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Possible paths for revitalising European construction

Overview of the challenges and prospects for EU and EMU reform

Frédérique Cerisier

Numerous conditions have come together in 2018 to make it the year for jumpstarting European construction. Key political players have
high ambitions, as a buoyant economic environment allows them to look further ahead than usual. This article addresses a series of
issues to make it easier to understand the debates and the upcoming decisions.

Will 2018 really be the year for jumpstarting European construction?
Although it is too early to place any bets, we can already say that
ambitions are high. Two of the main European players, French
President Emmanuel Macron and European Commission President
Jean Claude Juncker, spelled out their visions and submitted concrete
proposals last fall. Observers and think tanks have also made
numerous contributions in recent months. There has been an outpour of
proposals to round out and reform the architecture of the European
Economic and Monetary Union (EMU), to increase its solidity and
coherence. Often very precise, these proposals thoroughly examine the
operating details of one reform or another. The issues are well known
and have long been the subject of debate: a banking union, a common
budget, fiscal discipline, public debt restructuring and the European
Stability Mechanism (ESM), to name a few.

In this article, we will use a series of questions and answers to make it
easier to understand the debates and the upcoming decisions. Certain
decisions that are likely to be made in 2018 are bound to shape the
range of choices ahead. Without being exhaustive, part one will look at
questions pertaining to the evolution of the whole European Union,
which European leaders are trying to redefine and revitalise in the midst
of Brexit. This touches on a broad range of subjects that largely surpass
the economic sphere. Part two will concentrate on the eurozone’s
architecture. In early December, the European Commission published
several precise proposals on this subject.

Jumpstarting the European Union

The last milestone in European construction dates back to mid-2012
with the launch of a banking union project. Since then, most efforts have
been monopolised by the project's implementation, as well as by the
migrant crisis and Brexit, without producing a real programme for
pursuing European construction. Today, this debate is back on the

agenda for three key reasons, which explain why we are more likely to
see progress made this year than in the past.

The Juncker Commission heads into the home stretch

The next European parliamentary elections are set for June 2019, which
means that 2018 will be the last “useful” year for the Commission to
make progress on its major projects. Jean Claude Juncker, the
Commission’s president, has devoted his entire career to the EU’'s
mysterious ways and has closely followed every twist and turn of the
European crisis. There can be no doubt but that he intends to leave his
or his Commission’s mark on European construction. Yet to do so, he
will have to give it all he’s got in the months ahead.

A promising French-German partnership

Given that elections have only been organised last year, the famous
“French-German couple” will have a little more time than usual to push
forward their projects without being hampered by electoral cycles.
Angela Merkel's re-election prospects combined with the arrival of a
very Europhile, openly “Germany-compatible” French president raised
high hopes and replenished the European agenda with fresh proposals.

The French side has managed to live up to expectations. After
completing his labour market reform, President Macron focused the
autumn session on Europe, and made a vast array of proposals (see
below: “What does Emmanuel Macron’s election change?”). In
Germany, in contrast, things have proven to be more difficult given the
outcome of federal elections (see box 1).

A favourable cyclical environment at last

After dealing with one crisis after another through 2012, in recent years
European leaders have mainly devoted their energy to reviving their
economies, fostering growth in order to curb unemployment and to
amplify its decline. The eurozone unemployment rate has been
declining for more than four years now, and just fell slightly below the
January 2009 level. In general, a more favourable economic recovery in
the short term has allowed European leaders to look further ahead
towards medium-term problems.
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France’s new positioning

Emmanuel Macron conducted an openly pro-European election
campaign at a time when it was “commonly admitted” that Europeans
no longer had an appetite for Europe, or in any case for deeper
European construction. Disproving the prevailing sentiment, he helped
reactivate Europe as a rallying point that set him apart from his rivals.
Second, he underscored the need for a strong French-German couple
to serve as the driving force of Europe. Third, in what was certainly
seen as a decisive move by many of his counterparts, he admitted that
it was necessary to consolidate French public finances in order to
restore France’s credibility in negotiations and its influence in Europe.
Yet this time round, the economic environment is also favourable, which
should help him achieve his goals.

A wealth of proposals

For all these reasons, Emmanuel Macron’s European positioning seems
to be more promising than that of his predecessors’ for a French-
German alignment. As to its content, he spelled out his proposals during
a speech at the Sorbonne in late September 2017 (see table 1 and
below). In practice, the French president made an extremely broad
sweep, apparently to strengthen his chances of finding some points in
common with his European counterparts.

In essence, he is asking his EU partners to see the revival of European
construction as a way to respond to the growing importance of
nationalist movements in many EU countries. He described the internal
fiscal, financial and political wrangling between member states as a
European civil war, and instead proposed to create a veritable
European sovereignty, especially for such far-reaching global issues
such as climate change, migration, terrorism and nuclear arms, where
one country on its own is powerless.

