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THE EUROPEAN UNION’S FUTURE

TUESDAY, JULY 14, 2015

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON EUROPE, EURASIA, AND EMERGING THREATS,
COMMITTEE ON FOREIGN AFFAIRS,
Washington, DC.

The subcommittee met, pursuant to notice, at 2:01 p.m., in room
2200, Rayburn House Office Building, Hon. Dana Rohrabacher
(chairman of the subcommittee) presiding.

Mr. ROHRABACHER. I call to order the Europe, Eurasia, and
Emerging Threats Subcommittee for this afternoon’s hearing on the
future of the European Union.

From a relatively modest idea in the early 1950s for six countries
to form a common market for steel and coal production, the supra-
national organization that we now know as the European Union
was created. Five and a half decades on, the European Union has
expanded to include 28 national governments and represents over
500 million people. Taken together, the GDP of the EU is over $18
trillion, one of the largest global economies.

The historical forces which promoted the European integration
after World War II helped to make that continent more peaceful
and more prosperous. The European Union and the liberal values
it embodies helped numerous post-Communist Eastern European
countries make the transition from their Socialist Communist
economies to a market economy. The fact that new countries con-
tinue to seek membership shows that the fundamental values of
the EU are the right ones and continue to be attractive.

Despite this, however, the future of the European Union and the
entire project of European integration has arguably never seemed
so much in doubt. The EU has expanded to include economies of
all sizes, countries, and different cultures, and sometimes con-
flicting national interests. This has led many to rightfully ask: Has
the EU become too large to manage? Must more authority continue
to be ceded to Brussels in order to prevent dysfunction?

While the negotiable agreement reached by the Greek Govern-
ment yesterday appears to keep Greece in the eurozone for the
time being, the crisis there is far from over. Greece’s economy has
shrunk by a quarter, and youth unemployment is 50 percent. And
I hope the implementation of this latest agreement, which we saw
yesterday, will set Greece on a better path. But, given the experi-
ences of the past 5 years, I am certainly less than optimistic.

So let me just note, in 1953, Germany received a massive debt
relief from its creditors. I can’t help but wonder, if Greece received
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the same treatment 2 or 3 or 4 years ago, would we still be in this
crisis moment that we see in Greece today? If questions about the
integrity of the eurozone weren’t enough, the authority and the le-
gitimacy of the EU is also being challenged from within.

The popularity of basically Eurosceptic political parties has in-
creased, and they are pushing back against the centralized power
in Brussels. In last year’s European Parliamentary election, over a
quarter of the seats were claimed by Eurosceptics and Eurosceptic
parties. In 2016, 2017, Great Britain, one of the largest EU coun-
tries, will hold an in-or-out referendum over the question of re-
maining in the European Union.

In the face of a major fiscal question and increasing doubts
among the citizens of Europe, what then is the future of the EU?
Have the influences, which historically drove integration, now are
they driving people apart rather than bringing them together? Or
is the answer to these difficulties to double down and to deepen the
union to an even greater degree?

Before we go on, let me just note, I think the Greek crisis has
an important lesson for our own country: A government can live be-
yond its means and live well on deficit spending, but not forever.
And I hope lawmakers here in Washington, not just in the Euro-
pean capitals, have taken note of that fact.

So, with that said, I am looking forward to our witnesses. And
I will turn now to the ranking member, Mr. Meeks, and then I will
introduce the witnesses.

Mr. Meeks, you may proceed.

Mr. MEEKS. Thank you, Chairman Rohrabacher, and thank you
for working with and putting this hearing together to provide us
with an opportunity to openly examine current events in Europe
and how they will shape the European Union’s future.

The future, it seems, is becoming the present quickly. For many
of us who work on Europe and related issues in this House, events
within the EU have come into sharp focus. The issues being sorted
out are not new, however. The United Kingdom has always had a
special relationship with the continental Europe. The Greek econ-
omy did not begin to show troubling signs yesterday and the rise
of extremist parties is not something new to Europe.

The question, therefore, is this: Are we seeing a restructuring of
the European political system, or is this simply a necessary crack
along the path to a more peaceful and united Europe? A prime ex-
ample is the situation in Greece. This process is a reminder that
the union is indeed a process and a club that demands cooperation,
solidarity, and compromise. It is moments like what we have wit-
nessed over this past weekend and into the early morning of yes-
terday that tests the mettle of the Union.

And I am encouraged by the fact that the parties came to an
agreement for now and wish to see that the Greek Parliament
make the necessary decisions in the upcoming days. Hopefully, in
the future, such crises can be stemmed earlier in the game and not
lead to brinkmanship involving such high stakes.

You know, I just returned from a trip to Riga, Latvia, where I
discussed these issues with Latvian political leaders, their foreign
ministers, citizens, and as well as with members of the European
Parliament. They clearly see the benefits of a successful European
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Union and an American presence on the continent. During the cold
war, they lived on the other side under a regime that did not allow
them the freedoms and prosperity they have today.

In Latvia, I also shared a meal with young American soldiers—
some who happened to come from my State of New York—that rep-
resent our friendship and common values with Europe. On the
ground, in people’s lives, the future of Europe depends upon us
working in partnership, America and our friends across the Atlan-
tic. A united Europe represents American ideals along with Euro-
pean ideals and commerce and liberty and security that can lift
standards all over the world.

Though difficult, times like these, I think that it is time that I
believe that by working together we can ensure success. From the
U.S. Congress’ perspective, we understand the difficulties in cre-
ating a more perfect union, and we are still trying to move in that
direction. But let us take a step back to define our important rela-
tionship with Europe and the European Union. The European
project is a peace project firmly aligned with American interests
and designed to promote liberal democratic ideals while working
for the global common good.

Such a project may seem lofty, but in practice, it sets a frame-
work to facilitate the free movement of people, commercial goods,
finance, and ideas. This unprecedented and evolving union on the
other side of the Atlantic consists of allies, our allies. And, of
course, there is no roadmap for constructing the EU. Whether or
not these mistakes could have been avoided is irrelevant at this
time as we work together to iron out the remaining wrinkles in the
European Union, working with them.

In our country, we are still perfecting our system of government
and cooperation between the State and Federal levels, yet I believe
that despite the difficulties of such an ambitious European Union,
the will to do that is there. Despite the pain of reforms, the over-
whelming majority of Greek citizens want to remain in the Euro-
pean Union. And we will find out what citizens of the United King-
dom think of their membership soon also. The internal affairs of
the EU must be resolved so the integrity of the Union can continue
to sustain its purposes.

So, with that, Mr. Chairman, I look forward to hearing the testi-
mony of our witnesses as we talk more because we have all kinds
of scenarios. When we talk about ISIS, China, we have got to work
together with our allies across the Atlantic. I think that is tremen-
dously important, and as so, there is plenty to do. And I would love
to hear the testimony of our witnesses.

