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Abstract

The current instruments in the EU to deal with debt and liquidity crises include among others
the European Financial Stability Facility (EFSF) and the European Financial Stabilisation
Mechanism (EFSM). Both are temporary in nature (3 years). In terms of an efficient future crisis
management framework one has to ask what follows after the EFSF and the EFSM expire in 3
years time. In this vein, this briefing paper addresses the question of the political and
economic medium- to long-term consequences of the recent decisions. Moreover, we assess
what needs to be done using this window of opportunity of the coming 3 years. Which
institutions need to be formalized, into what format, in order to achieve a coherent whole
structure? This briefing paper presents and evaluates alternatives as regards the on-going debate
on establishing permanent instruments to support the stability of the euro. Among them are the
enhancement of the effectiveness of the Stability and Growth Pact combined with the
introduction of a*European semester” and a macroeconomic surveillance and crisis mechanism,
fiscal limits hard-coded into each country’s legidation in the form of automatic, binding and
unchangeable rules and, as the preferred solution, the European Monetary Fund.
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1. INTRODUCTION

One of the most pressing issues these days in Europe is to establish a robust and credible
excessive debt prevention and resolution mechanism for the euro area. The recent EU
Commission Communication COM(2010) 250 final on "Reinforcing economic policy
coordination" states that "a clear and credible set of procedures for the provision of
financial support to euro-area Member States (MS) in serious financial distress is necessary
to preserve the financial stability of the euro area in the medium and long term." (European
Commission 2010a).

The current instruments in the EU to deal with debt and liquidity crises include the
European Financial Stability Facility (EFSF), the European Financial Stabilisation Mechanism
(EFSM), the European balance of payments instrument and the European macro financial
assistance instrument. Out of these, the EFSF and the EFSM are temporary in nature (3
years), and the other instruments do not apply for all EU member states (MS), but only
non-euro area MS. In terms of an efficient future crisis management framework one has to
ask what follows after the EFSF and the EFSM expire in 3 years time. What will be the
adequate modes of governance following the rescue package in terms of institutions and
decision making?

In this vein, this briefing paper addresses the question of the political and
economic medium-run and long-term consequences of the recent decisions to establish
a European Financial Stability Facility and a European Financial Stabilisation Mechanism.

Moreover, we assess what needs to be done using this window of opportunity of the coming
3 years. Which institutions (if any) need to be formalized, into what format, in order to
achieve a coherent whole structure? This briefing paper presents and evaluates alternatives
as regards the on-going debate on establishing permanent instruments to support the
stability of the euro.

What is clear a priori is that any new mechanism should contain clear rules on decision
making procedure, funding, conditionality for loans, monitoring as well as resources and
powers in order to facilitate borrowing and lending activity in exceptional circumstances
and in order to facilitate orderly resolution of sovereign debt and private debt of major
financial institutions, if so needed.

