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Call for Applications:

Visiting Research Program

The Oesterreichische Nationalbank
(OeNB) invites applications from ex-
ternal researchers for participation in a
Visiting Research Program established
by the OeNB’s Economic Analysis and
Research Department. The purpose of
this program is to enhance cooperation
with members of academic and re-
search institutions (preferably post-
doc) who work in the fields of macro-
economics, international economics or
financial economics and/or pursue a
regional focus on Central, Eastern and
Southeastern Europe.

The OeNB offers a stimulating and
professional research environment in
close proximity to the policymaking
process. Visiting researchers are expec-
ted to collaborate with the OeNB’s
research staff on a prespecified topic
and to participate actively in the
department’s internal seminars and
other research activities. They will be
provided with accommodation on
demand and will, as a rule, have access

to the department’s computer resources.

Their research output may be published

in one of the department’s publication

outlets or as an OeNB Working Paper.

Research visits should ideally last

between three and six months, but

timing is flexible.

Applications (in  English) should
include
— acurriculum vitae,

— a research proposal that motivates
and clearly describes the envisaged
research project,

— an indication of the period envis-
aged for the research visit, and

— information on previous scientific
work.

Applications for 2014 should be

e-mailed to

eva.gehringer-wasserbauer(@oenb.at

by May 1, 2014.

Applicants will be notified of the
jury’s decision by mid-June. The follo-
wing round of applications will close on
November 1, 2014.
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Christian Ragacs'

Austria: Economic Activity Picks Up at the

Turn of the Year

Austrian Economy Grows 0.4% in
2013, with Activity Quickening at
Year-End
Austria’s economy performed fairly well
in 2012 and 2013, considering that the
euro area was in recession. Real GDP
growth was admittedly very subdued in
Austria, but nevertheless positive,
whereas output declined in ten euro
area countries at least in one of the two
years. However, the recovery is increas-
ingly gaining a foothold across the
globe. In the second quarter of 2013, the
euro area also emerged from recession.
The Austrian economy remained
sluggish throughout the first half of
2013. Declining net real wages and
flat consumer confidence dampened
consumer spending. Despite excellent
financing conditions, gross fixed capital
formation contracted at the beginning
of 2013, as sales prospects were poor.
Moreover, companies reduced stocks,
which stifled growth additionally. Net
export expanded at a lackluster pace.

In the second half of 2013, Austria’s
economy overcame stagnation and slowly
began to recover moderately in the
wake of the revival of global activity.
Following an increase by 0.2% in the
third quarter of 2013, Austrian output
grew by 0.3% in the fourth quarter
against the previous quarter (national
accounts data; in real terms, seasonally
and working-day adjusted).

All demand components — now in-
cluding private consumption — posted
positive growth in the fourth quarter
of 2013 for the first time in that year.
Exports increased all four quarters of
the year and gained momentum quarter
on quarter. Gross fixed capital consump-
tion growth had already returned to
positive territory in the second quarter
of 2013. Changes in inventories have
come to zero since mid-2013, appearing
to signal the end of destocking for the
time being.

Real GDP growth ran to 0.4% in
2013 (in real terms, seasonally adjusted;

Table 1
National Accounts
GDP Private Govern- Gross fixed | Exports Imports Domestic Net Changes in | Statistical
consump- ment capital demand exports inventories | differences
tion consump- | formation (excluding
tion inventories)
Annual and/or quarterly changes in 9% | Contribution to GDP growth in percentage points
Q312 +0.1 01 -03 -03 +0.8 -0.2 01 0.6 -0.0 -04
Q412 +0.1 -0.0 01 0.5 +0.1 03 0.1 0.2 0.0 0.0
Q113 +0.1 +0.0 +0.1 03 HOA +0.2 -0.0 0.1 01 0.1
Q213 +0.0 +0.0 +0.3 +0.2 +0.8 +0.7 0.1 0.1 -0.2 0.1
Q313 +0.2 +0.0 +0.3 +0.0 +1.0 +0.9 0.1 0.1 00 -0.0
Q413 +0.3 +0.1 +0.3 +0.2 1.1 +0.6 0.1 04 -0.0 -0.2
201 F29 1.1 A 7.3 +6.8 1.5 2.1 0.1 -0.4 1.1
2012 +0.7 +0.4 03 +1.9 +1.6 -0.0 0.5 1.0 0.5 03
2013 HHOA +0.0 +0.3 0.6 A +0.9 -0.0 09 -03 -0.2

Source: Austrian Institute of Economic Research (WIFO). National accounts Q4 14.

I Qesterreichische Nationalbank, Economic Analysis Division, christian.ragacs@oenb.at. In collaboration with
Friedrich Fritzer and Martin Schneider. Parts of this contribution are available in German in Konjunktur aktuell.
Berichte und Analysen zur wirtschaftlichen Lage, OeNB, February 2014. Cutoff date: March 26, 2014.
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Austria: Economic Activity Picks Up at the Turn of the Year

Chart 1

Exports Gain Momentum

Real Exports Surpass Precrisis Level
as Late as 2012
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Euro Area Crisis Slows Total Real Exports

2004=100
150

145
140
135
130
125
120
115
110
105

100
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

== Goods and service exports, in real terms
== EXports to non-euro area countries
== Exports to euro area countries
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Annual data on the basis of seasonally adjusted quarterly data

unadjusted also 0.4%), which is in line
with the OeNB’s December 2013 out-
look. Austria’s growth differential to
the euro area contracted visibly in
2013, but still came to +0.8 percentage
points.

Signs of a Moderate Revival of
Goods Exports

Before the economic and financial cri-
sis, goods and service export growth was
nearly synchronous. During the crisis,
the setback to service trading abroad
was far less pronounced than the slump
in goods exports, and after the crisis,
sales of services abroad developed much
more dynamically than goods exports.
In 2012, real exports of services sur-
passed the level they had reached in
2007 before the outbreak of the crisis,
but it took until 2013 for real goods
exports to recuperate to slightly above

the 2007 level. In a nutshell, in recent
years, Austrian exports were dampened
above all by very weak demand for
goods exports especially as a result of
the impact of the crisis in the euro area,
which had led to a stagnation of exports
to the region in recent years.

Numerous leading indicators have
for some time signaled a pickup in
(goods) export growth, and now goods
exports finally appear to have started
expanding at least moderately. The
March 2014 results of the OeNB’s
export indicator, which is based on
truck mileage data collected by the
Austrian highway authority ASFINAG,
show that Austria’s exporters boosted
goods deliveries abroad by 2,7% in
January and 4,0% in February (year on
year, at current prices, seasonally and
working day adjusted; December 2013:
1,6%).

MONETARY POLICY & THE ECONOMY Q1/14



Austria: Economic Activity Picks Up at the Turn of the Year

Leading Indicators Point to
Accelerating Economic Activity

in 2014

With the exception of a few short-term
dips, the established leading indicators
have been showing a clear uptrend in the
economy since mid-2013. Order books
are filling up, and business confidence
has rallied. Some of the indicators, like
the BA Purchasing Managers’ Index and
Ifo’s business expectations indicator,
have reclaimed the ground lost after
2008 or have even surpassed the 2008
level. The increase in the European
Commission’s Economic Sentiment
Indicator (ESI) was interrupted only
briefly, when the ESI fell below its long-
term average in December 2013 and
again in January 2014. In February 2014,
at 100.4, it was again above its long-term
average. Confidence improved across
the board in all ESI subcomponents. In
February, the BA Purchasing Manag-

ers’ Index slipped to 53 from 54.1 in
January 2014, a value that still signals
growth.

After a protracted stagnation phase,
the economy is now gaining momen-
tum on the back of the global recovery,
as presaged by the leading indicators.
This improvement is expected to last
throughout the first half of 2014. The
OeNB’s Economic Indicator of March
2014, which is calculated also using
information provided by national ac-
counts data and leading indicators, calls
for real, seasonally adjusted growth of
0.4% quarter on quarter for the first
quarter of 2014 and 0.5% growth for
the second quarter of 2014. This figure
corresponds to the long-term average
quarterly growth rate. Given the anemic
performance of the past two years and
the significant catching-up effects that
this should entail, the pace of recovery

still appears to be very sluggish, though.

Chart 2
Leading Indicators
Economic Sentiment Indicator Foreign Incoming Orders IFO Business Climate Index
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Source: Wiener Bérse.
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The OeNB’s economic outlook of
December 2013 had already assumed
that the upturn would be very subdued;
annual growth was expected to run to

1.6% in 2014.