A few days before Macron’s speech, European Commission President
Jean Claude Juncker used his 2017 State of the Union speech to
present his vision of the most suitable and feasible advances that could
be made before the end of his mandate. He too covered a vast array of
possibilities. In Table 1, we list and compare the concrete proposals that
were made during these two speeches. When known, we specify the
date by which the Commission hopes to formulate its proposals or to
obtain a decision from the heads of state. Note, the European
Commission is largely in control of the agenda. There are numerous
points of agreement in terms of defence and security policies.

This convergence illustrates the background work that has already been
accomplished.

It also confirms that the member states intend to focus their efforts on
these areas in the near future, given the circumstances, and because
for public opinion, the advantages of cooperating with other member
states on security matters is obvious. France’s more spirited vision of
digital issues, the ecological transition and culture, is also very
‘commission-compatible”, even though they were not necessarily
highlighted during Mr. Juncker’s latest interventions. On the question of
EMU reform, which we will examine in greater detail in part two, the two
leaders agree on the need for a common budget or a European finance
minister, although they did not describe the post in detail, and did not
really touch on other issues vital for the functioning of a monetary union.

Box 1: What about Germany?

As we write these lines, we are unable to describe the content of the
coalition’s platform on European issues. Just after the elections, when
France and the European Commission were spelling out their proposals, it
looked like Angela Merkel would have to build a platform around a
Jamaican coalition with the liberal FDP and the Greens, who have very
different visions of European affairs. Observers were very sceptical about
these prospects, and feared that the Chancellor would have very little
manoeuvring room.

Since she has entered talks with the Social Democrats (SPD), the situation
raises more promising prospects from a European perspective. The future
will tell how promising. In anycase, there is a risk that Angela Merkel will be
severely weakened by the electoral process, which might compromise her
ability to rally German citizens behind more ambitious reforms. In the
meantime, the clock is ticking and time is running out.

In contrast, the first fracture lines appear when considering whether to
expand or deepen European construction as well as the delimitations
between the EU and the eurozone.

In his State of the Union speech, Jean Claude Juncker hoped that
Europeans would continue to focus on expansion:

- Expansion of the Schengen area to include Bulgaria and Romania
in the short term, with Croatia joining soon thereafter;

- Expansion of the EU to include the Balkan countries, with Serbia
and Montenegro the first candidates to join;

- Expansion of EMU to include all EU members, given that after
Brexit, Denmark will be the only country that still benefits from an
opt-out clause.

By highlighting these priorities, the Commission president was implicitly
disapproving a “multi-speed EU”, which several heads of state
specifically called for in their remarks at the anniversary celebration of
the Treaty of Rome. In the next section, we will review the stakes and
challenges of a multi-speed Europe.
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Institutional proposals

Defence and security

Migration,

Environmental, fiscal & social policies

France’s proposals

— Integration of European military in — European Defence Fund

national armies — Permanent Structured Cooperation
— European Intelligence Academy — European Cybersecurity Agency
— European Public Prosecutor's Office  — European Intelligence Unit (information
on organised crime and terrorism sharing between member states)
— European Civil Defence Force — European Prosecutor instructed to fight
against terrorism
— European Asylum Office
° — European Border Police
S — European Development Programme
..g to assist the home countries of
g migrants
& — Joint programme for refugee
= integration and training
§_ — Expansion of the Schengen Area
S
=]

— Assingle, significant carbon floor
price within the EU

— European industrial programme to
promote clean vehicles and the
deployment of shared infrastructure

— Reform of the Common Agricultural
Policy (CAP) and creation of a
European inspection force to
guarantee food safety

Ecology

— End double EU product standards

— European agency for disruptive
innovation

— Common digital market initiative to
create European regulations and
promote the fair taxation of digital
platforms

Digital

— Convergence of corporate tax rates,
within a range defined at the
European level

— Definition of a minimum wage
adapted to the economic situation of
each member state

— Management of competition through
social contribution rates

Fiscal and social
convergence

European Commission’s proposals*

Comments

The goal is for an EU defence force
to be operational by 2025

The Prosecutor office already
exists, in charge of anti-EU budget
fraud only

A European Asylum Office would
centralise information on asylum
seekers and harmonise procedures
The European Development
Programme could be financed by
the generalisation of a financial
transaction tax

Bulgaria and Romania are to join
the Schengen Area immediately,
while Croatia is beginning the entry
process

Call for member states to beef up
the European Trust Fund for Africa

Goal of creating a carbon tax at
Europe’s borders within 5 to 10
years

To be created within the next 2
years

Compliance with these
convergence criteria could be a
condition for accessing European
structural funds

The European Commission will
continue to work on the adoption of
the Common Consolidated
Corporate Tax Base (CCCTB), a
long-standing project
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EMU reform

Democratic functioning, Institutions

Table 1

France’s proposals

—Common budget
Function: stabilise the economy and
support investment

—Democratic conventions throughout
Europe in preparation for European
elections in 2019

