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PROFESSOR OskAR Kovac, PHD
Geoeconomics Faculty, Megatrend University, Belgrade

COMPETITIVENESS
AND EXCHANGE RATE POLICY IN SERBIA™

Abstract: This article deals with the relationship between competitiveness
and economic policy. The first chapter exposes the differences in defining com-
petitiveness of goods and services, companies and national economy. The second
one exposes thoroughly the relationships between macroeconomic variables and
economic policy instruments that determine relative prices, interest rates and
exchange rates. Linked together, those factor prices determine overwhelmingly
the competitiveness of national economies. Inadequate economic policies cannot
be compensated for by any efforts of firms. The third chapter analyses exchange
rate policies in Serbia. One can conclude that those policies are not conducted in
conformity with the knowledge available in the economics profession and are the
main factor of the lack of price competitiveness of the Serbian economy.

Key words: competitiveness, economic policy, exchange rate, purchasing
power parity, interest rate parity

1. Competitiveness of products, companies and national economy

The starting point of all issues relating to competitiveness is production
of goods or services in a company. Price competitiveness in exports and at the
domestic market compared to foreign offers entails the same price of domes-
tic products for the same quality as of foreign products. Non-price competi-
tion results from differences in quality (higher prices are set for better quality
products), but also from imperfect competition based on natural or technical
monopoly, economies of scale and external economies, market segmentation
and product differentiation. It is evident that factors of competitiveness do not
apply equally to all the products of a company.

Translated from Serbian by Masa Stojicic.

Paper presented at International Scientific Meeting: “Strengthening the Competitiveness of
Firms and Economy”, Megatrend University, Belgrade, December 9", 2005
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6 Competitiveness and Exchange Rate Policy in Serbia

In an open economy, a company is competitive if it achieves the profit
margin of the group of companies it belongs to in domestic and regional
(European) economies. Competitiveness of a company depends on some inter-
nal and some external factors. Internal determinants include the quality of
combining and use of available factors of production - the quality of pro-
duction management, choice and application of technology and especially the
quality of development strategy. In relation to the firm, external determinants
of competitiveness include conditions of business activities shaped by national
economic policies: availability of loans and interest rates, tax rates and tax
breaks, support provided for investments, development, for exports and by the
level and structure of real customs protection of the domestic economy.

If there are enough competitive companies in a national economy, it has
the necessary but not the sufficient conditions of international competitive-
ness. It is internationally competitive when it provides a medium and long-
term balance of exports and imports of goods and services, not to depend on
others or future generations. Small national economies cannot influence the
external factors of their competitiveness. The conditions of business in rel-
evant world regions are exogenous for them. The most they can do is to pur-
sue macroeconomic policies that encourage development, investments, the use
of modern technology, entrance into world markets, as well as by providing
equal opportunities for domestic firms in the domestic market.

Is it possible to have an overwhelming majority of products and services,
namely a great majority of firms, uncompetitive or working with losses in a
national economy? In a national economy, with its own national currency and
domestic market of goods and factors of production, this can only be an illusion,
but not a real situation. In a national economy, firms are placed, on the ground
of their performance and competitiveness, in a statistically normal distribution',
There are a small number of firms working with losses in one of the tails and a
small number of those working with extremely high profits at the other tail of the
distribution. In the middle, there is a majority of firms with average profits and
competitiveness. If data show that most firms are supposedly running at a loss
or that domestic prices are higher than foreign prices, it only demonstrates that
macroeconomic prices are not properly set. This is due to the macroeconomic
policy or it might be due to an incorrect interest rate, exchange rate, tax rate or
any other variable. Firms do not show actual business results under these circum-
stances, (for the calculation was done with false parameters). Part of their value
added (based on interest rate, exchange rates and taxes) is channelled to other
sectors when gross national product (GNP) is calculated. It is wholly justified to
cover some supposed losses of businesses by that part of GNP, although it would
be better that such ‘losses’ have never been made. Higher actual interest rates and
taxes in the country compared to those abroad and overvalued national curren-

Pointed out many times by Prof. Branko Horvat.
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Professor Oskar Kova¢, PhD 7

cies are able to make even the strongest economy an uncompetitive one. At such
exchange rates, calculated domestic prices appear higher than foreign prices.