2. GOVERNANCE OF THE EURO AREA: BACKGROUND

Where do we stand? Looking at the history of EMU: what are the reference points for
deriving the consequences of the recent rescue package and the long-lasting institutional
solutions? It seems fair to say that we are still confronted with still unfinished business
concerning a sound governance of the euro area. Faced with the “cold turkey” rescue plan
launched on May 9/10 this year, investors were impressed for a short time span. European
policymakers who have been accused of indecisiveness and timidity had finally made their
homework. They wanted to signal that they were in the end capable to agree on new
dramatic steps (Annunziata, 2010; Sinn, 2010). Rather soon, however, investors realized
that the components of the agreed gigantic rescue package were all directed towards a
uniform target: support for the weaker members via a giant stabilization fund and direct
ECB sovereign bond purchases (Belke, 2010). At the same time, there was a clear lack of a
similarly ambitious decision about how to foster fiscal discipline and to improve cooperation
at least in exceptional times. There is overall agreement that the euro area in its current
institutional shape has significantly missed the enforcement of fiscal discipline up to the
point where some investors and commentators have even expressed their doubt in its
survival. The inherent problem appears to be as simple as it is severe: the Stability and
Growth Pact (SGP) is found to be time-inconsistent and unenforceable, not providing any
mechanism to override national sovereignty (Annunziata, 2010; Sinn, 2010).
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Since the start of EMU, the official political guideline was to refer to (some say, to praise)
the Stability and Growth Pact as the institutional mechanism which is ideally suited to
guarantee fiscal discipline and also coordination. But any assessment of the first ten and a
half years has to acknowledge that one member country (Greece!) has in the meantime
turned to the IMF to avoid bankruptcy, and that the entire euro area appeared and partly
still appears (among others Greece but, more recently again, also Ireland!) to be
vulnerable to the risk of a systemic debt crisis (Neumann, 2010). Why and how did it all go
into the wrong direction? With the benefit of hindsight, it becomes clear that the central
flaws in the euro area’s institutional setup are both extremely grievous and simple: First, a
currency union cannot work without sufficient fiscal convergence, if there is no high degree
of economic integration (Krugman and Obstfeld, 2009, chapter on “Optimum Currency
areas and the European Experience”, pp. 565 ff.). Second, the euro area has not been
capable of creating credible incentives for fiscal discipline. On the contrary, the creation of
EMU has lowered and softened the incentives by eliminating the exchange rate risk at the
individual country level. At the same time, a perceived “implicit bailout” insurance scheme
induced lower credit risk premia and sovereign bond yield spreads. This kind of interest
rate convergence based mainly on soft budget constraints is clearly the opposite of what
the founding fathers of the euro area had in mind (Annunziata, 2010; Sinn, 2010).
Moreover, it is the result of Rating agencies strictly avoiding publishing stand-alone ratings
of countries which would rightly exclude the difficult to quantify and politically biased
convergence effects of sovereign bailouts. In terms of governance, Rating agencies should
be forced to proceed as it is now done in the case of the Deutsche Landesbanken for which
the “Gewahrtragerhaftung” has been abolished

With an eye on the clear lack of incentives, it did not come as a surprise that fiscal
convergence could not be observed up to now and that some countries have come up with
running unsustainable fiscal deficits and/or accumulating huge stocks of public debt (both
of which they have tend to ignore until recently when most of the countries initiated
austerity programmes). In parallel, it proved to be a rational strategy for markets to
continuously ignore this lack of convergence. It appeared to them as a safe bet that, if
necessary, a member country would be bailed out by its partners. The irony is that since
ten and a half years the markets behaved exactly how the ECB expressed they should: they
looked at the euro area as a whole rather than at individual countries — and this specific
focus represented an important part of the problem (Neumann, 2010). The convergence of
interest rates the SGP targeted at did manifest itself de facto in the EMU period until the
financial crisis set in — but, as expressed above, for all the wrong driving forces
(Annunziata, 2010).

As soon as the irresponsible fiscal policies conducted by some countries perturbed markets,
a “passive” fiscal integration, that is the willingness to support the weaker members via
substantial transfers — albeit in the form of loans and subject to conditionality — has turned
out to be the only way to keep the euro area together as a whole. The implicit bailout
clause defined above has thus been converted by a toggle switch into an explicit one in the
form of different variants of rescue packages. Admittedly, member countries are not
formally taking over responsibility for one euro area member country’s liabilities. Thus,
there is no breach of the letter of the Treaty — but its spirit is not upheld mainly because
the (chosen at free will) bottom-line of all these measures is that no euro area member
country, no matter how strongly it offends the rules of the game, will be left out in the cold
(Annunziata, 2010; Gros, 2010b). At this point it becomes obvious that the key choice the
Task Force under President Hermann Van Rompuy is now faced with is simple but, once
met, decisive: should they direct their efforts solely at preventing failure (including open-
ended fiscal support which might well be the political consequence of installing the EFSF
and the EFSM?Y), or should they also prepare for the failure of a member state in order to
mitigate the consequences if that should happen?

