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There is no need to change the EMU architecture...

The present € crisis — triggered by the unsustéen&veek fiscal path - reveals the fragile
consensus that underpins the single currency.i$hist so much the result of deep institutional
defects in the EMU architecture but rather the dabiconsequence of the repeated failures to
implement fully and to respect the basic rulesd@ound and beneficial working of the €. This
failure is mainly a responsibility of the Memberatts for big mistakes in their policy making
leading them to violate recurrently the StabilihdaGrowth Pact. But it is also a responsibility of
the Commission for not daring to speak more loudlglue time and for not having issued on
time the warning signals that the Treaty entrugtéol manage. The lack of broader surveillance
exercises and the lack of enforcement mechanisgedier with the insufficient independence of
the Commission and its absence in national polalyates made impossible the completion and
the maintenance of the necessary conditions foefiieng from an efficient single currency.
Therefore, it is not the Treaty itself and the EMk¢hitecture which should be questioned but
the way it has been applied until now.

Although the responsibility of Greece fiscal inddine relies clearly upon national authorities
and Greek citizens, the fact that most of the EMEmbers — including Germahy have
systematically behaved against the committed fisdak and discipline, explains why the Greek
crisis is just the opportunity for triggering thigevitable deeper € crisis. Although the fiscakia
of discipline is the most visible aspect and a iaduzne since it contributes to others, it is rict t
only perverse spillover which was not tackled & supranational level, as it would have been
done according to a fair application of the sulasity principle. This fundamental principle is
generally used one-way only for impeding the EUd(&ommission)’s role to extend while it
must also work the other way around when spilloweeated by decentralized national policies
have to be internalized at the EU level. For exanihle excessive competitiveness divergences
which developed during the first decade of theeflect also a lack of effective coordination or
common rules for preventing a sub-optimum resultlie EU as a whole, in the interest of all its
members. There is also a clear case for Commigsitative (and responsibility) in this field
but this short note will be limited to the onlyda issue.

! The difference between cheating with the figures (by falsification of the statistical record of the budgetary rules)
as the Greek authorities did, and cheating with the Stability and Growth Pact and the Treaty itself (by refusing to
apply them) as Germany and France colluded to do, is just a difference of method (degrees of transparency... and
political weights!). The result is the same but the responsibility of big Member States and consequences are far
worse than for Greece: the whole € area fails to enjoy the very much required sustainable stance for public finance
and the SGP failed to impede the free-riding bias of the common currency. The Spanish case illustrates also the
inability of the design of the SGP in case of an artificial budgetary surplus created by a temporary construction
boom. So, the genuine cause of the present € crisis relies mainly on the failure/inadequacy of the SGP combined
with those of the Commission surveillance procedures.



Those claiming that the Greek crisis shows thecbdsfect of a single currency without an
“‘economic government” or a single fiscal policye anerely ignoring the durable reality of the
impossibility of a federal union in this patchwarskcultures and nations. Either they are moved
by a dangerous Jacobin ambition to impose to othes own policy by trying to escape
democratic control, or they pretend to merely ignitre existence of the prevailing constitutional
order in all the Member States: in any democraclgudget is a national annual law, and this
cannot be changed by more coordination except byingoabruptly to the United States of
Europe i.e. a total illusion for many decades aever. Nevertheless, there exist solutions at
hands without imposing any big institutional chantgt’s simply enhance financial-market
incentives by organizing easier market discrimomatibetween fiscal policies (i.e. market
sanctions) in order to make national self-intetestoincide with the shared €-area interests.
With this minimum of convergence ensured throughagreed transparent organization of the
national debt-issuance process, a single currermydibecome efficient and beneficial for all
members in spite of keeping full responsibility figcal policies at the national level as the
subsidiarity principle recommends in full conforymitith national constitutions and the Treaty.

...but only to enhance the financial-market discipkn through a combination of an
independent technical surveillance leading to airgg system discriminating national bonds in
two categories...

