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In a shock-prone world, preparednes d adap Ability are key. The European Stability
Mechanism (ESM) conducted a prehensive iew of its lending volume, capital
adequacy, and financial assistg Instruments to a s if these resources remain fit for
purpose. The review identifigf ¥ iow the toolkit can best b&sed and further optimised to
address the threats to fingt Zial stability stemming from the € 3llenges of today, such as
climate change and ggf POlitical tensions.

New typ€s of shocks call for regular reviews < existing
tool

e the sovereign debt crisis of the 2010s, euro area resilience has been repeated
ested by crises like the Covid-19 pandemic, and the Russian war in Ukraine and ensuing

area financial stability despite these threats, regardless of their origin.

The ESM is the only permanent crisis management fund for the euro area. Its financial
assistance instruments have been tested and proven effective during the euro area debt
crisis. Given the evolving nature of crises, the ESM needs to ensure that its toolkit and
financial firepower remain adequate for a variety of circumstances.

In 2022, the ESM Board of Governors, composed of the euro area finance ministers,
requested a comprehensive review of the ESM’s lending volume, capital adequacy, and
financial assistance instruments. The ESM staff concluded this review and presented the
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analytical asse mnent and findings to the Board of Governors during nual Meeting
in Luxembourg oii. 8 June 2024.

How to shock pumof the ESM toolkit?

The ESM'’s toolkit provides a robe. ysafety net to he't “vithstand economic and financial
challenges. The successful outcome: ithe five pf “roeconomic adjustment programmes
supported by the financial assistance o 2 E and its predecessor — the EFSF —
provides evidence for that. Still, given the ving risk landscape, discussions on how to
fine-tune the ESM'’s instruments furthest e ti . Significant changes — such as those
that led to the ESM reform and revigi 7 of the ES reaty, which is pending full
ratification — do not seem warrap at this juncture.¥_hing the existing instruments to
their full potential, especially i anced with the implei Jatation of the provisions set out
in the revised treaty, sho Jffice (see Figure 1).

Figure 1: ary of findings on the ESM instruments
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The review was an opportunity to revisit the usefulness of the ESM’s precautionary credit
lines. Preventing crises is less costly than resolving them, a concept also confirmed by
the International Monetary Fund. So, precautionary instruments remain the core tool for
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crisis preventic. Secause they pre-emptively stabilise economies by si¢ alling economic
health and grantiit_ mccess to funding. The ESM precautionary in ents are therefore
key to protecting eurc, xea financial stability in a shock-prone rgf Snal and global
environment. The tools ¢ adesigned to help countries, who onomic conditions are
sound, maintain access to et financing. For exampled e ESM’s Pandemic Crisis
Support credit line, created in'z. 20 to tackle the consaf ‘ences of the Covid-19 pandemic
and based on precautionary instri.. mnts, helped c? arkets despite not being used,
partially fulfilling its purpose.

Nevertheless, the ESM drew lessons frony ack of request for this tool, which was due

to political stigma and the availability o e truments provided by European
institutions that supported sovereigpd arket acce. aduring that period.

Additionally, the European Unigt s (EU) new economic, mvernance framework entered
into force in April 2024. Thigt “iportant reform has an impe. »on the way the ESM grants
financial assistance as af =ss to these credit lines is tied to ¢ wria linked to the EU fiscal
rules.

As part of their £ gs in the toolkit review, ESM staff has proposeo e adjustments
to the preca ary loans.

First, th€ Cigibility criteria for precautionary instruments should be aligned witiii %2 new
fiscal Jles once the revised ESM Treaty has entered into force. This will ensure any
Member requesting support and complying with the agreed EU fiscal framewori »ad
er eligibility criteria, can qualify for the highest tier instrument: the Precautionary
Conditioned Credit Line.

Second, to address the hesitation by some countries to apply first, increase the efficacy
of its instruments and ensure they are better suited for future shocks, the ESM could
introduce group requests of financial assistance.

Third, a new instrument could be developed — within the existing or revised treaty — to
provide support for new external shocks. This would validate the sound economic policies
of the affected Members and eliminate the risk that drawing on the credit line would be
perceived as a sign of weakness.

In addition to precautionary instruments, existing instruments, like the Indirect Bank
Recapitalisation Instrument, could also be used to address new risks. Although created
and used before the introduction of important banking union elements, this tool remains
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relevant to adc systemic issues affecting several financial institutia® >"at the same
time, possibly ac multiple countries. It could also address finan stability risks
stemming from clima ange and from non-bank financial insti€ ~ons.

The revised ESM Treaty a.. yincludes the common back or the Single Resolution
Fund, which can be introduce %s soon as the treaty eg into force. It is an important
pillar of banking union. The Singit. Resolution Fund ch is financed by banks, will have
to repay the ESM loans. This way, ¢ k can bgf “solved without causing financial
instability and without costs to taxpayei« wak’ ;the introduction of the backstop even
more urgent.

The powerful shield ofZSM’s T@ading capacity

Staff also reviewed the ESM “available lending capacity, hich currently stands at €422
billion out of the €500 bj maximum amount. It is set to fa €68 billion after the
introduction of the bad Stop for the Single Resolution Fund.

The ESM’s mays am firepower is supported by its subscribed capita 708.46 billion,
of which €80 pillion was paid in by the euro area member states with emainder
committe callable capital.

Thed ximum lending capacity has been kept unchanged since inception of the £ .
e, a gradual decline of the ESM’s financial firepower can be expected over the i w-
2rm relative to the euro area gross financing needs. Still, the improved overall safety ne

activate ESM’s stability support. Therefore, the ESM’s maximum lending volume and
authorised capital stock remain adequate at present.

ESM stands ready

Europe’s deeper integration has happened during times of crisis. The ESM, born as a
response to the sovereign debt crisis, is a living testament to this. In addition, the EU and
its Member States have ramped up spending on common initiatives and instruments to
shield and help recover from various shocks.
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At a time whe o area resilience faces the threat of new challengegt "id public debt
levels remain higit. md divergent across countries, inspecting EU-1a¢ i financing is
unavoidable. With t aview, the ESM is doing its part to contri® e to the euro area’s
ability to weather future's. mcks, remaining agile and looking ays to adapt to
Members’ evolving needs.

Acknowledgements

The authors would like to thank DuSan Ko >vi? for his support with this blog post, and
Raquel Calero for the editorial review.

Further reading

Comprehensive review g8 Vie maximum lending volume, adet of the authorised
capital stock and fing# 7al assistance instruments

International Mgt “tary Fund (2023), Review of the Flexible Credit Line. ¥ae Short-Term
Liquidity Ling d the Precautionary and Liquidity Line
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