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“Every economy depends on the credit system – that is, on the erroneous
assumption that others will pay back borrowed money. When they do not, what
follows is a so-called ‘rescue operation’ in which all parties, except for the
State, make good profits. From such failures, it can be seen that the populace is
requested to have faith. It generally has nothing else. […] To recapitulate, it can
be said: the political economy is the metaphysics of the poker player.”
(Kurt Tucholsky, 1931)

1

Introduction

On 1 January 1999, the Member States of the then European Community entered the
third stage of the Economic and Monetary Union (EMU), as provided for by the Union
Treaty of Maastricht. Thus, the responsibility for monetary, credit, and interest rate policy
that formerly rested with the national central banks was transferred to the European
System of Central Banks. This magical date of the beginning of the “real-life” EMU was
accompanied by a number of questions formerly raised in the academic field: Will the
introduction of the euro be a significant break in the history of the international monetary
system?1 What role will the Euro Group play?2 What are the effects of the EMU on
regional convergence3 and on the risks of a “transfer union”?4 Will the Stability and
Growth Pact collapse?5 Does the functioning of the EMU not presuppose, at least in the
long run, “the conferral of sovereignty over monetary policy and the restructuring of the
Community to an association of states?”6 The imminent sovereign default of a number of
members of the euro area since 2010 – including, but not only as a result of the financial
and economic crisis – has shown the current relevance of all these questions.

2

Stress testing the Eurozone

Another question arises. Can the current construction of the EMU guarantee the stability
of the euro area when faced with an international financial crisis? In other words, how
can the participants of the euro area prevent a crisis of the private sector from turning into
a crisis of the national economy? The financial market crisis that originated in the US real
estate market in 2007 and led to a recession of the global economy weighs heavy on the
national budgets in almost every state. In addition to losses in tax revenue and higher
costs for social expenditures, national finances are burdened with the actions taken to
stabilise the financial sector and the economy. This revealed macroeconomic imbalances
and structural deficits in the euro area that have accumulated since the introduction of a
single Union currency. Their threatening dimension in the form of an imminent sovereign
default of several Member States, however, only manifested in the wake of the crisis.
These developments show that the over-indebtedness of states is not merely a problem of
developing or newly industrialised countries, but a worldwide phenomenon that one
could already observe in Europe during the liquidity crises of Russia, Hungary, Romania,
Latvia, Lithuania, and Iceland. Against this background, the introduction of a transparent
and foreseeable procedure has been proposed for situations with an “unsustainability of
debts” (IMF). It aims at restructuring the debtor nation, i.e., at the return of the State to
solvency (“resolvency”) within the framework of a quasi-judicial procedure (the
Sovereign Debt Tribunal), monitored by experts.7
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2.1 The imminent sovereign default of the PIIGS-countries
In early 2010 Greece was the first State on the brink of sovereign default. Due to the high
budget deficit and weak economic performance, capital markets refused access to new
credits and refinancing of matured liabilities. Greece received a total of EUR 110 billion
at an interest rate of 5% from the first rescue package. In November 2010, as a direct
consequence of its effort to stabilise national banks,8 Ireland, the former Celtic Tiger,
requested financial support from the European rescue fund set up in May 2010. The
European Union and the International Monetary Fund (IMF) agreed to lend financial
assistance for 36 months with a volume of EUR 67.5 billion. This support comes in the
form guarantees and then in the form of loans accompanied by an Irish contribution of
EUR 17.5 billion and bilateral loans from the UK, Denmark, and Sweden (EUR
4.8 billion)9 In the first quarter of 2011 alone, Ireland drew EUR 11.7 billion from the
“European Financial Stability Mechanism” (EFSM)10 and the “European Financial
Stability Facility” (EFSF).11 Meanwhile, the country has made good progress with the
stabilisation of its financial system and budgetary policy. The IMF attested that Ireland is
on a good path to a “moderate” and export-based economic recovery – nonetheless, at the
cost of rising unemployment rates.12
Portugal, another member of the euro area, succumbed to the pressure of capital
markets due to rising costs for debt servicing and requested financial support on 7 April
2011. On 16 May 2011 – following the drafting of an adjustment programme by the
Commission, the European Central Bank (ECB), the IMF, and Portugal – the Economic
and Financial Affairs Council (ECOFIN) agreed to grant financial assistance of a total of
EUR 78 billion13 provided over three years with equal shares by EFSM, EFSF, and IMF
(EUR 26 billion each). At the same time the ECB has backed financial markets by
repeatedly lowering the base rate (in 2008/2009) and, in the framework of open market
operations, buying bonds of debtor nations at low interest rates (“Securities Market
Programme”)14 although rating agencies had downgraded these bonds to “junk status”. It
is estimated that, through these measures of “quantitative easing” of the monetary policy,
the volume of bonds of this origin held by the ECB amounts to an estimated EUR 204
billion (in December 2011). It is thus accused of blurring the dividing line of
competences for monetary and financial policy, increasing the risk of inflation and
endangering the independence of the ECB.15
On 21 July 2011 the Heads of States or Government of the European Union set up a
second rescue package for Greece, amounting to EUR 109 billion – including a debt
buyback programme of up to EUR 20 billion. Through lower interest rates (currently
approx. 3.5%) and extended maturities, this programme is designed to improve Greece’s
debt sustainability and refinancing profile. The EFSF is intended to be used as the
financing instrument. In that regard it was decided “to lengthen the maturity of future
EFSF loans to Greece to the maximum extent possible from the current 7.5 years to a
minimum of 15 years and up to 30 years with a grace period of 10 years.”16 In order to
restore trust by the financial markets, the Heads of State or Government of the European
Union at their meeting on 26 October 2011 agreed on additional measures. At its core is
the participation of the private sector for paying off Greece’s debt. Through a ‘haircut’ of
50% in January 2012 by an exchange of Greek bonds into bonds of extended maturity
and lower interest rates the private sector involvement should secure the decline of the
Greek debt to GDP ratio to a level of 120% by 2020. However, this decision was declared
unique and exceptional by the euro area Heads of State or Government, thus, drawing the
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consequences of the negative effects of this ‘roadmap’ for the southern members of the
euro area.
This objective, however, can only be achieved if Greece’s economy undergoes an
ambitious reform. At the same time, recapitalisation of Greek banks shall prevent an
imminent banking crisis due to the haircut. To this end, a higher capital ratio of 9% will
have to be attained by the banks by 30 June 2012.17 According to the European Banking
Authority (EBA), the building of this capital buffer by the financial institutions amounts
to EUR 106 billion.18

