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Profile of the Centre

for European Studies

The Centre for European Studies (CES), established in 2007, is the political
foundation and think tank of the European People’s Party (EPP). The CES
embodies a pan-European mindset, promoting Christian Democrat,
conservative and like-minded political values. It serves as a framework for
national political foundations linked to member parties of the EPP. It currently
has 26 member foundations in 20 EU countries. The CES takes part in the
preparation of EPP programmes and policy documents. It organises
seminars and training on EU policies and on the process of European
integration.

The CES also contributes to formulating EU and national public policies. It
produces research studies and books, electronic newsletters, policy briefs,
and the twice-yearly European View journal. Its research activities are
divided into six clusters: party structures and EU institutions, economic and
social policies, EU foreign policy, environment and energy, values and
religion, and new societal challenges. Through its papers, conferences,
authors’ dinners and website, the CES offers a platform for discussion
among experts, politicians, policymakers and the European public.
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Editor’s Introduction

Every five years officials of the European Institutions and German Public
Representations in Brussels come together to assemble a summary of
EU policies. They do so in order to help CDU/CSU’s candidates to
prepare for the European elections by informing them about the state of
play of the EU, the hot topics in Brussels and the policies that are
already in place.

These summaries provide useful and concise information for the
candidates; the information contained in them is handed to them on a
platter, ready to be used in debates and to inform their constituency.

In 2009 the Centre for European Studies (CES), the official think tank of
the European People’s Party (EPP), decided to produce a volume along
these lines in English, for campaigners from all EU countries, and the idea
for this book was born.

In view of the next European elections in 2014 the project would be
bigger, the summaries would become actual chapters and the readership
would be wider. Authors from various Commission departments and German
Institutions in Brussels have been invited to write about their fields of
expertise. The CES processed and edited the draft chapters into their final
versions, which form the core of this book.

Information is central to good decision-making. For a policymaker it is
crucial to have up-to-date information and to know the facts in order to
convince others of one’s ideas. For citizens it is important to form ideas and
make choices based on accurate information.



Editor’s Introduction

This book does both: it provides useful details, facts and insights for
Members of the European Parliament, policymakers and citizens who would
like to know more about EU policies. It is not a campaign manifesto, but
rather a discussion of a selection of EU policies that have an impact on our
lives and our economies.

This book contains 16 chapters on various EU policies, from financial
topics to justice issues to foreign policy. It gives a broad and in-depth
overview of the EU’s and Member States’ engagement in aligning issues that
concern all of us, across the borders of the Member States. It provides
information on the state of play and offers a glimpse of where we are
headed. The book is intended for anyone who would like to learn more about
EU policies, but especially for policymakers who wish to gain deeper
knowledge of specific areas of EU policy.

The European Union affects our daily lives. National governments
implement regulations and laws which have been made at the EU level. The
EU removes barriers between Member States, and we all profit from the
freedom of movement of people and services in the EU. However, it is not
always clear how these decisions are made, what policies are in place or the
consequences these have for citizens and the EU as a whole. With much
ongoing debate about reforming Europe, it is now more important than ever
to know more about EU policies.
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Europe and the Treaty of Lisbon:
Origin, Innovations and Future Prospects

The significance of Europe

The awarding of the Nobel Peace Prize to the European Union in the autumn
of 2012 was not only a recognition of the Union’s actions for peace; it also
underscored the Union’s role as an example of regional cooperation. The
Nobel Committee not only made clear the historical significance of the
European project but also laid out its future orientation.

Europe as a response to globalisation

The EU grew, of course, out of the experience of the horrors of the
Second World War, and it is no coincidence that the EU’s founders all came
from border areas that were the first to have been afflicted by war. The
founders included

e Konrad Adenauer from the Rhineland;

* Robert Schuman from Lorraine—he was, after all, born as a German
in the empire;

e Joseph Bech from Luxembourg, which was a German stronghold until
1867; and

e Alcide De Gasperi from Trento, which was still part of Austria at the
time.

Many of the founders were understandably marked by their war
experience—they would later, while dining together at a wine bar in
Strasbourg as Members of the European Parliament (MEPs), discover that
they had fought on the same section of the front line and had shot at each
other. Helmut Kohl also brought up the issue of war and peace from the
perspective of his personal experience of the post-war period, even after the
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end of his chancellorship. The key question was how war could be made
politically impossible on European soil. Jean Monnet found the answer in the
communitarian structure of the coal and steel industries, at that time
decisive for the outcome of a war, falling back on his personal experiences in
those industries before the First World War, when the German coal industry
and the French steel industry were linked so as to guarantee the delivery of
ore to the French mines as well as the production of the necessary supply of
energy for coal mining in the Ruhr region. But these experiences are, of
course, ancient history for today's young people.

From a self-critical perspective, however, it should be admitted that the
EU—not only Helmut Kohl—clung to this historical European political
reasoning for far too long and thus neglected to bring Europe’s current
foundations to the fore.

The EU’s function of providing protection in the face of globalisation has
become much clearer. However, the eastward expansion of the EU was
exploited by those who were opposed to the globalisation processes that
were occurring at the same time, instead of being understood as a response
to and a way of addressing globalising trends. A number of issues were,
therefore, forgotten:

e Since the middle of the 1990s, productivity growth in the EU has been
only half that of the US.

e Over the course of a good 20 years, 250 million farmers in China have
abandoned their farms and found employment in factories, working far
more than 35 hours a week and far more cheaply than factory workers in
Europe. The Chinese economy alone has grown at a rate of about 10% a
year for almost 20 years. Thus, Chinese economic output has more than
doubled within 10 years. Who, then, buys all these inexpensive ‘Made in
China’ goods—and complains about the loss of jobs in Europe?

¢ A similar development can be found in India. There are as many
engineers graduating there today as in the whole of the EU. Prussia’s
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ascent as a great European power began 250 years ago with
Frederick the Great teaching the Prussian population to read and
write during his 40-year reign—and Indian engineers are no less
creative than European ones. But some EU Member States have a
university dropout rate as high as 40%, and regular education is often
no longer provided in deprived areas. Aside from the individuals
affected, by allowing such problems to occur, Europe is making major
negative investments in itself.

To address these issues—and to draw conclusions from them—is difficult
for the Member States not only because of their redistributive reflexes but
because the contexts are not sufficiently explained to citizens. Austria is a
good example. Before Austria’s accession to the EU in 1995, there was an
unbelievably intense, professionally run government campaign for accession
that was supported by all societal groups. The pro-EU vote of Austrians was
overwhelming. There was nothing to follow up, however, even though the next
set of challenges was greater: the adjustments connected with accession and
the implementation of the Uruguay Round in 1992, with its reduction in trade
protectionism after the EU’s eastward expansion. The mood today in Austria
regarding European politics is among the worst in the EU—and this cannot
solely be attributed to the influence of the country’s largest newspaper.

Therefore, in the eyes of many—too many—EU citizens, the EU became
the catalyst for unbridled globalisation. And it did so at a time when options
for national identification had weakened as the result of an unparalleled
degree of mobility, plurality and flexibility. At the same time the leeway for
economic redistribution, which once cushioned this kind of structural
change, no longer existed. But since members of regional or national
parliaments prefer to distribute benefits, a third party was needed to state
the unpleasant truths, and a frequently prominent Europe was a suitable
target. Europe is close enough that it can be railed against convincingly and,
at the same time, far enough away that this goes unpunished. It is especially
difficult to accept the EU as an unfinished political system, a work in
progress, under these circumstances, particularly when citizens’ trust in the
organisational capacity of politics is declining in general.
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But if hiding behind Europe is beneath mature, open-minded citizens and
the Lisbon Treaty, as a treaty that brings what happens in Brussels back to
the voters, that is, the citizens, then this also means that the Treaty must
demand that the citizens become involved with Europe. In that case the
citizens, as voters, must grapple with a whole series of issues.

First, they must understand Europe as a partial but concrete response to
new worldwide dynamics. The shape of the global economic order in World
Trade Organisation (WTO) negotiations, the reorientation of financial market
regulations, the significance of an expanded Europe in global trade, the role
of Europe as a stabilising force and supporter of peaceful processes of
transformation, and the exemplary role of EU integration for economic and
political cooperation in other regions of the world, as well as the model of a
pluralistic EU are primarily an expression of the EU as an attractive model for
others. The undiminished desire for membership also arises from this. But
this also shows that the EU acts for national states because an individual
Member State —even one of the larger ones—is too small today to be able to
assert itself on a global scale.

Such a project must, of course, also be convincing to Europeans in
their daily lives. In this respect, one cannot get around the single market,
the objectives of Lisbon, the emotional aspects, and the financial and
sovereign debt crisis.

A Europe of results
Completion of the single market

Despite a single currency, the single market has not yet been
completed—in the view of citizens—in many concrete areas, and EU citizens
pay for this with a loss of efficiency. We will find the causes of the loss of
prosperity for EU citizens if we look at the still purely national energy
markets, the lack of patient mobility based in the national health systems’
fear of competition, the anachronistic distribution of frequencies that
prevents new business models and the quick closing of blank spots in
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Internet access for all, and the closing off of current markets for defence
equipment with its prevention of economies of scale.

Today, however, simply citing the abstract economic advantages can no
longer justify the intervention of the EU. All parties responsible for European
policy—at national or regional political levels—must make clear to the citizen
what EU activity means for him or her. This constitutes a Europe of results.
Take, for example, the mobile roaming issue, where there was simply no
single market for international calls because the competence of the national
regulator ended at the border; this fragmentation of power could only be
ended in a regulatory way at the EU level. But, as can be seen in the case of
the second roaming package' with its introduction of price ceilings for
international text messages, all national governments fully supported it from
the start, although the majority—in contrast to the EP —were opposed to the
Commission’s proposal of the first package. This was also a positive sign of
what the EP could achieve for citizens in collaboration with the Commission.

Europe 2020 strategy

The Lisbon strategy aimed to make the EU a competitive, knowledge-
based economic area by 2010.2 That the ambitious goals of this strategy
were not reached in the first decade of the twenty-first century is
undisputed. This strategy, however, was not stranded on the effects of the
Internet bubble on the world stock exchange or on 9/11 but on the fact that
the Member States, especially the large ones, did not trust themselves to
implement the adaptations that had been decided in Lisbon. In their follow-
up initiative, Europe 2020, which is based on the guidelines Commission
President Barroso® proposed to the EP for his re-election, the EU sought to
avoid precisely those mistakes.

But without binding, positive examples of meaningful EU actions that
benefit the citizens, neither trust in the EU nor an emotional bond with EU
citizens can be created. Of course, it is possible—to use a witticism of
former Commission President Jacques Delors—to argue that just as the
single market was not popular, so the Europe 2020 strategy will not be
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either. But, as on the national level, politics is successful only when it
addresses people’s emotions as well as their reason.

The significance of the emotional bond to Europe

Emotions have also been raised in many Member States by the question
of Europe’s borders, a question connected with the problems of expansion,
and not only in countries that border the former Eastern Bloc. The virtual
figure of the Polish plumber made an essential contribution to the ‘no’ of the
French referendum.

We could engage in a long discussion as to why it has come to this ‘no’,
and one point can quickly be agreed upon: the consequences associated
with the expansion, both positive and negative, were insufficiently
communicated to EU citizens or not communicated at all.

Of course, that can be countered with the question of why the EU does not
provide more and better information. The Commission would like to do so, but it
cannot be done in a comprehensive way with 27 Member States. The
Commission's capacity for the task is inadequate and information campaigns,
even when they are conducted, are derided as propaganda. But nothing can
change if, particularly, the party affliations of MEPs—in Germany for example—
are still concealed so that Brussels-bashing by the parties can continue
undisturbed.

