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TOWARDS A GENUINE ECONGOMIC AND MONETARY UNION

Atthe June 2012 European Council, the President of the European Council was inwited “to develop,
ir close collabharation with the President af the Commission the President of the Furogroup and
the President af the BCUE, a specific and time-bound road map for the achisvement of a germuine
Erapomic and Monatary Ubion". Building on the Interim Report and the Conclusions of the
October 2012 European Council, this Report provides the backoround to the roadmap presented o
the December 2012 European Council . It suggests atimeframe and a stage-hased process towards
the completion of the Economic and Monetary Union (EMU) covering all the essential building
blocks identified in the report “Towards a genuine Economic and Monetary Union” presented at the
June European Council. It incorporates valuable input prowvided by the Commission in its
comntnunicat on " A Blueprint for a deep and genuine EMU — Launching a European Debate" of 28
Mowemher 2012 The European Parliament has also made a waluahle contnbution. &< requested by
the European Council, thiz report explores farther mechanisms in the context of an integrated
hudgetary framework, including an appropriate fiscal capacity for the EMU, as well as theidea of
euro area Member States entering into arrangements of a contractual nature wath the EU institutions
on the reforms they comimit to undertalee and their implementation.

Underthe Treaty, the Union has established an Economic and Monetary Union whose currency is
the euro. The views set out in this report focus on the euro area Member States as they face specific
challenges by wirtue of shanng a currency. The process towards a degper EMU should be
characterizsed by openness and transparency and he fully compatihle with the Single Marketin all
aspects.

This repott lays down the actions required to ensure the stahility and integrity of the EM 1 and calls
for a political commitment to implement the proposed roadmap . The urgency to act stems from the
tnagmtude ofthe interna and externa challenges currently taced by the euro area and 1tz indivdud

memhers.



The euro areaneeds stronger mechanisms to ensure sound national policies so that Member States
can teap the full benefits of the EM U Thisis essential to ensure trust in the effectiveness of
European and national policies, to fulfil wtal public fanctions, such as stabilization of economies
and hanking systems, to protect ctizens from the effects of unsound economic and fiscal policies,

and to ensure high level of growth and social welfare.

The euro areais confronted with arapidly evolving international environment characterised by the
rise of large emerging econotnies. & more resilient and integrated EMU would buffer euro area
countres against external economic shocks, preserve the European model of social cohesion and

mantain Europe’sinfluence at the global level.

Together, these challenges make indispensable a commitment to, and subsequent implementation
of aroadmap towards a germine EM U They underscore that *Mote Europe’ 15 not an end in itself

hut rather ameans for serving the ctizens of Europe and increasing their prosperity.

The actions deemed necessary to ensure the resilience of the EMU are presented therein as a staged-
process. Irrespective of their time horizon, all policy proposals have been concerved and designed
as elements of apath towards a genine Economic and Monetary Union. Given the strong linkages
hetween the building blocks, they should be examined as part of a rmutualy reinforcng
comprehensive package. The creation of an integrated financial framework hasz important fscal and
econotnic implications and therefore cannot be envisaged separately. Similarly, the proposals put
forward in the fiscal and econormic policy sphere are closely intertwaned. And, as &l the proposals
imply deeper integration, democratic legtimacy and accountability are essential to a genuine

Economic and Monetary Union,



Overview of sequencing

The process could rest on the foll owing three stages (see alzo diagram in annex):

Stage I (End 2012-2013)
Ensuring fiscal susignability and breafing the ink batwesn bazrks coid sovereigns

The completion of the first stage should ensure sound tanagement of public finances and breal the

link hetween hanks and sovereigns, which has heen one ofthe root causes of the sovereion deht

crisis. This stage would include five essential elements:

The completion and thorough implementation of a stronger framework for fiscal governance
('Siz-Pack', Treaty on Stability, Coordination and Governance; Two-Pack").

Estahlishment of a framewntk for systematic ex arste coordination of major economic policy
reforms, as envrisaged in Article 11 of the Treaty on Stahility, Coordination and Gowvernance
(TECG).

