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1. INTRODUCTION

The European Union is a unique construction in which independent, sovereign
states, most of which share a common currency and coordinate their economic
policies, while national governments remain responsible for their own budgets, taxes
and spending decisions. This dual structure creates a permanent tension: the EU
needs strong financial oversight to protect the stability of the euro and the internal
market, but member states are, at the same time, democratically elected governments
that answer to their own citizens and parliaments, not to Brussels.

This tension has become especially visible in recent years. The 2010 sovereign debt
crisis, the COVID-19 pandemic, and disputes over the rule of law in countries such
as Hungary and Poland have all tested how far the EU can go in supervising,
correcting, or even withholding funds from its member states. Finding the right
balance between effective financial oversight and respect for national sovereignty is
essential for the long-term stability and legitimacy of the Union. This report gives an
overview of the key issues, relevant actors, and possible approaches to manage this
balance.

2. DEFINITION OF KEY TERMS

Fiscal Sovereignty:

The right of a state to independently decide on its own taxes, spending and budget,
without external interference.

Stability and Growth Pact (SGP):

The EU's main framework of rules meant to ensure sound public finances, based on
reference values of 3% of GDP for the government deficit and 60% of GDP for
public debt.

Excessive Deficit Procedure (EDP):
A corrective procedure under the SGP that the European Commission can open
against a member state whose deficit or debt exceeds the agreed limits.

European Semester:
The EU's yearly cycle for coordinating economic and fiscal policy among member
states, including country specific recommendations from the Commission.




Subsidiarity Principle:

A founding EU principle stating that decisions should be taken as closely as possible
to the citizens, and that the EU should only act when member states cannot achieve
an objective sufficiently on their own.

Banking Union / Single Supervisory Mechanism (SSM):

A system in which the European Central Bank directly supervises the largest banks
in the euro area, in cooperation with national supervisors, to prevent future banking
crises.

Rule of Law Conditionality Mechanism:

A legal safeguard that lets the EU freeze or suspend funding to a member state if
democratic breaches such as judicial interference or unchecked corruption endanger
how EU budget money 1s managed or spent.

Recovery and Resilience Facility (RRF):

The main funding instrument of NextGenerationEU, which provides grants and
loans to member states, conditional on the implementation of agreed reforms and
investments.

3. BACKGROUND INFORMATION

The tension between EU oversight and national sovereignty goes back to the

founding of the Economic and Monetary Union. The 1992 Maastricht Treaty set out
convergence criteria, including the 3% deficit and 60% debt limits, but enforcement
remained weak, and several countries, including Germany and France, breached
these limits in the early 2000s without facing real consequences.

The euro crisis as a turning point:

The 2010 Greek debt crisis exposed how a fiscal crisis in one member state could
threaten the stability of the whole currency union. In response, the EU introduced a
wave of new instruments: the European Semester for policy coordination, the so-
called Six-Pack and Two-Pack reforms that strengthened enforcement, the Fiscal
Compact of 2012 that required balanced budget rules to be written into national law,
and the Banking Union, which gave the European Central Bank direct supervisory
powers over the largest banks. These reforms significantly increased the EU's ability
to monitor and, in principle, sanction member states, but they were also criticized in
several countries as an intrusion into national budgetary sovereignty, particularly by
governments that had to implement painful austerity measures. 4




Conditionality beyond fiscal policy:

The debate widened further with the introduction of NextGenerationEU and the Rule
of Law Conditionality Regulation in 2020. For the first time, access to EU funds was
tied not only to fiscal indicators, but also to respect for rule of law principles. When
the Commission and Council suspended billions of euros in funding to Hungary in
2022, citing corruption and judicial independence concerns, the case illustrated how
financial oversight can be used to pursue broader political goals, which some
member states welcome as a defence of shared EU values, while others see it as
unjustified interference in domestic affairs.

The 2024 reform and its unresolved questions:

In April 2024, a reformed economic governance framework entered into force,
intended to give member states more "ownership" over their own fiscal plans while
still requiring their debt to fall over time. Early experience, however, has raised
doubts about whether the new rules will really be enforced—especially since the EU
has, since 2025, activated the national escape clause for 18 member states, allowing
temporary additional fiscal flexibility for defence spending. The fundamental
question, how much control over national budgets member states are willing to give
up in exchange for the stability that shared oversight provides, therefore remains
unresolved.

4.MAJOR COUNTRIES AND
ORGANIZATIONS INVOLVED

European Commission: The Commission monitors member states' budgets, can

open Excessive Deficit Procedures, and proposes measures under the rule of law
conditionality mechanism, making it the main enforcer of EU financial oversight.

European Central Bank (ECB): Beyond setting monetary policy, the ECB directly
supervises the largest banks in the euro area through the Single Supervisory
Mechanism, giving it a central role in financial oversight.

