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l. ACADEMIC CONTRIBUTIONS TO THE DEBATE ON A BUDGETARY
CAPACITY FOR THE EUROZONE

During an expert hearing involving academics as well as practitioners, extensive contributions
were delivered on the debate on a budgetary capacity for the Eurozone. The current debate
among experts can roughly be divided into five aspects: (1) reasons for creating a common
capacity, (2) functions of the fiscal capacity, (3) possible resources for financing the capacity,
(4) challenges, conditions and obstacles, (5) governance.

1. Reasons for creating a common fiscal capacity

The experts agreed that the subdued current recovery can only be temporarily supported by
monetary policy measures and low energy prices, as the situation of public finances in euro
area Member States is still fragile and cannot provide much stimulus to growth.

Experts stressed that EMU was built on the assumption that monetary policy would handle
symmetric shocks, and rules would enforce budgetary discipline at Member States' level to
provide margins in case of asymmetric shocks. The crisis has proved that this was
insufficient and that improvement of economic governance in the euro area was needed.
Many measures have been adopted to this end over the past years, but their implementation
has been insufficient. Moreover, it was argued that monetary policy couldn’t compensate all
shortcomings of EMU, all the more so as the zero bound rate limits its effectiveness as
macroeconomic tool. Therefore, there was broad consensus in the policy debate that the
current situation can only be improved and future crises be avoided by completing the EMU.
Enhancing the capacity of the euro area to deal with asymmetric shocks would therefore be
key, and alleviate what was a severe deficiency in the previous crisis; a completed EMU
would also restore the confidence of citizens and markets in the European project which was
lost during the crisis.

There is ongoing discussion on possible designs for a fiscal capacity for the Eurozone. There
are advocates for some form of a common budgetary capacity who share the view set out in
the Four Presidents’ Report coordinated by then President of the European Council Mr
Herman van Rompuy, and reiterated in the more recent Five Presidents' Report on the EMU,
that a shock absorption capacity at the euro area level is needed to complement automatic
stabilisers at national level, whose functioning is limited as has been shown during the crisis.
It is pointed out that coordination of national fiscal policies between Member States in case of
economic downturns has proven to be difficult under the current setting. Therefore to some
experts this proves that more stabilisation tools are necessary at the euro area level.

Some experts argue that a common budgetary capacity would improve risk sharing to the
benefit of euro area countries, as it would smooth the impact of temporary income shocks
such as national or regional consumption. It was argued that on the basis of existing academic
literature, fiscal risk sharing manages to smooth between 15 and 30 per cent of regional
shocks.! At the moment, risk sharing is almost non-existent in both the EU and the euro area,
which should not come as a surprise given that the EU budget is small and not designed for
risk sharing.

! International Monetary Fund, Toward a Fiscal Union for the Euro Area: Technical Background Notes
(September 2013), 7.

PE578.795v02-00 2/15 DT\1089821EN.doc



A common capacity could enhance risk sharing through common borrowing and common
revenues.

According to one expert, arguing against common borrowing at this stage, increased public
risk sharing would not be politically acceptable given the incompleteness of EMU and the
lack of credibility of its instruments. Furthermore, it was widely disregarded that private risk
sharing via integrated markets can smooth a much larger percentage of asymmetric shocks
than public risk sharing via a federal budget (around 62 % v. 13 % in the United States ).
Given that private risk sharing is less developed in the EMU than in most federal systems,
leading to a situation in which private capital flows even exacerbate asymmetries, it was
deemed important to develop private risk sharing via the development of the European
Capital Markets Union.

Following this logic, some experts argue that the insufficient compliance with rules before
and during the crisis has weakened the effectiveness of budgetary policy in performing its
stabilizing function. This had led to a loss of trust, a necessary condition for the good
functioning of any stabilisation fund for the euro area. Hence, before contemplating budgetary
capacity, full and consistent implementation and enforcement of all existing fiscal tools at the
European level, including in particular the Stability and Growth Pact (SGP), and the
Macroeconomic Imbalances Procedure, would rebuild trust.