Unemployment and Employment
at Record Highs
Labor market conditions were ambiva-
lent in 2013. Economic activity was
weak, but employment augmented
markedly — as did unemployment.
Whereas payroll employment enlarged
from 3.47 million to 3.48 million per-
sons in 2013 (+0.5%), unemployment
surged from just under 261,000 to
about 287,000 (+10.2%). This develop-
ment can be explained by the increase
in labor supply, in particular of labor
from abroad. Although unemployment
clearly expanded, the unemployment
rate as measured by Eurostat increased
by only 0.6 percentage points (from
4.3% in 2012 to just 4.9% in 2013).
Since the beginning of 2014, both
employment and unemployment have
continued to rise. In February, payroll

Austria: Economic Activity Picks Up at the Turn of the Year

Chart 3

Outlook for Austrian Real GDP for the First and Second
Quarter of 2014 (Seasonally and Working-Day Adjusted)
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Source: The OeNB's Economic Indicator of March 2014, Eurostat.
" Qutlook.

employment increased to 3,444,000 peo-
ple (129,049 or +0.9% year on year).
Registered unemployment including
persons in training programs increased
further to 440,843 (+36,837 or +9.1%
year on year). 356.745 persons in this
group were registered as unemployed

Table 2

Key Indicators for the Austrian Labor Market

Payroll employment

Unemployed persons

Unemployment rate in % Registered job vacancies

Thousands Annual change | Thousands Annual change | AMS definition | EU definition Thousands Annual change
in % in % (seasonally (seasonally in %
adjusted) adjusted)
2011 3,422 +1.8 246.7 -1.6 6.7 4.2 323 42
2012 3,465 +1.3 260.6 +5.7 7.0 4.3 294 -89
2013 3,483 +0.5 2872 +10.2 7.6 4.9 264 -10.3
Q113 3,423 +0.6 3183 Sl 73 4.9 247 -10.5
Q213 3,482 +0.6 2558 +9.1 7.5 4.7 281 127
Q313 3,553 +0.4 2603 +13.2 7.8 50 282 —10.9
Q413 3,474 HO)Al 3145 =119 79 50 24.5 —6.5
Sep. 13 3,533 +0.7 2613 +14.1 79 50 28.7 93
Oct. 13 3,503 +0.5 2803 +12.2 79 50 25.6 —104
Nov. 13 3,471 +0.1 3019 +11.6 79 50 247 -2.8
Dec. 13 3,449 +0.6 3613 +11.9 79 50 232 5.8
Jan. 14 3,427 +0.7 369.8 +9.3 79 4.9 21.8 44
Feb. 14 3,444 +H0S 356.7 F9:3 79 X 24.6 -0.38

Source: Eurostat, Austrian Association of Social Insurance Providers, Austrian Public Employment Service (AMS). February 2014: Austrian Federal Ministry of Labour, Social Affairs and

Consumer Protection, preliminary figures.
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Austria: Economic Activity Picks Up at the Turn of the Year

Chart 4

Labor Market Remains Subdued

Unemployment Increases despite Robust Rise in Employment
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Source: AMS, Main Association of Austrian Social Security Institutions. Seasonal adjustment: OeNB calculations.

(+30,344 or +9.3%). At 4.9% in Janu-
ary 2014 (most recent figure available),
the seasonally adjusted unemployment
rate according to Eurostat was margin-
ally lower than the rate in December
2013 (5.0%). It remains the lowest job-
less rate among EU member countries.
However, youth unemployment rose
quite sharply to 10.5% in January 2014
from 10.1% in December 2013. Never-
theless, the rate remained the second-
lowest in the EU; only Germany posted
a lower youth unemployment rate.
Once the upswing stabilizes as an-
ticipated, employment growth should
also gain a firmer foothold. Seasonally
adjusted registered vacancies have bot-
tomed out, signaling that more jobs
should become available in the future.
Seasonally adjusted registered unemploy-
ment has grown more slowly since
mid-2013 and even declined slightly in
January 2014. The number of termina-
tions of employment reported to the
Austrian Public Employment Service
(AMS) jumped in mid-2013 as a result

of the insolvencies of the building con-
tractor Alpine Bau GmbH and the drug-
store chain Dayli, but declined to the
earlier level after that and has not shown
any major change since. As in the past,
the labor market will react to the
recovery with a delay, so that unem-
ployment is not likely to subside notice-
ably in 2014 and 2015. According to
the OeNB’s
December 2013, the rate of unemploy-
ment will come to 5.0% in both 2014
and 2015.

economic outlook of

Austria’s HICP Inflation Rate
stays at 1.5% in February 2014

Austrian HICP inflation sank perceptibly
in 2013 (annual average: 2.1%), declining
from 2.9% in the fourth quarter of
2012 to 1.6% in the last quarter of 2013
(year on year in both instances). This
drop hinged on the easing of prices in
global commodity markets, the moder-
ate development of prices for imported
goods, and slightly falling wage cost
growth. At 0.3 percentage points, the

10
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public sector’s contribution to inflation
was unchanged from 2012.

In the same period, core inflation
(the HICP excluding energy) contracted
as well, falling from 2.9% in the fourth
quarter of 2012 to 2.1% in the fourth
quarter of 2013. The Austrian inflation
rate, which came to 2.1% on balance in
2013, lay well above the euro area aver-
age of 1.3% and was also higher than
the HICP inflation rate of Austria’s
main trading partner, Germany (1.6%).
The inflation gap between Austria and
Germany narrowed substantially in the
course of 2013, however. Prices in the
service sector were mainly responsible
for the inflation differential between
the two countries.

In February 2014, Austrian HICP in-
flation came in at 1.5% (identical to Janu-
ary; December 2013: 2.0%). Core infla-
tion (excluding energy and unprocessed
food) increased from January 2014 (1.9%)
to February 2013 (2.0%) moderately.

The development of inflation in
February 2014 may be pinpointed above
all by a decrease of inflation for indus-
trial goods (excluding energy) and en-
ergy, and an increase for services. The
rise in food prices (including alcohol
and tobacco) in January 2014 was iden-

Austria: Economic Activity Picks Up at the Turn of the Year

tical to that in February 2014 (2.8%).
Inflation of industrial goods excluding
energy came to 0.2% in February 2014
year on year, below the January 2014
figure of 0.4%. Within this category, the
drop in clothing prices was almost ex-
clusively responsible for the decline in
industrial goods price inflation. The rate
of inflation for service prices year on year
came to 2.8% in February 2014 (January
2013: 2.6%). Services accounted for
nearly 85% of the total rate of price
increase. The most recent increase of ser-
vice price inflation may be attributed to
the higher prices of accommodation and
food services. Inflation of the energy
component came to —3.1% in February
2014 (January 2014: —2.1%). Energy
prices shrank mostly on the back of lower
fuel and heating oil prices. The infla-
tion of food prices (including alcohol
and tobacco) did not change (February
and January 2014: 2.8%). Unprocessed
food price inflation increased slightly
(January 2014: 1.8%; February: 1.9%).
In February 2014, Austrian HICP infla-
tion of 1.5% remained above the euro
area average of 0.7%. Yet, the inflation
gap to Austria’s largest trade partner,
Germany, increased slightly (February:
0.5, January: 0.3 percentage points).

HICP Inflation and Contributions of Subcomponents

Annual change in % for HICP and core inflation and contributions to growth in percentage points for subcomponents

2011

mm Energy (weight: 9.7%) mm Food (weight: 15.2%)
== Harmonised Index of Consumer Prices (HICP)

Source: Statistics Austria.

B |ndustrial goods excluding energy (weight: 29.9%)
== Core inflation

Most recent observation: February 2014

2012 2013
mm Services (weight: 45.1%)
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Christiane Kment,
Isabella Lindner!

Refereed by:
Erhard Moser,
Austrian Federal
Ministry of Finance

The EU’s Reformed Institutional Framework
and the Way Forward

This article focuses on measures taken in 2012 and 2013 to reform the EU’s institutional
framework. These measures, which were largely based on provisions included in the Treaty of
Lisbon, have increased the role of the European Parliament and of the national parliaments.
Stronger parliamentary involvement and interinstitutional agreements on democratic account-
ability seem to counter the theory of a lack of democratic legitimacy; legitimacy would appear
to be jeopardized more severely by an emerging “social deficit.” At the same time, governance
has become more complex, as the Community method of decision making was mixed with
intergovernmental decision making in crisis management and prevention measures, and as
variable membership patterns have evolved. By establishing the European Stability Mechanism
(ESM) for euro area countries and a facility for providing balance of payments assistance
to non-euro area countries, the EU has set up permanent financial crisis management
mechanisms. Fiscal governance reforms replicate the precrisis structure, and — as before —
success depends on the commitment of Member States to implement reform measures. With
more detailed reporting requirements and more ambitious timelines in the European Semester,
economic governance has become more extensive. Yet European and Monetary Union (EMU)
remains incomplete: By establishing a banking union, the EU Member States have transferred
national sovereignty to the supranational level, but the reforms stop short of a fiscal union, for
which the Treaty of Lisbon would need to be changed.

JEL classification: F15, F55, KO, N24, N44, 052

Keywords: EU economic governance reform, EMU, sixpack, twopack, fiscal compact, TSCG,
banking union, SSM, SRM, SRF, European Stability Mechanism (ESM), outright monetary
transactions (OMT), intergovernmental agreements

The financial crisis has demonstrated reforms aimed at managing the crisis

that reforming the EU’s institutional
framework is in the interest of the
European Union as a whole, but first
and foremost, it is in the interest of the
euro area Member States. In the past
few years, a vast number of economic
and financial reforms have been agreed
by the European Commission, the EU
Council of Ministers and the European
Parliament as well as national parlia-
ments. While the principal conditions
governing Economic and Monetary
Union (EMU) as laid down in the
Maastricht Treaty remained unchanged,
governance reforms have stretched the
EUW’s legal framework and its institu-
tional architecture to the limit. The

and preventing future crises, reflecting
lessons learned. At the time of writing
(March 2014), Ireland had exited its
adjustment program without further
European support, sovereign financing
conditions were easing, and the growth
outlook for the euro area was more
benign; hence, internal and external
crisis pressures were starting to fade.
The future will show whether and how
Members States will implement changes
in the Treaty of Lisbon — like the ones
outlined in the blueprint for genuine
EMU (Van Rompuy, 2012).

