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Abstract

Starting from the economic theory of federdism, this chapter surveys the development of EU reve-
nue, spending and off-budget activities, discusses the redistributive impact of EU finances on member
dates, and budgetary decison-making procedures. The analysis is guided by a political economics
perspective on the interaction between the different players in EU decison-making and the ingtitu-
tiond redtrictions they face. This involves the interests of the Commission, the Parliament as wdl as
those of the single countries in the Council. They are restricted by the system of member states' con-
tributions to the EU and the balanced budget requirement, but also by the budgetary procedures that

determine individua decision-making powers.
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Nunc tibi gaudeo, nunc tibi lugeo,
tristor, anhelo ..."
Bernhard of Cluny (12" century) ‘De

contemptu mundi’

1. Introduction

The discussion of European public finances agppears to be well reflected by this introductory quote
meaning: “Sometimes | feel pleasure about you, sometimes | mourn you, cry, sigh ....” When
new negotiations on the EU financid perspective sart, governments mourn tha their country does
not receive enough funds from the EU to compensate for its contributions to the EU budget.? In the
course of these negotiations, they leave the impression of being close to crying when they defend
their pogition againgt the other European governments. In the end, the compromise is accepted with
sighing. But afterwards each government is pleased by the funds received from Brussdls, be it agri-
culturd subsidies or structurd funds. At least governments appear to be pleased for the sake of sdl-

ing the compromises to their eectorates.

Academicsfollow suit by criticizing the use of funds a the EU levd, in particular the inefficient system
of inter-country and interregiona redigtribution in the EU. Some scholars argue for example that a
magor task of the EU condgts in the provison of European public goods like defense or law and or-
der (TABELLINI, 2003). The SAPIR ET AL. (2004) report proposes the use of EU funds to finance
growth promoting palicies. Others contend that a European fiscd policy is necessary in order to ac-
commodate asymmetric shocks after the establishment of the European Monetary Union (EMU)
snce the exchange rate insrument does not exist any more (ITALIANER and VANHEUKELEN, 1993).
Some economists even make a case for a persona income redistribution from the poor to the rich

European citizens a the EU levd.

*  Quoted according to ALDOUS HUXLEY, Music a Night, 1931, German trandation: ,Anmerkungen zur Frei-
heit und zu den Grenzen des Gelobten Landes', in: ALDOUS HUXLEY: Seele und Gesellschaft, Essays I11:
Diagnosen und Prognosen, Piper, Munich 1994, p. 27.

1 Inthefollowing, | usethe abbreviation EU also for historical descriptions of whenit still wasthe EC.

2. SeeCharlemagne: Europe’s heavyweight weakling, THE ECONOMIST Voal. 367 (8327), 2003, p. 34, Kommis-
sion steht vor Milliardenpoker, FRANKFURTER ALLGEMEINE ZEITUNG No. 228, 1 October 2003, p. 14.



Some foundation for the normative claims of economigts is provided by the economic theory of fed-
erdism (OATES, 1972, 1999). From that perspective, the responsbilities of the EU may indeed be
seen in the provison of EU wide public goods, income redigtribution between rich and poor indi-
viduas and macroeconomic stabilization. For normative reasons, these are the areas where a supra-
nationd level finds its role. Aside the four freedoms to secure the common market, the EU does
however not provide European public goods, nor does it redistribute income between individuas and
conducts fiscal policy for stabilization purposes. Ingtead the EU is redigtributing funds between
countries or regions via agriculturd subgdies and the sructurd funds in a highly inefficient way that
aso contradicts normetive precepts for individua income redigtribution. The ultimate god of the EU
budget appears to be a redistribution between countries rather than individuas, which is perceived as
the chasing of net payoffs from the EU budget by single member countries(HEINEMANN, 2002).

Of course, these perceptions may not be sufficiently differentiated. There are indeed arguments
worth considering. First of al, it should be noted that the EU budget cannot be easily compared with
nationa budgets. Figure 1 shows the development of EU spending since 1961. While the budget
started from close to 0.0 percent of EU GNP in 1961, it has risen to about 1.0 percent in 2002. In
1993, EU spending pesked at nearly 1.2 percent. But compared to member states budgets which
usually cover between 40 and 50 percent of nationd GNP (EUROPEAN ECONOMIC ADVISORY
GRouUP, 2003, p. 50), these figures seem to be negligibly low. With such a smdl budget, no mgor
EU policies in the three areas — provision of public goods, redistribution and stabilization — should be
expected.

AsBLANKART and KIRCHNER (2003) argue, the size of the EU budget is nevertheless considerable
from the perspective of smaller member states. For example, Denmark’ s budget including socid -
curity in 2000 was of about the same Sze as that of the EU in the same year. Moreover, looking at
regiond incidence of EU funds, it becomes evident why a struggle between member states occurs.
Greece receives nearly 4 percent of its GNP in the form of transfers from the EU. In Irdand, that
number was nearly 7 percent in the beginning of the 1990's and till is about 2 percent. Portugal aso
receives EU transfers of about 2 percent of GNP. Findly, the growth of EU finances is as marked
as that of member gtates. In fact, the Size of the EU budget relative to GNP nearly tripled in the three

3.  SeeTable5 below for the net financial flows of member states.



decades between 1965 and 1995. From that point of view, European finances adopt the role they

aregiven in public discussons. There is not merdly ‘ much ado about nothing'.
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Figure 1: EU Spending in Percent of EU GNP, 1961 to 2002
Source: European Commission (2000, pp. 38; 2003, pp. 132)

Second, severd EU policies financed from the budget may have been intended as means to correct
market falures. For example, the Common Agricultura Policy (CAP) supposedly corrects falluresin
agricultural markets semming from large fluctuations of weather and dimatic conditions. Also most
structural operations were cregted in order to increase cohesion in the EU or to cope with particular
sructura problems of member sates. Still, there is nearly a consensus among economists that these
gods are at best imperfectly achieved and that politica forces drove these policies towards a mere

redistributive exercise.

In this article, European public finances are andyzed by focusing on the EU budget. The analysisis
guided by a poaliticd economics perspective on the interaction between the different players in EU
decison-making and the indtitutiond redtrictions they face. This involves the interests of the Commis-
son, the Parliament as well as those of the single countries in the Council. They are congtrained by
the system of member states contributions to the EU and the baanced budget requirement, but aso
the budgetary procedures that determine their individua decison-making power. It is argued that po-
liticd economy reasons have been the driving force for EU finances in the past and will dominate in



the future* Any successful proposal to reform EU finances, be it on normative grounds in order to
provide the EU with the funds to correct EU wide market failures, redistribute income and conduct
fiscd policy, or on podtive grounds in order to cope with Eastern enlargement in the long run, must
consider the decision-making processes that help European playersto redlize their specific goals.

The plan of the chapter isasfollows: In Section 2, the economic theory of federdism is summarized
in order to assess the rationae for an EU budget from a normative point of view: What is the reason
for fiscal centraization to, fiscd harmonization by and fisca coordinetion a the EU level? In Section
3, revenue and spending of the EU is described. A poditive point of view is adopted in Section 4
Given that normative arguments do gpparently not guide the assgnment of revenue and spending
competenciesin the EU, palitical economy arguments explain the existence and persistence of EU fi-
nancid structure. The EU budget is used to compensate the groups in member countries that lose
from European integration. The EU provides ‘Sde-payments. In addition, the decison-making
powers of the Council and the Parliament influence budgetary outcomes. Budgetary decision-making
is therefore extengvely discussed in Section 5. Section 6 summarizes the main results, offers per-
Spectives on future developments of EU finances and discusses routes for potentia reforms.

2 Why Should There Be an EU Budget?

A framework to assess EU finances is provided by the economic theory of federalism (ALESINA,
ANGELONI and ETRO, 2001). Although the EU is not a federation yet, the economic theory of feder-
dism is useful to discuss the assgnment of competencies, of spending and revenue to different gov-
emnment levels.

2.1 Efficiency Condderations

The basic idea of the assgnment of taxing and spending competencies in the economic theory of fed-
eralism is the * correspondence principle proposed by OATES (1972). Accordingly, public goods
and sarvices should be provided to the citizens financing them and deciding about them. The ‘princi-
ple of fisca equivdence (OLSON, 1969) is amilarly guided by the geographical incidence of the

4.  Thisisobvious in negotiations about the financial perspective (see Section 4) as the politically most impor-
tant decision on EU finances which fixes the total amount of EU spending for five subsequent years and
also attributes some weights to the different policies pursued by the EU budget. The financial perspectiveis
resulting from a struggle between net beneficiaries and net contributors to the EU budget.



benefits and cogts borne by citizens. If these principles are followed, individuas choose their place of
residence according to their preferences in a process of ‘voting by feet’ (TIEBOUT, 1956) such that
individua demands are processed using locdly available knowledge and information about citizens
preferences. Public services are provided and financed a minimum frustration costs of those citizens
that have demands for higher or lower levels of public services than actudly provided. This dlows to
condder the heterogeneity of preferences between EU member states to the largest possible extent.
A centrdized decison system ingteed leads to an inefficient and hence unnecessary uniformity in the
provison of public goods under these conditions. This reasoning leadsto OATES’ (1972, p. 30) ‘de-
centrdization theorem’ of fiscd federdism: in aworld of mobile individuas with different preferences,
only decentraized provison and financing of public goods, both at the lowest possble level of gov-

ernment, are compatible with economic efficiency.

Numerous reasons exist why decentrdization might fall to yield optimd policies. The reasons can be
largely traced back to violations of the principle of fiscd equivdence. Fird, regiond externdities
(spillovers) lead to a deviation of the geographica incidence of benefits and costs of public service
provison. Nonresidents may receive some of the benefits from public services without paying an
adequate tax price such that postive benefit spillovers occur. This might for example be the case if
public hospitas in France are used by Spanish residents. French hospitals are to some extent f-
nanced by generd French taxes that are not paid for by Spanish residents. This leads to distortions
such as crowding. Negative benefit spillovers occur for example in cases of environmenta damege
such as cross border pollution. In addition, cost spillovers exist if nonresidents pay some of the taxes
of other jurisdictions. If the shares of multinationa corporations are distributed widdly among interne-
tiondly residing shareholders, the government of a Sngle country has incentives to tax them at higher
rates than domestic firms because the shareholders of the multinationd firms do not influence domes-
tic palitics. To the extent that this tax exporting succeeds, the government is able to provide public

services a higher levels than preferred by their resdents.