The establishment of an effective Bingle Supervisory Mechanism (358 for the banking sector
and the entry into force of the Capita Eequirements Regulation and Directive (CRR/CRDIV).
Agreernent on the harmomisation of national resolution and deposit guarantee frameworks,
ensuring appropriate funding from the financial industry.

Setting up of the operational framework for direct bank recapitalisat on through the European
Stahility Mechanism (ESM).

Stage 2 (2013-2014)
Comnpleting the integreded finacal freenewark and promoding sound structural policies

This stage would consist oftwo essential elements:

The completion of an integrated financial framework through the sething up of a common
resolution authority and an appropriate backstop to ensure that bank resolution decsions are
talzen swaftly, impartially and in the bestinterest of all.

The setting up of amechanism for stronger coordination, convergence and enforcement of
structural policies based on arrangements of a contractual nature hetween Member States and
EU instituti ons on the policies countries commit to undertake and on their implementation. On a
case-by-case basis, they could be supported wath temporary, targeted and fexible inancial
mpport. As this financial support would be temporary in nature, it should be treated separately

from the multt annua fnancial frameworls.



Stage 3 (post 2014)
Improving the resilience of FEMU thronugh the crecdion of o shodk-chsorption funcion at the

ceriired fevel

This stage would mark the cultmination ofthe process. Stage 3 would consist in:

»  Estahlishing a well-defined and limated fsca capacity to wunprove the ahsorption of country-
specific economic shocks, through an insurance system set up at the central lewel. This would
inprove the resilience of the euro area as awhole and would complement the contractual
arrangements developed under Stage 2. & huilt-in incentives-hased system would encourage
euro area Memhber States eligihle for participation in the shock shsomption function to continue
to pursue sound fscal and structural policies in accordance wath ther contractual obligations.
Thereby the two objectives of asymmetric shock absorption and the promotion of sound
economic policies would retnain intrinsicaly linked, complementary and mutually reinforeing

»  Thisstage could also build on an increasing degree of common decision-malking on national
bhudgets and an enhanced coordination of economic policies, in paticularin the field of taszation
and employment, building on the Member States' National Job Flans. More generally, as the
EMU evolves towards deeper integration, a nutnber of other impottant 1ssues will need to be
further examined. Inthis respect, this report and the Commizsion's "Bluepnnt” offer a basis for
debate.

I. Integrated financial framework

The current European arrangements for safeguarding financial stability remain based on national
responsibilities. This iz inconsistent wath the highly integrated nature of the EM U and has certainly
exacerhated the harmfil interplay between the fragilities of soverei gns and the wulnerabilities of the
hanking sector. The set-up of the Single Supervizory Mechanism (S50 will be a ouarantor of st ct
and 1mpartial supervisory oversight, thus contributing to brealang the link hetween sovereigns and
banks and dimim shing the probability of future systemic banlang crisis.

In itz October 2012 Conclusions, the European Council inwited the legislators to proceed with work
ofn the legislatiwe proposals on the S50 as amatter of priority, with the objective of agreeing on the
legisl ative framework by 1 January 2013, It called for the rapid conclusion of the single rule hools,
including agreement on the proposals on bank capital requirements by the end of the vear. It also
caled for the rapid adoption of the prowisions relating to the harmoni sation of national resolution

and depoat guarantee frameworls.



The S50 will constitute a first step towards a financial market union. Itis imperative that the
preparatory wotrk can start in earnest at the beginning of 2013, so that the 350 can be fully
operational from 1 January 2014 at the latest. It will he crucial that the ECE 12 equipped with a
strong supervisory toolkit, and that the ECB’ s ultimate responsihility for banking supervision is
coupled with adequate control powers. In this regard, establishing an appropriate framework for
tnacto-prudentta policy that takes due account of both national and Europe-wade dimnension wall he
important. The ECB has confirmed that it will establish organisational arrangements guarantesing a

clear separation of its supervizory functions from monetary policy.