Nonetheless it was commonly agreed that a fiscal capacity should go hand in hand with other
fiscal stabilising measures. Multiple other measures were discussed, such as completing the
banking union, increasing oversight over national fiscal policies, structural reforms at national
level, strengthening labour mobility, convergence of taxation or creating a capital markets
union. Above all, experts broadly agreed about the fact that the economic governance
framework needs to be simplified, as the current framework was overly complicated and
lacked predictability and ownership. This would improve credibility and confidence in the
system as well as its resilience.

2. Functions of the fiscal capacity

Most experts agreed that the stabilisation function is the main and most feasible of the
classical fiscal policy functions to be fulfilled by a specific budget for the euro area. A
redistribution function and/or provision of public goods could be envisaged in a more
integrated political and economic union.

In the opinion of the contributors that strongly advocated a fiscal capacity, the ability to
function as a stabiliser of asymmetric shocks was mostly emphasized: fiscal stabilisation
should be moved, at least partly, from the national to the federal level, accompanied by more
social, taxation and political integration. Even the contributions that were more careful on a
budgetary capacity for the euro area and that advocated the focus on national policies
acknowledged that the stabilisation functioning at federal level is the function with the most
added-value. At the same time, the preservation of incentives for sound fiscal policymaking
and for addressing structural weaknesses at national level was key. Consensus existed on the
fact that permanent transfers and moral hazard have to be avoided.

! Asdrubaldi, Sorensen and Yosha (1998), "Channels of interstate risk sharing. the United States 1963-1990,"
Quarterly Journal of Economics 111 (4), 1081-110.
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For the designs of a fiscal capacity, multiple options were discussed in the academic debate,
depending on the preferred function for a future capacity. There have been specific
contributions on a 'rainy day fund’, an unemployment insurance scheme, and a public
investment strategy.

‘Rainy day fund’

In this setting, the common budgetary capacity should be created as a 'rainy day fund’ that
should accumulate financing through all countries on good times, to provide for funding in
bad times. In a counterfactual experiment conducted by the IMF, a fund put in place in 1999,
coincident with the introduction of the euro, could have increased the overall level of
stabilisation to the level found in Germany, where 80 per cent of income shocks are smoothed
through private and public channels combined, with annual contributions of about 1 %2 to 2 %
per cent of GDP. Most of euro area countries would have been net contributors to the fund
until 2007 and net recipients during the crisis. For the entire period, the average net
contribution by each country would have been close to zero, showing that risk sharing of this
type need not entail permanent transfers from one part of the euro area to the other.

Unemployment insurance schemes

Advocates of an unemployment insurance scheme as an important tool on the European
level to stabilise asymmetric shocks suggested that such a scheme could help decrease the
pro-cyclicality of national fiscal policies, particularly in downturns. It would also require
labour market convergence. In their view there are two alternatives: a fully-fledged insurance
scheme or a limited scheme based on reinsurance. With a limited scope, supplementing other
insurance schemes, the reinsurance scheme would only act in bad times, to extend the
duration of unemployment benefits and with co-financing. Limited payments would mitigate
moral hazards.

Public investment strategy

To stabilise economic weaknesses it was stated by some experts that public investment should
be stimulated via a public investment strategy addressing the economic weaknesses of the
euro area, to which the fiscal capacity would be dedicated. The suggestion was made to
impose a golden rule of public investment and to create European and national investment
programs. In this view public net investment should be exempted from deficit rules.

Another proposal focused on the lack of private investment which it attributed to an excess of
savings and a lack of structural reforms. Instead of focusing solely on labour markets, reforms
should also target education systems and product markets since enhanced productivity and
higher education levels would eventually trigger investments. Reforms should go hand in
hand with better legislation.

Most argued that the choice for the design and shape of the facility needs to be a political one.
There were many ways a fiscal capacity could be implemented, all having their technical and
political difficulties.

! International Monetary Fund, Toward a Fiscal Union for the Euro Area: Technical Background Notes
(September 2013), 13.
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3. Possible resources for financing the capacity

In the discussion on possible resources three possibilities were explicitly mentioned:
borrowing ESM resources or issuing common bonds, using ECB dividends and introducing
European taxes.

> Borrowing resources from the ESM as a means to finance a fiscal capacity was
envisaged by some. As an alternative the issuance of common bonds was mentioned.
When the same basis as ESM is chosen, rapid scaling when necessary is an advantage
of this resource. Other experts suggested a slightly different design in the form of
stability bonds, only dedicated to stabilisation.