—Election of some MEPs via
transnational lists

— A smaller, 15-member European
Commission

—Unlike Jean Claude Juncker, France
promotes a multi-speed Europe

(2]
(=
=]
=
2
=
(2]
=
— European trade prosecutor
— Transparency in trade talks and the
£ implementation of trade issues
[1°]
('}
o
i
-
— Network of European universities
< — Harmonisation and mutual
>3_ recognition of secondary diplomas

European Commission’s proposals*

— Eurozone budget line within the EU budget.
Functions: funding for structural reforms,
economic stabilisation, backstop support for
banking union, support for the convergence of
pre-accession states

— Transformation of the European Stability
Mechanism (ESM) into the European
Monetary Fund (EMF)

— Principle of EU expansion

— Expansion of the eurozone to all EU member
states

— Merging of the positions of Council president
and Commission president, a post assigned to
the "Spitzenkandidaten", the head of the
candidate list of the party that wins the
European elections

— Merging of the positions of Commission vice-
president, Eurogroup president and
commissioner in charge of the economy and
finances (DG ECFIN)

— Greater possibilities for qualified majority
voting on issues pertaining to the common
market and common foreign policy

— Pursuit of trade agreements

— The Commission will publish all negotiating
mandates that it submits to the Council, which
can then decide whether or not to publish the
definitive mandates

Comments

The Commission presented its
detailed proposals on 6
December: Jean Claude Juncker
argues for an increase in the EU
budget as part of negotiations on
the next multiannual financing
framework beyond 2020.

For Emmanuel Macron, the
necessary budget resources could
be derived in part from the
harmonised corporate tax at the
European level as well as from
European eco and digital taxes

J.C. Juncker supports the project of
democratic conventions

73 places will open up with the
departure of the UK MEPs in 2019.
Half of Parliament will be renewed
by 2024.

The main founding countries could
set the example and be the first to
waive seats

First Serbia and Montenegro, and
eventually the Baltic countries.
Atfter Brexit, Denmark will be the
only country that still benefits from
an opt out clause

Without reforming any treaties, the
Council can authorise a qualified
majority vote to be held on certain
subjects (as long as the decision is
unanimous)

Goal: by 2024, half of a given age
group spends 6 months in another
EU country before their 25t
birthday

Sources: BNP Paribas, from Emmanuel Macron’speech (2017) and European Commission (2017a)
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How can we advance European construction? For what purpose? What
implicit choices are hidden in the terms “integration” and “deepening” of
the European Union? When member states choose to preserve their
national sovereignty over fiscal, social and environmental matters within
a common market, they create a competitive environment that could
thwart progress in these areas, and even undermine any major
achievements. Inversely, harmonisation and integration can only lead to
high standards and effective policies if they are accompanied by a
significant transfer of sovereignty to the European level. The EU is
currently immobilised by the incapacity of its members to reach a
consensus on these issues.

To illustrate this point and its consequences, the European Commission
published a white book on the future of Europe to mark the 60t
anniversary of the Treaty of Rome. It outlines five possible development
scenarios for the EU by the horizon of 2025, which range from
maintaining the status quo to making a giant leap toward federalism
(see box 2).

The leaders of the eurozone’s four biggest countries — which are also
the biggest in the EU now that the UK is on its way out — have made
their choice. In a meeting organised by Francois Hollande in Paris last
spring, they openly advocated a multi-speed Europe in which those who
want to can pursue further integration. More recently, Emmanuel
Macron said that we must accommodate ‘the reforming ambitions of
some while allowing the others to move ahead at their own pace”.

A choice that has consequences and risks

For these leaders, their choice offers the advantage of operating on a
voluntary basis. It can also rely on intergovernmental decision-making,
often the method of choice since the outbreak of the crisis. A multi-
speed strategy should enable the eurozone member states to deepen
integration — which is absolutely necessary to anchor the single
currency — without being hampered by the need to convince the entire
EU-27. Yet this is precisely why there is no consensus. Several member
states fear that a “multi-speed Europe” masks the determination of
some eurozone countries to go it alone. And like Mr. Juncker, they
worry about what consequences these decisions might have.

So even though these four leaders seem to be firmly set on a multi-
speed Europe, they must be careful that it does not create new
opportunities for a Europe “a la carte”, with members choosing to opt in
or out.

This strategy clearly did not work with the UK. By forming a powerful
core group, the four member countries attending the summit are
counting on their ability to sway other members. But how can they
prevent the smaller member states from adopting free-rider strategies?

One last consideration: the EU’s heavy, troublesome decision-making
process is obviously one of the factors, if not the main one, that
encourages member states to resort to intergovernmental agreements
in smaller groups. This suggests that for Europe, a multi-speed
operating mode is not a matter of choice but a necessity in order to
progress. Inversely, anything that improves the decision-making
process, making it faster and more effective, will invariably facilitate EU
dynamics. It is thus no accident that Mr. Juncker has made several
proposals along these lines.

