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Presentation Notes
Thank you very much for your invitation. As you know, the EU has started to reform its economic governance framework in 2010 and the process is still ongoing, moving towards EMU 2.0 version.

Indeed, the ongoing crisis calls for pursuing our action and further improve the framework. 
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Presentation Notes
Crisis= eye opener on weaknesses in the fiscal, macro-economic imbalances and financial vulnerabilities

Gaps in economic governance
 Compliance with our rules on fiscal policy – called the Stability and Growth Pact (SGP) -  did not guarantee overall macro-financial stability (e.g. Spain, Ireland).
 Large macro-financial imbalances accumulated ahead of the crisis, without efficient surveillance procedures.
 Unwinding of such imbalances contributed to unprecedented depth of recession and weighed heavily on public finances.  

Weaknesses in fiscal governance
 Failure of the preventive arm: 
in many cases, the underlying public finances were much more fragile than they appeared
revenue windfalls not sufficiently used to create fiscal space for bad times.
 Surveillance of government deficits not sufficient to ensure declining debt ratio converging to the 60% threshold
 Existing sanctions for non-compliance came so late in surveillance process that they were never used.

No crisis resolution mechanisms: Gaps in financial stability arrangements
 Assistance to euro-area MS alien to logic of SGP fiscal rules: those rules and the no-bail out clause assumed to keep debt crises at safe distance
 But that system appeared insufficient when confronted to the crises
 When the unthinkable happened there was no instrument to anchor market expectations about resolution of crisis.


BACKGROUND 

Structural reform strategy - Europe 2020

Europe 2020 is a multifaceted strategy for sustainable growth and jobs for the next decade, designed to help Europe come out stronger from the world's worst economic crisis since the 1930s.

The objective of Europe 2020 is to develop:
smart growth (education, knowledge and innovation)
sustainable growth (a resource-efficient, greener and more competitive economy) and
inclusive growth (high employment and economic, social and territorial cohesion)

This vision of Europe's social market economy for the 21st century is built on a partnership between the European Commission and the Member States: while MS set national targets, identify bottlenecks to growth and set out the policies to address these, the Commission evaluates progress, proposes policy recommendations and develops initiatives to stimulate sustainable growth and jobs at the EU level.

The Integrated Guidelines are the basis of the Europe 2020 strategy for smart, sustainable and inclusive growth (last update: August 2010). They consist of the Broad Economic Policy Guidelines (1-6) and the Employment Guidelines (7-10). Together, they aim to ensure that both the EU and its Member States implement structural reforms which are consistent with each other. After endorsement by the European Council and the approval of the European Parliament, the guidelines are adopted by the Council.


Regulation and supervision of financial systems

In the area of financial services regulation, the European Commission has adopted a number of initiatives as a response to the crisis. 

The most topical is the current ongoing work to set-up a common banking supervisory authority in Francfort, with Commission proposals to come soon.

The Commission is also working: 

to increase protection for bank depositors
to strengthen capital requirements for financial firms (CRD III July 2010 and soon CRD IV)
to improve cross-border crisis management in the banking sector
to make credit ratings more reliable (CRA reforms, part 3 in discussion)
to tighten rules on hedge funds, short selling and derivatives (Directive adopted oct 2010)
to revise current rules on MiFID, market abuse and UCITS 
to curb banking pay practices that encourage recklessness
to reform the sectors of audit and accounting.

Banking union

Macro-prudential supervision

In September 2009 the Commission brought forward proposals to replace the EU's existing supervisory architecture with a European system of financial supervisors (ESFS), consisting of three European Supervisory Authorities – a European Banking Authority, a European Securities and Markets Authority, and a European Insurance and Occupational Pensions Authority. 
They are expected:
help restore confidence; 
contribute to the development of a single rulebook; 
solve problems with cross-border firms; 
prevent the build-up of risks that threaten the stability of the overall financial system.