The conclusion can be drawn that the firm may control only the necessary
but not the sufficient conditions of its competitiveness. The sufficient conditions
are fulfilled only if the economic policy leads to equilibrium values of macroeco-
nomic parameters. The constellation of macroeconomic factors differs in differ-
ent national economies. This is the reason why the key role of the exchange rate
is to connect all national macroeconomic parameters into a transparent matrix
that enables rational decisions to be made about the level of cooperation among
national economies and the internationalisation of the activities of firms.

2. Competitiveness and economic policy in an open economy

The exchange rate (the price foreign currency expressed in units of domes-
tic currency) is the key ‘interpreter’ for comparing macroeconomic param-
eters of various national economies that serve as the basis for business decision
making about production and trade transactions among the subjects of differ-
ent countries.

It is completely wrong to believe that central bank is exclusively in charge
of the exchange rate and its dynamics and that this bank has the right to set
that parameter and that national economy and its international relations have
to comply with it* .

Even the simplest macroeconomic models show quite the opposite. In the
real sector of the economy (production Y and demand D), in the monetary sec-
tor (money supply and demand M‘, M?), on the financial market (demand and
supply of financial assets, interest rate R and foreign exchange rate E), as well as
the in the external sector (export of goods and services, ratio of domestic to for-
eign prices and real foreign exchange rate g), key macroeconomic aggregates are
simultaneously determined, as well as the price variables (prices, interest rates
and foreign exchange rates).

This means that the change in one variable has an influence over the most
of the others, namely economic policies cannot be pursued in separate sectors
or departments. Interest rate and exchange rate policymakers must be aware of
the influence of the measures they undertake on other aspects of the economy.
A special attention should be paid to those variables that are fundamental for
competitiveness of domestic economy in relation to other national economies
(both in the real and financial sector).

It is extremely important to be aware and pay attention to the fact that
the balanced levels of the key ‘prices’ (interest rates, nominal and real foreign

2 If this were the real situation, there would not be black foreign exchange markets and

incorrect import and export customs declarations.
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8 Competitiveness and Exchange Rate Policy in Serbia

exchange rates, ratio of foreign to domestic prices) are created simultaneously,
not only in an interaction with other variables in domestic economy, but also in
some relevant parts of the world economy. In other words, the balanced relative
prices (plus inflation), interest rates and foreign exchange rates can match only
if they fit in the existing constellation of the same relevant aspects in the world
economy. This interdependence is the focus of the next three chapters.

The external sector in the open economy is integrated completely into the
real and financial sectors. It stands out only if the current account of the bal-
ance of payments CA requires special attention of economic policy.

2.1. The real sector

In the real (as well as in the monetary and foreign exchange) sector, the aim of
economic policy is striking a balance between demand and supply on the highest
possible level of GNP (and unemployment as well), whilst keeping the inflation
rate as low as possible. In the following analysis of the conditions of equilibrium
in the real sector, relevant variables in the Serbian economy will be labelled by the
subscript din whilst the same variables will be labelled by the euro symbol € for
the relevant foreign countries (the European Union). This marking method applies
also to price variables (ratio of domestic and foreign prices, interest rates and for-
eign exchange rates). The condition for equilibrium in the real sector is that GNP
(Y) be equivalent to the total demand D. In nominal terms the equation is:

Y=D= C (Y-T) +I+G+CA (EP,/P , , Y-T). 2.1)

If we divide the whole equation with P , , the same result in real terms is
obtained.

Production Y has to cover domestic demand modified by the current account
of the balance of payments. The determinants of domestic demand C (Y-T) are
the disposable national income Y*which is GNP (Y) reduced by the amount
of tax paid T, investments I and public expenditure G. In the open economy,
this total of domestic demand is corrected by the total of the current account
of balance of payments CA. This sum total represents the gap between exports
and imports of goods and services. Exports represent additional demand for
domestic products and services and the imports reduce that demand and direct
it to the import of goods and services. Export determinants are ratios of for-
eign to domestic prices P,/P, and nominal foreign exchange rates E. These
are the direct macroeconomic factors of competitiveness. Import determinants
are disposable national income Y*, nominal foreign exchange rates and rations
of foreign and domestic prices. Depending on the degree of openness of the
national economy, the total of the balance of payments can have a great impact

Megatrend Review, vol. 3 (1) 2006.