The present contribution proposes a durable solutm the difficulties for meeting and

preserving the conditions required by the exisfingaty architecture for a successful single
currency. This structured solution required the langentation of three principles for orienting
ECOFIN decisions without any Treaty change but gmictical accommodations of the existing
procedures:

First principle : the existing institutional framework (which worbe changed soon) has made
clear that the Commission is unable to do fairk jib when the fiscal rules like the SGP
depends excessively on “political decisions” in ethithe Council is judge and part. Even if
strengthening the formal rules and the financialicians of the SGP would be politically
possible, this would condemn the Commission (amd Bk itself) to become even more the
scapegoat, making the € and the EU even more ulgropo the meantime (for many crucial
years) there is a need for an strengthened swamedl! triggering realistic, automatic sanctions.
There is a solution without institutional changeg bnly through current ECOFIN decisions.
The practicable option requires two complementaoyri€il decisions:

() to “outsource” the technical monitoring to a trulpdependent technical body
empowered with a clear mandate and accountahilityoth the European Parliament
and the professional. In fact, this would mean mgidG ECFIN a fully independent
office working for the Commission under contractualandate protecting its
analytical and material independence, and renantedMN (New Ecfin). The only
difference would be that the Commission- in confibynwith the Treaty - would
decide if it follows the NECFIN proposals/recommations and endorses its reports
and analytical documents, or if it adapts or oppodem under its own political
responsibility, the differences becoming directigibe. Indeed, both texts would be
made public simultaneously, both bodies (Commissiott NECFIN) would become




(i) To

accountable for the differences, creating some peoative competition” between
them, according to the detailed mandate which wdnddgiven by the Council to
NECFIN under proposal of the Commission. All thaserg procedural aspects
would remain unchanged. However, it is clear thatttansparency and dynamism of
the policy making process would be significanthhanced. Any discrepancy would
be intensively scrutinized by the financial prette think-tanks, the IFIs, and the
international economist community, stimulating adat public debate across the EU.
In particular, the European Parliament would beustéd to organize together with
the European Commission in the context of its exgstBrussels Economic Forum” a
public conclusion of the annual post-mortem assessavhich would be set up. This
assessment process of the technical analysis ofANE@nd Commission’s work,
would be based upon systematic hearings the Mgnatadt Economic Commission
of the EP would had organized during the yearhbasé hearings, the discrepancies
between Council decisions, Commission positionstandnical initiatives/analysis of
NECFIN would be openly discussed.

enhance “financial-market disciplineipon national budgetary policies through an

subordination clausereating an immediate discrimination between thios&ncing
needs respecting the SGP and those other neeasasseof the Maastricht criteria.
This system is simple to organize if it is launchedgressively: it consists first in
introducing a subordination clause by each Treasirthe € area for “splitting”
national debt issuance in two categories: the &béeliSGP conform” (or first
category) is given by NECFIN in accordance to #éeng process made as a result of
its (autonomous) technical surveillance in the eghof the SGP (see (i) above) and a
warranted priority among the creditors of each MemiS$tate is given by its
respective Treasury but in a formal ECOFIN decistbe rest of the needs has to go
to the markets with the disadvantage to be plafted lronoring the first category. So
an immediate spread in the yields will castigai $kcond category with respect to
the first one, compensating the higher credit wskthe second one. This system
allows for increasing the sensitivity of financiakrkets to the individual budgetary
performance and opens a possibility of rewardingdg8tability programs. Indeed,
the NECFIN surveillance exercise would result ie gossibility to upgrade the label
of new bonds in the first category when a Stabititggram is technically adequate
and on track. As expected and observed in thdignyears of the € area, EMU
provided Member States with a strong incentive ‘foee-riding” since investor
discrimination between € government bonds remaiergdessively limited and
myopic. The SGP was supposed to make up for thks facts demonstrated that this
compensation did not impede the free-riding while tink between credit-risk and
yields on sovereign bonds became non-linear repttia late when unsustainability
is already present as shown by the Greek case.p&aaneous financial-market
discipline was inefficient for preventing or cortiag policies by being too weak and
too late, and counterproductive by being too rigngsteresis) when adjustment takes
place. There is therefore a case for interventia for counteracting markets but on
the contrary for channeling them as a disciplingl able to create incentives for
national policies with automatic positive rewardsida negative sanctions.
Furthermore, this system opens a dynamic proceslewlopment of a harmonized
management of the debt issues in the future asievgal below.