This article provides an update and
a tentative evaluation of EU and euro
area reforms introduced mainly in 2012

I Qesterreichische Nationalbank, European Affairs and International Financial Organizations Division,

christiane.kment@oenb.at, isabella.lindner@oenb.at.

2 The Treaty of Lisbon is the current valid legislative compendium of the EU, consisting of the Treaty on European
Union (TEU) and Treaty on the Functioning of the European Union (TFEU). Treaty changes may refer to one or

both parts.
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and 2013® with regard to crisis manage-
ment, i.e. stabilization mechanisms,
and crisis prevention, i.e. stricter rules
applying to economic and fiscal policy-
making, and creating the new EU finan-
cial supervisory architecture. To com-
plete the picture, we also address the
nonstandard policy measures with which
the ECB — which was granted the status
of an EU institution by the Treaty of
Lisbon —responded to crisis to strengthen
the financial stability of euro area Mem-
ber States. The institutional section high-
lights the role of intergovernmental
decision making versus Community
method decision making in the reform
process, explains which measures relate
only to the euro area, and reviews the
reforms from the perspective of account-
ability and democratic legitimacy as
well as their impact on EU institutions.
In its outlook section, the paper as-
sesses possible issues for future changes
of the Treaty, for instance fiscal union.

1 Reform of the EU’s Institutional
Framework

The present (economic) governance
structure of the EU has been established
through several consecutive European
Treaties and represents a set of compro-
mises with regard to the principle of sub-
sidiarity,* the distribution of competences
among EU institutions and Member
States, and the application of special rules
for the euro area. From an institutional
point of view, the ongoing economic and
financial reform process has led to more
complex and differentiated decision-
shaping and decision-making (see table 1).

co-decision by the European Parliament.

The EU’s Reformed Institutional Framework and the Way Forward

The Community method® of deci-
sion making, while ensuring fair treat-
ment of all EU Member States, is quite
time-consuming, so some of the recent
governance reforms were established
through much quicker intergovernmen-
tal decision making outside the tradi-
tional legislative framework of the EU
(Gloggnitzer and Lindner, 2011). With
hindsight, intergovernmental treaties
were only employed in the cases of the
Treaty on Stability, Coordination and
Governance (TSCG), the European
Stability Mechanism (ESM) and for the
Single Resolution Fund (SRF). Using
intergovernmental decision making was
a precondition for the ESM, as the ESM
is funded with euro area Member
States” money rather than with the EU’s
own resources. Only ex post was the
ESM linked to the Treaty by introducing
Article 136.3 TFEU.

The unanimity requirement makes
far-reaching alterations of the Treaty of
Lisbon very difficult. Out of necessity,
therefore, the Treaty provisions had to
form a sufficient basis for all major
institutional reforms. In the case of the
banking union, it was challenging to find
an adequate legal basis for the Single
Supervisory Mechanism (SSM) and the
Single Resolution Mechanism (SRM).
Ultimately, Article 127.6 TFEU® was
invoked to provide the legal basis for
conferring specific tasks in banking
supervision upon the ECB, thus leading
to a transfer of national sovereignty to
the supranational level. Article 114 TFEU
was invoked as the legal basis for the
SRM, but this choice was highly con-

This article serves as an update ofthc special issue (ZfMonemr)/ Policy & the Economy Q4/11 on economic gover-
nance. See inter alia Gloggnitzer and Lindner (2011).

Article 5 TEU distributes competences between the EU and its Member States.

EU legislation is initiated by a European Commission proposal negotiated by the Council of Ministers, with

At an informal meeting in April 2013, the Ecofin agreed to work constructively on a proposal to change the

Treaty and agreed that the ECB regulation should be appropriately adjusted, l’fnecessar)/, in the event that Article

127.6 TFEU is amended.
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The EU'’s Reformed Institutional Framework and the Way Forward

troversial. Germany, for instance, would
have preferred to base the SRM on
Article 352 TFEU, which requires una-
nimity. According to the EU Legal
Services (Council of the EU, 2013b),
Article 114 TFEU may be a suitable
legal basis as long as the SRM responds
to a genuine need for uniform applica-
tion of the rules on resolution that

could not be achieved through other
methods of harmonization and as long
as the budgetary sovereignty of Member
States is safeguarded.

Very often the increased leadership
function of the European Council is
deplored as lacking democratic legiti-
macy. A more detailed analysis shows
that there are different interpretations

Table 1

Economic Governance: Decision Making and Variable Membership

Community method

Stabilization — crisis management

European Stability
Mechanism (ESM)

Balance of Payments Art. 143 TFEU

Assistance (BoP)

Fiscal policy reforms — crisis prevention

Intergovernmental
decision making

Separate treaty

Member States Competence level

“Sixpack” of Art. 136 TFEU
5 regulations and Art. 121.6 and 126. 14
1 directive TFEU

Treaty on Stability,
Coordination and
Governance (TSCG)

“Twopack” regulations ~ Art. 136 TFEU

Banking union — crisis prevention

Single Supervisory Art. 127.6 TFEU
Mechanism (SSM)

Single Resolution Art. 114 TFEU

Mechanism (SRM)

Single Resolution Fund
(SRF)

Deposit guarantee Art. 64.2 TFEU

schemes

Bank resolution and Art. 114 TFEU

recovery directive

Source: Authors’ compilation.

Separate treaty, but
linked to SGP and
sixpack

Intergovernmental
agreement —
supplements the
SRM regulation

involved (decision making,
implementation)

EA-18 ESM Board of
Governors
(ministers of finance)

Non EA European Commis-
sion, EU Council

EU-28 European

Special provisions for | Commission,

EA-18

EU-25

EA-18

EA-18
Other Member
States may opt in

EA-18
Other Member
States may opt in

EA-18
Other Member
States may opt in

EU-28

EU-28

EU Council, European
Parliament

EU Council, European
Commission,
European Court of
Justice

European
Commission, EU
Council, European
Parliament

National sovereignty
transferred to ECB,
Governing Council
and Single
Supervisory Board

National sovereignty
transferred to Single
Resolution Board
(involving the
European Commis-
sion, the EU Council,
the ECB and national
authorities)

National contribu-
tions, mutualization
within 8 years

European Commis-
sion, EU Council,
European Parliament

European Commis-
sion, EU Council,
European Parliament

OESTERREICHISCHE NATIONALBANK



of democratic legitimacy and account-
ability. Indeed, Pech (2011) points out
that those who argue that the system is
not democratic can be considered to
fail to grasp that the EU’s institutional
framework is remarkably consensus-
oriented in its design and that most
decisions are based on the Treaty of
Lisbon. According to De Schoutheete
(2012), the European Union is more
Community-based than ever. The euro
area Member States today accept Com-
munity control of their budget and their
economic policy based on an inter-
governmental agreement like the TSCG.
Maybe the true debate today is not
between the Community method and
intergovernmental decision making, but
rather between governance and govern-
ment.

In the course of the crisis, the Euro-
pean Commission — the Community
institution par excellence — acquired
more responsibilities, e.g. in fiscal sur-
veillance and monitoring. The Euro-
pean Parliament (2013a) stated that the
Commission’s increased power had to
be limited and monitored by Member
States as well as the European Parliament
in order to ensure accountability and
democratic legitimacy. Indeed, according
to the European Council (European
Council, 2012), the role of parliaments
is to be strengthened: Any further inte-
gration of policymaking and pooling
of competences at the EU level must
be accompanied by a commensurate
involvement of the European Parliament.
Member States have to ensure the
appropriate involvement of their parlia-
ments in the integration of fiscal and
economic policy frameworks. In Ger-
many and Austria, for instance, national
parliaments have to be involved in deci-
sions to grant ESM loans. A further
example is the interinstitutional agree-
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ment between the European Parliament
and the ECB (European Parliament,
2013d) that provides for the exercise of
democratic accountability within the
SSM. The obligations for the European
Parliament to keep information confi-
dential will remain binding even after
the termination of the agreement.

Financial and economic spillover
effects of the crisis countries fueled the
need for more cooperation within the
euro area. As a consequence, the differ-
entiation between euro area Member
States and non-euro area Member
States became more pronounced — not
only in crisis resolution, but also in
future crisis prevention. The European
Council of October 26, 2011, took note
of a new governance structure’ for the
euro area. Euro summits, i.e. meetings
of heads of state or government of the
euro area countries, were to provide
strategic orientation in crisis resolution.
During the past two years, euro summit
topics have included funding of periph-
eral countries, setting up the ESM, and
bank recapitalization. Compared with
four euro summits in 2011, just one such
summit was organized in 2013 (March).
However, the regular meetings of the
Eurogroup of finance ministers, includ-
ing the European Commission and the
ECB, are still at the core of euro area
crisis management.