Box 2: Five scenarios for Europe’s future

- Carry on the current path. Today, the European project boasts vast
ambitions, in terms of social harmonisation and the convergence of living
standards, with all EU countries striving to integrate the euro... But in
practice, progress is limited and gradual, since it is hard to get all 28
member states to agree on these issues. The problem is that the gap
between expectations and realisations fuels public mistrust and the rise of
Euroscepticism.

Nothing but the single market (basically a programme that would have
pleased the UK). It would mean renouncing other common policies like
convergence, European structural funds and the common agricultural
policy. It would also mean foregoing the ambition to harmonise social
welfare and environmental standards between member states. Focusing on
new priorities for Europe would offer the advantage of adjusting European
ambitions to its concrete realisations. Yet the major risk of this scenario is to
trigger a race to the bottom in terms of fiscal, social and environmental
policies, through competition between member countries. This non-
cooperative strategy would obviously be harmful for the citizens of the EU
as a whole. Moreover, under these conditions, what would be the euro’s
role and future?

Launch a multi-speed Europe, allowing one or more circles of countries to
emerge that are willing to do more in specific areas of integration.

Do less but more efficiently. Member states would still advance
altogether, but in fewer areas, with greater financial resources, and with a
certain loss of sovereignty. To be more efficient, more restrictive decision-
making procedures would be adopted, like those already set up for banking
supervision and competition policy.

- Make a giant leap towards greater integration with the ultimate goal of
creating a federal model.
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Europe has a hard time taking action, but must also justify its
actions democratically

EU institutions were built around two ideas: a union of equals (member
states) and representation by a common “European people”. This
double approach carries over into their decision-making methods (see
box 3). Parliamentary decisions are made with a simple majority vote,
but MEPs are elected on the principle of digressive proportionality,
which means that the smallest states are largely overrepresented.
During the last European elections, 14 of the smaller states,
representing hardly more than 10% of the EU population, were
accorded nearly 20% of the seats. Within the EU Council, most
decisions are made using a double majority system (at least 16 member
states, representing over 65% of the EU population), which makes it
highly unlikely that a decision can be made without the approval of
several of the biggest member states (Germany, France and ltaly
account for about 40% of the EU population). At the same time, it forces
the big countries to seek a consensus with their partners. Lastly, for the
most sensitive areas, unanimity is required by the representatives of
each state (although abstentions are permitted).

Although they exist for a reason, these complex rules are one of the
main reasons for Europe’s slow and cumbersome decision-making
process. We are not going to re-examine the saga of the eurozone
crisis, although we would hardly be exaggerating to say that with
Greece, the Europeans demonstrated their ability to act urgently, but
once the emergency situation was over, they fell back into their
painstakingly slow ways, and were hardly able to co-ordinate
themselves. Most importantly, in the eyes of public opinion, and
sometimes the institutions themselves (see below), this decision-making
process lacks democratic legitimacy.

EU decision-making lacks transparency whereby national reasoning
may at times play a big role, not only at the level of the Council but also
in the European Parliament. In the end, nothing seems to guarantee
that these decision-making procedures will produce an optimum Europe,
moreover, an optimum that still remains to be defined, identified and
agreed on.

Major consequences: from Euroscepticism to firm resistance to
the transfer of sovereignty

In the end, the perceived lack of democratic legitimacy facilitated the
rise of Euroscepticism, while the slow pace and complexity of the
decision-making process encouraged maintaining the status quo.
Throughout the crisis, to regain effectiveness, European leaders often

circumvented EU rules in favour of intergovernmental decision making
on the fringes of European institutions (fiscal compact, creation of ESM).
Today, this same reasoning calls for a multi-speed Europe. In addition,
it is the perceived European Commission’s lack of legitimacy, which is
seen as being too “political”, that leads the Germans to try to assign the
supervision of European fiscal policies to an “independent” body like the
European Stability Mechanism.

Box 3: A few characteristics of European institutions and their
decision-making methods

The European Commission is comprised of one commissioner per
member state. It has a monopoly on legislative initiatives, i.e. it is the only
body that can issue proposals for directives and regulations. Alongside
the EU Council, the European Parliament shares the power to vote on
draft legislation. Following the reforms introduced by the Lisbon Treaty,
the “ordinary legislative procedure” (formerly known as co-decision) gives
equal weighting to the EU Council and Parliament, and stipulates that both
institutions must use the same voting method for a given bill. It applies to
the vast majority of European rules and directives (in number).

In the European Parliament, the distribution of MEPs by country follows
the principle of digressive proportionality, with each member state
assigned a number of seats according to their population, while reducing
the representation gap between the big and small countries. As a result,
the smaller countries are overrepresented. In the last elections, each of
Malta’s six MEPs represented about 70,000 citizens, compared to nearly
840,000 for each German MEP. On average, an MEP represents about
673,000 inhabitants.

Decision making within the EU Council is based on a qualified majority
vote as part of the ordinary legislative procedure. About 80% of all EU
legislation is adopted in this manner. When the Council votes on a
proposal by the European Commission or the EU high representative for
foreign affairs and security policy, a qualified majority is reached when 55%
of the member states express a favourable vote, or 16 out of 28 states, and
if the proposal is approved by member states representing at least 65% of
the EU’s total population.