Second, fiscal competition is working againgt these effects of tax exporting. If production factors like
capita or skilled labor are highly mobile and a jurisdiction levies a higher persond or corporate i+
come tax than its neighboring jurisdictions, its mobile citizens or firms emigrate (or move their capitd

there) in order to enjoy alower tax burden. Doing so, mobile factors reduce the tax burden of res-



dents and firmsin the state or community they move to and incresse the tax burden in those jurisdic-
tions they emigrate. These changes in tax burdens are usualy not consdered by public authorities in
these jurisdictions in deciding on the leve of public goods and services such that these are provided
at alower than ‘optimd’ level. Since thereisaloca loss from taxation that does not correspond to a
socid loss, the cost of public services is overstated and jurisdictions will tend to under-spend on
gtate and local public services. BUCHANAN and GOETZz (1972) cdll this effect afiscd externdity.

Third, this flight of ‘good’ taxpayers is particularly relevant if public goods are characterized by in-

creasing returns to scale with respect to the number of users. The main reason is that in a system of
competition between jurisdictions public goods would be provided to them at margina cost prices
which do not cover the higher inframargina production costs. Mobile production factors do hence
not contribute to cover fixed cods of public goods provison. Thus, the community would incur a
lossif acompetitive margind tax price was set (SINN, 1997). Consequently, no public goods would

be provided, especidly no pure public goods, which are costless in use due to the non-rivaness in

consumption, or immobile factors have to bear the tax burden fully, which implies a consderable

digtributive problem.

Since the effects of fisca externdities and cost spillovers potentialy compensate for each other
(SZRENSEN, 2004), coordination or harmonization of fisca policies gppear to be useful if pogtive or
negative benefit spillovers are observed or economies of scale in consumption can be exploited. In
other words, no action of a higher level of government is indicated if none of these mechanisms do-
tains. An EU-wide public good widely acknowledged as such is the provison of the four freedoms,
free movements of goods, services, labor and capitd, in order to secure the common market. The
EU has achieved the common market partly by forcing member countries to abolish trade distortions
and mohility redrictions, partly by imposing the origin principle of mutud recognition of regulations.
This does however not lead to mgjor spending projects. TABELLINI (2003) additionally suggests to
centrdize law and order policies a the EU level because organized crime transcends nationa
boundaries such that negative benefit spillovers can be observed. According to that analyss, such
Sillover effects, but aso economies of scale prevall for foreign and defense palicy, internd security,
border patrols, immigration and partly aso environmenta policy (FELD, 2004).



2.2 Income Redistribution

In the case of individua income redistribution by tax-transfer schemes, the role for centralized fisca
policy appears to be more obvious. Suppose for example that Germany adopts a progressive in-
come tax designed to achieve a ggnificantly more egditarian distribution of income than exigs in
Portugd. If rich (German) and poor (Portuguese) households are mobile, such a program would cre-
ate strong incentives for the wedthy Germans to emigrate to Portugal because they pay lower taxes
there (kegping other things equd). Smilarly, higher transfers in Germany induce immigration from
poor Portuguese citizens to Germany. In this scenario, nationd redigtribution induces sorting of the
population with the richest households residing in the communities that redistribute the least by in-
come taxes. Decentrdized income redigtribution becomes difficult. At the EU levd, this problem is
reduced, because mobility between the EU and the rest of the world is lower than within the EU.

There are not many theoretical arguments againg this line of reasoning. Mot of them rely on imper-
fect mobility of individuas. Many observers argue that cross border mohility in the EU is low today
such that these problems do not occur. However, there is more recent evidence that this perception
is not totally correct. TANI (2003) finds that Europeans are more mobile than suggested by the pre-
vious literature and that there are very smilar reactions of workers to changes in macroeconomic
conditionsin the U.S. and the EU suggesting that there is considerable mobility. Moreover, it suffices
that migration is affected by taxes and transfers at the margin only. The more mobile people become,
the better the supposed mechanism will work and the less possible decentralized redistribution will
be.

According to BUCHANAN (1975) there are arguments why a voluntary redistribution occurs. At the
conditutiona stage dl individuds have an incentive to agree to income redistribution because they are
fundamentally uncertain about their future income, hedlth and employment psitions. At the post-
conditutiond level, the rich might agree to income redigtribution by the government because they are
interested in a public insurance scheme againgt fundamenta privatey uninsurable risks for themsalves
and their children, and againgt exploitation by the mgority of the poor residents as well as againg in-
creasing crime rates. Particularly the second reason isimportant: the rich pay a premium for obtaining
socid peace. However, voluntary income redidtribution done will certainly not suffice to finance

European welfare states.



Although these arguments appear to provide a reason for centralization of income redigtribution at
the EU levd, there is an dterndive indtitutiona solution proposed by SINN (2003) which only re-
quires a coordination among EU member dates. If income redigtribution follows a nationdity princi-
ple, centrdization is not necessary. The naiondity principle requires that citizens decide at a certain
age, for example 18 years, to join the redistribution system of a certain country. There might be an
explicit or implicit contract according to which individuas may obtain the public trandfers only at the
conditions of that state but aso has to pay income taxes fixed in that ate for a certain minimum time
period, for example ten years. For that time period, this individua obtains the combination of tax-
trandfer schemes fixed at the time joining a particular redigtribution system irrespective of whether he
or she has migrated to another country with a different redistributive system. In such a system, the
EU does not need to be involved in large scale income redigtribution.

2.3 Poalitical Economics Arguments

These arguments for centrdization, harmonization or coordination of member states’ fiscd policiesin
the provison of public goods and of income redistribution have to be modified if acentral assumption
in the economic theory of federdism does not hold. If governments don’t do what they ought to from
that normetive perspective, but follow their own sdf-interests, fisca competition yields beneficid out-
comes. In a European Union with decentrdized competencies to conduct fiscd policies, citizens
avoid excessive taxation by migration. Without competition between member states, public services
cost too much. There are no incentives to keep cogts low if tax bases can be exploited to the largest
extent possible. Because the redtrictions from migration are uncomfortable to paliticians they have in-
centives to build cartels to get rid of locationa competition. The EU provides a forum for such a po-
tentid colluson of national governments. If governments of European countries behave as nationd
Leviahansin the sense of BRENNAN and BUCHANAN (1980), fiscal centraization a the EU leve will
only create a European Leviathan and is counterproductive. Governments lacking the virtues &
sumed by the traditiond theory of fiscd federalism will be tempted to use coordination to shied
themsalves from the consequences of bad policies. From a political economics point of view, the re-
drictionsimposed by decentraized government activities are thus beneficd.

With respect to redistribution policies, the bottom line of these opposite arguments is that a centrali-

zation or harmonization of income redistribution, income taxes and transfers, a the EU levd is too
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far-reaching. Even the coordination of national income redistribution according to a nationdity princi-
ple provides unsustainable incentives for national governments to exploit those that subscribe to are-
digtribution system while they are young during the period fixed in the (implicit or explicit) contract. A
week nationdity principle that only extends to the trandfer Sde of income redistribution may be indi-
cated. It could take the form of the residence requirements common in the U.S. until 1969 and again
gnce 1996 according to which immigrants to a U.S. state are digible for welfare payments if they
work at least two yearsin their place of residence before they gpply for welfare. Instead of welfare,
this principle could dso gpply to nationd socid security systemsin the EU.

Contrary to the traditional arguments of the economic theory of federdism, centraization of public
sarvices a the EU level beyond the dready existing competence for providing the four freedoms and
the common market appears to be exaggerated. Coordination is however indicated in national de-
fense and security as well as environmenta policy because of internationd spillovers and economies
of scale. The reason againg a pure centralization of defense and interna security to the EU level can
again be found in a political economics argument. Such a centraization would concentrate powers
too srongly in the hands of a single EU government. Many federations, such as the U.S., Germany
or Switzerland, at least divide the power for internd security among the centrd, regiond and loca
levels of government in order to obtain a vertica divison of powers. Nevertheless, a coordination of
national police activities, perhaps aso an EU security task force to cope with organized crime or in-
ternational terrorism could be helpful. However, NATO dready coordinates defense at the interna-
tiona level. There are good arguments why defense is a public good exceeding even the geographic
jurisdiction of the EU. It can indeed be questioned to what extent the EU should play a particular
rolein the NATO even after dl discussons that emerged during and after the Second Irag War.

With respect to environmenta policy, coordination obtains for cross-border pollution. Often, agree-
ments without EU interference might suffice to interndize these externdities. Other internationa e
vironmental problems have to be resolved at the globa level because they have awider geographica
jurisdiction than Europe. Globa warming is a case for an internationa treaty. The EU could help to
coordinate the pogtions of the different European governments in order to increase their bargaining
power & the globd level. However, these examples indicate that internationa public goods need not
necessarily be European public goods such that solutions beyond the EU could be found. Perhaps a
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case for the coordination of environmenta taxes at the EU level could be made athough it would not

necessarily imply an assgnment of environmenta taxes to the EU levd.

2.4 Macroeconomic Stabilization

The standard reason for centrdization of fisca policy for stabilization purposes in the economic the-
ory of federdiam is an openness argument: Smdl locd jurisdictions cannot conduct decentralized
macroeconomic policy because of a too high openness (exports and imports in percent of GDP).
Fiscd policy would strongly affect other jurisdictions, but benefit the community only to a smal ex-
tent. It is obvious that this argument strongly hinges on the size of a jurisdiction and is thus a matter of
scade. At the regiond level, decentralized fiscd policy is dready possible as the U.S. states indicate.
Providing a survey on the estimates of the federd stabilization effect in the U.S,, ARDY (2001) states
an agreement among the studies that around 20 percent of the fluctuations of gross state product are
offset by federd taxes and trandfersin the U.S. Private capita markets are more important to cush-
ion macroeconomic shocksin the U.S. Estimates for EU member countries indicate that national sta-
bilization is offsetting between 20 to even 40 percent of changes in regiona incomes.

