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- The chief economists of the Savings Banks Finance Group welcome the EU’s

reflection paper, which continues its series on the future of the EU and the
European Monetary Union (EMU). Advantage should be taken of the current fa-
vourable opportunity for reform to rekindle enthusiasm for Europe in the hearts
of its citizens.

In its paper, the EU Commission rightly stresses the important role of reforms
within the individual member states to increase competition. Although the
proposed linking of reform measures with the distribution of ESI funds requires
careful scrutiny, it would nevertheless be a step towards improving the funda-
mentals required for stability within the EMU, increasing autonomy and control
as well as regional diversity.

The European Commission’s aim of “completing a genuine Financial Union” is to
achieve not only full banking union but also Capital Markets Union. In view of the
situation in Europe, however, careful consideration should be taken of the steps
necessary to achieve this aim, and these steps must be taken in the right order.
Full communitisation of European deposit protection and fiscal backstops must
be avoided - the matter of how to deal with what in some cases are substantial
stocks of impaired loans on bank balance sheets should be of primary conside-
ration, otherwise all other measures will be impeded.
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Monetary Union:
Providing the right impetus for stability

On 31 May the European Commission presented a so-called reflection pa-
per on the future of the European Monetary Union (EMU). A principal aim
of the proposals for discussion is to achieve lasting stability for the EMU.

The European Commission’s on-going series of discussion papers on the Taking advantage of the current
future of the EU and the euro area is welcomed unreservedly. Calling for political and economic momentum!
reform of the EU and the euro area is not only important in times of crisis

but also —like now —in times of relative stability. If they are to be imple-

mented, however, the proposals must have an even greater focus on the

goal of a competitive Europe. The time window for new reforms would

appear to be favourable: economically, the euro area is in relatively good

shape. With its ultra-expansive monetary policy, the ECB should be able

to assure comparatively favourable monetary conditions by 2020 at the

latest. The debt crisis in individual states is not yet resolved, the political

situation remains problematic in some countries (especially Italy) and

European institutions have other difficult political issues to overcome with

Brexit. However, there have been a number of positive political develop-

ments. In particular, there is now an opportunity for political cooperation

between Berlin and Paris to be reinvigorated. The persistently threatening

protectionist trade policy of the United States could well lead to a good

many member states acknowledging the advantages of presenting a

united EU front.

Anchor points for the evolution of the euro area

Before going into further detail on the individual items in the reflection
paper, we should briefly recapitulate where there is a fundamental need
for action within the EMU. Against this background, we shall then discuss
proposals for the evolution and stabilisation of the EMU.

1. A monetary union is only as stable as its banking sector. It is therefore
necessary to take measures that resultin a permanently stable
banking sector.

2. The EMU depends for its stability on sound public finances, so that
even in periods of economic weakness, the individual states remain
capable of action, and the effects of contagion from financially weak
states are avoided. For those states which have strayed from the “path
of virtue” in the past, despite the European Commission’s mechanisms
for monitoring public finances, ways must be found to return debt to
a sustainable level. For this to happen, it is essential that the self-
imposed rules laid down on a stable new basis after the crisis are
actually complied with.



3. Inthe EMU, asymmetric shocks can destabilise national economies. Avoidrisikof moral hazard
Their effect is potentially even greater than in the previous currency
systems, in which the exchange rate still acted to some extent as a
shock processor. New institutions and alternative shock absorption
mechanisms must not include the moral hazard of states being “hung
out to dry” and should create a balance between autonomy and control.

4. There will always be differences in productivity within a monetary union,
just as there are also regional differences in productivity within every
country. These sectoral differences give rise to adaptive processes and
thus can stimulate growth. This is why regional diversity and competi-
tion are crucial. These differences in productivity become a problem
when wage growth decouples itself from them and the competitiveness
of the affected countries is compromised. In such cases, the result is
often higher debt levels and imbalances in the form of above-average
deficits on current accounts. Affected countries are more susceptib-
le to crisis than countries with lower overall debt. Measures to
increase productivity and competitiveness at member state level are
therefore necessary if the aim is to make the euro area more crisis-

resistant. Greater structure-political attention must therefore also be Increasing in productivity and
paid to countries with current account deficits than to those with a competitivness remains important
surplus.

5. In the interests of “unity in diversity” within the EMU, disparities in
income must be used in such a way as to ensure that growth processes
become catching-up processes. However, in the long term, excessive
disparities harbour the potential for political tensions. Measures to
reduce an overly large wealth gap by increasing competitiveness
between support measures with conditions attached, for example as
part of a cohesion policy, would therefore seem to be expedient. At the
same time, attention should be paid to the European Commission’s
published thoughts on social union, with a view to observing social
standards when promoting competition within the internal market.