Another factor here is Turkey’s accession to the EU, a topic that never
leaves the citizens of Europe indifferent. Whatever the details of an eventual
admission, the essential elements of existing EU policies—a common
agricultural policy, structural policy and personal freedom—cannot be
maintained. To that extent the criteria for EU accession—decided in
Copenhagen in 1993 but shoved into a drawer in the meantime—are
important.* Because EU citizens only vaguely understand the consequences
of Turkey’s accession, they want information. And why should Turkey, which
certainly does represent an interesting market, be able to join but Ukraine
not? The citizens discern that the policy has so far not presented a
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convincing programme, neither with respect to adaptive capacity nor
regarding Europe’s borders—and they have reacted negatively.

At present, the question of the debt crisis dominates European citizens’
attitudes to the EU. This is true both in the prospering northern Member
States such as Germany, where the idea of the exit of Greece from the
eurozone is popular without concern for any costs that may result, as well as
in the southern Member States, which, having lived beyond their means for
years, see the necessary economic measures as dictates, particularly from
Germany. It is obvious that solidarity under these circumstances, which
directly affect all EU citizens, can be practised only by a reinforcement of
integration with clear, enforceable rules.

The increasing plurality of interests and the growing complexity of decisions
demand a higher degree of political control. Surveys show that citizens realise
that national politics is no longer in a position to answer certain questions
satisfactorily. Accordingly, EU citizens are quite prepared to concede a greater
role to Europe, at the expense of national governments, in the problems they
find important today, such as bank supervision, domestic and foreign security,
questions of public health, environmental policy and so on. But the EU has
limited competences on these questions. The constitution would have made a
great deal of what is demanded of the EU legally possible. In contrast, the
Lisbon Treaty is a retreat, but it is, nevertheless, an advance over the status quo,
although it must be developed further with respect to a genuine and deeper
economic and currency union.

Increasing distance between the Member States and Brussels

Among the most important factors contributing to the inadequate
understanding of the European situation, however, are political styles at the
EU level that differ from those at the national level. Whoever wants to make
politics understandable must first give it recognisable faces. The Lisbon
Treaty has taken an important step in the right direction with the
appointment of a president of the European Council, the appointment of a
high representative and the strengthening of the position of the Commission
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president. These changes will contribute to a personalisation of European
politics which will be discussed in more detail below.

Even more important is that, as in all Member States, policies be
communicated for the most part in transparent political discourse.
Nonetheless, on the EU level, such transparency is found only in the
European Parliament (EP). Admittedly, this is due to the EP’s inherent
compulsion towards a larger coalition, for it is only as a large coalition that
the EP can impose its will on the Council (and thus the Member States). This
is because it is only in the EP that the national and economic conflicts of
interest of different stakeholders are settled openly and transparently,
particularly because there is no party policy in the political groups. This
transparency, however, is still lacking in the Council, as the second arm of
the legislature, because even the public negotiations that take place in the
minister’s councils have mutated into nothing more than a show. As long as
the cameras are running, representatives read prepared statements. Actual
negotiations and discussions begin only when the cameras have been
turned off. The public character of all Council sessions on legislative
proceedings, as decreed by the Treaty of Lisbon, has changed little.

If EU citizens would like more transparency in the decision-making
processes at European level, and if the implementation of national interests
is simply made secondary, then this is possible primarily for the EP, but not
for national or regional parliaments, even if national and regional politicians
want the voter to believe that it is possible. This is so because both levels
can only control the national government in the Council, if they can do even
this. Reality shows that only the British House of Commons, the Dutch
Upper House and the Danish Parliament control their respective
governments in the Council, because these Member States have provided
the structures needed to make this technically possible. In Germany, for
example, the highest court had to urge the Bundestag repeatedly on this
point, for instance regarding its decisions on the Treaty of Lisbon or the euro
bailout fund.
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The creation of the Treaty of Lisbon

Its origin

On 13 December 2007, in the Portuguese capital of Lisbon, the
heads of state and governments of the 27 Member States signed a
treaty to reform the EU. This new Treaty of Lisbon represented the
results of nine years of steady reform processes. The treaty, a
compromise between the interests of the EU Member States, came into
effect on 1 December 2009.

The Treaty of Lisbon made numerous improvements to the process of
European unification that had been repeatedly demanded by politicians of
the European People’s Party. These extended from an explanation of the
competences of the Union and the strengthening of the principle of
subsidiarity (i.e. the recognition of regional and local self-government in
preference to the strengthening of the EP and the national parliaments in
questions of EU legislation), through to the establishment of the social
market economy as the economic system in the EU and to the explicit
reference to the value of the Christian concept of humanity in the
Preamble, the Charter of Fundamental Rights and the ‘church article’ of
the new treaty.

The EU reform process started with the Treaty of Maastricht in 1991. This
created the foundation for an economic and currency union with a stable
single European currency. The political union demanded at that time by then
German Chancellor Helmut Kohl, of a Europe close to the citizen that was
also capable of acting both internally and externally, could not, however, be
achieved in Maastricht. The subsequent Treaties of Amsterdam (1997) and
Nice (2000) also brought only a few, isolated advances. The parallel, quickly
advancing expansion of the EU—from 12 Member States at the time of the
Maastricht Treaty to 27 today —therefore increasingly highlights the
considerable need for reform of the EU. In retrospect, the EU reform process
can be divided into three phases.
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The convention phase (1999-2003)

To prepare for the necessary reforms, the heads of state and
government held two conventions in succession. The first was the
European Convention of 1999-2000 under the chairmanship of Roman
Herzog, a former German President and former President of the German
Federal Constitutional Court, who was to work on a written fundamental
rights catalogue for the EU (as the Federal Constitutional Court had asked
him to do in 1974 in its Solange | decision). The second was the
Convention on the Future of Europe (the European Convention of 2002-3)
under the chairmanship of the former French President Valéry Giscard
d’Estaing. It was charged with the task of defining the competences of the
EU and its Member States, and the functioning of the EU institutions;
making the texts of the European Treaties more efficient and transparent;
and strengthening its democratic acceptance and the EU’s capacity to
act. In distinction from classical diplomatic negotiations, which had
determined European treaties for the previous 50 years, both conventions
were composed not only of representatives of the governments of the
Member States but also included, along with representatives of the
European Commission, national parliamentarians (two from each Member
State) as well as 16 MEPs.5 In both conventions parliamentarians were in
the clear majority. Moreover, the conventions met publicly, so that their
consultations could be followed by every interested citizen. On 2 October
2000, the first European Convention submitted the text it had adopted by
consensus for a Charter of Fundamental Rights of the European Union.
The Convention on the Future of Europe concluded its work on 10 July
2003 with the Draft Treaty Establishing a Constitution for Europe, also
adopted by consensus, which contained the integral Fundamental Rights
Charter in its second part.

The government conferences on the Treaty Establishing a Constitution for
Europe phase (2003-4)

The conclusion of the work of the Convention on the Future of Europe
in July 2003 brought the convention phase to an end. The governments of
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the Member States now took over reform negotiations again. In the second
half of 2003 and the first half of 2004 a government conference, convened
first under the Italian and then the Irish presidency, produced a new treaty
text. The government representatives adopted a good 90% of the drafts of
the convention. Finally, on 29 October 2004, the Treaty Establishing a
Constitution for Europe was signed in Rome. This treaty was intended to
put reform of the EU into practice. Although it would be ratified by 18
Member States (by referendum in Spain and Luxembourg, in which the
populations voted in favour by 76.7% and 56.5%, respectively), it
foundered on 29 May 2005 with the ‘no’ of the French population (54.7 %)
and of the Dutch (61.6%) four days later. The Eurobarometer surveys
conducted under the auspices of the Commission in June 2005 showed
that in France, in addition to internal political reasons, citizens were
primarily concerned about unemployment as well as—from the point of
view of many—a treaty that was too (economically) liberal and not social
enough in orientation. In the Netherlands, the most important reasons for
voting ‘no’ were inadequate information about the treaty, fear of both the
loss of national sovereignty and a European ‘superstate’, and concerns
about the costs of Europe as well as general political disillusionment. In
any case, the rejection of the treaty in two of the founding states brought
the EU reform process to a standstill.

The Treaty of Lisbon phase (2007)

After the Treaty Establishing a Constitution for Europe foundered in
2005, the 18 Member States that had already ratified it primarily
occupied themselves with taking up the reform process again. It was only
under the German presidency of the Council in the first half of 2007 that a
renewed attempt was successful. Of central significance here was the
Berlin Declaration, signed in Berlin on 25 March 2007 (the fiftieth
anniversary of the signing of the Rome Treaty) by German Chancellor
Angela Merkel as President of the EU Council; Hans-Gert Pottering,
President of the EP; and José Manuel Barroso, President of the European
Commission, in the presence of the heads of states and governments of
all the EU Member States. The Berlin Declaration reinforced the goals of
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the EU reform process (more democracy, the strengthening of the
protection of fundamental rights and an improved capacity to act for the
EU) and ensured that there would be joint efforts up until the European
elections in 2009 to put the EU on a new foundation.® On this basis, the
German presidency of the Council succeeded in negotiating a detailed
mandate for the convocation of a renewed government conference,
which was resolved on 21-2 June 2007 by the European Council.” Here
the German presidency of the Council could also count on the support of
the new French President Nicolas Sarkozy, who had been elected on 6
May 2007 and had already declared himself open to a simplified treaty.
The aim of the renewed government conference was to include in a new
treaty as much as possible of the reform content of the Treaty
Establishing a Constitution for Europe, while attempting to meet the
objections of those Member States that had not yet ratified the Treaty or
even (as in the case of France and the Netherlands) had expressly voted
against it. Starting with the content of the Treaty Establishing a
Constitution, the government conference, which had been meeting under
the Portuguese presidency since July 2007, prepared a new treaty that
would no longer be described in so highly a symbolic way as a treaty
establishing a constitution but instead simply as amending and reforming
the existing European treaties. On 29 December 2008, the conference
resulted in the signing of the Treaty of Lisbon in the Portuguese capital. In
the Preamble to the new treaty the 27 Member States emphasise their
common wish ‘to complete the process started by the Treaty of
Amsterdam and by the Treaty of Nice with a view to enhancing the
efficiency and democratic legitimacy of the Union and to improving the
coherence of its action’ (italics added).

But the draft submitted by the EU Commission at the end of November
for a deeper, true economic and currency union and the joint paper on that
subject by Council President Van Rompuy, Commission President Barroso,
President of the Eurogroup Juncker and President of the European Central
Bank (ECB) Draghi provided explicitly for an appropriate consolidation of
sovereign rights, as well as for responsibility and solidarity on the EU level,
which would demand an amendment of the treaty.
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The reformed treaty structure for the EU in the Treaty of Lisbon

From a legal point of view, the Treaty of Lisbon, unlike the Treaty
Establishing a Constitution, does not re-establish the Union and
completely reformulate its foundations in existing treaties. Constitutional
language is avoided. Thus, in the Treaty of Lisbon, the Treaty Establishing a
Constitution for Europe becomes the Treaty Amending the Treaty on
European Union and in the Treaty Establishing the European Community,
the Minister of Foreign Affairs becomes the High Representative of the
Union for Foreign Affairs and Security Policy, and European law and
European framework law again become the well-known guideline or
directive. The new treaty also distances itself from the establishment of the
symbols of the Union provided for in the Treaty Establishing a Constitution
(flag, anthem, Europe day, and so on), which the 16 EU Member States
explicitly acknowledged in a declaration annexed to the Final Act of
Lisbon. The Charter of Fundamental Rights is no longer integrated into the
treaty in full but only by a reference that declares it to be legally binding.
Finally, the government conference gave up the mention of the primacy of
Union law above national law. In place of that, a declaration also annexed
to the Final Act refers to the permanent jurisdiction of the European
Community after 1964, according to which European law has primacy of
application over national law.

The Treaty of Lisbon adopts about 90% of the content of the Treaty
Establishing a Constitution. The treaty incorporates the institutional and
substantive reforms confirmed at the government conference in 2007 into
the current Treaty on the European Union (the EU Treaty or TEU) and the
prior Treaty Establishing the European Community (EC Treaty). The EC Treaty
is renamed the Treaty on the Functioning of the European Union (TFEU). This
does not, admittedly, lead to a concise, handy constitutional text, as many
European federalists had hoped, but to a quite remarkable reorganisation
and simplification of European primary law.

