs) in EMU matters. As
WORKING OF THE EUROPEAN  many propose, one solution to this could be the creation of a new parlia-
PARLIAMENT WHEN IT COMES ment for the euro areq, in spite of the effects it could have on the EU institu-
TO THE EMU."  tions'. Alternatively, solutions could be sought in order to allow more flexibility
in the configuration and way of working of the European Parliament when
it comes to the EMU. The treaty provisions regarding the functioning of the Council in EMU

matters could be the basis for this reflection.

Without changes to the Treaties, the legal nature of the instruments used in order to set
up the European Semester {7 regulations and 1 directive adopted according to the or-
dinary legislative procedure) would allow some of its functions to be reallocated among
the EU Institutions with a view to increasing democratic legitimacy.

1 See, for Instance, statement by Mr Wolfgang Schiuble, German Finance Minister reported by Reuters {retrieved on 01/10/2014
hitp://uk.reuters.com/article/2014/01/27 fuk-germany-eurozone-pariamsni-ldUKBREAOQ 1NP 201 40127} or the positions
expressed in the Graupe Eiffel’s manifesto {retrieved on 10/01/2015 hitp://vavw.groupe-eifisleu pour-une-communaute
politicjue-de-leuro/}
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Specifically, the EMU's governance system would benefit from concentrating the follow-
ing prerogatives and capabilities into a single body or position:

— Initiative powers
- Agenda-setting powers at the Council

— Powers of assessment, monitoring and surveillance of the implementation of
the European Semester and other EMU policies by Member States

— Direct horizontal coordination (between the Council/Eurogroup, the
Commission, the ECB and the Parliament)

—  Direct vertical coordination (between the EU and Member States, and
between Member States)

—  Use of financial instruments (ESM, European Fund for Strategic Investments)

—  Use of administrative capabilities (DG ECFIN of the Commission, DG G of the
Council Secretariat-General)

— Right to bring actions for annulment to the ECJ in case of misuse of powers by
the European Council or other institutions

—  Capability to effectively report to the European Parliament

~  External representation of the euro in international financial institutions

"THE EMU'S  In the current institutional framework, these powers are split between the Com-
GOVERNANCE SYSTEM  mission, the Council (ECOFIN Council and in fine the Eurogroup) and the Pres-
WOULD BENEFIT FROM ident of the Eurogroup as Chair of the Board of Governors of the ESM. Two

CONCENTRATING  positions stand out as possible candidates to assume the political responsibility
THE FOLLOWING of EMU policies: the President of the Eurogroup and the Vice-President of the
PREROGATIVES AND  Commission (in charge of Economic and Financial Affairs).

BILITIES INTO
ACS/;:\I\TQLZ: B(IDDi’ (T)R The current description of the position of President of the Eurogroup given by
POSITION. " Protocol 14is at the very best succinct. However, art. 137 and 139 TFEU and the

actual practice give the President of the Eurogroup the prerogatives belong-

ing to the chair of the Council when it decides on EMU affdirs, since, even if
the decisions are formally adopted in the ECOFIN configuration (chaired by the rotat-
ing presidency), they are made beforehand in the Eurogroup configuration. Therefore,
the President of the Eurogroup enjoys great influence in terms of vertical coordination,
agenda setting and policy shaping. However, no mechanism of accountability before
the European Parliament is provided. Over time, this position has been strengthened
informally with functions of information to the European Parliament and external rep-
resentation of the EMU in its intergovernmental aspects at ministerial level. In addition,
an informal agreement between the ESM Board of Governors and the Eurogroup pro-
vides that the President of the latter should also be appointed as chair of the ESM Board.
The powers and the democratic accountability of the President of the Eurogroup could
be strengthened through the following measures:
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The second exception to the principle of universality of the EU budget is the expenditure
resulting from the implementation of enhanced cooperation?. In practice, this method
would not be very different from the first, although the expenditure of this new fiscal ca-
pacity must comply with the quite restrictive provisions about enhanced cooperation
laid down in Title il of Part Six of the TFEU.