Once an effective single supervisory mechanism 15 established, for banks in the euro areathe ESM
could, following a regular decision, have the possibility to recapitalize banks directly. Thelegal and
operatona frameworl for ESM direct bank recapitalisation should be finalised by end-March 2013
In order to move towards an integrated financial frameworl, the S50 wall need to be
complemented by a single resolution mechanism, as well as more harmonised deposit guarantee

mechanisms.

Single resolution mechanism

Since the beginning of the crisis suppott to Anancial institutions has been substantial. It has unduly
weighed on public finances and reduced the shility to use fizcal policy to stave offthe effects of the
recession. A strong and integrated resolution framework would contnbute to limiting the cost of
hank fatlures to taxpayers. The current legi s abve proposal on recovery and resolution wall ensure
that harmonized tools necessary for orderly bank resolutions are available in all EUT Member States,

including eatly interventions, baling-in and the creation of bridge banls.



In a context where supervision is effectively moved to a single supervisory mecham sm, 1t 1s
howewer essential that the responsibility of dealing with banlk resolution 1z also moved to the
European level. The Comnizsion has already announced 1ts intenti on to propose a single resolution
mechanism once the proposals for a Recovery and Eesolution Directive and for a Deposit

Guarantee Scheme Directive have been adopted. This single resolution mechamsm —built around a
single resolution anthonty — should be established as the ECE assumes its supervisory
responsihilityin full. This mechanism covering all banks supervized by the S50 should be based on
robust governance arrangetnents, including adequate provisions on independence and
accountahility, as well az an effective common hackstop, whichisindispensable to complete an

integrated financial frameworl

The need for a single resolution mechanism
Establishing a sing e resolution mechand st is indispensable to complete an integrated firancial famework:

» It would ensure a timely and impattial decisdon-rraking process, focused on the European dimension.
Thiz wold tritigate many of the corrent obstacles to resolution, such as national bias and cross-border
coopetation fictions. This would reduce resolution costs, as eatly and protrpt actions contribute to
traittaining the econotmic walue of banls that need to be resolved.

» It would make resolution costs as low as possible and break the banl-sowvereign nesis. A strong and
idependent resalition authority, backed by an efficent resolution regime, would bave the finatcdal,
legal and adrministrative capability as well as the necessary independence to carty out effective and least-
cost resclution. By ensuring that the private sector bears the primary burden of banlt resolution costs, the
authority would increase mmarket discpline, and minimisze the residual costs for the taspayers of bank
fadlures.

»  The single resolution mechatiasm would complement the 550 by maling certain that failing banles are
restructured or closed down swifily. The 550 would provide a timely and unbiased assesament of the
need for resolution, while the sngle resolution authonty would ensute actual timely and efficdent
rezalution.

Underthe single resolubion mechamsm, resolution actions should tollow a least-cost strategy and
could be financed according to a pecking order of bailing-in shareholders and some creditors, and
relving on the banking industry. The latter would be organized through a European Resolution
Fund, which would be a crucia element of the new resolution regime. It would he funded through
ex ante nsk-hased lewvies on all the hanks directly participating in the S50 The single resolution
mechanism should include an appropriate and effective common backstop. This could possihly he
orgatnzed by means ofan ESM credit line to the single resolution anthonty. This backstop should
he fizcalv-neutral over the medium-term, by ensunng that public assistance 13 recouped by means

ofex past levies on the financial industry.




Depasit guarantes macharisms

The history of inancial crises has illustrated the destahilising effect uncertanty marrounding hanlk
deposits could have onindividual financial institutions and on entire hanking systems. The proposal
on the harmonisation of national deposit guarantee schemes includes provisions to ensure that

suth ciently robust national depositinsurance systems are set up in each Member State, therehy
limiting the spill-over effects associated with deposit flight between institutions and across
counitries, and ensuring an appropriate degree of depositor protection in the European Union, A
rapid adoption ofthis proposal 12 important.