In addition, the Treaty of Lisbon clarifies that it is on the amended TEU
and EC Treaty—both core treaties of the Union—that the Union ‘shall be
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founded’ and that the two treaties will have ‘the same legal value’, that is,
they equally represent primary law of the EU. Moreover, the Treaty of
Lisbon presents a systematic division of the Union’s primary law, as had
been recommended for some time by scholars, the Commission and the
EP, and as had been considered in the Convention on the Future of Europe.

The most important general guidelines for the essence of the EU are
attributed by the Treaty of Lisbon to the TEU, which thus becomes the
‘general part’ of the reformed Union primary law. In this sense the reformed
TEU sets the objectives and values of the Union; the relationship between
the Union and its Member States and the principles for the delimitation and
exercise of Union powers; the fundamental rights to be recognised in the
legal system; the democratic principles of the Union, particularly EU
citizenship and the role of national parliaments; the organs of the Union as
well as its composition, competences and decision-making procedures;
the possibility of strengthened collaboration between willing Member
States; the general provisions on the foreign actions of the Union, including
the common foreign and security policy and the common security and
defence policy; treaty revision procedures; the procedures on accession to
and withdrawal from the Union; general provisions on the territorial scope
of the treaties as well as their duration; and, finally, the official languages of
the TEU.

The Treaty of Lisbon devolves to the TFEU the substantive individual
provisions on the various political areas of the Union, as well as institutional
and detailed procedural regulations on its functioning. The latter thus
becomes a special part of the reformed Union primary law. The TFEU,
accordingly, contains

e the individual categories and areas of Union competences;

e generally valid provisions for the objectives and principles to be
observed in the exercise of its competences;

e the individual provisions on its internal policies and measures for a
single market on agricultural and fishing policies;
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e provisions for the area of freedom, security and justice;
e economic and currency policies;

¢ social, environmental, research and industrial policies;

e the specific provisions for foreign activities;

e the procedures for concluding international agreements;
e detailed institutional and financial provisions; and

e general and final provisions.

In addition to the TEU and the TFEU, there are other texts that can be
characterised as supplementary Union primary law. Here one finds in
particular the (now legally binding) Charter of Fundamental Rights, which
was published anew in the Official Journal of the European Union in
December 2007, to which the TEU refers and of which it explicitly states
in Article 6(1), ‘The Charter of Fundamental Rights . .. shall have the
same legal value as the Treaties’. Furthermore, the Euratom Treaty is
also part of supplementary Union primary law. The text of this treaty, as
in the Treaty Establishing a Constitution, was not integrated into the
newly composed treaty provisions because of political controversies
about the future use of atomic energy, but in line with the first recital in
Protocol No. 2 annexed to the Treaty of Lisbon, ‘should continue to have
full legal effect’.

This comprehensive restructuring of European primary law made
possible the landmark decision, which had already been taken in the
Convention on the Future of Europe and was confirmed in the Treaty of
Lisbon, to grant the EU legal personality and allow it to act legally in place of
the European Community. This made it somewhat easier to present
European matters both to the citizen and in international relations since a
distinction was no longer to be made between the European communities

35



Dr Rudolf W. Strohmeier, Dr Clemens Ladenburger LL.M. and
Prof. Dr Martin Selmayr

(which until then had been separate from the EU) and the EU (which
previously had not been invested with legal personality).

In legal respects, as well, a great deal was made much simpler through the
reorganisation of the treaties—the Treaty of Lisbon signified the end of the
complex pillar system of the EU, which since the Treaty of Maastricht had
demanded a precise legal and political distinction between political areas
under Community law (for instance the single market, competition policy,
currency policy and agricultural policy) and fields of activity regulated by Union
law (in particular the entire area of home affairs and justice). The coexistence
until then of supranational European Community law and Union law (which
was to a certain extent under neither parliamentary nor judicial control) was
replaced in the Treaty of Lisbon (as already provided for in the Treaty
Establishing a Constitution) by one Union law. In the reformed Union law the
same organs now issue legal instruments with equal effect according to the
same decision-making procedures in all political areas, with some exceptions
in the area of Common Foreign and Security Policy (CFSP). The Union organs
here are under parliamentary control in the same measure and equally subject
to the jurisdiction of Union courts. This is an important structural step in the
direction of more transparency and the rule of law in the EU.

The most important reforms in the Treaty of Lisbon

Competence guidelines and monitoring of subsidiarity

The treaty introduces clearly structured guidelines for competences for
the first time. In particular, three essential competence categories are
defined, namely exclusive competences of the Union, shared competences
and, finally, areas for purely supporting, coordinating and supplementary
activities. For each of these competence categories the new treaty lists the
fields of activity belonging to it, according to the kind of competence. The
entire range of competences arises, in addition, in the detailed provisions for
every policy, which as a whole were changed little (more on this below).
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The ‘dispositive competences clause’ in Article 308 of the EC Treaty is
retained in Article 352 of the TFEU, though in slightly reduced form, because
actions by the Union must now take place ‘within the framework of the
policies defined in the treaties’ and require—in addition to the unanimous
decision of the representatives of all 27 Member States —the consent of the
EP as well. Moreover, the national parliaments retain an explicit right to
submit subsidiarity objections against the invocation of this clause. In any
event, the time of the extensive use of this clause lies far in the past; it is
necessary today mainly in unanticipated crisis situations.

In subsidiarity monitoring the treaty explores innovative avenues. Thus, in
the future, national parliaments can introduce subsidiarity objections through
an early warning mechanism early in the legislative proceedings directly to
the Commission to compel it to reconsider its proposal. Further, they can
(like the Committee of the Regions) bring an action against enacted laws or
frameworks because they violate the principle of subsidiarity. This right
belongs to every single house of national parliament, including, for example,
the German Federal Council. With this, the Treaty of Lisbon concedes to the
national parliaments for the first time their own place and a direct voice in
the institutional structures of the EU. At the same time, it emphasises
incomparably more clearly than previous treaties the significance of regions
and municipalities. The new treaty recognises explicitly, above all, regional
and local self-government (Article 4(2) of the TEU) and also allows the
Committee of the Regions to bring subsidiarity actions. Altogether, the Treaty
of Lisbon thus brings a definite end to the earlier ‘blindness of European law
to the regions’.®

Reform of EU institutions

A central concern of the Treaty of Lisbon was to reform the functioning of
EU institutions so that their efficiency was ensured even after the expansion
of the EU to 27 Member States. With respect to the Commission, next to the
strengthening of the position of its president by his expanded authority to
set guidelines, his right to dismiss commissioners and his election by the EP
(see below), the treaty is concerned, above all, with the composition of the
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college. In fact, the Treaty of Lisbon provides for a scaled down college as of
2014, whereby the number of commissioners will be equal to two-thirds of
the number of Member States, and the Member States are to have a strictly
equal rotating right to propose legislation (a system that had been suggested
in the Treaty of Nice). According to the concessions agreed upon in Ireland in
December 2008, use should be made of an exemption provision in the new
treaty so that the Commission can also continue to have one member per
Member State after 2014 (see below). The powers of the Commission are
not essentially changed in the Treaty of Lisbon but are consolidated and
clarified. Points worth mentioning are the expansion of its monopoly on
initiatives and its power to start treaty infringement proceedings in the whole
area of justice and home affairs, the clarification of its right to represent the
EU internationally (with the exception of CFSP), as well as its right to adopt
delegated acts. In addition, the position of the president is strengthened
because he has the right, among others, to dismiss members of the college,
as did in fact happen when Commissioner for Health, John Dalli, resigned
over an alleged fraud case.

With respect to the functioning of the Council of the European Union and
the European Council, three aspects are dealt with: the Council presidency,
the voting arrangements and the expansion of the qualified majority vote.
The most important step forward is the expansion of the qualified majority
vote (44 new cases). This concerns in particular the area of freedom, security
and justice, which includes border controls, asylum, immigration, Eurojust
and Europol (on this see below), as well as CFSP, albeit more cautiously.
Admittedly, unanimity here still holds in principle, but not if a CFSP act is
adopted on the basis of a proposal of the high representative after a request
by the European Council. The qualified majority vote is also introduced for
some essential aspects of the functioning of the Union, such as comitology
and court reform. In contrast, unanimity remains the same in tax law and in
social policy.

As of 31 March 2017 another system of qualified majority will be

introduced. This rests on the principle of double majority, which will be
attained (in general) with the votes of at least 55% of the Member States that
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represent 65% of the population. A blocking majority here must represent at
least four Member States. This system is completed by the so-called
loannina mechanism,® which makes it possible for a group of states below
the stipulated blocking minority to demand a continuation of the debate for a
reasonable period of time.

The system of the six-monthly rotation of the presidency is retained for the
Council formations that are responsible for internal policies but is abandoned
for the European Council and the Council of Ministers of Foreign Affairs. The
current president of the European Council or the high representative of the
Union will act in place of the rotating presidency in foreign and security policy.
This will reduce the importance and visibility of the six-monthly rotating
Council presidency of a Member State in the future, but, in exchange, the
consistency and importance of EU foreign policy will be strengthened.

The composition of the EP has been reworked in the treaty: the number
of seats is limited to 751 (750 plus the president). The share held by each
Member State is no longer set down in the treaty but in an act of the
European Council on the proposal of the Parliament, which must follow the
principle of degressive proportionality with a minimum threshold of 6 MEPs
and a maximum of 96. These rules were not able to be applied during the
European election in June 2009. The EP was thus elected in accordance
with the Treaty of Nice (736 seats, of which 99 were reserved for Germany).
But, in line with the resolutions of the European Council of December 2008,
a protocol for temporarily amending the treaty was introduced in 2010, in
accordance with which 18 MEPs were still nominated for the current
legislative period 2009-14.

Reinforcing the principle of democracy
Strengthening the EP
The Treaty of Lisbon reinforces the democratic legitimacy of the EU in

multiple respects. In the first place, there is the strengthening of the EP,
making a leap unprecedented in its history. It becomes a co-legislator in
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almost all political fields. Newly added are more than 30 individual areas,
including core policy areas such as agriculture, justice and home affairs
(asylum, immigration policy and criminal law), structural funds and the
Cohesion Fund, and trade legislation, as well as reform of the EU's
jurisdiction. Only where the Council still acts unanimously can it adopt laws
after merely consulting the EP.

In budgetary procedures the EP now has a strictly equal position with
that of the Council. The distinction between obligatory and non-obligatory
expenditures—in the former, particularly in agricultural policy, the Council
had the final say until now —has been dropped.

International agreements of the EU need, as a rule, the consent of the EP
if the subject areas involved are those for which internal legislative
proceedings apply. This is an enormous expansion over the previous treaty
and will lead to the obligation to endorse all meaningful agreements,
including those in the WTO area.

With the introduction of the delegated acts, the implementation
arrangements are adopted on the EU level by the Commission according to
procedure, which grants equal right of control to the EP with the Council.

The EP elects the Commission president on the basis of a proposal
that the European Council makes with a qualified majority. Here the
balance shifts more towards the EP. What counts is not only that the act
of Parliament is now qualified as an election and not as an approval of the
nomination by the European Council. Also, the Council proposes its
candidate after taking into account the elections to the European
Parliament and this proposal has to find an absolute majority in the EP
(see Article 17(7) of the TEU).

The democratic legitimisation of the EU does not depend only on the
position of the EP. Other innovations in the draft Convention contribute
decisively to strengthening it, such as, for instance, the augmentation of the
role of national parliaments in the decision-making procedures of the EU,
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especially the direct involvement of the national parliaments in monitoring
subsidiarity (see above). It also introduces the rule that the meetings of the
Council as legislator are to be public.