The Council must vote unanimously for a certain number of sensitive
areas, as specified by the member states. These include the common
foreign affairs and security policy (except for a few clearly defined cases),
citizenship (attributing new rights to EU citizens), EU membership, the
harmonisation of national legislation on indirect taxation, EU financing (own
resources, multi-annual financial framework), certain judicial and domestic
affairs measures (European Prosecutor's Office, family law, operational
police cooperation, etc.) and the harmonisation of national social security
and social welfare legislation. During voting, abstentions do not prevent a
unanimous decision from being reached.

Lastly, the European Council (meeting of heads of state) mostly takes its
decisions by consensus (no disagreements).

Sources: BNP Paribas and the European Council
(www.consilium.europa.eu.)

Under these circumstances, the transfer of sovereignty on the scale
implied by a fiscal union or a veritable integrated European Defence
Force was simply unthinkable. As of 2009, this was the message from
the Karlsruhe constitutional court’s ruling on the Lisbon Treaty, a ruling
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that laid the foundations for the Bundestag’s interventionism in
European decisions. This part of European construction cannot be
avoided. If the EU and the eurozone want to advance towards greater
integration in the future, it is absolutely necessary to close the EU’s
“executive and democratic deficit™.

So far, the proposals are not very bold

Faced with these difficulties, President Macron notably proposed to
reach beyond a national reasoning, for example by reallocating the 73
seats of the outgoing UK MEPs to transnational lists during the
elections in 2019, or by reducing the number of commissioners (see
table 1). Jean Claude Juncker insists on strengthening its decision-
making capacity, by expanding the areas requiring only a qualified
majority within the EU Council. Progress could surely be made in terms
of social and fiscal policies as well as foreign policy. Mr. Juncker also
favours transnational lists, and would like to merge the posts of
European Council President and European Commission President. Like
in 2014, the post would be reserved for the head of the list of the party
that wins the European elections2, who would become the veritable
head of the European executive arm, holding both democratic and
intergovernmental legitimacy.

Strengthening EMU

In the second part of this article, we will focus on the Economic and
Monetary Union (EMU) and the reforms being considered to improve its
functioning and stability. Among political leaders as well as institutional
and academic contributors, there is an ongoing debate over striking the
right dose, to maintain or strengthen the incentives and solidarity
mechanisms that are vital for the smooth functioning of a monetary
union.

In early December 2017, the Juncker Commission published a series of
specific proposals for the eurozone. The documents provide a roadmap
for deepening the eurozone in the medium term, and outline a series of
measures that could feasibly be adopted before the end of the current
legislature. The Commission submitted the following concrete proposals
to the Council:

1. A proposal to transform the European Stability Mechanism (ESM)
into the European Monetary Fund (EMF). Like its predecessor, the

" To use the words of Thierry Chopin, Head of Research at Fondation Robert Schuman. For a
much broader analysis of the question of democratic legitimacy in the EU, see Chopin (2017).

2 The “Spitzenkandidaten”, the head of the list of the party that won the European
elections, was first used in 2014 for Mr Juncker's nomination. Taking advantage of their
power to validate the presidential candidate named by the European Council, MEPs
quickly demanded that the nominated candidate be the head of the PPE list, which won
the elections.

EMF’s first mission would be to preserve the eurozone’s stability
by assisting states encountering financial difficulties. Yet it would
also be a kind of “lender of last resort” for banks, by serving as a
backstop for the Single Resolution Fund (SRF), the mechanism
set up to implement the orderly resolution of failing banks.

2. A proposal to integrate the fundamental provisions of the Treaty
on Stability, Coordination and Governance (TSCG) into EU law,
as originally planned when this intergovernmental treaty was
signed in 2012, reforming the eurozone’s fiscal rules (also known
as the European Fiscal Compact).

3. A communication on new fiscal instruments for the eurozone.
They could be created as part of the EU budget, which implies
that they would have to be set up for the next multi-annual fiscal
framework (post 2020). During the current exploratory phase?, the
report examines four budget functions. In addition to the creation
of a backstop for banking union as described above, the
Commission intends to create a support mechanism for structural
reforms carried out by member states, a support mechanism to
assist the convergence of member states in the pre-accession
phase of the euro, and a stabilisation mechanism to maintain
investment levels during major, asymmetrical shocks.

4. A communication defining the possible functions of a European
minister of the economy and finance, who might also be a
Commission vice-president and chairman of the Eurogroup, as
allowed under current EU treaties.

With these proposals, the Commission is making clear its preferences
on some issues that have been hotly debated in recent years. In
contrast, it also leaves open a lot of options, which leaves the direction
of these reforms shrouded in uncertainty. In the next section we will
take a closer look at some of these factors.

The Commission’s proposals are relatively clear on which European
institutions should handle which missions.