II. Integrated budgetary framework

The crisis has revealed the high level of interdependence and spill-overs between euro area
countries. It has demonstrated that national hudgetary policies are a matter ofwital common interest.
This points to the need to move gradually towards an integrated hudgetary framework ensuring hoth
sound national budgetary policies and greater resilience to economic shocks of the euro areaasa
whole. This would contribute to sustanable growth and macroeconomic stability, The October
Interim Report stressed the need for stronger economic governance and suggested, as an additional
step, the possibility to develop gradually a fiscal capacity for the EMU, which could facilitate
adjustment to economic shocks Following the conclusions of the October European Council, this

section explores the options for a euro area fiscal capacity and its guiding principles.
Sarend national budgatary policies are the EMU's carnerstons

The near term priorty is to complete and implement the new steps for stronger economic
governance. In the past few years, significant improvements to the niles-bhased framework for fizca
policies in the EM U have heen enacted ("Six-Pack") or agreed (Treaty on Stability, Coordination and
Covemance), with greater focus on prevention of budgetary umbalances, on debt developments, on
better enforcement mechanisms, and on national ownership of EU rules. The other elements rel ated
to strengthening fiscal gowvernance in the euro area (Two-Pack”), which are still in the legidafive
process, should he finalised urgently and he implemented thoroughly. This new governance
framewortk will provide for ample ex amte coordination of annual budgets of euro area Member

States and enhance the surveillance of those expenencng financial difficulties.



Towards a fiscal capacity jor the FALT

The history and experience of other currency unions shows that there are various ways of
progressing towards a fiscal union and the EMU’ s unique features would justify a specific
approach. Yet, while the degree of centralization of hudgetary instruments and the arrangements for
becal solidanity against adverse shocks ditter, all other currency v ons are endowed with a central
fiscal capacity. In this respect, the European Council in October 2012 asked to explore further
mechanisms, including an appropriate fiscal capacity, for the euro area It would support new
functions which are not covered hy the multiannual financial framework from which itis clearly

separated.

In stage 2, structural reforms could, in specific cases, be supported through limited, temporary,
flemble and targeted financial incentives as Metmber States enter into arrangements of a contractual
nature with EU institutions. These arrangements would he mandatory for euro area Member States
and woluntary for the others (see section 111 below). The Commisson intends to make a proposal on
specific ways to put in place such contractual arrangements and on the means to support thewr

implementation, building on EU procedures,

The inplementation of contractual arrangements and the associated incentives would suppott a
convergence process, leading in stage 3 to the establishment of a fiscal capacity to facilitate
adjustnent to economic shocks This could take the form of an insurance-type mechanism hetween
euro area countries to huffer large country-specific economic shocks. Such a function would ensure
aform of fiscal solidanty exercsed over economic cycles improving the resilience of the euro area
as a whole and reducing the financial and output costs associated with macroeconomic adjustments.
By contributing to mactroeconomic stability, it would usefully complement the onsis management
frameswrork hased on the European Stability Mechamsm.

Since a well-functioning shock ahsorption function would require a further degree of convergence
between econommic structures and policies of the Member States, the two objechives of supporting
growth-enhancing structural reforms and cushi oning country-specific economic shocks are

commpl ementary and mutualy reinforcing.



Fronomic raionale jor such a fiscal capacity

In a common currency area the burden of adjusting to country-specific economic shocks falls on
lahour and capital mobility, price and cost flexihility, and fiscal policy. In order to protect against
negative fiscal externalities, 1t 15 important that fiscal nisks are shared where econotm ¢ adjustment
tnechanisms to country-spectic shocks are less than pertect. This 15 clearly the caszein the euro
area, where labour mobility 13 comparativel v low, capital flows are susceptible to sudden swings
that can undermnine financial stability, and sttuctural ngidities can delay or impede price
adjustments and the reallocation ofresources. In such cases, countries can easly find themzelves

pushed into bad equilihnia with negative implications for the euro area as a whale.