6. Inan EMU with a coordinated national economic, financial and social
policy, the central bank has particular responsibility for stabilising the
economic situation. The central bank is nonetheless overstretched by
having to perform the above-mentioned functions of increasing compe-
tition and guaranteeing the financial security of states. This is not the
function of monetary policy, as also described for the first time by the
European Commission in the reflection paper and, this being the case,
itis becoming increasingly important to raise it to the status of a decla-
red premise at European policy level.



Appraisal of the proposals of the
European Commission

Completing a genuine Financial Union, the main requirement is

a reduction of non-performing loans

The European Commission declares itself to be in favour of “real financial
union” and would above all like it to drive permanent stabilisation of the
banking sector, as well as to foster “Capital Markets Union”.

Non-performing loans in the euro area and in international comparison
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The European Union correctly states that the high proportion of non-per-
forming loans is having a negative effect on the profitability of the banking
sector of the EMU, and it is also making the sector vulnerable to shocks.
That the corresponding measures to reduce the number of non-perfor-
ming loans are to be implemented locally and given priority is to be
welcomed. The Commission clearly sees itself as having a coordinating
function here. In Europe, new rules for handling impaired loans have been
agreed, with numerous new regulations for banks and savings banks. For

this reason, any new regulatory burdens connected with the setting up of

Reduction of non-performing loansis
essential for the stability of the banking
culties of such a construct. The key argument here remains that old debt sector

a central “bad bank” should be avoided — not to mention the legal diffi-

cannot be jointly written off by the community as a whole before there is
joint control of banking business.

In parallel with the cleaning up of banks’ balance sheets, the European
Commission would like to set up a fully communitised European Deposit
Insurance System (EDIS), together with a fiscal backstop (that would apply
for both deposit insurance and bank resolution). The aim is for these facili-
ties to be enacted by 2019 and fully operational by 2025.



The credibility of the deposit insurance system depends on the fiscal
backstop planned, and for this the European Commission is proposing

a credit line from the European Stability Mechanism (ESM). We are of

the view that the ESM should - as originally conceived — be focussed on
supporting states. The latest exceptional regulations for individual banks,
which run contrary to the spirit of the European Banking Union, give strict
instructions to refrain from further discussion of new communitisations
and even of the ESM.

Therefore, with the banking union in mind, the primary task remains to
ensure that national budget resources and/or commercial solutions are
used to discharge the banking sectors of their old stocks of non-perfor-
ming loans. Those stocks date back to times when there was no common
control and, in accordance with the precept of combining responsibility
and control, cannot be resolved communally.

The European Commission also includes the desired capital markets
union as part of a financial union. Its declared aim here, and this should
be supported, is to be able to make sustainable and diversified financing
sources available. We do not, however, share the view that the European
financial market is too “dependent on bank credit”, as considerable sta-
bility effects are associated with classic bank credit. Of course, companies
should be able to diversify their refinancing options, but this must under
no circumstances manifest itself in a “bank financing versus capital mar-
ket financing” situation. A company that cooperates with various banks
thatin turn have various business models (regional versus supra-regional
internationally active institutions) already benefits from considerable
diversifying effects as a result. Although the American system is more
strongly capital market-based than that of continental Europe, where
traditional lending by banks is preferred, there is no information on which
system is more stable. Empirical studies around this issue have been
inconclusive.

In this connection, the paper indicates that the Commission is currently
conducting a comparison of the regulations on loan enforcement in an
attempt to achieve a permanent lowering of risk and promote access to
finance. Complete harmonisation of both loan enforcement and insolven-
cy law across all EMU members remains undesirable: only convergence of
loan enforcement is necessary to open up more business opportunities
for banks that operate supra-regionally. This would reduce segmentation
of the credit markets and could also be a way of better absorbing asym-
metric shocks within the EMU. Even more vigourous action on the part of
the European Commission would be welcomed at this point.

Do not misuse the ESM for the
European Deposit Insurance System
(EDIS)

Do not reduce the diversification
of financing

Strengthening the market for
Venture Capital



It seems to us that the European Commission’s desire to improve access to
risk and equity or venture capital is more expedient than the replacement
of loan-based financing with securities. According to KfW, approximately
seven times more venture capital investments were transacted in the Uni-
ted States than in Germany in 2014 (measured as a proportion of GDPin
each case). Development of this market is very important if the innovative
strength of the euro area is to be increased.

