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Goldman Sachs is delighted to co-sponsor this CER essay. Europe’s financial
markets have benefited from single market policies to remove cross-border
barriers and related policies to integrate European capital markets. For a
number of key financial market activities, London, as Europe’s main financial
centre, now significantly outpaces the US.

Rapid change across the global economy also brings new challenges for
Europe. To build Europe successfully, Europe must maintain an outward
looking global perspective. As the BRICs (Brazil, Russia, India and China)
economies and other emerging markets develop their capital markets, there
will be significant opportunities for those involved in the European market to
participate in the financial flows that result from stronger global integration.

Financial markets are constantly changing, as they adapt to the needs of savers
and investors. Modern techniques and financial instruments offer new ways to
hedge and manage risk. To remain globally competitive, Europe must stay at
the leading edge of financial innovation and be capable of adapting flexibly to
the dynamic needs of firms globally. This poses a special challenge for Europe:
how to maintain a framework which is sufficiently flexible to adapt swiftly to
new market trends and global realities? Only if Europe maintains a system of
financial regulation which is principles-based and risk-focussed will it be able
to meet this challenge successfully.

Richard Gnodde

Co-CEOQ, Goldman Sachs International

Foreword gz R B S

The Royal Bank of Scotland Group

RBS is delighted to co-sponsor this CER essay. As the EU develops its policies
to enable Europe to flourish in an ever more challenging global market, it is
vitally important that it frames those policies in an open and pragmatic
fashion. This publication is a timely and welcome contribution to that process.

At the heart of these policy choices lies the future of the single market. The EU
faces a fundamental choice between a more outward looking, globally
focussed approach, or the more introspective approach of harmonising, ‘one
size fits all’, legislation. As one of Europe’s largest companies, RBS's position
is clear. We strongly support an effective single market that promotes cross-
border expansion, innovation, competitiveness and fairness, and that gives
consumers more choice. And it is crucial — as Ed Balls and Internal Market
Commissioner Charlie McCreevy recognise — that the EU’s single market policy
helps business to flourish, by promoting the wider requirements of a
globalised market and embracing a strong commitment to better regulation.

Where the EU does decide that regulation is the best way to fix a problem
there should, without exception, be clear evidence of market failure. Impact
assessments based on robust cost benefit analysis should be mandatory, and
undertaken at the consultation stage when formal proposals are still being
developed. They should also be obligatory when fundamental changes take
place during the legislative process. But the responsibility is not one-sided.
Business, too, has its role to play in helping policy-makers to deliver better
regulation and in giving the EU an outward looking, globally focussed
approach to the key issues which confront it. Industry needs to be an active
participant at every stage of the policy-making process. The UK’s highly
successful financial services sector is an EU asset, and has much to contribute.
We should do so in a spirit of committed and constructive engagement.

Sir Tom McKillop

Chairman, RBS




1 Introduction

Returning to the Treasury and the European Union finance
ministersO cizuit after nearly two years away | have been struck by
how much Europe has changedover the past few years. With 27

ministers around the table, plus their ambassadorsor central bank

govemors, the meetingsare now very large. Television screensare
usually neededso that we can seethe facesof our interlocutors.

Genuinedebateis hard and drafting discussionsover communiquZ
texts are evenmore protracted than they usedto be.

And yet, asthe yearspass,| am more and more struck by the huge
contribution that the European Union has made Band is making b
to the prosperity and security of our continent. To be part, as| was
recentlyin Berlin at the infor mal meeting of the EcobnCouncil, of
a debate over tax betweenGermany and Poland, or over the contro|
of public spending with Estonia and Lithuania or the Czech
Republic, would have been unthinkable just 20 years ago. So
whatever the particular issuewe are debating at the time, | always
make sure that at any European meeting| attend, | step back and
ref3ecton what a great achievementthe Union is.

And Europe is benekting from thesechanges. With enlargement
from 15 to 27 member-states, and a Commission led by Pesident
JosZ Manuel Barroso, the European Union is taking signibcant
stridestowards a more open and global view of the world. | have
seen how thesediscussions Blike thoseattended by my colleagues
on border controls and immigration, agriculture, transport or
international development b are further entrenching the shared
commitment to peaceand to prosperity acrossour continent, which
hasbeen such a great achievement over the last 60 years
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So my starting point is that we must guard against taking this
achievement of economics and politics that is modern Europe
for granted. Which is why | agreed wholeheartedly with
Chancellor Angela Merkel and the German EU presidency®
decision to devote a whole informal European Council on
Mar ch 25% 2007 to a celebration of the 50" anniversaly of the
Treaty of Rome.

Of course,we must recognise that for all theseachievemernts, public
support for the idea of Europe has ebbed in recent years. Slow
growth, high unemployment, EU budget problemsand the rejection
of the constitutional treaty in France and the Netherlands have all
made Europe seem remote and out of touch in the minds of much
of the European public. The most recent Eurobaraneter survey

1 Standard Eurobarometer 66, found that just 54 per cent of EU citizens
Autumn 2006. felt that their country had benebted from

http://ec.europa.eu/ membership, and only 46 per cent viewed
public_opinion/archives/eb/

eb66/eb66_en.htm.

the EU positively.!

As European politicians we have our work cut out to win public
support for Europe, both herein Britain and acrossthe continent. To
do so, we must show that European co-operation is necessaryto
meetthe new challengesof the futur e. Indeed, asthe leadership of
Europe changes, we have a particular opportunity b and
responsibility Bto make the casefor a modern Europe.

As a Treasuly minister with responsibility for Pnancial services,
| have seen at first hand why Europe matters for this critical
global industry. Of course, over the pag year, | have heard and
shared the frustrations of many City practitioners at the detail of
some of Europe® directives, not to mention their im plementation.
But | have also seen how London is strengthened as a global
financial centre by Britain® membership of the EU, by the
approach taken by the current Commission B and also by our
willingness both to fight our corner and to reach agreements
when they make sense

IIntfirioldiuicttiioin 3

And | have seenthat the benebs of this approach stretch beyond the
City. For example, as a member of a govemment detemined to
tackle climate change,l have also seenthat European co-operation
isthe foundation of any sensble strategyto meetour environmental
obligations. As a politician who grew up during the Cold War and
then came of age as rewlution was taking hold across Eastern
Europe, | appreciate the huge contribution that Europe makesto the
security of our continent.

In this esay, | want to show why | believe Britain needsthe EU.
Securing increased employment and sustained eamnomic growth while
confronting new challenges such as climate change, protedioniam and
temorism, requires effective co-operation with our partnersin the
E uropean Union aswell as re formof Europe® ingtituti ons.

I will arguethat to meetthesechallengesEurope must change.We
need a new economic focus on job creaion and single market
refom aradical reformof the EU budget,and an endto backward -
looking attempts at European state-building.

Here in Britain, | want to make the casefor a hard-headedpro-
Europeanism:

I pro-European, becausewe recognisethat we are stronger by
co-operating with our partners in the European Union to meet
the sharedchallengesof globalisation and climate change;

I hard-headedbecausewe must have the conbdenceto put our
national interest brst and to sometimessay Ono@nd to argue
our case where we believe Europe risks taking the wrong
course.