On 22 September 2010, the European Parliament – following agreement by all Member States - voted through the new supervisory framework proposed by the Commission. This was confirmed by the ECOFIN Council on 17 November 2010. Three European supervisory authorities (ESAs) and a European Systemic Risk Board (ESRB) were established as from January 2011 to replace the former supervisory committees.




Enhanced economic governance in the EU
INn steps

The 15t step: the Six-Pack
A major reform for economic governance in the EU

The 2"d step: the Two-Pack
A more stringent budgetary framework for the euro area

The 3'd step: the International Treaty
Mirroring EU rules at the national level

Next steps?
Banking, economic, budgetary and political union
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As you know, the 6-Pack entered into force in December last year. This was a major reform of the economic governance in the EU. 

On the same day as the publication of the 6-Pack in the Official Journal, on the 23rd of November, a second economic governance package was proposed for the euro area Member States: 2 Regulations on enhanced monitoring of budgetary policies for all and enhanced surveillance for Member States experiencing or at risk of experiencing financial distress.

Few days later, the international treaty was launched, completing the reform by mirroring the European commitments at national level.
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A key reform of economic governance

Fiscal rules

Prevention of gross policy errors:

introducing the concept of
expenditure benchmark

Focus on debt on top of deficit:

explicit benchmark for a sufficiently
diminishing debt ratio

Strengthening the national level:

Minimum requirements for budgetary
frameworks of the Member States

Enforcement

New sanction toolbox (financial fines)

Macroeconomic surveillance

New rules for the prevention and
correction of macroeconomic imbalances

Enforcement

New enforcement measures (financial
fines)
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Where did we stand?

v' Central concept of the Stability and Growth Pact is the medium-term budgetary

objective (MTO) = a numerical value for the structural deficit which ensures:

ILD
MTO Ba'Iancedebt stablllzmg(GO%OfGDP) + 0( * AgemgCOStS + FffO rtdebt—reductionl
(I) (II) (m)

infinite horlzon

() a safety margin against breaching 3% of GDP;

(i) sustainable public finances or rapid progress towards sustainability (ageing
cost)

(iif) room for stabilisation over the cycle

v" Adjustment path towards MTO = 0.5% of GDP; more in good, less in bad times.

v' Enforcement through peer pressure (Council recommendations).
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The first term on the right hand-side is the budgetary balance that would stabilise the debt ratio at 60% of GDP[1]. The second term is the budgetary adjustment that would cover a fraction of the present value of the increase in the age related expenditure at infinite horizon, where  is the size of this fraction. It has been set at 33%. The third term represents a supplementary debt-reduction effort, specific to countries with gross debt above 60% of GDP. The supplementary debt effort takes the form of a linear function with a value of 0.2 at 60% and 1.4 at 110% of debt[2].  The debt level used is the last available actual debt data at the time of the revision, which should normally take place after the new projections of age related expenditures are published.
There is another way to take due account of the ageing cost which is by assessing the total cost in terms of time-horizon covered, that is the permanent budgetary adjustment that would have to be made as of today to fully cover the future increase age-related government expenditure until 2040. The formula would then be:
Countries are allowed to make a binding choice between the two alternative ways to take into account implicit liabilities. � 
The continuous linear function has the following parameters: supplementary debt effort = 0,024*debt-1.24.
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The problem with expenditure

Plans vs. Outcomes - Nominal expenditure - EU-15 Member States
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Lessons learned:

- Central concept is based on the structural balance, which is not observable
—> difficulties with estimates, time-lag, etc...

