Conditionality and the Rule of Law

The Conditionality Regulation of December 2020 creates a general regime of
conditionality that makes European Union (EU) Member States’ access to money
from the EU budget conditional on respect for the principles of the rule of law.' Both
Poland and Hungary brought actions for annulment of the Regulation in March
2021, which the Court dismissed on 16 February 2022.> Following the Court’s
rulings on the compatibility with EU law of the Conditionality Regulation, the
European Commission seemed hesitant to formally apply the conditionality
mechanism to national plans of Hungary and Poland under the Recovery and
Resilience Facility (RRF), a large fund involving grants and low-interest loans
available to EU Member States upon presentation and approval of national plans.’
Though Poland had submitted its national plan for the recovery fund on 3 May 2021,
and Hungary did so on 12 May 2021, the Commission has withheld disbursement of’
the RRF money to the governments of Poland and Hungary, without formally
starting the procedure under the Conditionality Regulation. Only on 5 April 2022,
after the Hungarian elections, did the Commission announce it would formally apply
the conditionality mechanism in relation to Hungary.* On 27th April, it officially
triggered the mechanism by sending a letter to Hungary.”

The conditionality mechanism enshrined in R egulation 2020/2092 was origin-
ally designed in 2020 as part of a post-pandemic crisis recovery package, to protect
European taxpayers from frauds. However, its application has been delayed for
various legal, bureaucratic and political reasons.® After numerous pressing calls by
MEPs and political groups, its application should now be unambiguous after the
CJEU’s recent judgment dismissing Poland’s and Hungary’s appeals.
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Suspending endorsement of the national RFF plans of Poland and Hungary has
explicitly been linked to the rule of law situation in both countries. In the case of
Poland, the link was confirmed during the European Parliament plenary debate on
‘the rule of law crisis in Poland and the primacy of EU law’ on 19 October 2021
discussing the consequences of the Polish Constitutional Court’s ruling of 7 October
2021 stating that some provisions of the EU Treaty are unconstitutional.” Here,
Commission President von der Leyen referred to three conditions for disbursing the
RREF funds to Poland, namely (1) the liquidation of the illegal Disciplinary Chamber,
(2) the reinstatement of the judges suspended by it, (3) changes in the disciplinary
system for judges.® As for Hungary, the Commission made it clear already in January
2021 that it required changes in Hungary’s public procurement system before RFF
funds would become available.” The formal language in the documents related to the
REFF procedure is less explicit and merely mentions that the assessment process is
‘ongoing’ in cooperation with the respective Member States. '

Evidently, the Commission seemed to wait for the outcome of the Court’s
rulings in the annulment procedures brought by Poland and Hungary in order to start
any formal application of the rule of law mechanism. This was also in line with the
European Council’s Conclusions'' of December 2020 forming the ultimate step-
ping-stone to reach a political compromise and adopt the Regulation. The
Conclusions instructed the Commission not to apply the mechanism before having
adopted guidelines on its application. The guidelines should take account of CJEU
rulings following eventual annulment proceedings. Besides raising several proble-
matic issues that prompted intense debates about the effects, scope and legal nature of
the Regulation,'? the EU Council Conclusions were much to the discontent of the
European Parliament that adopted resolutions in December 2020, June and October
2021 calling on the European Commission to take action under the Conditionality
Regulation and even brought an action against the Commission for failure to act.”
With the Court’s rulings providing support to formalize suspension of the approval
of the RRF plans of Poland and Hungary under the Conditionality Regulation and
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subsequent adoption of the guidelines by the European Commission on 2 March
2022,'* the road seems finally clear to start applying the conditionality mechanism
vis-a-vis both countries.

