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Economic Research:

Brexit's Wake-Up Call To The EU: Selectively
Sharing Sovereignty Is Unsustainable
(Editor's Note: The views expressed here are those of S&P Global's chief economist. While these views can help to inform the

ratings process, sovereign and other ratings are based on the decisions of ratings committees, exercising their analytical judgment

in accordance with publicly available ratings criteria.)

The majority vote in the British referendum of June 23 to leave the EU shocked the world. It also dramatically raised

the level of uncertainty about the future--not only of the U.K. but of the EU itself. Questions abound: Will "Brexit"

actually happen, or will the U.K. hold a second referendum at some point that could overturn the result? Following the

June vote, what kind of political arrangement will the U.K. forge with the remaining EU? Will the U.K. survive intact,

given that majorities in Scotland and Northern Ireland voted to "Remain"? How will the EU evolve without the U.K.?

Will Brexit be a catalyst for greater integration of the EU, or could it mark a historic turning point toward its

widespread fragmentation or major realignment?

Nobody can answer these questions with any degree of confidence. There are too many moving parts in the electoral

politics of 28 nation states, and too many random-like events are conceivable that could push political and economic

developments in one direction or another, with impossible-to-predict consequences and timelines.

Overview

• Sovereignty of a nation-state is a single concept, but it has multiple aspects, including national identity, the

ability to regulate economic and social activity, the ability to create and regulate money, the control of borders,

maintenance of internal security, and engagement in international affairs.

• The EU's political and economic architecture is problematic because some aspects of sovereignty are shared,

or "pooled," while others are not.

• Sharing sovereignty via monetary union but not via fiscal union hobbles the ability of member states--and the

euro area in aggregate--to flexibly deploy macroeconomic policy tools.

• Sharing sovereignty at the EU level regarding freedom of movement is at odds with not sharing sovereignty to

secure the external border and with member states retaining sovereignty when it comes to internal security,

foreign affairs, and national identity.

• A future EU that has reached its "steady state" will need to reflect a consistent alignment of the various aspects

of sovereignty, implying ultimately a move toward a "United States of Europe" or the repatriation of some

elements of sovereignty back to member states, or perhaps subsets of both.

It is possible, however, to say something in advance about the basic structure of the problem and about the contours of

a steady-state solution, where by "steady state" I mean a political and economic entity that is fully formed,

well-functioning, and stable.

The problem is this: The EU, as it's currently constructed and operates, doesn't embody a coherent "pooling" of the
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various dimensions of nation-state sovereignty, and therefore it's unsustainable in its current form. The EU's

leaders--and no doubt many of its citizens--widely accept this. Witness the 2012 "Four Presidents' Report" and the

2015 "Five Presidents' Report." Brexit can be seen as just one, rather rude, manifestation of the underlying incoherence

of the current pooling. Indeed, in response to the Brexit vote, the European Council announced that the 27 leaders had

"started a political reflection on the future of [the] EU with 27 states and will meet on 16 September … to continue

talks."

The contours of a steady-state solution to this problem must involve a realignment of the sharing of the various

dimensions of sovereignty into a more natural, consistent, and coherent form. The EU that emerges in such a

steady-state functional form will have to involve either a looser form of political and economic federation, in which

member states take back some sovereignty, or a stronger form, in which aspects of sovereignty that aren't currently

shared are ceded to, or more substantially shared at, the EU level. The steady-state form EU could include aspects of

both more political integration and less, should nation-states end up realigning into two or more substantive groups.

Sovereignty: A Single Concept With Multiple Aspects

Without getting too bogged down in the finer points of international relations and law, the modern world is organized

around the existence of "nation-states" or "sovereign states." The UN has 193 member states, all of which are

considered to be sovereign states. For instance, the EU's 28 member states are all members of the UN (the EU has

been an observer state at the UN since 1974 and has had enhanced "participation rights" since 2011).

The essence of a sovereign state is that it has a polity (citizens who belong to it and participate in its governance) and a

geography (national borders) within which it exercises control over political, legal, economic, and social affairs, and

from which it conducts relations with other sovereign states and international bodies that recognize its legitimacy.

The notion of sovereignty is basically a singular one in that each sovereign state is unique and identifiable as such.

