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@CEPH Presentation

* Overview of the main « circumstances » that matter
(investment needs, policies, trade-offs)

» Structural factors specific to Europe
(multipliers, investment complementarities, financial structure)

» Aligning policy priorities
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Summary

To stimulate and finance invesiment in Europe the three “policy stars” of Europe need to be aligned: the Capital Markets
Linion inifiafive, the €215bn Investment Plan, and the ECB's £1,100bn asset purchase scheme. They jointly face a unigue
£et of issues. First, the resilience and the cyclical performance of the European bank based system needs fo be improved.
Second, the “right” markets need fo be developed for banks fo outzource rigks without jecpardizing financial sfability. Third,
cross-border risk-sharing urgently needs to be rebalanced, because it has become, in the wake of the Great Recession,
overly reliant on debt instruments as opposed to equity. We argue that fo achieve alignment between initiatives, an overall
sirategic vision could:

» Set an explicit, holisfic sfrategy, ensuring that the instruments in the 1t Plan receive iate requlatory
treatment within the CMU, and are eligible to the ECB's purchaze programme and collateral.

= Set a sfrategic objective for the euro area financial structure. |t could be a “spare whe=l" model where (i) banks would
remain predominant (with capital markets as a countercyclical “spare wheel”), and (i) banks would outsource rigk through
covered bonds (with unfranched securifisation acting as the “spare wheel”).

# Proactively promote equity instruments in all three policy initiafives for more sustainable crozs border rick charing.

= Promote a new business model for "credit assessment” with a value chain featuring the credit information collected by
commercial and ceniral banks.

» Re-orientate the ECB's purchases away from sovereign debt instruments fowards the instrumenis that will finance the
Investment Plan, thoze of the so-called “agencies”, and private secior assels.

= Formally inwolve NPBs in the Investment Plan, preferably in the equity of the EFSI Fund.

» Improve the g of publici ex ante via independent, supra-national i it i and ex post
via strict disciplinary measures.

» Be pragmatic but tangible in the objectives zet for the Capital Marketz Union (focus on cross-border insolvencies and

improve national businese environmenie).
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A New Architecture for
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Circumstance #1
Europe (still) needs investment

Share of private sector investment in GDP
3%
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Source: Eurostat, Giannone et al. (2012)
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@CEPii Euro area public sector investment
halved to 2% of GDP in 35 years (% GDP)
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Euro area real GDP (including projections)

Circumstance #2
EMU needs loose monetary policy

{quarter-on-guarter percentage changes)

Euro area capital goods production and investment
confidence
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Source: ECB’s September 2015 Projections.

(and this may mean many things)
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Circumstance #2
EMU needs loose monetary policy

Contribution of components to euro area headline
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* Circumstance #3
Cross border equity is badly needed

* Circumstance #3 (bis)
Capital markets are still fragmented



Circumstance #3.
Policies and Diagnosis

* Investment Plan on the table...

« 3 pronged strategy (a fund, a list, an environment)
 EFSI now up and running

» Parallel initiatives (RELTIF, etc)

« €315bn

EEEEEEEEEE
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e ...CMU in the making...

» ...and Banking Union is on (although still missing key bits)

» Single Resolution Fund
» Deposit Insurance Scheme

www.cepii.fr
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» ...significant ECB purchases underway
 €1100bn
» Monthly purchases sped up
« Some scope for « Interntional » and « Agencies »
» Scope enlarged in a second step (good!)
» But still massively focused on sovereign debt
* No private corporate (yet)
* No equity (yet)
 CB and ABS modest

* R5P out, now road-showing

« Some ideas on « bridge finance »

» Some ideas on « single » capital market regulator
» Nothing on the ECB

 Not much on BU

www.cepii.fr
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RCEPI Structural factor #1: |
“““““““““““““““““ Investment complementarity

e Literature: Old & New — Aschauer (1989), Gramlich (1994) = (...) 2
Summers (2013)