Professor Oskar Kova¢, PhD 9

on domestic demand and production. The surplus of the balance of payments
increases domestic production while deficit decreases it. This is how three out
of four determinants of the total of the balance of payments influence general
macroeconomic equilibrium, production, domestic demand and employment
and all these three are different concepts of the foreign exchange rate.

E ,..is the short-term nominal foreign exchange rate. The price (index)
ratio is a determinant of the long-term equilibrium foreign exchange rate
based on the purchasing power parity of national currencies. Together, these
determinants form the equation:

(P /P

Q ginse = E ginse din ),

that is, in fact, the definition of the real foreign exchange rate.’

Therefore, the foreign exchange rate is not a partial issue that is only a
concern of the central bank and foreign currency traders. In its three men-
tioned forms, it has an influence over overall macroeconomic equilibrium.
This is the reason why foreign exchange policy is not to be pursued following
someone’s subjective convictions or prejudices. How should it be pursued? It
should be pursued, as the aforementioned macroeconomic relations require in
the domestic and relevant parts of the world economy.

2.2. The monetary and foreign exchange sector

The requirement for monetary equilibrium of a national economy is that
money supply must equate money demand. The equation follows:

M=P[LRY)],

ie.M'/P=L(RY) (2.2)

where M’ represents nominal money supply, controlled by the central bank,
which should be equal to real money demand L that depends on the interest
rate and GNP(Y). At given real money demand, nominal demand will change

in proportion to the price level change. The inverse relation is also valid:

P=M/L(R YY), (2.3

We have here decided to build the whole exposition on the bilateral nominal and real
exchange rate: x dinars to one euro, which is the key exchange rate in the Serbian econo-
my. If we took a currency basket with specific ponders of each of the national currencies
included, we would have used nominal effective and real effective exchange rates. The
above statements would still be valid.

Megatrend Review, vol. 3 (1) 2006.




10 Competitiveness and Exchange Rate Policy in Serbia

which shows that the change in the ratio of money demand to money sup-
ply is a determinant of the general price level in national economies.

The central bank is the most influential factor in setting interest rates in
a national economy. With its discount rate policy as well as with its indirect
influence on commercial banks, the central bank determines largely the inter-
est rates. However, in an open economy the central bank is not independent
for it has to be aware of the gap between domestic R , and (relevant) foreign
exchange rates R,. This relation creates two further relations of great impor-
tance to macroeconomic stability and competitiveness of the domestic econ-
omy. The first relation is illustrated by Fisher’s rule:

Rain - Re= 7g, - 7 (2.4)

This rule shows that the differences in the national levels of interest
rates are the result of expected differences in national inflation rates (7 °®)*.
Changes of discount rates are relatively rare, while international transactions
and changes of foreign exchange rates are highly frequent. That is why, in the
short-run, another relation, the interest rate parity,

Rain - Re = (Egin/€ - Eiinre M Eginse (2.5)

leads to changes in foreign exchange rates so that they always equate the return
on financial assets at home and abroad (when expressed in the same currency).

This rule is a key short-term determinant of exchange rates and of their
variability on foreign exchange markets. Two arguments support this explana-
tion of short-term determination of the exchange rates. First, the fundamental
macroeconomic relations (which create long-term equilibrium exchange rates)
are simply not available in the very short run. Second, a huge majority of trans-
actions on foreign exchange markets is no longer related to real but financial
transactions. The annual amount of world exports paid for by making and
receiving payments through conversion and transfer of currencies (commer-
cial bank deposits) totals around 8 thousand billion dollars. At the beginning
of the new millennium, the daily turnover on world foreign exchange mar-
kets amounted to 1,900 billion dollars.” It makes sense to expect that financial
transactions largely determine foreign exchange rates in the short run.

If foreign exchange trade is in effect trading deposits at banks denominated in
different currencies, it is then to expect that the price of foreign currency (depos-
its) will be set in the same way as the price of other financial assets: depending on
4
5

Superscript e represents the expected value of some variables.