The European Commission’s most concrete measure to achieve capital
markets union is the introduction of a single supervision mechanism for
the European capital markets. The intention is to thereby create a “truly
integrated” financing environment. As a matter of principle, we say: no to
new regulatory burdens for financial services companies. Banks and sa-
vings banks already have their hands full in the new regulatory world follo-
wing the financial crisis. Whether a new supervisory institution would lead
to increased efficiency for the cycle of savings and demand for capital is
highly questionable; a coordinating authority for the national supervisory
institutions would suffice for this. On the contrary, amid the general efforts
for harmonisation it is essential to ensure that financial market products
that have gained acceptance in certain countries are not “harmonised out
of existence”, as this would only be counter-productive for the countries
concerned.

Ultimately, the European Commission sees the need to develop safe in-
vestment in the form of securities collateralised by government bonds, or
Sovereign Bond-Backed Securities (SBBS). What is envisaged is a struc-
ture that excludes any communitisation of the debts of member states.
The idea is that these bonds will address the problem of inter-relations
between states and banks, as empirical findings have shown that banks
have invested a disproportionate share of their investments in the gover-
nment bonds of their countries of origin. This is also intended to reduce
any destabilising flight of capital from financially weak to financially strong
countries by creating a safe asset class — similar to US Treasury bonds - in
which all member countries would invest.

Itis correct that the problem of the downward spirals observed during the
crisis, between banks and national debt (as seen, for example, in Ireland
and Spain), must be tackled. The observed overstretching of the Europe-
an Central Bank, as lender of last resort for banks and states alike, is also
connected with this. The tightening of regulation and of equity capital re-
quirements has already helped somewhat. At first glance, SBBSs would ap-
pear likely to lessen this problem further, but the question must be asked:
why does this type of bond not already exist? After all, banks are already
able to offer bonds with this structure. The fact that this is not happening
is probably due to a lack of demand for papers of this sort, as well as to the

Avoid additional regulatory burdens!



associated regulatory drawbacks. We do not believe it would be expedient to
foster the growth of the market through changes to this particular regulatory
setup, and in this respect we agree with the critique of the scientific commit-
tee of the federal finance ministry.

A much more promising approach might be to introduce subordinated
bonds or so-called accountability bonds for states, even if there would be
little economic benefit from the debtor’s point of view given the current low
interest rates. According to this model, devised by Johannes Becker and
Clemens Fuest, each euro member state would be required to finance any
structural budget deficits exceeding 0.5% of GDP with subordinated bonds.
If the country had to make use of the ESM programme, their doing so would
be conditional upon them stopping servicing the subordinated bonds.
Top-grade government bonds, on the other hand, would remain unaffected
by this regulation. The advantages are clear: market discipline would affect
the issuers, and the ECB, which would be prohibited from purchasing subor-
dinated bonds, would not be forced into a fiscal role.

Ultimately, in the context of financial union, the reflection paper reminds us
that it is possible to change the regulatory treatment of government bonds
(until now there has been no capital adequacy requirement under the stan-
dard approach, e.g. for the euro area). The aim of this measure would also be
to reduce the nexus between states and banks. Such measures can, however,
jeopardise not only state financing but also even the financing of the SMEs,
who are the drivers of the upturn in Europe. The banking system must also
generate substantial amounts of equity capital which, under certain circum-
stances, is no longer available for granting loans to companies. Under such
circumstances, very long transitional periods would have to be agreed in or-
der to avoid destabilisation of the financial markets. In addition, there would
have to be differentiation between countries on the basis of their individual
debt status, as well as national solidarity within member states, depending
on the overall structure of the state in question. As for the need for global
regulation, the European Commission does at least broach the subject, and
rightly so.

Economic and social convergence: competitive strength should not be
forgotten

In its reflection paper, the European Commission stresses the importance

of economic and social convergence. According to the Commission, it is
preferable that this is achieved through deepening economic integration.
The internal market (free movement of goods, services and capital, as well as
free movement of the workforce) should operate alongside a so-called digital
internal market, an energy union and a banking and capital markets union.

Accountability Bonds more
favorablethan SBBS

Capital adequacy requirement for
government bonds only useful under
various conditions



The economic thinking behind this idea is obvious: it's about optimum al-
location of the production factors within the EU and/or the EMU: the deeper
the integration, the stronger the development of the Union’s potential for
growth. Above all, convergence is intended to increase the ability of indivi-
dual member countries to withstand shocks.