Greater monitoring of subsidiarity in the Treaty of Lisbon

In a material sense, the Treaty of Lisbon proposes only a small yet not
unimportant clarification of the definition of the principle of subsidiarity:
according to the new wording of the article, both criteria (insufficient
achievement of goals by the Member States, better achievement of goals
by the EU) must be met in a clearly cumulative way. The requirement of
the true added value of the Union level thus cannot simply be assumed,
as is apparent in the current treaty provision (see Article 5 of the TFEU:
‘but more’ instead of ‘and . . . therefore’ as previously in Article 5 of the
EC Treaty).

But the Treaty of Lisbon favours strengthened monitoring of political
subsidiarity. This is established in an entirely new early warning mechanism
for use by the national parliaments, which is arranged in a new subsidiarity
protocol that replaces the current protocol of the Treaty of Amsterdam. This
mechanism runs as follows:

¢ A national parliament or house of a national parliament may, within
eight weeks of the transmission of a draft legislative act, explain in a
reasoned opinion to the Commission, Council and the EP why it holds
that the draft does not comply with the principle of subsidiarity.

e Every national parliament has two votes: in the case of a bicameral
system, each house has one. In any case the Commission, Council
and the EP have to consider the reasoned opinions, regardless of the
number of votes.

e |f reasoned opinions are issued by parliaments with at least one-third

of all the votes, the Commission must review its draft and give
reasons for its decision (withdrawal, amendment or maintaining).
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e |f reasoned opinions are issued with at least half of the votes and the
Commission maintains the draft nonetheless, the legislative procedure
can be stopped by a specific resolution of the Council (with a 55%
majority of the states) or the EP (with an absolute majority).

Another new point in the Treaty of Lisbon will strengthen the monitoring
of political subsidiarity in practice as well, namely, the principle of openness
in the Council: all consultations and voting in the Council on legislative acts
are, in the future, to occur in open session. The increased transparency that
results will help the general public, as well as national parliaments, regions
and organisations, to follow the acts of the respective ministers in the
Council, including on issues of subsidiarity.

Also, the reduction of the number of Commission members in the Treaty
of Lisbon to two-thirds of the number of Member States would be more
conducive to solidarity than a large Commission in which 27 or more
portfolios need to be created. According to the concessions to Ireland
agreed upon in December 2008, use should be made of an exemption
provision in the new treaty so that the Commission could also continue to
have one member per Member State after 2014.

Finally, the new subsidiarity protocol enables the national parliaments or
any house of those parliaments to bring a new subsidiarity action before the
European Court of Justice (ECJ) subject to the respective national legal
system. Such actions should certainly, in any case, come from Germany.
Moreover, a similar right to bring an action is granted to the Committee of the
Regions. Because the principle of subsidiarity is justiciable in only a limited
way, the actual significance of the new protocol depends on whether the ECJ
will extend its purview to actions concerning the overstepping of
competences. Despite the careful wording of the protocol, this is not
excluded, for adherence to the competences of the EU is logically prior to the
principle of subsidiarity, and judicial control is also more easily accessible.

Already in May 2006 the Commission had decided on the initiative of its
president to forward all its proposals directly to the national parliaments and
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to give them the opportunity to submit a reasoned opinion on, among other
things, subsidiarity and proportionality (the ‘Barroso procedure’). This
initiative was well received by the national parliaments and represents a
partial anticipation of the new mechanism for monitoring subsidiarity in the
Treaty Establishing a Constitution for Europe, which was once again
reinforced in the Treaty of Lisbon.

Practically speaking, the most important innovation in recent years has
been the explicitly elaborate impact assessment system of the Commission,
the central part of its agenda for better regulation. Primarily through the high
level Impact Assessment Board set up in 2006 in the Commission, the
examination in its entirety of the impact of the regulation proposals being
drafted is much more efficiently ensured. This will also lead directly to
subsidiarity problems becoming better known in the Commission and being
critically assessed. At the beginning of 2010, the standing of this board was
increased by President Barroso in that he granted it a de facto right of veto
in the departments’ internal voting process with respect to insufficient
impact assessments. A continuing problem is that the Council and the EP,
even if they do not yet discuss changes, however sweeping, to the
Commission proposal, cannot carry out any impact assessment on their
own, although this has long been required by the Commission.

With these regulations, especially the political early warning mechanism,
in the hands of national parliaments, the Treaty of Lisbon can lead to
stronger monitoring of subsidiarity if the national parliaments make use of
the mechanism. They will need to be efficiently organised to process the
legislative proposals of the Commission quickly and also to be able to vote
with other national parliaments. Because the Commission’s proposals do not
come out of the blue but are based mostly on public consultations, this is
entirely possible. For the rest, the national parliaments in the Conference of
Community and European Affairs Committees of the Parliaments of the
European Union (on the basis of the Barroso Procedure) have already begun
to coordinate their monitoring. Even if it is likely within the framework of the
early warning mechanism that the formal quorum of a third or even a
majority would seldom result in hegative reasoned opinions, the mere
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existence of the mechanism, like that of the right to bring an action, will
further strengthen the importance of subsidiarity issues.

In any case, the regulations made are clearly superior to the
alternatives discussed in the Convention on the Future of Europe. Both a
special (administrative or political) subsidiarity monitoring organ on the EU
level, and its own court of competence staffed with national and European
constitutional judges, were rightly rejected. The former idea represented
the structure of a wider EU bureaucracy, whose political importance would
be less striking because of its special task than the reasoned opinions of
national parliaments. A court of competence of its own, alongside the
ECJ, would be completely impractical. The monitoring of the legal
foundations of the EC Treaty cannot be separated from the other
interpretations of Community law, and the establishment of a second
European court would not lead to different thinking on European law than
in the ECJ, whose judges also come from the Member States and are not
appointed by EU organs.

Fundamental rights and the protection of rights

The Treaty of Lisbon made the Charter of Fundamental Rights legally
binding. Here are some of the principles necessary to understand it:

e The Charter presupposes the current level of protection of the
European Convention on Human Rights (ECHR) but goes beyond it in
various respects and adds fundamental rights that were still
completely unknown in 1950, for instance, the prohibition of the
reproductive cloning of human beings (Article 3(2)).

e Like the catalogue of fundamental rights in the German Constitution,
the Charter cites the inviolability of human dignity in Article 1 and thus
shows from the beginning its value orientation and the Christian
concept of humanity behind it.
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e The Charter includes only citizens’ and human rights and does
not in any way create new EU competences; in principle, it should
not be invoked for an expanded interpretation of existing
responsibilities.

e In principle, the Charter is binding on the Union organs and on the
Member States only ‘when they are implementing Union law’ (Art. 51
(1)). The UK and Poland have also declared in a protocol that they
have certain reservations but must view the fundamental rights in their
entirety as general legal principles of EU law.

Furthermore, the treaty provides for the EU itself joining the ECHR. This is
to appreciate that the citizens of the Union retain the same protection from
the Union organs through the Strasbourg Court as they have always enjoyed
from the Member States.

In addition, several protection provisions are included that were heavily
criticised in the past. Above all, the general regulations on judicial
monitoring by the ECJ were also extended over the area of justice and
home affairs, in particular what was until then the third pillar, including
Europol's activities. At the same time, the right of private individuals to
bring an action to the ECJ, a right that often was criticised as too
restrictive, was relaxed somewhat.

Association with values and religion

The EU’s adherence to values and the significance of religion are
considerably more clearly expressed in the new treaty than previously. Thus
the Preamble to the TEU now refers to the ‘cultural, religious and humanist
inheritance of Europe’ from which the EU ‘draws inspiration’. The essential
values and objectives of the Union are better expressed in the Treaty of
Lisbon. The new Article 2 of the TEU holds to the following values: human
dignity, freedom, democracy, equality, rule of law, the observance of human
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rights, pluralism, non-discrimination, tolerance, justice, solidarity and
equality between men and women. Among the objectives of the Union in
Article 3, those of peace, a competitive social market economy, sustainable
development, cultural plurality, solidarity, social cohesion, and free and fair
trade are highlighted. Finally, it is remarkable that an article on churches has
been added. This article converts into a rule of primary law the currently
non-binding guarantee of the place of churches and religious as well as non-
confessional organisations.

Establishing the social market economy as the economic system
of the EU

According to Article 3(3) of the TEU, the EU was to work in the future on ‘a
highly competitive social market economy, aiming at full employment and
social progress’. This regulatory postulate by Alfred Miller-Armack and
Ludwig Erhard, which is law in the German Federal Republic, has the
status of economic constitutional law for the EU and its 27 Member
States. The Treaty of Lisbon adds other principles of economic
constitutional law that are borrowed from German thinking: the priority of
price stability and therewith combating inflation for currency policy; the
strong independence of the ECB as an institutional safeguarding of price
stability; the requirement of healthy public finances; and the principle of
competition that, despite French attempts to remove it from the new
treaty, is still an important part of European treaties. A European economic
government equipped with economic, tax and socio-political
competences and a strong budget is not part of the Treaty of Lisbon.
Instead, economic, tax and social policy continue to be broad national
competences, even if the need for coordination has risen sharply in a
market that is becoming ever more integrated, especially in view of the
debt crisis in the states. For that reason the existing frameworks of the
treaty are now being used more widely to promote powerful economic
governance.
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Specific policy areas

Foreign and security policy

The Treaty of Lisbon is intended to strengthen the activities of the
Union as a real force on the world stage. The office of the High
Representative for Foreign and Security Policy serves this purpose
primarily, combining the three functions of a vice-president of the
Commission, commissioner for foreign policy and the chairman of the
Council formation for foreign affairs, and that of the previous high
representative for CFSP in one individual to whom the European External
Action Service is answerable. The creation of the single legal personality
of the Union, which puts an end to the present confusion between the
European Community and the EU, will also essentially help the Union to
assert itself better on the international stage.

The intergovernmental features of the actual CFSP are widely retained,
including the reduced role of the EP and the ECJ, and the decision-making
process in the Council. Thus, in principle, the rule of unanimity still applies,
to which there is, however, an interesting exception: proposals by the High
Representative after a request by the European Council. In the area of
security and defence policy the treaty sets new forms of closer collaboration
between individual willing Member States, culminating in the recognition of a
mutual assistance obligation.

What merits consideration in the area of the common Europeanised
external relations of the Union is that the treaty qualifies the common
commercial policy as the sole competence of the Union and at the same
time introduces in principle the normal common decision-making process,
the qualified majority and co-decision or consent of the EP. But the sole
competence, which avoids having to ratify agreements by the 27 Member
States, also only holds for external relations. Commercial agreements in the
area of culture, for example, do not lead to an unwanted ‘shifting’ of
competences in internal relations between Member States and the EU.
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Freedom, security and justice (asylum, immigration, civil and
criminal law)

Further ahead still of foreign policy is the policy area in which the Treaty
of Lisbon brings the clearest advance in integration. It provides the de facto
communitisation of the third pillar, thus police and judicial collaboration in
criminal matters. Accordingly, as in all other areas, regulations and directives
will in future be proposed by the Commission and approved jointly by the EP
and the Council. In principle, the latter acts with a qualified majority (not in
questions of operational police collaboration and only to some extent in the
harmonisation of criminal law). The ECJ will be able (after a transition period
of five years) to grant almost full legal protection and can also be called on
by the Commission in treaty infringement proceedings. The Commission
enacts the necessary implementation provisions on the Union level and
negotiates international agreements.

The price for this true quantum leap was the expansion of the opt-out
possibility for the UK, Ireland and Denmark in the entire area of justice and
home affairs. It still ended in a complete reformulation of the legal
foundations of police and judicial collaboration in criminal cases to make
them considerably more precise than the vague previous provisions in the
TEU that ultimately allowed everything. The transition to majority
decisions and the more efficient instruments of the Community
presuppose that the new Treaty focuses on core areas in which European
activity is truly required.