1

There is a strong analogy to the argument developed in my previous briefing paper with respect to the ECB bond
purchasing programme. With the SMP in place and having bought significant amounts of Greek debt before May
2010, the danger has risen that the ECB will get caught up in the maelstrom of its role of a lender of last resort.


http://www.dict.cc/englisch-deutsch/get.html
http://www.dict.cc/englisch-deutsch/caught.html
http://www.dict.cc/englisch-deutsch/up.html
http://www.dict.cc/englisch-deutsch/in.html
http://www.dict.cc/englisch-deutsch/the.html
http://www.dict.cc/englisch-deutsch/maelstrom.html
http://www.dict.cc/englisch-deutsch/of.html
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The first choice is bound to imply elaborate measures designed to deliver ‘more of the
same’ — a strengthening of the Stability and Growth Pact, for example, with more
provisions for economic policy surveillance and cooperation. So far at least, it seems that
most member states (and the EU institutions like the EU Commission and the ECB) are
publicly only considering this approach. But this approach does not deliver any answer to
the quite fundamental question of what to do if the currently chosen temporary (3 years)
framework does not work. As long as EU political leaders are not able to answer that
question, financial markets will continue to be unsettled by doubts about the euro’s long-
run stability (Gros, 2010b). This might exactly be the reason why, for instance, other
solutions such as an insolvency mechanism for countries, taking into account an insolvency
risk larger than zero, are discussed and played through quite secretly behind the walls of
German ministries.

In the following sections we have to keep in mind these lessons learned. To summarize: the
euro area cannot stabilise in political and economic terms with a solid framework for crisis
resolution being absent and without any capacity to cope with sovereign default by a euro
area member state. If one adheres to the view that member states cannot be allowed to
fail, this logically implies that one has to argue that a political union or, at the minimum, a
fiscal union must complement the euro. This is the decision which European political leaders
and also the European Parliament inevitably has to meet now: either a drastic step forward
towards much more political or fiscal integration, or a clear framework to match and to
cope with the effects of a member country's failure to obey to the fundamental rules of
EMU. In the latter case, no more integration is necessary, but just the courage of political
leaders to publicly admit some failure. No amount of money will allow European leaders to
circumvent this issue (Gros, 2010b). It is, thus, important to state at this point that the
exact amount of money contained in rescue packages is only of second order importance
when assessing the impacts and the success of such a package. Of first order importance is
a public commitment by politicians to one of the above mentioned decision alternatives.

3. POLITICAL AND ECONOMIC MEDIUM- AND LONG-
TERM CONSEQUENCES OF THE ESFS AND THE EFSM

At the start of the analysis, it appears useful to underline that there are some important
analogies between the consequences of the establishment of the EFSF and the EFSM and
the effects of the SMP (Belke, 2010, Section 6: “Efficiency of bond market purchases”). |
argued in my previous briefing paper that around May 9/10 this year markets might not
necessarily have behaved in an irrational manner. In contrast, their fear not to get their
money back was overall realistic. What is more, it could not be taken for granted that both
the huge spread increases and the drying out of markets are really “dysfunctional”
phenomena or - in view of the fact that Greece’s and also Portugal’s domestic savings are
so small that they are not capable anymore to keep their capital stock constant and to
finance their public deficits - “functional” (Belke, 2010). With the benefit of hindsight and
looking at the development of sovereign bond spreads after the implementation of the huge
rescue package, | feel legitimized to state that this informed guess and minority view has
been clearly corroborated in the meantime.