> On the issue of taxes, it was made clear that tax bases have to be broad enough and
marginal rates small to avoid economic distortions. European taxes limit the scope of
national taxes, as the total amount of taxes should not be increased. The sort of taxes
that should be imposed is a political question.

> ECB dividends that for the moment are transferred to the national central banks were
also discussed as a possible resource. Whether that would require treaty change was
challenged based on article 32.7 of the statute of the European System of Central Banks
and of the ECB. Instead, being the final recipients of these dividends, Member States
could decide to transfer them to a common fiscal capacity.

4. Challenges, conditions and obstacles

Depending on the view on the designs of a budgetary capacity for the euro area, a broad range
of challenges and possible obstacles were addressed. Three challenges were discussed in
multiple contributions: the probable limited size of a euro area capacity, lack of convergence
resulting in a risk of permanent transfers, and the dangers of moral hazard.

Limited size

It was commented that a future common fiscal capacity would probably have a limited size
given the political challenges at play. Another contribution emphasized that the capacity
should be as big as is politically feasible. Multiple speakers commented that the limited size
that a fiscal capacity for the euro area would probably have provided challenges.

Nonetheless, it was argued that a common budgetary capacity could have a limited size when
endowed with limited functions. If the capacity was solely dedicated to macroeconomic
stabilisation it has been shown by several studies that a small budget could produce
significant temporary transfers. This was especially the case if it should concentrate on big
shocks and would be balanced over the whole cycle. A facility with a size of approximately
1.5 to 3% of euro area GDP could make major contributions to stabilisation.

One expert also considered that a short term solution to address issues related to a possible
limited size of a genuine euro area budget as well as legal constraints, while addressing
asymmetric shocks in the euro area, would be to build on a Commission ex ante assessment of
the fiscal stance for the euro area for the next year, and to translate this at national level in a
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prescriptive way.
Lack of convergence

It was argued by some contributors that a lack of convergence created the risk of permanent
transfers. As stated earlier, there was agreement that permanent transfers should be avoided.
Nevertheless, it was recognized that the risk of permanent transfers would exist within a
common fiscal capacity. It was discussed that this risk could be overcome with convergence
and structural reforms as this would improve ex ante risk sharing and subsequently avoid
permanent fiscal transfers. In the same vein, the American model of federal unemployment
insurance system was considered compatible with the heterogeneous nature of labour markets
in the euro area. A challenge to the scheme was, however, that it would require convergence
on the labour market. Therefore an effort had to be made for "reconvergence” as it was
named.

Moral hazard

The risk of moral hazard was broadly acknowledged in the academic debate. The prospect of
fiscal support would possibly decrease the need for budgetary discipline. To avoid moral
hazard it was noted that stronger governance structures and better enforcement mechanisms
were important. Moral hazard was also explicitly discussed in the framework of an
unemployment benefit scheme. In the context of a limited unemployment benefits scheme,
moral hazard could thus be avoided by only extending the national insurance period rather
than replacing national schemes.

5. Institutional framework for governance

To care for good implementation and execution of the budgetary capacity for the euro zone
the importance of a stronger governance framework was explicitly mentioned. It was argued
that ex-ante risk sharing would go hand in hand with stronger governance. Some experts
especially stressed the requirement of joint decision making with strong common institutions.
On this area multiple observations have been made: on a euro zone treasury, on an
independent European Fiscal Board (EFB) and on how to deal with democratic legitimacy.

»  Above all, it was stressed that the community method should prevail in the design of the
capacity in respect of the rights of non-euro members.

> To deal with asymmetric and systematic shocks in the euro area, a euro zone treasury
allowing temporary transfers over the cycle was suggested. This treasury should provide
support based on well-defined criteria. Some argued that this institution should be
accountable to the European Parliament. The ESM could be taken as basis for this EU
treasury, with borrowing as background. With this base rapid scaling when necessary is
an advantage.
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> The already planned independent European Fiscal Board (EFB) was generally welcome
by experts who attribute an important role to it. This independent board could define
when a Member States is suffering from exceptional circumstances. Exceptional times
would be situations in which the ECB is not able to stabilise the economy with
monetary policy alone. The EFB should define this distinction based on transparent
criteria. When the exceptional times are defined, support would be based on the
independent analysis. After independent analysis by the EFB, scrutiny would have to be
exercised by the European Parliament and it should be debated in national Parliaments.