There may dso be arole for EU fiscd palicy if fisca trandfers from the EU to member countries are
a ussful supplement to the common monetary policy when asymmetric shocks in Europe occur. Sup-
pose for example that Italy is more strongly hit by increases in crude oil prices than France because
Ity uses foss| fuels more strongly for energy production. After such a shock, Itdian products are
relaively more expensive than French goods. The demand for Italian products abroad decreases and
the effects of the shock are even augmented. Without monetary union, Italy could devauate in order
to smooth this asymmetric shock such that prices of Itdian products abroad become chegper. Be-
cause of EMU, the exchange rate insrument is not available any more such tha either adjusmentsin
the red economy or fiscal transfers from the EU to Italy have to accommodate asymmetric shocks.
These fiscd trandfers are designed as a temporary relief for the country affected by an asymmetric
shock in asmilar fashion as exchange rate adjustment only provides temporary relief.

EIJFFINGER and DE HAAN (2000, p. 137) argue however that the presence of an EU fisca policy as
insurance againgt asymmetric shocks provides incentives for member states to reduce their fisca dis-

5. Sincethe EU already conducts monetary policy, only fiscal policy is considered in this paper.



—-12 -

cipline. Asin the case of exchange rate adjusments, in the medium or long-run, there is no way to
avoid red adjustment after macroeconomic shocks. The resulting unemployment can only be coped
with by factor mobility or reductions in real wages. Itdian experiences with a devauation-inflation-
spird during the eighties and nineties indicate that societal groups nevertheless hope to avoid these
red adjusments and keep nomina wages high by creating additiond inflation. Smilarly, the same
groups would demand fiscd trandfers from the EU and their national governments in order to avoid
red adjusments. Nationd governments have aso incentives to exploit EU funds for such an insur-
ance againgt asymmetric shocks (PERSSON and TABELLINI 1996, 19968). In order to appear digi-
ble, countries would have to provide evidence for the existence of a shock, but aso that they cannot
cope with it on their own. High public debt levels or budget deficits are indicators that help to sgnd
the need for EU fiscal action. In order to avoid such a cascade of wrong macroeconomic incentives,
a case againg EU fiscd policy is made. Moreover, the main macroeconomic problem in Europe
consgts in inflexible labor and goods markets as well as in socid security systems increasing labor
costs. Keynesan gabilization policies are less relevant then, because the demand sde view is domi-
nated by a supply sde view. Findly, there is dready considerable fiscal policy coordination in the EU
by means of the Stability and Growth Pact such that further coordination is not indicated. In sum,
there is not much room for a centraized EU fiscal policy or a further coordination of fiscal policy at
the EU level.

3 Revenueand Spending of the EU°

In sum, there is some role for the EU to provide European public goods and services, but no role for
income redigtribution and fiscal policy. Does the actud assgnment of revenue and spending compe-
tencies in the EU follow the economic theory of federdism?

6. EUROPEAN COMMISSION (1995) provide descriptions of history and development of EU finances.
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3.1 The System of ‘Own’ Resour ces’

The EU does not have an own power to tax in any notable sense. Taxation powers are not central-
ized in the EU and coordination of tax policies only takes place to a moderate extent. Rather the
system of ‘own’ resources of the EU is characterized by contributions from the member states. From
1958 to 1970, the EU, like other internationd organizations, was exclusively financed by such con-
tributions. At 21 April 1970, the newly introduced EU system of ‘own resources contained three
different revenue sources. Firt, levies on agriculturd and sugar trade which are transferred directly to
the EU since 1971. Second, customs duties on trade with third countries for which a common sys-
tem was stepwise introduced between 1971 and 1975. Third, budget-balancing resources accruing
from a proportion of the Vaue Added Tax (VAT) on the basis of a uniform VAT base throughout
the Union. The common VAT base was introduced until 1979. After financid crisesin the first half of
the eighties, the introduction of a new ‘fourth’ resource finished the period of uncertainty of EU f-
nances® The ‘fourth’ resource is based on a topping up of the revenue available from the other
sources and is determined each year during the budgetary procedure in the light of the total amount
avallable from dl other sources of revenue related to total GNP of al member states. The Delors |
package imposed an overdl celling on the resources taken up by the Union. It rose to 1.2 percent of
EU GNP in 1992, remained at that level in 1993 and 1994, was raised to 1.21 percent in 1995 and
increased stepwise to 1.27 percent in 1999. It will remain at that level according to the Agenda 2000
decisions of the Berlin summit, the Copenhagen summit in 2002 and the 2004 proposd of the Comt
mission despite of Eastern enlargement.

Agriculturd levies and customs duties are often called the traditiona own resources (LAFFAN, 1997,
p. 41). Customs duties arise from the common commercia tariff and other tariffs on trade as a result
from EU trade policy which isitself embedded in the WTO (including GATT) agreements. The pol-
icy gods formulated in these negotiations determine the revenue that the EU can obtain from that tra-

7.  The European Coa and Steel Community (ECSC) had its own operating budget since the Treaty of Parisin
1952. The Commission (High Authority) was allowed to impose levies on coal and steel production until the
expiry of the Treaty in 2002. The European Development Fund (EDF) is also financed by contributions from
the Member States, but is off-budget. See EUROPEAN COMMISSION (2000), pp. 19. Both, the ECSC and the
EDF are not discussed in the following.

8. In 1979, the phase of the European financial crisis started with a rejection of the budget by the European
Parliament. In June 1988, the struggle between EU institutions was resolved by the Delors | package that
contained several institutional measures, like the financial perspective, a reform of the spending structure
and theintroduction of the ‘fourth resource’. See BIEHL and PFENNIG (1990).
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ditional own resource. Agricultura levies accrue from the Common Agricultura Policy (CAP). Al-
though customs duties have replaced agriculturd levies ance July 1995 as aresult of GATT agree-
ments, some gpply in the sugar market arrangement in order to offset the difference between market
and guaranteed prices. They comprise production levies which force producers to contribute to mar-
ket support and dtorage levies which finance the storage cost equdization system (EUROPEAN
CoMMISSION, 2000, p. 17). The traditionad own resources provide the EU with rea autonomy in
collecting revenue at the EU level. According to the EU decision-making process, the EU obtains
these resources from its own policies. The tariff base and rates as well as the levies are determined at
the EU leve.

The VAT resource is to be assessed differently. The VAT is an indirect tax on consumption that is
levied in @l member countries on a harmonized basis. In order to understand the caculation of the
VAT based resource it is useful to digtinguish between the statutory VAT base which is harmonized
to alarge extent,” the actual VAT base which aso depends on the bundle of goods and services and
hence on the specific economic sructure of member gtates, and the harmonized tax base which is
rdevant for computing VAT trandfers to the EU.™ The VAT resource is computed as a share of
member countries VAT revenues. The EU does not impose an own VAT or levy surcharges on
member states VAT revenues. It has no power to set tax rates of the VAT. The EU obtains contri-
butions from the member dtates that are computed on the basis of the harmonized VAT base. The
payments of member countries are obtained by applying a specific rate to the harmonized VAT base
that was 1 percent until 1985, 1.4 percent until 1995 and 1 percent until 1999. In 2002 and 2003,
the rate amounts to 0.75 percent and, from 2004 onwards, to 0.5 percent (HEINEMANN, 2001, p.
217).

9. VAT ratesare harmonized to alesser extent such that they might still vary between member states.

10. The harmonized base is obtained by a complicated method that considersthe VAT base and rate differences
across member states (FOLKERS, 1998, pp. 594). The harmonized VAT base is computed as the sum of (ac-
cording to the EU rules) liable revenue at the stage of the final consumers. These modified revenues are di-
vided by aweighted average tax rate which is necessary due to the tax rate differentiation of member states.
The harmonized VAT baseis capped at 55 percent of GNP of each member state because the VAT tax baseis
not considered afair basis of the financial contributionsto the EU, in contrast to a GNP based resource.

11. The calculation of the VAT resource is further complicated by the U.K. rebate which is alittle far-fetched to
outlinein detail here. See EUROPEAN COMMISSION (20008, Art. 4) for its calculation and FOLKERS (1998) for
an economic assessment. Meanwhile the reason for the U.K. rebate, relatively small benefits from the CAP,
is obsolete because the British benefits from the CAP are only about 2 percentage points below its sharein
the contributions without correction. Further rebates were granted to Austria, Denmark, Finland, Greece,
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Tablel

,Own' Resour ces of the EU in Million Euro (in Current Prices), 1971 to 2002

Years 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986
Agricultura 7138 799.5 510.3 3301 5001 11637 17785 22789 21435 20023 17474 22278 24339 20500 21791 22870
Levies

Duties 5823 9573 19863 27376 31510 40645 39272 43909 51891 59057 63924 68153 72346 76235 83101 81730
VAT - - - - - - - - 47371.7 72585 91878 120005 136910 145659 152189 222234
Fourth Resource - - - - - - - - - - - - - - - -
(GNP based)

Miscellaneous 10332 13607 24177 20757 26440 29565 29694 5783.0 28212 12658 15904 10385 2369.7 9430 23770 983.8
Total 23293 31175 49143 51434 63851 81847 86751 124528 148915 164323 189180 220821 257202 260824 280851 33667.2
Years 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Agricultura 3097.8 2605.8 2397.7 18757 2486.6 1987.8 19209 20741 1944.6 18215 19253 19551 21517 21557 17756 12594
Levies

Duties 8936.5 93102 103129 102851 114754 112924 110556 111780 125086 117622 122470 121556 117059 131115 128136 79546
VAT 234635 239276 262934 274401 314062 34659.3 344899 332545 391832 339629 342225 331180 311634 351216 312500 223822
Fourth Resource - 44458 4519.0 94.9 7468.3 83222 165179 176822 141912 235491 268982 350205 375098 375804 348788 460958
(GNP based)

Miscellaneous 2855 15540 23768 67733 34129 3450.1 16795 18133 72495 101794 5254.7 22805 4372.7 47552 135712 177364
Total 357833 418434 458998 464691 562494 597118 656728 660021 750771 812751 805477 845207 869035 927244 942803 954344

Source: EUROPEAN COMMISSION (2000, pp. 42; 2003, pp. 134).
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The fourth resource is Smply computed as aresidua revenue source. The EU may obtain up to 1.27
percent of each country’s GNP if the amount is not yielded by the other own resources. EU revenue
is completed by miscellaneous revenue such as contributions from the member states (in particular
during the saventies), deductions from the salaries of EU employees (tax and socid security contri-
butions), revenue from adminigrative services, interest on late payments, fines and any surplus from
ealier years. These amounts of miscelaneous revenue can be substantial. As Table 1 indicates, it
exceeds agricultura levies since 1990.