- No quantification of deviation, enforcement through peer pressure

- lacks teeth

Innovation: a 2-pillar structure: an expenditure rule
complementing the structural balance

= operational guidance for adjustment path towards MTO
Def: expenditure growth should not exceed a reference rate of potential GDP growth

v’ If significant deviations from the rule (= 0.5% of GDP in one or 0.25% of GDP on
average in two consecutive years) - recommendation to correct + interest-

bearing deposit for euro area MS
v Safeguard clauses: can deviate from the rule if unusual event or severe
economic downturn for the euro area or the EU as a whole
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The problem with debt

Gross public debt crises episodes (% of GDP) (1)
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Where did we stand? Excessive deficit procedure only opened on the
basis of the deficit criterion (3% of GDP)

Lessons learned: did not ensure decreasing debt-to-GDP ratios

Innovation: Operationalization of the 'debt
criterion™

= Numerical benchmark for sufficiently diminishing debt-to-GDP ratio

= distance with respect to the 60% of GDP Treaty reference value declining over 3 preceding years at an
average rate of 1/20th per year

0.95 0.95° 0.95°
bb, = [ob +bb?’ +bb |13 = 60%+—> (b, - 60%)+ (b,_, —60%)+———(b,_, —60%)
3
OR
= this required reduction occurring in forward-looking 2-year horizon, based on unchanged policy forecast.
OR
= required reduction occurring on 3-years backward-looking basis, when the change in debt is adjusted for the
cycle

* Non-respect of numerical benchmark for debt reduction will not automatically lead to EDP - overall
assessment taking into account relevant factors.
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EDP can now be initiated (report under Art. 126.3) 
Even if deficit below 3% of GDP 
When debt ratio in excess of 60% of GDP not sufficiently diminishing
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The debt reduction benchmark and the transition period

Why a transition period?

e Countries leaving current EDPs are likely to be in breach of the debt criterion when
they have their EDPs abrogated

During the 3 years starting from the abrogation of their EDPs countries are required to make
"sufficient progress towards compliance" so as to be compliant at the end of the 3 year

e Linear adjustment calculated
< May not deviate by linear adjustment by more than ¥4%b of GDP
< Remaining annual correction may not exceed 34%o6 of GDP

Balance Evolution 975 - Debt Ratio Evolution
0.0 T T 1 '
starFlng yearl year 2 year 3 965 - Any debt path crossing
-05 - point this line would be
95§ deemed as insufficient
progress lowards
10 - 945 - / compliance with the
) ) ’ debt benchmark
15 = Linear Adjustment
- ——— Limit deviation=0.25 ' 935 1
20 4 T Limit of 0.75 pp/ year 92.5 ——Linear Adjustment
—— Limit deviation=0.25
915 - -
25 4 7T e Limit of 0.75 pp/ year
90.5
-3.0 - starting year 1 year 2 year 3
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Underlying data:

Plans/COM Forecasts: Growth projections between 2012 and 2020 are the following: in 2012 and 2013, they rely on the 2012 COM Spring forecasts, then from 2014 to 2016, the real GDP growth is assumed to linearly close the output gap by 2016, finally from 2016 onwards, projections are assumed to converge towards the AWG projections.

Plans: Growth projections between 2012 and 2020 are the following: they rely on the SCPs as long as data are available and then, assuming constant potential growth, real GDP growth is assumed to close the output gap by 2016 and equal to potential thereafter.


Reading the table:
In both cases (SCPs/COM forecasts and SCPs plans), fiscal plans are assumed to follow SCPs projections until the EDP deadline. Differences between both scenarios then only stem from growth assumptions.

Message:
SCP plans => compliance with previsions of the debt rule during transition period 


21 MS currently in EDP (2 were abrogated in June) embarked on an agreed consolidation path
Transition period of 3 years after correction of the EDP avoids any abrupt change in terms of consolidation path
Still progress to be made to ensure that the debt criterion is met at the end of the transition period

Two conditions :

The structural adjustment does not deviates by more than 0.25% of GDP from the linear structural adjustment ensuring that the debt benchmark is met after the end of the period

The remaining annual structural adjustment does not exceed ¾ % of GDP. 
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New provisions on macroeconomic conditionality from draft regulation on structural funds
Commission proposal was adopted in October 2011, now still in discussion with co-legislators .