> The role that should be played by the European Parliament and by national Parliaments
was also emphasised when discussing democratic legitimacy of a budgetary capacity. It
was argued that the structure would depend on the structure that is chosen for the fiscal
capacity. As an option the creation of a euro area senate was suggested.

1. POLITICAL FEEDBACK ON THE FIRST WORKING DOCUMENT

To conclude the first working document an extensive, but non-exhaustive list of questions
was inserted to trigger discussions on the follow-up of this document. The various answers
received by the political groups within the EP to these questions reflect the diversity and
sensitivity of the political debate.

1. Why is a fiscal capacity needed to achieve a genuine EMU?

In one of the contribution the flaws of EMU were acknowledged. It was stated that the euro
crisis gave evidence that a common currency cannot work decently without common fiscal,
economic and political integration, relying on controlling the money supply through a central
bank alone.

One of the shadow rapporteurs argued that before commenting on the necessity of a euro area
fiscal capacity, the goal of a genuine fiscal and economic policy would need to be defined.

2. What functions should a budgetary capacity for the euro area fulfil?

In addition to the discussion on functions in the first working document, some shadow
rapporteurs argued that the document should elaborate more on certain functions, i.e. public
investment, structural reforms and convergence.

Public investment

In one contribution it was mentioned that a fiscal capacity should not only be a responsive
tool in case of country-specific shocks but also to actively prevent the development of
macroeconomic imbalances within the euro zone and enable Member States to achieve full
employment. Therefore a focus on public investment policies was needed. The responsibility
for the avoidance and correction of macroeconomic imbalances should lie with Member
States. The fiscal capacity could assist them in achieving these goals, without conditionality
linked to particular policy measures.
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According to this contribution, to deal with imbalances, divergence of Current Account
balances, at the heat of the recent crisis, needed to be avoided. The fiscal capacity should have
an aim for a balanced Current Account to avoid unsustainable levels of external debt. A
symmetric treatment to correct account surpluses and deficits would reduce the need of
transfers between Member States, with regard to economic stability. It would also render
adverse fiscal rules superfluous, as with low external debt, public deficits could be funded via
corporate and private household savings at the discretion of Member States, without risking
the need for bail-out via other Member States. To reduce the amount of excessive public debt
in the Eurozone, debt above the Maastricht threshold of 60% of GDP could be transferred into
a debt redemption fund, which would then pay down the debt over 25 years.

In another contribution on this same theme, guaranteeing aggregate demand at full
employment level, without creating internal imbalances was seen as the main objective of the
euro zone budgetary capacity. To solve the current lack of aggregate demand in Member
States with positive externalities, it was necessary both to either recycle or avoid surpluses
and to perform huge public investments at EU level.

In this view there should be more focus on current account surpluses than solely on deficits.
Therefore, the MIP should be transformed in a “surplus avoidance mechanism” as soon as
possible, allowing the fiscal union and its budgetary capacity debate to be focused on its main
goal: to guarantee a full employment aggregated demand in the euro zone.

Structural reforms

Another contribution argued that the first working document failed to include the “promotion
of structural reforms” as one possible design for a budgetary capacity. In this view a
budgetary capacity which is integrated into the budgetary framework but clearly separated
from the Multiannual Financial Framework (MFF) should support structural reforms that are
not covered by the MFF. Its focus should be on the financing of policies stimulating growth
and jobs and thereby increasing the overall competitiveness and stability of the EU. Necessary
reforms were conducive to more investment, profitable projects and productivity enhancing.

Structural reforms were necessary to complement monetary policies according to this
contribution, because past decades had shown that sole fiscal transfers do not guarantee
Member States to catch up. Risk sharing would not lead to gains in competitiveness and
would not fundamentally improve the basis for sustainable economic growth in the long-term.
Member States could be offered conditional support solely for the implementation of agreed
structural reforms to enhance competitiveness. Systematic, regular and independent
evaluations would thus be necessary to ensure that all spending is achieving the desired
outcome. Performance outcomes were more important than simply spending appropriations
available.