These options seem to be preferred both by the Commission and the European Par-
liament, since they must comply with the principle of unicity of the institutions and the
budget of the EU. Thus, the EMU budget could be implemented by the European Com-
mission and managed and supervised by the European Parliament,

However, although these options could conslitfute a (cosmetic) exception to the princi-
ple of unity of the EU budget, this option would face the limits imposed by the adoption
mechanism of the Multiannual Financial Framework (MFF). Indeed, it could be seen to
violate the principle of ‘no tax without representation’s, since non euro countries would
have a veto power on the budgetary line.

In addition, the option based on enhanced cooperation presents serious legal and con-
ceptual limitations. First, the method of differentiated integration provided for by en-
hanced cooperation and by the specific provisions concerning the EMU in the Treaties
could turn out to be incompatible’. The main reason for this is that the particular nature of
the economic and fiscal policies that the EMU would need to finance through this fund
could have a considerable impact on the rights and obligations of non-euro Member
States according to Single Market law. This would preclude enhanced cooperation, or
imit considerably the scope of the policies that could be camied out within its framework.

2.2 EMUFISCAL CAPACITY OUTSIDE OF THE EU FINANCIAL
FRAMEWORK

As has been explained above, the exceptions provided by the Treaties regarding

the principle of universality of the EU budget are in general questionable and have a
reduced scope. However, it has been reaffrmed by the precedent of the European
Development Fund (EDF) and the European Court of Justice's (ECJ) jurisprudence on
that matter (particularly in the case C-316/19942, hereafter the EDF Judgement) that
Member States enjoy a great degree of flexibility when it comes to financing their com-
mitrments taken in fields belonging to the shared competences of the Union.

4 Art, 332 TFEU says: “Expenditure resulting from implementation of enhanced cooperation, other than administrative costs
entailed for the Institutions, shall be borne by the participating Member States, unless all members of the Councl, acting
unanimously after consuiting the European Parflament, deckde otherwlise”.

5 Drectorate Generai for internal Policies {EP), Note Legal options for an EMU fiscal copacity, 2013 {retrieved on 2/12/2014
hitp:/www europarleviopa.eu/RegbData/etudes/note/joln/2013/47 4327 IF OL-AFCO _NT{2013}474397_EM.pdf}

6 Domenico Moro, “All'eurozona sefve una “capacitd di bilancio aggluntiva™: il “meccanismi di solidarietd” & I primo
passo”, The Federalist, Year LVI, number 1-2, page 173 (retrieved on 1/12/2014 htip://veww.thefederalist.eu/site/index.
php?optlon=com_contenté&view=arliclkeéamp&id=1425.allevrozona-serve-una-capaciic-dibllancic-aggiuntiva-ii-
msccanisma-europeo-disofidarieta-e-Ikprimo-passod.catid=5:discussionié.iang=if)

7  Giulla Rossolilo, *Avtonomia finanziaria e integrozione differenziata”, The Federallst, Year LVi, 2014, number 1-2, page 9
{retileved on 1/12/2014 hiip://www.ihefederalist.eu/site/index.php?option=com_contentéview=articledampéld=1415:autono
mia-finanzitia-e-infegrazione-differenziata & catid=2:sagaitlang=il)

8 The ECJruled that given that the EDF was constituted of direct contributions from Member States and that the implemeniation
of the obligations of the Lomé IV Conventlon belonged to a shared competence, Member States had the fireedom to
choose the means to fulfil these commitments. (European Court of justice (ECJ}, Judgement in case C-316/1994, European
Parliament vs. Councll of the European Unlon, 2 March 1994 {retrleved on 3/12/2014 hiip://curia.europa.eufjuris/showPdf.
jsfRiexi=tdocid=96278&pageinde =04 dociang=ENémode=ist&dir=tocc=irddpart=1 &cki=121348)
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ECJ about its compatibility with the Treaties (Judgementin case C-370/12)'"! helps further
clarify the possibilities that Member States have to create separate funds and to involve
the EU institutions in their functioning. This judgement confirms the ECJ's view regarding
the Member States’ freedom to choose the means to finance commitments belonging
to shared competences. Regarding the new tasks conferred on the EU institutions by the
ESM Treaty, the Court stated:

“[I]t is apparent from the caselaw of the Court that the Mem-
ber States are entitled, in areas which do not fall under the
exclusive competence of the Union, to entrust tasks to the
institutions, outside the framework of the Union, such as the
task of coordinating a collective action undertaken by the
Member States or managing financial assistance [...], pro-
vided that those tasks do not alter the essential character of
the powers conferred on those institutions by the EU and FEU
Treaties."1?

That is to say, an intergovernmental freaty can create new duties for the EU Institutions
provided they do not entail any power to make decisions of their own and that the
activities pursued by the institutions within the intergovernmental treaty only generates
commitments for the fund that it creates.

Regarding the jurisdiction of the ECJ itself, the Court refers to article 273 TFEU, which
provides that “the Court of Justice shall have jurisdiction in any dispute between Mem-
ber States which relates to subject matter of the Treaties if the dispute is submitted to it
under a special agreement between the parties”. It considers that nothing prevents the
Member States from concluding such a special agreement in advance with reference
to a class of pre-defined disputes, as was done in the ESM Treaty.

The conclusions drawn from this judgement have important consequences for the as-
signment of political responsibility in the policies funded through the EMU fiscal capacity.
In case of creation of an EMU budget through an intergovernmental fund, the Com-
mission could be conferred the responsibility for the decisions pertaining to economic
coordination {shared competence and therefore within the scope of competence of
the Commission) and could be vested with the powers of implementation of the EMU
budget. However, when contractual arangements are necessary to provide condition-
ality in the context of reform programmes to be implemented by Member States under
assistance, the Commission could not be held responsible for the adoption of decisions
regarding the political conditions imposed on beneficiary countries, given that this is not
a competence conferred to the Union by the Treaties. In this specific case, the respon-
sibility would still belong with the Eurogroup as an intergovernmental body and, if so
decided, with its President. This again shows that the intergovernmental and community
dimensions of the EMU governance are virtually impossible to disentangle without treaty
change.

11 European Court of justice {ECJ}, Judgement In case C-370/12, Reference for a Preliminary Ruling from the Supreme Court
{ireland} in case Thomas Pringle vs. Government of reland, 27 November 2012 {relrleved on 15/01/2015 http://billy/} CHLvRL)

12 ECJ, Op. Clt., 2012, paragraph 158
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The SEFP could be articulated around two main operative task clusters: 1} a program-
matic cluster, with the formulation of strategies for the creation and financing of Euro-
pean public goods and the promotion of macroeconomic convergence and positive
externalities within the euro area; and 2} an implementation stage, with the adoption
of secondary legislation translating the above mentioned strategies. It should be com-
plemented by confidence building measures, which would increase transparency and
trust between euro countries.

Regarding the first cluster, the EMU should build on the instru-  “THE STRATEGY FOR

ments of the European Semester in order to go further in the MACROECONOMIC
identification of and joint decision on reforms at national level CONVERGENCE IN THE EMU
and policies and projects at European level, particularly spe- WOULD PROVIDE POLITICAL
cific projects having potential positive spillovers for the euro  GUIDANCE FOR THE

area. The Strategy for Macroeconomic Convergence in the MEDIUM TERM AND WOULD
EMU would provide political guidance for the medium term  CONSTITUTE THE BASIS

and would constitute the basis for the SEFP. It would constitute  FOR THE SEFP”

the logical evolution of the ‘broad guidelines' provided for by

article 121{2} TFEU and should be proposed by the Commission and adopted by the Eu-

ropean Parliament and the Council as co-legislators. At a second stage, these strategies

should be translated into Country-Specific Recommendations whenit comes to national

reforms and Thematic Roadmaps defining EMU-wide policies and projects.