Second principle the Greek crisis only announces other coming émethe following “PlIIGS”,
making urgent a systemic solution at the EU le@l.one hand it is impossible to violate the
“no bailing-out” clause without putting at risk thensensus which backs the € existence,
especially in the populist days we are enteringma@is could even mean the end of the euro
and of the single market), on the other the salig@demand together with the worrying negative
spillovers issued by the PIIGS’ mismanagements upenest of the euro-area (and the EU) are
too costly for letting them to be solved by thedmiharkets. There is a need for an instrument
able to cut unnecessary overshooting costs ofislealfadjustment under highly adverse market
conditions, while respecting fully the prohibitioh any bail-out. The only option is providing a
new tool for organizing tough conditional loans ses$ing the market perceptions and the public
opinions.

Third principle : such an initiative combining no-bailing out wittonditional financial
assistance is feasible in the context of a modwiadf the subordination clause thanks to the
proposed credible NECFIN surveillance (and ratingfoduced for all the Member States under
the double decision of the first principle abovgaizing the splitting of national debt issuance.
This conditional rescue package would follow sust&ssteps:

1) Existing fiscal situation and prospects make insirggly painful and counterproductive
the Greek financing conditions, putting at risk #ustment process itself with a cost
for the € and the EU. Therefore there is a caseefdrintervention if this intervention
increases the probabilities of successful adjustnvéth less negative spillovers. A
strictly conditional loan by tranches integratetbithe proposed subordination clause
(see first principle (ii)) could create a betteoltthan the alternative IMF concessional
loans since it consists basically in internalizapgilover from national policy.

2) Although in the general system of splitting in twtasses of bonds, in the present
circumstances, Greece like almost all the other Mam$tates, would have presently no
room for issuing new debt enjoying the first catggabel, the EU could authorize as a
reward for adequate budgetary measures (and utrarcenditions) the Greek Treasury
(as other Member State under SGP Stability programdsexcessive deficit procedure) to
issue new bonds with a subordinate clause givingripyr to the holders of these new
bonds. The conditions would be to get a positiwessment from NECFIN and to submit
an issuance plan by tranche upon which NECFIN agprevould be required at each
issuance step. While upgrading new bond issues, distem would downgrade the
existing bonds value, creating a growing spread/éen the two categories of bonds. The
advantage for Greece to accept this strengthenedtibance would be explicit and
translated in implicit budgetary incomes broughtatiby the EU/NECFIN surveillance.

3) Since this first improvement in financial conditsowould probably not be sufficient at
the beginning of the budgetary adjustment, an aufdit tool could be explicitly created:
an EU bond issuance, warranted by the 27 MembdesStand getting a AAA rating
would make cheap resources available for a cormeasioan to Greece under the strict
package of simultaneous conditions: (i) a strenggdesubordination clause favoring the
EU as the first creditor (preventing any bail-out); (ii) the concessional interest rate =
EU bond rate + 50 basis points for creating an &érve fund (solidarity with a small
fee) (iii) the disbursement by tranches under approyaNECFIN in function of the strict
respect of the committed budgetary measures irSthability program (conditionality);



(iv) the transformation of the gains reaped by Geefrfom the difference between the
high yields on its normal bonds and the concessiBblloan (something like 350 basis
points) into a “virtual debt” of Greek citizens the EU partners (sstrengthened
conditionality by pre-decided automatic sanctions); this potential debt would become
automatically effective with a subordination clausecase of no-respect of the agreed
consolidation path under the Stability program;th assessment of the non-respect of
the program would be made on technical basis bpfamous) NECFIN (fo prevent to

be judge and part as before). These tough conditions are necessary for ergstina full
respect of the no-bailing-out clause while beingoaverful deterrent to any domestic
political slippage or populist attempt that coultipede the implementation of the
committed adjustment. Any politician or trade unsdrwould know in advance the cost
of a failure to adjust and this cost would grow ex@ntially with time, making
progressively more credible the government annauecés and measures, making
possible an expectation driven recovery. The comaation of the virtual debt would
make visible the EU solidarity effect and couldveeiof an indicator of the Greek
recovery of its financial credibility.