Under the new draft regulation:
Links cohesion policy to the new economic governance:
In the case of non-compliance with the various economic governance procedures the Commission shall suspend part or all of the payments and commitments of the ERDF (European regional development fund), the ESF (European Social Fund), the Cohesion Fund, the EAFRD (European Agricultural Fund for Rural Development) and the European Maritime and Fisheries Fund.
It will be linked the EIP and EDP and the implementation of adjustment programmes, as well as recommendations made under Articles 121, 136 et 148
Conditionality will be undertaken in two stages:
If a MS has 121, 148, 136, EIP, EDP Council recommendation, the Commission can ask the MS to reprogramme the funds so that the funds support the Council recommendations. 
	Countries under an assistance programme may have their structural funds reprogrammed by the Commission and the Commission will then take over the implementation of the funds
	If the MS refuses to cooperate with the reprogramming then the Commission may suspend payments

if the MS does not take adequate action to the Council recommedations under 121, or effective action to correct an EDP or EIP, or respect the conditions of an assistance programme,  then the Commission shall suspend payments and commitments (not clear how this will apply). This is will be quasi automatic but there are conditions.
Suspension must be proportionate and effective and take into account the economic circumstances of MS concerned. Must respect equality of treatment of all MS.


Previously
Suspension only related to commitments, not payments
Suspension only applied to the Cohesion Fund, not all Structural Funds
This was potentially discriminatory as only new MS and Ireland, Spain, Portugal and Greece were eligible for the Cohesion Fund.
Linked to being in EDP – require an article 126(8) decision on no effective action to article 126(8) recommendations. 
Suspension has never been applied
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Where did we stand?

v Considerable variation in the
guality of national fiscal
framework

v'Well-designed fiscal frameworks
can substantially contribute to
sound fiscal policies

v EU budgetary framework
insufficiently entrenched in
national frameworks

Lessons learned

Need to strengthen national
ownership and to set uniform
requirements for national budgetary
rules and procedures

onal ownership
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Innovation: minimum
characteristics for national
budgetary frameworks

v" Accounting and statistical reporting

v Rules for preparation of the forecasts for
budgetary planning

Country-specific numerical fiscal rules

Budgetary procedures

Medium-term budgetary frameworks
Independent monitoring and analysis

Regulation of fiscal relationships between public
authorities  across  sub-sectors of general
government

v' Implementation by end-2013 but euro area
political commitment to transpose by end-2012

AN

v
v
v
v
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A more stringent framework for the euro area

Enhanced monitoring

Common provisions for

monitoring and assessing
draft budgetary plans and

ensuring the correction of
excessive deficits of Member
States in the euro area

Enhanced surveillance for
financially fragile MS

Strengthening of economic and
budgetary surveillance of
Member States

- experiencing or

- threatened with serious
difficulties with respect to their
financial stability in the euro
area

14
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The Two-Pack consists of 2 Regulations on enhanced monitoring of budgetary policies for all and enhanced surveillance for Member States experiencing or at risk of experiencing financial distress.

Incidentally, those Commission proposals were adopted along a Green Paper on Stability Bonds, as better coordination and greater solidarity have to be envisaged as two sides of a same coin.


Rationale for the new proposals

1. Enhanced monitoring

Strong spillover effects specific to the euro area
 Enhanced benefits in good times
 Systemic effects in case of financial instability
Proof: financial backstops

Building on the 6-pack and going further for the coordination of budgetary policies
	Closer monitoring at the time of the national budgetary process
Allows to equip all stakeholders involved in the budgetary adoption process with an independent opinion
Allows a "euro area" discussion based on plans

Building on the 6-pack and going further for the correction of fiscal imbalances
 Closer monitoring of excessive deficit/debt
Financial stability + budgetary discipline

2. Enhanced surveillance

Framing the external financial assistance
Framing surveillance for MS with serious difficulties with respect to their financial stability


NB: Green Paper on Stability Bonds, in which Commission puts forward three options:

Full substitution of national bonds with joint-and-several guarantee 
Partial substitution of national bonds, joint-and-several guarantee (“middle” option)
Partial substitution of national bonds, but only several guarantee and credit enhancements
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Enhanced monitoring for all euro area MS