In this connection, the European Commission sees a greater need for coor-
dination of economic policy. The European Semester has a major role here,
asitisintended to help in the coordination of economic policy measures, as
well as to facilitate the monitoring of both budgetary rules and the Stability
and Growth Pact. The European Semester is also to be amended in a way
that will allow productivity-raising reforms to be better implemented in

the individual member states. The importance of regional economic cycles,
however, is unfortunately not stressed here. Also, the fact that the value

of country-specific recommendations has now significantly increased due
to intensive dialogue within the countries in recent years can be seen as
progress.

The proposals for “more convergence” seem to us to be very ad hoc and
poorly thought through. Convergence in the sense of equalisation of per
capitaincome is not what is meant here, but rather convergence of econo-
mic policy, right through to the harmonisation of administration mechanis-
ms. The question of how the term subsidiarity is to be applied in practice in
commercial life is a fundamental one. Before the introduction of convergen-
ce mechanisms, we would like there to be a conceptual discussion about the
areas in which such convergence is useful, and where the advantages of
diversity within Europe balance out its disadvantages. In addition to this, it
is not clear at what point the policies of the individual member states are to
converge. Europe lacks an economic policy concept of the kind that exists in
the form of the social market economy for Germany or planning [franzésisch:
planification] for France, and on which fundamental decisions on economic
policy can be based, such as the harmonisation of framework conditions.

Also to be taken seriously is the argument that European recommenda-
tions or rules, for example in the case of the Stability and Growth Pact,
would not be observed anyway. The fact is that many countries breached
the terms of the Stability and Growth Pact for several years in succession.
However, this has not rendered it worthless: it just needs revitalising. Let us
take an example from the field of road transport: it is true that many drivers
exceed a speed limit of 120 km/h and instead drive at 140 or 150 km/h,
but there are very few who drive at 220 km/h. Overall, therefore, the speed
limit helps to make the motorways safer. Indeed, the fact that withdrawal of
one’s driving licence (220 km/h) or draconian fines (140/h) are threatened
for speeding is also an indication that serious thought should be given to
effective and economically meaningful sanction mechanisms in Europe.

Principle of subsidiarity
needs to beinforced



This then raises the question of the extent to which the sanction mechanis- Benchmarking asa
ms should be encumbered with excemptions (120 km/h, “except when the favorablemethod
sunis shining”, etc.), and who will implement these sanctions.

Drawing on the June 2015 report by the five presidents, the European Com-
mission proposes the creation of standards for public expenditure, inves-
tmentin education and competition, as well as for tax and social insurance
systems. Even minimum social standards are brought into the discussion.

Some scepticism towards mere standards is necessary. Benchmarking, on
the other hand, is productive. If one country is particularly adept in the use
of its education investment, then other countries can learn from it. The same
applies to an efficiently working administration or the dual training system
in Germany. This is significantly more difficult with tax and social insurance
systems. For example, the level of taxes and contributions should always be
seen in relation to the resulting public services. Depending on the structure
and competences of the individual countries’ regional administrative bodies,
quite different systems can result. This makes a convergence of standards
very difficult and, bearing in mind the aim of unity in diversity, is not always
worth aiming for.

As regards the desire to implement productivity-raising reforms, the Com-
mission proposes linking the use of EU funds (EU Structural and Investment
(ESI) funds) more closely with the successful implementation of reforms. Cur-
rently, the member countries are asked to ensure that the form of program-
mes financed by ESI funds is influenced by the country-specific recommenda-
tions of the European Commission. The withholding of funds in the event of
failure to do so is so far not envisaged.

Such an approach is to be welcomed on condition that it only involves mea-
sures that do not come under the precept of subsidiarity, but are evidently
of fundamental importance for the deepening of integration within the EU
and/or the EMU. Such measures could just as well include the expansion of
power grids and broadband networks, as the extension of transport routes
for heavy goods vehicles, cars and rail freight. Evidence of common European
interests should then be found that would strengthen the regional economic
cycles when the measures were implemented.

Europe must further extend market regulation aimed at creating a level play-  ,Level playing field“ for
ing field. Profit-shifting should therefore only be limited by the use that can corporate taxation

be made of differences in tax legislation. Minimum taxation rates can prove

useful for the avoidance of such strategies.



Macroeconomic stabilising function: the EU should not be overstretched
As a third point, the European Commission suggests that a macroecono-
mic stabilising function be introduced for the EMU. Two instruments have
been mooted: an instrument for the protection of public investment activi-
ty and European unemployment reinsurance. A common finance minister
and a common budget are also under discussion.