Admittedly, the establishment of the ESFS and the EFSM buys limited time for more
systematic action - in much the same way as the SMP. However, again in the same way as
the SMP, it introduces an element of subsidy which tends to severely weaken the fiscal
discipline of euro area member countries. The interest rate premium on bonds of fiscally
weaker countries is intended to decline and the premium for stronger countries is intended
to increase as soon as bad weather is returning in the form of drawbacks in the recovery
process in Ireland or Greece. If the installment of the ESFS and the EFSM is successful,

The more bonds the ECB will buy, the more difficult it will be to deny further sovereign financing in the future
because doubts on the markets will prevail until an institutional solution of debt restructuring will be installed as a
fiscal agent to be financed by the governments themselves and not through the creation of money (see Belke,
2010).
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fiscally solid countries would be punished and the less solid ones, in turn, would be
rewarded for their lack of fiscal discipline and excess private and public consumption. The
credit risk would thus just rolled over from the bonds of the weaker countries to those of
the stronger ones if the window of opportunity would not be used for credible consolidation
in the weaker countries and sovereign default is a probable issue.

It is no contradiction that, according to recent evidence, Germany has even gained in the
short run in terms of its bond returns vis-a-vis, for instance, Ireland - as long as the rescue
package does not have a too high probability to be activated. This is again a further piece
of evidence in favor of the view that bond markets are not dysfunctional and because they
again clearly differentiate between specific country risks. However, the current scenario is a
quite fragile construction because if the emergency case occurs, things might quickly
change and markets will anticipate Germany’s high financial burden within the rescue
package. So everything hinges now on the credibility of budget consolidation in the weaker
countries which is quite difficult to assess not least because not every country has aimed at
the most promising consolidation mix in times of near bankruptcy — consisting of roughly
two thirds of expenditure cuts and one third of tax increases (Alesina and Ardagna, 2009).

Effects of the rescue packages have to be assessed against the facts that, currently, the
previously booming PIGS are caught in a deep economic crisis and that Europe is currently
struggling to arrive at a new equilibrium in accordance with the new real constellation of
country risks. The most important aspect of the temporary rescue packages then is that
they impact on the speed of equilibrium reversion since they tend to slow down the speed
and potentially also diminish the scope of short- to medium run sovereign bond yield
differentiation in the euro area. This observation has to be attuned with a second, probably
dominating one.

That is, the crisis will also have long-term implications for the euro area since budget
constraints in the previously booming PIGS will be tightened for many years. Budget
constraints tend to become tighter because capital flows out of these countries since the
assessment of country risk by investors has altered fundamentally. “Investing funds in
Greek state bonds, the Spanish construction industry or US mortgage backed securities is
no longer seen as attractive, since the fear of default dwarfs all promised returns” (Sinn,
2010, pp. 18f.).

According to the data, investors have dissociated themselves from their previously
prevailing view that country risks only consist of exchange rate risks. The common fears
that the former “Southern” weak currency countries eroded their national debt by an
inflation-cum-devaluation policy have thus simply been substituted by the possibility of
private and sovereign debt defaults (Sinn, 2010, for the relation between devaluation and
debt default policies see Burda and Wyplosz, 2009, p. 343).

Markets now anticipate a category of events they had previously reckoned to be not
realistic at all. Thus, they claim compensation for the perceived risk by means of interest
premiums. As mentioned above, for instance, a closer inspection of the pattern of the euro
area country sovereign bond vyield spreads (or, equivalently, of most other investment
categories) vis-a-vis Germany supports this view. In the first few days after the rescue
measures the spreads declined somewhat just in order to increase again afterwards,
potentially due to a lack of credibility of the rescue measures limited to three years and the
lack of agreement of the French-German axis. In other words, the markets anticipate that
the packages do not address some of the key underlying issues.

In principle this can be considered to represent a beneficial correction measure of markets
which curbs the overheating of the capital importing PIGS as a result of too soft private and
public debt constraints. Quite independent of the political decision-making process, the
market is now enforcing the necessary debt discipline and putting an end to the regime of
soft budget constraints which was pervading the euro area (Sinn, 2010). If this is true, the
economic effects of the ESFS and the ESFM have to be evaluated also with respect to their
low effectiveness. At any rate, the interest rate data clearly support the view that the
rescue measures currently do not seem to have the potential to stop the self-correction
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process initiated by the markets. Already a month after the agreement on the ESFS and the
ESFM the bond yield spreads surpassed their levels prevailing before. What is more, they
are currently still on a much higher level than before the outbreak of the EU debt crisis
(Sinn, 2010).