Bank for International Settlements: 75" Annual report, Basel, 2005

Megatrend Review, vol. 3 (1) 2006.




Professor Oskar Kova¢, PhD 11

return corrected for the level of risk involved. As each purchase of financial assets
also includes currency conversion, the return on foreign exchange deposits will
depend not only on the interest rate but on the foreign exchange rate as well. If the
return from interest differs, then the change in the exchange rate has to compensate
for it. This happens regularly on foreign exchange markets, where nominal foreign
exchange rates are constantly changing in relation to the expected rates E§, .. The
expected foreign exchange rates are related to the day of expiry of the deposit, for it
is necessary to have expectations of the foreign exchange rates that will determine
the rate of conversion of foreign exchange deposits and their interest return into
domestic currency. It is expected that a foreign exchange deposit from interest and
change in the exchange rate, until the deposit expiring date, yield the same return
as a deposit in domestic currency.

In the long run, the fundamental macroeconomic variables have greater
impact on the formation of the expected foreign exchange rates. Daily discrep-
ancies in relation to the expected rates are fully influenced by expectations of the
market participants. Those expectations are obtained from the relation of the
current exchange rate to the expected future exchange rate. According to Krug-
man and Obstfeld®, such expectations are created as shown on Figure 1.

Expected appreciation

Expected depreciation

\

DINAR ' !
— t t+1
EURO

Figure 1: The role of expectations in the foreign exchange market

¢ PR Krugman, M. Obstfeld, International Economics, Theory and Policy, Boston: Addison-

Wesley, 2005; L. S. Goldberg, M. W. Klein, J. Shambaugh, Study Guide, International
Economics, Longman, 2000

Megatrend Review, vol. 3 (1) 2006.




12 Competitiveness and Exchange Rate Policy in Serbia

For instance, if the expected rate for the end of time period #+1 amounts to
100 dinars to one euro, the expectations about changes in the exchange rate are
based on the position of the current market rate in relation to that expected rate.

If the current rate (in period ¢) is 80 dinars to one euro, market participants
expect an increase in the rate, namely a depreciation of the dinar to the expected
rate. If the current market rate is above the expected, the fall in the rate or a dinar
appreciation is expected. With the huge trade of deposits on the international
financial markets, such changes in the market rate in relation to the expected
exchange rate are constantly equating returns on deposits denominated in dif-
ferent currencies.

The way in which previously mentioned relations in the monetary and for-
eign sectors of national economies simultaneously generate foreign exchange
rates in the short run is shown by the Figure 2.7

The picture combines charts showing equilibrium on monetary (the lower
part of the picture rotated 90 degrees) and foreign exchange markets under
interest parity. Real money supply corresponds to real supply on the money mar-
ket and determines the interest rate of R} . This interest rate is the return on
deposits denominated in the domestic currency and goes to the upper part of the
picture, which shows the foreign exchange market. Equilibrium in the foreign

Din ar/euro
exchange
rate, E .. Je
I Expected return on dinar deposits
n
E2y, . X Expected return on
1d A = 1 € deposits
Bawe [ === = =
Rates of return
0 I 1 expressed in dinars
I 1
2 1
R din | 1 R din L(Rdin! Ydin)
M gin 1
P gin 1 e Increase of real money
M2y | = = = = =4 = l - wlr_ —  supply in Serbia
Pan + 2
Real money
holding in Serbia

Figure 2: Effects of change in interest rates and money supply in relation to the price of
Euro, shown in national currency

" Ibidem
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Professor Oskar Kova¢, PhD 13

exchange market exists only when returns on foreign exchange deposits (interest
and change in the exchange rate) and domestic currency deposits (determined
by R}, ) are equal. It happens only at the rate Ej, ., where two yield curves inter-
sect. Foreign currency deposit returns are downward sloping as the return in the
national currency goes up at the given interest rates. Then the foreign exchange
rate goes down and domestic currency appreciates. Such an appreciation imme-
diately brings about an expected prospective depreciation and therefore increases
the expected foreign currency return (based on conversion into domestic cur-
rency at a higher exchange rate).