Table 1 informs about the development of EU own resources from 1971 to 2002. In the 1970's, the
EU was mainly financed by agriculturd levies, cusoms duties and contributions from the member
gates (under the miscellaneous heading). Revenue from the traditiona own resources increased until
the 1980's: In the case of agriculturd levies, the increase was nearly thresfold from 1971 to 1979.
Customs duties more quickly became the more important revenue resource until 1979. The stepwise
introduction of a common system for customs duties between 1971 and 1975 is reflected by the fig-
uresin Table 1. From 1971 to 1974, the revenue from customs duties nearly doubled each year
while the increases until 1976 were smdler, but sill substantid. While the absolute revenue amount
rased by agricultura levies has been dightly reduced until 2002, that of customs duties steadily n+
creased until 1995, remained at about that level until 2001 and dropped in 2002.

The relative weight of the traditional own resources has however declined since 1978. This is first
due to VAT revenue whose introduction was completed in 1979. It quickly became the most m-
portant revenue source of the EU. As Figure 2 indicates, its revenue exceeded that of customs du-
ties dready in 1980 and passed the combined revenue of the two traditional own resources a year
later. In 1986 and 1987, VAT revenue covered about two thirds of EU tota revenue. This has
changed after the introduction of the fourth, GNP based resource. With the exception of 1990 and
1995, revenue from the fourth resource has increased. In 1998, it became more important than the
VAT resource and covered 48.3 percent of EU revenue in 2002. In that year, revenue from agricu-
turd levies amounted to 1.3 percent, that from customs duties to 8.3 percent, revenue from the VAT
resource to 235 percent, and miscellaneous revenue sources to 18.6 percent (EUROPEAN

COMMISSION, 2000).
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— Agricultura Levies —-—- Fourth Resource (GNP)
------ Customs Duties —--— Miscellaneous
———- VAT Resource

Figure 2: EU Revenue Categoriesin Percent of Total Revenue, 1971 to 2001
Source: European Commission (2000, pp. 42; 2003, pp. 134)

This development of EU revenue dearly indicates that the term ‘own resources is economicaly
mideading. Agriculturd levies and customs duties as those resources for which the EU has the excu-
sve decison-making power comprise less than 10 percent of EU totd revenue. The VAT resource
and the fourth resource that cover the remainder of EU revenue imply no taxing powers, however.
They are only contributions from EU member states to the common budget. Although the EU has a
legd claim to obtain these resources, it cannot autonomoudly change tax rates or tax bases. The EU
has to be satisfied with what member states contribute.

3.2 Off Budget Debt Issuing

In addition, the EU faces a baanced budget requirement. Art. 268 of the Treaty establishing the
European Community excludes the issuing of debt. Neverthdess, the EU uses severd externd finan-
cid instruments to get resources on financid markets and thus circumvents the balanced budget re-
quirement by off-budget activities (Table 2). Tota externa EU borrowing has increased from 3.9
Billion Euro in 1980 to 38 Billion Euro in 2002. Higoricaly, the EU has used five different ingru-
ments (EIFFANGER and DE HAAN, 2000, pp. 119). The first instrument is based on the Treaty of



—-19-—

Paris and dlows EU loans to support restructuring in the cod and stedl industry. A Smilar instrument
isfound for research and investment in nuclear energy under Euratom. Third, member states can do-
tain EU loansin times of balance of payments crises. Fourth, the New Community Instrument (NCI)
isamed a economic restructuring by providing loans to invesment by smal and medium sized firms.
These instruments have become more or less unimportant. The most notable activities are those of
the European Investment Bank (EIB Group) which amounted to 38 Billion Euro in 2002 (Gwosc,
2001).

The EIB is the EU’s bank for economic development and was dready established by the Treety of
Rome. Most of its financing is spent for regiond development projects, such as the Channd Tunnédl
or the Great Bdt link in Denmark. The operations of the EIB in financia markets are conducted for
sructura policy reasons and are often judtified by capital market imperfections (EIJFFINGER and DE
HAAN, 2000, pp. 119). Private financid inditutions may sometimes not be willing to fund private
projects with uncertain profits. The EIB passes on the benefits from its creditworthiness to private
and public investors. The EIB has much lower default risk than severd of the projects that are
funded by granting loans such that specific projects can be financed by incurring lower interest rates.
Simplified, the EIB borrows money on financid markets to grant loans to member countries or spe-
cific industries in member countries. The codts of these indruments are mainly administrative cogts of
the EU and a distortion of capital markets that occurs to the extent that EU borrowing does not cure
capitd market imperfections. Although the absolute amount of EU borrowing sounds high, it is again
negligible in terms of EU GDP: Less than a hdf percent of EU GDP is borrowed, compared to Itd-
ian debt of more than 100 percent of GDP for example. Moreover, the EU Treaty precludes the use
of EIB financing for generd operaiona expenditures of the EU. Supplementing the basic balanced
budget requirement of the EU by some flexible instruments for regiona development gppears to be
an acceptable solution.

Thereis some discusson in the literature as to whether the EU should have the power to incur public
debt. Gwosc (2001) and Gwosc and VAN DER BEEK (2003) consider arguments for and against
EU debt. Fird, there is the EU’s potentid to overcome short-term liquidity congtraints that may be
due to atempora divergence between revenue and spending. In the fiscal years 1983 to 1987, the
EU would have needed a VAT rate of 0.2 percentage points higher than budgeted in order to meet
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its budgetary obligations. ACKRILL (1998) argues that this Stuation partly resulted from financid md-
practices. Second, EU debt provides a precaution against cases of emergency, such as natura dis-
aders. Third, EU debt redigtributes fisca burden across generations. European projects, like the
Trans-European-Networks, entail benefits for future generations such that there is also a normative
reason for demanding financiad contributions from that group. Fourth, the EU should have a possibil-
ity to incur debt if it has further responghilities in the macroeconomic stabilization of Europe. The
currently available ingruments of indebtedness can be used to accomplish the first three gods to
some redtricted extent while the fourth reason for EU indebtednessis widely denied by many nationa
representatives and economists. Since the GDP resource dways balances the EU budget it is hardly
affected by the busness cycle such that the tabilization arguments do not necessarily apply in the
EU.

Moreover, economigts frequently object againgt EU debt from a politica economics point of view
because the EU neither has the legitimacy to issue debt because sovereignty is with the member
dates, nor isit sufficiently controlled in incurring debt (BLANKART, 1996). Politica actors at the EU
level have incentives to abuse such a power to incur debt (ALESINA and PEROTTI, 1995; FREITAG
and SCIARINI, 2001; FELD, 2002). EU paliticians would have incentives to enter into an exchange
with interest groups in order to obtain persond favors. In addition, larger budgets imply higher
power, prestige and pay to the Commission according to the economic theory of bureaucracy.
Gwosc and VAN DER BEEK (2003) therefore suggest to dlow the EU to incur public debt only under
clearly defined condtitutiond restraints in order to finance extraordinary spending and smooth taxes
across time. The need to grant the EU the right to issue debt very much hinges on the alocation of
respongbilities in a future EU. Without extended competencies in the financing of European infra-
sructure or stabilization policies, the EU currently disposes of sufficient instruments to cope with
tempord fisca dress. This assessment is different when the EU findly becomes a federation with far-
reaching competenciesin very different politica fields.
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Table2
Community Borrowing and L ending from 1980 to 2001 in million EUR (in Current Prices)
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

L oans raised
ECSC 1004 325 712 70 822 1265 1517 1487 880 913 1086
Balance of payments - - - 247 - - 862 860 - - 350
Euratom 181 373 363 368 214 344 488 853 93 - -
NCI 305 339 773 1617 967 860 1 611 945 522 76
European Investment Bank 2334 2243 3146 3508 4339 5699 6786 5593 7666 9034 10996

Community — Total 3874 3280 4994 10941 6342 8168 10194 9404 9584 10469 12508
L oans granted
ECSC 1031 388 740 778 825 1010 1068 969 908 700 993
Balance of payments - - - 247 - - 862 860 - - 350
Euratom 181 357 362 366 186 211 443 314 - - -
NCI 197 540 791 1200 1182 834 393 425 357 78 24
European Investment Bank!”’ 2724 2524 3446 4146 5007 5641 6678 6967 8844 11507 12605

Community — Total 4133 3809 5339 10737 7200 7746 9445 9535 10109 12285 13972
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

L oans raised
ECSC 1446 1474 908 644 386 298 474 - - - - -
Balance of payments 1695 1208 4969 402 409 156 195 403 108 - - -
Euratom - - - 49 - - - - - - - -
NCI 49 70 66 - - - -

European Investment Bank 13672 12974 14224 14148 12395 17553 23025 30098 28355 29038 32172 38016
Community — Total 16862 15657 20101 15312 13256 18007 23694 30501 28463 29038 32172 38016

L oans granted
ECSC 1382 1486 918 674 403 280 541 - - - - _
Balance of payments 1695 1208 4969 402 409 156 195 403 108 - - -
Euratom - - - - - - - - - 40 40 -
NCI 39 9 30 - _ _

European Investment Bank”™) 14438 16140 17724 17682 18603 20945 26148 29526 31800 36033 37776 39618
Community - Total 17554 18844 23641 18743 19415 21381 26884 29929 31908 36073 37816 39618
Source: EUROPEAN COMMISSION (2000, pp. 46, 20023, p. 164, 2003, p. 184), EIB (2000, 2001, 2002)
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EU Spending (Outturn in Payments) in Million Euro, 1965 to 1977 (in Current Prices)