In this context, sething up nsk-shanng tools, such as a common but linuted shock shsorption
function, can contribute to cushioning the tmpact of country-specific shocks and help prevent
contagion across the euro area and beyond. However, thisneedsto be complemented with a
mechanism to induce stronger economic convergence, hased on stnictural policies aming at
improving the adjustment capacity ofnational economies and avoiding the nsk of moral hazard
inherent to any insurance system. Hence, in addition to ful flling their intnnsic purpose,
successfully implementing reforms specified in a contractual arrangement could also serve as a
criterion for participating in the asymmetric shock absorption function established in stage 3. This
would provide countri es with an additional strong incentive to implement sound economic policies
hoth hefore and once they join the shock absorption mechanism. In the transition towards
estahlishing this automatic stabilization function, and depending on their specific droumstances,
limited, temporary and flesble financial incentives could be provided to Member States to promote
structural reforms. In order to avoid the relapse or emergence of macroeconomic imbalances once
countries have gained access to the shock shsorption function, the contractual approach to reforms
would continue. In addition, net transfers under the shock absorption function could he modulated
to reflect ongoing compliance with the commitments undertaken under the contractual

arran gements.
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Cptiows far the shock absorplion function of the euro area fiscal capadty

An EMIT fiscal capacity with a limited asymmetric shock shsorption function could take the form
of an insurance-type system hetween euro area countries. Contributions from, and dishursements to,

nati onal hudgets would fluctuate according to each country's posttion over the economic cycle,

The specific design of such a function could follow two broad approaches. The first would be a
tacroeconomic approach, whete contributions and disbursements would be based on fluctuations in
cyclical revenue and expenditure items, or onmeasures of economic activity. The second could he
hased on amicroeconomic approach, and be more directly linked to a specific public function
sensitive to the economic cycle, such as unemployment insurance. In this case, the level of
contributi ons'benefits from'to the fiscal capacity would depend directly on labour market
developments. In this scenario, the fiscal capacity would then worlk as a complement or partial
substitute to national unemployment insurance systems. Transfers could, for example, be limited to

cyclical unempl oyment hy covering only short tertn unempl oyment.

Aszessing the individual ments of each approach would require amore in-depth anal ysis.
Importantl v, the magnitude of the shock abzorption function assigned to the fiscal capacity would
depend largely on its size, and the financial implications for national budgets would depend on itz
precize desion and parameters. However, it will he important to ensure that, irrespective ofthe
approach that 1s followed, estahlishing this function does not affect the overall level of public
expenditure and tax pressure in the euro area Equally, the exact conditions and thresholds for the
activation oftransfers would need to be studied carefully, as only country-specific shocks ofa
sufficient magnitude should be shsorbed centrally. For example, in the case of the microeconomm c
approach, unemployiment-rel ated transfers could he activated only once the increase in short-term

unemploviment exceeds a certain threshold.
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Financial resourcas af the fiscal capacity and ability to barrow

Spedfic resources would have to be raized to finance hoth functions —promoting structural reforms
and ahsorhing asymmetric shocks These resources could take the form of national contributions,
own resources of a combination of hoth. In alonger term perspective, akey aspect of a future fiscal
capactty, which would need to be examined caretully, would be itz posable ability to borrow. A
euro area fiscal capacity could indeed offer an appropriate basis for comimon debt issuance without
resorting to the mutualisation of sovereign debt. The question of applying a fiscal golden rule, such
as the halanced budget rule enshrined in hoth the Stability and Growth Pact and the Treaty on
Stahility, Coordination and Governance, to this fiscal capacity should then be explored. Finally, an
integrated budgetary framework would require the establishment of a Treasury function with clearly
defined responsibilities.