In fiscal governance reform, the six-
pack and twopack framework also laid
down different rules for euro area and
non-euro arca Member States, using
Article 136 TFEU as the legal basis.
This reflects the different intensity of
fiscal reforms needed and potential
spillover effects within the euro area.
The sixpack strengthened euro area
governance while increasing the gap
between euro area and non-euro area
countries (Pisani-Ferry et al., 2012).

7 For an overview of the new governance structure in the euro area, see chart 1 in Gloggnitzer and Lindner (2011).
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Being at the core of the euro area,
the ECB has gained in influence among
the EU institutions. Centralized and
efficient decision making by the Gov-
erning Council of the ECB allowed for
a very active role in crisis response, i.e.
extensive emergency support for the
banking system and the announcement
of outright monetary transactions
(OMT). In its prospective role as a single
supervisor, the ECB also gained new
supranational powers in crisis prevention.

The banking union is generally open
for non-euro area countries, which can
“opt in.” This framework introduces
a new form of variable membership
already used for the TSCG, which will
increasingly blur the line between euro
area and non-euro area countries. While
the EU Council stressed the importance
of equal treatment of euro area and
non-euro area SSM/SRM participants,
the disincentives to join are heavy: Non-
euro area Member States would have to
have some form of access to backstops
and would have to contribute to them.
By joining the SSM, they accept the
ECB as a supranational banking super-
visor even if they do not share the
currency.

2 Permanent EU Financing
Mechanisms for Stabilization

Fiscal and macroeconomic imbalances
and the high level of integration of
European financial markets led to spill-
overs from individual countries to the
euro area as a whole. International
capital flows — first inflows, then sudden
stops and outflows — even worsened
contagion. Whereas the EU had an

adequate facility in place even before the
crisis for providing balance of payments
assistance to non-euro area countries, it
lacked a stabilization mechanism for
euro area countries. Therefore, in the
course of the crisis the euro area estab-
lished temporary financial stabilization
mechanisms for euro area countries,

i.e. bilateral loans, the EFSF® (European

Financial Stability Facility), and the EFSM

(European Financial Stabilisation Mech-

anism).” Finally, the European Stability

Mechanism (ESM) evolved as a perma-

nent crisis management tool for euro

area countries, alongside balance of
payments assistance for non-euro area
countries.

The Treaty establishing the ESM'
entered into force on September 27,
2012, and represented a decisive step
toward permanent financial solidarity
among curo area Member States (Glog-
gnitzer and Lindner, 2011). The purpose
of the ESM is to provide financial
support to euro area countries in crisis
on the basis of strict conditionality. The
Court of Justice of the European Union
(2012) ruled that the tasks and func-
tions of the ESM do not violate the
no-bailout rule of Article 125 TFEU.
To safeguard the financial stability of
the euro area as a whole and of its
member countries, the ESM, at present,
offers five financial assistance instru-
ments:

1. ESM precautionary financial assis-
tance for ESM members with sound
economic fundamentals in the form
of (1) a precautionary conditions
credit line (PCCL) or (2) an enhanced
conditions credit line (ECCL).

8 As of July 1, 2013, the European Financial Stability Facility (EFSF) is not allowed to make new loan agreements.
Of the total lending volume of EUR 440 billion, EUR 188.30 billion have been lent to Ireland (EUR 17.7 billion),
Portugal (EUR 26.0 billion) and Greece (EUR 144.6 billion).

? For a detailed discussion of all financial stabilization mechanisms, see Nauschnigg and Schieder (2011).

10 The first meeting of the ESM Board of Governors, comprising the finance ministers of the euro area, took place on

October 8, 2012, in Luxembouryg.
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2. Financial assistance for the recapi-
talization of financial institutions of
an ESM member through loans to
that ESM member, so-called indirect
recapitalization.

3. ESM loans to ESM members expe-
riencing severe financing problems
and thereby putting the financial
stability of the euro area at risk.

4. Primary market support facility: By
purchasing bonds of an ESM member
on primary markets, the ESM can,
for example, support the exit strat-
egy of that ESM member from an
economic adjustment program.

5. Secondary market support facility:
By purchasing bonds of an ESM
member on secondary markets, the
ESM can address contagion, should
the analysis of the ECB recognize
risks to financial market stability
under exceptional financial market
circumstances.

On request of an ESM member and

after the assessment of the appropriate

instrument, the ESM Board of Gover-
nors may decide to grant financial sup-
port on strict conditionality. This means

ESM members first have to sign a

Memorandum of Understanding (MoU)

outlining an adjustment program to be

implemented to ensure future economic
and financial stability. Reviews of the
agreed adjustment program will be
conducted by the so-called Troika, con-
sisting of the European Commission,
the ECB and the IME."" In accordance
with IMF practice in exceptional cases,
an adequate and proportionate form of
private sector involvement (“bail-in”)
must be considered. The consideration
of bail-ins is seen inter alia as a condi-
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tion for financial markets to evaluate
sovereign risk in a correct way. Further-
more, ESM members agreed to include
standardized and identical collective
action clauses (CACs) in all euro area
government bonds issued after January 1,
2013. This is to ensure orderly sover-
eign debt restructuring.

The ESM’s overall lending capacity
is EUR 500 billion, the authorized cap-
ital stock EUR 700 billion, comprising
EUR 80 billion of paid-in capital and
EUR 620 billion of committed callable
capital.'” The ESM has preferred creditor
status. On the funding side, the ESM
issues capital market instruments and
engages in money market transactions.
So far, Spain has used ESM financial
assistance to recapitalize financial insti-
tutions, and Cyprus has received an ESM
loan. The remaining lending capacity of
the ESM is EUR 449.7 billion (see also
table 2).

With the ESM, the euro area has
created a flexible and quite adaptable
financial mechanism for crisis manage-
ment. In June 2013, against the back-
ground of an emerging banking union
(see section 5), the Eurogroup of Finance
Ministers endorsed principles for a
sixth financial assistance instrument,
i.e. financial support for recapitalization
going directly to banks. This constitutes
a change in principle, as only sovereign
states can so far be beneficiaries of
ESM-supported programs. The main aim
of this instrument is to avoid spillovers
from financial market crises to sover-
eign debtors. The lending capacity of
this instrument is intended to be lim-
ited to EUR 60 billion within the over-
all lending capacity of EUR 500 billion,

" Inall EU country adjustment programs, the IMF also lent money, usually one-third of the whole amount. Without
prejudice to its role as a lender, the IMF is seen as a neutral arbiter when negotiating an MoU among EU Member

States.

2 Austria’s contribution key to the ESM is 2.7824%; its subscription to the authorized capital stock is EUR
19.4 billion, which is the limit (yrits liability. Austria’s share cy"paid—in capital is EUR 2.2 billion, to befu]ly

paid in by the first half of 2014.
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Table 2

Funding of Euro Area and Non-Euro Area Member States

from European Sources

Financial assistance Total lending Financial assistance | Remaining lending
mechanisms volume granted volume

EUR billion
EFSF 440 18830
EFSM 60 48.5 (11.5)
Bilateral loans' 84.80 57.70
Balance of payments
assistance 50 18 32
ESM 500 503 449.7

Source: Authors’ compilation (April 2, 2014).
! Bilateral loans were granted to Greece (EUR 52.9 billion out of EUR 80 billion) and Ireland (EUR 4.8 billion).

so as not to endanger the AAA rating of
the ESM. However, before this back-
stop at the European level is available to
banks, private investors have to be
bailed in and national public financial
resources have to be used for bailout,
and the Single Supervisory Mechanism
(SSM) has to be in operation.

The European Financial Stabilisation
Mechanism (EFSM) was originally set
up temporarily by the EU Council in
May 2010 based on Article 122.2 TFEU,
under which the economic and finan-
cial crisis is interpreted as an excep-
tional circumstance beyond the control
of Member States. The European Com-
mission was empowered to borrow up
to EUR 60 billion on capital markets
for euro area Member States with an
implicit guarantee by the EU-28 budget.
EUR 48.5 billion of the EFSM have
been used for loans to Ireland and
Portugal. At a meeting in May 2010,
the Ecofin ministers agreed that the
EFSM will stay in place as long as
needed to safeguard financial stability.
The Danuta Hiibner report suggests
that the outstanding funding capacity
in the EFSM could be transferred to
the framework of balance of payments
assistance (European Parliament, 2013c).
However, there seems to be a political
agreement with the U.K. to replace the

EFSM by the ESM, so that there will be
no U.K. liability for euro area member
states in future (Thompson, 2011).
Under Article 143 TFEU, the Euro-
pean Commission is empowered to
borrow funds of up to EUR 50 billion
on behalf of the EU-28 to assist non-
euro area Member States threatened
with balance of payments difficulties.
During the crisis, Romania, Hungary
and Latvia received balance of payments
assistance amounting to EUR 13.4 bil-
lion. To make the same financial assis-
tance facilities available to non-euro
area Member States as under the ESM,
the European Commission proposed in
2012 to introduce corresponding pre-
cautionary and bank recapitalization
instruments. Precautionary instruments
have been available for non-euro area
Member States since the revision of the
existing regulation in 2013. Loans for
directly recapitalizing financial institu-
tions via the framework for balance of
payments assistance have, however, been
rejected by the Member States so far.