To win the argument both for reform in Europe and effective
British engagenent in Europe, | believethat Britain must break out
of the outdated debate over Europe which has dogged British
policy for decades.
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For the last 50 years, Britain® engagement with Europe has been
constrained by a sterile debate between two opposing schools of
thought. On the one hand, a pro-European movement has
traditionally advocated close union as the sole soution to the
perceived problems of Britain® declining inRuence and wealth,
policy paralysis and apparent ungovemability. On the other, anti-
Europeans have argued that the very depnitio n of Britishnessliesin
rejecting anything put forward by the European Union.

To look back at the debate about Britain and Europe in the 1950s
and 1960s is to uncover a set of assunptions about what it means
to be British among politicians, writers and commentators that
seems profoundly limited and constrained. For the pro-
Europeans, Europe was advocated as way of avoiding becoming
Oa sterileE province without a metropolisO. Entering the
European Economic Community (EEC) offered the chance Cto
enrich us culturally, restore our rather bruised confidence in
ourselves, and make us more politically

debate, seethe OGoingnto e fectiveQ. Because Gso much of English
EuropeGsymposiumin life in the past decade has been stale and
Encounter, 1962-1963. stagnant,O it was claimed, Centering the

Market is bound to mean rejoining the European mainstream
and adding to it.&?

So Europe was the alternative, the answer to Britain® inevitable
economic and political decline. To the old pro-Europeans, the
attraction of Europe was as an antidote to the difficulties
sumrounding governability and policy paralysis that plagued UK
govemments in the 1950s, 1960s and 1970s. And the old pro-
European argument rested as well on a view, rooted in the Cold
War, that to be strong, you had to adopt a continental identity both
economically and politic ally; and that economic integration would
lead inexorably to political integration. For this view, British
attempts to argue for reformin Europe, to oppose savings tax
harmmonisation or to stay out of the euro have often been sea as
betrayals of the European idea.

IIntdroldiulcttiloln 5

The anti-European movement, on the other hand, was forged in
opposition to the ideathat a Europeanfederation was the only and
inevitable next step for Britain, and re3ectedsimilar assumptions
about British weakness. Indeed it is worth noting that anti-
Europeanism, which saw any agreementwith Europe as a sign of
weaknessand our isolation as a test of British identity, reachedits
height in the wake of the economiccrisis of the early 1990s.

This ideological bssurehas dominated our debatefor decades.For
successiveBritish prime ministers the negotiating challengein the
run-up to a European Council has beeneither to agreeb and be
accusedof selling out the national interestin the view of the antis;
or to sayC)nofmften in isolation, and thus, in the view of the pros,
to sell out the Europeanideal.

To me, this old ideological debate about Britain in Europe seems
increasingly out of place and time. Take our relative economic

performancefor a start. Before 1997 Britain was bottom of the G7

in terms of national income per head, behind its European
counterparfs France, Germany and Italy, aswell asthe USA, Canada
and Japan.Yet now Britain is secondonly to the USA. In the euro

area, averagegrowth in GDP per capita since1996 hasbeenabout

0.5 per cer lessthan in the UK. Theideathat Britain isin inevitable

declineand needsEurope asits salvation now looks absurd.

At the sametime, the nature of the European project has changed
considerably The EEC of 1973 comprising nine countries has
become a European Union of 27 member-states and over 490
million people. Enlargement and globalisation have brought a
diversity of culture, tradition and population unforeseenin 1973,
changing the dynamics of the European project. The new member
states, often more inter-govemmentd in their approach and sceptca
about the needfor new and supranational political structures,have
already begun to shift the centre of the European debate. They have
brought a liberal approach, which emphasisesopenness and the
importance of co-operation betweensovereigncountries.
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In the past some foreign policy experts conbdently asseted that
Europe would inevitably progressfrom economic co-operation to
politic al integration. But profound doubts have now been cast on
this assumption, not least by the rejection of the constitutional
t reaty by the citizens of two founding EU members BFranceand the
N etherlands B ard the current desirefor an amending treaty rather
than a new constitution. The fact is that today the old assumption
of an inevitable march from single market to single currency tax
harmonisation and a European state seens very far removed from
the reality of modern Europe.

Sotoday we are looking at a new world. Britain is not in decline;
Europe is lessinward-looking and many of our European partners
would join us in pr essing for more intergovemmental co-operation
and reform of Europe® budget and institutions D rather than
centralisation and European state-building.

In this essay| want to argue that we can break out of this outdated
and sterile debate. But this requires a more conbdent vision of
Europe, and a more hard-headed view of the UK® placein it, basel
squarely on advancing our national interes and the EU public
interest together. This involves sdting out a clear and principled
approach that recognisesthe critic al role the EU can and must play
in helping us med global challengesbwhere acting together, the 27
memberstates of the EU can be more effedive and inBuential t han
acting separately.

In eachof the areascoveredin this essayb Pnancial sewices, the
single market, the environment and the EU budget P and also by
extensionin other areas,suchasworld trade, security, immigration

and enlargement,| arguethat we will not promote British interests
by leaving the table and withdrawing to the anti-Europeanfringesof
the big European debates.Instead | argue that a hard-headedpro-
Europeanismdemandsthat we setout three underlying principles
that should form the basisof EU action:

IIntdroldiulcttiloln 7

I prst, the EU should act only where there are clear additional
benebtsfrom collective efforts compared to action solely by
individual membekstatesbrather than OmoreEUor the sake
of it;

I second, where EU-level action is appropriate, it should be
proportionate and flexible, using non-legislative solutions
wherever possible;

I third, we needto improve the effectiveneswf the EU in those
areaswhere it doesact.

The brst chapter looks at the UK@ engagementwith the European
Union in the areaof Pnancial sewices. There are thosewho ask, in
light of Britain® successand the increasingly global environment in
which Pnancial servicesoperate, whether the City and UK Pnancial
sewices really need Europe any more. While there are real
challenges the chapter givesa clear OyesO.

The second chapter focuses on the single market merbroadly. The
single market has been one of Europe® debning achievements,
delivering jobs, growth and greater choice for citizens and business.
The chapter arguesthat Europe needsto move beyond the outdated
goal of simply @ompleting@he single market and must instead focus
its approach on the new global challengeswe face.

The third chapter focuses on the linked issues of global climate
change and energy policy, which are perhaps the most important
tests of the EU® capacity to reformand act together successfully
in the coming years. The chapter sets out how the UK has taken
alead in arguing that these issues need to be tackled at European
level, and how the next challenge for EU enviro nmental policy will
be implementation.

The fourth chapter arguesthat the EU cannot meetthe challengesof
the 21st century without reforming its outdated budget. Forty per
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cent of the total budget is currently spent on the common
agricultural policy (CAP) and more than 60 per cent of structural
and cohesion fund expenditure is still allocated to the rich member
states. So the final chapter sets out the importance of the
fundamental review of the EU budget, announcedby EU leadersin
December2005 under the presidencyof the UK.

2 Financial services

Let me start with a question which, as City minister, | hear from
time to time B do the City and the UK Pnancial senices industry
really need Europe any more? London is now a global Pnancial
centre, the argument goes, and does not needto rely on linksto the
European market. Others go further and argue that if altemative
European financial centres retain their rules and restrictive
practices,then London® competitive advantageis enhanced. Justas
excessive US regulation in the 1970s led to the Eurobond market
developing in London.

| disagree. Since becoming City ministel have seen how London is
strengthened as a global kancial centre by Britain® membership of
the EU and by our willingness both to bght our corner and to reach
agreementswvhen they make sense.

First, London is now established as Europeé)wholesale ancial
sewices gateway to the world, and the world® brandal services
gateway to Europe.Key Europeanbanks such asDeutsche Bank and
SociZ GZnzrale now choose to locate substantial parts of their
wholesaleoperationsin London.