Mr. ROHRABACHER. Thank you very much, Mr. Meeks.

And, Mr. Sires, do you have a opening statement?

Mr. SIRES. I just want to say thank you for holding this hearing,
and I want to hear what the witnesses have to say. Thank you.

Mr. ROHRABACHER. How about you, Colonel Cook?

Mr. Cook. I just have a brief statement since there was so much
talk about Greece, and depending upon votes, some of my questions
may orient toward that.

My big concerns right now are Russia. And Russia, which has
been using oil and gas to control Europe, this is something that is
not new. And, of course, if you look at the history and the cultural
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and historical ties, the Byzantine Empire, if you will, going back
many, many years, long before I was born, I might add, that rela-
tionship kind of scares me, particularly the offer to help out the
Greek economy. And that could drive a wedge between Greece, of
course, and everything that is going on, and they might reorient
themselves to Russia.

And so my questions, when we do get there, will be oriented to-
ward that. As I said, I am very, very concerned about that, and not
just the EU, but it is going to dwell into, of course, NATO.

So thank you very much for being here today. I am glad you had
this hearing.

Mr. ROHRABACHER. Thank you very much, Colonel.

And we have three witnesses with us today. I would ask each of
them to try to sort of put all of it down in about 5 minutes, if you
could, and the rest you can submit for the record. But try to pick
out the points that you really think are the most important for us
to discuss. And then we will have, as I say, a dialogue afterwards.

Our friend from Alabama, Mr. Brooks, do you have an opening
statement at all that you would like to make?

Mr. BROOKS. No, sir.

Mr. ROHRABACHER. All right. So, with that said, let me introduce
our witnesses.

Dr. John McCormick is the Jean Monnet Professor of European
Union Politics at Indianapolis campus of Indiana University. And
he has authored over a dozen books, numerous journal articles. He
was educated in Rhodes University in South Africa and University
College London. All right.

And we have with us Steven Walt, the Robert and Renee Belfer
Professor of International Affairs at Harvard’s John F. Kennedy
School of Government. And he is a contributing editor to Foreign
Policy magazine and has authored four books on international af-
fairs, including a New York Times bestseller.

And, finally, we have with us Dr. Jacob Kirkegaard, and he is
a senior fellow at the Peterson Institute for International Econom-
ics. Previously, he worked with the Danish Ministry of Defense and
the United Nations in Iraq. He studied at Columbia University, re-
ceived a Ph.D. From Johns Hopkins University.

So we have three very prominent witnesses and people who are
not only respected in the education but in foreign affairs as well,
so we would be very appreciative of hearing what you have to say.

Dr. McCormick, you may begin.

STATEMENT OF JOHN MCCORMICK, PH.D., JEAN-MONNET
PROFESSOR OF EUROPEAN UNION POLITICS, INDIANA UNI-
VERSITY-PURDUE UNIVERSITY INDIANAPOLIS

Mr. McCorwMmICcK. Well, good afternoon, and thank you very much
for inviting me to this very topical hearing. My name is John
McCormick. I am the professor of political science at the Indianap-
olis campus of Indiana University, and I have been studying, teach-
ing, and writing about the European Union and its precursors for
about 25 years.

In that time, the last decade, without question, has been the
most challenging and the most troubled, beginning with the rejec-
tion of the constitutional treaty in 2005, moving to the global finan-
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cial crisis that began in 2007, the eurozone crisis that began in
2009, which both evolved against a background of a growing pop-
ular reaction against European integration, a deep cynicism about
the achievements of the European Union and doubts about its ca-
pacity to play a meaningful role in the world.

Regardless of all this, I remain the eternal optimist. I continue
to believe very much in the many longer term achievements of the
European Union: For example, the European single market and its
many benefits; the role of integration in helping keep Europe at
peace; the slow building of a Pan-European identity; the promotion
of democracy and free markets, both at home and abroad; and ev-
erything from a cleaner environment to greater mobility for college
students to cross-border police cooperation, common policies on
trade and competition.

So we are here today to talk about the future of the European
Union, but doing so is particularly difficult because of the nature
of the raw material that we have to work with. And there are two
particular problems that present themselves. First of all, we cannot
agree on the political identity and personality of the European
Union. It is very difficult to have a meaningful conversation and
discussion about its successes and failures or about its future pros-
pects when we don’t know what “it” is.

Unfortunately, nobody has yet offered a definition of the Euro-
pean Union that can help us sort through these complexities. And
when I am asked to answer the question, “What is the European
Union?” My answer is, it is a confederal system with Federal quali-
ties. And, unfortunately, that definition always demands subsidiary
conversation about what exactly I mean, and it is not one with
which many of my peers would anyway agree.

Second, much of the debate about the European Union and the
effects of European integration is diverted by misunderstandings
about the power and the reach of the European Union. Critics rou-
tinely overstate the powers of the European Union institutions.
They routinely overstate the extent to which the laws of the mem-
ber states are driven by the requirements of European Union law.
They routinely blame the domestic problems of the member states
on perfidious Brussels. And they often choose to focus more on the
problems of the European Union, which make for dramatic head-
lines, than focusing on the successes, which don’t.

So I was asked to comment specifically on three matters, and
while I have done so in more detail in my written statement, I will
just provide a very brief summary here. First of all, there is the
question of the sovereign debt crisis in Greece. Many bright and
creative minds have wrestled with the design and implementation
of the euro and then with how best to respond to the debt crisis,
and yet we still find ourselves in dire straits.

So predicting the future presents an enormous challenge. I do be-
lieve, though, that the crisis will be resolved; that all parties will
adapt to the outcome; and we will learn and move on. Why? Very
briefly, because the euro project is too big to fail, both politically
and economically.

Secondly, there is the question of the U.K. Referendum on mem-
bership of the EU, and here I am on firmer ground. I predict firmly
that the British people will vote to remain part of the European
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Union. Why? Because the majority in favor of staying has been
growing; because the referendum debate itself has been a learning
experience that has drawn more attention to the benefits of staying
and the costs of leaving; and because the Cameron Government has
pledged to negotiate with forms of the European Union that may
result in a further reduction in support for leaving. Now, we should
also remember that the referendum is ultimately an effort to re-
solve a disagreement within the governing Conservative Party. And
we should assess it as such.

Finally, there is the question of the electoral success of
Eurosceptic political parties. It is true that they are attracting
more support, but this is as much because of criticism of the polit-
ical establishment in Europe and also as much about concerns
about immigration as it is because of criticism of the European
Union. And it is also important to appreciate that Euroscepticism
comes in many different shades and that while some of its adher-
ents wish to see their home states leave the European Union, many
seek only reform of the European Union.