Rationale Innovation Articulation with existing
framework

Common Budgetary Rules Reinforces the Directive on national

Ensuring that Union policy budgetary frameworks by

recommendations in the Numerical fiscal rules on budget balance encapsulating the core concept of
budgetary area are implementing MTOs in national budgetary the SGP in national rules
appropriately integrated in the  processes
hational buo_lgetary Independent fiscal council Reinforces the preventive arm of
preparations Independent macroeconomic forecast the SGP

Better synchronizing key steps
in preparation of national A Common Budgetary Timeline
budgets

Complements the European
semester

 Medium-Term fiscal plans made public with Stability Programmes.

» Draft Budget Laws for the general government made public with the independent
macroeconomic forecast on which they are based.

 Budget Laws for the general government adopted and made pubilic.

15
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Enhanced monitoring for euro area MS

Innovations

Articulation with existing
framework

Ensuring an
appropriate
integration of
EU policy
recommendatio
ns in the
national
budgetary
preparations

Securing a
timely and
durable
correction of
excessive
deficits

Additional monitoring requirements

Draft budgetary plans for the forthcoming year
submitted before 15 October

to the COM
=> might request a revision of the draft
== possible Opinion

to the Eurogroup => discussion based on
assessment by the COM

Closer monitoring for Member States in EDP

Initial stage: comprehensive report + audit of
quality of statistics

Regular report:
- If under 126(7) every 6 months

- If under 126(9) every quarter

Any additional information on a request from the
COM

Complement the European Semester

Provide an independent opinion on the draft
budget to all stakeholders in the budgetary
process

Complement to the corrective arm of the SGP

Compliance with COM Opinion on draft budgetary
plan taken into account

in report under 126(3)

in recommendation on a non-interest-bearing
deposit

in decision under 126(6).

Reports of the closer monitoring taken into account

anytime, to assess whether correction by the
deadline is at risk

can lead to a COM recommendation

compliance with such recommendation assessed
when deciding on effective action (stepping up or
abrogation of the EDP)
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The ne»u‘_ma_lgm&m%nce framework in the euro area
Autumn — )
Presentation of draft budgetary End of Year
plan for following year
= Possible Opinion by the COM Budget Law
\-) Discussion at the eurogroupj \ /
/ The European Semester \
December Annual Growth Survey: Overall guidance for the EU
Produced by the Commission - Discussed by the Council - Endorsed by the Spring European Council
March Annual Growth Survey: Overall guidance for the EU
European Council Policy orientations
Medium-term budgetary plans Medium-term structural reform plans
April Stability or Convergence Programmes National Reform Programmes
Based on Reg 1466/97 - Produced by EU Member States Based on a political agreement - Produced by EU Member States
Country-specific recommendations
June Produced by the Commission - Adopted by the Council with endorsement of the European Council
Implemented by EU Member States 17
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25 Member States (all but CZ, UK) —
Entry into force requires ratification by 12 euro area MS
(so far, formal ratification achieved by AT, CY, EL, PT, Sl as well as LV, DK)

3 main chapters:

Economic Policy Coordination
< Coordination of major economic policy reform plans in euro area MS
< Coordination of debt issuance plans

Reinforced Governance
- Euro Summit meetings shall take place at least twice a year

< Appointment of a President of the Euro Summit (by Heads of State or Government of
euro area)

and... the Fiscal Compact
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The Treaty on Stability Coordination and Governance (TSCG) in the EMU was signed in March 2012.

It represents a strengthening of the economic pillar of the EMU, since the TSCG is intended to foster budgetary discipline by strengthening the coordination of economic policies and by improving economic governance in the euro area. 25 member states are participating so far, namely all states except for the United Kingdom and the Czech Republic. 

The TSCG shall enter into force on January 1st 2013, provided that twelve euro area Member States have ratified it, or on the first day of the month following the ratification of twelve euro area Member States, whichever is the earlier.

Greece was the first MS to ratify the Treaty. So far, the Council has been notified of 4 other EA ratifications, as well as of the one of Latvia and DK.
 