Second,our bPnancial servicesindustry hasa great deal to gain Bin
terms of jobs and new investment B from an enlarged and
competitive retail Pnancial sevices market that allows mancial
selvice companies to offer a wider range of competitively-priced
products. Of course,to make the most of this opportunity we must
implement the single market in the right way Band that is not easy
We do not need a vast programme of harmonisation b the
imposition of a one sizebtsall approach Bbut rather the removal of
barriers to mergersand acquisitions, and a mutual recognition of
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each othersGtandards whereverpossible. But the ideathat London®
success depends on other Eapean mMancial centres lagging behind
underestimatesthe City@® strengthsand its potential.

Third, becauseit is by winning argumentsfor open markets and

open trade within Europe that we strengthenour position on the

world stage.Through constructive engagementwe can ensurethat

the EU uses its inBuence well in multilateral trade negotiations; that
it developsinnovative policies to addressclimate change,such as

marketsin carbon trading; and cultivateskey bilateral relationships,

suchaswith China, India and the US.

For example, take prudential capital standards. The UK, working
within the EU, has been at the forefront of implementing the

Fnandalsenvices m

outward-looking EU, and | know these sentiments are widely
shamld across the City of London.

This increasngly constructive relationship betweenthe City and the
European Commission ref3ects,| believe,both the Cityé conbdence
in its global reach and a more market-orientated approach to the
single market in Pnancial serviceson the part of the Commission.

A few years ago there wee many who feared that in not joining the
brst wave of monetary union, London would be excluded from
euro-basedpbnancial markets. Yet since the launch of the euro in
1999, London has established a pre-eminent position in euro-
denominated international transactions, consolidating its position as
Europe®Pbnancial gatewayto the rest of the world and the world&

gateway to Europe. One reason for this is that the UK®
proportionate regulatory regimefor its wholesale Pnancial markets

S Theserequire banksto set  international Baslell capital standards, and
asidemore capital for risky we need all our international partners to

investmentsand demand work together to meet this challenge.® And is widely regardedasthe bestin the world. The Financial Services
'”;p,rolz’ed quantibcation the same goes for Solvency |l b this EU AuthorityGs (FSA) principles-basedapproach to regulation supports
Of riskK.

legislation will govern capital requirements
for insurance companies. We have the opportunity to create arisk-
based prudential framework for insurance at the EU level which
will help the sector usecapital more efbciently, and contribute to
a deeper single market in insurance services. Working with our
European partners, we will also continue to support the work of
the Transatlantic Business Dialogue aimed at breaking down the
regulatoly barriers to trade in bnancial sevicesbetween the USA
and Europe. This is an important opportunity for Europe, working
with business, to strengthen transatlantic trade.

Earlier this year, | invited Commissioners Charlie Mc Creewy and
N eelie Kroesto a meetingof the UK Chancellor@High Level Group
on Financial Services. | strongly welcomed their work on
developing an approach to bnancial services integration that is
based on therigorous useof competition policy and non-legislative
policy solutions wherever possible. | strongly support both
commissionersOchampioning of the case for a modern, liberal

innovation by making it easierfor brmslocatedin London to trade
elsewhee, both in the EU and globally.

There was also a fear that regulation coming from Brussels,in the
form of the savingsdirective or the investment servicesdir ective,
would lead to inflexible, over-burdensome rules, which would
eventually erode London® international competitiveness.

E urgean bnancial senicespolicy-making hasindeed, at times,been
excessivey infBuenced by those who seeEuropean integration as
being about building a legal and institutional edibce. Unfartunately,
the voice of those who seeintegration asa meansto dismantle cross-
b orderbarriers and improve market efbcencywasnot always head.
As areallt, insufpcient attention was sometimes paid to international
competitivenessAll too often in the past, Commisson thinking was
driven by alegal rather than economc approach, resuting in atrend
towards legaly complex texts that favoured harmonisation of rules
over mutual recognition of each athersO w@ndards and practices
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But through positive engagementwith our European partners, the
UK hasshown how we can shift the debate and convince othersthat
an inward-facing legislative approach is not the right policy
response For example, on the savingsdirective we fought and won
the argument for a solution to tackling tax avoidance that was
workable and took account of global realities. And during some
extremely dif bcult negotiations on the investmentservicesdirective
(subsequentlyrenamed the markets in Pnancal instruments directive
or MiFID) we worked hard to reduce the impact of the pre-
transparency rule for share dealing by investment funds, which
could have had significant adverse effects. On the prospectus
directive, we also won important changes to make it easig for
companiesto issuesharesor bonds acrossthe EU on the basisof a
single prospectus. On the transparency directive, we fought and
won the battle against quarterly reporing, thereby avoiding the
imposition of signibcant compliance costson industry. We worked
with the European Parliament to ensurethat amendmentsto this
directive minimisedany adverseimpact on bond marketsin the UK,
made it easierfor shareholdersto report their shareholdings,and
ensud electronic provision of Pnandal information to the markets.

These were all good outcomes for UK-based companies and
markets, and, | believe,for the European economytoo. However,
they did not come about by chance They requirel engagement,
hard work and patient negotiation. They clearly demonstrate why
we must be at the table, making our voice heard, trying to win the
argument. The UK can shapethe approach taken by Europein this
Peld from our position of strength as a global leaderin Pnancial
services.But we needto be proactive, consistentand conbdentin
communicating our vision, so that both the UK and the wider EU
interest can be advanced.

This was the casewith MiFID B which will mean changesto the
established practice in many membestates, including in the UK. In
Franceand Italy, it meansabandoning concentration rulesthat limit
competition with their national exchanges.For the UK, home to

Fnandalsenvices 13

many investment banks, it meansa new regime governing trades
carried out within the banksCbwn systems.Concernsremain over
the operation of certain aspects of MiFID, in particular its
application to branches and, in time, how cetain aspects will apply
to bond and commodity markets. But provided we engage
constrdvely on theseissues | believe we can win the argument and

that the UK and Europe stand to gain from the greater competition

and opennessthat MiFID will bring. Indeed we are already seeing
increased competition, with the establishment of innovative trading
platforms suchas Turquoise and Chi-X.

So the evidencethus far does suggest,| believe, that Britain and
E uropecan devebp integrated capital markets and extend choicefor
our consumers in retail products without stiRing innovation or
handicapping EU-based Prms. But we must work hard to ensute that
this is the case.

A global approach

Our starting point hasto be the global nature of bPnancial markets.
Any newly proposed European regulation must answer the
following question: is it neccessary? Will it enhance the
competitiveness of London and other EU markets in the face of
global challengesWill it enhancethe efbcient allocation of capital
within the economyand help drive economic growth? Will it allow
Pnancial markets to continue to innovate and offer a diverserange
of products and servicesWill it truly further the integration of the
internal market without imposing disproportionate costs?

Our Global Europe approach means recagnising that Oore size does
not necessarily bt allO. Differences in legal systems, regulatory
approachesand in the composition of retail and wholesde markets
acirossthe 27 diff e rat markets make a singlesized approach difpault.

That is why we strongly believe in, and make the case for,
alternative, non-legislative instruments. The Commission®sectoral
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competition inquiriesinto Pnancid servicesare an excelent example
of how barriers to the trade in Pnancial sevices can be tackled
through the application of the Commission@existing competition
powers, rather than by pursuing legislative solutions. Market-led
codesof practice, such as for clearing and settlement, are a good
example of the use of a non-legislative solution to tackle obstaclesto
the integration of Pnancial markets.