2.2 Institutional form and function of the EFSF
Due to the tight interweaving of the economies, especially of the financial sectors, as well
as the risk of contagion following the Portuguese request for financial aid, Spain and Italy
are potential candidates for the European rescue fund. A system of bilateral loans and
credit lines has been set up and is now composed of EFSM (EUR 60 billion), EFSF (EUR
440 billion), and IMF (EUR 250 billion) resources.19
On 7 June 2010, following the experience with Greece, the EFSF was designed as a
temporary special purpose vehicle (SPV) in order to avert an imminent sovereign default
of euro area States.20 To ensure refinancing at the capital market, the SPV is backed by
guarantees given by the euro area Member States. One instrument is the granting of
loans. Government bonds of a Member State of the Eurozone are only purchased on the
secondary market if the ECB recognises after an analysis that there are “exceptional
financial market circumstances and risks to financial stability”.21
The decisions of the European Council in 11 March 2011 allow intervention in the
debt primary market with strict conditionality “to maximise the cost efficiency of their
support”.22 This was confirmed by the European Council Meeting of 24/25 March 2011
with regard to the ESM (sub 5.1).23 This will allow Member States – unlike the ECB – to
purchase bounds not only from private investors but directly from another Member State
(debtor country). With the statement by the Heads of State or Government of the euro
area and EU institutions of 21 July 2011, the EFSF was then entrusted with additional,
more flexible instruments to avoid the “contagion” represented by the public debt of a
euro area State. Accordingly, the EFSF will be in a position to take precautionary
measures for a Member State of the euro area, such as the granting of loans to
governments, including non-programme countries, to finance both the recapitalisation of
financial institutions and the intervention in the secondary market in case of exceptional
financial market circumstances.24 By a solely legal point of view, the other Member
States are not liable as joint and several debtors for any EFSF loans. The borrowing State
is obliged to restore a sound national budget. Non-compliance with the terms and
conditions of the assistance would rule out further financial aid, leading to the situation
that was meant to be avoided: insolvency. In October 2011, the Member States of the
euro area agreed to raise the amount of the total guarantees for the EFSF (EFSF and
EFSM) to EUR 780 billion, thereby increasing the maximum effective lending capacity
to EUR 500 billion (previously EUR 250 billion) For the Federal Republic of Germany
this required a raise of the guarantees from EUR 123 billion to EUR 211.0459 billion by
a decision of the German Bundestag of 29. September 2011.25
In order to maximise the available resources of the extended EFSF, the Heads of State
or Government in fall of 2011 agreed to deploy a ‘lever’ to the EFSF’s capital base to
increase it to over EUR 1 billion. Two basic options to leverage the resources of the
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EFSF were discussed: the so called ‘insurance’ solution and an SPV. For the insurance
solution credit enhancement to new debt issued by Member States will be provided by the
EFSF, leading to a reduction of the funding cost. In Germany this requires an amendment
to sentence 2 of § 1 paragraph 1 StabMechG (German Euro Stabilisation Mechanism
Act).26 As for the model of the SPV, this solution combines resources of private and
public financial institutions on the one hand and of creditors on the other. State funds
could contribute to this SPV as well. The modalities of both solutions have been put in
concrete terms by the Euro Group in November 2011. Euro area finance ministers agreed
on the terms and conditions to extend EFSF’s capacity by introducing sovereign bond
partial risk participation and co-investment approach. In any case, the leverage effect was
initially subestimated by a factor of 4 or 5.27 The effective asset portfolio is evaluated by
EUR 750 billion.

2.3 Causes and consequences of the crisis
What is called for is above all austerity, meaning a reduction of government spending.28
Returning to this path is a necessary precondition for the euro’s future stability. Let us
recall that the former devaluating States (Lira, Peseta) of the EU, when entering the
Monetary Union, benefited from the low interest rates introduced by Germany due to its
reliable and sustainable monetary policy – the hoped-for “Euro-dividend”. The resulting
interest rates for those States were extremely low. Taking domestic inflation into account
they had been negative for a long time, leading to excessive private and public spending.
The good economic situation tempted the social partners to demand and grant generous
wage agreements.29 During the financial crisis, a Keynesian macroeconomic approach
was the characteristic element of national policy.30 Although already highly indebted,
these States set up multi-billion euro programmes to stimulate demand without having
previously followed an anti-cyclical economic policy. With their eyes wide open, the
euro area members have caused an even more dramatic level of public debt, while
acquiescing with a degree of approval in breach of the reference values of the Treaty of
Maastricht.
The other reason for the crisis in the euro area, in addition to the national debt, is the
banking crisis as a result of the global financial crisis that began in 2007. This crisis was
caused by low real interest rates stimulating an asset price bubble fuelled by new
financial products that were not stress tested and that failed in downturn. So far, the
Group of Eight and the Outreach Five have largely failed to comply with their imperative
duty that lies in the regulation of the international financial markets. Thirdly, Member
States will overcome the crisis only if the Union drives a political and economic strategy
that pushes the markets and strives for sustainable competitiveness of economic
structures. Therefore, pure fiscal compact and stabilisation tools are not enough to set the
way towards a stronger Economic Union.
The European Commission, too, is responsible for these undesirable developments, as
it has not taken any measures to counteract the alarming budgetary scenarios of some
Member States. On 3 March 2009 then Commissioner for Economic and Monetary
Affairs, Joaquín Almunia, explained before the European Policy Centre: “Issuing joint
EU bonds, or EU-backed government debt, to raise money for troubled member states is
‘possible and reasonable’ but unrealistic in the short run […].” The deciding failure,
however, has been the gradual dissolution of the Stability and Growth Pact (SGP) of
1997 by the larger Member States of Germany and France since November 2003.31 In

The European Economic and Monetary Union

407

this context the German Parliament, the Bundestag, also has to deal with the question of
whether or not it had the possibility to oppose this weakening. As is well known, the
German Federal Constitutional Court in its Maastricht judgment stated that it was
sufficiently guaranteed by the Treaties “that without German agreement – and therefore
without the substantial co-operation of the German Bundestag – the convergence criteria
cannot be relaxed.”32 In terms of democratic legitimation, the political accountability for
occurrences in the European EMU – beyond the primary responsibility of debtor nations
for their domestic budgetary situation – will thus still be an issue even once the acute
crisis is over.

3

The binary structure of the EMU

The questions which were raised since the launch of the project of an EMU originated in
the fact that only monetary, credit, and interest rate policy have been transferred to the
Union as central competences. These competences of “inner monetary policy” have been
conferred at the Union level on a purpose-built European System of Central Banks that is
independent from the exertion of political influence by the Member States. The
independence of the ECB, and its obligation to have price stability as its paramount
objective, should be considered the “first and foremost […] pillar” of the euro’s
stability.33 On the other hand, economic policy (along with regional, budgetary, and
revenue policy) remains with the Member States, as they were not willing to erect a true
Economic Union. Thus, the construction of the so-called “Economic and Monetary
Union” of the EU is significantly different from the Monetary Union of a nation state. It
is a Monetary Union without Economic Union.34
Similarly to the domestic level, the political system in which the Monetary Union is
embedded is characterised by a lack of a structured network between the
decision-makers. There are no European political parties, transnational groupings of civil
society or cross-border mass media that would spark discussions on the necessity of
monetary stability and lead to broad acceptance. The Delors Report of 12 April 1989 laid
down the necessary preconditions for the establishment of an EMU in a three-step
process, yet could not prevail with its claim for centralisation of economic policy by way
of transferring the corresponding national sovereign rights. Based on a French idea,
according to which the integration process demands “more intensive and effective policy
coordination […] not only in the monetary field but also in areas of national economic
management affecting aggregate demand, prices and costs of production,”35 the proposal
has not been followed by the Intergovernmental Conference of the early 1990s.
The central formulation of economic policy would require a “dominant budget” in the
sense of comprehensive Union competences for revenue and expenditure. This would
entail an enormous transfer of sovereign rights to the Union, since such a budget as a
regulating instrument of a central economic policy would necessitate that the
Member States confer upon the Union large-scale authority in such expenditure-related
policy areas such as defence, social, educational or infrastructural policy, combined with
the respective competence to create revenue. Accordingly, the Union would need to have
the competence to raise taxes, while the European Parliament (EP) would need to have
budgetary sovereignty as was conferred upon national assemblies in the wake of
emerging parliamentarism at the domestic level. As a result, this would imply the
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transformation of the Union from an “association of sovereign States” to a true federal
State.36
This, however, does not correspond to the political will of the Member States that
want to remain masters of the Treaties also for tax and fiscal policy. The call for stronger
centralisation of national economic and financial policies within the EU is thus yet to be
realised – at least in a first step – apart from the constitutional restructuring of the EMU.
The Euro Group’s “Euro Plus Pact” of 24 March 2011 is a first step on this way. The Pact
names central policy areas and fields of action to strengthen competitiveness. Progress is
to be evaluated by objective indicators, such as unit labour cost. To that end the Heads of
State or Government are to make annual, concrete commitments that would increase
competitiveness, foster employment, contribute further to the sustainability of public
finances, and reinforce the long-term stability of these public finances. Nonetheless it is
doubtful whether the Pact will achieve these goals, as it includes neither binding
commitments nor sanctions.37
The decentralised design of the Economic Union holds another, economic problem.
Even with a high level of independence, central banks in the domestic sphere are not the
sole bearers of the responsibility for monetary policy. Rather, monetary stability is also
ensured by budgetary and financial policy of national governments as well as by wage
and income policy of the social partners. Budgetary and revenue policy must be oriented
so as not to undermine the central bank’s conception of monetary policy. If budgetary,
income, and wage policy do not take into account the safeguard of monetary policy, then
the central bank runs the risk of resolving the dilemma between price stability on the one
hand and economic growth and employment on the other by respective monetary policy
measures at the expense of price stability.38 As this is all the more true for a supranational
monetary system, all members of the European Monetary Union would experience a
higher level of either inflation or interest rates, and such interest rates would be set by the
ECB as a countermeasure.