Guiding principies for the shock absorption funciion of an MU fiscal capocity

Irrespective of the approach —macro or micro-econont c — the design of such a shock abzorption fanction
should rest on a number of uiding principles reflecting alzo the EWIT 2 specific features:

= Flements of fiscal rids-sharing related to the absomtion of country-specific shocls= should be
structured in such a way that they do not lead to unidirectional and permanent transfers between
countries, nor should they be conceived ag income equalisation tools. Ower fime, each euro area
country, as it moves along its economic cycle, would in turn be a net recipient and a net contribuator
of the scheme.

= Such a function should neither vndennine the incentives for sound fiscal policy making at the
national level, nor the incentives to address national structural weakmesses. Appropriate mechard sms
to lirnit moral hazard and foster stroctural reforms should be budt in the shock absomtion function.
Litking it tightly to complance with the troad EU govemance framewords, including possble
arrangernents of'a cortractual nature(see section 11T below), should be envisaged.

= The fiscal capacity should be developed within the famework of the European Union and its
institutions, This would guarantee its consistency with the existing niles-based EU flacal famework
and procedures for the coordination of economic policies.

= The fizcal capacity should not be an instnament for crisis managerment, as the European Stahility
Iechani s (ERMD has already been established for that purpose By contast, the fiscal capacity's
role should be to itprove the overall economic resilience of the ERNU and euro area countries. It
would contribute to crisis prevention and makze foture ESM interventi ons less likely,

= The design of the fiscal capacity should be consistent with the prandple of subsidianty, and its
operations transparent and subj ect to appropriate democratic control and accountability, Equally, it
should be cost-effective and not lead to the undue developroent of costly admini strative procedures
or untecessary centralisation. It should not lead to an increasein expenditure or tasation lesmels.
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I11. Integrated economic policy framework

The soverei on debt crisis painfully exposed that the unsustanahl e economic policies pursued by
S0ME euro area countries in the past and the ngidities existing in their economies have negative
repercussions for all members of the EM U An integrated economic policy framework 13 necessary
to mude 4 all times the policies of Member States towards strong and sustanable econotme growth
to produce higher levels of growth and employment.

In the near termn, it 12 essential to complete the Single Market as it prowvides a powerfil tool to
promote growth In addition, there1s aneed for athorough assessment of the performance oflabour
and product markets in the euro area. Inthe sbsence of exchange rate adjustments, a well
functioring EM U requires efficient labour and product markets. Thisis essential to fight large scale
unetnplovinent, and to facilitate price and cost adjustments that are key for competitiveness and
growth. Urgent attention should be paid to promoting 1ahour mohility across borders and addressing
skills frd smatch in the labour market. The Commission could undertake this assessment as a matter
of priority. Finally, a framewnrk for systematic ex-ante coordination of ma or economic policy

reforms, as envisaged in Article 11 of the Treaty on Stabality, Coordination and Governance
(TSCG), should be put in place.

In order to remain ahighly attractive socal market economy and to preserve the European social
muodel s, it 15 important for the Union to be globally competitive and to avoid excessive divergences
in compehtveness among EMU members. The reforms introduced to the EU survellance
frameworl through the creation of the European Semester with country-specific recommendations
and of anew Macroeconomic Imbalances Procedure wath possible sanctions are a step in the nght
direction. But there is aneed to go further and to put in place a stronger frameworl for
coordination, conwergence and enforcement of structural policies. In this context, the Octoher
European Council Conclusions called for further exploration ofthe idea of arrangements of a
contractual nature between Member States and the EU institutions on reforms promoting
competitiveness, growth and jobs that countries commit to implement. & staged approach would be

used to put in place these arrangements.
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Arrangements of @ contractual nature need to address widnarabilities at an early stage

IMacroeconomic imbalances tend to butld up &l owly and are often masked by favourahle economic
growth and liguidity conditions But given structural rigidities in labour, product and services
markets, and institutional setiings, once identified they are often difficult to correct quickly. Ttis
theretore important to address the root canses ot imbaances a an eatly stage, including by ensuring
that these essential markets can adjust quickly to shocks and that national frameworks facilitate
growth and employment. Contractual arangements would thus need to focus on microeconomic,
sectoral and institutional hottlenecks, and aim at enhancing the competitiveness and growth
potential of the economy. The future contractual arrangements should therefore be mandatory for all

euro area countries, but wvoluntary for other Member States.
Comtractual arrangements mead lo focus on key wealkmesses