However, sovereignty has many dimensions or manifestations. While there are many shades of grey and exceptions to

the rule, a typical sovereign state is likely to have the following characteristics (among others):

• A national or cultural identity;

• The ability to make and enforce laws, and to regulate economic and social behavior within its boundaries;

• The ability to create, spend, and regulate money (operate fiscal and monetary policies);

• Control over its borders and over the movement of people in and out of the country;

• A capacity to ensure internal or domestic security and social order via policing, a judiciary, and internal intelligence

services; and

• A capacity to engage in foreign relations with other sovereign states and to protect its sovereignty from foreign

threats by maintaining armed forces, foreign intelligence services, and a diplomatic corps.

These different aspects of sovereignty are interconnected and mutually complementary. They go together

conceptually and usually in practice.(1) When it comes to core aspects of sovereignty, it wouldn't make much sense for

a sovereign state to retain certain aspects of its sovereignty but to share other ones. It would be more natural either to

retain all or to share all. Because sovereignty is basically a single concept, the gravitational pull to keep its multiple

manifestations together is strong.
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The Selective Pooling Of Sovereignty In The EU

The EU is unusual in that it defies this gravitational pull: Member states retain certain key aspects of sovereignty and

share other key aspects. Many would say this is so because, as a geopolitical or nation-state construct, the EU is still a

work in progress.

Take the six aspects of sovereignty identified above. When it comes to national identity, most citizens of the EU would

self-identify as German, French, Italian, or whatever their nationality is first and as European second.(2) When it comes

to internal security and foreign affairs, too, the primary locus is at the nation-state level.(3)

When it comes to making laws and regulating economic activity, some aspects of sovereignty are retained at the

national level (many national laws and trade in many services), while others are shared at, or ceded to, the EU level

(EU law and regulations as made by the European Commission and European Parliament, and a common market for

goods exists).

When it comes to the freedom of movement of EU citizens in order to work, sovereignty is shared: This freedom is a

fundamental principle of the Treaty on the Functioning of the European Union, as set out in Article 45 ("Freedom of

movement for workers shall be secured within the Union") and developed in EU law. The Schengen Agreement, first

signed in 1985 and becoming part of the EU framework in 1999, goes further for the 22 EU countries that are

signatories by abolishing passport and border controls among them, not just for EU citizens but for anyone traveling

between those countries once he or she is in one of the 26 Schengen Area countries.(4)

When it comes to the sovereign right to create, spend, and regulate money, EU member states adopted a bifurcated

stance, pooling sovereignty regarding monetary policy but not regarding fiscal policy. Actually, it's a little bit more

complicated than that. The treaties establish that the euro is the EU currency. That is, the premise and much of the

actuality (the euro area) is that the EU is a monetary union.(5) The treaties don't envisage the euro area becoming a

full-fledged fiscal union, in the sense of the euro area being a "transfer union," having a central treasury with EU-wide

taxation, spending, transfer, and debt-issuance powers. However, the Maastricht Treaty and the post-crisis Fiscal

Compact do impose substantial restraints on the freedom of member states concerning the use of fiscal policy.

Euro-area member states aren't in a fiscal union, but they do give up a degree of fiscal sovereignty by virtue of having

to accept these restraints.

Monetary Union Without Fiscal Union

Why is this selective pooling of sovereignty problematic?

Take monetary union without fiscal union, the fundamental architectural feature of the EU's monetary economy, and

consider the 19 members of the euro area. Going back to first principles, it's possible to envisage two prototypical

configurations of such a group of 19 (mainly contiguous) countries.

In one, each country would retain its own monetary and fiscal sovereignty: Each would have its own central bank, its

own currency, its own national treasury, and its own taxing and spending powers. This is akin to the old regime before
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the EU was formed. Each country would have monetary and fiscal autonomy, constrained by markets and domestic

political processes.(6)

A second configuration would be the 19 countries entering into a monetary and fiscal union, having not just a single

currency, single central bank, and single monetary policy but also having a centralized treasury with the ability to tax,

spend, make fiscal transfers between the countries, and issue debt.

The second configuration, which describes the normal situation for a sovereign state or federation, would hardly be

possible without a high degree of political union. Fiscal union without political union is unthinkable. Because the EU

was not conceived as a political union--a United States of Europe--it has not been feasible for it to be set up as or to

become a fiscal union.