Budget Year

Spending Categories 1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977

EAGGF Guarantee Section 287 50.7 340 12597 16686 31081 17556 24856 36144 345908 43277 56367  6587.1
Structural Funds, of which: 46 21 811 585 70.8 9.4 118 136.9 250.1 281.8 3753 6238 6855
-EAGGF Guidance Section - - - A 51.3 584 615 532 10.8 378 76.7 1121 113
-ERDF - - - - - - - - - - 150 300 400
-ESF - - - 245 195 37 56.5 837 2483 244 148.6 2117 1725
-Cohesion Fund - - - - - - - - - - - - -
-FIAF - - -~ - - - - - - - - - -
Research - - - 734 59.2 634 64.9 76.3 701 1103 1159 127.2 1808
External Action - 09 08 1 1 14 04 718 63.3 3585 2509 2028 194.1
Administration 433 50.9 53.7 9Aa.7 104.3 1153 137.8 173.6 2453 306.2 364 430.7 501.6
Repayments and other - 0.6 05 0.6 0.9 16 1304 1781 253 309.8 3831 5416 586.8
General Budget — Total 76.6 1252 4761 14879 19048 33852 22071 31223 45052 48264 58169 75628 87359
EDF 106.7 1083 104.6 1065 115 1456 154.4 1315 157.8 172 2085 2486 244.7
ECSC 35.7 31 37.7 324 45.7 45.6 49.8 51 40.5 538 76 84.2 95.5
Euratom® 120 1202 1295 - - - - - - - - - -
Grand total 339 3937 7479 16268 20655 35164 24113 33048 47035 50564 61014 78956  9076.1

() The Euratom budget was incorporated in the general budget in 1968.

Source: EUROPEAN COMMISSION (2000, pp. 28; 2003, pp. 126).



—23—

Table3(2)
EU Spending (Outturn in Payments) in Million Euro, 1978 to 1989 (in Current Prices)
Budget Y ear

Spending Categories 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

EAGGF Guarantee Section 86793 103871 112919 110637 122508 157858 183304 197278 221181 229501 263952 244014
Structural Funds, of which: 13887 15155 18085 35668 45701 40813 3220 37029 56647 58596 64193 79451
-EAGGF Guidance Section 3256 2865 3146 5399 650.8 5753 595.6 6855 7712 7805 11409 1349
-ERDF 525 699 7934 24065 29054 23066 14125 1610 24567 25601 29798 3920
-ESF 538.1 530 7005 6204 10139 11994 12119 14074 24368 2510 22986 26761
-Cohesion Fund - - — — — - - _ _ _ _ _
-FIAF - - - - - - - - - - - -
Research 266.9 2676 364.2 3116 4373 13455 1660 677.9 7754 %44 11295 15175
External Action 3132 4437 6039 7384 891.2 9013 995 %38  1057.3 809.2 7681 10443
Administration 686.6 7756 829.9 %18 10482 11082 12129 13048 15339 16969 19061 20698
Repayments and other 707.1 831.2 989 11037 1263 12839 16616  1490.1 36 28078 44036 3779
General Budget — Total 120418 142207  15857.3 17726 204696 24506 270814 278673 346754 35088 410217 407571
EDF 401 4653 4819 663.7 647.2 7188 703 698 846.7 879 11963 12971
ECSC 67.3 875 1156 139.7 184 207.7 255.2 2679 298.1 3089 2772 2299
Euratom® - - - - - - - - - - - -
Grand total 125101 147735 164548 185204 213008 254325 280396 288332 358202 362348 424952 422841

() The Euratom budget was incorporated in the general budget in 1968.
Source: EUROPEAN COMMISSION (2000, pp. 28; 2003, pp. 126).
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Table3(3)
EU Spending (Outturn in Payments) in Million Euro, 1990-2002 (in Current Prices)
Budget Y ear

Spending Categories 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
EAGGF Guarantee Section 256046 311032 312545 349358 329528 344904 393242 40423 39068 394686 404373 421824 43201
Structural Funds, of which: 95014 13971 183783 204785 158721 192233 246241 262851 286241 303774 255243 226204 27480
-EAGGF Guidance Section 18253 20854 28579 20142 24765 25306 33603 380 35215 3774 13907 13431 1553
-ERDF 45541 63068 85648 95456 63312 83736 106103 115214 117792 140065 27514 84967 10199
-ESF P12 4030 43211 53826 43154 45469 60316 61434 76028 72458 23400 42224 6646
-Cohesion Fund - - - 795 816 16993 18722 2323 2336 27317 16822 19834 3148
-FIAF - - - - 3% 2481 4216 4369 4077 5719 333 2011 348
-Completion of earlier programmes - - - - - - - - - — 146380 43762 3200
Research 17903 17063 19032 22325 24808 24779 28787 20816 29687 26292 31512 31410 3603
External Action 14306 22006 21406 28575 30552 34062 355 3826 41597 47295 48398 57735 6104
Administration 23329 26187 28776 33191 3417 38703 40111 41955 41713 41114 44844 46865 5147
Repayments and other 33131 19018 19359 9601 13705 30793 2339 21113 18864 21756 19619 22569 2315
General Budget — Total 440629 535106 584902 647834 592731 665474 770322 798191 808781 834916 804489 806607 87825
EDF 12565 11913 19417 13536 17816 15637 13174 1213 14396 12754 15482 17170 1902
ECSC 2886 3143 4122  5%4 424 2975 2553 4598 1849 1846 1350 1896 130
Euratom® - - - - - - - - - - - -

Grand total 45608 550162 608441 667334 614787 684086 786049 814919 825026 849516 821321 82567.3 89886

(1) The Euratom budget was incorporated in the general budget in 1968.
Source: EUROPEAN COMMISSION (2000, pp. 28; 2003, pp. 126).
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3.3 Spending for European Poalicies

The revenue discusson indicates that the Commission and the Parliament do not have much influence
on the total amount of EU spending. It is mainly set by the (European) Council in the financid per-
spective. The level of spending is more or less predetermined by financia resources granted by the
member countries. The EU inditutions only decide about the structure of expenditure. Legdly, EU
expenditure is classfied as either compulsory (CE) or non-compulsory (NCE). Compulsory spend-
ing can be defined as that for whom “the principle and the amount of the expenditure are prescribed
in the Treeties establishing the Communities, or in legal documents enacted on the basis of the Trea
ties” (EUROPEAN COMMISSION, 1995, p. 109). Compulsory spending is legaly predetermined in
the sense that the EU, once responsgible for a certain policy, spends the amount that is necessary to
fulfill the lega obligations in that policy area. Non-compulsory spending is however pretty much d-
rectly controlled by the EU because it can decide the totd amount of spending on a policy to alarge
extent autonomoudy and allocates that sum between aternative claims. It should nonetheless be con
Sdered that the digtinction between compulsory and noncompulsory expenditure is atificid and
mainly a negotiated compromise between the Council and the Parliament. It is moreover likely to be

overcome if the Convention proposa for the new congtitution is adopted.

By far the most important compulsory spending is undertaken for the Guarantee section of the
Common Agricultural Policy (CAP). Table 3and Figure 3 indicate, that agriculturd spending
strongly increased from 38 percent in 1965 to 92 percent of tota EU spending in 1970 and dowly
decreased in importance to 49.2 percent in 2002. The CAP is created in order to cope with possible
falures in agriculturd markets such as large price fluctuaions which are supposed to result from a
relatively low price eadticity of demand and large fluctuations due to wegther and climate changes at
the supply sde. EU spending for the CAP in the firgt place originates from a guarantee and interven-
tion scheme that offers minimum prices a which intervention agencies buy up excess domestic sup-
ply. These intervention prices are legdly fixed such that they force the EU to adjust spending ac-
cordingly. The MacSherry reform of 1992 reduced intervention prices of the Guarantee section of
the CAP, but introduced or extended compensatory policies like the ‘ set-aside policy’ where farm:
ers can obtain compensation payments if they leave land idle, or direct income compensation to

farmers. Other elements of the reform were an early retirement scheme for farmers and aid to farm-
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ers adopting environmentaly friendly methods EIFFINGER and DE HAAN, 2000, p. 116). These
measures were not designed to shift EU spending strongly from compulsory to non-compulsory

components.
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Figure 3: EU Spending Categoriesin Percent of Total Spending, 1965 to 2002
Source: European Commission (2000, pp. 28; 2003, pp. 126)

Non-compulsory spending mainly conssts of the three so cadled structura funds: the European Re-
giona Development Fund (ERDF), the European Socid Fund (ESF), and the Guidance section of
the European Agriculturd Guidance and Guarantee Fund (EAGGF). In addition, the Cohesion Fund
should facilitate the nomina convergence of Southern European member gtates on the eve of EMU.
In the early years of European integration, structura funds were unimportant. The EU was relatively
homogenous in income. Only Southern Itay, the Mezzogiorno, was supposed to receive payments
from the socid fund since 1968. With each enlargement, regiona disparities increased such that
dructurd policies gained importance to mitigate resstance againg further integration in Europe. The
cregtion of the European Regiona Development Fund which has operated since 1975 is a reaction
to the enlargement by the U.K., Irdland and Denmark in 1973. The increases of the ERDF in 1981
and 1989 are dso resulting from subsequent enlargements by Greece in 1981, and Spain and Portu-
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gd in 1986 (with alarger time lag in becoming budget relevant due to an extended trangtion period).
There was als0 a scaling up of spending in 1996 to accommodate the entry of Austria, Sweden and
Finland in 1995, but the share of the budget more or less remained. Findly, the Cohesion Fund was
introduced by the Maastricht Treaty in order to help states with a per capita income of less than 90
percent of the EU average to catch up to the richer economies in the EU. Spain, Portugal, Greece

and Irdand have gained from this more recent development.