Meanwhile, the EU’s external circumstances changed dramatically on 24
February as Russia invaded Ukraine. With Poland and Hungary being among the
frontline Member States that have received and taken care of a high number of
arrivals from Ukraine, withholding their recovery money seemed to be reconsid-
ered, at least according to several media reports.'> However, later media coverage
reports that von der Leyen explicitly stated that the Commission refuses to link
disbursement of recovery funds to reception of Ukrainian refugees and the
Commission will not be ‘more flexible’ for that reason.'®

All of the above shows that there is ample disagreement and lack of clarity about
the nature, purpose and actual application of the Conditionality Regulation. Such
uncertainties originate on the one hand, from the nature and political embeddedness
of the Regulation and, on the other hand, from external circumstances such as the
current refugee crisis sparked by the Ukrainian conflict and the pressure this puts on
the relationship between Poland and Hungary as well as on their relationship with
the EU.

Before going further into to the positions of Poland and Hungary under the
Regulation, we shortly introduce the mechanism set up by the Conditionality
Regulation and the Court’s assessment of it.

Originally, the Regulation developed from a commonly shared view that
systemic deficiencies of the rule of law in certain Member States had to be addressed
beyond the politically sensitive and largely ineffective Article 7 procedure.'” One
way to address this rule of law crisis was arguably to link such deficiencies to the EU
budget. Accordingly, the Conditionality Regulation creates a ‘general regime of
conditionality’ that makes Member States’ access to money from the EU budget
conditional on respect for the principles of the rule of law. Article 2 of the
Regulation defines the Rule of Law as referring to the Union values enshrined in
Article 2 TEU and including:
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the principles of legality implying a transparent, accountable, democratic and pluralistic law-
making process; legal certainty; prohibition of arbitrariness of the executive powers; effective
judicial protection, including access to justice, by independent and impartial courts, also as
regards fundamental rights; separation of powers; and non-discrimination and equality
before the law.

The Conditionality R egulation lists the breaches of the rule of law that will lead to
appropriate measures when they affect or seriously risk affecting in a sufficiently direct
way the sound financial management of the Union budget or the protection of the
financial interests of the Union. The list includes functioning of the authorities, that
relate to carrying out financial control, monitoring and audit, effective and transparent
financial management and accountability systems; investigation and public prosecution
services; effective judicial review by independent courts; prevention and sanction of
fraud, corruption or other breaches of Union law; recovery of budget unduly paid;
effective and timely cooperation with the European anti-fraud office (OLAF) and
where relevant with the European Public Prosecutor’s Office (EPPO); and ‘other
situations or conduct of authorities that are relevant to the sound financial management
of the Union budget or the protection of the financial interests of the Union’.'® The
measures the Union may take in case of these breaches include suspension of approval,
disbursement in full or in part, reductions, prohibitions on entering into new legal
commitments or agreements on loans, or interruptions of payment.'” The RRF
Regulation for its part obliges the Commission to manage the RRF in accordance
with the relevant rules, in particular with the Conditionality Regulation.>

In its February judgment, the Court fully dismissed Hungary’s and Poland’s actions
for annulment against the general regime of conditionality for the protection of the EU
budget provided by the R egulation 2020/2092 and confirmed both the legal basis of the
Regulation and its compliance with the procedure of Article 7 TEU. Importantly, the
Court stated that the EU’s budget is a highly important instrument for giving practical
effect to the principle of solidarity according to Article 2 TEU. The implementation of
this principle through the EU budget is based on mutual trust between the Member
States as regards the responsible use of the common resources contained in this budget.”'

The Court of Justice made clear that conditionality is not imposed as a sanction,
but as a measure to protect the EU budget. It is not to ‘penalize breaches of the rule of
law’ but rather ‘to protect the budget in the event of a breach of the principles of the

the rule of law’.*?

' Regulation 2020/2092, Art. 4.

" Ibid., Art. 5.
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This also means that the sole violation of rule of law principles in a Member
State would not suffice to trigger the mechanism because the scope of the
Regulation only covers those rule of law violations that explicitly affect the
Union’s budget in a sufficiently direct way. Accordingly, the scope of the
Regulation is limited to protect the sound financial management of the EU
budget, and the Union’s financial interest and this link to the Union’s budget
or the Union’s financial interest is indispensable.