So, in conclusion, I would argue that the successes of the EU far
outweigh its failures, that the governments of the member states
will continue to work hard in the interest of European integration,
and that the EU will weather the current storms and emerge
bruised but wiser.

Thank you very much, again, for the opportunity to speak to you.

[The prepared statement of Mr. McCormick follows:]



Prepared statement of Dr. John McCormick
Jean Monnet Professor of European Union Politics
Department of Political Science
Indiana University-Purdue University Indianapolis

Given before the hearing on ‘The European Union’s Future’
Subcommittee on Europe, Eurasia, and Emerging Threats
Committee on Foreign Affairs
U.S. House of Representatives

July 14, 2015

Mr. Chairman and Members of the Subcommittee: thank you for convening this
hearing on the issue of the future of European Union, and for inviting me to provide
testimony. In your invitation, you noted that members of the subcommittee were
seeking to better understand the future of EU institutions and how they might
change in response to the Greek sovereign debt crisis, the referendum in the United
Kingdom, and the growing electoral success of euroskeptic political parties. It is my
pleasure to contribute the comments that follow.

Introduction

This hearing occurs at a deeply troubled and troubling time in the affairs of the
European Union. It has faced many crises since the process of European integration
formally began with the signature of the Treaty of Paris in April 1951, but none have
been so serious as the problems faced by the euro zone since the breaking of the
sovereign debt crisis in Greece in late 2009. Predictions regarding the outcome have
ranged from dire economic stress for Greece and other troubled euro states, to the
exit of Greece from the euro zone, to the collapse either the euro or of the European
Union itself.

The very range of these predictions is indicative of the uncertainties that attach to
any discussions about the present health and future prospects of the EU. While most
such discussions are currently shrouded in gloom, | remain optimistic for its future,
believe that a resolution will be found to the EU’s current problems, and am
confident that it will emerge bruised but stronger from the present crisis. I would
also argue thatit is particularly important in these troubled times not to lose sight of
the many and substantial achievements of European integration. |1 will address each
of the three topics listed by the subcommittee in turn.

The sovereign debt crisis in Greece
The debt crisis that broke in Greece in late 2009 has gone on to be the most harmful

and alarming of the many challenges faced by the process of European integration.
Earlier such challenges include the collapse in 1954 of plans to create a European



Defense Community, the unilateral French veto of the British application to join the
European Economic Community (EEC) in 1963 and 1967, the ‘empty-chair crisis’ of
1965-66 when France withdrew from meetings of EEC bodies, the failure of early
efforts to launch a single currency, the foreign policy embarrassments of the 1990s
in the Gulf and the Balkans, and the collapse of the proposed constitutional treaty in
2005. Crisis has indeed been part of the evolution of European integration, but the
EEC/EU has survived, learned, and moved on.

To some extent, the Greek debt crisis was predictable. Greece did not meet the
criteria set for membership of the euro, including a limit on its budget deficit of 3
per cent of GDP. As a higher risk, it was obliged—before joining the euro—to borrow
at higher interest rates than those charged to its wealthier EU neighbors, and much
of its workforce had a long-standing reputation for tax avoidance; the OECD in 2009
estimated the size of the grey market in Greece to be equivalent to 25 per cent of the
country’s GDP. Once within the euro zone, it found that it could borrow at a cheaper
rate than before, and banks were willing to lend. Greece’s debt grew, its government
misrepresented the size of that debt, many Greeks continued to avoid paying taxes,
and the European Central Bank lacked the ability to review the budgets of euro
member states.

Reforms were made in the wake of the crisis to EU policy and institutions. The
European Central Bank now has stronger powers to monitor national budgets, a
new institutional framework has been developed for financial supervision in the EU,
and there have been efforts to build a European banking union. Mistakes have
clearly been made in the response to the euro zone crisis, and there will be more
adjustments in the wake of recent developments.

As for predicting the future, 1 could not claim to have the necessary expert
understanding of monetary and fiscal policy enjoyed by economists, and I take heed
of the lesson to be learned from two recent predictions by eminent voices. In 2012,
Martin Feldstein—former chairman of the Council of Economic Advisors—argued
thatit was time to recognize the euro as an experiment that had failed.* A few
months later, C. Fred Bergsten—chairman of the Competitiveness Policy
Council—declared that fears of the collapse of the euro were ‘vastly overblown’, that
adjustments had been made, and that once the dust had settled, the euro and the
entire project of European integration was ‘likely not only to survive but to emerge
even stronger’.2

From the perspective of a political scientist, | believe that the crisis in the euro zone
will be resolved, and that whether it involves a Greek exit from the euro zone or not,
all parties will adapt to the outcome, and will learn and move on.

1 Martin Feldstein (2012) ‘The Failure of the Euro’, in Foreign Affairs 91:1, Jan/Feb, pp. 105-16.
2 (. Fred Bergsten (2012) ‘Why the Euro will Survive’, in Foreign Affairs 91:5, Sept/QOct, pp. 16-22.



The UK referendum

As we know, the Cameron government has promised to hold a referendum on
continued UK membership of the EU, some time in 2016 or early 2017. The debate
about the referendum is already well under way, and there has been much
speculation about how it will evolve and about the likely result. Five points are
particularly worth bearing in mind.

First, opinion polls dating back to 1977 have shown that the majority of British
voters have consistently been in favor of their country remaining within the
EEC/EU. There has been a notable reduction in the level of anti-EU sentiment since
2011, with the number wishing to leaving falling from 54 per cent in October 2011
to 25 per centin June 2015, and the number wishing to remain within the EU
growing over the same period from 46 per cent to 75 per cent. The failure of survey
research accurately to predict the outcome of the May 2015 general election
provides a cautionary tale, but the gap between those who support and those who
oppose continued British membership of the EU is far outside any normal margin of
error.

Second, the debate over the referendum has already sparked an informal public
information program in which the pros and cons of EU membership are being aired
and explored more intensively. Eurobarometer polls find that the British are notably
badly informed about the EU and its powers: only half of those asked ina 2014 poll
agreed with the statement ‘l understand how the EU works’3. However, this was
already a significant improvement on the same poll taken a year earlier, when the
figure was 44 per cent.* As they become better informed, so British voters are likely
to better understand many of the ways in which the powers and reach of the EU
have been misrepresented by its critics. At the very least, itis possible that—as
happened with the Scottish independence referendum in September 2014—many
unanswered questions will be raised about the consequences of leaving the EU, and
more voters will choose to err on the side of caution and cast ballots in favor of
continued membership of the EU.

Third, part of the decline of opposition to membership can be explained by the
evolution of the debate about the referendum so far, which has been characterized
in particular by many statements from business and political leaders who have not
previously made their views on the EU well known, and who have come out
overwhelmingly in favor of the UK remaining within the EU. They have also often
issued dire warnings of the potentially detrimental effects of a British exit.