In the already communitised area of domestic policy (asylum,
immigration and border controls) the Treaty sets ambitious goals that had,
however, been agreed upon politically for some time by the European
Council. It also makes the ordinary legislative procedure applicable, thus the
qualified majority in the Council and co-decision with the EP. This also holds
for the creation of a European asylum system and an integrated external
border security system. For immigration policy, the transition to a qualified
majority, as in criminal law, in return for a clear delimitation of competences
(added at German urging) was reached. The Member States are only
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responsible for determining how many third country nationals looking for
work may enter.

Other Policy Areas

Other policy areas have been changed only on very isolated points. In
particular, the competences and decision-making mechanism in the areas of
the economy and social affairs remain virtually unchanged. Here are a few
examples of isolated changes:

e Energy. A new unified legal basis is provided for, by which measures
can be implemented regarding the functioning of the energy market, the
security of the energy supply, energy efficiency and the development of
renewable energy as well as the connecting of energy grids. Further, a
clear reference is inserted to the solidarity between the Member States
in the area of energy. Expansions of competences here are hardly
opposed to the present legal basis, but the coherence and efficiency of
this policy, which has become central, has been increased.

e Economic and Currency Union. In procedures for monitoring
budgetary discipline, the Commission can in future issue a first
warning to a Member State. Further procedures remain what they
were before. For the rest, the Member States belonging to the
eurozone (16 when the procedure was initiated) can decide in the
Council itself, that is without the voting rights of other states, on
special measures for the monitoring of their budgetary discipline and
on guidelines for their economic policy, irrespective of general
sanction procedures and the guidelines adopted for the EU as a
whole. This new legal basis (Article 136 of the TFEU), previously
ignored for the most part, has proven to be an indispensable basis for
the legislative package for strengthening the Stability and Growth
Pact (SGP); it increased effectiveness as it provided for implementing
previous radical sanctions against euro states where there had been
excessive budget deficits or a lack of action to counter dangerous
macroeconomic inequalities.
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e Services of general economic interest. A new protocol defines the
general value of these services. Further, a new legal basis would
make it possible to determine the principles and conditions for its
functioning (within narrow limits).

e Space. The introduction of a new legal basis by which the Union can
introduce a European space policy, including a European space
programme.

The treaty contains other marginally new competences for the support of
tourism, sports and civil protection.

Outlook

Dealing with the financial and debt crisis

The euro has already been briefly mentioned. The heads of government
decided at the 2008 December Council that the economic recovery plan of
€5 billion was not of decisive significance from a purely budgetary
perspective.’® Much more important was that the EU Commission was able
to force through the strengthening of the SGP and enforce both the
substance as well as the monitoring of the EU economy as a result of the
faster decisions for state aid, which is the basic condition for a single
market. That several Member States already had the axe in their hands
should not be especially emphasised. In the meantime the EU, as the EP
had long demanded, had approved far-reaching legislation for regulating and
monitoring the financial markets (see the chapter on economic governance
for more on this).

A new, yet much more serious challenge to the credibility of the EU was
the arrival of the debt crisis caused by Greece in early 2010 that, given the
almost irrational reactions of the markets, seemed to threaten even the
existence of the euro. This danger was averted by determined action on the
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part of the EU organs and the states of the eurozone. Provisional stability
mechanisms—that is, a bailout fund—were created to give financial help
under strict conditions to euro states in dire straits. So that such a stability
mechanism could also be made permanent and legally unassailable after
2013, it was decided by the European Council in March 2011, exclusively at
the wish of the German government, to simplify a clarifying change in the
treaty. At the same time, as of the summer and autumn of 2010, the
Commission introduced a far-reaching legislative sharpening of the Stability
and Growth Pact, as well as a radical reform of the economic coordination
within the framework of the European Semester, in order to ensure that the
finances of any single Member State, and particularly those in the eurozone,
would not get out of control again. The first European Semester was
successfully implemented in the first half of 2011.

On the relativisation of the subsidiarity problems in current practice

A glance at the political reality shows that subsidiarity problems arise
relatively seldom. This has to do, first, with the fact that the total number of
European Community acts accepted annually in comparison with the peak
times of the production of European Community regulations (such as during
the time of the Delors Commission) is clearly diminishing. But above all, 15
years after its introduction, the subsidiarity principle has been largely
internalised among the politicians and officials in the organs and Member
States. Even in the Commission’s preparatory work, ideas inimical to the idea
of subsidiarity were for the most part ruled out by the General Secretariat, the
Legal Service or other departments or on the political level, without this
coming out. The reformed impact assessment system and its board will do
everything it can.

For that matter, subsidiarity is a dynamic concept, the assessment of
which changes naturally over the course of time. Changed circumstances
today require action on the European level in areas that a few years ago
would be left even more to the Member States, for example, energy policy
and climate change; and regulations concerning, and supervision of, justice,
home affairs and (completely current) financial markets, as was necessary
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for the euro bailout. Conversely, within the area of EU social legislation, a
discernible deceleration in comparison to the 1980s and 1990s has
occurred. By and large, it can hardly be disputed that the current legislative
priority of the EU reveals the great challenges of the time, such as
globalisation; the financial, economic and currency crises; energy security;
and climate change. These challenges today require more European
legislation than could have been expected five years ago. The question
connected with this is whether, parallel to that, the return of competences to
the Member States—as various national parliaments have demanded —
should not also be considered so that there is increased acceptance of EU
legislation.

Also undergoing change is the choice between the instruments of
regulation or directive (actually a question of proportionality). If the
preference for directives was so popular in the 1990s that it was highlighted
in the protocol on subsidiarity in the Treaty of Amsterdam, the pendulum has
now swung in the other direction. Today there is often a preference for
regulation expressed —without any complaint on the part of the Member
States—in order, for instance, to be able to respond more quickly to the
financial crisis (for example, the regulation on rating agencies) or to avoid
bureaucracy in connection with monitoring the implementation of legislation
in protracted treaty infringement proceedings.

Typical difficulties in dealing with subsidiarity issues

In the few true problem cases some typical difficulties in dealing with
subsidiarity issues can be seen, which should be brought to light in the
interests of a genuine political debate.

First, the administrative support of Member States can vary a great deal.
Many problems that from a German or French perspective, for example,
could continue to be left without difficulty to German states or a professional
centralised public service are viewed entirely differently in certain other
Member States. There, Community regulations first make it possible to also
demand a more effective administration of treaty infringement and other
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monitoring proceedings. This should be considered in discussions on, for
example, environmental policy —on soil protection, for instance.

Second, subsidiarity is a matter of opinion. The assessment of
subsidiarity often ends up being very subjective and depends on different
national experiences, backgrounds and interests. For example, the German
problem with anti-discrimination directives is not understood at all in many
other Member States. This could have something to do with cultural
assumptions that are different in Scandinavia or in the Romance countries
but is also related to a special German legal tradition, in which treaty
autonomy is more highly valued than elsewhere. Or, to cite a different
example, if the Commission repealed the norms for the quality of fruit and
vegetables (the curvature of cucumbers and so on), thus eliminating one of
the classic criticisms of subsidiarity, it would then have to support
subsidiarity issues against the tangible interests of industry.

Third, subsidiarity can be unpopular. Every now and then it amounts to
rather symbolic legislative acts, in which reasoned subsidiarity objections
are deliberately put aside in view of the high sympathy value that the
principle has for the EU. Examples are the EU ban on importing dog and cat
fur (which was actually of minimal economic significance), and the provision
of food aid by the European Community to the needy (as a consequence of
the reform of the Common Agricultural Policy, the giving of food aid is not
really possible from intervention stores, so it was proposed to give it as EU
financial assistance for the procurement of foodstuffs in the market). For the
rest, the initiatives mentioned here are in no way inventions of the
Commission but demands by the Member States and the EP.

Transnational civil society and European identity

According to Wolfgang Schmale, the EU came into being against the
background of European history as a construct of political reason, carved out
by an elite of politicians, scientists, journalists and intellectuals.' Demands for
European unification, however, could already be found in the objectives of
large parts of the European resistance to Hitler’s Germany, and it can therefore
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hardly be classified as a purely elite project. But Schmale does correctly
emphasise that the number of themes that establish a European public is
steadily increasing. The circle of the actors is increasing rapidly in tandem. It
includes not only the ‘classical Europeans’, who work in the institutions, or the
lobbyists, representatives of civil society, scientists and journalists who are
closely connected with Brussels and Strasbourg, but also includes all those
involved in one of the many EU projects through research or regional politics,
for example. Today all of these individuals amount to one million people who
constitute a comprehensive European demos. This is more heterogeneous
than a national state, even if one considers the social changes resulting from
immigration, but the necessary coherence should be obtained through the
communications links institutionalised in the EU system. Schmale therefore
speaks of the ‘coherence in diversity’ by which he summarises this current
European identity.

European identity cannot, should not and will not replace national and
regional identity. Rather, these identities represent concentric circles that are
not mutually exclusive but individually overlap and supplement each other in
various ways. This is already true for those who live in border areas—
previously because they had to change their nationality time and again as
borders shifted, today because one’s neighbours across the border
sometimes appear to be at least as familiar as one’s own compatriots.
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The Reform of Economic Governance in the European Union
and the Euro Area

Introduction

The term ‘EU economic governance’ in its broadest sense denotes the
totality of the rules, procedures and institutions determining the economic
and financial policies conducted in the European Union, based on the
provisions of the Treaty on the Functioning of the European Union (TFEU)." In
this chapter, after discussing broad lessons learned in the context of the
financial, economic and sovereign debt crises, we concentrate exclusively
on recent and ongoing reforms to economic policy coordination. These
include the reform of the Stability and Growth Pact (SGP) and the creation of
the procedure for preventing and correcting macroeconomic imbalances, as
well as additional legislative proposals under discussion (the ‘Two Pack’) and
the Treaty on Stability, Coordination and Governance in the Economic
Monetary Union (EMU). The chapter concludes with a short sketch of the
state of play as of February 2013 regarding the discussion on completing
EMU. While desirable in terms of gaining a complete picture, it is not
possible in the context of this brief chapter to fully reflect on the creation of
mechanisms for providing financial assistance to euro area Member States.
Nor will the steps already taken since 2009 to enhance financial sector
supervision by creating the European System of Financial Supervision or the
more recent proposals made to move towards a single supervisory
mechanism and eventually towards full banking union be covered in any
detail. However, reference is made to these issues in the analysis of the
lessons learned in the context of the crisis, as well as in the discussion of
the state of play in the concluding section. EU economic governance has
been evolving rapidly and significantly since the financial crisis erupted in
2007/8 and is likely to continue to evolve over the coming years. Because of
this, the present chapter can only provide a snapshot of the state of play at
the beginning of 2013.
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Lessons learned in the context of the financial, economic and
sovereign debt crises

The global financial crisis that erupted in the United States in 2007-8, the
‘great recession’ that followed in 2009, and the sovereign debt crisis in
several euro area Member States that ensued in 2010 revealed weaknesses
in the economic governance of the European Union and the euro area. While
these weaknesses were not causes of the successive crises, they
contributed significantly to increasing the degree of vulnerability of the EU,
and in particular of the euro area, to the various shocks associated with
them. The lessons learned in the context of these crises led to legislative
and non-legislative initiatives from the Commission in order to address the
weaknesses that had been identified. It also led to the creation by euro area
Member States of intergovernmental arrangements for the provision of
financial assistance and the conclusion of an intergovernmental treaty
containing, inter alia, the ‘Fiscal Compact’. The difficulty in swiftly finding a
fully convincing solution to the sovereign debt crisis in the euro area, the
formation of negative feedback loops between weaknesses in banks’
balance-sheets, doubts about sovereign debt sustainability in some
countries and the poor growth outlook combined to bring about a dangerous
crisis of confidence in which the very existence of the euro was called into
question. In response, a significant further deepening of EMU has been
under consideration by the European Council since June 2012, including
steps to create more integrated frameworks for financial, budgetary and
economic policy, as well as to ensure their democratic legitimacy and
accountability.?