This is an international agreement, which is to be incorporated into the EU legal framework, at the latest within five years after it enters into force.
 
The Treaty stresses several main points which focus on addressing medium-term objectives. First, the General government budget needs to be balanced or in surplus. In particular, so as to comply with this balanced-budget rule, the structural deficit must not exceed 0.5% of GDP at market prices. An exception to this rule is granted for Member States whose debt rate is significantly less than 60%. For these countries, the limit for the structural deficit goes up to 1% of GDP. It should be noted that the 'annual structural balance of the general government' refers to the annual cyclically-adjusted balance net of one-off and temporary measures. 
 
In addition, in cases where clear deviations have occurred, a correction mechanism is now bound to be triggered automatically. However, member states may be permitted to deviate in the case of 'exceptional circumstances' . Such exceptional circumstances are defined as unusual events outside the control of the Contracting Party concerned, but which have a major impact on the financial position of the general government or to periods of severe economic downturn as defined in the revised SGP.  However, in order for those extenuating circumstances to be acknowledged, the temporary deviation of the Contracting Party concerned should not endanger fiscal sustainability in the medium term. 
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General government budget shall be balanced or in surplus

< Implementation of the EU medium-term objectives (MTOs) at national level

= Automatic correction mechanism triggered when 'significant deviations' from the
objective (as in the SGP)

= ... but deviation allowed in case of "exceptional circumstances" (as in the SGP)

Reinforcement of the correction of fiscal imbalances

= Change in the voting rule (similar to RQMV)

= Economic partnership programme

Enforcement

= Rules in national law through provisions of "binding force and permanent character,
preferably constitutional, or otherwise guaranteed to be fully respected and adhered to
throughout the national budgetary processes. "

= If MS fails to transpose properly, the matter will be brought to EU Court of Justice
(possibility of financial sanction of up to 0.1% of GDP)

< Compliance with the national rule monitored at the national level by independent 19

institutions
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Here are the innovations of the fiscal compact. 

Balanced-budget rule, with implementation and monitoring mechanisms
Economic partnership programme detailing structural reforms ensuring an effective durable correction of excessive deficits
Ex ante coordination of debt issuance plans

 To ensure a swift implementation, these three items should be enshrined into the Regulation on enhanced monitoring which is currently being discussed with the co-legislators (Council and Parliament)
Euro area Member States have also committed to respect a "behavioural rule" which should ensure a better enforcement of the decision-making rules governing the Excessive Deficit Procedure. Indeed, they have committed to support any proposal by the Commission to open or step-up such procedure in aeuro area country if it has breached the deficit criterion.
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- Commission Communication (20.06.12)
specifying 7 common principles for correction
mechanism — endorsed by ECOFIN

e Legal status

e Consistency with EU framework

e Activation (significant deviation)

e Nature of the correction (size and timeline shall be
framed by pre-determined rules)

e Operational instruments (expenditure rules,
coordination of sub-sector of general government)

e Escape clause (= exceptional circumstances as defined
In the SGP)

e Role and independence of monitoring institutions20
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- public assessments over
e Activation of the mechanism
e Correction in line with plans and rules

=2 'Comply or explain® principle

- High degree of functional autonomy:
- statutory regime grounded in law
- freedom from interference, public communication

- nomination procedure based on experience and
competence

- adequate resources and appropriate access to
iInformation

21



Next steps?

June 2012 report by 4 Presidents: towards a
genuine Economic and Monetary Union

-2 4 building blocks:

e An integrated financial frameworkK: single European banking
supervision and a common deposit insurance and resolution framework

e An integrated budgetary framework: build-up of fiscal

capacity, common decision-making on budgets, common instruments of
stabilisation/adjustment, issuance of common debt... towards a fully-fledged
fiscal union

e An integrated economic policy framework: stronger
economic coordination, broader scope

e Democratic legitimacy and accountability: articulation
EP, national parliaments, etc..

=2 Timeline becember
22
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Thank you
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