Germany: Germany has traditionally been among the strongest advocates of strict
fiscal rules and discipline, reflecting domestic concerns about inflation and the
misuse of shared financial risk.

France and Italy: As countries with comparatively high public debt, France and
Italy have generally pushed for more flexible fiscal rules and greater room for
investment, and both are currently under an Excessive Deficit Procedure. 5




Hungary and Poland: Both countries have been at the centre of disputes over the
rule of law conditionality mechanism, arguing that linking EU funding to judicial
and political reforms goes beyond the EU's economic mandate.

Eurogroup: The informal group of euro area finance ministers coordinates
economic policy among eurozone members and plays a key role in discussions on
deeper fiscal integration.

Court of Justice of the European Union (CJEU): The CJEU rules on disputes
between the EU and member states over financial oversight instruments, and has

confirmed the legality of the rule of law conditionality mechanism.

5. TIMELINE OF EVENTS

Maastricht Treaty sets the 3% deficit and
60% debt-to-GDP convergence criteria

1992

Stability and Growth Pact (SGP) is
adopted to enforce fiscal discipline in the
euro area

Greek debt crisis begins; the European
2010 Semester is introduced for policy
coordination

Treaty on Stability, Coordination and
Governance (Fiscal Compact) is sighed

2012

Single Supervisory Mechanism becomes
Nov 2014 fully operational, creating the Banking
Union

2020 COVID-19 general escape clause suspends
normal SGP deficit rules

Rule of Law Conditionality Regulation
Dec 2020
(2020/2092) is adopted

Council suspends EUR 6.3 billion in funds
Dec 2022 to Hungary under the conditionality
mechanism

30 Apr 2024 Reformed EU econ.omlc governance
framework enters into force

Apr 2026 Change of governmer.1t in Hungary re-
opens talks on releasing frozen EU funds




6. RELEVANT EU TREATIES AND
LEGISLATION

Treaty of Maastricht (1992): Established the Economic and Monetary Union and
set the original 3%/60% convergence criteria that still form the legal basis of EU
fiscal surveillance today.

Regulations (EC) 1466/97 and 1467/97: Together they form the original Stability
and Growth Pact, covering respectively the preventive arm (monitoring budgets
before problems occur) and the corrective arm (the Excessive Deficit Procedure).

Treaty on Stability, Coordination and Governance (Fiscal Compact, 2012):
Required euro area states to enshrine balanced-budget rules in national law, one of
the strongest examples of EU-level rules directly shaping domestic legislation.

Regulation (EU, Euratom) 2020/2092: The Rule of Law Conditionality
Regulation, which allows the suspension of EU funds when breaches of the rule of
law put the Union budget at risk; its legality was confirmed by the CJEU in 2022.

New Economic Governance Framework (2024): A package of regulations
reforming the SGP's preventive and corrective arms, introducing country-specific
medium-term fiscal-structural plans in force, since 30 April 2024.

7. PREVIOUS ATTEMPTS TO
SOLVE THE ISSUE

Six-Pack and Two-Pack Reforms (2011-2013): These reforms strengthened the
Commission's enforcement powers, including a system of reverse qualified majority
voting that made 1t harder for member states to block sanctions. Critics argued the
rules became overly complex and technocratic, reducing democratic ownership at
the national level.




The Fiscal Compact (2012): By requiring balanced-budget rules directly in national

law, this treaty imposed one of the most far-reaching constraints yet on national

budget-making, and was criticized by some as excessive intrusion into fiscal
sovereignty during a period of already painful austerity.

Banking Union (2014): Centralizing bank supervision under the ECB improved
consistency and reduced national favouritism, but member states have so far refused
to agree on a common European deposit insurance scheme, meaning financial risk is
still not fully shared.

Rule of Law Conditionality in practice: The freezing of billions of euros in funds
to Hungary showed that conditionality can be an effective source of pressure, but the
process has also been slow, legally contested, and has strained trust between the
Commission and the governments concerned.

8. POSSIBLE SOLUTIONS

Deepen Risk-Based, Country-Specific Surveillance: Building further on the
2024 reform's idea of tailoring fiscal paths to each country's situation, while
closing loopholes while establishing limits for reg use of national escape

clauses.
Common Fiscal Capacity: Introducing limited joint EU borrowing instruments

for shared priorities, which could reduce individual states' exposure to market
pressure in exchange for stronger joint oversight of how the money is spent.

Separate Financial and Political Conditionality: Keeping purely fiscal
conditionality (deficits, debt) and rule-of-law conditionality in clearly separate
legal instruments, so that disputes over one do not undermine trust in the other.

Strengthen National Ownership: Giving national parliaments and independent
fiscal councils a stronger formal role in reviewing and endorsing medium-term
fiscal plans before they are sent to Brussels.

Complete the Banking Union: Finally agreeing on a European deposit
insurance scheme, so that financial risk in the banking sector is genuinely
shared rather than falling back on national governments in a crisis.