Spending from the structural funds follows the three European regiond policy objectives (EUROPEAN
COMMISSION, 2002, p. 249): 1. Development and structurd adjustment of backward regions, 2.
Conversion of regions, border regions or parts of regions serioudy affected by indugtria decline; 3.
Adjustment and modernization of education and employment policies and systems; (as a supplement
to the first god) Improvement of the competitiveness of fishery structures as well as consideration of
sustainable development of resources. Objectives 1 and 2 are aming at regiona development and
convergence, while objective 3 particularly focuses on education. If a project qudifies for funding
under at least one of these godls, the EU provides resources as a matching grant, i.e. under the re-
quirement of co-financing by the nationa or regiond authorities. The EU share might increase up to
85 percent in the case of the Coheson Fund. Spending under the structurd funds is thus conditiona
on certain projects or regions according to the detailed mandates of the three objectives and co-
financed such that a scheme of matching grants smilar to other fisca equaization sysems in nation

states obtains.

A further look a Table 3 and Figure 3 reveds another interesting pattern of EU spending. The two
main expenditure categories, spending for the guarantee section of the EAGGF and for the structura
funds, have largely increased over time with only minor fluctuations in the case of agriculturd spend-
ing. The relative decrease in the importance of the CAP asindicated by Figure 3 is thus manly the
result of a rdatively stronger increase in spending for structural funds. The CAP reforms have only
achieved a reduction in growth rates of compulsory spending. The spending increases under the
sructura funds are however a consequence of a development independent from agricultural policies.
Given the strong increases of the ERDF after each round of enlargement, it could be conjectured that
achievements in European integration such as enlargements might play arole for additiona structura

spending.
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The remaining spending categories, for administration, externd affairs, research, and repayments and
others, cover between 3 and 7 percent of tota spending in recent times and are thus relaively unim-
portant. Remarkably and dthough low in relative terms, growth rates of administrative spending
amounted to 11 percent on average between 1965 and 2002, while it was still 8.3 percent on aver-
age between 1990 and 2001. While the low relative weight of adminigrative spending from tota EU
gpending contradicts the folk feding of the large European bureaucracy, the growth rates suggest that
this perception is not totaly misplaced. In addition, the main adminidrative burdens of the EU are
caried by the nationa adminidrations. For example nationd customs adminigrations exclusvely
execute EU law, but do not count as part of the EU adminigtration. The EU adminigirative spending
thus strongly underestimates the true administrative costs of the EU.

3.4 TheFinancial Perspectivein the Light of Eastern Enlar gement

Given these strong restrictions on EU finances, the question emerges what will change due to Eastern
enlargement. Will the adoption of the CAP and dructurd policies to Eastern European accesson
candidates not strain the EU budget too strongly? Given the pressure that an adoption of current EU
policies by the new entrants will induce and the reluctance of current member gtates to subsdize
Eastern Europe to an unprecedented extent, an opportunity for fundamenta reforms of the old dis-

tortionary policies emerges.

This hopeis clearly exaggerated. Table 4 contains the revised figures for the financia perspective of
the EU for the years 2002 to 2006 in 1999 prices and from 2006 to 2013 in 2004 prices. The finan-
cia perspective indicates that the celling of the EU budget of 1.27 percent of EU GNP will not be
surpassed barring unforeseen extraordinary developments. Obvioudy, Eastern enlargement does not
have a strong impact on EU finances in the firgt years. The adjustments of the current member states
in agricultural and structurd policies are rdaively modest because the inclusion of the new members
in these two policies as of 2004 dso starts moderately. Their digibility for EU policies increases
sepwise over time such that potentia adjustments of agricultura or structura policies are postponed
to the future.
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Table4a
Financial Per spective (EU-25) 2002-2006 in Million EUR in 1999 Prices
2002 2003 2004 2005 2006 2006

in 2004
prices

Agriculture 43900 43770 44657 45677 45807 56015

Structura Funds 30865 30285 35665 36502 37940 47582

Internal Policies 6150 6260 7877 8098 8212 1381

External Actions 4570 4580 4590 4600 4610 11232

Adminigtration 4700 4800 5403 5558 5712 3436

Appropriations for Commitments 93955 03215 102085 105128 106741 120688

— Total

Appropriations for Payments — 94220 94880 100800 101600 103840 114740

Total

Appropriations for Paymentsin 1.11% 1.10% 1.08% 1.06% 1.09% 1.09%

% of GNP

Source: EUROPEAN COMMISSION, http://europa.eu.int, Press releases and EUROPEAN COMMISSION (2004).

Table4b
Financial Perspective (EU-25) 2007-2013 in Million EUR in 2004 Prices

2007 2008 2009 2010 2011 2012 2013
Preservation and Man- 57180 57900 58115 57980 57850 57825 57805
agement of Natural Re-
sources (incl. Agric.)
Susgtainable Growth 59675 62795 65800 68235 70660 737115 76785
Citizenship, Freedom, 1630 2015 2330 2645 2970 3295 3620
Security and Justice
EU as a Global Partner 11400 12175 12945 13720 14495 15115 15740
Administration 3675 3815 3950 4090 4225 4365 4500
Appropriations for 133560 138700 143140 146670 150200 154315 158450
Commitments — Total
Appropriationsfor Pay- 124600 136500 127700 126000 132400 138400 143100
ments — Total
Appropriationsfor Pay- 1.15% 123% 112% 1.08% 1.11% 114%  1.15%

mentsin % of GNP

Source: EUROPEAN COMMISSION (2004).
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The newly proposed financid perspective as of 2007 onwards reflects however that the Commission

ams at getting additional resources for enlargement.*

The Commisson’s god apparently consgts in
including the new entrants stepwise in the EU policy programs without changing the financid pos-
tions of current member states too strongly. In order to achieve that, appropriations for payments
relative to GNP have to increase from 1.08 percent in 2004 to up to 1.24 percent afterwards such
that the ceiling of EU finances is hit. Opposition by the net contributors againg this proposa has d-
ready formed. In particular Germany opposes these plans by arguing that its problems to comply
with the Stability and Growth Pact will be exacerbated if it hasto pay 33 billion Euro in 2013 instead
of the 22 hillion Euro it is supposed to contribute in 2004. It remains to be seen how this conflict is

resolved.

4 Why Is Therean EU Budget? Or Problemsand Hard Choices

The sze and gtructure of the EU budget in Section 3 reveds that EU spending is not designed ac-
cording to the normative arguments of the theory of fisca federdism.® This verdict does however
not hold with respect to the system of own resources. Since the EU is supposed to secure the com-
mon market, the assgnment of customs duties to the EU levd isjudtified. The VAT and GNP based
resources are contributions by the member states and hence not subject to an analysis of the power
to tax. At the spending side, there is however no indication that the EU provides potentid EU-wide
public goods like defense or internd security beyond first coordination efforts. Environmenta protec-
tion is coordinated at the EU level by environmental regulation. On the other hand, there is no nor-
mative judtification from the economic theory of federdism to conduct agricultura policies a the EU
level. The argument that the CAP is created in order to smooth large price fluctuations is unsustain-
able in liberdized world markets where regionad shocks to food productions are uncorrelated and
tend to cancel each other out (EIFFINGER and DE HAAN, 2000, p. 114). Protecting the agricultural
sector from international competition is neither an EU wide public good, nor would there be many
negative transnational spillovers of agricultural policy if member states subsdize their agricultura

12, The figures for 2006 in 2004 prices as presented in Table 4a correspond to the new components of the
budget proposed by the Commission and presented according to Table 4b.

13. Thisanalysis supports the verdict by ALESINA, ANGELONI and SCHUKNECHT (2002).
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sectors autonomoudy and stick to the common market. If France subsdized its agriculturd sector
more heavily than Germany, German consumers could obtain high quality French agricultura prod-
ucts at lower prices while the cogts are borne by French taxpayers. There is hence an argument to

decentralize agriculturd policy in the common EU market (SAPIRET AL., 2004).

Structura policies do deserve a much closer look however. Structura funds could perhaps be &
sessad as being judtified from the normative theory of fisca federdism if, firet, they were designed for
macroeconomic stabilization at the EU levd in particular as an insurance against asymmetric shocks
or if, second, they are means to conduct regiona redistribution in order to achieve a convergence of
living conditions between the rich and poor European regions. As mentioned before, nationd fiscal
policies of EU member countries compensate for about 20 to 40 percent of changes in regiond in-
comes. The additiond interregiona transfers granted by the EU could add to that as a means to ec-
commodate asymmetric shocks a the margin.

Table 5 contains figures about the operational budget balance for each member country between
1992 and 2002 indicating each country’s consolidated net flows of revenue provided to and spend-
ing received from the EU leve induding agricultura spending.™* These figures are the officid Com-
mission indicators of the EU budget’s nationd incidence as discussed by ARDY (1988). Paliticdly,
these net contributor and beneficiary positions of member states are strongly debated whenever ad-
justments of EU finances are to be made in the financid perspective. The data show that the EU
budget has unambiguous regiond redidribution effects. In rdative terms, the Netherlands, Sweden,
Luxembourg, and Germany, are the main net contributors in 2002 closely followed by Itay, the
U.K., France, Audtria, Belgium and Denmark. Although the financia burden of Germany, the U.K.
and the Netherlands gppears to be large in absolute terms, it is fill low in percent of nationd GNPs
exceeding 0.5 percent only a maximum. In contrast, Greece, Portugd, Irdand and Spain are net
beneficiaries with high financid net transfers relaive to their nationd GNPs. In the case of Irdand, it
fell from 6.86 percent 1993 to 1.5 percent in 2002. Portugal received transfers of 3.5 percent of
GNP in 1993 and still gets 2.14 percent in 2002. Spain reached a peak of EU transfersin 1995 with
1.75 percent and still receives 1.29 percent of GNP in 2002. Finally, Greece had to accept a reduc-
tion of transfers from 5.2 percent in 1993 to 2.4 percent of GNP in 2002.
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Tableb:

»Operational“ Budgetary Balance (after UK correction) in Million ECU or EUR (in Current Prices) and in Percent of GNP
Based on the UK Rebate Definition®