Fourth, the Cameron government has long promised to renegotiate the terms of
British membership of the EU prior to the holding of the referendum, and it is likely

3 European Commission, Standard Eurobarometer poll 82, Autumn 2014.
4 European Commission, Standard Eurobarometer poll 80, Autumn 2013.
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that the revisions—and the prospect of wider reforms in the wake of the Greek debt
crisis—will further strengthen support for continued membership.

Finally, itis important to appreciate that the referendum is driven in large part by
an effort to end a harmful disagreement over Europe within the governing
Conservative party. It is thus less an exercise in democracy than an exercise in
political housekeeping, in much the same way as the last UK referendum on EEC
membership, held in 1975, was concerned with ending a similar disagreement
within the governing Labour party. Just over 67 per cent of voters opted to remain
within the EEC in that referendum.

For all these reasons, and barring any dramatic international developments that
mightredirect the debate, I predict with a high degree of confidence that the
referendum will resultin a strong majority in favor of the UK remaining a member
of the EU.

The electoral success of euroskeptic political parties

There is no question that euroskeptic political parties have been winning new
support at elections in the member states of the EU. The successes of the National
Front in France, of the UK Independence Party in Britain, and of the Party for
Freedom in the Netherlands are well known. Much was also made of the gains by
euroskeptic parties in the 2014 European Parliament elections.

However, the data must be treated with caution, for several reasons.

First, support for euroskeptic parties is more modest than the drama of news
headlines would suggest, the numbers being clouded by the variety of policies
supported by such parties, of which criticism of the EU is only one. The results of the
2014 European Parliament (EP) elections were widely hailed as a political
earthquake, and yet voter turnout was only 43 per cent, and anti-establishment
parties—defined broadly—won just 13 per cent of the vote. Furthermore, because EP
elections are considered secondary to national elections, and are often used by
voters to comment on national government, voters are more willing to use them to
casta protest vote, and preferences at EP elections do not carry over to national
elections. The UK Independence Party, for example, won nearly 27 per cent of the
vate in the 2014 EP elections in the UK, but only 13 per cent of the vate in the 2015
UK general election.

Second, euroskepticism is often portrayed as monolithic, as though all the
supporters of eurosceptic parties were equally opposed to the EU and to the
membership of their home states in the EU. But euroskepticism comes in many
shades, and includes voters who oppose both the EU and the process of integration,
as well as voters who supportintegration butbelieve in reform of the EU. In other
words, euroskepticism does not preclude the possibility of supporting an EU that is
more efficient, transparent, and accountable.
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Third, euroskeptic parties are also populist parties, and populism throughout
history has typically faded as quickly as it has blossomed. Populist parties either
lose support or transform into mainstream parties with more mainstream policies.
The initial excitement generated by support for a single issue or narrow range of
issues quickly dissolves once a party is obliged to develop policy positions on a
wider range of issues.

Finally, support for euroskeptic parties is not just a comment on the EU, but is
also—for some voters, at least—a means for criticizing the political establishment.
Party membership in Europe is on the decline, trust in government is on the decline,
voters are using other means to participate in government, and the results of
elections only tell part of the bigger story. Furthermore, support for euroskeptic
parties overlaps with concerns about immigration, notably from Africa, the Middle
East, and Asia. Immigration is arguably at least as important in the calculations of
the supporters of euroskeptic parties as is hostility toward the EU.

Conclusions: The future of the EU and its institutions

Regrettably but understandably, the focus of the current debate about the European
Union is on its difficulties and its crises. These are serious, to be sure, but we should
not forget the many achievements of European integration, which have always been
more enduring than its failures.

To quote the single example of the construction of the single market (a project
favored even by most euroskeptics), it has been revolutionary in the changes it has
wrought: time-consuming border crossings are mainly gone, new jobs have been
created, business has access to a bigger marketplace, consumers have access to a
wider range of products and services at more competitive prices, competition has
encouraged innovation, technical standards and regulations have been improved
and reduced, costly and protectionist national laws have been replaced with
harmonized EU-wide approaches and standards, Europe’s environment is cleaner,
and the European market is today an irresistible economic magnet of a size and
reach that allows the EU to exert soft influence on a global scale. The concern today
is not that the single market has gone too far but that it has not gone far enough.

With achievements of this magnitude, the benefits of the EU will endure. Its
institutions will continue to evolve as they have done since 1952. They work as well
as can be expected given human nature and the unique personality of the European
Union, their reach has expanded and changed as the effects of European integration
have evolved, and there is no reason to suppose that they will not continue on this
path indefinitely.
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Mr. ROHRABACHER. Thank you, Dr. McCormick.
Dr. Walt.

STATEMENT OF STEPHEN WALT, PH.D., ROBERT AND RENEE
BELFER PROFESSOR OF INTERNATIONAL AFFAIRS, BELFER
CENTER FOR SCIENCE AND INTERNATIONAL AFFAIRS, JOHN
F. KENNEDY SCHOOL OF GOVERNMENT, HARVARD UNIVER-
SITY

Mr. WALT. Mr. Chairman, Ranking Member Meeks, and mem-
bers of the committee, it is an honor to speak with you today at
this uncertain moment in European history. And given Europe’s
importance to the United States, trying to anticipate its future
path is a critical task.

It is hard to be optimistic, however, about the EU’s prospects. It
has been a positive force in world politics for many years, but it
suffers from growing tensions and self-inflicted wounds. It is likely
to experience repeated crises and growing divisions, and we cannot
rule out a gradual decline. Because a prosperous and tranquil Eu-
rope is in our interest, this is not good news for the United States.

As we have just heard, the European Union is in many ways a
remarkable political achievement. Yet despite its past accomplish-
ments, it faces five fundamental challenges, none easy to overcome.
First, it is a victim of its past success. What began as a limited ar-
rangement among six countries has become an elaborate supra-
national organization of 28 members. Those members are increas-
ingly heterogeneous. Germany’s GDP is 300 times larger than Mal-
ta’s. Luxembourg’s per-capita income is eight times higher than
Latvia’s, five times higher than Greece.

The size, population, and economic resources of these states var-
ies enormously, as do their cultures and national histories. The ex-
pansion has made the EU more cumbersome and less popular. Two
years ago, more than 70 percent of EU’s citizens believed “their
voices do not count in EU decisionmaking.” Nearly two-thirds be-
lieved “the EU does not understand the needs of its citizens.”

Second, although the disappearance of the Soviet Union was a
welcome development, it removed one of the main motivations for
European unity. Since then, EU members have repeatedly pledged
to develop a common, foreign, and security policy, but they have
never done so. Today, the incoherent European response to events
in Ukraine highlights the lack of consensus on basic security
issues.