 Framework: ECB’s New Area Wide Model (2008) (neo-Keynesian model
with real + nominal rigidities) & « public capital » as explicit input

« High fiscal multiplier on public investment. Persistent effects
(Positive effect on long-term growth)

« Strong multiplier compounded by complementarity public/private (in the long
run, public investment crowds-in, and not —out, private investment)



Fiscal multipliers by specific instrument

@
BRTRSIOAD PSS fO rt h e Furo area
Immediate One year later Two years later Five years later

Government investment (1.42) 1.53 1.57 (1.46)
Government consumption 1.38 14 1.41 1.38
Targeted social transfers 0.92 1 1.03 0.89
Taxes on consumption 0.55 0.8 0.87 0.71
Social contributions of employees 0.37 0.45 0.46 0.25

Source: Authors’ calculations.

Note: The numbers shown in the table represent cumulative, net present value multipliers, ie, the sum of output variations up to the
indicated year, divided by the sum of fiscal variations up to the indicated year, both discounted at the risk-free short-term interest rate.
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Source: Valla, Brand and Doisy (2014)
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e nrivate capital share =

s nrivate capital share =

Public and private investments are
complements, not substitutes, in the long term

Colors = complementarity public/private

0.9 and elasticity of substitution = 0.8
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0.85 and elasticity of substitution =04

0.85 and elasticity of substitution = 1.2

Plain/Dotted = initial public capital share
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An increase in public investment always

vields higher capital stock levels
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Structural factor #2:
Financial structure
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#1: European Financial Structure Bank-centric more than debt-
centric (more than equity centric)

Chart 1.a — Euro area nonfinancial corporates still biased towards Chart 1.b - ...and differences between the US and the euro area
loan financing... set to persist
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Source: ECB, Fed.
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Structural factor #2 ;
Financial structure

..and equity issuance is still tiny

www.cepii.fr

Chart 3 - Equity issuance of nonfinancial corporations
in the euro area small compared to the US
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Source: .European Central Bank (ECB) and Federal Reserve.
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Structural factor #2 :
Financial structure
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...while market-based economies tend to be more dynamic in
upturns
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Source: Griebine et al., CEPII (2015)
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RCEP' Structural factor #2 :
Financial structure

#2: Outsourcing risk: securitisation and untranched securities still
underdeveloped...while covered bonds are more contrasted

Chart 4 - Securitisation has remained muted in the euro area
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Source: . European Central Bank (ECB).The series presented here is the issuance of
securities by euro area financial institutions other than MFIs. It encompasses securiti-
sation and is shown here as a rough upper bound for securitisation in the euro area.

Chart 5 = Covered bond markets are heterogenously
developed (outsanding amounts)
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@CEPii Aligning Policy Priorities
 Formulate a holistic strategy CMU / Investment Plan / ECB

» A strategic goal for the European financial structure: « spare

wheel » model

» markets as spare wheel of banks
» securitisation as spare wheel of covered bonds

* A new value chain for the assessment of credit worthiness

e commercial banks
* central banks
* big data (cf IFC)

www.cepii.fr 20



@CEPii Aligning Policy Priorities

« ECB’s asset purchases: less sovereign debt but more
macroeconomic risk on the balance sheet

* Repair investment

* Formally network all providers of public funds around the EFSI
* Allow the EIB model to evolve

* Improve the governance of public investment (esp. at local level, but also higher up)

» Assign realistic and tangible objectives to the CMU

www.cepii.fr
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WCERH Key takeaways

* The policy approach should be holistic (ECB/EIB/CMU) and
ambitions realistic (CMU)

* A « spare wheel » model for the financial structure
« capital markets a « spare wheel » of banks
e  securitisation a « spare wheel » of covered bonds

* A new business model for the « credit assessment » value chain

* Re-orientate ECB’s purchases away from sovereign debt!