The European Commission monitors national policies

The Commission will remain the key player in the “daily” monitoring of
the fiscal policies of member states. Some have expressed criticism
concerning the management of the Stability and Growth Pact’s rules,
which they claim to be overly “political” or discretionary. They would like
to see this power transferred to the European Stability Mechanism,
which is seen as being more independent. It should come as no
surprise that Jean Claude Juncker's teams did not adopt this proposal.

3 A pilot phase for the reform support mechanism could be tested during the current fiscal
programme.
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For the analysis and coordination of economic policies, the Directorate-
General for Economic and Financial Affairs (DG ECFIN) is likely to be
given even more clout through the commissioner's nomination as Vice
President of the European Commission and head of the Eurogroup.

Rules versus Discretion?

Transposing the Fiscal Compact into European Union law could create
another occasion for a battle of influence between opponents and
advocates of a stricter application of fiscal policies. These advocates,
who still believe the absorption of national fiscal deficits is the keystone
of a smoothly functioning monetary union, argue for a drastic
simplification of fiscal rules. Granted, the European fiscal corpus has
become virtually opaque, even for expert observers, since the
application of new rules on growth and spending, followed by all the
“flexibility” measures introduced by the Commission in January 2015.
Another source of conflict has arisen with the introduction of such
concepts as structural imbalances and adjustments in the assessment
of fiscal positions, which are particularly hard to evaluate. Yet these
measures aim to prevent member states from being deprived of their
main cyclical policy tool in a monetary union, and to prevent fiscal
policies from having a fundamentally pro-cyclical nature within the EMU
(see below: “What is the purpose of a fiscal union?”). For the moment,
the Commission intends to transpose the intergovernmental treaty by
taking these flexibility measures fully into account, but the legislative
process is only just beginning.

The European Monetary Fund manages financial crises

The creation of the European Monetary Fund (EMF) is not only another
occasion for an intergovernmental organisation that arose from the
crisis to be integrated as closely as possible into EU law, but also an
opportunity to redefine the responsibilities of each party. From this
perspective, it seems clear that as part of the transformation of the
European Stability Mechanism (ESM) into the European Monetary Fund
(EMF), it is bound to become the institution responsible for managing
any crises that risk endangering the eurozone’s financial stability. It will
become the lender of last resort for member states and the banks (by
serving as a safety net for the bank resolution funds).

For member states, the EMF is apparently destined to play a leadership
role, alongside the Commission, in designing, implementing and
supervising adjustment programmes. Its growing importance should
also be accompanied by diminishing roles for the IMF and ECB. Past
adjustment programmes, especially the Greek crisis, have shown how
the implication of these two institutions can be complex and a source of

4 Structural assessments of public finances are based on estimates of the output gap,
which are complex, and estimates differ widely between institutions (in particular between
the European Commission and the OECD). Coupled with growth forecasts, which are also
necessary to evaluate the current trend in public finances, the risks are high and difficult to
assume. Note, however, that the author is not as negative as others on the use of
structural estimates for the Stability and Growth Pact.

conflicts. For the ECB, a diminished role is undoubtedly good news,
which should prevent it from getting caught up in conflicts of interest
during future crises®. For the IMF, disagreements with the Europeans
over the best way to restructure Greek debt have apparently ended up
convincing all parties that it would be difficult to work together (including
Germany, who was still asking for the IMF to play a role in the 31 bailout
plan in 2016)7. Lastly, recent statements are not as clear concerning the
withdrawal of the Commission’s teams (who draw up the quarterly
assessment reports) in favour of those of the EMF/ESM, but recent
trends seem to be heading in this direction (with the Commission
monitoring the day-to-day management of fiscal policies, and the EMF
focusing on financial crisis management).

Of course, this leaves open the question of sovereignty. The
Commission’s report states that the EMF will conserve the EMS’s
financial and institutional structures, “including those concerning the role
played by national parliaments”, i.e. without calling into question the
procedure under which several national parliaments, especially the
Bundestag, are asked to give their opinion on a programme’s
implementation®.

As currently presented in the texts, Europe’s fiscal capacity will serve
both as a fund to support structural reforms for member states (and to
facilitate the convergence of states preparing to join the euro), and as
an automatic stabilisation mechanism designed to improve the
absorption of shocks and economic fluctuations.

For several years, Germany and certain partners have defended a
vision of a “fiscal union” in which pooled resources (or certain credit
lines of the EU budget) would be used to facilitate structural reforms,
and payouts could even be conditioned on their implementation.
Whatever the reasoning -- carrot or stick -- the key point is that the
funds would not have the least cyclical application: the aim is to
reinforce the economic and fiscal adjustment of each member state.

5 At the beginning of the crisis, the main reasons for their implication was to seek the best
skills wherever they could be found (concerning economic adjustment programmes and
the assessment of banking systems).