At other times, greater co-operation between supervisors through
the Lamfalussy arrangements may be the best course of action.
These are a seaies of committees with powers to establish and
amend secondary EU Pnancial sevices legslation. For example,
delegating tasksor sharing reporting data more efkciently Bmay be
the most effective way to solve a problem, dismantle a barrier, or
strengthen our Pnancial stability architecture. This approach is
particularly relevant to the debate about how to further integrate
retail Pnancial markets, wherebarriers such aslanguage culture or
consumer preferences, are lik ely to result in a legislative solution
being less effective or appropriate. The integration of retail
markets through removing barriers and obstadesto brms engaging
in cross-boder mergers and acquisiti ons, and the development of
specific EU-wide products, may provide a more effective way
forward than legislation.

As a generalapproach, it is our view that all non-legislative policy
solutions should be thoroughly considered, before the Commission
resoits to EU legislation. For example, the casefor a directive on
mortgages has not been adequately made, and | support the
Commission®willingness to explore with the industry the potential
of market-led initiatives in this area, for example to improve
efbcienciesin the EU mortgage funding markets.

Where EU legislation is the appropriate course of action, the UK
believes any legislative proposal should be subjected t@bust cost-
benefit analysis, competitiveness testing and consultation with
industry. In each caseit must be demonstrated that legislation is
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indeed the most appropriate policy response The UK must also
take a hard-headed appoach to any negotiations to ensure that our
national interestand the wider EU interest are advanced.We must
protect the competitiveness of our economy and our principles- and
risk-basedapproach to regulation in the detail of all legislation.

But working for better regulation doesnot stop oncea directive has
been agreed. EU legislation must be implemented consistently,
proportionately and on a timely basis throughout the Union. Getting
implementation right is not always eay, but the UK govemment is
focusedon ensuring that all newregulationsareimplemened here in
a risk-based and proportionate manner. That means no unnecesary
and burdensome gold-plating. HM Treasury and the FSA have
worked closdy with industry to riseto thischalenge. The UK@timely
transpostion of MiFID has provided industry with the maximum
timeto preparefor the launchin November 2007, enabing UK bms
to be at the vanguard of this opportunity. The UK govemment has
also announcedmeasuresto ensure that the tax regime supports the
competition that M iFID is desgned to enourage.

It is vital that memberstatestranspose and implemert Mi FID by the
agreeddeadline. Every day that the EU contains a patchwork of
regimes represents a collective failure to reap the benepts of MiFID.
That is why | have written to Commissioner McCr eevysetting out
theurgencyof timely implementation, and urging him to take action
against those member-states that are undermining the EU®
competitivenessby dragging their heelsover implementation.

Going forward, Europe must continue to build a globally
competitive financial services industry that is the envy of the
world. This will increasingly depend on the convergence of
practices, standards and rules on a global bass, whether it be in
the Pelds of law-making, supervision of markets and brms, or
tackling financial crime. And we must build on the very
constructive approach the current Commission has taken in
supporting the Pnancial services sector.
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There is political momentum, too, behind efforts to break down
international regulatory barriers, particularly betweenthe EU and
US, with Chancellor Merkel having shown important leadership.
The UK governmentfully support theseefforts, and is enthusiastic
too about the work underway in the G7 to promote cross-border
trading in securitiesbetweenthe world® largestmarkets.

I welcome, for example, movement by the US Securities and
Exchange Commission (SEC)on deregistration to enable many EU-
based companies listed in US markets to exit that market, should
they chooseto. This will enhance, not reduce, the attractiveness o
USmarkets and transatlantic integration. And the roadmap recently
agreal between Commissioner M cCreevy and Commissioner Cox
of the SECon international accounting standards is an important
step forward.

Of course global marketsalso camry global risks. So the approachwe
take towar ds pPnancial stability is also basedon international co-
operation. In an increasingly integrated European and global

Pnancial market, Pnancial sectordisruption is highly unlikely to be
conedwithin national boundaries.Robust domegdic arangements
for monitoring and managingrisks, and respondingto shocksand
potential crisesb asthe UK has developedthrough the Tripartite

Standing Committee D are the foundation of effectiveinternational

co-ordination. However, it is clear that each country will have
different structures and processes, reflecting their differing

institutions. As a result, there is unlikely to be a single model which
can beapplied to all. The EU hastaken signibant stepsin this area.
It hasdevelopeda Memorandum of Understanding on infor mation

sharing in Pnancial crises,held an EU-wide Pnancial crisis exercise,
and is managing a programme of work to further improve co-

ordination between member-states, so they can more effectively
managecross-bordercrises.

In this context, there hasbeen a recent focus on hedge funds, both
in the EUand the G8, remgnising the benebts they bring to global
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mark ets, but also the need to understand the potential risks they
posefor bPnancial stability at the same time. Here too Europe is
demonstrating leadership and influence in the international
debate. In May 2007, the Ecobn Council agreed on the need for
greater co-operation between the key regulators in monitoring
the main counterpartiesOexposures to hedge funds D and in
pooling that information.

Tackling Pnancial crime

Criminal and terrorist Pnance is also unconstrained by national
boundaries. A co-ordinated international responseis needed to
prevent organised criminals and terrorists from accesing the tnancial
system, and to weakentheir networks. The UK® national intereg is
advanced through engaging with European partners to shape and
deliver a robust European response to financial crime that is
nevethees proportionate and ensuresa lewvel playing beldfor Prms.
For example, the third EU money-laundering direcive, which ensire s
that there is aco-ordinated EU-wide appmoach to tackling the gbbal
p rablem of money-laundering and terrorist Pnancing, is based upon a
risk-based approach. It recoquisesthat whilst we mug take tough
action where the risks requireit, we must also reduce regulatoty
b urdenswhere possible. The UK succesfully madethe case for this,
working with the bPnancial sed¢or to argue that the directive should
allow brmsto apply ®now your cusomerCcheckson arisk senstive
bads. The directive will help ensure that a similar approach to that
already followed by many UK Prmsis now adopted across Europe.

So Europe needsto look outwards not inwards, away from ceating
new single institutional or architectural structures in favour of
enhancing co-operation arrangements with rule-makers and
superisors around the world. Coupled with the rigorous
application of non-legislative policy tools like competitio n policy
and robust cost-benébt analysis, thiswill help ensurethat wherethe
EU does act, it does soin a way that will enhance and not impede
global competitiveness.
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| believewe canbest stand up for the City and UK interestsby being
at the centre of and leading theseEuropean debatesb and not by
leaving the table or withdrawing to the extreme anti-European
fringes. That is the clear messagd have heard from acrossthe City
and the wider Pnancial servicescommunity over the pastyea. Under
this govemment at least, that will be Britain@ approach.

3 The single market and beyond

The success of the U(principles-led approach to Pnancial serices
in theEU s, | believe,an approachwe can apply more widely to the
E u ropeaneconany. It can guide our reform of the single market and
our drive to deliver rising prosperity and more jobs. This means
looking critically at whether EU-level action is necessay, ensuring
any such action is proportionate, flexible, and implemented
effectively, and conkdently making the argumentsto our European
partners basedon theseprinciples.