3 ECB/Eurosystem: Outright
Monetary Transactions

Although not directly related to the
institutional reforms implemented by the
EU, nonstandard monetary policy mea-
sures by the ECB played a significant
role in European crisis management.
The ECB had since the beginning of the
crisis undertaken nonstandard monetary
policy measures (i.e. extensive emer-
gency liquidity support for euro area
banks), all in line with the ECB’s primary
objective of maintaining price stability,
to sustain a functioning monetary pol-
icy transmission mechanism and the
singleness of its monetary policy (Cour-
Thimann and Winkler, 2013). However,
in the course of 2012, investors had
increasingly started to speculate on the
reversibility of the euro, leading to
severe tensions on euro area government
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bond markets. In order to address these
tail risks,” President Draghi announced
in London on July 26, 2012 that “The
ECB is ready to do whatever it takes to
preserve the euro. And believe me, it
will be enough” (ECB, 2012d).

In carly August 2012 the Governing
Council of the ECB announced that the
euro area central banks may conduct
outright monetary transactions in sec-
ondary markets for euro area govern-
ment bonds — i.e. purchase (and sell)
such bonds — without ex ante limits at
the short end of the yield curve, but
under certain conditions (ECB, 2012¢).
The OMT program is of (potentially)
outstanding importance, in particular
in terms of its stabilizing impact on
crisis dynamics since 2012. Even if
OMT is simply based on the use of
existing instruments — and there was
no need for any change in the institu-
tional setup of the ECB for its introduc-
tion — it was received as a marked
change or extension of monetary policy
implementation by the ECB to tackle
the crisis situation more effectively.

The OMT program'* was designed
with particular care to comply with the
prohibition of monetary financing laid
down in Article 123 TFEU (ECB,
2012f). The underlying consideration is
that price stability can only be guaran-
teed if the independence of the ECB is
maintained. Thus, the purpose of OMTs
is not to supplement or substitute
government economic policy measures.
To ensure that secondary market pur-
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chases of public debt instruments will
not under any circumstances be used
to circumvent the objectives of the pro-
hibition on monetary financing, they
can only be carried out subject to strict
conditionality. Countries either have to
take out a fully-fledged ESM macroeco-
nomic adjustment loan or an Enhanced
Conditions Credit Line, provided that
they include the possibility of ESM
primary market purchases (see section 2).
Generally, Eurosystem intervention on
government bond markets is strictly
dependent on three conditions: First, the
monetary policy transmission mechanism
must be impaired; second, the euro area
Member State in question must fulfill
strict conditionality; and third, it must
have market access or be in the process
of regaining access. These conditions
also require assessment by the ECB’s
Governing Council. The announcement
of OMTs on August 2, 2012, had the
desired effect insofar as it increased the
financial stability of the euro area at a
time of a severe impairment of the
monetary policy transmission mecha-
nism. So far, the OMT program has
not been used, but President Draghi
reiterated in 2013 that it is ready to be
activated, the conditions are known,
and that it is as effective a backstop as
ever.”

4 Fiscal Policy Reform

4.1 Sixpack and Twopack

Before the crisis, the Stability and
Growth Pact (SGP)'® had not provided

3 Tail risks are defined as grave distortions in the price formation on government bond markets and undermine the

monetary policy transmission mechanism in the euro area.

" At the same time, the OMT’s predecessor, the Securities Market Programme (SMP), was abrogated. The SMP portfolio
of Greek, Irish, Portuguese, Italian and Spanish government bonds is held to maturity by the ECB and NCBs
(ECB, 2012c). On December 27, 2013, the overall size of the portfolio was EUR 178.3 billion.

* The German Federal Constitutional Court in Karlsruhe dealt with a complaint filed by a German national claiming

that the OMT program exceeded the ECB competences provided for by the Treaty. In February 2014, the court
suspended the OMT case and requested a preliminary ruling from the European Court of Justice

(www.bundesverfassungsgericht.de/pressemitteilungen/bvg14-009. html).

16 The SGP entered intoforce on January 1, 1999, and initially consisted qftwo Council regulations. They have

been amended several times.
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sufficient incentives to correct fiscal

imbalances, and it lacked rigorous im-

plementation and commitment by EU

Member States. Sanctions for noncom-

pliance were never applied. The Euro-

pean Commission itself weakened the
credibility of the SGP by ceding will-
ingly to Member States’ demands for

a soft interpretation of rules (Busch,

2013). Fiscal governance reforms under-

taken after the crisis were aimed at

addressing these problems but to a large
extent replicated the precrisis structure

(Mody, 2013) and its (dis)incentives. To

strengthen the SGP, the European

Parliament and the EU Council adopted

a package of new fiscal rules that was

more stringent for euro area Member

States than for non-euro area Member

States. This package consisted of five

regulations and one directive (“six-

pack”) which entered into force on

December 13, 2011. Two additional reg-

ulations (“twopack”) designed to fur-

ther enhance economic integration and
convergence among euro area Member

States and laying down clear rules for

countries secking EU financial help

entered into force on May 30, 2013.
Fiscal governance reform introduced

the following new elements:

1. To ensure long-term financial sus-
tainability, an “expenditure bench-
mark” was introduced to help assess
progress toward a country-specific
medium-term objective (MTO) for
budgetary balances. A quantitative
definition of a “significant deviation”
from the MTO, which had been

missing so far, for the first time

gives the EU the opportunity to set
minimum requirements for budget-
ary frameworks.

According to Article 126.2 TFEU,
the deficit and debt criteria should
have equal importance in the exces-
sive deficit procedure (EDP). How-
ever, in past surveillance proce-
dures, the debt criterion was largely
ignored, as quantitative criteria were
missing. Following reform, an EDP
can now be introduced if a Member
State’s debt exceeds 60% of GDP
and not just if the budget deficit is
above 3% of GDP.

A minimum budgetary framework
requires Member States to improve
budgetary planning and execution.
Euro area Member States have to
adhere to tighter timelines than non-
euro area Member States (see box 1).
Given the crisis experience with
malfunctioning national institutions,
like budget authorities or debt agen-
cies, this reflects a first attempt
at institution-building at a national
level.

The macroeconomic imbalance pro-
cedure (MIP) aims at identifying
and addressing macroeconomic im-
balances in EU Member States at an
carly stage'” and extends the Com-
mission’s surveillance competences
toward convergence and competi-
tiveness. An annual Alert Mechanism
Report based on a scoreboard of
11 macroeconomic indicators'® is
used to identify potential external
and internal imbalances. Thresholds
of indicators signal that there might

"7 In its third Alert Mechanism Report, the European Commission (November 2013) identified 16 Member States at
risk cfmacmeconomic imbalances. For France and Italy, the European Commission Wi]]further assess the persistence

of imbalances; for Germany and Luxembourg, the risk related to their respective external positions, which are in

surplus.

'8 The headline indicators consist of the following 11 indicators: current account balance, net international investment
position, real effective exchange rate, export market shares, nominal unit labor cost, deflated house prices, private
sector creditflow, unemployment rate, private sector debt (consolidated), general government sector debt, total

financial sector liabilities.
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be specific problems, which in turn
trigger in-depth reviews of eco-
nomic developments in Member
States. Member States under an ex-
cessive imbalance procedure (EIP)
are obliged to submit a corrective
action plan setting out their national
corrective policy measures.

To improve implementation, reverse
qualified majority voting (RQMV)
was introduced, for example for the

adoption of EIP sanctions. RQMV

The EU’s Reformed Institutional Framework and the Way Forward

more stringent rules. [f EMU finan-
cial stability is threatened, the EU
Council (acting by qualified majority
on a proposal from the European
Commission) may recommend that
a Member State seek financial assis-
tance and prepare a macroeconomic
adjustment program, and may take
out a loan, e.g. from the ESM. Fur-
thermore, such countries will be
subject to post-program surveillance
until they have paid back a minimum

implies that a recommendation or of 75% of the financial assistance
proposal of the European Commis- received.
sion is considered adopted by the EU  Like before the governance reform, the
Council unless a qualified majority  success of the new rules depends on
of Member States votes against it. effective implementation by Member
6. Euro area countries are now subject  States and national ownership. However,
to financial sanctions already under  procedures and adherence to timelines
the preventive arm of the SGP and  have become more complex, and the
when experiencing excessive macro-  number of reports to be drafted and
economic imbalances. submitted by Member States has in-
7. Euro area countries in serious finan-  creased. The European Semester, which
cial difficulties are now subject to  was designed to improve implementa-

Box 1

Euro Area Member States and the European Semester

Before April 30

Euro area Member States submit their stability programs and national reform programs to
enable the EU to monitor complementarities and spillover effects between fiscal and struc-
tural policies.

May/June

The European Commission and the EU Council assess the stability and national reform programs
and issue country-specific recommendations referring to fiscal policies, structural reforms,
employment and social aspects as well as financial market stability. If a Member State experi-
ences macroeconomic imbalances, corresponding recommendations may be included as well.