Developments in the run-up to the crisis

An analysis of pre-crisis economic and financial developments reveals
that many of the problems that the EU has been facing in managing and
overcoming the successive crises had, in good part, already built up long
beforehand. In public finances, the relatively good economic times prior to
2008 had not been used to reduce budget deficits and levels of public debt in
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terms of gross domestic product (GDP) to any significant extent. Some
Member States (e.g. Belgium, Greece and ltaly) had, before the crisis, already
built up debt levels very significantly above the 60% threshold in terms of
GDP set by the Maastricht Treaty, rendering them more vulnerable when
revenues dropped in the wake of the slump in economic activity in 2009.

For other Member States (in particular Ireland and Spain) with a
previously fairly good fiscal policy record, the crisis brought about a very
considerable expansion in the level of public debt. This was mostly due to
macroeconomic imbalances, such as housing bubbles and associated
financial sector vulnerabilities, as well as an erosion of competitiveness that
had been building for years prior to the crisis. With the construction and
financial sectors having been major growth-drivers while the bubble was
building, when it burst it meant that associated tax revenue windfalls
suddenly dried up, while expenditure could not be adjusted quickly enough.
Deficits therefore ballooned and debt levels increased rapidly. In addition,
where the bursting of the bubble also immediately threatened the stability of
the banking system (as was the case in Ireland), significant public funds
needed to be committed to rescuing the banks. In this way, Ireland’s debt
level more than quadrupled between 2007 and 2010, while Spain’s almost
doubled during that period and has risen further since.

Another significant pre-crisis development that had a bearing on post-
crisis adjustment burdens was the sizeable divergence in Member States’
competitiveness, particularly within the euro area, as reflected in large
differences in the evolution of real effective exchange rates and persistent
current account deficits in some countries, as well as similarly persistent
surpluses in others. This development is indicative of an insufficient
adjustment capacity in some euro area economies. Such a capacity, in
particular the flexibility of product and labour markets, is essential for the
successful operation of a monetary union, where the nominal exchange rate
is no longer available to bring about adjustments in competitiveness. Put
simply, where the rate of wage inflation persistently exceeds the rate of
productivity growth, prices will rise and competitiveness vis-a-vis other euro
area economies with more balanced wage and price inflation will be eroded.
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Finally, the EU, and particularly the euro area, has long been
underperforming vis-a-vis comparable economies (e.g. the US) in terms of
economic growth and productivity, suggesting that the structural reform agenda
pursued in the context of the Lisbon strategy has not yielded sufficient results.

Weaknesses in economic surveillance

While responsibility for the adverse pre-crisis developments sketched out
above lies chiefly with the Member States concerned, there is no doubt that
weaknesses in the surveillance arrangements underpinning the coordination of
Member States’ economic policies have also been a factor in producing these
outcomes. The crisis itself has demonstrated very clearly that economic and
financial developments in one Member State can very significantly affect those
in other Member States (the spillover effect). The presence of such an effect is
the very rationale for the coordination of economic policy as set out in Article
121 of the TFEU, which stipulates that EU Member States have to regard their
economic policy as a matter of common concern. Surveillance of Member
States’ economic policy on the basis of the Integrated Guidelines, which consist
of the Broad Economic Policy Guidelines (Art. 121 TFEU) and the Employment
Guidelines (Art. 148 TFEU), as well as SGP, should have, but has not, ensured
that fiscal deficits were reduced during economic good times and that public
debt either remained below or was brought down to the 60% of GDP threshold
at a satisfactory pace. Among the reasons for the failure to achieve this was the
fact that the incentives for compliance with the rules provided by the SGP were
not large enough, that it was relatively easy to organise a blocking minority
within the Council against warnings or sanctions proposed by the Commission,
and that the option of imposing sanctions came too late in the process to have
any dissuasive effect. In fact, the option of sanctions had never been used in the
past under the SGP. Also, while the 60% debt criterion was enshrined in the
Maastricht Treaty, it had no significant operational role in the application of the
SGP as it was assumed that strict observation of the 3% deficit criterion would
quasi-automatically also ensure compliance with the debt criterion.

Another important weakness of the pre-crisis surveillance
arrangements was their ‘blind spot’ for macroeconomic imbalances and
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competitiveness developments. While such developments were analysed
in the context of the Commission’s reports on Member States, and in
particular in the euro area’s informal biennial competitiveness reviews,
there was no formal instrument for their systematic analysis and follow-up
through concrete policy recommendations. In addition, the mechanisms
for fiscal policy surveillance and the surveillance of economic and
employment policies were not aligned, leading to a somewhat fragmented
rather than fully integrated approach to policy analysis and policy
guidance. Finally, when policy advice was given to Member States in the
form of Opinions on Member States’ Stability or Convergence
Programmes (fiscal policy) and country-specific recommendations (CSRs,
economic and employment policies), it tended to be at different points in
time during the year and for the most part came only after key national
policy decisions had already been taken, that is, ex post rather than ex
ante. This limited the effectiveness of EU and euro area policy guidance in
the formulation of national economic policy.

An insufficient institutional set-up for the EMU3

Beyond the lessons learned regarding weaknesses in the field of
economic policy coordination—whose ultimate purpose is the prevention
of crises—the financial crisis and the sovereign debt crisis in some
countries in the euro area also highlighted the fact that the institutional
set-up for EMU, as put in place by the Maastricht Treaty, was also
insufficient for the efficient management and resolution of crises. The
financial crisis in 2008 had already demonstrated that very close
coordination between Member States, and particularly their authorities
for banking supervision and regulation, was essential if a meltdown of
the EU’s financial sector was to be averted. What had long been
postulated by academics and some policymakers became fully evident
during the financial crisis: the existence of a closely interconnected
single market for financial services without a single supervisory regime
overseeing it made the management of the banking crisis much more
difficult and much more costly for the taxpayer than would otherwise
have been the case.
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The absence of an instrument to provide financial assistance to the
Member States of the euro area became a problem in May 2010, when it
became evident that Greece would no longer be able to roll-over its debt
and would most probably face a disorderly default unless financial
assistance could be provided. It is not entirely clear whether the absence of
such an instrument was mainly a deliberate choice of the creators of the
EMU, with the objective of preventing moral hazard, that is, incentives for
some to have a free ride at the cost of others. While this probably played an
important role, it might also have been the case that the relative stability in
the EU’s financial sector in the recent past had led policymakers to believe
that such crisis situations were unlikely or that the preventive instruments of
economic policy coordination would suffice to avert them. Regardless of the
reasons, the massive economic, social and political costs associated with a
potential sovereign default of one or more euro area countries made it clear
to policymakers that such an instrument was indeed needed.

Reforming economic policy coordination: integrated surveillance

The European Semester

The introduction of the European Semester in 2011 was the first step
towards correcting some of the weaknesses of economic policy coordination
identified in the context of the crisis. The term ‘European Semester’ refers to
the first six months of the year during which 1) the identification of the EU’s,
the euro area’s and Member States’ main economic challenges; 2) the
analysis of their respective policy performance; and 3) the presentation and
adoption of recommendations for improvements takes place at the EU level.
It is expected that these recommendations are then implemented during the
remainder of the year. The European Semester thus delivers the economic
policy coordination envisaged in Article 121 of the TFEU within the context
of the EU’s overarching growth and jobs strategy, Europe 2020, and aims to
articulate its objectives for each Member State.
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The main objectives of the European Semester are 1) to bring about
integrated analysis, recommendations and implementation of Member States’
and the EU’s economic policy (integrated surveillance); and 2) to provide the
relevant recommendations at a point in time when they can still be taken into
account in the national policy cycle, that is, before national decisions on
economic and financial policies are finalised (ex ante coordination). Achieving
these two objectives would address two central weaknesses of the
surveillance regime that existed under the Lisbon strategy, where fiscal
surveillance under the SGP on the one hand and economic and employment
policy surveillance on the other were undertaken separately.

Figure 1 The European Semester
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In practice, the European Semester is launched by the Commission’s
Annual Growth Survey (AGS), which is published in November of the
preceding year. The AGS sets out the broad economic policy priorities of
the euro area and the EU as a whole. It is discussed in the Council and the
basis for policy orientations is endorsed by the spring European Council
meeting. Member States are called upon to take into account these
priorities and policy orientations in their National Reform Programmes
(NRPs), which set out their plans for economic policy reforms during the
year ahead, and Stability or Convergence Programmes (SCPs), which
provide information on Member States’ fiscal policy as required by the
SGP. NRPs and SCPs are published at the same time, between the middle
and the end of April each year. Based on these reports, the Commission
analyses the policy performance of Member States across all relevant
policy areas (fiscal, financial and economic), taking into account the
economic situation, the implementation of previous recommendations and
the plans for the year ahead. In light of this analysis, which is usually
presented in May in a Commission staff working document for each
Member State, the Commission presents an overall assessment and CSRs
in those areas of highest priority for each Member State. The CSRs relate
to all relevant policy areas that are covered by the Integrated Guidelines,
the preventive arm of the SGP and the Macroeconomic Imbalance
Procedure (MIP). The SGP and the MIP are part of the ‘Six Pack’, which
reformed the SGP and introduced the MIP to address some of the
weaknesses identified above.

The Six Pack has also introduced an economic dialogue in which the
Economic and Monetary Affairs Committee of the European Parliament may
invite the presidents of the Council, the Commission and, where appropriate,
the Eurogroup to appear before the committee to discuss the general
guidance of the AGS, the results of multilateral surveillance, the conclusions
of the European Council relating to the European Semester and any
information provided to it by the Council. The purpose of this is to enhance
the dialogue between the institutions of the Union, in particular the European
Parliament, the Council and the Commission, and to ensure greater
transparency and accountability.
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The legislative package for strengthening economic governance (the
Six Pack)*

The legislative package for strengthening economic governance
(commonly known as the Six Pack, because it consists of six pieces of
legislation) entered into force on 13 December 2011 and has since been
applied. It has removed the main weaknesses of fiscal surveillance under the
SGP that were identified during the crisis (see above). It also introduced a new
mechanism for preventing and correcting macroeconomic imbalances, thereby
closing an important gap in the surveillance framework. In practice, both the
preventive arms of the SGP and the MIP are fully aligned with the European
Semester, and their application can result, where relevant, in CSRs for Member
States. To the extent that the SGP and the MIP bring about stronger incentives
for the implementation of sound policies, they have significantly strengthened
the European Semester and the surveillance of economic policy in general.
Naturally, it will take some time before the expected results in terms of policy
implementation and economic performance can be observed.

Strengthening fiscal surveillance
The Stability and Growth Pact

Several important innovations of the SGP were brought about with the
adoption of the Six Pack.® First, the existing rule requiring Member States to
reach their set medium-term budgetary objective was complemented by a
new rule that the rate at which a Member State’s expenditures can grow in
any given year must be linked to a reference value based on the rate of
medium-term potential growth (expenditure benchmark). This new rule was
added to the preventive arm of the SGP, whose objective is to avoid Member
States breaching the deficit and debt targets in the first place. It should
ensure that in the future Member States’ fiscal policies will be more prudent
and will avoid the mistakes of the past. The possible expansion of
expenditure in economic good times will be moderated by the new reference
to the medium-term potential growth rate. This should allow buffers to build
up that can be drawn on during economic downturns.
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Second, the preventive arm of the SGP was also strengthened through a
numerical definition of what constitutes a ‘significant deviation’ from the
required adjustment path towards the medium-term budgetary objective.
This innovation will allow action to be taken, for example, issuing a warning,
at an earlier stage in the process than previously.

Giving the debt criterion of the Maastricht Treaty (60% of GDP) practical
meaning in the application of the corrective arm of the SGP is the third main
innovation in the SGP brought about by the Six Pack. This has been
achieved by making it possible to open an Excessive Deficit Procedure
based on the level of debt. Member States with a level of public debt above
the 60% threshold are now required to achieve an average reduction in the
excess level of debt of one-twentieth per year in order to fulfil the
requirements of the rule. This means that a Member State with a public debt
level of 80% of GDP (implying an excess of 20 percentage points of GDP
above the threshold) will have to achieve an average annual debt reduction
of 1 percentage point of GDP.