& When a country is faced with a liquidity squeeze, the ECB can trigger Outright Monetary
Transactions (OMT) as long as the country benefits from at least one precautionary
programme opened by the ESM. For its refinancing operations, for example, the ECB can
only accept public debt instruments that are below investment grade if the member state
has undertaken an adjustment programme.

7 Should debt relief that restores a member country’s solvency in a sufficiently credible
manner be the starting point of an adjustment programme, or a last resort measure at its
end? This is the question that led to the collapse of cooperation between the IMF and the
Europeans in Greece. Everything suggests that this philosophical divergence will continue
to plague other programmes, even those with private investors.

8 The rule is that the Governing Council must be unanimous for a programme to be
adopted. For emergency decisions, however, a procedure exists that allows a programme
to be adopted by a qualified majority when necessary. The threshold could be raised to
85%, which would give veto rights to the eurozone’s three biggest countries: Germany,
France and Italy.
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Many observers counter this position, arguing that with a single
monetary policy for all member states, the straightjacket of fiscal rules
deprives them of a tool for handling asymmetric cyclical shocks (i.e. that
do not affect the eurozone as a whole). Studies show that without
greater risk sharing between member states, the eurozone lacks
sufficient capacity to absorb shocks. In a previous article®, we took a
more in-depth look at the arguments supporting this position, the
various options under consideration, and their constraints, notably the
necessary transfer of sovereignty, as well as fiscal and social
harmonisation. Whether orchestrated at the European or national level,
it nonetheless seems vital for member states to preserve some sort of
countercyclical fiscal capacity.

The mechanism currently envisioned by the Commission is not very
bold. Whereas the most ambitious proposals call for setting up an intra-
European unemployment insurance system, the Commission is
proposing to mobilise funds that could be allocated, or simply lent out to
a member state hit specifically by a major shock (such as Ireland in the
face of a hard Brexit) to preserve its investment capacity. Whereas
numerous studies have shown that during times of fiscal austerity, the
State’s first reaction is to reduce spending (even though this is not the
ideal policy), such a mechanism would encourage investment while
introducing a certain counter-cyclical aspect to spending. Only countries
complying with the fiscal and economic rules of the European
framework would benefit from this mechanism. In the end, the
Commission seems to be dragging its feet on the question of fiscal
union. The respective and combined power of each of these tools will
depend largely on the size of the budget lines allocated to these
functions. From this perspective, the Commission should make some
proposals next spring, when it begins to prepare the post-2020
multiannual financial framework. The ball will then be in the member
states’ camp.

At this stage, this is the blind spot in the Commission’s proposals; even
though several academic and institutional papers have recommended
the adoption of a clear and predictable framework for restructuring the
public debt of eurozone members. As the outbreak of the Greek crisis
clearly illustrated, a member country cannot necessarily avoid public
debt restructuring, and under these circumstances, it can be extremely
damaging if the key players are ill prepared. In particular, other
eurozone countries must be ready to help, via a combination of
adjustment programmes and loans, but within a framework that adheres
as closely as possible to the “no bail-out’ clause. That said, since 2012,
member states have attached collective action clauses (CAC) to their
securities issues.

9 See Cerisier (2014)

Yet some argue that this is not enough. The Bundesbank in particular
made a proposal to implement a systematic moratorium on interest
payments on the public debt of a country benefiting from an EMF/ESM
programme 0, The moratorium would begin with the start-up of the
adjustment programme and would run for three years (an adjustment
programme’s standard duration). For the Bundesbank (and many
others), the concessional loans of the European Stability Mechanism
are designed to resolve the liquidity problems of a country that must
implement an adjustment programme. Insolvency, in contrast, must be
handled by restructuring the country’s public debt held by private
investors. In practice, it is impossible to distinguish between these two
situations in the midst of a confidence crisis. For its advocates, this
mechanism would give the key parties involved three years to agree on
the diagnosis. At the end of a European programme, if the country has
regained the markets’ confidence and is in a position to refinance, the
moratorium would be lited (with an ex-post diagnosis of a “liquidity
crisis”). If this is not the case, to restore a member state’s solvency, the
moratorium would allow for the bail-in of investors to be organised in a
much calmer environment.

Yet better is often the enemy of good. In the eyes of its opponents, the
big fear (which is probably justified) is that this mechanism would overly
strengthen mistrust in European public debt, accelerating the drying up
of financing whereby ailing states end up in adjustment programmes,
through a series of self-fulfilling expectations. Without adopting the
systematic nature of the Bundesbank’s proposal, other contributors
propose to institutionalise a restructuring mechanism for European
public debt, which they esteem is indispensable for ensuring the
eurozone’s financial stability'. The Commission’s proposals make no
mention of these recommendations. At this stage, it is hard to know if
the project has been completely abandoned, or simply postponed until
progress can be made on the inseparable project of diversifying the
sovereign asset portfolios of banks (see below).