Before October 15
Euro area Member States submit their draft budgetary plans for the following year to the
European Commission and the Eurogroup for assessment. The European Commission can
require a revised draft budgetary plan, but the sovereignty of household approval by national
parliaments will not be compromised.

Euro area Member States subject to an EDP are also required to submit an economic
partnership program, on which the EU Council adopts an Opinion.

Member States have to assess in detail which of their investments have the potential to
create more growth and jobs, and their deficit reduction efforts have to stay flexible in
economic downturns.

By December 31
Euro area Member States must have adopted their budgets for the following year.
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tion, provides first and foremost time-
lines for (ex ante) coordination of fiscal
and structural policies (see box 1).

In 2013 the European Commission
and EU Member States found it useful
to interpret the new governance rules
in such a way as to take into consider-
ation the developments of the crisis. For
example, at the end of 2013, 17 coun-
tries'”” remained subject to an excessive
deficit procedure, in different stages
and with different deadlines for correc-
tion. In May 2013, for instance, the
European Commission announced that
it would extend by two years the dead-
line for France and Spain to correct
their excessive deficits. In both cases,
the European Commission took into
consideration the worse-than-expected
growth prospects and demanded that the
correction be embedded in profound
structural reforms at the national level.
While Spain had a financial stability
adjustment program, the Commission
does not have means at its hands to
enforce reforms in France. In the same
vein, the Council (Council of the EU,
2013a) endorsed in November 2013
that the use of national public backstops
for bank capital injections would bene-
fit from a specific treatment under EDP
rules.

Not least due to these developments,
the ECB was most critical of the new
fiscal governance provisions. While
being an important step forward, the
legislative packages adopted fall short
of the “quantum leap” that the ECB’s
Governing Council had advocated. In
particular, the new framework still
leaves considerable room to exercise
discretion in executing fiscal and eco-
nomic surveillance and enforcing com-
pliance, which could seriously weaken
the effectiveness of the reforms. Another

critical issue in the eyes of the ECB
is the symmetric approach to macro-
economic imbalance indicators. When
analyzing imbalances in competitiveness
or current accounts, the European Com-
mission treats excessive deficits or sur-
pluses in an equal way, i.e. both could
be seen as potentially disruptive and
fraught with spillover effects. Further-
more, the ECB suggests that the RQMV
should be extended to the maximum
possible to improve automaticity in
decision making and to boost credibil-
ity. Financial sanctions should not be
subject to being reduced or canceled on
grounds of exceptional circumstances
(ECB, 2011a and ECB, 2012a). At the
other end of the opinion spectrum, the
European Parliament was dissatisfied
with the emphasis put on budget
consolidation in the new provisions.
Austerity alone was not delivering the
desired results, so it cannot be the only
response to the crisis (Pepper, 2013).
In its position as a co-decision maker,
the European Parliament pressed for a
broader focus than the one on fiscal
discipline and requested the consider-
ation of a social dimension of EMU.

4.2 Treaty on Stability, Coordination
and Governance in the Economic
and Monetary Union (TSCG) or
“Fiscal Compact”

Although the sixpack and the twopack
created a more stringent framework
for economic and fiscal governance in
the EU, in the eyes of some Member
States, more and other measures were
needed (ECB, 2012b). The reform
efforts led to the intergovernmental
Treaty on Stability, Coordination and
Governance (TSCG) among 25 Member
States — also called fiscal compact —
which entered into force on January 1,

% Croatia, Malta, Denmark, Cyprus, Austria, Belgium, the Czech Republic, the Netherlands, Portugal, Slovenia,

Slovakia, Poland, France, Ireland, Greece, Spain, United Kingdom (in reverse chronological order).
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2013.%° The TSCG further promotes
policy coordination and commits its
members to growth through conver-
gence and competitiveness. The Treaty,
for instance, introduces ex ante coordi-
nation of major economic policy reforms,
ex ante reporting of national debt issu-
ance plans by Member States, and oblig-
atory “debt brakes,” or balanced budget
rules, for national budgets.

The TSCG leaves fiscal policies in the
competence of Member States, explicitly
recognizing national fiscal authority and
responsibility. For that Member States
had to incorporate a balanced budget rule
modeled on the idea of the Swiss and
German debt brake (Feld, 2012), into
national law — preferably of a constitu-
tional nature — by January 1, 2014. Ac-
cording to the balanced budget rule,
national budgets must be in balance or
in surplus, a criterion that is met if the
annual structural government deficit does
not exceed 0.5% of GDP.”' In excep-
tional circumstances, deviation from the
balanced budget rule is allowed. The
European Court of Justice will verify the
national implementation of the balanced
budget rule and can impose a penalty of
up to 0.1% of GDP payable to the Euro-
pean Stability Mechanism (ESM), should
a Member State fail to comply with its
ruling. Establishing a balanced budget
rule strengthens the credibility of sound
fiscal policies on a national level. The
fiscal compact balances national fiscal
responsibility and euro area solidarity,
as the granting of financial assistance
under the ESM is conditional on having
ratified the TSCG by March 1, 2013.

A number of provisions included in
the TSCG mirror concepts existing in the
SGP and the sixpack but are partly more
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stringent, like the tight time frame that
goes beyond SGP requirements con-
cerning MTOs. If a euro area Member
State breaches the deficit criterion,
RQMYV applies to all stages of the EDP.
This strengthens the European Com-
mission’s role via an intergovernmental
treaty. In addition, Member States sub-
ject to an EDP have to implement com-
prehensive structural reforms accorded
in an economic partnership program.
The EU Council has to endorse these
programs, and the European Commis-
sion has to monitor their implementation
according to the SGP. With the excep-
tion of the balanced budget rules, the
success of the TSCG also depends on
Member States’ commitment to imple-
mentation. The fiscal compact does not
contribute to reduce the complexity of
the overall surveillance framework but
represents a layer that has been added
to the existing rules (Peers, 2011).

5 Banking Union: New EU
Financial Supervisory
Architecture

The concept of the “financial trilemma”
(ECB, 2011b) states that a stable financial
system is incompatible with financial
institutions integrated across borders
and financial supervision performed by
national authorities only. As a conse-
quence, financial stability requires na-
tional supervisory policies to become
more integrated at the European level,
a transparent rules-based framework
for prompt corrective action and ex
ante burden-sharing arrangements in
the case of bank recapitalization and
resolution.

The financial crisis exposed those
failures in European financial super-

’ The ratification process was completed on April 1, 2014. The United Kingdom is not part of the TSCG. The
government of the Czech Republic had declared its intention to join in March 2014.

I This is a lower general limit of a structural deficit than that set by the SGP, i.e. 1% of GDP for euro area Member

States.
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vision. Therefore, the EU first estab-

lished the European System of Financial

Supervisors (ESES) (see chart 1), which

consists of three elements:

1. Three European supervisory author-
ities (ESAs) were established for the
then EU-27 on January 1, 2011: a
European Banking Authority (EBA)
in London, a European Securities
and Markets Authority (ESMA) in
Paris, and a European Insurance and
Occupational Pensions Authority
(EIOPA) in Frankfurt. Their objec-
tives are inter alia to provide an
effective and consistent level of
regulation and supervision across
national supervisory authorities, to
protect depositors and investors, and
to strengthen international super-
visory coordination. However, while
the ESAs can, for example, ensure
the consistent application of EU law
or settle disputes between national
supervisors, they have no decision-
making competence over national
authorities.

2. The European Systemic Risk Board
(ESRB) under the responsibility of

Chart 1

New European Financial Architecture

ESFS

(European System of Financial Supervision)
EU 28

ESRB ESAs:
Frankfurt EBA
London
ECB
ESMA
Paris
EIOPA
Frankfurt

Source: Authors’ compilation.

Banking Union Regu-
Euro 18 + opt ins lations
EU 28
) European
National SSM SRM Deposit
Super- (Single (Single Insurance
: Supervisory Resolution System
visors Mechanism) Mechanism)
Frankfurt CRD IV -
Brussels capital
requirements
ECB SRF
(Single BRRD —
Resolution bank
Fund) resolution

and recovery

the ECB was established in Frankfurt
on December 16, 2010, as the EU
body in charge of macroprudential
oversight. Its role is to contribute to
the prevention and mitigation of
systemic risks to the EU’s financial
market stability by means of ex ante
warnings and recommendations.
3. National supervisory authorities of
the Member States.
In early 2012, it became increasingly
clear that there is a strong linkage
between bank debt and sovereign debt
that raises the risks of contagion. Banks
are usually strongly invested in govern-
ment bonds (Rocholl, 2013), which can
adversely influence bank balance sheets
if sovereign risk premiums rise. On the
other hand, over EUR 4.5 trillion of
taxpayers’ money was used to rescue
banks in the EU (European Commis-
sion, 2012a), and the fragmentation of
financial markets within the Single
Market was persistent. To address these
problems in future, the Commission
called for a banking union in May 2012,
which was confirmed by a euro summit
on June 29, 2012. The establishment of
a banking union became, in fact, a
major step in completing EMU. In
December 2012, the European Council
committed itself to a roadmap toward a
more integrated financial framework
(see also chart 1): a Single Supervisory
Mechanism (SSM),”” a Single Resolution
Mechanism (SRM) and a Single Super-
visory Fund (SRF), new rules on deposit
guarantee schemes, the Bank Recovery
and Resolution Directive (BRRD), and
anew directive on bank capital require-
ments (CRD IV).
The start of the SSM is planned
for November 2014. With the SSM,