Regarding political consequences, one may ask what the reactions of EU leaders will be to
the intriguing fact that the political decision-making process is probably not involved in the
long-run problem solution to soft sovereign budget constraints - as long as no exit of a
member country is foreseen (=first political consequence).

The rescue measures as of May 2010 have reduced the risk of country defaults for a
maximum duration of three years and were essentially designed to diminish the interest
spreads. Exactly by this mechanism, the rescue package potentially re-establishes the prior
capital flows and thus unnecessarily extend the high growth period in the PIGS, because
they subsidize the capital invested there by means of socializing the risk of default (=first
economic consequence). “(T)hey ultimately entail a softening of budget constraints and
promise little good for Europe” (Sinn, 2010).

A second order economic problem would consist of a further initialization of capital flows
which already were excessive before. Projects with an inferior marginal rate of return would
continuously be financed which would — according to standard growth models - lower
growth of aggregate GDP in Europe (=second economic consequence). In the worst case,
the default risk would become even larger due to worse growth prospects, with potential
contagion of all euro area member countries (Sinn, 2010). A default of the major European
countries would then have unpredictable effects on the political stability of Europe
(=second political consequence). As stated above, increasing bond spreads in the euro area
could well be interpreted as an early warning sign that markets did not really trust the
rescue packages.

Just to summarize: the good news contained in the above analysis is that market-led
equilibrium reversion (i.e. convergence) without political intervention might probably
generate a more balanced growth pattern in the euro area, smoothing out the external
imbalances within the euro area. (Belke and Schnabl, 2010). An increase in prices and
wages will reduce, for instance, Germany’s competitiveness and foreign account surplus
(Gros, 2010a). This macroeconomic result exactly corresponds with the vigorous demands
of French officials like Mrs. Lagarde. However, this pattern is produced in an endogenous
fashion rather than exogenously by means of government-led wage negotiations — as a
consequence of the redirection of capital/savings flows and the induced economic boom
(Gros, 2010a; Sinn, 2010). However, this process may take time, something in between a
complete business cycle and a decade, because some restructuring of the labor force is
involved. For instance, within the PIGS, labor has to move from the non-tradable to the
tradables sector which might lead to some political resistance.

4. NEW MODES OF GOVERNANCE? PROPOSALS BY THE
COMMISSION, THE ECB, GERMANY AND FRANCE

New institutions and/or modes of decision-making? Some basics

The previous sections have made clear that the EU and the EMU are in dire need of a model
of economic policy management that, on the one hand, delivers more than the hitherto
implemented fiscal coordination (defined within an interval of government modes ranging
from hardening the SGP to the explicit creation of institutions like a however defined
European Economic Government as a counterweight against the ECB) and the latest ad-hoc
responses to the crisis and, on the other hand, takes into account that any solution cannot
circumvent market forces but has to live with them (see section 3, first political
consequence). Many political and economic actors label this kind of management economic
governance. in terms of institutions and decision-making as modes of governance. What it
actually means in EU institution circles is a more effective management of national fiscal
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policies, the monitoring and correction of negative macroeconomic developments like the
lack of convergence in growth and a permanent crisis mechanism (Heinen, 2010).

The Council of European Heads of State or Government agreed on so-called first
orientations regarding economic governance on June 17, 2010. With respect to the area of
fiscal policy the effectiveness of the medium-term objectives (MTOs) of the preventive arm
of the SGP has to be enhanced — for instance by employing sanctions, national budget rules
and medium-term budget planning by EU member states. Government debt — both its level
and its trend — is demanded to play a bigger role in the SGP than previously. In addition,
stability programmes for euro area countries and convergence programmes for non-euro
area countries shall be developed and presented in the spring of the year before their
adoption (“European semester”) from 2011 onwards. The aim is to reach better
coordination and to arrive at timely action in case of negative developments which have to
be corrected. Quite important in view of the Greek case, independent statistical authorities
have to assure the quality of statistical data. In the agreements on stricter macroeconomic
surveillance the application of a scoreboard for an assessment of the trends in
competitiveness and macroeconomic imbalances and identifying negative developments in
a timely fashion is specified (Heinen, 2010).