Either configuration--19 independent countries or 19 countries joined into one United States of Europe--would allow

for macroeconomic policy flexibility at the territorial unit at which monetary and fiscal sovereignty are aligned. In the

former case, macroeconomic policy flexibility exists by construction. In the latter case, monetary policy is set for the

entire entity of 19 countries (now perhaps better thought of and described as "states"). But differential shocks to

individual states can be offset both via the mobility of labor and through fiscal transfers, either by virtue of "automatic

stabilizer mechanisms" (such as social welfare payments and unemployment insurance) and targeted transfers or

public works investments.

However, the current configuration in the EU, specifically its euro-area part, is midway between these two cases but,

arguably, in a way that captures the "worst of both worlds" from the viewpoint of macroeconomic policy flexibility.

Giving up monetary sovereignty means the country not only giving up the ability to set monetary policy for its

domestic economic conditions, including having its own exchange rate, but also giving up the ability to "print money,"

including potentially to repay sovereign debt.

On the other hand, not being part of a fiscal union but having to accept restrictions on budget deficits and debt levels

not only deprives the country of fiscal risk-sharing opportunities with its partners in the monetary union but also

severely restricts its ability to implement countercyclical fiscal policy of its own accord. Nor, fiscal sovereignty being

retained at the member state level, does the euro group act as a forum to proactively coordinate counter-cycle fiscal

policies among member states, although conceivably, with the right leadership and a sufficient sense of urgency and

tolerance for flexibility in interpreting rules (an anathema to many), it could do this. Exacerbating this restricted ability

to run a countercyclical fiscal policy is the fact that being in a monetary union but not in a fiscal union is tantamount to

the country having to borrow in a foreign currency. "Austerity" comes close to being a design feature of the euro

area.(7)

Internal Security, Foreign Policy, And Freedom Of Movement

Another area in which the selective pooling of sovereignty creates problems and incongruities in the EU is the

principle of free movement of workers who are citizens of member states and, as regards the Schengen Agreement, the

free movement of people more generally.
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The normal configuration is for a sovereign state to have control of its borders and the ability to regulate the flow of

people across that border using visa requirements and immigration procedures. This ability to control who is able to

enter the country and reside and work there is highly complementary to maintaining internal security and to

conducting foreign policy. To take a somewhat extreme example, a country that was waging war with a foreign

country would want to have full control over the in-flow of citizens from that country, or those sympathetic to it. More

generally, it is normal for the territorial unit at which freedom of movement is defined (e.g., the EU as a whole or an

individual member state) to be the territorial unit at which strict external border control is maintained and within which

would exist a unified internal security and criminal investigation and enforcement capability.

Such is not the case in the EU, or at least it's only weakly so. The territorial unit at which freedom of movement is

defined is the EU, or the Schengen Area, as the case may be, but internal security and criminal investigation and

enforcement capabilities are still largely situated at the national level. True, an entity known as Frontex(8) exists,

whose job it is to support and help to coordinate national border authorities from different EU countries. In response to

the recent refugee crisis, Frontex is in the process of being upgraded to a new European Border and Coast Guard

Agency. And for internal security and criminal detection work, the EU has Europol, the law-enforcement agency.

However, as per Europol's website, "Europol officers have no direct powers of arrest but support EU law enforcement

colleagues by gathering, analysing and disseminating information and coordinating operations."

The recent refugee crisis and outbreak of terrorist incidents, from one angle, has starkly revealed the potential adverse

consequences for EU members of the "border" meaning different things when it comes to freedom of movement as

opposed to internal security, foreign affairs and national identity.

The Game Plan--And What Went Wrong

The post-World War II process of political and economic integration in Europe has been--and was always going to

be--gradual, slow, and incremental. Today's 28-nation EU has its genesis in the European Coal and Steel Community

founded by Belgium, France, Germany, Italy, Luxembourg, and the Netherlands in 1952. It has taken shape as a result

of a sequence of treaties, notably the Treaty of Rome (1957), the Maastricht Treaty (1992), and the Lisbon Treaty

(2007), and as new member states have successively joined. The Founding Fathers of the EU, it is widely noted, always

envisaged such a step-by-step approach in the direction of "ever closer union."

Although usually described as a process of "integration," from an analytical perspective it's more instructive to view the

EU's formation and ongoing development as a process by which member states, by entering into treaty arrangements,

have gradually shared more and more of their sovereignty.