Mot all economic inefficiencies represent ahurden for the functioning of the EMT. Alzo, the degree
of competitiveness and growth challenge vanes across countries. Content and breadth of the reform
agreements would refl ect this diversity and would adapt to country-speafic needs (e.g. efficient
labour matkcet to fight youth vnempl oyment; improve judicial systems). However, for these
arrangements to take this heterogeneity into account, an intense dialogue between each Member
State and the EU institutions, hoth at technical and political 1evel s, would be essential. This would
take the form of an in-depth analys s by hoth parties, providing the basis for atailor-made and
detalled agreement on some specific reforms. Depending on the type of measures necessary, the
length ofthese agreements would vary for each country, but would likely be of a multiannual
nature. In order to maintain the focus on key weaknesses, such arangements would need to allow
for some flesmbility to deal with major shocks and changing economic circumstances and priorities.
Depending on the specific situation of each country, in stage 2, this could he supported by targeted,
limited and flexible financial support under the fiscal capacity.
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Comtractual arrangements need to be integrated into existing BU processas

The crisis hasled to a strengthening ofthe ET economic governance frameworls. Every vear,
integrated country-spec fic recommendations by the Coundl, based on aproposal by the
Cormtnission, ae addressed to all Member States. In addition, a Macroeconomic nbalances
Frocedure (MIF) has been put 1n place to detect and correct imbalances & an early stage. To avoid
inconsistencies and duplication, contractual arrangemnents should be included 1n the European
Setnester. They should be consistent with and support the overall policy mix resulting from the
Annual Growth Survey and should be baszed on the country-specific recommendations. In
accordance with the ohjective of early detection, the in-depth reviews would be generalised to all
EMU countries. In-depth reviews would need to be based on avery thorough and on-the-ground
didlogue and on analysis of Member States' econoties. Based on the condusions of the in-depth
review, the Cominission's country-specific recommendat ons would be the basis for a dialogue with
each country on the specific and detailed measures contained in the refonm arrangements, incuding
atimeframe for implementation. For Member States under the corrective anm of the MIP, the
agreement would he the corrective action plan, and as foreseen in the current regulation non-

compliance would lead to sanctions,

Comtractual arrangements meed to benefit fFom fidl domestic and Furapean ownership and
aeootability

Mational ownership 15 prvotal to implementation of structural reforms A national debate on the
priority measures and approval of refonm agreements by national parliaments are essential to ensure
national ownership. The Cominission should be able to inform the European and national
parliaments of the necessity of these measures from an EM U perspective. Both contractual parties
would he responsihle for content and implementation of their part of the convergence and
competitiveness agreement, and for reporting to their respective parliaments (national and
European) on progress achieved. Full accountability of both parties can only be ensured if the
agreed reform agendais specific, detaled and measurable This requires ex arete agreement on
concrete timelines, on the specific modalities for monitonng and on access to infommation. The
agreements and compliance reports would he published on aregular and timely hasis Sigrd ficant
econotnic changes or atenng political crcumstances, such as the election of anew government,

could lead to a renegotiation ofthe precise measures and steps to reach the reform obyectives.
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Hey elemenis of arrangemenis of @ contraciial natire on sirmctiral reforms

In sutnnary, such arrangernents embedded in the EU govemance famework could rest on the foll owing
principles;

*  They would be embedded in the European Semester, be consistent with and suppott the overall euro
area policy iz, they would be mandatory for euro area Member States but voluntary for the others,
o, the basis of thorough, onthe-ground reviews of the main botlenecks to growth and employrent.
These reviews would be conducted by the Comtrission.

= They would cowver a rmidtiannual, specific and monitorable reform agenda jointly agreed with the EU
institutions and focussed on competiiveness and growth that are crucial for the smooth functioning
of the ELUT.