More in particular, the Court pointed out that for the horizontal conditionality
mechanism to apply, there must be a ‘genuine link’ between violations of the
principles of the rule of law, on the one hand, and the impact or serious risk of
impact on the sound financial management or the protection of the EU’s financial
interests, on the other hand.** A breach of the principles listed in Article 2(a) of the
R egulation must also concern a situation or conduct attributable to a public authority
of a Member State and be relevant to the sound financial management of the EU
budget. Particularly, this breach must affect or seriously risk affecting, in a sufficiently
direct way, that sound financial management.” In addition, a sufficiently ‘direct
link’, namely a genuine link, must be established between a breach of one of the
principles of the rule of law and that serious risk.”® The ECJ also stressed that the
measures must be strictly proportionate to the impact of the breaches of the rule of
law principles on the EU budget.”’

Several commentators have already analysed the shortcomings® and possible
benefits of the Regulation in light of EU law, however, there has been less analysis on
how its actual application conditioned on the core link (sufficiently direct link
between rule of law violations and the EU’s financial interests) will be operationa-
lized in Poland and in Hungary.

Even though, the design of the Regulation resembles a new form of EU
governance®’ and fits into a broader trend of EU policies using EU funds to achieve
broader EU policy and enforcement objectives,”” its design seems to have been
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engineered with an eye on the situation in Hungary, where an illiberal state is
arguably kept in life through EU money.”’

Therefore, the application of the Regulation is especially evident in Hungary,
where corruption is deeply engrained in the legal, political and economic govern-
ance of the country.”® Systemic abuse of the public procurement system and EU
funds is the result of government behaviour that tolerates and in certain cases even
supports such irregularities, for example, by frequent changes in the legal
framework.” Corruption is closely intertwined with the destruction of the rule of
law, it seriously undermines economic development, and is closely interlinked with
the colonization of the media along political interests.>

‘[S]ystemic irregularities in the tendering processes’ have, in fact, been already
indicated in the 2019 European Semester, the annual EU cycle of economic and
fiscal policy coordination, in the country-specific recommendations for Hungary,”
and continue to be mentioned. For example, in the 2022 country-specific recom-
mendations as part of the European Semester, the lack of competition in public
procurement has been frequently pointed out.>® Corruption in Hungary continues
to worsen, according to the latest results of the Corruption Perceptions Index.”’
Accordingly, the Commission has also called upon Hungary to reform its public
procurement laws and prevent systemic fraud before billions of euro from the EU
pandemic recovery fund become available.®® To make its messages hard, the
Commission has finally sent a notification letter to Hungary formally activating the
conditionality procedure end of April.

However, one may wonder how establishing the link between the protection of
EU funds and rule of law deficiencies in Poland could be well argued and established.
For example, the annual report for 2020 of OLAF, the EU anti-fraud office, shows
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Hungary on the top of the list (together with Romania) with a number of recom-
mendations for recovery of EU funds.> Poland is at the lower end of the list. At the
same time, the rule of law breaches as laid down by Article 3 of the Regulation seem
to have had more ‘inspiration’ from the Polish scenarios of rule of law backsliding,
foremostly the undermining of independence of the judiciary. In the context of the
European Semester, the 2020 country-specific recommendations for Poland do not
mention corruption or risks to sound financial management. Instead, the only rule of
law element mentioned is the need to safeguard judicial independence, notably for
enhancing the investment climate.*” The Commission guidelines on the application
of the conditionality mechanism find an opening to establish a link with the sound
financial management in the Court’s statements that adoption of appropriate mea-
sures is not limited to cases of proven effects on the sound financial management or
the financial interests of the EU, but can also be taken in cases where those effects can
be reasonably foreseen, since there is a high probability that they will occur.*' And
the Commission guidelines give as an example of such high probability as the
situation where:

certain acts of national authorities implementing Union funds through public procurement,
or collecting the Union’s own resources, or carrying out financial control, monitoring and
audit of Union funds, or investigating allegations of fraud, corruption or other breaches of
Union law in the implementation of Union funds or revenue, cannot be effectively reviewed
by fully independent courts,

as ‘this may entail a serious risk insofar as the Union funds and the financial
interests of the Union are concerned’.*?