The Global Financial Crisis, which triggered the euro-area sovereign debt crisis, has provided further impetus to this

process. It produced, among other things, the European Stability Mechanism, the Fiscal Compact, the Outright

Monetary Transactions framework of the European Central Bank, the foundations of a banking union (a Single

Supervisory Mechanism and a Single Resolution Mechanism), and aspirational plans to "complete the economic and

monetary union."(9) It would do so by completing the banking union, by launching a capital markets union, by making

progress toward a fiscal union (notably by introducing a "fiscal stabilization function" and a euro-area treasury), and by
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forging closer political union.

The flaw in this process has been that, whereas the idea of increasing integration bit by bit, slowly over time, sounds

reasonable enough, a set of countries sharing some parts of their sovereignty but not other parts is not. It tears apart

the very concept of sovereignty and introduces tension into political, economic, and social systems.

Exacerbating matters is what's often characterized as a "democratic deficit" in the EU. The more than 60-year process

of member states transferring increasing amounts and aspects of sovereignty to the EU has involved surprisingly few

national referendums, with most member states ratifying the treaties via parliamentary processes. For instance, only

three (of then 12) member states (France, Denmark, and Ireland) held a referendum to ratify the Maastricht Treaty,

and only one member state (Ireland) (of then 27) held a referendum to ratify the Lisbon Treaty. The notion that the EU

is largely a project driven by political elites concentrated in Brussels, with the electorates of member states being

something of an afterthought, appears to be fairly widespread and deep-rooted.

Two Visions For The Future Of The EU

The Brexit vote was a clear indication that a large proportion of the British people want to share less--not

more--sovereignty with the other members of the EU. The result was somewhat surprising because the U.K. already

shares less sovereignty with the EU than most member states, being a member of neither the euro area nor the

Schengen Area.

Viewing the EU through the prism of the selective sharing of sovereignty suggests two ways forward for it, two ways

that will result in a more comprehensive and consistent sharing of sovereignty: Share more sovereignty, or share less.

Given that there are 28 EU member states, both may ultimately be chosen among different subsets of them.

If the path forward is to be one of sharing more sovereignty, two areas of redress stand out: one, the monetary union

needs to be complemented by a fiscal union, and perforce by more political union; and two, the freedom of movement

of citizens across the EU needs to be complemented by a much fuller sharing of sovereignty as regards border control,

internal security, and foreign affairs.

Regarding the first point, it needs to be understood that in a steady state, monetary union is no more possible without

political union than fiscal union is without political union. This statement may appear at odds with the conventional

wisdom that fiscal policy--involving issues of explicit and implicit redistribution of incomes and wealth--cannot be

divorced from politics, whereas monetary policy--involving technocratic decision-making by an "independent" central

bank--can.

Monetary policy and fiscal policy are just two sides of the same sovereign coin: If one is linked to the political realm,

the other is, too. The sovereign's ability to tax, to spend or transfer money, and to issue debt--all integral aspects of

fiscal policy--are considered to be inherently "political" in nature. But the central bank, which is an arm of the

sovereign (part of the what is known as the "consolidated government"), has the ability to create money and, by virtue

of that, to ensure that the government need never "run out of" money to service its debts incurred in its own currency.

Giving up this sovereign right by joining a monetary union, envisaged (barring the triggering of Article 50) as an
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"irrevocable" act, is intrinsically "political." In modern policy frameworks, checks have been placed on the

money-creating powers of central banks, but that shouldn't obscure the fact that monetary and fiscal policy are

intricately intertwined: The act of the government spending more than it takes in (running a budget deficit) creates

money on the central bank's balance sheet (reserves).

Regarding the second point, the territory within which people are free to move has to line up with the territory that has

a strong border and a high level of internal security and shared intelligence capability.

This vision of the future state of the EU is one of a United States of Europe.

On the other hand, if the path forward is to be one of making the sharing of sovereignty more coherent by sharing less

of it, two analogous areas of redress stand out: one, restoring monetary and fiscal sovereignty to the member-state

level, that is, enabling member states to stay in the EU but exit from the euro (the eurosystem) and from the strictures

of the Stability and Growth Pact and Fiscal Compact; and two, allowing member states more leeway to control their

borders and more leeway to control the free movement of workers.

This vision of the future state of the EU is one of a loose confederation of sovereign states that seeks to maximize the

benefits of a common market and a high degree of mobility of people, capital, and technology, but that preserves the

identity of citizens and other aspects of sovereignty at the nation-state level.

How To Get There

European Council President Donald Tusk has announced a "political reflection" on the future of the EU, the initial fruits

of which are to be discussed at the September meeting of the European Council.(10) That is entirely appropriate. Two

things would appear necessary, however.