We can follow the dynamics of simultaneous adjustments on both mar-
kets if we presume changes in any key variable. For instance, let us imag-
ine that in the domestic economy, with constant prices, production and real
money demand, the real money supply increases. A surplus of money supply
appears, which reduces interest rates from R}, to R} . This is how the return
on domestic currency deposits in the upper part of the picture goes down
becoming lower than the yield on foreign exchange deposits. With the initial
exchange rate Eg,,, domestic currency deposit holders sell them wanting to
buy foreign exchange deposits. This increases foreign exchange demand, the
national currency depreciates to EZ . and the returns equalise. This momen-
tary depreciation is sufficient to reduce the expected future depreciation
exactly by the effect of the interest rate decrease.

This mechanism of short-term movements in the foreign exchange market
is constantly ‘overshooting’ changes in exchange rates, in order to encourage
changes in the expectations by market participants. This mechanism is defined
in the literature as ‘overshooting’ and is part of the tendency of convergence of
short-term exchange rates to long-term equilibrium rates.

The long-term equilibrium exchange rate is what contributes to simulta-
neous domestic equilibrium and desired (acceptable) level of the long-term
balance of payments. It is influenced by all fundamental macroeconomic vari-
ables that have been replaced by monetary variables in the previous analysis
presenting the short-term model of determination of the foreign exchange rate.
It refers especially to national price levels i.e. price index movements, which
forms the basics of the absolute and relative version of theory of purchasing
power parity (PPP) of national currencies.

Equations (2.5) and (2.4) have shown that movements of exchange rates
are a consequence of changes in national price levels. The interest parity the-
orem tells us that the differences in national interest rates determine mar-
ket exchange rates. On the other hand, equation (2.4), namely Fischer’s rule,
shows that the differences in national interest rates are equal to the difference
between expected national inflation rates. It turns out that changes of exchange
rates are consequences of differences in national inflation rates. Within Fish-
er’s rule calculations are ex ante; how much, at given inflation rates, nominal

Megatrend Review, vol. 3 (1) 2006.




14 Competitiveness and Exchange Rate Policy in Serbia

interest rate has to be higher to secure the desired real interest rate. When
calculating the exchange rate according to the relative version of the theory of
PPP, calculations are retroactive.

Krugman and Obstfeld give two exchange rate equations based on PPP of
different national currencies. The first one is calculated retroactively:

(Edin/€,t - Edin/€,t—1)/Edin/€,tfl:”din,t T e,y (2.6)

which means that the rate of change of the exchange rate is calculated
as the difference in rates of price increase.® It is expected that participants in
international transactions are not only familiar with purchasing power parity
but they also have their own expectations of national rates of price increase. If
they insert them into equation (2.6), a new estimation of the expected exchange
rate will be obtained, which is of great importance as a benchmark also in the
short-term model of the exchange rate:

(Egnte = Enre) Eginie = T~ e (2.7)

The term real exchange rate that corresponds to the term real interest rate
follows the definition of PPP. The definition of real exchange rate is presented
at the very beginning of section two of this article. The nominal exchange rate
corrected for the parity of purchasing powers represents the real exchange
rate. In the relative version of PPP, real exchange rate is expected to remain
unchanged all the time: if the nominal rate changes, it is compensated for by
the change in the relation between domestic and foreign prices. This relation
has been the starting point for an enormous number of empirical studies on
purchasing power parity in some thirty years. Not many empirical studies have
shown constancy in real foreign exchange rates. There have been some reason-
able explanations of causes of shifts in real exchange rates. The oldest expla-
nation is Harrod-Ballassa-Samuelson’s effect. It claims that in some countries
with large increases in labour productivity, especially in exports, there are
such changes (at fixed nominal exchange rates) in the relation between foreign
and domestic prices that in reality there is a real appreciation of the currency
and therefore a change in the real exchange rate. Changes in real exchange
rates are also explained by transport costs, customs and similar duties, imper-
fect competition that allows market segmentation, product differentiation and
price discrimination (pricing to market).

Time has shown that previous research was founded on dubious method-
ologies. The notion of stationarity or unstationarity of time series, the term
cointegration and relevant econometrics of time series did not exist. As the

8 Ibidem
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Professor Oskar Kova¢, PhD 15

majority of economic time series are nonstationary, applying the least squares
in the analysis of their characteristics and correlation was inappropriate and it
did not have the strength of valid evidence.