At the same time, the Hungarian government over the past twelve years has used
a variety of rule-making strategies to restructure numerous sectors of the economy
and to override market mechanisms in plain sight. The intentional use of various legal
and regulatory measures was used by the Hungarian government to circumvent the
public procurement system™ and to exempt economic activities in often strategically
important sectors of the economy from the pressures of competition.**

% https://ec.europa.eu/anti-fraud/system/files/2021-12/olaf_report_2020_en.pdf, at 46.

0 COM(2020) 521 final, Recommendation for a Council Recommendation on the 2020 National Reform
Programme of Poland and Delivering a Council Opinion on the 2020 Convergence Programme of Poland,
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1 C-156/21, para. 262.

42 Commission guidelines, C (2022) 1382 final, point 31.
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pdf, at 48.
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The exemption of various sectors and practices from the control of competition
law, for example, neutralize a crucial control mechanism of collusive practices in
public procurement procedures and as such contribute to the lack of transparent
management of EU funds.*

Politicizing the economic governance of markets by differentiated, selec-
tive and non-enforcement of laws in order to support national economic
interests has been widespread practice of the Hungarian government since
winning the elections in 2010.*® The drastic transformation of the constitu-
tional system has fabricated a framework for economic regulation where
accumulation of political power steadily leads to accumulation of economic
power in the hands of a few.*” This ‘new’ economic governance system-
atically undermined key legal rules and independent institutions of the func-
tioning Hungarian market economy.*®

The rate and scope of constitutional re-engineering of Hungary’s economic
governance could certainly be addressed by the Conditionality Regulation but it
must take place in a way that takes serious account of what has been coined by Batory
as Hungary’s ‘creative compliance’®” with EU obligations, notably by seemingly
following and complying with EU norms while in fact not giving up its original
political objectives.>”

Concerning Poland, the Commission seems to take a different strategy. Despite
the opening in the guidelines above, the difficulty remains that the use of the new
instrument requires proof that the violations concerned make it highly probable that
misuse of EU budget will follow. In the case of institutionally corrupt countries such
as Hungary, this approach can and should succeed. In contrast, where EU money is
still correctly administered — as in Poland — application of the mechanism can prove
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and Democracy in the Shadow of Rule of Law, in The Evolving Governance of EU Competition Law in a Time of
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much more difficult.”! Furthermore, at the time of writing there is no ECJ ruling on
the (lack of) independence of ordinary courts in Poland, which makes it more
difficult to argue that there it is highly probable that allegations of fraud or corruption
will not be reviewed by an independent court.”> However, the use of disciplinary
proceedings continues against Polish judges who apply EU law, increasing the
probability that there is no independent review.” However, even in that case,
application of the mechanism is not obvious. There remains always a risk that the
Polish government may use the start of a conditionality procedure to turn Polish
public opinion against the Commission — especially under the current circumstances.
For the past twelve years, the Regulation is the first concrete and meaningful
measure to address one of the biggest ongoing crises of the EU in political, legal and
economic terms. The fact that the Commission has triggered its mechanism the past
month also underlines its potential to finally address the rule of law crisis. Still, to
achieve its ultimate goal — to protect EU money from fraud — the Commission
currently depends on a multiple stage trajectory with a long-envisaged duration.
Moreover, currently the application of the conditionality mechanism has only been
activated vis-a-vis Hungary and seems unlikely to be started in the near future against
Poland. Yet, the mechanism could prove to be a powerful tool in the hands of the
Commission to restore the legal, political and economic balance of European
integration.
K.J.CSand A.S
May 2022
Post scriptum: The editorial went to press before the Polish Parliament passed a
draft law to drop the judicial disciplinary chamber for judges at the Supreme Court,
apparently in an attempt to clear the way for reimbursement of the RFF money.
Commentators warned, however, that the draft law is not ending the rule of law
problems. Despite these warnings on the existence of serious rule of law short-
comings, on Ist June, the Commission has decided to approve Poland’s recovery
plan. The approval is with conditions, as the money will only be paid when the
requested reforms of the judicial system are put in place.
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