The third problem facing the EU today, of course, is the euro cri-
sis. Seven years has passed since the crisis hit, and the EU still
lacks the political institutions needed to sustain a genuine currency
union. If Greece eventually exits, its departure will demonstrate
the euro is not irreversible and so new doubts about its future. If
Greece stays in, another crisis is probably inevitable.

Even worse, the crisis has sewn deep divisions within the con-
tinent, with debtors and creditors exhibiting a level of resentment
and hostility not seen for many years. Needless to say, this is not
what the euro’s creators had in mind when they took that fateful
step.

Fourth, the EU is now buffeted by serious regional turmoil. State
failures in Africa and the Middle East have produced a flood of ref-
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ugees seeking entry. Extremist movements, like Al Qaeda, have
had worrisome repercussions among some of the Europe’s Muslim
population. The conflict in Ukraine raises new concerns about the
eastern frontier. The EU has been unable to agree on new meas-
ures to address any of these challenges, further underscoring its
dysfunctional decisionmaking.

The final challenge is the persistence of nationalism. The elites
who built the EU hoped it would transcend existing loyalties. This
has not occurred. Indeed, the United Kingdom may vote to leave
the EU next year. Scotland may exit the United Kingdom. And na-
tional settlements continue to simmer in Catalonia and elsewhere.

Now, economic hardship and rising concerns about immigration
are reinforcing the emergence of Eurosceptic parties that reject the
basic ideas on which the EU was built. And you add to that mix
Europe’s unfavorable demography—its population is declining, and
the median age is rising rapidly—and you have a recipe for contin-
ued economic stagnation, which will, of course, encourage the pros-
pects of some of these nationalist parties.

Looking ahead, you can imagine at least three possible futures
for the EU. First, in theory, bold leadership could build the institu-
tions needed to support the euro, assimilate new immigrants, adopt
reforms to produce stronger economic growth. But that is unlikely.
No European leaders today have the vision and stature of an Ade-
nauer, de Gaulle, or Thatcher. Serious reforms would take years to
implement given the EU’s elaborate machinery.

Instead of an ever greater Union, therefore, the EU is more like-
ly to simply muddle through. It will try to contain the fallout from
the euro crisis, hope new trade deals with the United States and
with China will provide an economic boost. In this scenario, the EU
survives, but its global influence declines.

But there is a third possibility: The entire experiment could
begin to unravel. A Greek exit would set a dangerous precedent.
Nationalist sentiments could deepen. New authoritarian leaders
could come to power. Greece or Hungary might even draw closer
to Moscow. And once that process begins, the only question would
be, how far and how fast will it go?

Lastly, both muddling through or a gradual unravelling would be
bad news for the United States. Slow growth in Europe means slow
growth here in the United States. A weaker Europe will be less
useful as the United States tries to deal with a rising China or a
turbulent Middle East.

To sum it up: Since the end of World War II, stability and pros-
perity in Europe have been a great benefit to the United States.
And the EU has been a key ingredient in a world order that was
very favorable for the United States.

But if the EU’s best days are behind it, Americans will have to
prepare for a world that is less stable, less secure, less prosperous
than the one to which we have become accustomed. I hope that is
not the case, but that is the most likely outcome, given where we
are today.

Thank you very much.

[The prepared statement of Mr. Walt follows:]
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Mr. Chairman, Ranking Member Engel, and members of the Committee:
It is an honor to be invited to speak with you today, in the company of these other experts. It is
obviously a tumultuous time for the nations of Europe, most of whom are close allies of the
United States. Because the European Union is a key trading partner, home to more than 500
million people, and tied to the United States through NATO and many other connections, its
condition is of obvious importance to the United States. Trying to anticipate its future path is
therefore a critical task.
Unfortunately, it is hard to be optimistic about the EU’s long-term prospects. Although the EU
has been a positive force in world politics for many years, it now suffers from growing structural
tensions and a series of self-inflicted wounds. Its members may overcome today’s challenges and
continue to build an “ever-closer union,” but this outcome is unlikely. Instead, the EU is more
likely to face repeated crises and growing internal divisions, and we cannot rule out the
possibility of gradual and irreversible disintegration. This situation is not good news for the
United States, as it will make Europe a less valuable ally and increase the number of places and
issues that U.S. leaders need to worry about.
To explain why | reach this depressing conclusion, I first describe the EU’s past achievements
and then discuss the main sources of strain it now faces. 1 close by outlining several possible
futures and explain why I believe the EU’s best days are behind it.

Past Achievements

The European is in many ways a remarkable political experiment. In the aftermath of the
most destructive war in history, and after centuries of recurring conflict, a generation of
European leaders had the imagination and determination to conceive and create a new order
based on economic integration, open borders, and the partial surrender of sovereignty to a new
supranational organization. The original European Coal and Steel Community evolved to
become the European Common Market, expanded to include a host of new entrants, and then
deepened to become the European Union and create a common currency for some of its
members.
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For much of the past half-century, this collective effort encouraged economic growth,
gave Europe a more coherent voice in international economic affairs, and reduced the danger of
great power competition in Europe itself. The EU has also been an influential model for other
states, and especially the post-communist governments in Eastern Europe. Indeed, the desire for
EU membership encouraged these states to adopt critical democratic reforms following the
collapse of the Soviet Union and dampened potential conflicts during this delicate transition
period.

Yet despite these impressive accomplishments, the EU’s present condition and future
prospects are not bright. In particular, it now faces at least five fundamental challenges. Some of
these challenges are problems of its own creation; others reflect broader changes in the world at
large. None of them will be easy to overcome.

Sources of Strain

1. Over-Expansion

The EU is now a victim of its past successes. What began as a limited arrangement among six
countries to coordinate the production and marketing of coal and steel has become an elaborate
supranational organization with twenty-eight members, whose affairs are partially governed by
the European Commission, the Council of Europe, the European Parliament, the European
Council and its elected president, the European Court of Justice, and a host of subsidiary
agencies. Each member-state retains a separate national government, however, with authority
over health, police, fiscal policy, and defense and foreign policy. Today, Europe’s governance
arrangements make America’s federal system look simple by comparison.

Moreover, as the EU has grown, its membership has become increasingly heterogeneous in terms
of population, economic size, per capita income, and cultural background. At roughly €2 trillion,
Germany’s GDP is more than three hundred times larger than Malta’s (€6 billion), while
Luxemburg’s per capita income is roughly eight times larger than Latvia’s and five times larger
than that of Greece. The geographic size, population, and natural resource endowments of the
EU’s member states also vary enormously, as do their cultures, religious affiliations, and national
histories.