1993 1995 1996 1997 1998 1999 2000 2001 2002
Mecus % Mecus %  Mecus %  Mecus %  Mecus %  Mecus %  Mecus %  Meuro %  Meuro %
B 1370 007 3558 017 65 001  -39%57 -018 -4065 -018 -3146 013 -2141 009 6295 025 -2%64 -010
DK 4200 038 437.6 0.35 2734 0.20 131.0 0.09 71 0.00 122.6 0.08 2405 0.15 -2290 -014 -1650 -0.09
D -10644.8 -065 -12207.8 -066 -104059 -056 -105529 -058 -8044.2 043 -84940 -044 -82802 -042 -69533 -034 -50678 -024
GR 41093 519 35359 400 40390 413 43605 409 47367 436 38180 327 44333 366 45132 352 33879 239
E 27516 067 74897 175 59702 128 57828 120 71411 140 73824 135 53468 091 77383 123 88708 129
F -12228 -012 -1587.8 014 -822 -007 -12843 -011 -8645  -0.07 30.0 0.00 -71394 -005 -20354 -014 -21842 014
IRL 25034 6.86 2061.1 482 24218 461 28144 443 2379.2 3.38 1978.7 238 17208 177 12031 115 1576.7 150
I -17344 021  -3963 -005 -16930 -018 -2296 -002 -14106 -014 -7539 -007 12101 011 -19779 -017 -28345 -0.23
L -1050 -084 646  -045 -458 -031 543 -033 -766  -044 -850 -044 566 028  -1441 -074 -489 025
NL 2921 011 -71259 -024 -12950 -041 -10875 -034 -15398 -045 -18270 -050 -15403 -039 -22568 -054 -2187.7 -051
A - - 8865 -050 -2645 -015 -7798 -043 6292 -034 6288 -032 4478 -022 5364 -026 -2263 -011
P 24986 350 25922 319 28391 328 27173 297 30189 309 28582 272 21685 195 17942 153 26923 214
FIN - - -1186  -013 726 008 398 004 -1024 -009 1948 -017 2745 022  -1504 -011 -57 000
S - - -7572 -045 5879 -030 -10977 -054 -7799 -038 8973 -041 -10595 -045 9733 -043 -7466 -029
UK -14602 -018 -30774 -036 -5183  -0.06 2426  -002  -34893 028 -28267 -021 -29859 -0.19 707.5 004 -20028 -017
Total -3039.3 -0.05 -34126 -0.05 0.00 0.00 1214  0.00 -60.9  0.00 167.8  0.00 70.8  0.00 703 000 -1482 0.00

Source: EUROPEAN COMMISSION (1999, p. 94; 2000b, p. 121; 2001, p. 126; 20034, p. 126).

(1) Thisdefinition excludes administrative expenditure.
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Although these transfers gppear to be non-negligible from the recipients perspective, they are far
from any effective European insurance againgt asymmetric macroeconomic shocks. VON HAGEN and
HAMMOND (1998) mention estimates that the EU budget would need to amount to at least 7 per-
cent of GDP instead of the current 1 percent in order to provide such an insurance. Macroeconomic

gtabilization does not drive EU budgetary outcomes.

It then remains to be discussed whether the sirong interregiond redistribution between EU member
countriesindicated by the net fiscd flowsin Table 5 is akind of fiscd equdization between member
dates. Therole of fiscd equalization according to the economic theory of federdism is much debated
in the literature (HEINEMANN, 2001). In addition to macroeconomic congderations, grants from the
EU to the member states may be provided in order to internaize spillovers and thus incresse €ffi-
ciency. After the discusson on the existence of EU wide public goodsin Section 2, it is obvious that
the role of the EU is much more coordinating than equdizing. The actud flows of EU funds to South-
ern Europe and Irdland indicate that redistributive goals instead of interndization of externdities are
underlying it. With respect to income redistribution, the economic theory of federalism focuses how-
ever on interpersond income redigribution as a task for higher levels of government. Interregiond
redistribution may only be justified as an intermediate objective in order to achieve a more equd in-
dividud income digtribution. Interregiond redigtribution is then supposed to provide smilar leves of
public infrastructure across regions in order to guarantee smilar starting conditions for private indi-
viduds in the different regions. Suppose that a Spanish region like the Extremadura suffers from
grong sructura problems such that it has insufficient financid abilities to accommodate structura
change on its own. Since even the rich Spanish regions like Madrid lag behind richer regions in Ger-
many like Bavaria, they cannot afford to provide sufficient funds for enabling a convergence of re-
giond development of the Extremadura to richer regions in Spain and Europe. In that Stuation, re-
giona transfers from the EU to poor regions in Europe could speed the convergence of income be-

tween regions.

This convergence effect is much discussed in the literature because the EU explicitly ams at regiond
convergence by using its sructurd funds. DE LA FUENTE and VIVES (1995) find that, in the case of
Spain, redistribution by the ERDF has been satisticaly sgnificant, but economicaly unimportant due

to the smdl sze of the program. According to THOMAS (1997), regiond convergence of income in
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the EU hinges on the consderation of Greek regions. The Greek growth performance has been dis-
gppointing despite the high amount of EU grants received. In a careful study of regiond convergence
in the EU, BOLDRIN and CANOVA (2001) conclude that convergence of income levels per capita
between EU regions does not take place and that structural funds and the cohesion fund do not im

prove that Stuation.

This rather pessmigtic assessment is chalenged by DE LA FUENTE and DOMENECH (2001) who
andyze the redistributive impact of the EU budget for the period 1986 to 1998 on a country basis.
Then, the redigtributive impact of fisca flows in the EU gppears to be much more considerable, in
particular relative to the size of the EU budget. Moreover, it has tended to increase over time and it
is mainly driven by dructurd funds. EsPAsA (2001) corroborates these results by estimating pro-
gressive redidributive effects of net fisca flows in the EU. MIDELFART-KNARVIK and OVERMAN
(2002) provide again evidence that structurd funds were relatively unsuccessful for convergence
processes, but helped Ireland to catch-up by re-enforcing its comparative advantage. In sum, the
structural funds do not appear to achieve income convergence between regions in Europe in generd
athough they are designed to do that. Instead they redistribute income from the rich to the poor
countries without however dearly distinguishing between them such that rich countries till get funds
for their poor regions. Put differently, the most important reason for the existence of the EU budget

consgsin revenue redistribution between member countries by giving something to everyone,

Why does this kind of income redistribution between countries take place? Can it be explained by
politica consderationsif normative arguments are not tremendoudly convincing? The experience with
budget negotiations in the Council or the European Council reveds that the financid perspective of
the EU is the main instrument by which European finances are determined. The financid perspective
however is a mgor piece of palitical vote trading. In that process governments decide upon the
money available to the EU and the relative Sze of the most important spending programs by aming at
certain net financid pogtions of their individuad member state. Each explanation of the actud sze and
dructure of the EU budget has to consder this log-ralling exercise as a garting point. An important
example for the prevailing political game is the U.K. rebate which is based on a complicated abate-
ment mechanism. Because the U.K. joined the EU as a net contributor with a totaly different agri-
cultural regime, it amed at a reduction of its contributions snce 1974. After redizing tha the U.K.
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receives much less from than it pays to the budget, Mrs. Thatcher inssted during the 1980’ s that she
wanted “her money back” and succeeded in 1985. Agenda 2000 and the enlargement summit of
Copenhagen ensure that the U.K. does not disproportionately gain from changes in the financid sys-
tem that are due to Eastern enlargement. This rebate is nevertheless paid for by the other net benefi-
ciaies. In turn, they have garted to indst in the current discussions on the financid perspective that
they should be included in smilar abatement mechanisms.

The EU budget therefore appears to be less guided by clear policy objectives than by member
dates redigtributive concerns. BEGG (2000) and FOLKERS (2001) convincingly argue tha the EU
budget serves as a compensation device for potentid losers of EU integration. In addition, it should
be expected that those interest groups in the member states who are best organized will be better
able to defend their interests than the red losers. Indeed, ALESINA and WACZIARG (1999, p. 34)
contend that the budget adopted this function in the beginning of the integration process when the
French government, under pressure by French farmers, demanded the CAP as a Sde-payment in
exchange for approva of the creation of a Common Market in the Treaty of Rome. The cregtion of
the cohesion fund on the other hand appears to be the compensation for Spain to join EMU. And the
discrete increases in spending for the Structura funds after each enlargement of the union provide ad-
ditional descriptive evidence for that conjecture. The underlying reason for a compensation meche-

nism obtains from the effect of economic integration on the different nationa economies.

The driving force of European economic integration is the creetion of the common market by intro-
ducing the four freedoms, free movements of trade, services, capital and labor. Entry barriers of do-
mestic markets that were formerly protected from competition had to be lifted in that process such
that those who obtained economic rents from protection and reduced competition had potentially
great losses from European integration. Those nationd groups, like for example French farmers, have
high abilities to lobby the nationa government in order to defend their rents or to obtain compensa-
tion payments. They were obvioudy successful in receiving compensation from the EU budget. This
process dso explains why some rich countries were net beneficiaries of the system at some point in
time and why countries of average wedth carried the main financid burden. For example, Denmark
dightly gained from the EU budget until recently while Germany can only be considered a country of
average wedlth after unification. In that case, the strong resistance of Danish voters againgt further
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steps of integration caled for a politica compensation whereas Germany gppeared to be happy for a
while that the European partners accepted reunification. All in dl, the EU budgetary system is there-

fore nat in line with usud criteria of economic fairness but rather of political economy.
5 TheEU Budgetary Process

The andysis of the negotiations between member states preceding each financia perspective is il
not the end of the story. Although the financid gods of the member Sates are very important for the
determination of the size and the structure of the EU budget, continuous changes in budget outcomes
in the EU dso result from the interaction between Council and Parliament in the budgetary proce-
dure. It isthus important to look into the annua budgetary process because that annua process gen
erates a consstent flow of the sde-payments undertaken between member states in order to keep

integration going on & the politica leve.

The budgetary procedure is established by Art. 203 of the Treaty which sets out a precise timetable
and procedure for drafting the annua budget EUROPEAN COMMISSION, 1995, LAFFAN, 1997).
Decison making power on budgetary mattersiis divided between the Council and the European Par-
liament (EP). The budget cycle starts with preparatory works of the Commission followed by con-
ciliations among the three EU inditutions concerned with budget making (inter-ingtitutiona  trialogue).
The Commission drafts a Preiminary Draft Budget for submisson to the Council. During the first
reading in the Council, eech EU member date has a possibility to propose amendments that the
Council accepts or rgects by quaified mgority voting. It is then sent to the Parliament for a first
reading. The Council receives the budget for a second reading and sends it back to the Parliament.
The Parliament has the fina say in the budgetary process by adopting or rgecting the budget overall.
The Council however determines compulsory spending and the Parliament non-compulsory spend-
ing. This power didtribution is a permanent source of conflict between the two inditutions (LAFFAN,
1997, p. 70).