Convergence

It was also proposed that a budgetary capacity could foster the convergence among Member
States towards a common currency area. Further trade integration, the improvement of labour
market mobility and flexibility could act as ex-ante shock absorbers. Thus, growth-enhancing
structural reforms that foster the improvement of the functioning of the EU Single Market
would have to be promoted.
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Until a complete implementation of the Banking Union is in place, further risk reduction was
necessary until Member States see the risk of moral hazard sufficiently reduced to agree to
some form of risk mutualisation. Meanwhile, the promotion of necessary structural reforms to
increase convergence among Member States was an ex-ante shock absorber by itself.

Besides these functions that needed elaboration, there a comment was also made on
unemployment insurance. It welcomed support to unemployed people but stressed the support
scheme should also be able to boost growth and jobs. The focus of a scheme would have to lie
at employing the unemployed by contracting them for well-designed investments.

3. How to strike the right balance between solidarity and responsibility, by
addressing issues including geographical distribution effects, moral hazard and
permanent transfers?

Comments were made on the role of solidarity tools envisaged in the Four Presidents' report
(June 2012) within the framework of building a fiscal union. In this view the concept of
solidarity tools would have to be elaborated as part of the report.

Another contribution focused on the risk of moral hazard within the different designs of a
fiscal capacity. It was stressed that countries could become less concerned about reducing
debt knowing that ultimately an insurance fund would bail them out. In this view even greater
mutual surveillance and stronger governance will not be sufficient to avoid moral hazard, as
implementation and enforcement of the European Semester or Country Specific
Recommendations are often ignored. SGP rules are too often not adhered to by Member
States and the Commission is not fully and coherently using sanction mechanisms.

The moral hazard problem was also stressed when discussing ‘eurobonds' as part of the
framework. Countries pursuing negligent budget policies would be able to borrow via
‘eurobonds’ without facing increasing government bond spreads. Thus, countries would build
up unsustainable debt and risk default.

Another challenge to the fiscal capacity was addressed on the area of cyclically-sensitive
economic indicators. Thus, the measurement of the cyclical component of the unemployment
rate or growth rate was erratic. While a country with an economic downturn caused by
exogenous circumstances should be entitled to solidarity and possible short-term transfers,
economic downturns caused by bad policy should not. The distinction between exogenous
and endogenous factors causing economic downturns was complex and subject to the
perception of what is good or bad policy. In addition, poorer countries would pay for the
unemployed in richer countries, according to this contribution.

4. How should the budgetary capacity be financed?

Several contributions were received on the topic of financing.

It was stated that funding should not be provided through regressive taxes, i.e. VAT, to avoid
the adverse effect on domestic demand. Transfers between Member States under the fiscal

capacity should take the form of investment rather than financing consumptive purposes,
which should be financed via taxes.
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Member States contributions to the fiscal capacity could be financed by combatting corporate
tax avoidance via a CCCTB, or by financial transaction taxes.

To address the problem of a persistent current account surplus, contributions by the Member
States could (in part) be based on their excessive surplus; from these contributions, public
investment projects in the corresponding Member States could be financed, to increase
domestic demand. Further resources for the fiscal capacity and/or one off contributions to
capitalize EIB and/or national promotional banks, in order to promote investment, could come
in form of GNI based contributions from Member States, which should be exempted from the
SGP rules.

The fiscal capacity should also have the ability to issue debt or refinance itself via the ECB, to
respond to negative shocks; if own resources turned out to be insufficient to cover debt
payments, Member States should be jointly liable.

5. What size should the budgetary capacity have to be able to fulfil its functions?

On the issue of the necessary size, it was argued by some that a limited size was insufficient
to address the investment weakness in the euro zone and general economic problems in some
Member states. One shadow rapporteur argued that the volume of any budgetary capacity
would be too small to have anti-cyclical effects or to reduce macro-economic imbalances
across Member States.

6. Should the EMU fiscal capacity be established inside or outside the budgetary
framework? In case of the first: how does the capacity have to be designed to
ensure coherence with the existing funds of the EU budget such as the European
Structural and Investment Funds (ESIF)) as well as other funding mechanisms
partially funded or guaranteed by the budget, namely the ESM (practically a
preliminary step towards a European Monetary Fund), the Youth Guarantee and
the EIB operations (especially EFSI)?Should it serve vertical (those who are
more able shoulder more) and/or horizontal (sector/jurisdiction compensation)
equity?