The single market has beenone of Europe®debningachievements
and has delivered jobs, growth and greaterchoiceand prosperity for
Europe®citizens and businessesBy removing cross-border barriers
to the free movement of goods, services, *European Commission,
capital and people, and strengthening OStepowards a deeper
competition, the single market had by 2006 &conomicintegration:

. - . the internal market of the
createdan addlthnal 2.8 million j(_)bS aCross 1. contury®2007.
the European Union and boosted its GDP by
€225 billion. # Europe is now the largest market in the world and
accountsfor 20 per cent of world trade. Today over half of British
trade is within the EU. Our sewicessector has signibcantly inceased
its EU exports since 1992, and this will continue as the sewices
directive opensEuropeanmarkets further to British businesses.

But there is more to be done to ensure the single market continues
to deliver beneHRs in the face of new challenges. More than 20 years
after its launch, progressis slowing, and the context in which it

operateshas changeddramatically. The initial succesof the single
market was due to gains from economiesof scaleand increasing
competition in markets for manufactured goods, but in recent years
we haveseena major structural shift in the EU economytowards the
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provision of services.This is why it was soimportant to geta good
deal on the sewicesdirective.

The single mark et should not be seen as anend in itsdf, but rather
a means of achieving prosperity and higher levels of welfare for
Europe® citizens. We need to focus on measures that promote
jobs, growth and prosperity. This, as the Commission® own
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condition sthat allow Europe®pbrmsand citizensto benedt from the
new markets, jobs and lower prices offered by the global
marketplace. At the sametime, this must be accompaniedby the
pursuit of modern social policies that combine flexibility with
fairness Europe &founders rightly recognised that markets are social
structuresthat work bestwhen thereis an explicit socialdimension:
an effective single market requires an effective and well-functioning

advisers have recently acknowledged, requires a move away from social dimension.
the old integrationist agenda behind the single market, towards a
new conception baseal on ensuring Europe®ability to compete in The UK® approach to making the single market w ork better
global markets:

In arecentdocumentby the Treasurly and the Department of Trade
and Industry (DTI), we set out the steps sy Treasuy and
Europe needs to take to ensure a more pepartment of Trade and
RBexible and outward-looking single market.® Industry, OThesingle market:
This requires an approach based upon the @Vvision for the 21 centuryO,

three principles we have setout to guide the January2007.

> Marcel Canoy, Roger Liddle An place of a politic al objective for the
and Peter Smith, OThesingle single market, to create an integrated
market: yesterdayand E uropebasedon a homogenois legalorder,
tomor rowO Bureau of the single market needs an economic
European Policy Advisers, objective, to stimulate competition and

European Commission, 2007. . . p
encouragelnnovatlon.O5

We must move beyond the outdated goal of simply Ocompletinghe
single marketQ because in a modern and ever-changing global
environment, the single market will never be OcompleteO. If Bpe®
answer to the new challengesit now facesis simply to legidate to HI
in all the remaining gapsin the single market, it will always lag
behind. Indeed, for Europe to rise to the economic challengesof
today and tomorrow and benefit from the opportunities of
globalisation and rapid technological change,it needsto adopt a
new, modern and more 3exible approach. This is particularly true at
EU level, where the speedat which proposals can be amendedas
circumstanceschangeis usually slower than for national policies.

What we need now is an ongoing process of promoting and
maintaining a competitive European economy, which can
continually develop and respond to the changing global
environment. We needan approach that is as Rexible as the global
markets in which we now operate. It must create and maintain

development,implementation and assessmenof policies:

I prst, the EU should act only where there are clear additional
benebtsfrom collective EU action, rather than OmoreEUfor
the sakeof it;

I second, where EU-level action is appropriate, it should be
proportionate and 3exible. A rigorous assessmenof all policy
proposals is needed,so the EU can ensurethat its action is
outcome-focussed, effectively prioritised and takesinto accourt
all possbletools. Non-legislative solutions, suchas competition
policy and market-led codes of practice should be used
wherever possible;

I third, we needto improve the effectiveneswf the EU in those
areaswhere it doesact.

In line with the brst principle, the EU should act only where there
are clear additional benebts from collective efforts compared to
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action solely by national govemments. An effective single market

depends on both the policies and actions agred at EU level and the
policies and actions of individual memberstates.At national level,

memberstates should return to the ambition expressed by the

Lisbon Agenda: a commitment to implement structural re formsand

to match these refomswith modern social policiesthat equip peope

for changeby combining Rexibility with fairness In this context, the

Commission plays a useul role in fadilit ating best practice and

providing an external appraisad of member-statesOperformance
through the process of National Reform Programmes. However,

this processcould be strengthenedthrough greater use of clearer
benchmarking and ranking of memberstates.

But congstent with the subsidiaity principle, action co-ordinated at
an EU-level should be focussed on those areas where there are
signibcant cross-border spillovers, or where there are common
barriers that cannot be tackled through unilateral action and co-
operation alone. This requiresan assessmenbf the importance of
particular sectors to the EU economy, an understanding of the
nature of the market and the bariers that exist. It also demands the
adoption of EU-level action that is proportionate, effective and
focussed on those areas where evidence suggests the potential
economic benels are greatest. For example, full liberalisation of
network industries, such as telecoms, post and enemy, could add
€75-€95 billion to EU GDP and createup to 360,000 jobs.

| welcome the analytical, evidence-based approach of the
Commission®reent competition sector inquiriesinto Prandal services
and energy. Thes have provideda Prm base of evidenceto inform the
Commission®policy-making. The Commission@single market vision
paper should also be welcomedfor marking a shift away from a
regulatory approach, towards a focuson the functioning of markets
and the monitoring and measuring of impacts. Indeed, with much of
the legidation requiredto egdablishthe single market already in place,
incresing the use of proactive competition policy, rather than relying
on regulation, should become a key feature of single market policy.
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However, where there is a genuineneedfor further EU regulation,
not only should its designand enforcementbe risk-based, but there
should be greater use of more flexible forms of regulation. In
keeping with better regulation principles, non-legislative measues
such asinfor mation, guidanceor codesof practice should be used
whereverpossible in order to guaranteea modern and 3exible policy
framework. Consideration should be given to how the Lamfalussy
arrangementscould be applied beyond the bPnancial servicessector
Improvementsin the quality of impact assesmentsand conailtation,
along with consistentpost-implementation reviews, will also make
for better policy. Furthermore, where the EU takes forward
regulatorlymeasures such asthe develgpmert of new standards, it is
important to ensure that those standards promote intemational
competitiveness,and do not erect new barriers to global trade. The
goal should be to createa single market which is Rexible enoughto
take advantageof regulatory developmentsacrossthe globe.

The UK is making these arguments consistently. And once the
arguments have been won, effective implementation and
enforcement are essential to realising the benebts of the single
market. Here the Commission has a key role to defendthe rules of
the EU treaties, and ensure that membetstatesare competing with
eachother on a fair and undistorted basis. The reform of the state
aid regime and the crackdown on subsidiesare good examplesof
practical action, and should be supplemented by a thoough review
of implementaton and enforcement.Red benebtsvould also accrue
from giving greater priority to investigations of breaches of EU law
improved access to courts, and wider use of informal problem
solving techniques.

Taxation policy in the single market

The principles of our approach to the single market are mirored in
our approach to tax policy in the EU. The EU has already agreed
and implemented the tax measuresnecessaryto createan effective
and robust single market. And the UK governmentis working to
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improwethe tax sructureswe already havein place,in order to drive
down coststo business,improve transparency and the exchangeof
information, and tackle fraud.