. warranting both solidarity against excessive matkreactions and market sanctions for
respecting fully the technical conditions of sustability...

This structured plan would create both a visibledelidarity action by reducing the unnecessary
part of the financial costs for Greece, and a tiledinternalization of the spillover threatening
the € area. Indeed, it answers both the financeakets, the worries of the “German taxpayers”
and of the Greek citizens, by introducing a detdrrganction together with an appealing
incentive to adjust as needed, making guilty imraedy any politician or trade unionists from
sheltered sectors who would oppose to paying tbwin part in the collective bill the Greek
population has to support for the sins of the past.

...not just for Greece but as a systemic improvemahnEMU...

This emergency plan for Greece simultaneously wthid open the way for other painful cases,
preventing an overshooting of the financial marlegtd a worsening of the € crisis.

...opening the way to innovative management of thédid markets with the progressive
creation of an “€-debt-pooling-agency”...

In addition, this plan opens a historical opportyto test the political feasibility of a progressi
transformation of the EU bond issues into a toolfnifying the €-bond markets through a future
“€-debt-pooling agency” (EDPA)

Once demonstrated the advantages and effectivehesfiancing the financial-market discipline
through the subordination clause (and the labetgulting from a technical sustainability
exercise), it would become easier to negotiatecthation of the option of single €-bond market
for new debts respecting the SGP, leading to tbhgrpssive unification of a significant share of
the Member States past debts. The main advantagds Wwe to create a genuine benchmark for
the €-bonds and to extend the liquidity advantaigeshose qualified small Member States



(disappearance of liquidity spreads) while streagithg the financial-market discipline and
opening new opportunities for a self-motivated diwaition of fiscal policies even when the
sustainability is not at risk.

The proposal would be the following: the EU woultrs issuing new bonds for buying
certificates issued by Member States respectindStae, and benefitting from a subordination
clause favoring the EDPA creditor. The differen€gields should be insignificant for Germany
but positive for all the others. For these othernMer States, the difference would be
conditionally reduced to a thinner technical margs far as their national budgetary policy
remain fully on tract with the SGP and the recomdeehreduction path in their debt ratio. These
conditions would depend upon the technical suraedé and assessment done permanently by
NECFIN reports in open debates with the marketsceOsome divergences would occur the
EDPA would charge a positive spread for generatiegntives for adjusting the corresponding
national budgetary policy, creating income for EI2PA reserves. Member States remain always
free to go directly to the market if they consigessible to get better spreads on their own. The
EDPA incomes (fix small margin plus spreads) waquidgressively feed a guarantee reserve for
improving the €-bond rating in the future.

...which could unified progressively the €-bond matkehile respecting the no-bailing clause
and increasing the enforcement power of the SGP atite self-interest to coordinate
budgetary stances.

After experiencing this system, the EDPA would tstarapply progressively the same system to
part of the existing stock of debts, issuing itsdds (warranted by the EU) for swapping them
against national bonds of these Member Sates ngetitan SPG criteria and getting the green
light from NECFIN. This swap transaction would itw® a compulsory adhesion to a statutory
subordination clause in favor to the EDPA (or thg) Bor warranting the respect of the no-

bailing-out clause. Nevertheless, the EDPA woulatiome to cover a part of the existing

spreads (if there is one) at the moment of thestetion according to the market respective
ratings. The generated income would feed the gtegareserve for the EDPA.

The interest of this amplified swap system res@iitsn the combination of the following
elements:
1) To increase the size of the unified €-bond market its liquidity, redistributing part of
this gain to the Member States, making attractieeadhesion to the swap scheme,
2) To warrant a reversibility option for both sides @ase of strong disagreement on
budgetary stance between the contracting parts
3) To provide a new instrument for enhancing markstigiine on a permanent basis: any
deficit in excess of the Maastricht criteria or ardivergent path with respect to the
committed Stability programs would have to be ficeth by Member States alone,
creating an additional spread which would also l®raatically charged to the existing
bonds already held by the EDPA. This mechanism evondrease the enforcement power
of the SGP and generate EU reserves.