For the Commission, these proposals round out the ones presented last
October 2, which aim to complete banking union and to begin
implementing a capital markets union. A lot has been done on the
financial segment since the banking union project was first launched in
2012. The Commission now thinks it should be possible to complete
banking union before the end of the current legislature. The
communication published in October places priority on resuming
negotiations on the European Deposit Insurance System (EDIS) and on
setting up a roadmap for reducing the excessive volume of non-
performing loans (NPL) in the banking systems. It also aims to prevent

10 See Deutsche Bundesbank (2016)
1 See for example Sapir A. and Schoenmaker D. (2017)
12 European Commission (2017c)
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NPL stocks from building up again in the future. Lastly, the Commission
said it was closely monitoring the work of the European Systemic Risk
Board (ESRB) on sovereign bond-backed securities (SBBS). With the
completion of their work, the Commission is preparing draft legislation to
be presented in 2018 to facilitate the development of SBBS next year.

The other articles in this issue of Conjoncture examine in greater detail
the question of the Capital Markets Union (Laurent Quignon). In this
article, we nonetheless thought it would be worth repeating how and
why certain components of the banking union and Capital Markets
Union interact closely with the institutional and fiscal questions we have
been discussing, and which are often part of the same agenda.

Private risk-sharing versus public risk-sharing

First, creating a massive common budget is not the only way to
increase the capacity to absorb economic shocks within EMU. It can
also be achieved through stronger financial market integration (greater
intra-zone diversification of private portfolios would provide a more
effective buffer against the effects of a shock in just one country) and by
strengthening the risk-sharing and solidarity mechanisms incorporated
in a banking union (European Deposit Insurance System; Bank
Resolution Fund), which are at least partially private'®. Although there
seems to be broad agreement on the need to increase risk-sharing,
there is less agreement to say the least on how to get there (greater
public versus private risk-sharing mechanisms, fiscal and financial
integration). In so far as they are partially interchangeable, these two
approaches often clash: those most reticent to fiscal integration are
happy to point out that greater capital market integration can achieve
the same results, without the need to transfer sovereignty or mobilise
public funds.

Does the financial system need “European Safe Bonds”?

The second factor is the deliberate effort to weaken the correlation
between sovereign and banking risks, by encouraging financial
institutions to diversify their investments in sovereign bonds. Two
solutions are being considered to weaken or eliminate the famous
“home bias” — the tendency of banks to hold large public securities
portfolios from their home state: a change in the regulatory treatment of
sovereign bond portfolios (according to which securities holdings, and
thus the home bias, are not currently penalised according to risk) and,
as we pointed out earlier, the creation of sovereign bond-backed
securities. On the whole, European Safe Bonds (ESBs) would be
created from the senior tranche arising from the securitisation of
eurozone sovereign bond portfolios™. For the most ardent defenders of
the need to strengthen European fiscal discipline, who want to set up a

13 See also Quignon (2017)

14 For a detailed description of this mechanism see Brunnermeier & al. (2016). To facilitate
the development of this market, an appropriate regulatory framework must be developed
for these assets.

credible framework for public debt restructuring, it is necessary to push
through bank sovereign portfolio reforms (if home bias persist and
portfolios don’t adjust when risk attached to sovereign bond rises, this
will be a clear obstacle to restructuring). For advocates of greater fiscal
integration, which can only be imagined from a long-term horizon, ESBs
could be created as part of a pilot project. Compared to the Eurobonds
considered in 2011, these securities would not result in the least debt
sharing between member countries, but could be issued by a public or
private vehicle.

Conclusion

Numerous conditions have come together in 2018 to make it the year
for jumpstarting European construction. Key political players have high
ambitions, a buoyant economic environment allows them to look further
ahead than usual, and academic and institutional circles have prepared
the groundwork after conducting many long years of in-depth research.
By presenting their proposals, Jean-Claude Juncker and Emmanuel
Macron did not try to hide the existential nature of these questions. In
the midst of Brexit, was the EU built to watch its members run a “race to
the bottom” in terms of fiscal and social policy? Are we sure that today’s
eurozone could resist a second shock comparable to the 2008-09
financial crisis?

Yet several obstacles will need to be removed just as the vast
programme described above is set into action. First, the shared
determination to move forward does not mean that everyone is in
agreement. With its proposals, the European Commission is doing all it
can to thwart a multi-speed Europe and the prominence of
intergovernmental methods in  conducting European affairs.
Acknowledging that European institutions lack democratic legitimacy, as
well as the stiff resistance to the transfer of sovereignty, some states
are focusing on the responsibility of each member state: priority must be
given to creating an incentive framework for Europe in order to
coordinate behaviour as closely as possible. Others want to go further
in combining national interests, even if that means moving forward in
smaller groups. Europe is certainly used to advancing on proposals that
preserve a “constructive ambiguity”, but eventually a choice must be
made. Second, time is running short before the next European
legislature (and possibly the next economic slowdown). Yet several of
Europe’s big countries will have to concentrate on national issues in the
months ahead (coalition talks in Germany, questions about Catalonia’s
autonomous status in Spain, and legislative elections in ltaly),
increasing the risks of a missed opportunity.
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