Only as recently as ten years ago or even later, the results of empirical
research on the most important theories of determination of the exchange rate,
in compliance with a new method, started to emerge. The following hypotheses
were tested: that the time series of the exchange rate is stationary (which would
confirm the theory of purchasing power parity), that the foreign exchange rate
and its determinants, being nonstationary, are co-integrated into a stationary
relation that allows the use of ‘least square’ estimators. Sarno and Taylor also
refer to the results of ARIMA and similar methods which might confirm the
purchasing power parity of national currencies in case it turns out that exchange
rate fluctuations occur around some stable mean value (mean reverting).’

New research has actually given much better result in the implementation
of the theory of purchasing power parity, even in the more recent period of
general floating of national currencies. The controversy is obviously not over
yet, as it has been proved that certain tests in the cointegration method (espe-
cially multivariational) or in panel regression, are not appropriate and some
new tests for these procedures are yet to be made. A special branch of research
started from the assumption that some series are not linear and that the issue
of inappropriate methodology becomes even more complex in case of the con-
nection among more nonlinear series.

Thus, purchasing power parity could not be discredited as a steady, long-term
average tendency of the exchange rate. It is reasonable if we take into account
the fact that the real economy and the balance of payments affect the exchange
rate in a longer period than the monetary factors that have daily impact on it.
Kurgan and Opstfeld and many others have kept purchasing power parity of
national currencies as a necessary relation in their model of foreign exchange
rate determination, with one rational correction.'” The conclusion drawn from

the previous definition of real exchange rate: q,, .= (E , . P./P,, ) follows as:

E P, /P (2.8)

din/€ = qdin/€' din €

It leads to a conclusion that the impact of PPP (if movements in real exchange
rates are insignificant or easy to measure and estimate) on the expected nominal
market exchange rate (E) may be calculated. It can also be said that the policy of
a stable real foreign exchange rate may produce good results, for (2.8) shows that
nominal rates (that works well on a foreign exchange market) will always adjust
to changes in price ratios and will therefore show regard for the macroeconomic

° 1 Sarno, M. P. Taylor, The Economics of Exchange Rates, Cambridge: Cambridge

University Press, 2002
P. R. Krugman, M. Obstfeld, ibid.
Megatrend Review, vol. 3 (1) 2006.
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16 Competitiveness and Exchange Rate Policy in Serbia

competitiveness of the national economy. If all this is applicable, not only in the-
ory, but also in practice in many countries, it should also apply for in Serbia.

3. Exchange rate policy in Serbia

In all its state forms, Serbia has always been prone to pursuing the policy
of a fixed nominal (therefore unstable real) foreign exchange rate. During the
period of the gold standard and the Bretton Woods international monetary
system (up to 1973) that did make sense.

With the later non-system, at the time when even the most important
world currencies were floating with big oscillations, Serbia kept the prejudice
that the policy of fixed nominal rate is still a good one. Naturally, it became
hugely unreal in inflationary conditions, when foreign currencies became
undervalued, the dinar overvalued and all this annulled any attempt by firms
to remain competitive in exports and domestic market.

The truth is that very little has been known about real foreign exchange
rates and there has not been much research on the subject. Recently, even
those who are familiar with the subject and carry out research (international
economic and financial organisations) impose fixed nominal rates to prevent
inflation. All research has shown that fixing nominal foreign exchange rates
gives only short-term results, and then, consequently the price of great appre-
ciation of the national currency has to be paid (excessive balance of payments
deficit, unsustainable international debt of the country).

Despite the fact that there have been some data and research on real
effective foreign exchange rates in Serbia, the obsession with fixed nominal
exchange rates has remained. The dollar and the euro oscillate more than +
10% during a year, while the dinar remains relatively stable. Are there real
economic parameters as the ground for such stability? Is the Serbian economy
really more efficient and stable than the strongest economies of the world? The
data on employment, living standards, productivity and poverty rate in Serbia
reveal quite a different side of the story.

The obsession of keeping fixed nominal foreign exchange rate was present
before the hyperinflation and after it at the end of the last and at the beginning
of this century. This is a logical reason why the real effective rate caused real
fiasco in the economy and in economic relationships with foreign countries.