4

The Member States’ involvement in the responsibility for stability

In order to overcome the gap between the decentralised Economic Union and
the supranational Monetary Union, the Contracting Parties of Maastricht have considered
it indispensible to include the Member States as bearers of the competence for
economic policy – and thus budgetary and financial policy – in the responsibility
for stability. To that end they are committed by the Treaties to convergent economic
policies of individual responsibility. In order to support the magical triangle of price
stability, economic growth, and full employment (Art. 3.3 TEU) the Member States
shall regard their economic policies as a matter of common European interest
(Art. 121.1 TFEU). Common rules of budgetary discipline are defined, and procedures
for economic policy coordination are introduced, so as to achieve macroeconomic
equilibrium within domestic economic and financial policy. For participation in the
final stage of the Monetary Union, it is decisive for the Member States concerned
to avoid excessive deficits. For this reason, reference values are laid down in the
Treaties (Art. 126.2 TFEU) and are specified in the Protocol No. 12 on the excessive
deficit procedure.39 These so called “Maastricht criteria” include:
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•

sustainable public financing, manifested in government deficit of no more than 3%
of the GDP

•

government debt of no more than 60% of the GDP.

For Member States outside the euro area (the so called “Member States with
derogation”), the Commission and the ECB regularly examine “the achievement of a high
degree of sustainable convergence” with regard to a potential accession to the EMU. The
convergence criteria as laid down by the Treaties (Art. 140.1 TFEU in conjunction with
the Protocol No. 13 on the convergence criteria) are:
•

the achievement of a high degree of price stability, expressed by a rate of inflation of
no more than 1.5% above the average of the three best performing Member States in
terms of price stability

•

the sustainability of the government financial position, according to which the public
deficit may not exceed 3% of the GDP and the public debt may not rise above the
level of 60% of the GDP

•

the observance of the normal fluctuation margins provided for by the exchange-rate
mechanism of the European Monetary System (EMS), for at least two years, without
devaluing against the euro

•

the durability of convergence achieved by the Member States concerned, and the
durability of its participation in the exchange-rate mechanism, reflected in the longterm interest rate levels. They may not exceed by more than 2% of the three best
performing Member States’ interest rate levels in terms of price stability.

4.1 The reform of the Stability and Growth Pact
In 1997 the Stability and Growth Pact was put into force in order to specify and make
permanent the obligation to “avoid excessive government deficits”. This Pact was
decided on by the Dublin European Council in 1996 under German pressure in liaison
with the Netherlands and directed by German Finance Minister Theo Waigel and his
State Secretary Jürgen Stark. The SGP aims at “sound government finances as a means of
strengthening the conditions for price stability and for strong sustainable growth
conducive to employment creation”40 and commits the Member States to the “guiding
principles” of the Treaty (Art. 119.3 TFEU), namely: stable prices, sound public finances,
and monetary conditions and a sustainable balance of payments.41 The Pact thus follows
an economic approach according to which (close to) debt-free budgets are the key to
achieve the stated goals. This is an attempt to bridge the gap between centralised
monetary policy and continued decentralised financial policy. Essentially, it is composed
of a preventive arm, Council Regulation (EC) No. 1466/97 on the strengthening of the
surveillance of budgetary positions and the surveillance and coordination of economic
policies, and a corrective arm, Council Regulation (EC) No. 1467/97 on speeding up and
clarifying the implementation of the excessive deficit procedure.42 In their totality these
constitute the second pillar, which is to guarantee the stability of the euro.
With the adoption of the Commission’s 2010 proposals on the improvement and
intensification of the SGP,43 the Heads of State or Government of the EU Member States
have initiated a reform of the European economic constitution that forms part of a
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comprehensive package of six legal acts to strengthen economic governance.44 They will
be completed by two regulations to further strengthen budgetary surveillance in the euro
area: the first regulation refers to the monitoring and assessment of draft budgetary plans
and the correction of excessive deficit in euro area Member States; the second to the
strengthening of economic and budgetary surveillance of Member States experiencing or
threatened with serious difficulties with respect to their financial stability in the euro area.
A revision of the current coordination and surveillance procedures is inevitable as the
members of the euro area suffer from high budget deficits, excessive public debts, and
macroeconomic imbalances.

4.1.1 Reform of the preventive part
The new rules provide for amendments to both the preventive and the corrective part of
the SGP. Under the preventive arm of the Pact the Member States are obliged to sound
budgetary policy in order to achieve robust public financing as a means to improve the
preconditions for price stability and healthy and sustainable growth. Therefore, Member
States have to meet and permanently hold a medium-term budgetary objective. To that
end, according to Regulation 1466/97, each Member State, taking into account public
debt and liabilities in relation to the ageing of the population, sets a differentiated
medium-term objective for its budgetary position. They shall provide a safety margin
with respect to the government deficit ratio (3% of the GDP) and “ensure rapid progress
towards sustainability”.45 Member States that have not yet met their medium-term
objective are required to approach that objective with an annual structural adjustment of
0.5% of their GDP.46
In order to enhance credibility of national budgetary efforts and ensure transparency
in the euro area, members have to submit a stability programme to the Council and
Commission in April of each year, providing information on how to achieve the mediumterm objective.47 Analogously, non-Eurozone members submit a convergence
programme.48 Both programmes provide the basis for evaluation by the ECOFIN whether
these States have met the budgetary objectives. The submission of the stability and
convergence programmes is the second stage of the “European Semester”, followed in
June/July by an opinion of the Council, advising the Member States on how to set up
their budgets for the coming fiscal year.49
The procedure is to be made operational by a reform of the SGP by implementing the
principle of prudent fiscal policy-making. With this “spending brake” government
expenditure may not grow faster than the prudently estimated medium-term potential of
the economy.50 This, essentially, is to ensure that revenue windfalls are not spent but are
instead allocated to debt reduction. This principle introduces a benchmark against which
the fiscal plans, as expressed in the stability and convergence programmes, are examined.
Accordingly, a deviation from prudent fiscal policy-making shall be considered
significant if an expenditure growth exceeds that which would be consistent with prudent
fiscal policy-making and is not offset by discretionary revenue-increasing measures; or if
discretionary revenue-decreasing measures are not offset by reductions in expenditure; or
if the deviation has a total impact on the government balance of at least 0.5% of the GDP
in one single year or of at least 0.25% of the GDP on average per year in two consecutive
years.51 Any Member State exceeding the agreed rate of expenditure growth without
implementing the respective revenue measures will be liable to a warning from the
Commission. In the case of persistent and/or particularly serious failures to comply, the
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Council may issue under Art. 121.4 TFEU a recommendation to take corrective action.52
In the context of prevention, and in accordance with Art. 3 of the Regulation on the
effective enforcement of budgetary surveillance in the euro area,53 such recommendation
would be backed (for the first time and for euro area countries only) by an enforcement
mechanism under Art. 136 TFEU, in the form of an interest-bearing deposit amounting to
0.2% of GDP.54
For the imposing of the interest-bearing deposit, a procedure of “reverse voting” is
introduced. Upon the issuing of a recommendation, the deposit would become due on the
Commission’s proposal, unless a qualified majority within the Council decides to the
contrary within ten days.55 The Council could reduce the amount of the deposit only
unanimously or based on a Commission proposal and a reasoned request from the
Member State concerned.56 The deposit will be returned with the accrued interest once
the Council is satisfied that the situation giving rise to it has come to an end.57