With regard to the two instruments, “protection of public investment
activity” and “European unemployment reinsurance”, the Commission
provides very little detail on how they would be organised, and it is of
course precisely these details that matter. Afew models for the European
unemployment reinsurance are admittedly doing the rounds, but there is
no clarity on how the individual responsibility of the various countries for
reducing unemployment is to be strengthened.

Unemployment in the euro area and international comparison
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In principle, unemployment insurance could function as an automatic sta-
biliser of an economy without cuts or increases in expenditure having to be
debated. This is because during an upturn, state expenditure on the unem-
ployed falls and has a dampening effect on growth, and during a downturn
the effects of a recession are softened by additional expenditure on the
labour market. The United States shows that unemployment insurance can
also be discussed at a European level: in addition to the insurance systems
at federal state level, there is also a central unemployment insurance sys-
tem in Washington that can act as a stabiliser during crises and thus help
to absorb asymmetric shocks.

Fears that Euro countries with above-average unemployment would
benefit disproportionately could be dismissed by virtue of the fact that,
with European unemployment insurance, the eligibility period for drawing
unemployment benefit is relatively short, so there is incentive within the
member countries to quickly reintegrate the unemployed into the labour
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European unemployment insurance
as an automatic stabiliser
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market. Long-term or structural unemployment would still have to be
financed by the national states. Differentiation problems might, however,
arise in relation to national unemployment insurance. The European Com-
mission does not make clear precisely what is meant by reinsurance. Only
one facility could be meant here, and that underpins the unemployment
schemes of the one or two countries affected by particularly severe shocks,
although it would only help to contain cyclical unemployment. However, as
is the case with all other redistribution mechanisms, participationin such a
system should be linked to reforms resulting in an efficient labour market.
For the time being it is therefore crucial that responsibility for combatting
unemployment is placed at a national level and only goes hand in hand
with national political responsibility.

There is also a proposal to introduce a treasury department, or finance mi-
nistry, for the euro area. As the European Commission sees it, this treasury
department would be responsible for monitoring economic and budgetary
policy, as well as having a fiscal capacity, performing a macroeconomic
stabilising function (for example, European unemployment insurance). It
would also be responsible for issuing any secure investment (SBBS), as
well as being responsible for the ESM and/or any European currency fund
that was created. In connection with the common treasury department, the
European Commission also reiterates the idea of having a common finance
minister who, the Commission explains, would be the president of the euro
group and thus of the Ecofin (Economic and Financial Affairs) council.

The fact is that important questions remain unanswered here that, in our
opinion, are essential - for example regarding the democratic legitimation
or the receipts side of the treasury department. It thus remains unclear
how a common finance minister would be politically legitimised — by the
European Parliament or/and the European Council, for example? What is
more, the creation of the office of Common Finance Minister would have to
be linked to a renegotiation of the European Treaties, as a common finance
minister for the EMU would also have to be given the competence to recei-
ve revenues i.e. to raise taxes. The European Treaties contain nothing on
this.

At the same time there is a chance that a common finance minister would
carry more weight on an international stage in matters such as financial
market regulation and tax legislation (watchword: tax havens).

The idea of changing the ESM into a European currency fund, which would
then have recourse to a concrete mechanism in the event of crisis, might
well strengthen the EMU if this fund were sufficiently equipped. As regards
the type and volume of this ESM, the European Parliament would then have
to be brought in, with retention of the German Federal Parliament's right

A common Finance Minister without a
renegotiation of the European Treaties

isimpossible
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of veto being assured. This would constitute another step towards strengt-
hening the stabilising function for Europe, its member countries and its
regions.

Conclusions

Overall, we understand the European Commission’s reflection paper on
the consolidation of the EMU to be an answer to the uncertainty that has
resulted from Brexit and the popularity of populist movements within the
EU. In the wake of the parliamentary elections in France, the timing of this
debate has been well chosen, as with the change of government in France
a new start can be made on the political work, bringing progress not only
for the euro area, but for Europe as a whole.

Most of the suggestions and demands of the European Commission are
sufficiently clearly formulated for the member countries and the institu-
tions that support them to be able to contribute their own ideas. At the
same time, the direction is clear: we should press ahead with integration.
The fact that the autonomy of the individual member countries plays a
crucial role here should be emphasised, and it is good that the Commis-
sion picked up on this. If the momentum can now be generated to really
promote currency union, this could encourage the member countries to
redouble their mutual efforts over the coming months and years. From a
regulatory point of view, overarching European institutions and rules must
act as a catalyst through the creation of more transparency and reward
systems. This represents a good opportunity to create the kind of Europe-
an social market economy in Europe that combines the best elements of
national experiences.

Nowis the time:
Leading EMU'to theright direction
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