In an increasingly global economy no country will be able to set its
tax policy in isolation from other countries. There is a strong
economic and social case for co-operation and exchange of
infor mation betweenmemberstate governmentsand tax authorities
around the globe. Suchco-operation can help to meetthe challenges
posedfor national tax systemsby globalisation.

But harmonisation is not the answer to thes challenges,and neither
is isolationism. Rather, we need action at the national level,
combined with a renewed agenda of international co-operation.
Theseare the bestways to help countries achievethe pscalstability
that is essential to maximise competitiveness, deliver sustained
growth and addres the long-term challengesfacedby all the nations
of the European Union.

That is why the UK has led, and continues to lead, the intenational

community, in promoting the roll-back of harmful tax practicesb
primarily through the EU Code of Conduct on businesstaxation,

which the Paymaster Generd to the Treasuychairs, and the OECD.

It isnot in any country ®long-term intereststo develop tax structures
that promote or enableharmful tax competition or so-calledprobt

shifting Bthe practice of registeringcorporate probtsin a member
state with low levels of corporate tax in order to minimise a
company® overall tax burden. So within the EU and the OECD, we
will continue to promote high international standards of exchange
of infor mation and transparency as well as the roll-back of anti-

competitive, discriminatory practices.

In the Peld of ndirect tax, the UK is pressng the EUto look at how
we can improve administrative co-operation and the exchange of
infor mation, in particular to combat VAT fraud. This requires
internaional co-operation acrossthe EU and beyond. And the UK is
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leading work in the EU to modernise the VAT Oplae of supply rulesO
for sevicesand e<commerce,to ensure that tax revenues accrue to the
countryof consumption. The UK isalso playing aleadingrolein the
modernisation of the VAT treatment o Pnancialsevices.

But since good tax policy responds to country-specific
circumstances, there is no good reason to expect countries to
have the same tax systems. The key therefore is to presewe
national flexibility, rather than creating rigid and harmonised
structures that are incapable of adapting to the rapidly evolving
demands of globalisation.

A social single market

At the start of this chapter | stressedthat an effective and well-

functioning single market requires an effective and well-functioning
social dimension. By pursuing modern social policies that combine
Rexibility and fairness, Europe®long-standing social valuescan be
advancedalongside economic prosperity. It is right and welcome
that Europe examinesthe mutually reinforadngrelationship between

Rexibility and seaurity. Anti-gl obalisation protectionist rhetoric only

o ffersan illuson of safetyand long-term seaurity. Europe must offer

a legitimate, modern alternative Ban inclusive globalisation.

In arapidly changingworld, national govemments are best placed
to react to changing circumstances b in the context of shared
Europeansocial values.Thisallows policiesto be tailored to specibc
demographics,traditions, and labour market institutions. But there
is a strong casefor EU-levelaction to addressissuesthat are cross-
borderin nature. For example,the free movementof labour must be
supported by EU-wide agreement on mutual recognition of
gualibcations and appropriate portability of benebts.The UK has
advocated action and modernisation in these fields. The free
movemert of capital hasled to action that ensuresemployeesacross
Europe have accessto information and consultation with their
employers.| believethis is the kind of European social dimension
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which the single market needs. It deals with coss-border issues and
it requires both employers and trade unions to accept their
responsbilitiesand work together, in the belief that we achievemore
through co-operation than by standing apart.

The existing setof Europeanrights and standards have helpedbuild
a common framework that ref3eds core European social values. In
general European legislation is a relatively blunt tool for dealing
with sodal policy in a global economy, becauseit reducesnecesary
labour market flexibility and choice for individuals. However,
greater co-operation at a European level can add signibcant value:
Europe can act as a catalyst for change, identifyin g opportunities
and common challenges, promoting solutions, exchanging best
practice and agreeing strategic objectives.

For example, by raising awareness of successful policies
elsewhee in the Union, European co-operation helps member-
states devise effective strategies to increase labour participation.
Increasing labour participation is crucial to meeting the challenges
of the future, including demographic change and to combating
social exclusion. In the modern global economy, security is
provided by Oscial bridgesOwhich ease the transition from one
job to another, and by developing potential for workers and for
new jobs. Security is not provided by protecting specibc jobs or
sectors. By equipping individuals to adapt and master change,
govermments can empower people to move into new fields of
employment. This can be done by providing insurance in the
broadest sense Bskill s and retraining, unemployment benebts and
a favourable climate for job creation P but also through policies
such as childcare, which make it easer to work.

One of the ways the European Union can help countries is by
advancing the skills debate. Education and skills policies, desigred
and implemented by member-states, are central to meding the new
challenges. An open debate at the European level on skills, their
role, and how they interact with employment policy, could help
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better exploit the synergies and important links between the two
areas. Europe must make globalisation and its technological
advanceswork not just some of the people, but for all of the people
b an inclusive globalisation that prioritises the education and the
skills of citizens.

Flexibility and fairness must advance together. They do not
present a trade-off, but are essential to deliver a Europe of full
employment and opportunity for all. Without it, Europe will fail
its greatest challenge: making its social values a reality for all in
the global economy.



4 Energy, climate change and
the single market

Nowhereis the case for a hard-headed pro-Europeanism stronger
than in the linked issues of global climate change and energy
policy. Indeed this is perhaps the most important test of the EU®
capacity to reform and act together succesdully in the coming
years. On the one hand, European companies and citizens are
demanding secure, sustainable and affordable energy supplies; on
the other hand, the global challenge we face in dealing with
climate change has never been starker, the case for action has
never been so overwhelming, and the economic and social costs of
doing nothing have never been so high.

The UK hasbeena strong advocateof a robust Europeanresponse
to thesechallenges. And as City minister, | have seenbprst-hand

how London has becomea centre for global carbon trading, and

justhow much decisonson eneigy and the environment have begun

to play a central part of decision-making and strategy, not just in

govemment but in businesses as well. It is through continued

engagement with other partners B domestically, in Europe and

internationally Bthat we will be able to devise the most effcient and

innovative ways of tackling the challengesof global warming.

The Sern Review on the econamics of climate changewasdemitive
in its conclusion: unlessthe world takes urgent action to tackle
climate change, not only will the environment suffer but the global
economyand the planet®poorestpeoplewill face catastrophetoo.

The UK has sought to improve both its own performanceand shgpe
an international consensus for change. Domesically, we are on
courseto meetand go beyond our Kyoto target of reducing UK
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greenhouse gas emissions by 12.5 per cent from 1990 levds by

7 The bguresregarding UK 2008-2012. In 2005, UK emisdons of all
emissionsbguresare saying greenhousegaseswere 18.8 per cent below
that asa whole in 2005

greenhousegasemissionsfell

by 18.8 per centfrom 1990 X
,e)(,eb ar?d that CO,, Pgures period.” The new systemof carbon budgets

specibcallyfell by 11 per cent  that will be created by the proposedclimate

1990 levels, while emissions of carbon
dioxide declined by 11 per cent over this

from 1990 level Dnot changebill (along with other new measures)
connectedto JI/CDM. is expected to reduce our carbon dioxide

EEERA' See emissions to 26-32 per cent below their 1990
ttp://www .defra.gov.uk/news/

2007/070131b.htm. levelsby 2020.