4.1.2 Reform of the corrective part
4.1.2.1 The debt criterion
According to the Commission, the weakness of the corrective part of the SGP is that in
practice the “3% of GDP” threshold has been the almost exclusive focus of the excessive
deficit procedure (EDP).58 Thus, with the reform the overall debt level will be given a
more prominent role compared to the “deficit” criterion and the criterion of overall
sustainability. The debt criterion of the EDP is to be made operational through the
adoption of a numerical benchmark to gauge whether the debt ratio is sufficiently
diminishing toward the 60% of GDP threshold. This “1/20 rule” will be enshrined in the
new provisions of the SGP. Specifically, a debt-to-GDP ratio above 60% is to be
considered sufficiently diminishing if its distance with respect to the 60% of GDP
reference value has reduced over the previous three years at a rate of the order of onetwentieth per year.59 Non-compliance with this numerical benchmark is not, however,
necessarily expected to result in the State concerned being placed in excessive deficit, as
this decision would need to take into account in a “flexible approach” all relevant factors,
especially for the assessment of debt developments. This includes developments in the
medium-term economic position (especially potential growth, prevailing cyclical
conditions, inflation, excessive macroeconomic imbalances) and developments in the
medium-term budgetary position (fiscal consolidation efforts and the overall quality of
public finances). The examination shall also analyse developments in the medium-term
debt position, including private debt and (explicit and implicit) liabilities related to
demographic ageing.60

4.1.2.2 Sanctions of the ‘reverse voting ‘mechanisms
The enforcement of the EDP is strengthened by introducing a set of financial sanctions
against euro area members – sanctions that would apply much earlier in the process than
in the past according to a graduated approach. The Council Regulation “on speeding up
and clarifying the implementation of the excessive deficit procedure” tightens the
procedure of Art. 126 TFEU, especially with regard to the imposition of sanctions. Upon
a decision to place a Member State in excessive deficit, a non-interest-bearing deposit of
0.2% of the GDP becomes due. This would be converted into a fine in the event of
non-compliance with the initial recommendation to correct the deficit.61
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To reduce discretion in imposing these sanctions, the new “reverse voting”
mechanism will apply here as well. At each step of the EDP, the Commission will make a
proposal for the relevant sanction. This proposal will be considered adopted, unless a
qualified majority within the Council decides to reject the proposal within ten days of the
Commission adopting it.62 The size of the non-interest-bearing deposit or the fine could
only be reduced or cancelled by the Council unanimously or when based on a specific
proposal from the Commission on grounds of exceptional economic circumstances or
following a reasoned request by the Member State concerned.63 The State shall also
forward to the Council and the Commission a progress report, including information on
measures taken to correct the excessive deficit.64 This procedure enhances the role of the
Commission in the decision-making, as it drastically reduces the period of time that
passes between the statistical detection of a deficit and the political decision of the
Council that an excessive deficit exists. Moreover, the procedure is tightened at every
other stage, while the suspension of a Commission decision requires a qualified majority
decision by the Council within ten days.

4.1.2.3 Design of the of the Member States’ budgetary framework
In addition to stepping up the sanctions, the reform will focus more on the design of the
of the Member States’ budgetary framework. The national budgetary framework is the set
of elements that form the basis of national fiscal governance (i.e., the country-specific
institutional policy setting that shapes fiscal policy-making at national level).65 The
devolution of budgetary powers to sub-national governments has led to fiscal
decentralisation at national level. Thus, a Council Directive sets out detailed rules
concerning the characteristics of the Member States’ budgetary frameworks to ensure the
effectiveness of the EDP according to Art. 126 TFEU.66 The minimum requirements that
a national budgetary framework must meet refer to public accounting systems, statistics,
forecasting practices, numerical fiscal rules, budgetary procedures governing all stages of
the budget process, and medium term budgetary frameworks, as well as due coverage of
public finances.67 Only by including these aspects can a uniform quality standard and
conformity with the overall budgetary rules of the EMU be ensured.

4.1.2.4 Macroeconomic surveillance
Surveillance of the fiscal policies of Member States in the framework of the Stability and
Growth Pact is enhanced by the Commission’s comprehensive package of legislative
measures, which provides for macroeconomic surveillance.68 The Commission, in close
cooperation with the Task Force on Economic Governance, designed this instrument for
prevention and correction of macroeconomic imbalances.69 It provides for reinforced
surveillance, particularly in the areas of external competitiveness and current account
balances, and supplements the multilateral surveillance laid down in Art. 121.3 and 4
TFEU. The procedure is based on two proposed regulations and is composed of a
preventive70 as well as a corrective71 part.
•

Scoreboard
The preventive component includes an alert mechanism for early detection of
macroeconomic imbalances. This mechanism is based on a transparent scoreboard
that by means of certain thresholds provides a limited set of economic and financial
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indicators. They help the Commission detect potential imbalances that jeopardise the
proper functioning of the EMU. The compilation of the scoreboard is to be made
public by the Commission in a separate document.72 The list of possible
macroeconomic indicators includes current accounts, net external debt, real effective
exchange rates, and private and public sector debt.73 If due to crossing of the
thresholds severe imbalances jeopardising the functioning of the EMU should exist,
the Commission shall inform the Council and prepare an in-depth review of the fiscal
policy of the Member State concerned. On the basis of this review the Council may,
on a recommendation from the Commission, address to that Member State the
necessary recommendations to reduce the imbalances and risks.74 In case of severe
and excessive macroeconomic imbalances the Council may, on a recommendation
from the Commission, decide to open an “excessive imbalance procedure” (EIP).
Moreover, the Member State whose fiscal policy is jeopardised is requested to
implement proper corrective action.75
•

Corrective action and financial sanctions
For the purpose of the correction of such imbalances, the Member State has to
elaborate and submit to the Council and the Commission a corrective action plan.
Within two months after submission, the Council shall assess the plan.76 When
implementing the corrective action the Member State concerned shall at regular
intervals compile progress reports and submit them to the Commission.77 On the basis
of a Commission report the Council shall assess whether the Member State concerned
has taken the recommended corrective action. If so, the EIP shall be held in abeyance.
The procedure is closed once the Council, on a recommendation from the
Commission, concludes that the Member State is no longer affected by excessive
imbalances.78 Where, on the other hand, the Council concludes that the Member State
has not taken the recommended corrective action, it shall, on a recommendation from
the Commission, adopt revised recommendations and set another deadline for
conduction of that respective corrective action.79

If the Member State once again fails to act on the Council recommendations to address
excessive macroeconomic imbalances, the Council may impose financial sanctions in
accordance with the Regulation “on enforcement measures to correct excessive
macroeconomic imbalances in the euro area”. This applies in two situations. If a Member
State repeatedly fails to take the recommended action for effective correction of
macroeconomic imbalances, the Council, acting on a proposal by the Commission may
impose a yearly fine. Furthermore, a yearly fine shall be imposed if the Member State
repeatedly fails to submit a sufficient corrective action plan.80 To take account of the
principle of equal treatment between Member States, the fine shall be identical to 0.1% of
the GDP of the Member State concerned in the preceding year.81