*? The European Commission (European Commission, 2013d) announced that in 2014 it will review the potential
impacts of the creation of a Single Supervisory Mechanism (SSM) on the ESAs and the ESRB given the core role
attributed to the ECB and whether this necessitates further adaptations of the legal framework underpinning the

ESFS.
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sovereign supervisory tasks will be trans-
ferred to the ECB as the competent
authority providing direct supervision
for all banks in the euro area. For the
time being, the SSM (in cooperation
with national supervisors) will super-
vise the most significant and systemi-
cally important banks in the euro area,
i.e. about 130 banks. All tasks not
explicitly conferred upon the ECB will
remain with national supervisors, like
consumer protection, the fight against
money laundering, cross-border branches
(European Commission, 2012d, Euro-
pean Commission, 2013e). The super-
visory board of the SSM is to carry out
preparatory work regarding the super-
visory tasks conferred on the ECB and
is to propose draft decisions to be
adopted by the ECB’s Governing Coun-
cil. A draft decision will be deemed to
have been adopted unless the Governing
Council objects within a certain time.
The Board consists of four ECB repre-
sentatives, one national representative
of each participating country, a Chair
(appointed for five years) and a Vice-
Chair (chosen from the Executive Board
of the ECB).” Before the SSM becomes
operational, the ECB will carry out a
comprehensive assessment™ of bank
balance sheets: an asset quality review
for SSM participants (at present the
Euro 18) and, together with EBA, a
stress test for banks in the EU-28. If
the comprehensive assessment results in
additional capital requirements for banks,
bail-in and bailout rules apply accord-
ing to a general pecking order agreed
by finance ministers on November 15,

2013 (Council of the EU, 2013a):

The EU’s Reformed Institutional Framework and the Way Forward

1. Bail-in: In a first instance, banks
should raise capital in the market or
from other private sources and
retain profits. As the BRRD bail-in
tool is not yet applicable till 2016,
EU state aid”® rules will have to
be respected, which in some cases
provide for the bail-in of junior
bond holders.

2. Bailout — national level: If a bail-in
is not sufficient, Member States are
to provide public backstops at the
national level. In this context, the
Commission will review whether
the necessary tools including reso-
lution mechanisms and public back-
stops are in place at a national level.

3. Bailout — European level: If national
backstops are not sufficient for euro
area Member States, ESM instru-
ments will be available after an
appropriate bail-in, in full respect
of EU state aid rules. The direct
recapitalization instrument with its
EUR 60 billion exposure limit could
also be used once the SSM has been
established.

The Single Resolution Mechanism

(SRM) forms the other key element of

the banking union, and will cover all

countries participating in the SSM.”

On March 20, 2014, the Council of the

EU and the European Parliament reached

an agreement on the SRM regulation.

The SRM regulation provides for resolu-

tion guidelines and centralized decision-

making by a Single Resolution Board

(SRB) located in Brussels. Upon notifi-

cation by the ECB that a bank is failing

or likely to fail, or on its own initiative,
the SRB would adopt a resolution scheme

2 The Governing Council of the ECB nominated Daniéle Nouy as Chair of the Supervisory Board on November 20,
2013, and Sabine Lautenschldger, ECB Executive Board Member, as Vice-Chair on January 21, 2014.

** For the key features of the comprehensive assessment, see ECB Communication of October 23, 2013 (ECB, 2013a).

2 For details, see Commission Communication, August 1, 2013.

2 Participating Member States: euro area Member States and those non-euro area Member States that decide to join

the SSM and in consequence SRM, i.e. “opt-ins.”
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for the bank in question, thereby deter-
mining the application of resolution
tools and the use of the Single Resolu-
tion Fund (SRF). Decisions by the SRB
would enter into force within 24 hours
of their adoption, unless the EU Council,
acting by simple majority on a proposal
by the European Commission, objects or
calls for changes. The national authori-
ties execute the resolution under the
control of the SRB. The SRB consists
of an executive director, a vice execu-
tive director, four full-time appointed
members and the representatives of the
national resolution authorities of all
the participating Member States. The
European Commission and the ECB
have observer status. The SRM will
enter into force on January 1, 2015.

At the same time, the euro area
Member States agreed to establish a
Single Resolution Fund to underpin
the SRM by way of an intergovernmen-
tal agreement. The intergovernmental
agreement will specify how national
funds are channeled into the SRF with
a target level of EUR 55 billion (i.e. up
to 1% of covered deposits of participating
Member States) and how national com-
partments are progressively mutualized
over a period of eight years, starting
with 40% of the resources in the first
year. SRF resources are to come from
bank levies raised at the national level.
Should a situation arise, either in the
initial phase or in the steady state, in
which the SRF is not adequately funded,
the participating Member States agreed
to set up bridge financing, i.e. an
SRF backstop. The intergovernmental
agreement would enter into force once
it has been ratified by participating
Member States that represent 90% of
contributions to the Single Resolution
Fund.

In December 2013, the EU Council
and the European Parliament agreed on
new rules for deposit guarantee schemes.
The new directive will strengthen the
existing system of national deposit guar-
antee schemes; for instance, depositor
information will be improved and
access to guaranteed deposit amounts
will be faster and easier. Depositors will
continue to benefit from guaranteed
deposit coverage of EUR 100,000, which
had been questioned by the public EU-
wide after program negotiations with
Cyprus’ in spring 2013. Financing re-
quirements for a deposit guarantee
scheme are now harmonized, with ex
ante funding of 0.8% of covered deposits
to be collected from banks over a ten-
year period (European Commission,
2013a).

The Bank Recovery and Resolution
Directive (BRRD) agreed on December
12, 2013, will ensure that failing banks
can be wound down in a predictable and
efficient way with minimum recourse
to public money. All banks will have to
prepare plans for times of distress, and
resolution authorities are provided with
harmonized rules for the allocation of
bank failure costs. Bail-ins start with
shareholders and creditors (junior bond
holders), and unsecured deposits (above
EUR 100,000) will benefit from pref-
erential treatment; deposits under
EUR 100,000 are entirely exempt from
bail-ins. The bail-in tool will apply as
from January 1, 2016. Bail-ins are also
backed by financial support from national
resolution funds paid for by the banking
sector. These national funds will have to
be endowed up to a level of 1% of covered
deposits within ten years. Bail-ins would
apply at least until 8% of a bank’s total
assets have been lost. Above this thresh-
old, the resolution authority may allow

7 The case of Cyprus led to a change in two EU paradigms: Capital controls were introduced and, most importantly,
the European debate on the hierarchy of bail-ins and bailouts reached a decisive point.
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Table 3

Banking Union - Timeline
August 2013 January 2014 | March 2014 November January 2015 | Throughout January 2016

2014 2015
EU state aid CRD IV has Intergovern- SSM super- SRM comes Amended BRRD
rules to be mental vision starts; into force deposit Bail-in tool
Bail-in tool implemented | agreement ESM direct BRRD guarantee applicable
applicable for the SRF bank applicable schemes

recapitalization will be

instrument implemented

available in 2015

Source: Authors’ compilation.

the bank to access resolution fund money
up to a maximum of 5% of the bank’s
assets (European Parliament, 2013b).

6 Outlook

Where will EMU and the euro area go
within the European Union? Major
integration steps were set out by Van
Rompuy (2012) at the request of the
European Council (see box 2). Some of
these ambitious proposals would, of
course, require Treaty changes. How-
ever, the Commission stated that it take
reforms forward as far as possible
within the limits of the Treaty of Lisbon

and use regulations already in place
(Corporate Europe Observatory, 2013).
Currently, work is concentrating on
blueprint measures which do not need
a Treaty change, i.e. banking union, a
pilot project on ex ante coordination
of national reform policies and contrac-
tual arrangements (competitiveness and
convergence instrument — CCI) to com-
mit to structural reforms combined
with financial incentives.