A significant innovation to the SGP is the introduction of a new voting
procedure—the ‘reverse qualified majority vote’ (RQMV)—for the Council
when adopting specific decisions upon recommendation from the
Commission in both the preventive and corrective arms of the SGP. Whereas
in the past a Commission recommendation for a Council decision required a
qualified majority in its favour in order to be adopted, it now can only be
stopped if there is a qualified majority in the Council against it. The RQMV
will therefore make it much more difficult than previously to stop relevant
decisions by organising a blocking minority.

In view of the larger potential negative spillover effects in a monetary
union, a financial sanction can be imposed on euro area Member States if
recommendations given to them are not followed up with corrective action.
This sanction comes in the form of an interest-bearing deposit equivalent to
0.2% of GDP. The relevant Council decision under the preventive arm of the
SGP is to be taken by RQMV in which only euro area Member States can
take part. Under the corrective arm of the SGP, the interest-bearing deposit
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can be converted into a non-interest bearing deposit through a decision by
RQMV in the case of a Member State’s ‘serious non-compliance’. This can
be converted (also under RQMV) into a fine of 0.2% of GDP, where non-
compliance persists.

Directive on national fiscal frameworks®

In addition to the changes to the SGP, the Six Pack also introduced
minimum standards for national fiscal frameworks at all administrative levels.
Requirements include the adoption of a multiannual planning framework and
the application of numerical fiscal rules to promote compliance with the rules
of the SGP.

Introducing the Macroeconomic Imbalance Procedure (MIP)

The new MIP is structured analogous to the SGP, that is, it is split into a
preventive arm that is fully aligned with the European Semester and a
corrective arm (the Excessive Imbalance Procedure) that operates separately
and can, in principle, be invoked at any time, if needed.

The preventive arm is launched at the same time as the European
Semester through the publication of the Alert Mechanism Report (AMR).”
The Alert Mechanism consists of a scoreboard of indicators considered
relevant for the early detection of macroeconomic imbalances and an
economic reading of these indicators. The scoreboard published with the
first AMR comprised 10 indicators able to signal internal imbalances such as
house price developments, levels of public and private debt, and the
evolution of private credit.? It also highlighted external imbalances such as
the current account balance, changes in export market shares, the net
international investment position, and the evolution of a country’s
competitiveness as measured by the real effective exchange rate and
developments in unit labour costs. For each indicator a certain threshold
value is set which, if reached, suggests that there could be an imbalance.
For some of the indicators (e.g. the current account balance and the real
effective exchange rate) a lower and an upper threshold have been set,
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implying that both a current account surplus and a deficit, or a rise or fall in
the real effective exchange rate, could be indicative of a problem.

Figure 2 Overview of the two-step approach of the MIP
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Source: European Commission, Directorate-General for Economic and Financial Affairs,
The MIP Framework, accessed at_http://ec.europa.eu/economy_finance/economic

governance/macroeconomic_imbalance procedure/mip framework/index en.htm on 18
February 2013.

Neither the scoreboard nor the AMR have the objective of arriving at a
conclusion as to whether an imbalance is present in any given Member
State. Nor do they offer policy guidance. The Alert Mechanism is merely
used to identify those Member States whose economies appear to warrant a
more in-depth examination. Where such closer examination is indicated the
Commission will prepare an in-depth report, which will be published at some
stage during the European Semester and, depending on its findings, may
either give rise to CSRs under the preventive arm of the MIP and as part of
the European Semester in the case of an imbalance that is not severe, or,
where a severe imbalance is found, to the opening of the MIP’s corrective
arm, the Excessive Imbalance Procedure (EIP). Of course, theoretically, it
may also conclude that there is no imbalance.
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Figure 3 The corrective arm of the MIP
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Where the EIP is opened, the Council will issue a recommendation to the
Member State concerned and set a deadline for presenting a corrective
action plan (CAP). In the CAP, the Member State is required to present
concrete measures to address the imbalance that has been identified. If the
CAP is inadequate in the view of the Council, the Member State must amend
the plan. In the case of repeated failures to provide an adequate CAP or the
failure to fully implement it, there is an option to impose sanctions equivalent
to 0.1% of GDP on the Member State concerned.
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Further strengthening of economic governance in the euro area: the
“‘Two Pack’

On 23 November 2011, the Commission proposed two additional
regulations for the euro area that are commonly referred to as the “Two
Pack’.® The first is on common provisions for monitoring and assessing
draft budgetary plans and ensuring the correction of the excessive deficits
of Member States in the euro area (hereinafter the ‘Common Provisions
Regulation’). The second is on the strengthening of the economic and
budgetary surveillance of Member States that are experiencing or
threatened by serious difficulties with respect to their financial stability in
the euro area (hereinafter the ‘Strengthening Surveillance Regulation’). At
the end of 2012 these proposals were still under discussion between the
European Parliament and the Council, the EU’s co-legislators. The
rationale for these additional legislative proposals lay in the fact that the
lingering euro area sovereign debt crisis appeared to require additional
steps, both in terms of ensuring fiscal discipline in order to re-establish
confidence, and also in view of the stronger spillover effects at work
within a currency union.

The proposal for the Common Provisions Regulation envisages a
common budgetary timeline and common budgetary rules in the euro
area, additional monitoring requirements for all euro area Member States,
and closer monitoring for those operating under the Excessive Deficit
Procedure (EDP). The proposal inter alia provides for common budgetary
rules to be monitored at the national level by independent institutions. It
also requires euro area Member States to present draft budgetary plans to
the Commission and the Eurogroup by mid-October of each year. Where
the Commission finds serious non-compliance with the requirements of
the SGP in the draft budgetary plan, it can request the submission of a
revised plan. It can also address an Opinion to the Member State
concerned which would be subject to discussion by the Eurogroup. For
euro area Member States operating under the EDP, the proposal
envisages a framework of graduated monitoring to ensure a timely and
durable correction of excessive deficits.
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The proposal for the Strengthening Surveillance Regulation
introduces the concept of enhanced surveillance for Member States
experiencing or faced with serious financial difficulties. Enhanced
surveillance implies more rigorous reporting obligations from the Member
State concerned and closer monitoring by the Commission, including
quarterly reports to the Eurogroup Working Group. The proposal
envisages that the Commission may independently decide to subject a
Member State to enhanced surveillance where necessary. Member
States receiving precautionary assistance from the EU’s financial
assistance mechanisms would automatically become subject to
enhanced surveillance. The Strengthening Surveillance Regulation also
lays down procedures for decisions on macroeconomic adjustment
programmes and introduces the concept of post-programme
surveillance, which should apply to countries until they have repaid at
least 75% of the debt owed to the relevant financial assistance
mechanisms. Another important objective of the Regulation is the
simplification of procedures for countries operating under a
macroeconomic adjustment programme. In order to achieve this, the
Regulation proposes to suspend all reporting under the regular
surveillance mechanisms (European Semester, SGP and MIP) for as long
as a country is implementing a macroeconomic adjustment programme.

In the course of the negotiations on the Two Pack, an effort was made to
integrate some of the provisions contained in the intergovernmental Treaty
on Stability, Coordination and Governance in the EMU (see next section) into
the two Regulations. In this context, the European Parliament has linked
agreement to the Two Pack to progress on politically sensitive dossiers,
such as concrete proposals for a European debt redemption fund. At the
time of writing, agreement on the Two Pack has not yet been reached
between the co-legislators. Such an agreement will probably depend on the
progress made with the work on completing EMU, which has been carried
forward since June 2012 by the presidents of the European Council, the
Commission, the Eurogroup and the European Central Bank (in the ‘Four
Presidents’ Report’).
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The Treaty on Stability Coordination and Governance in the EMU (TSCG)

The TSCG is the latest addition to the EU’s evolving economic
governance tableau, which has already been significantly overhauled with
the introduction of the European Semester and the entry into force of the Six
Pack.’® When the heads of state and government of the euro area and
several non—euro area Member States decided on 9 December 2011 to
strengthen economic governance further, they did not originally have in mind
an intergovernmental treaty. As far as possible, they were aiming for a limited
change of the TFEU. As unanimity would have been required for a treaty
change and this could not be attained, all 17 Member States whose
currency is the euro and all other non—euro area Member States, with the
exception of the United Kingdom and the Czech Republic, eventually signed
up on 2 March 2012 for the new intergovernmental treaty. This treaty was
ratified by the required number of signatories and entered into force on 1
January 2013. The aim remains to incorporate the provisions of the TSCG
into the legal framework of the EU within five years. In part, this might be
achieved by incorporating some of its provisions into the Two Pack
legislation that is under discussion between the co-legislators at the time of
writing. The provisions of the TSCG are binding only for EU Member States
whose currency is the euro.

The TSCG consists of three main parts, the Fiscal Compact, a section
on economic policy coordination and convergence, and one on the
governance of the euro area. Of them, the Fiscal Compact is
unquestionably the most important. One of its main features is the
incorporation of the key principles and rules of the EU’s fiscal governance
(i.e. the SGP) into national legal systems. Thus, at its heart, it contains a
provision requiring the contracting parties to enshrine in their national
legal system, preferably constitutionally, a fiscal rule which ensures
balanced budgets. The implementation of this provision will be monitored
by the European Court of Justice. The TSCG also sets a ceiling of 0.5% of
GDP for structural deficits. Along with this it provides for national
automatic correction mechanisms that will be triggered, leading to the
implementation of corrective measures, if there is a significant deviation
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from the budgetary objective or from the adjustment path towards it. The
Fiscal Compact also includes closer monitoring of countries operating
under the Excessive Deficit Procedure (EDP), which will have to present
an Economic Partnership Programme detailing the measures, in particular
the structural reforms, necessary to achieve a timely and lasting return to
their medium-term budgetary objective.

In the section on economic policy coordination, contracting parties made
commitments to deepening economic policy coordination, including through
increased recourse to enhanced cooperation on matters essential for the smooth
functioning of the euro area, as well as to systematic ex ante coordination of
major economic policy reforms among euro area Member States.

Deepening economic and monetary union

The crisis as the driver for economic governance reform

The financial and economic crises of 2008 and 2009, and the lessons
learned from them have been the main impulse driving the reform of EU and
euro area economic governance. The entry into force of the Six Pack in
December 2011 brought about a major overhaul in economic policy
coordination. This change was so significant that it would have been
inconceivable only a few years earlier. It was possible because the need for
Member States to regard their economic policy as a matter of common
concern was suddenly plainly evident, not only to economists and
policymakers, but to every citizen, in the light of the crisis experience.
Taking liberties with economic and financial policy had proven extremely
costly, particularly in the euro area. At the same time, there was not
necessarily a close link between responsibility for policy mistakes and
bearing their costs.

In view of this free-rider problem, some of the major objectives of
economic governance reform have been to strengthen discipline, to
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sharpen incentives, to introduce credible sanctions early on, and to
reduce the degree of political discretion when the Council decides on
these matters. For individual Member States, free-riding behaviour has
become considerably more costly than was the case before economic
governance reform began. With the TSCG, signatory Member States have
additionally committed themselves to enshrining the key rules and
principles of euro area fiscal surveillance in their national legal systems.
Continued close adherence to these commitments should go a long way
towards raising credibility and mutual trust, much of which was lost during
the crisis.

Apart from the need to address economic policy misbehaviour on the
part of Member States, analysis of the financial and economic crisis has also
yielded the insight that it was not only wilful breaches of the rules or
carelessness that were to blame for the problems of the EU and euro area.
The insufficient institutional set-up for EMU had contributed to producing
incentives for economic agents that, in the aggregate, led to negative
outcomes, such as the severe macroeconomic imbalances that built up in a
number of countries. The most striking examples of this were the real estate
bubbles and credit booms in Ireland and Spain which started and gained
momentum because of very low real interest rates. These were the result of
the fact that the business cycles of various euro area economies were not
sufficiently aligned and that the single monetary policy for the entire euro
area provide one single policy interest rate targeting the euro area average.
The respective gap in the EU’s economic surveillance set-up was closed
with the introduction of the MIP. Other important reforms, such as the
creation of a European Systemic Risk Board to identify macro-prudential
risks emanating from the financial sector, are important complementary
additions for preventing future crises.