4.1.2.5 Evaluation
The reform proposals of the Commission broaden and reinforce the framework for
budgetary surveillance. Particularly the extension of sanctions within the preventive and
corrective component of the SGP, the introduction of the principle of prudent fiscal
policy in order to make operational the medium-term budgetary objectives, and the
introduction of the reverse voting mechanism all lead to the stepping up and speeding up
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of the procedure. Another important step towards a closer Economic Union is the new
procedure for detection and prevention of macroeconomic imbalances that supplements
the SGP.
The enhancement of the SGP is achieved in particular by the extension of the
sanction mechanisms, ranging from further report-back obligations to interest-bearing
and non-interest-bearing deposits and fines. This set catalogue of potential measures is
suitable to gradually step up pressure on a State to effectively limit budget deficits.
However, the sanctioning by means of non-interest-bearing deposits and fines is
controversial. The outflow of financial resources will make it even harder for the
Member State concerned to meet the Maastricht criteria. Accordingly, it was politically
impossible to push through the proposal of the German Federal Government to suspend
for one year the voting rights in the Council of those Member States with euro
currency that grossly violate the rules of the Monetary Union.82 The suspension of voting
rights would be a drastic invasion upon the rights of a Member State, which is only
allowed by the treaties in case of a serious and persistent breach of the Union’s values
(Art. 7 TEU).
These reforms, however, do not go far enough to ensure adequate domestic budgetary
policy. When issuing recommendations or imposing sanctions, the institutions
involved may use their margin of appreciation to an unduly high degree, thus
reducing the determination and credibility of the procedure. Particularly the decision
that an excessive deficit exists (Art. 126.6 TFEU) and that there has been no
effective corrective action (Art. 126.8 TFEU) can only be taken by the ECOFIN with
qualified majority. The Commission’s competence, too, to impose sanctions
following those findings is dependent on a qualified majority decision within the
Council and is hence no mere “automatism”. A blocking minority to prevent a
qualified majority is easily imaginable. Especially states, which are potentially in
breach of the deficit criteria, have no interest in successfully executing the procedure
and may influence it with politically motivated voting behaviour. It was, therefore, a
logical step as the Heads of States or Government – with the exception of the UK – in
December 2011 on a peak of the debt crisis, agreed on the introduction of such
‘automatism’. According to their decisions, as laid down in the statement of 9 December,
the rules governing the EDP were reinforced for euro area Member States. As soon as a
Member State is recognised to be in breach of the 3% ceiling (Maastricht) by the
Commission, there will be automatic consequences unless a qualified majority of euro
Member States is opposing. Steps and sanctions proposed or recommended by the
Commission will be adopted unless a qualified majority of the euro Member States is
opposing.
A similar conclusion could be drawn with regard to the detection and prevention
of macroeconomic imbalances. Here, too, a stronger automatism in the procedure
is desirable. The Commission’s proposals in contrast grant to the Council a
considerable margin of appreciation with respect to the issuing of political
recommendations or the amount of the sanctions. Such a margin will jeopardise
measures toward macroeconomic surveillance. Thus, the possibility to reduce or
suspend financial sanctions due to economic exemptions or the request of a Member
State should be excluded. Instead, the principle of reverse majority voting (according
to which any of the Commission’s proposals and recommendations will be considered
adopted by the Council unless the latter decides to the contrary by qualified
majority) should apply to more cases.
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4.1.3 The compromise between the European Parliament, the Council and the
Commission in June and September 2011
During the discussions on the “Economic Governance” reform package, the European
Parliament, the Council and the Commission agreed that
1

the EP will be involved in the European Semester through the whole economic
cycle83

2

the “economic dialogue” among European institutions, including the EP and the
Council and individual Member States will be institutionalised84

3

the EP will be involved in the establishment and functioning of the scoreboard to
forecast macroeconomic imbalances85

4

the independence of statistical authorities will be enhanced and a fine will be
introduced for Member States who falsify their fiscal statistics86

5

the application of reverse qualified majority voting will be expanded and more
transparent, reinforcing the already-existing “comply or explain” procedure87

6

additional sanctions will be introduced for Member States in the EIP88

7

the Commission is invited regularly to review the effective function of the regulation
and the progress in ensuring closer coordination of economic policies, and to report
on the issue of Euro-securities.89

In this “trilogue” a consensus was found in September 201190 on some further issues that
include
1

strengthening the decision-making process in the preventive arm of the SGP

2

improving the dialogue between European institutions on macroeconomic issues

3

surveillance of excessive macroeconomic imbalances, covering countries with both
current account deficits and surpluses, and their appropriate treatment.91

4.1.4 A new fiscal rule of European Economic Government
The legally binding effect (Sub. 4.1.2) and economic sustainability of the reformed SGP
has been questioned. In the enhancement of the debt criterion as a parameter for
introducing a deficit procedure, the analysis of fiscal policy does not clarify the
allegations brought forward against the 3% new borrowing criterion as instrumental in
the management of domestic economic and financial policy: When the Member States are
supposed to save money, i.e., in times of economic upswing, the Pact does not take
effect, as it is easier for that States to comply with the deficit criterion. Instead of
applying the 3% deficit criterion, the Union – as part of the coordination of economic
policies – could set limits to domestic public spending. Such “expenditure targets” would
be effective even in times of economic upswing and would lead to the Member States’
being required to consolidate their budgets even in times of sound economic
developments. With this concept the USA has in the early 1990s successfully reformed
its budget. The problem is, however, that these expenditure targets do not register tax
reliefs for the citizens, although they have the same effect on the national budget as
public spending.
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A point of orientation for the limitation of national public spending was identified by
the Heads of State or Government of the euro area – together with nine other Member
States – in the structural and economic component of the balanced budget amendment
added to the German Basic Law in 2009, the so called “debt brake”. Without
undermining the budgetary rule of Art. 123 TFEU the Member States themselves
committed that the annual structural deficit of the national budgets does not exceed 0.5%
of nominal GDP. Such a rule will also be introduced in Member States’ national legal
systems at constitutional or equivalent level. The rule will contain an automatic
correction mechanism to be triggered in case of deviation. At the same time the 26
Member States recognised on 9 December 2011 “the jurisdiction of the Court of Justice
to verify the transposition of this rule at national level”.
The German Constitution had set this limit before to 0.35% in relation to the nominal
GDP (structural component). To regulate anti-cyclical economic policy, the German body
legislating on the budget needs to take into account the “effects on the budget in periods
of upswing and downswing” (economic component) symmetrically when determining the
level of permitted borrowing. With regard to the obligatory return, a threshold related to
the national GDP would need to be introduced (Art. 109.3 sentence 2 and Art. 115.2
sentence 3 and 4 second clause of the Basic Law).92 The French Government, too, already
seems to be determined to introduce in the Constitution a debt break for the public
budgets, being a model for the other euro area members.93 This, however, affects the
constitutional autonomy of the Member States and is thus primarily subject to decisions
by the domestic legislative authorities. The constitutional legislators of the Member
States could possibly be convinced if the commitment to austerity anchored in the
national legal order would be made a condition for the medium-term introduction of
Euro-securities (Euro bonds).94 A commitment only at Union level would in contrast
have been beyond the scope of the framework for the coordination of economic policies
and meant a transition to communitised economic and financial policy.
The adopted reforms as well as the rescue packages for debtor nations have led to the
proclamation of a European Economic Government. On the occasion of an informal
European Council meeting on 11 June 2010, German Chancellor Angela Merkel declared
that “the Heads of State or Government regard themselves as an economic government of
the 27 Member States. This means that we coordinate better and can act better in public.”
By that she accepted the French concept of an “economic government”, although not as a
new institution of the States of the euro area but rather as a requirement for coordination
and cooperation between all Member States of the Union. The European Economic
Government is the European Council of the 27 Heads of State or Government.95
Meanwhile, the Commission under its President M. Barroso claims to be the Economic
Government of the European Union. The shaping of the economic government has then
been specified in a Franco-German dialogue in August 2011. In such a “budgetary
Union” (J-C. Trichet) the “key figures of the national budgets of the Member States” are
to be governed by means of “monitoring” or the imposition of sanctions, for the sake of a
new transparency and in order to be able to proceed more quickly against those Member
States that do not comply with the SGP.96 Such enhanced cooperation between the
Member States, in connection with the obligation to provide the Statistical Office of the
EU with data on their fiscal policies, is covered by the Treaties in Art. 119.1 and 121
TFEU. However, their role as dialogue partners of the ECB remains unclear –
particularly with regard to the calls, especially by the French executive – for
strengthening the primacy of politics in the field of monetary and budgetary policy.
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4.2 The budgetary rules
Contractual arrangements guaranteeing a market-based development of Member States’
fiscal discipline are a third pillar ensuring the stability of the euro.97 The Union Treaty,
particularly with the so-called “budgetary rules”, imposes legal requirements on the
Member States, intended to ensure monetary stability even beyond the ban on excessive
deficits (Art. 126 TFEU). These rules establish an equally binding prohibition for the
Union and the Member States, regardless of whether or not they are (yet) part of the euro
area (arg.: Art. 139 TFEU). They are not allowed to finance public budgets by credits
with the national central banks or by measures that have the same money-creating effect
as those credits (Art. 123 TFEU). This article of the TFEU prohibits with direct effect
any monetary financing of the budget, thereby exposing the Member States to the market
forces. Central banks may not directly grant credits to the Union or the Member States or
directly purchase their debt instruments. A direct purchase means that the central bank
assumes these titles directly from the public issuer itself. The Member States are
particularly barred from financing with their central banks.
This is supplemented by Art. 124 TFEU, which prohibits the Union and the Member
States from avoiding capital markets in other ways, i.e., by privileged access to financial
institutions. Art. 125 TFEU excludes liability of the Union and the other Member States
for the commitments of an individual member state. In this context, it is controversial
whether this no bail-out clause is a mere exclusion of liability or an absolute prohibition
to any form of assistance. A limitation to an exclusion of liability does not make much
sense since not even in a federation – without express statutory or constitutional basis – a
Member State is liable for the commitments of another Member State.98 It follows from
the ratio legis of Art. 125 TFEU that a highly indebted Member State cannot reckon to be
granted the same good financial conditions as Member States with sound public finances.
Rather, it needs to fear being charged higher interest rates at the capital market. The
demand for self-responsibility of a Member State leads to higher risk premia with a rise
in debt levels as the markets adjust their financial conditions to the financial policy of a
Member State, and thereby exerts a regulating influence on the budgetary discipline.
Thus, the Member States are also exposed to the capital markets in this assessment of
their creditworthiness. An ever stronger opinion in the literature that so far agrees with
the central Union authorities’ line of reasoning, argues that Art. 125 TFEU does not apply
to the bilateral granting of credits between Member States; this was merely a “shift in the
creditor position.”99 Nonetheless, this interpretation is also not consistent with the no
bail-out clause, since no bail-out policies for third-party liabilities are interpreted in
the context of financial market legitimacy, and also include a prohibition on euro area
members providing loans below market interest rate.100