Tronically, that heterogeneity is a key reason why the EU’s newest members (mostly from East
and Southeastern Europe) were eager to join, and why the original members encouraged their
aspirations. In essence, both parties wanted the new member states to become more like the rest
of the community. But convergence between old and new members has been slow and
incomplete, and the EU’s governing institutions must try to accommodate and reconcile a
broader array of interests, political traditions and historical experiences than it did in earlier
periods. The inevitable result is that harder for the EU to reach consensus on critical issues and
more difficult to resolve underlying problems in a timely and effective manner.

As the EU has grown, in short, it has become more cumbersome, more divided, and less
effective. It has also become less popular, with more than 70 percent of EU citizens reporting in
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2013 that “their voices do not count in EU decision-making” and nearly two-thirds declaring “the
EU does not understand the needs of its citizens.”"

2. The Demise of the Warsaw Pact

The disappearance of the Soviet Union was a welcome development, but it removed one of the
main motivations for European unity. Although scholars and journalists often portray the EU as a
purely economic and political project, security concerns were a key part of its rationale from the
start.” In particular, European leaders in the 1950s believed only a continental-scale economy
could provide the wherewithal to counter the Soviet Union and Warsaw Pact, and economic
integration was also necessary to prevent political rivalries from undermining the Western effort
to keep communism from spreading. Together with NATQ, therefore, European economic
integration was an important component of the Western effort to contain Soviet expansion.

This security rationale faded as NATO become stronger and it disappeared entirely when the
Soviet Union collapsed. The absence of a clear and present danger permitted Europe’s leaders to
focus more attention on individual national concerns, and devote less political capital to
preserving the broader European project. EU members have repeatedly pledged to develop a
“common foreign and security policy,” but they have never succeeded in doing so. Today, the
incoherent and inconsistent European response to events in Ukraine highlights the lack of
consensus among EU governments on basic foreign policy issues.

-

3. The Euro Crisis

The third problem facing the EU today is the euro crisis. With hindsight, it is clear the decision
to create the euro was a fateful error, as skeptics from across the political spectrum warned at the
time. European leaders established a common currency for political rather than economic
reasons: they sought to give new momentum to the broader goal of European unity, to bind a
reunified Germany within a stronger set of European institutions, and to put Europe on a more
equal footing with the United States.

But as the euro’s critics emphasized, the EU did not possess the political and institutional
mechanisms needed to make a currency union work. Instead, the euro’s proponents simply
assumed that eurozone members would abide by agreed-upon fiscal guidelines and never allow
themselves to get into serious financial trouble. As Joseph Joffe, the editor of Die Zeit, noted
back in 1997, the euro tied the disparate national economies together like cars on a locomotive
and assumed that all would run at the same speed and on the same track forever.® The
euro’s architects further assumed that if these assumptions proved to be too optimistic (as indeed
they did), a future crisis would force them to create the political and economic institutions they

* pew Research Center, “Key Takeaways from the European Union Survey,” May 12, 2014, at
http://www.pewresearch.org/fact-tank/2014/05/12/5-key-takeaways-from-the-european-union-
survey/

? See Sebastian Rosato, Europe United: Power Palitics and the Making of the European Community (Ithaca: Cornell
University Press, 2012).

* Joseph Joffe, “The Euro: The Engine That Couldn’t,” New York Review of Books, December 4, 1997,
at http://www.nybooks.com/articles/archives/1997/dec/04/the-euro-the-engine-that-couldnt/
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needed (e.g., common bank regulations, shared fiscal policy, a stronger central bank, and greater
capacity to transfer resources from wealthy states to members in need of help).

The 2008 financial crisis exposed their follies and the EU has been preoccupied with containing
the damage ever since. Seven years have passed since the crisis hit and top government officials
and central bankers are still devoting countless hours to saving the common currency. They have
made tentative steps toward creating slightly stronger economic institutions, but the EU is still
light-years away from having the political institutions needed to sustain a genuine currency
union. When Greece exits—as it almost certainly will—this event will demonstrate that the euro
is not irreversible and sow new doubts about its long-term prospects.

The economic costs of the euro crisis have been enormous, but the political costs are also
substantial. Every hour that Europe’s leaders have spent trying to dig themselves out of this mess
is an hour they could not devote to dealing with China’s rise, the problem of terrorism, the
consequences of the so-called Arab spring, Russia’s policy in Ukraine, or any number of
domestic issues. Even worse, the euro crisis has sown deep divisions within the continent itself,
as debtors and creditors increasingly regard each other with a level of resentment and hostility
not seen for many years. Needless to say, this situation is not what the euro’s creators had in
mind when they took that fateful step.

4. A Deteriorating Regional Environment

The EU is now buffeted by serious instability on its frontiers. State failures in Libya, Syria,
Yemen, and parts of Africa have produced a growing flood of refugees seeking to enter the EU,
while the emergence of Al Qaeda, ISIS and other extremist movements has had worrisome
repercussions among small percentage of Europe’s Muslim population. While it is sometimes
exaggerated, the danger of home-grown terrorism is not zero and a number of Europeans are now
calling for new barriers to immigration and new limits on cross-border movements within
Europe itself. If adopted, such measures would reverse the movement toward open borders that
was one of the singular achievements of the 1986 Single European Act. Last but not least,
continued violence in Ukraine raises new concerns about the security of the EU’s eastern
frontier. EU member-states have thus far been unable to agree on new measures to address any
of these challenges, further underscoring the dysfunctional nature of contemporary EU decision-
making.

5. The Persistence of Nationalism

The elites who created and built the EU hoped that it would transcend existing national loyalties
and that its citizens would eventually identify as Europeans first and as Germans, Danes, Italians,
Belgians, Spaniards, etc. second. This transformation of loyalties has not occurred; if anything,
public attitudes are headed the other way. As previously discussed, the euro crisis has
exacerbated national tensions and European leaders have consistently emphasized national
interests rather than the broader goal of European unity, even as they attempt to strengthen the
EU’s existing institutions.* The United Kingdom may even vote to leave the EU next year, while

* This behavior is not new; earlier steps to build stronger institutions invariably involved bargains between
competing state interests. See Andrew Moravcsik, The Choice for Europe: Social Purpose and State Power from
Messina to Maastricht (Ithaca: Cornell University Press, 1998).
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resurgent nationalism could lead Scotland to exit the United Kingdom. Powerful nationalist
sentiments continue to simmer in Catalonia and several other regions as well.

Economic hardship and rising opposition to immigration have also fueled a resurgence of
extreme right-wing movements in many European states. These movements are hostile to the
core principles upon which the EU is built and their growing popularity raises further doubts
about the EU’s long-term future. Add to this mix Europe’s unfavorable demography—its
population is declining and the median age is rising rapidly—and you have a recipe for
continued economic stagnation and popular discontent. If these trends bring parties such as
France’s National Front to power, it will make it even harder for the EU to regain its former
legitimacy and restore momentum for further integration.