FELD, KIRCHGASSNER AND WECK-HANNEMANN (2002) show that the Parliament indeed has a
strong impact on the Sze of non-compulsory spending while the impact on compulsory spending is
divided between the Council and the Commisson. The Commission has hence possibilities to exploit
its role as an agenda setter with respect to compulsory expenditure. Budget outcomes at the EU level
therefore are the result of the interaction between Council, Parliament and Commission taken the fi-
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nancia perspective as given. BLANKART (2001) aso suggests that the different positions of member
gates in the Council and their actud relative influence on voting outcomes according to the weighted
voting scheme have an impact on budget outcomes. In qudified mgority decisons in the Council,

smaller states face a relatively higher representation than they deserve according to population. They
therefore recaive reaively more EU funds as compared to relative income measured by their share
of EU GDP, while the larger dates receive relatively less. Redigtribution of EU funds does not smply
follow the guiddine that the rich pay for the poor but depends on actud political influence. RODDEN

(2002) andyzes the impact of the Council and the Parliament on net fiscal transfers per capitain the
EU between 1973 and 1999 more thoroughly. According to his estimates, EU budget outcomes —
ceteris paribus — depend pogtively on the voting power of the Council and the Parliament. Without

distinguishing between compulsory and non-compulsory spending and for the whole time period,

Council voting power appears to have adightly larger impact on the budget in quantitative terms than
the Parliament’ s voting power. This is no surprise given the strong influence of the financid perspec-

tive on the Sze of the budget. Digtinguishing time periods, the impact of the Council dropped in favor
of the Parliament after the enlargement by Greece. However, the Council regained its influence after
the enlargement by Spain and Portugd while it has declined again snce. Asde the political economy
variables, a country’s agricultural share of employment and population sze affect EU transfers pos-

tively, while GDP per capitais negatively corrdated with net fisca flows per capita

The political decison making procedures for the determination of the budget are thus non-negligible
in explaining its Sze and sructure. Both increases in the Council’ s and the Parliament’ s voting power
positively affect net trandfers per capita from the EU. None of these ingtitutions has a dominant pos-
tion visavis the other in the annuad budgetary process, while the Council dominates the decisions on
the financia perspective. It is very ingructive that the two most important spending categories, agri-
culturd spending which is mainly dominated by the Council due to its dassfication as compulsory,
and dructurd funds which are mainly dominated by the Parliament due to its classfication as non-
compulsory, have both increased over time dthough their relative weights have been changed in fa-
vor of non-compulsory spending. The political interests represented by the member dates in the
Council obvioudy did not suffer from actud reductions in agriculturd subsidies. It remains open to
further shifts in decison-making procedures or further steps of enlargement how this balance of
powersis affected and subsequently changes budget outcomes.
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6. Concluding Remarks

European finances are much more complicated and interesting than the mere size of the budget of 1
percent of EU GNP suggests. Much ado about nothing is a misplaced assessment of EU finances.
While the revenue side restricts budget size due to the balanced budget requirement and the system
of own resources that is largely based on member states contributions, the EU determines the
sructure of spending. Compulsory spending, i.e. agricultural expenditure, is strongly influenced by
the Council and the Commission, and non-compulsory spending, i.e. the structurd funds, is mainly
determined by the Parliament.

In reviewing the structure of revenue and spending, the question emerges why a European budget is
actuadly needed. Theoreticd guiddines, like those from the economic theory of federaliam, suggest
that, asde the provison of the interna market, EU wide public goods or a need for coordination at
the EU level may exist with respect to defense and interna security, perhaps aso to environmentd
policies. The European Convention suggests to attempt at further coordinating these policies, but is
far from proposing any dominant competence of the Union. Insteed, the EU conducts agriculturd
policy by providing subsidiesto EU farmers and structura policiesin order to achieve aredigtribution
of income between member countries. Although there is not much success of the structurd funds in
achieving convergence among poor and rich European regions in the EU, this redistribution scheme is
dill maintained. Macroeconomic policy gods do dso not guide the fiscal flows between member
dates. In this paper, the size and the structure of EU spending is therefore explained by politica rea-
sons. The EU budget mainly plays arole in baancing the gains and |losses from European integration
(BEGG, 2000). In the negotiations on the financid perspective, member states demand compensa-
tions for each step of European integration that imposes adjustments costs of interna nationd or re-
giona markets in which economic rents due to the lack of competition can be reaped. Some authors
like TABELLINI (2003), BLANKART and KIRCHNER (2003) or HEINEMANN (2001) consequently
criticize that the EU mainly engages in inter-country redigtribution while the provison of EU wide
public goods is neglected.

HEINEMANN (2001) proposes a compensation fund to solve this undesired situation. The compensa-
tion fund would conduct inter-country redistribution under the exclusive control of the member states

while the Commission can concentrate on the provison of EU wide public goods. BLANKART and



—40—

KIRCHNER (2003) suggest to circumvent the redistribution game with respect to new EU palicies by
introducing a voting by veto procedure. New EU policies would be decided by an dternative budg-
etary process where the project survives that has not been vetoed up to the last voting round. BUTI
and NAVA (2003) suggest a European Budgetary System according to which EU policy makers set
the spending priorities for the Union, and the Member states as wdll as the Commission decide how
to dlocate gpending on individua items between the EU and the member tates. While the first two
proposas contradict the principle of unity of the budget that extends to a uniform budgetary proce-
dure, the third proposal is most critical because it would provide the EU with a genera control of re-
tional budgets and hence enormoudy centradize the budgetary policy. Such a centraization is not
warranted, because neither EU wide public goods, nor redistribution, nor macroeconomic stabiliza-
tion provide arationae for that much power of the EU.

The congtitutiond draft proposed by the Convention does not have an immediate impact on EU pub-
lic finances. It does not propose such far reaching additiona spending competencies of the EU, nor
does it say much about additiona own resources or coordination of taxation. It only suggests to
abolish the digtinction between compulsory and non-compulsory spending and to increase coordina
tion among member states in cases of tax fraud. As seen from Table 4 in Section 3, enlargement will

aso not terribly affect spending or revenue.

What are the chances for additional EU resources? EUROPEAN COMMISSION (1998) discusses sev-
erd dternatives for EU taxes. They range from persona or corporate income taxes to ecologica
taxes or a surcharge on the nationa VAT. Quite a few authors have contributed to that discussion.
BUCHANAN and LEE (1994) and BLANKART and KIRCHNER (2003) want to keep the current sys-
tem of contributions under some modifications. BIEHL (1985) suggests a surcharge on member
dates income taxes as a revenue source for the EU based on the that the tax with a high potentia
for income redistribution should be centraized. The problem with progressve income taxes is found
in a politica economy argument. The EU would obtain additiona revenue from bracket cregp and
generd income increases without having the obligation to request explicit agreement by European
citizens. It is evident that this development would provide incentives for EU decison-making bodies
to increase the importance of the EU level over time perhaps againg the preferences of citizens. In-

direct taxes do not have this character. For additiona revenue, the permission of voters needs to be
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demanded in the democratic processif the EU possessed a power to levy indirect taxes. SCHNEIDER
(1993), KIRCHGASSNER (1994), FELD and KIRCHGASSNER (1996, 2003) and FELD (2004) suggest
to condder a surcharge on the VAT of member states as EU tax, but that it should be decided via
referendums in order to force the EU to demand explicit permission for tax rate incresses from citi-
zens. GOULARD and NAVA (2002) aso propose a surcharge on the VAT of member dates, but
want to give the EP more decision-making power.

The most recent proposal has been made by the SAPIR ET AL. (2004) report. With respect to reve-
nue, the report argues for a direct link with EU-wide tax bases such as capital income. The authors
refrain however from unambiguoudy suggesting an own EU capita income tax such thet this proposa
is mainly supporting arguments for a stronger orientation of member dtates contributions at GNP.
With respect to spending, the report suggests a switch to three funds, a growth fund, a convergence
fund and a restructuring fund. The growth fund is supposed to finance growth promoting strategiesin
the EU which comprise the main focus of the report. The convergence fund is supposed to conduct
redistribution within the EU by more strongly targeting low income countries than regions. This would
lead to a concentration of money. Findly, the restructuring fund should serve as a complement to re-
tiond funds for example to co-finance active labor market policy. The main ‘crux of the biscuit’ in
this proposdl is the fact that the restructuring fund implies “a very sizeable reduction in the amount
devoted to agriculture’ (SAPIRET AL., 2004, p. 164). As PELKMANS and CASEY (2004) conclude,
the political feashbility of such a proposd is strongly affected by the same interest groups that have
blocked major reforms in agricultura policy dready for decades. The prospects for a consideration
of this budgetary proposa do thus not look bright.

GALLOWAY (1999) emphasizes the importance of package deds to achieve reform of EU finances
in the case of Agenda 2000. In fact, the current system of redistribution in the EU isthe result of such
package deds. The fiscd redtraints imposed on the EU budget appear to be crucid in constraining
the redistribution to particular interest groups as well as the inter-country redistribution. Today — with
the EU budget paid for by nationd contributions — EU budget discipline means lower national contri-
butions. Nationa governments hence experience an immediate return from limiting EU spending in-
creases. This would be different when the link between the nationd and the EU budgets is cut
through the introduction of an EU tax. Future reforms of EU finances will however be package deds
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aswell. Higoricdly, revenue systems of contributions of member states do not appear to be sablein
quas-federa states. A European federation may finally obtain the power to tax. Hopefully, it is de-
cided with the right decision-making procedures such that EU policy follows the preferences of its
citizens. It gppears that the discusson of European public finances will remain characterized by
Bernhard of Cluny’s (12" century) quote from ‘ De contemptu mundi’: “Sometimes | feel pleasure

about you, sometimes | mourn you, cry, sigh ....".
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