4.3 The (economic) solidarity clause (Art. 122 TFEU)
Between the provision on coordination of economic policies (Art. 121 TFEU) and the
budgetary rules (Art. 123–125 TFEU) is the Treaty’s (economic) solidarity clause.
According to Art. 122.1 TFEU, the Council may decide, “in a spirit of solidarity between
Member States, upon the measures appropriate to the economic situation”, particularly if
severe difficulties arise in the supply of certain products. These situations are described in
economics as “shocks”. This is often used synonymously with “acute debt crisis”.101
Sometimes it is even underlined that the question of whether or not the problems are self-
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inflicted is without relevance to the possibility of granting financial aid to the Member
State concerned.102
The first rescue package for Greece (2010), however, was based on the emergency
clause of Art. 122.2 TFEU.103 According to this provision, “[w]here a Member State is in
difficulties or is seriously threatened with severe difficulties caused by natural disasters
or exceptional occurrences beyond its control, the Council […] may grant […] Union
financial assistance to the Member State concerned” (Art. 122.2 sentence 1 TFEU).104
The over-indebtedness of Greece, however, is not an occurrence comparable with a
natural disaster, but the result of a kind of financial policy for which, according to the
Treaties, the Member States themselves are to a high degree responsible, even despite the
exacerbating influences – shocks – of the financial crisis.105 The “umbrellas” – at least
with regard to the second rescue package for Greece, and from 2013 onward in form of
the institutionalised crisis mechanism – lead to the collapse of one of the cornerstones of
the EMU’s structure as they violate the no bail-out clause.
It has to be stressed that the original design of the European Economic
Community, with the exception of the so called Social Fund, which was intended to
co-finance measures of labour market policy among the Member States, particularly
Italy, did not provide for fiscal equalisation or financial resource transfer between
Member States. The “no bail-out” created by both the Maastricht reforms and
the economic solidarity clause confirm these findings and retain them for the EMU.
A Regional Fund, funds for structural expenditure for agriculture and for fishery,
and eventually (with the Treaty of Maastricht) a Cohesion Fund, designed to
facilitate accession to the new EMU (especially for Member States of Southern
Europe), have all been set up in the course of European integration, by means of
increasing the Social Fund. These funds were characterised by a policy-making of
economic and social cohesion and mark the gradual transition from an economic
Community to a political Union of the citizens of Europe – a step that has been
reconstructed on a normative level by the Treaty of Maastricht. Hence, the EU also
regards itself as a community of solidarity, in which wealthier States and regions
assist the economically weaker States to catch up. Solidarity basically is a federal
principle of “vouching” and “standing up” for each other, which – complementary to
financial autonomy – is a founding principle of federal financial constitution.106 It is an
enhanced commitment of the European Union to strengthen ties between Member States
not only economically but also in a broader sense. These ties are of an “economic” as
well as of a “social” nature and aim at a harmonic development of the “Union as a
whole”.
The cohesion and structural policy, a central policy area making up more than a
third (35%) of the Union’s budget,107 can be embedded in the constitutional framework
of the European Union without causing it to mutate to a transfer union. On the
other hand, financial assistance from the rescue-packages for those Member States
facing crisis-level national debt amount to a break with the system and requires
special justification. This can only be the continued existence of the euro as an
indispensable factor of European integration that ensures prosperity brings about
unity. At least since the second rescue package for Greece (2011) and the conditions
proposed by the Council for future EFSF loans, the steps taken toward a transfer union –
and thus an elimination of the principle of individual responsibility among the Eurozone
members – need to be justified.108
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A permanent crisis mechanism as response to the permanent crisis

5.1 Establishment of a European Stability Mechanism
The managing of a debt crisis (“restructuring”), despite numerous crisis scenarios that
have occurred since the end of the 1990s, still lacks a robust legal framework that is
sufficiently penetrated by academic knowledge from the field of finance.109 In the
European Union there is only the deficit procedure of Art. 126 TFEU, which is a
preventive instrument against economic and budgetary aberrations, rather than a
procedure for crisis management. Strengthening the financial policy framework at the
national and Union level, the establishment of an early warning mechanism for grave
macroeconomic imbalances in the Member States, and the establishment in the mediumterm of an effective crisis management system, are advocated as a decisive starting point
for the stabilisation of the European currency area that aims at the consolidation of
national debts and the restoration of the State’s ability to act.
The European Council of 28/29 October 2010, on the basis of the Task Force report,
“Strengthening Economic Governance in the EU”, has agreed to set up a robust
framework for crisis management for the euro area that supports financially struggling
States and prevents a spread of the sovereign debt crisis to other Member States.110 It
decided to establish a European Stability Mechanism (ESM) that is due to be launched
already in July 2012 and will succeed the temporary EFSF and the EFSM, thus
continuing these activities in an institutionalised framework. The ESM is intended to
complement the reinforced economic governance, which will focus on crisis prevention
and basically aims at an effective and rigorous economic surveillance of Member States’
policies.111 Like the IMF, the ESM “will provide financial assistance to an ESM Member
when its regular access to market financing is impaired.”112 It is thus an “insolvency
insurance” for Member States of the euro area and their creditors. As with the overall
reform of the EMU, the introduction of the ESM reveals the clash of law and politics, as
it requires decisions along the borders of international monetary and economic policy on
the one hand and of constitutional113 and European law on the other hand.
According to the Conclusions of the European Council of 24/25 March 2011 and to
the Statement by the euro Heads of State or Government of 9 December 2011, all
Member States shall ratify the Treaty amendment that serves as the legal basis for the
ESM, using the simplified revision procedure of Art. 48.6 TEU.114 A new paragraph 3
shall be added to Art. 136 TFEU. As a general clause it provides that “[t]he Member
States whose currency is the euro may establish a stability mechanism to be activated if
indispensable to safeguard the stability of the euro area as a whole. The granting of any
required financial assistance under the mechanism will be made subject to strict
conditionality.”115 Thus, not the European Union but “the Member States” are authorised,
so that the ESM will retain the intergovernmental orientation that is already characteristic
of the EFSF. Recourse to Art. 122.2 TFEU116 – and thereby to a supranational
component – in order to justify financial assistance to pre-insolvent States is thus no
longer required.117 At the same time the Member States of the euro area conclude an
international treaty establishing “among themselves an international financial institution,
to be named the ‘European Stability Mechanism’”,118 which according to the European
Council Conclusions of 24/25 March will be “an intergovernmental organisation under
public international law”, i.e., an international organisation.119
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Germany’s participation in the ESM requires an authorisation by the legislative body
according to Art. 115.1 of the Basic Law, as well as the adoption of several national
legislative acts.120 However, their design must bear up against the procedures of the
Federal Constitutional Court. In its decision to help Greece, in reference to the EFSF, a
ban on the alienation of the German Bundestag’s budget responsibility was formed. The
budget authority should not be transmitted to other actors through an indefinite budgetary
policy. In particular, the Bundestag should “not extradite any financially effective
mechanisms that could lead to [...] significant and unmanageable budgetary burdens
without prior constitutive approval. […] If the Bundestag were to be authorised (by a
national act of transposition) to guarantee takeovers of significant lump sums, the fiscal
dispositions of other Member States could lead to irreversible [...] restrictions on the
leeway of national policy-making.”121 As a result, the constitutional judges favour a ban
on the foundation of international legal mechanisms that lead to any assumption of
liability for other Member States’ debts, particularly if that assumption is associated with
unpredictable consequences. “Every expenditure-related [...] relief effort of large-scale,
federal implication [...] must be approved by the Bundestag in detail.”122 These
requirements must leave such national acts of transposition as have German involvement
up to ESM calculation.