What Lies Ahead?

Looking forward, one can imagine at least three possible futures for the European Union. First,
Europe’s current leaders could follow in their predecessors’ footsteps and find new ways to
overcome the challenges identified above. Support for European integration has waxed and
waned in the past, but previous European politicians eventually opted to move forward rather
than let their grand experiment languish or collapse. In theory, creative and determined
leadership could save the euro (with or without Greece), build the institutions needed to support
a common currency, integrate immigrant populations more effectively, and adopt reforms
designed to trigger more vigorous economic growth across the continent. Concerns about
Russia’s intentions might provide a new rationale for unity as well, and especially if the trouble
in Ukraine spreads to other areas.

Unfortunately, this optimistic vision of a reinvigorated EU is unlikely to occur. There are no
European leaders today with the vision and stature of a Konrad Adenauer, Charles DeGaulle, or
Margaret Thatcher, and European publics are more likely to reward politicians who secure better
deals for their individual countries rather than those who sacrifice narrow interests in favor of an
ever-closer union. The EU’s elaborate governance structures would make any serious reform
effort a long and torturous process, which means even a successful resurgence is likely to take
years to design and implement.

Instead of a new push for ever-greater union, therefore, the EU is more likely to simply muddle
through. It will strive to contain the fallout from a Grexit, sign the Transatlantic Trade and
Tnvestment Partnership (TTTP) with the United States and pursue closer economic ties with
China.

If all goes well, the EU will still be in business, but its current liabilities will remain and its
global influence will continue to decline.

There is a third possibility, however: the EU experiment could begin to unravel in more far-
reaching ways. Greece’s exit from the Eurozone will create new doubts about the euro’s future,
more member-states may begin to question the benefits of membership and a few (such as
Greece or Hungary) might even draw closer to Moscow. Nationalist resentments could fester and
deepen, authoritarian or neo-fascist leaders could come to power somewhere, and Greece or
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Hungary might even draw closer to Moscow. If the EU begins to unravel, the only question may
be: how fast and how far?

Neither “muddling through” nor gradual collapse would be good news for the United States.
Europe is not as vital a strategic interest as it was during the height of the Cold War, but it is still
an important economic and military partner. Slow growth in Europe also means slower growth
here in the United States, and a divided and poorer Europe will be even less helpful as the United
States tries to deal with a rising China, a turbulent Middle East, or instability in sub-Saharan
Africa. Problems within the EU will distract us, and reduce the time and attention US leaders can
devote to other issues.

To sum up: since the end of the Second World War, tranquility and prosperity in Europe has
been of enormous benefit to the United States. The European Union was not the only source of
stability and economic growth in Europe, but it was a key ingredient in a world order that was
overwhelmingly favorable for the United States. If the EU’s best days are behind it—and there
are good reasons to believe that they are—then Americans must prepare for a world that is less
stable, secure and prosperous than the one to which we have become accustomed. Thope that is
not the case, but it is the most likely outcome given where we are today.

Thank you.
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Mr. ROHRABACHER. Well, we have heard from the optimist and
the pessimist.
And now do you have a fusion position for us, Doctor?

STATEMENT OF JACOB FUNK KIRKEGAARD, PH.D., SENIOR
FELLOW, PETERSON INSTITUTE FOR INTERNATIONAL ECO-
NOMICS

Mr. KIRKEGAARD. Mr. Chairman, Ranking Member Meeks, mem-
bers of the committee, it is a pleasure to testify before you today.

In my oral testimony, I will address three impacts on the Euro-
pean Union’s future: First, from the Greek sovereign debt crisis;
then from the upcoming United Kingdom referendum on EU mem-
bership; and, finally, on the growing electoral success on
Eurosceptic parties.

The Greek sovereign debt crisis is first and foremost a crisis for
the euro area. Relative to existing Pan-EU institution, recent devel-
opments have essentially cemented the existence of a multispeed
Europe where countries in the euro area have undertaken dramatic
new integration while other member states remaining outside the
common currency are only affected to a limited degree.

Recalling, however, that this multispeed situation has been de
facto present in the EU for many decades, there is no obvious rea-
son to fear that the existing new institutions cannot continue to
cope with this situation also going forward.

Recent events over the weekend saw a dramatic escalation in the
confrontation between the Greek Government and the rest of the
euro area. Negotiations took place with a major taboo in the euro
area of politics, the possible exit of a member state from the com-
mon currency broken, and Alexis Tsipras for the first time faced
this political calamity for Greece. He subsequently, in my opinion,
quite understandably, folded his position.

The decision, however, by the euro area to make the possibility
of exit from the common currency an explicit and obviously very ef-
fective negotiating tool will have changed the nature of the euro
currency itself. Given the willingness of top euro area political lead-
ers to use this exit threat, the irreversibility of the common cur-
rency in all member states is today less certain and subject to a
higher degree of political uncertainty.

This will significantly have increased the political and financial
onus on the euro area to agree to more and deeper institutional in-
tegration of the euro area in the short to medium term. Recent
events in Greece therefore can be expected to lead to a further ac-
celerated integration of the euro area, though, as mentioned, not
have direct implications for the EU as a whole.

The upcoming U.K. Referendum on EU membership is highly un-
likely, in my opinion, to lead to material and lasting changes to EU
institutions for the simple reason that the referendum is over-
whelmingly likely to be fought with the U.K. Government, the
Prime Minister, and all the main bridge opposition parties all cam-
paigning successfully for the U.K. To remain in the EU.

David Cameron and the U.K. Government will campaign, in my
opinion, for a yes to avoid severing the ties between the Conserv-
ative Party and its traditional funding base in the British business,
as well as to avoid the results in economic uncertainty and damage
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to the U.K. Economy from a no vote. Similarly, the referendum will
take place in a favorably economic context of a projected growth be-
tween 2 and 2.5 percent between now and 2016, which is the most
likely year for the referendum.

Most importantly, however, the politically necessary changes to
EU law will be possible for David Cameron to achieve. In principle,
EU law is valid throughout the 28 member states, yet in a number
of cases, individual member states have secured so-called legal opt-
out for specific elements of the EU treaty, exempting them from
having to implement some policies at home.

In short, the EU legal framework is a highly flexible animal
when EU leaders require such flexibility and legal finessing to
overcome a particular political problem. Given how Germany and
many other EU members have already expressed their clear polit-
ical interests in seeing the U.K. Remain a member of the EU, there
can, in my mind, be no doubt that the full arsenal of legal EU flexi-
bility around the EU treaty will be made available to David Cam-
eron.