First, that political reflection needs to be much more ambitious than just tinkering with the existing framework and

encompass much more than just the political elites of the European Council and the European Commission. The time

has come for Europe to "think big" and to convene a "constitutional convention," with input sought from a wide range

of stakeholders and social partners, including opposition parties, business groups, trade unions, academics, think-tanks,

and representatives of civil society (nonprofits and nongovernmental organizations), with a view to coming up with

one or more recommendations for the future state of Europe and the outline of treaty changes necessary to bring it

about. This would have to be an exhaustive and very open process, with "all hands on deck," likely taking at least two

years. If such a constitutional convention were to be convened, The United Kingdom might want to put its Article 50

application to leave the EU on hold and participate in those deliberations as a full-fledged member.

Second, political leaders need to "own" and to "sell" their recommendations to the European people, rather than leave

their pan-European sentiments in Brussels when they return to their national capitals, and to seek political legitimacy

for them through elections and referendums. The idea that national sovereignty can be progressively but selectively

transferred to the EU by consensus among political elites without the front-line involvement of electorates risks

undermining the political legitimacy of the whole endeavor and ultimately becoming counterproductive. That's a

lesson the Dutch referendum in April on the Ukraine-EU Association Agreement and the Brexit vote in June clearly
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teach.

The Brexit vote will have far-reaching consequences for the future of the U.K. economy, society, and polity. But it's

also a wake-up call to the rest of the EU. One can only hope that this wake-up call will be answered--and answered in a

way that calls forth an abundance of clear-mindedness and statesmanship, and redounds to the furtherance of the

high-minded aspirations and sentiments that underpin the European project. That is for the citizens of Europe to

decide.
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Endnotes

1) For instance, the ability of a sovereign to command resources and manage the economy partly derives from the

shared sense among its citizens of belonging to a nation and underpins its ability to maintain internal security and

defend its borders.

2) The Maastricht Treaty of 1992 established the concept of EU citizenship. Significantly, a person cannot be an EU

citizen without being a national of a member state.

3) The Treaty of Lisbon of 2007 created a High Representative of the Union for Foreign Affairs and Security Policy

(currently Federica Mogherini), but the locus of foreign policy remains at the member-state level. For instance, France

and the U.K. are both permanent members of the UN Security Council.

4) Six EU member states are not parties to the Schengen Agreement: the U.K., Ireland, Bulgaria, Croatia, Cyprus, and

Romania. The U.K. and Ireland have permanent opt-outs, but the other four are legally obliged to join. The four

members of the European Free Trade Association--Iceland, Liechtenstein, Norway, and Switzerland--have joined the

Schengen Area.

5) Nineteen of the current 28 members of the EU have adopted (and have been allowed to adopt) the euro as their

currency. Under the treaties, adoption of the euro is seen as an irrevocable act. Monetary sovereignty is given up once

and for all, unless the member state decides to leave the EU altogether. The U.K. and Denmark obtained opt-outs from

ever having to join the euro area.

6) A country might choose, of course, to exercise its monetary autonomy by pegging its currency in a soft or hard way
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to the currency of a major trading partner.

7) The effects are evident in the macroeconomic performance of the euro area since the Global Financial Crisis by

comparing the U.K. and the U.S. Real GDP in the euro area is 0.5% above its precrisis peak level. In the U.K. it's 7%

above, and in the U.S. it's 10.2% above. The unemployment rate in the euro area is 10.1% compared with a precrisis

trough of 7.2%. In the U.K. it's 5.1% compared with 4.7%, and in the U.S. it's 4.9% (against 4.4%). To use a somewhat

quirky statistic: Whereas the U.K. has recovered 89% of the trough-to-peak percentage-point rise in the unemployment

rate and the U.S. has recovered 91%, the euro area has recovered just 41%.

8) Its full official name is the European Agency for the Management of Operational Cooperation at the External

Borders of the Member States of the European Union.

9) From the title of the Five Presidents' Report of June 2015. The title of the June 2012 Four Presidents' Report was

"Towards a Genuine Economic and Monetary Union."

10) The European Council comprises the heads of state and government of the 28 member states of the EU as well as

the president of the European Commission and the president of the European Council. The president of the European

Council is a full-time position created by the Lisbon Treaty of 2007 and is chosen by the European Council. Donald

Tusk is the second incumbent.

Only a rating committee may determine a rating action and this report does not constitute a rating action.
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