»  Mlember States and the Cotrrnd ssion would be accountable, respectively, to national patliarnerts and
the Furopean Patliament on the contert and immplementation of their duties under the agreernents.

= Stractural reforms would be suppotted through financial incertives and would result in ternporary
transfers to Member States with excessive struchual wealthesses This targeted support should be
finaticed through specific resources.

=  Compliance with the agreements can be ensured by an incertive-baszed framework. Compliatice
could be one of the critetia for participating in the shock ahsorption function ofthe fiscal capacity. In
addition, national contributions to the fizscal capacity could beincreased in case of non-compliance,

V. Democratic L egitimacy and Accountahbility

In itz October Conclusions the European Councl stressed the need for strong mechanisms for
democratic legititnacy and accountahbility. Cne of the guiding principles 15 that democratic control
and accountability should ocour at the level at which the decisions are talken. The implementation of
thizs quiding principle 15 key to ensuring the effectiveness ofthe integrated financial, budgetary and
econotnic policy frameworks This implies the involwvement of the European Parliament as regards
accountability for decisions taken at the European level, while maintamng the pivotal role of

national parliaments, as approprate.

Decisions on national hudgets are at the heart of Member States' parliamentary demnocracies At the
same titne, the provisions for democratic legitimacy and accountahility should ensure that the
comimon interest of the union 15 duly taken into account; vet national parliaments are not 1n the hest
position to take 1t into account fully. Thiz wmplies that torther integration of policy malang and a
greater pooling of cotpetences at the European level should first and foremost be accompanied
with a commensurate involvernent of the European Parliament in the integrated frameworks for a

genuine EML
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First, in an integrated financial framework: while accountahility ofboth the European Central Bank
as single supervizor and of a fubire single resolution authority should take place at the Europ ean
lewel, this should he complemented by strong mechant sms for information, reporting and

transparency to national patliaments of the participating Member States.

Second, in the context of integrated budgetary and economic policy frameworks: Members States
should ensure the appropriate involvemnent of their national parliaments in the proposed reform
arrangements of a contractual nature and more broadly in the context ofthe European Semester. In
this spirit, the European Council asked in October to explore ways to ensure debates in the
European Parliament and national parliaments on the recommendations adopted 1n the context of
the European Semester. New mechamsms to increase the level of cooperation between national and
European patliaments, for example buil ding on Article 13 of the TSCG and Protocol 1 of the
Treaty, could contribute to enhancing democratic legitimacy and accountability. Their precise
organisation and modalities are a responsibility of the European Parliament and national

parliaments to determine | ointly.

Third, the creation of anew fizcal capacity for the EMU should also lead to adequate arrangements
ensuring its full democratic legitimacy and accountability. The detals of such arrangements would
largely depend on its specific features, including its funding sources, its decision-making processes

and the scope of its activities.

Finally, the crisis has shown the need to strengthen not only the EMU's surveill ance frameworlks but
also 1ts ability to takee rapid executive decisions to improve oriss management in bad times and
econotnic policymaking in good times. Some intergovernmental arrangements have been created as
aresult of the shortcomings of the previous architecture but these would ultim ately need to he
integrated into the legal framework of the European Unton. This 18 already foreseen under the
Treaty on Stahility, Coordination and Governance, and could be enwisaged also for other cases.
Feinforcing the capacity of the European level to take executive economic policy decisions for the
EM U1z essential. Finally, as the EM U evolves towards banlang, fiscal and economic umon, its

externa representation should also be unified.

Ultimately, these far-reaching changes undertalcen by the European Union in general and the
Economic and Monetary Unton in particular require a shared sense of purpose amongst Member
States, alugh degree of social coheston, a strong participation ofthe European and national
patliaments and a renewed dialogue with social parthers. The openness and transparency of the
process as well as the outcome are crucial to move towards a genmine Economic and Monetary

Ui om.
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