There will, consequently, in my opinion, be ample opportunities
for the Prime Minister to secure politically important as well as le-
gally binding changes to the EU laws governing the economy at the
United Kingdom as part of the now ongoing negotiation, all of
which points to a yes vote in the referendum and therefore largely
maintaining the institutional status quo within the EU.

In recent years, many EU countries have witnessed the growth
of new parties that can be classified as broadly anti-establishment
and Eurosceptic in their political outlook. At the same time, how-
ever, it is important to recognize that European parliamentary sys-
tems have historically often operated very successfully with very
%argle anti-establishment representation at national and European
evels.

Prior to 1989, this was often seen with an often sizable Com-
munist Party representation in national legislatures. There is,
therefore, a priori no reason to believe that current levels of rep-
resentation of these types of parties in EU Parliament represent a
historically unprecedented and impossible situation.

There is further no immediate reason to believe to Eurosceptic
parties are going to continue to grow beyond their historical polit-
ical range of up to about 25 percent of public support and into ef-
fective governing majorities across Europe. This is due to the nar-
rowness of the core shared both left- and right-wing populist mes-
sage of many of these parties, which can best be described as a wel-
fare chauvinistic political platform that at once advocates a strong
and activist role for the government in protecting the social welfare
but only so for the native population.

This policy mix has generally and successfully targeted the lower
skill segments of European electorates yet has to date failed to ex-
tend much beyond these groups and into a genuine majoritarian
platform. Yet, even without the prospects of gaining governing
power, the stronger political voices of these parties very signifi-
cantly raise the political hurdles for further revisions of the EU
treaty.

This means that the EU for the foreseeable future will have to
continue to function within the broad legal framework laid down in
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the 2009 Lisbon Treaty. In sum, therefore, the recent reemergence
of these Eurosceptic and anti-establishment parties across Europe
will not materially affect the overall direction of EU policies but
will greatly slow down the adaptability of the EU’s existing institu-
tional design to future challenges.

In summary, therefore, the overall state of the EU is challenged
but nonetheless remain more stable than is often believed. Thank
you very much.

[The prepared statement of Mr. Kirkegaard follows:]
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Testimony before the U.S. House of Representatives Subcommittee on Europe, Eurasia and Emerging
Threats, July 14, 2015

Subcommittee Chairman Royce, ranking member Engel, members of the Subcommittee on Europe,
Eurasia and Emerging Threats, it is a pleasure to testify before you today on the future of the European
Union. In my written testimony, | will in line with the hearing invitation address three issues: The impact
on European Union institutions from the Greek sovereign debt crisis; the impact on European
institutions from the upcoming United Kingdom referendum on EU membership; and the impact on EU
institutions of the growing electoral success of euro-skeptic parties.

The Impact on European Institutions of the Greek Sovereigh Debt Crisis

The Greek sovereign debt crisis is first and foremost a crisis for the euro area, as it has since 2010
highlighted fundamental flaws in the original institutional design of the common currency laid down in
the early 1993 Treaty of Maastricht. Appropriately since 2010, the euro area has as part of the European
crisis response undergone a dramatic institutional deepening. A new fiscal rescue fund (e.g. a de facto
Euro Area Monetary Fund) in the ESM has been created with enough financial firepower (€500bn) and
freedom of action to directly rescue banks and lend sufficiently and conditionally to governments to
stabilize their finances in any new emergency. The ECB has introduced a new “conditional lender of last
resort” function through its OMT program, which guarantees any member state access to potential
future emergency support (e.g. sovereign bond purchases) of the ECB in return for undertaking a
conditional program of economic reforms. The euro area has introduced a new single banking
supervisor and a single resolution mechanism will become operational by 2016. In short, the Greek
sovereign debt crisis, as well as the crises in other euro area members since 2010, has led to a historic
further institutional deepening of the commaon currency area.

Relative to the existing EU institutions, recent developments have cemented the existence of a multi-
speed Europe, where the countries in the euro undertake dramatically more integration, while other
member states remain on outside the common currency and only affected to a limited degree. The
majority of recent crisis related euro area institutional deepening has taken place legally outside the

existing EU Treaty framework through a number of inter-governmental Treaties, such as the ESM Treaty"

Th o/ www. esm.europa.eu/pdf/ESMY%20Treaty% 2 Dconsolidated$$2003-02-2015 . pdf

1
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or the Treaty on Stability, Coordination and Governance in the Economic and Monetary Union™.
Recalling, however, that this multi-speed situation has been de facto present in the EU for decades and
with respect to EMU since the inception of the euro in the early 1990s, there is no obvious reason to
fear that existing EU institutions cannot cope with this situation also going forward. This view is
underlined by the creation of the new banking union, which while a matter of life and death for the euro
area, is also an urgently important reform for the rest of the EU. The banking union, which in the euro
area has seen the transfer of banking supervisory functions to the ECB, also includes establishing much
closer banking regulatory integration for the entire EU in the rules making European Banking Authority
(EBA). As part of this setup, obvious fears existed among the non-euro members that their regulatory
and rules making concerns would be trumped by the now dominant euro area single supervisor at the
ECB. However, as a result the EU banking regulatory process has now been established with extensive
“minority protections” built into the system to protect the voice of the non-euro area members.
Regulatory decisions normally taken by a simple or qualified majority vote (on a one member one vote
basis) now requires support by a simple majority of both participating and non-participating member
states in the banking union to be adopted®. Dramatic institutional integration of the euro area banking
sector has thus been achieved in the banking union without jeopardizing the national sovereignty of
non-euro area members in the process.

Recent events over the weekend saw a dramatic escalation in the confrontation between the Greek
government and the rest of the euro area. Ultimately, the tentative agreement struck very late Sunday
saw a climb down by the Greek government on almost all policy areas”. This was a result of the
disastrous Greek government decision to call a referendum on its bailout conditions on July 5" The
referendum produced a result — a resounding no! — interpreted elsewhere in the euro area as the desire
by the Greek public to distance themselves from the euro. This political interpretation for the first time
opened for the broader political acceptance in many euro area countries that Greek might have to leave
the common currency. As a result, this weekend’s negotiations took place with a major taboo in euro
area politics — the possible exit from euro area institutions of a member state — broken, and Alexis
Tsipras for the first time faced this potential economic and political calamity for Greece. His subsequent
agreement to the terms of the euro area is both understandable and commendable.

Yet, the decision by the euro area to make the possibility of exit from the common currency area an
explicit — and obviously extremely effective — negotiating tool will have changed the nature of the euro
currency itself. Given the willingness of the top euro area political leaders to use his threat, the
irreversibility of the common currency in all member states is less certain today, and subject to a higher
degree of political uncertainty. This will potentially complicate the conduct of monetary policy in the
euro area going forward, and especially potentially raise the risks associated with ending the current
asset purchase program of the ECB as scheduled in September 2016. It cannot be ruled out that financial
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