Governance reforms have stretched
the legal and institutional framework of
the EU to its limits. Procedures for
possible changes to the Treaty might,

Box 2

2012 Roadmap - Blueprint for a Genuine EMU

In this blueprint for a genuine economic and monetary union, Van Rompuy (2012) set out a
roadmap to be realized in three integration stages comprising four intertwined building blocks:

Fiscal union

1. A stronger framework for fiscal governance at the national level and an increasing degree
of common decision making on national budgets
2. Eventually, a limited fiscal capacity for the euro area to improve the absorption of country-

specific economic shocks

Economic union

1. Systematic ex ante coordination of major national economic policy reforms, in particular of

taxation and employment

2. Partnerships for growth, jobs and competitiveness, i.e. contractual arrangements or
competitiveness and convergence instruments (CCl), to enforce structural policies, possibly

including financial support

Banking union

Including financial backstops at the euro area level, i.e. for Member States participating in the SSM

Political union

Strengthened democracy, legitimacy and accountability
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therefore, be initiated in the legislative
period of the European Parliament
starting in June 2014. Some academics
believe that the EU might have reached
a “Hamilton moment” (Bullard, 2010)
at which reconstruction of incentives
and stronger cooperation in fiscal policy
is possible. Bordo (2010) even identified
the missing fiscal union as one of the
main causes for the 2007 crisis. U.S.
economic history might be a point in
case — a successful monetary union was
in the end based on a progressive deep-
ening of fiscal union. Sargent (2012),
on the other hand, pointed out that dif-
ferent combinations of fiscal and mone-
tary policy can work as long as they
are rule-based and coordinated, for
example a credible no-bailout rule in
combination with close surveillance of
fiscal policies. Mody (2013) advocates a
decentralized process where Member
States and banks will either stabilize or
renegotiate with their creditors.
Several ideas are discussed under
the heading of fiscal union. Van Rompuy
(2012) proposes a euro area fiscal ca-
pacity as an insurance-type mechanism
to cushion country-specific economic
shocks and support growth-enhancing
structural reforms. The funding of this
fiscal risk sharing could be based on
national contributions and/or own re-
sources with a possibility for common
debt issuance. Further, a treasury func-
tion needs to be established. Van Rom-
puy does not mention a concrete figure28
for the size of such a fiscal capacity. To
avoid moral hazard, net transfers could
be linked to conditionality, i.e. compli-
ance with commitments to undertake
structural reforms. For the French
finance ministry (Trésor-Economics,
2013), the crisis has shown that, even

when coordinated, national fiscal poli-
cies do not suffice to ensure optimum
macroeconomic and financial stabiliza-
tion in the euro area. To deal with asym-
metric shocks, the ministry proposes a
significant central budget coupled with
a borrowing capacity. This budget
might consist of cyclical revenues, like
corporate income tax, and might be
used for countercyclical spending, e.g.
unemployment benefits, but also infra-
structure investment, innovation. Rep-
resenting 2% of GDP, the euro area
budget could assume 20% of the stabi-
lization effected by national budgets.
This euro area budget could be backed
by central debt. Instead of a Treasury
function, the French proposal only
mentions a further strengthening of the
euro area’s economic governance.

At the height of the sovereign debt
crisis, Eurobonds were proposed” and
widely debated. Issued by the euro area
Member States and endowed with a
joint and several guarantee, these bonds
were supposed to reduce funding costs
for highly indebted euro area Member
States. As Eurobonds involved moral
hazard problems and were believed to
violate Articles 123 and 125 TFEU, they
would have required a Treaty change
and some transfer of national fiscal
sovereignty to a supranational entity.
Beck et al. (2012) think that the need
for Eurobonds might to some extent
disappear with a strong banking union.
However, following a commitment to
the European Parliament — a supporter
of more solidarity in EMU — the Com-
mission set up an expert group on debt
redemption funds and euro bills (Euro-
pean Parliament, 2013b). The group
will present its report no later than in

March 2014.

% The Delors Report (1989) proposed around 2.5% of GDP; the MacDougall Report (1977) between 7.5% and

10% of GDP.
2 Seefor instance Micossi et al. (2011)
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Crisis resolution measures were
mostly geared toward stabilization, bud-
get consolidation and structural mea-
sures, which in turn led to rising social
pressures mostly in program countries
of the euro area. In this context, the
European Council (2013a) confirmed
the relevance of using a scoreboard of
key employment and social indicators
and their application in the European
semester with the sole purpose of allow-
ing a broader understanding of social
developments. In the course of the crisis,
it was acknowledged that a lack of job
creation and very high long-term and
youth unemployment can lead to social
spillovers in the euro area. Indeed, a
study commissioned by the Austrian
Federal Chancellery (Fernandes and
Maslauskaite, 2013) concludes that the
emerging “social deficit” in the EU is
threatening the legitimacy and the
sustainability of the European project.
Labor market and pension reforms have
been accelerated as one consequence of
the crisis, and social policies were used as
internal adjustment variables. Investing
in human capital and infrastructure,
reinforcing the fiscal basis for social
spending, adopting a cyclical adjustment
fund in EMU and defining common
social standards could form a social
dimension of EMU.

In the past, Member States could
never agree on a finalité, or final model,
for the (economic) integration of Euro-
pean countries, even less so on the role
of the euro area. The Treaty of Lisbon
only speaks of an ever closer Union, a
concept which has been recently chal-
lenged by the United Kingdom. As the
curo arca undertakes the integration
required to make the euro work, U.K.
Chancellor of the Exchequer George
Osborne in 2013 sees a need for consti-
tutional reforms to make sure that those
countries which are not in the euro can
remain in the EU. On the other hand,

The EU’s Reformed Institutional Framework and the Way Forward

in 2014 French President Hollande
stated that he saw the Franco-German
tandem at the center of an economic and
social convergence initiative including
corporate tax harmonization to set the
European idea in motion again. He pro-
poses a gouvernment de la zone euro with
the objectives of growth and employment
and including a financial capacity. For the
future, Pisani-Ferry et al. (2012) have
developed three possible scenarios:

1. Scenario 1 is a two-speed European
Union with a coherent euro area.
This implies that only the euro area
moves to an efficient and democrat-
ically legitimate, fully fledged mon-
etary union with a fiscal and banking
union, which also implies direct
access to tax resources to provide
for a transfer union. This develop-
ment would benefit the whole EU
but would end up with the coexis-
tence of two areas.

2. Scenario 2 describes a fragmented
EMU unwilling to cede further fis-
cal and financial sovereignty, with
“one money” but several, fragmented
financial markets.

3. Scenario 3 points to the variable
geometry within the EU as a whole
as well as within the euro area. The
dividing lines between the EU-28
and the EA-18 are blurred; in EMU,
the necessary coherence, stability
and efficiency might not be reached.

7 Conclusions

The bank and sovereign debt crisis did
not originate in the EU and the euro
area. However, it laid open not only
the weaknesses of the economic, fiscal,
financial and institutional construction
of EMU, but also weaknesses at the
level of the Member States. A number
of governance reforms undertaken to
balance these shortcomings reflected
lessons learned, but stretched the EU’s
legal and institutional framework to the
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limit. Also, Member States’ willingness
to implement further reforms has slowed
down considerably, reflecting the easing
of crisis pressures and the desire to be
the master of their own house.

Fiscal governance has become more
extensive, intrusive and complex. There
are more procedures and timelines to
be adhered to; reports to be drafted by
Member States are more numerous. The
crisis showed that in some euro area
Member States, commitment to reforms
lacked the political consensus at the
domestic level, sometimes reflecting
the fact that national economic institu-
tions were not able to deal with the
requirements of EMU membership. The
idea that the functioning of national
institutions has to be improved is slowly
taking root, for instance through better
budgetary planning and execution. Also,
the obligatory introduction of a balanced
budget rule into national law points into
a new direction of governance, namely
the explicit recognition of a national
fiscal responsibility and the decent-
ralized mandatory implementation of
European rules. The Commission’s
competence in surveillance has been
strengthened and broadened to com-
petitiveness. But as before, the success
of the new rules depends to a large
extent on the effective implementation
by the Member States.

Among the EU institutions, the ECB
has gained in stature. With the Securi-
ties Market Programme and OMTs,
the ECB bought time for crisis resolu-
tion as well as economic and financial
reforms in Member States. Banking
union brought new executive powers
for the ECB: With the Single Supervi-
sory Mechanism, Member States trans-
ferred sovereignty in bank supervision
to the euro area level. The banking
union also comprises direct bank recapi-
talization by the ESM and the setting
up of a common Single Resolution

Fund, which represent a further mutu-
alization of risk at the euro area level
besides the ESM. However, mutualisa-
tion continues to be in principle by pro-
rata guarantees, no joint and several
guarantees have been added, mainly due
to moral hazard problems. Several pro-
visions under the banking union also
change the paradigm on burden-sharing
of the costs of, at least, future crisis: Costs
will be distributed from taxpayers to
banks and investors, i.e. by ex ante fund-
ing of the SRF, by harmonized deposit
guarantee schemes, and by well-defined
bail-in rules. Summing up, Banking
Union represents the single-most impor-
tant integration step among past reforms.

Until now, reforms have stopped
short of a Treaty change. At the same
time, the particular integration needs
of the euro area seem to make such a
Treaty change imperative. A heavily
debated and still outstanding issue is
the establishment of a fiscal union
among euro area Member States. How-
ever, the funding of transfers implied
by, for instance, a central fiscal capacity
would involve a controversial negotia-
tion process about contributions and
control of a Treasury function.

Opverall, the governance reform was
less intergovernmental and more based
on the Community method of decision
making, which should ensure fair treat-
ment of all EU Member States. The
European Parliament has gained more
importance, and the national parliaments
also play an increased role. Indeed, some
critics hold that the emerging “social
deficit” in the EU is the real threat to
the legitimacy and sustainability of the
European project. Only the future will
show whether the governance reforms
undertaken offer a stable framework
for crisis prevention and resolution, or
whether the euro area will need a gouver-
nement de la zone euro as proposed by
France’s President Hollande.
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