But such challengescannot be met by a few countries meeting and
acting together in isolation from the rest: the only feasible solutions
require multilateral action and global leadership. To make a real
impact, we needa global Europein which memberstateswork more
closelytogether than everbefore. Against a backdrop of increasing
global enemy consumption and dependenceon imported energy as
well asrapid growth in global emissionsof greenhousegasesiit is
c rucial that the EU shows leadership. This meanspursuing a strategy
that increases the security of our enagy supplies, and helps combat
climate change, while ensuring the competitiveness of European
economies. That iswhy | warmly welcomethe fact that in 2007, the
EU has establisheditself as the global leaderin theseissues,and
adopted the integrated approach to climate and energypolicy that
the UK haslong advocated.

The endorsementof this approach by the 27 memberstatesof the
European Union b including the headline commitment to reduce
greenhousegasemissionsby at least20 per centby 2020 (asa brst
step to an internationally negotiated reduction of 30 per cent) b
marks an afbrmatory moment of genune global leadership. The
headline commitment was accompaniedby a range of policies to
promote the developmentof Europe®climate and energy policy.
Theserange from greater co-operation with external countries, to
measuesto promote the developmentof renewablesand carbon
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captureand storage. Made possble by the vision and determination

of Chancellor Merkel and PresidentBarroso, this demonstratesto

the rest of the world the seriousnesf Europe®commitments on

climate changeand energysecurity. It is also testamentto the UK®@
leadershipwithin Europe: the mandate to develop this joined-up

approach was given to the Commission at Hampton Court in

October 2005, under the UK@ EU Presidency It was also the UK

which brst proposed an ambiti ous EU-wide 30 per cent target in the
govemment® vision paper for the EU Emissions Trading Scheme
(ETS)in October 2006.

The Stem Review emphasisedthat co-ordinated multilateral action
now to avoid the catastrophic consequencgof global climate change
could costaslittle as1 per centof global GDP, but that the cost of
inaction overthelongterm would be between5 per cent and 20 per
cent of global GDP. However, to secue action at the lowestpossible
cost, it is imperative that the right policies are put in place. The EU
ETSis the centrepieceof the UK@ climate change strategy becauseit
ensures that emissions reductions can be made at the leag cost.
Greenhousegaseshave the sameeffect wherever they are emitted,
and so by allowing participants the Rexibility to trade allowances,
the overall emissions reductions are achieved in the most cost-
efedive way possibde. Making the carbon market deeper, wider
and more liquid will increaseits effectivenessin delivering greater
emissionreductions. It will also help establishthe EU ETS as the
basisof a global carbon trading market.

That isalsowhy the UK hasbeena keenadvocate of measuresin the
EU energy efbciency action plan that directly tackle the market
failur esthat preventconsumersmaking the green choice, evenwhen
it canbe cost-efective for themto do so. We welcomethe European
Council®@ endorsementof the Commission®goal of a 20 per cent
improvement in energy ebciency by 2020. Alongside new domestic
initiatives Bincluding the announcementon March 12t 2007 of an
agreement with retailers and manufacturers to phaseout high-enegy
light bulbs by 2011 B we will work with other memberstatesto
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ensure rapid and ambitious action. For example, we suppdrenergy
performance standardsfor appliances,vehicle emissions,building

standardsand labelling. We have also called on European bPnance
ministers and the Commission to recommendthe introduction of a
reducedrate of VAT to be applied to energy-ebcient products.

Improving the functioning of EuropeOsenergy markets

Europe also needsto deliver a fully liberalised European gasand
electricity market. This is needed in oder to ensure a more dfcient
use of energy, enable Europe to respond more effectively to the
challenges of climate change and energy security, and provide
consumerswith more competitive pricing and greater choice. The
enepgyindustry (gasand electricity) acoounts for just 2.1 per cert of
total value-added in the EU economy, but it is fundamental to
overall ecanomic activity and to Europe®efforts to reduceemissons
of greenhousegases Electricity and heat production accountedfor

24 per cent of total greenhouse gas emissions in the EU-15 in 2004.

Despite the clear gains that have beenachievedas a result of the
liberalisation of the enemgy sector following the prst electricity and
gasdiredivesin 1996 and 1998, more must be doneto achiewe open
and effective European energy markets. Full market opening could
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under the terms of the liberalisation package The UK therfore
welcomesthe Mar ch 2007 European Council® support for further
measures on energy market liberalisation. We will continue our
efforts to secure strong implemention and meaningful enforcement,
from both membetrstatesand the Commission.

But, on the environment, as| have demongratedin Pnancal savices,
the hard work doesnot stop once the headine targets have been
agrea and the framework policieshave beenput in place. The EU

ETShasbeenin placefor two years, but we still needto work together

with the other memberstatesto improve the schene and make it a

model for the world to follow. The March 2007 European Council

was a truly momentousoccason, but the next step will now be to

focus on putting the right policiesin placeto deliver the greenhouse
gasreductions, and to deliver the invesimentin new technologiesand

the improvements in enegy efpcencythat have been pomised.This
must be done in the most cog-effective way, with policy proposals
subject to cost-benebtanalysis and compeitivenes teding, as they
would be in any other area The only way that we will be able to

i n Buencethese policy decsions and be sure that they work for our

consumersand our busnessesbaswell asfor Europe asawhole Bwill

be by taking a proactive, hard-headedapproach to the negptiations,

on evely dosser and at every meeing.

8 CopenhagenEconomics increasecross-bordertrade in electricity by
OThepotential gains from full 31 per centand reducepricesin the EU-15 by

market opening across up to 13 per cent, with total savingsacross In paticular, we must strike the right balance between EU-level
network industriesO, the European Union running to tens of policies which set an overall framework D with ambitious
Januay2007. billions of euros?® greenhouse gas targets and action to develgp a common carbon

However, achievingthis requiresusto tackle the problemsidentibed
in Europe® energy markets by the Commissios®ector inquiry into
competitio n in electricity and gas markets. These include a high
degree of market concentration, weak transpaency, a lack of cross-
border market integration and incomplete unbundling. Where
ap p ropriate, the Commission should exercise its competition powers
to combat such structural obstacles to market integration, and take
action againgt those membergatesthat fail to mee their obligations

price Band Rexibility at national level. Member-statesmust be free
to developtheir own solutions and employ a range of instruments
suchastax, trading and regulation. It will only bethrough a mixture
of domedic, European and international action, under a clear overdl
policy framework, that we will meetour environmental and enegy
objectives.And giventhe clear advantagesof Europe acting together
to tackle climate change, it is simply not credible both to champion
environmental issues,and at the sametime be anti-European.



5 Reforming the EU budget

This essayhas setout the benebtsof an active UK voice within the
EU. Not only for the cr eation of an effective single market in which
competitive European companiescan thrive, but alsoto enablethe
EU to deliver suaccesgul outcomes on challenges such as climate
change and globalisation. But the EU wil | be unable to deliver
successfuloutcomeson thesechallengeswithout a modern budget
that is bt for purposeband that demandsreform.

EU bPnancial management

As an immediate priority, we needto consder what stepsare neeced
to improve the confidence of the taxpayer in EU financial
managemen. Last year, for the twelth sucessve year, the European
Court of Auditors was unable to give a positive statement of
assurance on the EU budget. The Court could not conbrm that
around two-thirds of EU spending was spent in line with the
regulations. This is vey disappointing. The European Union B both
memberstatesand the Commission B must do better to end this
annual embarrassment.

In 2005, under the UK Presidency we secured agreementfor our
proposals on how the EU® internal bnandal control framework
could be strengthened. The Commission is now implementing these
through its Action Plan towar ds an Integrated Control Framework,
centred on four core themes:

I establishingsimplibPed, common control principles;

I greateruseof managementdeclarationsand audit assurances;
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I intr oducing a single audit approach;

I identifying areas of greatest risk and targeting these sedor-
specibcgaps.