The implementation of these strategies would comprise the adoption of secondary EU leg-
islation in order to coordinate national policies in the areas of labour market regulation,
pensions and taxation and fo set minimum standards on key public policies (R&D, franspar-
ency and meritocracy in public administration, the fight against tax evasion, etc.). More-
over, it would include direct European investments in order to finance projects benefiting
the EMU financed by the European Fund for Strategic Investments (or another similar fundj)
managed by the EIB, which could be partially guaranteed by the EMU budget. It could
also require financial incentives to introduce couniry-specific reforms inside and outside
the corrective arm, and the imposition of sanctions when the Treaties provide for them.

As for the coordination of social and economic policies, the current treaty framework
would still contain some room for manoeuver, but in the medium term the preclusion
of harmonisation in the field of social policy? could represent a great challenge to the
functioning of the SEFP.

Financial support could not be provided outside the framework of a contractual ar-
rangement concluded between the Commission and the Member State concerned™®.
These contractual arrangements would constitute the underbelly of the SEFP for two
reasons. First, as has been highlighted by the European Parliament®, the contractual ar-
rangements would share many features with the Memoranda of Understanding (MoU),
which paradoxically constitute non-contractual instruments given that they cannot
entail sanctions in case of non-compliance. Secondly, the final implementation of the
SEFP would eventually depend on the will of national governments, since they are free
not to conclude contractual arrangements with the Commission if they do not wish to

29 Art. 153(2) TFEU {however, this arficle falls under the scope of application of the Simplified Revision Procedure)

30 Art. 124-125 TFEU, respectively imposing the necessity of “prudential considerations” when financlal assistance is given by the
Union to a Member State and allowing “mutual finoncial guaraniees for the joint execuiion of a specific project”.

31 Drectorate General for Internal Policles (EP}, 2013, Op. CH. {see footnote no.5)
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On the other hand, as regards strong and effective assignment of political responsibility
for EMU decisions, although the current provisions of the European Semester would allow
most of the EMU executive powers to be concentrated in the hands of an identifiable
government-like structure, the Treaties would leave ultimate decision-making powers in
the hands of euro countries’ governments. Apart from that, the financial provisions of
the Treaties would not allow the EMU 1o become financially autonomous enough, which
would still leave the finalimplementation of EMU policies in the realm of intergovernmen-
tal decision making.

Finally, the implementation of a Single Economic and Fiscal Policy for the EMU could
be hindered by the lack of legal instruments supporting the implementation of macroe-
conomic convergence strategies or direct actions by the EMU’s institutions. Indeed if a
euro country is not in need of European financial assistance, the EMU would be unable
to avoid the potential negative spillovers generated by national policies.

Therefore, the reform of the EMU and its further development into a governance struc-
ture for the implementation of a Single Economic and Fiscal Policy would require a two-
step approach. First it could already be significantly improved through the adoption
and modification of EU secondary legislation. The implementation of the proposals for-
mulated in this paper would result in the strengthening of the EMU executive and its
parliamentary counterparts. These configurations are more likely to be in line with the as-
pirations of European citizens and to increase their support for any reform of the Treaties.

In a second stage, treaty revision is required. Although this is beyond the scope of this
paper, the limitations identified suggest that any revision of the constitutional framework
of the EU as regards the EMU should consider the conferral of crucial powers and tools
for the effective functioning of the currency union, such as the harmonisation of social
policies, taxation powers, the capacity to contract debt within the limits of the SGP, en-
forceable instruments supporting the implementation of EMU macroeconomic conver-
gence strategies, direct powers of intervention for the implementation of euro-wide pol-
icy strategies as well as corresponding reforms of the institutions towards a fully-fledged
federal parliamentary democracy. &
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