There is not much research on the real effective exchange rate of the dinar
(compared to a currency basket) but it is enough to support the previous state-
ment. Hyperinflation was so high that the attempt to connect price indices
before and after it in a usable time series was preposterous. The bulletin pub-
lished by the National Bank of Serbia gives data on the real effective dinar
exchange rates for the period after the year 2000.

Megatrend Review, vol. 3 (1) 2006.
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Table 1: Real effective Dinar exchange rate indices

End of the previous year = 100

Year Chain indices Cumulative
2001 130.0
2002 116.8 151.84
2003 101.9 154.72
2004 98.9 153.02
20051 - 111 100.3 153.48

Source: The National Bank of Serbia: Statisticki bilten, May 2005

At the end of the year 2000, there was an increase in already unrealistic
foreign exchange rate from 6 dinars for one German Mark (DEM) to 30 dinars
for one DEM. The nominal rate was thus simply equalised to the black market
rate. In relation to the end of 2000, the real effective rate of the dinar (in rela-
tion to the currency basket) appreciated a lot in 2001 and 2002. Not until 2004
did a mild real depreciation happen. The problem lies in the fact that such a
small depreciation could not correct such a huge accumulated appreciation. At
the end of March 2005, such cumulative appreciation amounted to 53.48%.

There has been recent research observing not only changes in real
exchange rates, but also their connection to major macroeconomic variables."
In the study published by “CES Mecon”, a group of authors calculates the real
exchange rate only in relation to the euro, and not to the euro and other cur-
rencies represented in supply and demand, namely in the structure of interna-
tional payments of Serbia.'” Judging by the structure of exports and imports
of goods, the euro makes up for 50% of the total amount of foreign trade. We
should bear in mind that fuel import is paid in dollars and that part of the
foreign debt repayments and interest (extremely inflexible foreign exchange
demand) is in dollars. The fall in the price of the dollar to the euro (and the
dinar), with statistics of total trade calculated in dollars, overestimates the
value of exports and imports.

The study shows imports of goods as robust and unaffected by structural
changes. Import depends on domestic demand in all sub periods (approximated
by changes in real wages), on relative prices, the real foreign exchange rate and
changes in effective protection of domestic production. Raw material and equip-
ment imports demand is less price elastic than demand for consumer goods that

0. Kovaé, “Makroekonomsko modeluranje - kontinuirana potreba”, Ekonomski anali,

Occasional Paper, March 2005

M. Arsi¢, Z. Mladenovi¢, P. Petrovi¢, Makroekonomsko modeliranje privrede Srbije,
Beograd: CES Mecon, 2005
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have domestic substitutes. The elasticity of imports of consumer goods in rela-
tion to the real exchange rate is very high and indicates the possibility of bring-
ing those imports to a normal level by diminishing the dinar appreciation.

It is interesting to note that there still has not been any analysis on the
relation between domestic and foreign interest rates and their impact on the
foreign exchange rates. Does it mean that the financial sector of the Serbian
economy is not actually in connection with the international financial mar-
kets or do we know too little about that?

The results of the estimation of the role of money demand in this study
indicate movements in real gross wages and real foreign exchange rates as the
key determinants of real money demand. In the relationship — real money, real
wages and foreign exchange rates — money demand is an endogenous, and real
wages are (as an approximation of economic activity) an exogenous variable.

As it cannot have an impact on real wages, monetary policy has only
money supply instruments available. Since the relation between relative prices,
namely the real exchange rate, is the main determinant of export competitive-
ness, money demand should not lead to the appreciation of the dinar. The pol-
icy of a relatively constant real effective exchange rate (not only in relation to
the euro) seems to be a reasonable goal. To what extent indexation is reduced
as time goes by depends on the decline of inflation. It is at the stage at which
shock therapy and the exchange nominal anchor do not make much sense.

Other conditions for pursuing a policy of stable real exchange rate are also
not fulfilled. There is no consistent macroeconomic policy towards it in Serbia. It
is not only that the dinar is mostly facing appreciation instead of depreciation in
line with the inflation difference between Serbia and relevant foreign countries,
but even Fisher’s rule is not respected. Neither is the parity of interest rates.