5.2 Design of the European Stability Mechanism123
The ESM’s authorised capital stock shall be EUR 700 billion. While EUR 620 billion is
made up of a combination of committed callable capital and of guarantees, EUR 80
billion will be in the form of actual paid-in capital provided by the euro area Member
States. This amount has been criticised as being “not too little, but too much” with regard
to the “incentive to a laissez faire debt-making with the prospect of a soft landing in the
ESM”.124 The contribution key for each Member State in the total subscribed capital of
the “umbrella” is based on the paid-in capital key for the ECB.125 According to its share
of 27.1%, Germany will have to pay in a contribution of EUR 21.68 billion. It is due
between 2013 and 2017, in five equal annual instalments of EUR 4.4 billion. The German
share of callable capital is EUR 167.4 billion. The ESM’s effective lending capacity
(‘overall ceiling’) is EUR 500 billion (planned to be reassessed in March 2012).
Financial assistance from the ESM will be activated on a request from a Member
State to the Euro Group.126 Due to reasons of sovereignty, the actual initiation of the
procedure can only be a matter for the debtor nation itself,127 unless the competence for
the determination of a State’s insolvency would be transferred to the international
community on a Treaty basis.128 The Euro Group will then inform the Council that a
request for activation of support has been made. The granting of financial assistance will
be subject to a rigorous analysis of public-debt sustainability and provided on the basis of
a strict adjustment programme of economic and financial policy. Upon authorisation by
the ESM’s Board of Governors, they are elaborated and conducted by the European
Commission and the IMF in liaison with the ECB.129 The Commission will propose to the
Council a decision endorsing the macroeconomic adjustment programme. The Board of
Governors will decide on the granting of financial assistance and the terms and
conditions under which assistance is provided. When the Council has adopted the
programme, the Commission will sign the Memorandum of Understanding (MoU) on
behalf of the euro area Member States subject to prior mutual agreement by the Board of
Governors.130 The loans granted will enjoy preferred creditor status, while accepting
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preferred creditor status of IMF over ESM. This will send a clear signal to the private
creditors that their credits are redeemed only after those of the public sector.131
Following this and depending on the severity of the financial difficulties of the State
concerned domestic measures for the restructuring of the debts will be conducted.
A differentiation will be made on a case-by-case basis between sustainable debt
(temporary liquidity crisis) and an actual sovereign default of that State (as a result of
which private sector involvement will be expected).132 While in the case of a temporary
liquidity crisis the national measures for debt restructuring would merely be accompanied
by a request to the private sector to maintain their exposures in accordance with
international rules and in line with IMF practice, private-sector creditors would be
committed to (adequate and proportionate) involvement in the restructuring process in the
event of an actual insolvency.133 This procedure will ensure that in order to restore debt
sustainability the beneficiary State will first of all have to rely on itself, then on the
private creditors and as ultima ratio on the international community.134 Without the
introduction of concrete insolvency rules for States with euro currency private creditors
will have no incentives to monitor better than before the financial policy of sovereign
debtors and thus from the very beginning consider the possibility a partial sovereign
default. Moreover, this part of the reform is indispensable since at European level there is
neither a procedural framework nor are there appropriate instruments to counteract
defaults of Member States.135
From 2012 onward, all new euro area government securities will include standardised
and identical collective action clauses (CAC) in their terms and conditions, in order to
facilitate the restructuring process. This would enable the creditors, in case of insolvency
of the debtor, to agree with the qualified majority on a binding amendment of the
payment terms.136 Theses clauses are already used by some States for their international
loans in order to make possible any binding majority decisions of the creditors.137
Private-sector involvement would give this part of the procedure a preventive effect since
in the future this would create an incentive for creditors to enter into risky engagements
only with greatest caution. Nonetheless, even after the implementation of CACs, the
restructuring still bears some risks. One especially has to question if the restructuring will
in fact lead to a restoration of insolvent State’s financial strength. Critics point out the
necessity for the creditors to waiver a considerable amount of debts in order to achieve
the desired results.138

5.3 Sustainability of the stability mechanism
The establishment of a permanent crisis mechanism dominated the political debate
accompanying the negotiations on Greece’s second “rescue package” – including a
(financial) haircut.139 Its design shall be dependent on certain pre-requisites that ensure
the primary objective of creating a sustainable and robust framework for crisis
management.

5.3.1 Financial reservations
The establishment of a sustainable framework for crisis management is essential setting
up the mechanism for the granting of financial assistance in a way that minimises the risk
of moral hazard, i.e., the unjustifiable “insurance” at the expense of the citizens against a
risk that actually would have to be borne by the debtor nation itself. The crisis
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management framework needs rigorous and binding rules for fiscal disciplining and
should not be an “attractive option” for the Member States. In order to ensure prompt
action for the restoration of public debt sustainability, financial assistance should be
made subject to strict conditionality. In principle the ESM is suitable to help Member
States escape a spiralling debt. In order to avoid disincentives due to soft loans (i.e., loans
with low interest rates) from the ESM, and to eliminate the risk of a debt policy at the
expense of the “community of solidarity”, it is indispensable in the procedure to require
the debtor nation to conduct a strict policy of austerity, by means of adjustment
programmes. To avoid insolvency the constraints attached to the granting of loans need to
be met by the beneficiary State.
Another essential element for a robust crisis management framework is the binding
involvement of private creditors in the restructuring of public debt pursuant to the
established IMF principles. The recent agreement thus seems to be insufficient, as private
sector involvement is no pre-requisite for ESM assistance. Private creditors – as the
second rescue package for Greece (2011) shows – will bear parts of the costs of their
economic decisions only in individual cases, i.e., “on a case by case basis”.140 It follows
from the European Council Conclusions that in case of a temporary liquidity crisis,
private investors shall merely be “encouraged” to maintain their exposures. Only in the
event of sovereign default will private creditors be involved – within the London Club –
in a debt relief in the course of restoring debt sustainability (restructuring of public
debt).141 Real private sector involvement thus seems unlikely since in the latest
sustainability analysis on Greece, the State was still considered “solvent”. Accordingly,
even in the future, loans of a highly indebted State will not be traded with an adequate
risk premium that mirrors the actual need for reforms. This will significantly decrease the
pressure to initiate reforms.
A de facto non-involvement of the private sector would at the outset eliminate the
setting up of a resolvency procedure for debtor nations. Only actual involvement will
create incentives for private creditors to monitor better than before the financial policy of
sovereign debtors; banks and other financial institutions will from the very beginning
have to include in the price the possibility a partial sovereign default. This must cause
them to permanently reduce the share of debt instruments issued by public bodies, or
charge respective risk premia. The lack of effective rules for managing sovereign default
would encourage trust of debtor nations and their creditors in financial assistance by
other Member States, thus paving the way to a real transfer union. Therefore, it is
indispensable that the granting of ESM loans be made conditional upon insolvency or a
restructuring, and that all creditors noticeably contribute to the costs of restoring sound
public finances.