The fundamental purpose of economic policy coordination is to ensure
the implementation of sound economic and financial policies that bring
about stability and lead to strong economic growth and job creation.
However, it will be some time before the results of economic governance
reform can be seen. The significant improvements made to economic
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policy coordination were therefore not sufficient to quell the crisis of
confidence that came about in the course of 2011 and continued to fester
as self-reinforcing negative feedback loops developed between
weaknesses in the banking sector due to concerns about the sustainability
of Member States’ public finances (as Member States were rightly seen as
lenders of last resort to the banking system) and a poor growth outlook. In
2012, the crisis of confidence led to doubts about the very existence of the
EMU and the future of the single currency. This happened even with the
creation of successively larger and more flexible financial firewalls (the
European Financial Stabilisation Mechanism, the European Financial
Stability Facility and the European Stability Mechanism), which have the
capacity to provide financial assistance to euro area Member States in line
with the strict conditionality associated with the implementation of a
macroeconomic adjustment programme.

Deeper integration as a response to the crisis of confidence

The crisis of confidence in the EMU and the euro has led to steps being
taken towards completing the institutional set-up underpinning the single
currency through more fundamental reforms that go beyond policy
coordination and envisage integration, that is, involving some
sharing/pooling of national sovereignty. In order to achieve this, since June
2012 the European Council has been exploring options for the creation of
more integrated financial, budgetary and economic policy frameworks, and
for setting down arrangements that can ensure their democratic legitimacy
and accountability.

In view of the nature of the crisis of confidence, the creation of a more
integrated financial framework and concrete steps towards a banking union
are the most urgent elements of the project to create an institutional
framework for EMU that permits its strong performance and, where
necessary, swift and efficient crisis management. The short-term objective is
to break the negative feedback loop between banks’ problems and Member
States’ debt sustainability. Euro area heads of state and government made
this clear in their statement on 29 June 2012, in which they called for the

77



Dr Markus Schulte

possibility of the European Stability Mechanism to be able to directly
recapitalise troubled banks in euro area Member States, that is, without
lending the funds to the Member State concerned, and thus without raising
the Member State’s public debt. This innovation was made conditional on
the creation of a single supervisory mechanism (SSM) for EU banks, so as to
ensure that the relevant decisions are taken by an independent
supranational body not beholden to national interests. The creation of such a
single supervisory mechanism is therefore the most urgent element in the
discussions. It is also the most advanced as, on 12 September 2012, the
Commission made a legislative proposal regarding the SSM that gives the
European Central Bank (ECB) a key role. Once the SSM is operational, which
is expected to happen in the course of 2013, the Commission will present
further proposals to create a fully fledged banking union. These will include
progress on a European mechanism for banking resolution, as well as
proposals for deposit guarantee insurance.

The decisions of 29 June 2012 and the concrete work on an SSM, as well as
the other elements of a complete institutional set-up for EMU, are expected to
have an important positive impact on confidence. The announcement by the
president of the ECB to stand ready to purchase in the secondary market the
bonds of those euro area Member States which have committed to strict reform
conditionality through a formal agreement (the Memorandum of Understanding)
with the European Stability Mechanism, has had an immediate calming impact
on the markets. The objective of these Outright Monetary Transactions (OMT) is
to counter the irrational fears of a break-up of the euro area, to safeguard the
proper transmission of the ECB’s policy stance in the real economy throughout
the euro area and to ensure the singleness of monetary policy." The
transactions will be undertaken strictly within the ECB’s mandate to maintain
price stability over the medium term. A necessary condition for OMTs s strict
and effective conditionality, attached to an appropriate European Financial
Stability Facility/European Stability Mechanism programme.

Compared to the debate on the proposals for an SSM, which are already

in the legislative process, the discussions on integrated budgetary and
economic policy frameworks and on ensuring greater democratic legitimacy
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and accountability are at a much earlier stage. As its input into the Four
Presidents’ Report, the European Commission presented a Communication
entitled A Blueprint for a Deep and Genuine Economic and Monetary Union:
Launching a European Debate. The Communication presents the rationale,
aspirations and achievements of the EMU. It also contains a comprehensive
analysis of the causes of the crisis in the euro area. In line with the mandate
from the European Council meeting of June 2012 it then sets out actions to
be taken over the short, medium and long term to bring about integrated
financial, budgetary and economic policy frameworks (see Figure 4).'?

Figure 4 A blueprint for a deep and genuine EMU:
launching a European debate
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and accountable

Source: European Commission, A Blueprint for a Deep and Genuine Economic and
Monetary Union: Launching a European Debate, Press Release (28 November 2012),
accessed at http://europa.eu/rapid/press-release IP-12-1272 en.htm on 8 February 2013.
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One objective of the blueprint Communication is to start a debate on what
is required to safeguard the achievements of EMU and to fulfil any unachieved
aspirations. In the short term, the completion of the new economic governance
framework (the European Semester, Six Pack, Two Pack and SSM) and its full
implementation is the obvious starting point. Beyond that, the Commission
envisages legislative action in the area of banking union (the single resolution
mechanism), economic policy coordination and support for structural reforms
(the Convergence and Competitiveness Instrument). In the medium term, the
blueprint Communication suggests deeper coordination in the area of tax
policy issues and labour markets, and the creation of a fiscal capacity for the
euro area to support important structural reforms in a large economy in
distress. This capacity would be monitored and managed by an EMU Treasury.
Coupled with the power of intervention in the design of national fiscal policies,
the blueprint considers the possibility of creating a redemption fund to reduce
public debt that rises significantly above the 60% of GDP threshold. The
common issuance of euro-bills is also discussed. Both the creation of a
redemption fund and the issuance of euro-bills would require treaty changes.

In the long run, this step-by-step and policy-by-policy evolution could
lead to a full banking, fiscal and economic union. Such a union would
include an autonomous fiscal capacity for the euro area to support Member
States in the absorption of asymmetric shocks, while avoiding longer-term
transfer flows.

All these steps would have to be accompanied by appropriate
democratic legitimacy and accountable decision-making so as to ensure
accountability at the levels where decisions are taken. Thus, the European
Parliament would primarily have to ensure accountability for EU-level
decisions. Democratic legitimacy must also always remain commensurate
with the degree of transfer of sovereignty from Member States to the
European level.™®

The Four Presidents’ Report presented in December 2012 is closely
aligned with the Commission’s blueprint Communication, particularly
regarding the actions envisaged for the short term.™ It sees breaking the link
between banks and Member States as the most pressing objective.
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Therefore, the priority from now until the end of 2013 is to set up the
operational framework for direct bank recapitalisation through the European
Stability Mechanism (ESM), to ensure approval of the agreed preconditions
(an effective SSM) and to ensure the agreement of other relevant legislative
proposals (the Capital Requirements Regulation and Directive, proposals on
the harmonisation of national resolution, and the deposit guarantee
frameworks). Subsequently (2013-14), the integrated financial framework
should be completed through the setting up of a common resolution
authority and an appropriate backstop to ensure that bank resolution
decisions are taken swiftly, impartially and in the best interests of all. The
Commission also supports the setting up of a mechanism for the stronger
coordination, convergence and enforcement of structural policies based on
arrangements of a contractual nature between Member States and EU
institutions. On actions that may be taken over the medium and long term,
the Four Presidents’ Report refers to the Commission’s blueprint
Communication as a ‘basis for debate’.

The European Council meeting of December 2012 partially took up the
ideas launched in the blueprint Communication and in the Four Presidents’
Report, with a focus on the immediate need for progress regarding the SSM
and additional steps towards an integrated financial framework/banking
union. The European Council conclusions did not make reference to any
medium- or longer-term actions discussed in the Commission’s blueprint or
the Four Presidents’ Report, but defined its agenda in the following way:

The European Council agreed on a roadmap for the completion of the
Economic and Monetary Union, based on deeper integration and
reinforced solidarity. This process will begin with the completion,
strengthening and implementation of the new enhanced economic
governance, as well as the adoption of the Single Supervisory
Mechanism and of the new rules on recovery and resolution and on
deposit guarantees. This will be completed by the establishment of a
single resolution mechanism. A number of other important issues will
be further examined by the June 2013 European Council, concerning
the coordination of national reforms, the social dimension of EMU, the
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feasibility and modalities of mutually agreed contracts for
competitiveness and growth, and solidarity mechanisms and
measures to promote the deepening of the Single Market and to
protect its integrity. Throughout this process, democratic legitimacy
and accountability will be ensured.'®

The reform of the economic governance of the EU and the euro area has
been an important element in the EU’s response to the financial, economic
and public debt crises in recent years. Its purpose is to provide confidence
that the EU can ensure sound economic and budgetary policies that will
generate growth and employment in the future. With the entry into force of
the Six Pack, economic policy coordination has been strengthened very
significantly. The Fiscal Compact contained in the TSCG has added to these
efforts to strengthen confidence in the quality of future economic and
budgetary policy through the additional commitments taken on by Member
States. The Two Pack has proposed additional steps for euro area Member
States and offers the opportunity to incorporate some elements of the TSCG
into secondary EU legislation at an early stage.

In 2012 decisive progress was made in addressing the crisis of
confidence that had temporarily raised the spectre of a break-up of the euro
area. The explicit recognition of the negative feedback loops between banks
and sovereigns by heads of state and government at the June European
Council meeting and their determination to break them was crucial. The
agreement to establish an SSM and to enable the direct recapitalisation of
troubled banks by the ESM once the SSM was in place was a concrete step
towards breaking the feedback loops. It was also the first step towards a
banking union. The June European Council also recognised that for
confidence to return in a lasting fashion the EMU would need a more
complete institutional framework based on integrated financial, budgetary
and economic policy frameworks. The Commission’s blueprint
Communication and the Four Presidents’ Report responded to this call for
ideas on deeper integration later in 2012. However, the introduction by the
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ECB of the OMTs, which link secondary market purchases of government
debt to the strict conditionality of ESM-supported programmes, was
decisive in lowering the risk of a break-up of the euro area (the ‘re-
denomination risk’).

In combination, these announcements and actions have brought the euro
area back from the brink, as is reflected in the risk premiums for Member
States facing difficulties, which have been declining in a sustained fashion
for more than six months, since mid-2012 (see Figure 5). This achievement
can only be secured in a lasting fashion if progress is made with the
proposed legislation on banking union and if other pending proposals, such
as the Two Pack, are swiftly adopted.

Figure 5 Risk premia: interest rate differences between the government
debt of Italy, Spain, Belgium, Portugal, Ireland and Greece compared to
German government debt, 10-year bonds
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Source: Graph from the Directorate-General for Economic and Financial Affairs; data from
Bloomberg.com.
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CENTRE FOR EUROPEAN STUDIES

The European Union affects our daily lives. National governments implement regulations
and laws which have been made at the EU level. The EU removes barriers between

Member States, and we all profit from the freedom of movement of people and services
in the EU. However, it is not always clear how these decisions are made, what policies
are in place or the consequences these have for citizens and the EU as a whole. With
much ongoing debate about reforming Europe, it is now more important than ever to

know more about EU policies.

This book contains 16 chapters on various EU policies, from financial topics to justice
issues and foreign policy. It gives a broad and in-depth overview of the EU's and
Member States' efforts to work together on issues that concern all of us, across the
borders of the Member States. It provides information on the state of play and offers

a glimpse of where we are headed. The book is intended for anyone who would like

to learn more about EU policies, but especially for policymakers who wish to gain
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deeper knowledge of specific areas of EU policy.
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