The principles of internal control and simplibcation at the heart of
the UK@® proposals have been adopted in the new financial
regulation, which from 2007 onwards will govern how the budget
should be setand implemented.

But if the EU budget is to inspire taxpayer conbdence, there is
more to be done. We need the highest levels of sautiny and the
most rigorous lines of accountability. Achieving a @ositive
statement of assuanceQon EU spending will requireaction by all
thoseinvolved in the processof EU expenditure. This includesthe
Commission, the Council of Min isters, each member-state working
with its national audit institution, and the European Court of
Auditors itself.

Member-statesshare with the Commission regponsibility for around
80 per cent of EU spending: notably agriculture and the structural
funds. Getting a positive statementof assuranceon the EU budget
thusdependsin large measureon member-statesaccepting that they
have a shared responsibility for improving the way thesefunds are
controlled and spent.

We know that we haveto reform our own systems.This is why |
announcedto parliament lastNovember that the UK will takealead
in demonstrating how member-states can improve their own
management of EU funds by enhancng national level audit and
parliamentary scrutiny of EU expenditure in the UK.

By giving national parliamentsgreater opportunity to scrutinise how
EU funds are managed, | believe we can help give taxpayers the
reassurancethey rightly exped. In taking alead on thisissuethe UK
can help improve the quality and accuracyof the EU accounts.All
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memberstates must accept their respansibilities to work togetherto
achievea cleanbill of health for the EU®accounts.

Expenditure reform

Budgetaty credibility doesnot dependonly on probity and proper
Pnancial management. In the end, it depends on what taxpayers see
their money being spenton. Take the 2007 EU budget: 40 per cent
of the total expendiure is ill allocatedto the CAP; while more than
60 per cent of structural and cohesion fund expenditure is still
transferred to rich memberstates.

This is hardly a budget designedto meetthe challengesof the 21¢
century The principle of sound Pnandal management must and will

be to the fore in our approach to the fundamental review of the EU
budget. But building on a baseof Pnandal probity we must also ask
ourselves:what is the role of the EU in any given policy area?Does
it require spending?

The following principles are guiding the UK approach to the budget
review:

First, the EU should act only where there are clear additional
benehs from collective efforts, compared with action solely by

individual member-states D rather than Omore EUO for the sake of it.

There is a strong case for budgetary assstance to less well off
member-states, to help them make the infrastructure and
institutional investmentsneededto support their economic growth.
This, in turn, will help to developthe wider Europeaneconomy A
case can also be made for expenditure in areas as diverse as
international development, migration, and measures to combat
climate change,such assupport for the development of cleanenergy
technologies In all theseareas signibcant benebtsvould accrueto all
EU citizens.The same casecannot be madefor the current level and
form of spendingon the CAP. Radical reform to modernisethe EU
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budget and meet the demands of all Euppean citizens b rather than
just defending the old way of doing things D is exactly what pro-
Europeanismis all about.

Secondly where EU-level action is appropriate, it should be
proportionate and Rexible. Justaswe acknowledgethere is a clear
case for European spending on some objectives, so we must
recognisethe very real limits to European budgetary intervention.
Indeed expenditure is only one of a rangeof policy levers, alongside
co-ordination through peer review and shared best practice, such as
in aspects of sodal policy; competition policy and liberalisation,
suchasin the single market; and legislation or regulation, suchas
the setting of environmental emissionlevels. Where expenditure is
appropriate, Europe must be preparedto considera wide range of
Pnancial sources.The European Investment Bank, for example, is
pioneering the use of loan support to support the developmentof
climate change Pnancial instruments, such as the climate change
Pnancefacility .

Thirdly, and as| have already outlined above, we needthe highest
standards of pnancial control and independentaudit B alongside
continuing budget discipline.

Thesethree principles P a clear understanding of how we advance
our national interest and the European interest, proportionality;

and sound Pnancial management B can help guide us towards a
modern EU budget. | believethat this vision is increasingly widely
shardband over the coming months and years, the UK govemment
will work in partnership with PresidentBarroso, his Commission
and other membetrstatesto achievethis.

Applying theseprinciples properly is essentialif we are to achieve
our shared objective of a modern, outward-looking EU, which
enablesmemberstatesto respondto the challengesof globalisation
and delivers opportunity, fairnessand prosperity for all our citizens.

6 Conclusion

In conclusion, | believe our approach should beto engage to advance
the British and European public interest where we can B while

standing brm where our national interests would be damaged. That
is what | meanby a hard-headedpro-Europeanism.

On bnancial sewices,on competition policy, on environment, the
CAP and the EU budget B our challengeis the same.We needto
create an outward-facing, flexible Europe that can meet the
fundamental challenges of a global economy, and deliver
opportunity, fairnessand prosperity for its citizens. We needan EU
budget, which recognisesand equips Europe to meetthe challenges
of the 21stcentury The fundamental review of the EU budget will be
key to achievingthis.

And in the debateon the European constitution, it is essentialthat
we also take a hard-headed approach. We must not retumto the old
ideological assumption that being pro-European means moving
inevitably towar ds European political integration, regardlessof the
opposition of national populations across Europe. Rather, the test
for European co-operation is whether the national interests of
memberstatesare advancedtogether.

But we are conklent also that we are stronger by co-operating with
our partners within the European Union to address the global
challengeswve will face in the decadesahead. So the challengefor this
generation of European leadersis to shift the terms of the debate
onto the practical and tangible outcomes that Europe® citizens
demand. Public support for the ideaof Europe has ebbed, with slow
economic growth, high unemployment, budget problems and the
rejection of the 2004 constit utional treaty making Europe seenm



40 Britain'and!Europe

stagnant, remote and out of touch. It is clear that a European state
is not the answer. We do not need a constitutional treaty that
fundamentally changes the elationship between membeistates and
the EuropeanUnion.

The challengefor Europe in the 21st centulyis whether we can co-
operate successfully and riseto the task of delivering opportunity,
fairness ard prosperity to all our citizens. And soin the discussgon
on institutional refomsin the weeks ahead we should always start
with this teg B will reform help us make sensible decisions that
addressthesefundamental challenges?

Herein Britain we can only make progressif we break out of the old
caricatured debate about Europe. We know that the only way to get
the best deal for Britain is by working together with our partners in
the European Union, and by not being afraid to stand up for
Britain@ interests. But we can only do so if we re-frame the British
debate B and a& more conbdent in setting out when co-operation is
both good for Britain and good for Europe. Defending our wider
national interest means being at the table and winning the
arguments. Ve will not succeed by withdrawing to the extreme and
anti-European fringe.

As | have set out, over past decades we were too often presented
with only two schools of thought. On the one hand, an anti-
Europeanism that believed the definition of Britishness lay in
rejecting anything from the EU. On the other, a pro-European
view borne of the belief that Europe was the sole solution to the
problems of decline, policy paralysis and apparent un-
govemability. Sensible people of our generation rejed this false
choice. Instead, in 2007 the sensible mainstream view ispo-British
and pro-Eurgpean.

So we should reject ideological approaches to Europe, in favour of
a pragmatic and hard-headed approach that refiects the reality of
Britain, Europe and the world in the 21st century: a successful
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Britain strengthened by its membership of the EU, and an
outwar d-looking globally-focussed EU strengthened by the UK®
active engagement.
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