5.3.2 Legal basis
Meanwhile, the new use of paragraph 3 of Art. 136 TFEU as legal basis for the ESM is
criticised for circumventing the no bail-out clause (Art. 125.1 TFEU). Technically, ESM
borrowing at the capital markets is not “assuming of commitments” in the sense of
Art. 125.1 TFEU, as the joint assuming of commitments by the shareholders of the ESM
applies only to these liabilities, and has no connection to any liabilities of the debtor
nation to whom loans composed of those ESM-raised resources will be granted.142
Still, doubts remain whether this legal vehicle will not circumvent the budgetary rules
of Art. 123 through 125 TFEU.143 As a result, the provision of Art. 136.3 TFEU, which is

The European Economic and Monetary Union

423

modelled on the procedure of enhanced cooperation between Member States
(Art. 20 TEU), codifies an opening of the no bail-out clause. The ESM leads to the
establishment of a safety net that will decrease the motivation of potential debtor nations
to comply with the reference values of Art. 126.6 TFEU as well as with the provisions of
the Stability and Growth Pact. This relationship of rule and exception144 is decisive for
the interplay of Art. 125.1 TFEU and Art. 136.3 TFEU in the sense that an interpretation
of this new institution is in conformity with Union law, and is threatened to be changed to
the contrary.145 In that case, however, Art. 136.3 TFEU would be “unconstitutional
constitutional law” (verfassungswidriges Verfassungsrecht in German dogmatic),146
particularly as this provision – as opposed to Art. 122.2 TFEU – does not contain any
conditionality or reservations (“beyond its control”).147 As for the relationship of
Art. 122.2 TFEU to Art. 125 and 126 TFEU, a similar interplay of rule (Art. 125, 126
TFEU) and exception (Art. 122.2 TFEU) – and in terms of reconciling conflicting
constitutional principles, it has been correctly pointed out that the rule may only be
limited in accordance with the principle of proportionality, i.e., namely with regard to the
suitability of the crisis mechanism.148

6

Prospects: between transfer union and fiscal union

In the light of the totality of primary law parameters, rules, and instruments that form the
basis for the Member States’ responsibility for stability, the German Federal
Constitutional Court, in an ex ante review of the Treaty of Maastricht, has qualified the
Monetary Union as a “community based on stability”.149 It adds that “the fear that efforts
towards stability will fail to materialise, with the consequence that the member-States
could make further concessions on financial policy, is insufficiently plausible to ground
the conclusion that the Treaty is legally uncertain.”150 Nonetheless, the factual
convergences that the treaties presuppose cannot be enforced on a treaty basis. This fact
has been underlined by the Bundesverfassungsgericht when it explained that “the
economic and monetary union […], because of the reciprocal basis of the monetary
Union agreed under the Treaty and of the assumed development into an economic union
as well, will only be realised if there is a continuing and serious readiness for completion
on the part of all member-States”. In the opinion of the Karlsruhe judges, if the Monetary
Union were not able to maintain stability it “would be abandoning the Treaty
conception”.151
Meanwhile, the “serious readiness for completion” of some Member States remains
doubtful. The judges of the Second Senate of the Bundesverfassungsgericht – in some
way anticipating this situation – have thus stated that the Federal Republic of Germany
has a right to withdraw in the event that the Monetary Union cannot ensure stability.152
This reservation can even be regarded as an early sign of doubt whether in fact the
reference values and the convergence criteria can effectively ensure monetary stability in
the macroeconomic reality of domestic budgetary and financial policy. Meanwhile, not
even in European politics, but also in (German) academic literature on European law one
recognises as a response to the crisis a tendency towards a less restrictive interpretation of
the Treaty of Maastricht’s reservations intended to serve economic and financial
autonomy and responsibility of the Member States.
However, due to the unconvincing exit-strategies, it would only be consequent to
provide a Treaty basis for the steps already taken towards a transfer union and confer
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upon the Union the necessary competences. This would entail a severe loss of national
budgetary sovereignty of all Member States. States in a chronic financial “state of
emergency” would even be placed under a sort of trusteeship by Council and
Commission. Thus, for the long-term stabilisation of the European currency, the pressing
question is the transition of the Union from an association of sovereign States
(Staatenverbund) to a real federal State or at least its procedures.153
The need to reform of the EMU that became evident in the course of the financial and
debt crisis could lead to inevitable shifts of budgetary, fiscal, economic and social policy
competences from the Member States to the Union. This, however, cannot leave
unaffected the national constitutions or the “compound system” of Union and Member
States: in this process the supranational Union is likely to be modified by structures of a
European federation – including a transfer and a joint debtor system. At the same time
national constitutions may reach their limits regarding (democratic) legitimation in the
course of European integration while the interpretation of domestic constitutions will
more and more be influenced by the dynamics of political developments.154 Not even two
years after the entry into force of the Treaty of Lisbon the dictum of the Member States
as “sole masters of the Treaties” thus loses significance and credibility in this subtle
process of political predicaments. Lacking other political options, sovereignty will be an
empty shell. As a result, the polycentric design of the Union will change to more unitarily
organised structures.
Due to the irrevocable transfer of sovereignty to a new subject of legitimation that
goes with it, this step would require a new constitutional basis in all the Member States
and would be reserved to the directly declared will of the peoples of the Union in a
national referendum.155 At the moment the Heads of State or Government of the Member
States intend only “limited” Treaty changes for “further strengthening economic
convergence within the euro area, improving fiscal discipline and deepening economic
union.”156 Meanwhile, such a centralisation of powers which still form part of the
domaine reservé of the Member States will lead to a loss of the national competitive
dynamics and innovation of the Member States.
The aid packages, ultimately resulting from the weakness of the contractual and
economic construction of the EMU, were approved by the judges of the Federal
Constitutional Court in its decisions regarding “aid to Greece” and “euro aid package”157
in respect for the Executive’s political decisions (not fully legally justifiable), though this
at the same time required a strict conditionality and time limitation, and necessitated that
the federal government increase the participation of the Bundestag in decisions on the
relief efforts – including the disbursement of each tranche.158 Again, the Federal
Constitutional Court has strengthened the participation rights of the Bundestag, and thus
the democratic legitimacy of European policy decisions – now in the “European financial
policy”. According to the previous form of the law on the takeover of warranties as part
of a European stabilisation mechanism (StabMechG), the obligation of the federal
government becomes limited in efforts to ensure parliamentary participation, only in an
attempt to produce a consensus with the budget committee of the Bundestag.159 Future
decisions on the establishment of a German budget to stabilise the single currency require
the approval of the Budget Committee of the German Bundestag – but not the whole of
the Bundestag.160
Even during the so called “euro crisis” the euro has remained surprisingly stable. The
trend of the markets is largely independent from the sovereign debt crisis of some
Member States of the euro area and the erosion of the treaty basis of the EMU connected
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with it. That is not only the result of a number of market-influencing factors such as the
ECB’s interest rate policy, the US economic development or the severe public debt of the
USA, but mostly due to the fact that “the crisis does not harm the markets but instead
spurs them”. Accordingly, the depth of the crisis entails the danger that some debtor
nations will not survive as Eurozone members. This “euro paradox” has been
characterised as an expression of a Monetary Union in which the Member States have not
yet grown together as would be expected to be the case with a single currency.161 At least
in Germany, the crisis of the Eurozone has conveyed a mental re-nationalisation of the
people.162
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