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Tackling Europe’s challenges of todayf Xich aS{ imate change and geopolitical risks, has
spurred increased calls for additiogf " Common finag g schemes. In this blog, we look at
how existing capital structures g&play a role. Coun ave increased their support for
common debt issuances ovgf Ve last 15 years, driven by ke responses to the euro debt
crisis and the Covid-19 pga® “emic. While the size of commi ats and liabilities has
increased, funds are available, creating a unique opportunig, 98 make efficient use of
them.

Start @iere you are, use what you have, do you
cal

he European Union’s (EU) common challenges, such as the transition towards a green;

address them. Recent history shows that funding through European institutions has
positive results.

While these urgencies justify co-ordinated action, resources to address them are already
available in Europe. Funding initiatives based on common debt or guarantees have
existed for some time and can offer support to a wide range of needs. Since 2012, the
authorised and consumed capacities of common lending schemes have risen
considerably, though a large part remains untapped. According to latest data available, in
2022, only 36% [ of the fixed authorised lending capacities available to EU and euro
area members had been used.
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Through the EC ymany programmes can lend directly to members. Tha® include, for
example, the ReC wry and Resilience Facility created to mitigate pacts of the
Covid-19 pandemic <. \to support long-term growth. Similarly, 4 U has set up
initiatives to aid the gree. xkansition, and foster developme ough instruments known
as budgetary guarantees. [=_the European Investment B provides funding to projects
under its own framework outsic. af joint schemes for l&f 4ing to sovereigns.

The European Stability Mechanism ) can lef (0 euro area member states to
address threats to financial stability wi u lending capacity of €422 billion. The
ESM provided loans as part of macroecort ¢ adjustment programmes during the euro
area crisis. In addition, the ESM has pis tic instruments that countries can access
before a crisis occurs. The ESM thugt 'so plays < ¥mportant preventive role that
contributes to the euro area’s regi ce in the longe m, acting as an additional safety
net for countries as they face4 ullenges such as geopc. ‘cal and climate risks, which
could endanger financial sy iity.

No free lungify"new joint solutions requiregobust
support

Being 4° Clent with the resources available today is critical given how joint solti s are
fung® .. Common financing schemes require robust capital structures to be effect and
se structures always come at a cost. These structures serve the purpose of reassc. g
vestors that they will be repaid even in the unlikely event of a default on outstanding

EU loans to Member States are covered by a guarantee made by all EU countries
through what is known as the EU budget headroom. 81 As a first line of defence, however,
the EU’s available resources would be used to service a liability directly, should it
manifest. The ESM's financial strength derives from its subscribed capital of €708.46
billion, of which €80.97 billion were paid in by the euro area member states with the
remainder committed as callable capital. Conversely, the European Financial Stability
Facility (EFSF), the ESM’s predecessor, has a low paid-in capital while its debt is
guaranteed by euro area member states.
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Governnit guarantees grow in step with4
schemes

Common lending schemes ¢ wted within the last 15 yeaf 'esulted in a substantial
increase in European contingeri, abilities dedicated eir backing (See Figure 1). For
example, to support the instrume eated to ad s the economic consequences of
the Covid-19 pandemic, the EU budge. »eadre as increased temporarily by 0.6% of
EU gross national income. Similarly, the& can instrument for temporary Support to
mitigate Unemployment Risks in an Eme created to support pandemic-era labour
market measures, benefitted from adg® Snal Me. her State guarantees to top up those
made through the EU budget.

Figure 1: Europeang ingent liabilities on the ris

(in % of EU GI3

Notes: Bud guarantees include the European Fund for Strategic Investments, Eurc 1 Fund for
Sustains Development, the External Lending Mandate, the European Fund for Sustainab
Deve ent Plus, and InvestEU. This also includes the pan-European Guarantee Fund which ves
or State guarantees provided directly to the European Investment Bank. EU Member State
de the Balance of Payments Facility, Recovery and Resilience Facility (loans only), and the Eurc
inancial Stability Mechanism. EU Loans to third countries include Euratom and the European
Commission’s macro-financial assistance.

Sources: European Commission and ESM

Though a rise in common challenges motivates the creation of new common financing
schemes, this approach can squeeze members providing support and could put undue
pressure on countries with already limited fiscal space. The proliferation of ad-hoc
solutions for emerging crises poses problems of both financing and legitimacy.4 A recent
European Court of Auditors report has highlighted the need for adequate prior
assessments in both design and options for all new instruments within the EU. [5

Whilst the challenges Europe is facing and the resulting financing needs may increase
further, the critical question of the financing structures needed to overcome these
challenges should not be overlooked. These concerns, relevant not only for Europe but
also for the wider global financial system,6 make the case for using existing and available
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lending capac

While urgencies req.. » effective solutions in the short term, the iency of joint funding
solutions is also a long=_ wn question. National and EU budgaf "alone cannot carry the
burden of absorbing econc ‘e shocks that may hit Europe e future. Initiatives to
strengthen capital markets u which are at the top g ropean policymakers’
agendas, will increase cross-borc. yorivate risk-shax’ 5, making Europe more resilient
and thereby supporting a more effi use of cgf on funding schemes.
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Further #fading

Reports® 'om the Commission to the budgetary authority on guarantees covere, "y the
ge budget Situation at 31 December 2007-2008

cports from the Commission to the European Parliament and the Council on guarante
covered by the general budget Situation at 31 December 2009 to 2019

Reports from the Commission to the European Parliament and the Council on financial
instruments, budgetary guarantees, financial assistance and contingent liabilities
Situation at 31 December 2020 to 2022

Anev Janse, Kalin; Strauch, Rolf, “How capital market finance can boost European
businesses ”

Footnotes
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[1] Ratio betv.. ¥ the consumed and authorised lending capacities of instrugf s with fixed
lending capacitie ich can lend directly to EU or euro area members. 2 include
instruments with av ble lending capacity: the Recovery and Resiliengt acility, the Balance
of Payments Facility, ¢ jthe ESM as well as those instruments whaf 0 new loans can be
disbursed: the Support t¢ ‘itigate Unemployment Risks in an Em¢ ency instrument and the
European Financial Stability ility. The European Financial 3 ity Mechanism’s lending
capacity is assumed to be fullyi %ed. Recovery and Resiliep acility lending capacity is set at
€360 billion in 2018 prices and a< wed to remain cons setween 2021 and 2022. The legal
deadline for Member States to requ<. oan support a ime of the submission of a revised
recovery and resilience plan was 31 Ac_ st 2023.

[2] Examples include InvestEU and the Eurd Fund for Sustainable Development Plus.

[3] The EU budget headroom is the di ce be 2 the maximum amount of funds that the
EU can request from Member Stateg over its fina obligations and the maximum amount
of funds that can be spentin a gi Jeriod. Its size is eS Mished through the Multi-annual
Financial Framework.

[4] Begg, 1. (2023). The ' ~'increasingly complex finances: A ti bomb?. In EconPol
Forum (Vol. 24, No. 44 .716-20). Munich: CESifo GmbH.

[5] European @ &rt of Auditors (2023). The EU’s financial landscay A patchwork
constructig@ Equiring further simplification and accountability

[6] A itiative of the G20, An Independent Review of Multilateral Develops wat
Baf 5’ Capital Adequacy Frameworks was conducted in 2022, investigating the sce. for

Jroving capital efficiencies within multilateral development banks for which a roadmap tc
mplement the subsequent recommendations was agreed upon by the G20 in July 2023.
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