It was argued that the ESM features as a shock absorbent in financial crises. A budgetary
capacity should focus on incentivising and stimulating necessary reforms in good economic
times. It should not absorb shocks of Member States with lax budget policy. Therefore a clear
distinction between the functioning of a fiscal capacity and of the ESM should be made.

7. What would be legal forms of the options suggested? Could they be implemented
within the scope of the current Treaty or would they require a revision?

One of the shadow rapporteurs argued that the suggested and preferred measures do not need
Treaty change.

Another shadow rapporteur took the view that the recent deal agreed with the UK at the
European Council of February 18th, 2016, recalled, following the amendment to the EFSM
regulation during the summer of 2015, that differentiation within the current treaties was
possible and even desirable: ™emergency and crisis measures designed to safeguard the
financial stability of the euro area will not entail budgetary responsibility for Member States

PE578.795v02-00 10/15 DT\1089821EN.doc



whose currency is not the euro”. Furthermore, "appropriate mechanisms to ensure full
reimbursement will be established where the general budget of the Union supports costs that
derive from the emergency and crisis measures."

This paragraph called for a specific budgetary capacity and governance for the Eurozone.

8. Should the capacity be limited to Eurozone Member States or should it be open
to other Member States, and if so, under which conditions?

One of the shadow rapporteurs emphasizes the importance of defining the scope: a capacity
for the euro area or the EU as a whole. Another contribution endorsed the view of the Five
Presidents' Report which underlines that any budgetary capacity should be open and
transparent vis-a-vis all Member States. Non-Eurozone countries had to be given complete
rights of participation, benefits and governance. In the view of this shadow rapporteur the role
of a budgetary capacity should be to improve the overall economic resilience of the EMU and
individual countries that will join the Eurozone eventually. It would thus help to prevent
crises and ensure a sound and smooth integration into the EMU.

Finally, another shadow rapporteur underlined that the already existing solidarity within the
Eurozone should be emphasised: when something goes wrong in the Eurozone, the national
budgets of the Eurozone countries are put to contribution, not the EU budget at large or the
budgets of non-Eurozone Member States. This called for specific and stronger governance
structures (Treasury, full-time presidency, Eurozone chamber).

9. Budgetary framework

There is wide agreement that a fiscal capacity for the euro area should be anchored in the
EU's budgetary framework as this presents advantages in terms of governance and
accountability. It also derives from the Parliament's long standing insistence on unity of the
budget. But it also presents legal and political constraints that were explained by the legal
service.

Three scenarios have been sketched, the first one being more ambitious and in line with the
Community method, the second more pragmatic and rapidly feasible, but more
intergovernmental, and the third one strictly intergovernmental and outside the budgetary
framework, which could consequently not be supported by the European Parliament:

» Any revenue of the Union must respect the own resources ceiling. Consequently, the
creation of any significant new source of Union revenue might require an upwards
revision of that ceiling. A revision of the own resources decision requires unanimity in the
Council together with ratification by all 28 national parliaments. However, since it does
not amount to treaty change, it would not be necessary to hold referenda in the Member
States.

Under this scenario, the new revenue could then be assigned to specific Eurozone
purposes as assigned revenue under Article 21(4) of the Financial Regulation. In this
way, a new charge/tax could be created and, if necessary, the own resources ceiling could
be raised as part of a single legislative package that would have to be adopted by
unanimity in the Council and then ratified by all the national parliaments.
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» To avoid having to respect or amend the own resources ceiling would require to rely on

direct contributions from the Member States as external assigned revenue, as was
suggested by the Commission in its communication on the Convergence and
Competitiveness Instrument in 2013. The contributions would be managed by the
Commission and the European Parliament could grant discharge. However, this would
amount to a more semi-intergovernmental budgetary solution, with the Member States
being free to decide how much they each contribute and what their contributions are used
for.

Finally, if the budgetary capacity was to be established under enhanced cooperation,
Article 332 TFEU would apply, meaning that 'expenditure resulting from implementation
of enhanced cooperation, other than administrative costs entailed for the institutions, shall
be borne by the participating Member States, unless all members of the Council, acting
unanimously after consulting the European Parliament, decide otherwise'.
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