Ideas for joint economic governance are currently also in the process of discussion in the
Task force headed by Mr. van Rompuy. Publication of the first proposals for the future
management of economic policy in the EU and EMU is due in early October this year.
Unfortunately, the comments of individual countries on the works of the Task force are not
available for the public. However, position papers have been published by the EU
Commission (May 12 and June 30), the European Central Bank (June 10) and the finance
ministers of Germany and France (July 21) with proposals for European economic
governance (Bundesministerium der Finanzen, 2010; European Commission, 2010a; ECB,
2010a).

There are some summaries of the different position papers around. In this briefing
notepaper, | have chosen to closely stick to the excellent summaries by Bini Smaghi (2010)
and, above all, by Heinen (2010). The position papers contain both proposals for effective
coordination of fiscal policy and macroeconomic surveillance as well as proposals for future
crisis mechanisms coined for the EU and the euro area. The proposals of new modes of
governance in terms of institutions and decision-making do share similarities, but there are
also remarkable differences among them. Their most striking similarity is that - as a
decision leading the way according to section 2 - they direct their efforts solely at
preventing failure instead of preparing for the failure of a member state in order to mitigate
the consequences if that should happen. Actually, this appears to be quite hazardous with
an eye on the nearly unchanged macroeconomic problems of Greece, Portugal, Spain and
Ireland where the credibility and sustainability of the successfully implemented austerity
measures has still to be proven. What is more, as long as no member country is granted to
go insolvent (maybe because it is argued that financial markets cannot absorb the losses),
the euro area can continue to exist only if all its members act in a cooperative and no
reckless manner. Gros and Mayer (2010b) correctly argue that experience has shown that
this cannot be taken for granted.

The position papers: institutional alternatives to support the stability of the euro?

The preventive arm of the SGP is intended to enable more extensive intervention in
national budgetary policy in the future, with a stronger focus, among others, on the
sustainability of government debt and the condition that national budgets must be run
compatibly with the SGP. Sanctions proposed by the Commission and the German and
French finance ministries consist of the lodging of interest-bearing deposits by member
states not complying with the medium-term objectives of the preventive arm. The ECB has
not issued concrete proposals for sanctions, but has done so for surveillance mechanisms.
It proposes the introduction of an independent fiscal agency to conduct permanent
surveillance (Heinen, 2010).
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With respect to the corrective arm there is a discussion going on about speeding up the
excessive deficit procedure (EDP), and imposing quasi-automatic sanctions together with a
reversal of voting arrangements. The latter implies that EU Commission proposals would
then have to be rejected by a qualified majority of the Council. It is important to note that
at present they must be approved. This last proposal which refers to a new mode of
governance in terms of decision-making stems from the ECB and reaches further than the
provision originally agreed by the European Council. This means there is no prospect of its
implementation for the time being, because it would potentially presuppose an amendment
of the Treaty (Heinen, 2010). Moreover, its democratic legitimacy is at stake and should be
discussed more deeply.

The final recommendation made by the Commission and the Franco-German duo is the
introduction of a European semester. This semester is intended to present a phase in the
first six months of each year during which the national budgetary policies and the economic
policies of member states for the following year are coordinated. With respect to this issue,
the ECB has not issued any proposals.

A common feature of all macroeconomic coordination proposals is that they propose an
installment of an early warning system accompanied by intervention measures
administrated by the EU Commission. However, the individual proposals come up with
different indicators and different types and prospective severity of the sanctions. As
expected, the strictest stance has been taken by the ECB. It proposes sanctions which are
modeled on the EDP. Closely connected with this, Heinen (2010) points to an interesting
Franco-German proposal to enter into a political arrangement when voting is being
conducted to achieve a de facto denial of voting rights. Here, decision-making as a mode of
governanc