According to Fisher’s rule, interest rate differences among major trade blocks
are changing in accordance with expected inflation. National levels of interest
rates differ as the expected inflation rates differ. The Bank for International Set-
tlements in Basel analyses that relation with the help of the national central bank
discount rates, which are totally under the control of monetary policy. During
1991-2005, the inflation rate (retail prices) was higher in the USA than in the
European Union and Japan.” Although discount rates in the USA and the Euro-
pean Union are in real terms close to zero, they are nominally somewhat higher
than the inflation rates and they are generally higher in the USA than the Euro-
pean Union and Japan. Together with large deficit of the balance of payments in
the USA, it explains the period with the nominal dollar depreciation.

The inflation rate in Serbia from 2000 to 2005 is higher than the inflation
rate in the EU by 15.7% to 74.7 % (depending on the year)."* Instead of depreci-

13

Bank for International Settlements, ibid.

" Economic Commission for Europe: Economic Survey of Europe 2004, No. 2, United Nations,
New York and Geneva, 2004; National Bank of Serbia: Statisticki bilten, May 2005
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ating, the dinar cumulatively appreciated by 54%. With such a gap in inflation
rates, the discount rate in Serbia was supposed to be higher than the one in the
EU by the same percentage. In reality, it was generally higher by only 6.5% to
22%. It created an illusion that the level of overvaluation of the dinar is lower
than it really is. On the other hand, in the first half of 2005, when the inflation
rate (I-VII 2005 compared to the same period in 2004) amounted to 17.2%, the
interest rate of commercial banks started to go up at a high speed, although the
discount rate remained 8.5%. This discount rate is negative in real terms and
it amounts to subsidising of commercial banks. Might it possible that such dis-
count rate compensate them for the harm imposed by the dinar appreciation?
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Abstract: Financing the European Union has been the focus of attention and
constant debates of the European public and European politicians since the foun-
dation this supranational institution. The issue has become particularly signifi-
cant in recent ten years, as the European Union has increasingly become finan-
cially dependant on member states and their payments. There are few sugges-
tions on the introduction of new, own sources of revenues of the European Union
budget. This article deals with the current system of financing, its drawbacks and
suggested ideas for some new own resources of the Community budget.

Key words: the European Union, financing the European Union, the EU
budget, contribution from member countries, own revenues.

1. Introduction

The European Union as a supranational organization consists of 25 mem-
ber states in total, whereas this number is expected to increase in the future.
This supranational entity would become even more powerful by the accept-
ance of new member states.

It is important to emphasise that the internal structure and work of the Euro-
pean Union have significantly changed from its formation until today. First, three
associations were formed in the 1950s: the European Coal and Steel Community
(ECSC) established by the Treaty of Paris in 1952, then the European Economic
Community (EEC) founded by the Treaty of Rome in 1957 and the European
Community for Atomic Energy (Euroatom). The three associations subsequently
united and formed a supranational entity called the European Union.

What is peculiar is that even when there were three separate communities,
the member states raised the issue of their financing. In the beginning, all three
associations financed mainly their activities by contributions from the budgets

*

Translated from Serbian by Masa Stojicic.
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22 Revenue Sources for Financing the European Union Budget

of member states. The only association to have its own source of income - coal
tax — was ECSC, but it could not provide sufficient funds for financing all the
costs of its budget.! Due to this situation, the associations insisted to introduce
their own sources of revenues so that they could provide enough means to ena-
ble the highest possible level of financial independence from member states.
However, for the first time, the system of own revenue sources of the European
associations was established in 1970, by the introduction of tax revenue, agri-
cultural duties and sugar levies, as well as claiming a part of the value added tax
(VAT), collected on the territories of member states. However, it was possible to
carry out the financing mainly with the help of member states’ contributions,
whose share in the total revenue of the associations was increasingly declining.

We can say that not until 1985 did the system of own budgetary resources
of the European Community start to develop, in the true sense of the word.
In that year, a revenue source based on gross national product (GNP) was
introduced, as part of own resources system of the European communities.
However, instead of providing financial independence in relation to member
states by the introduction of own resources, a paradoxical situation happened
- the dependence increased. This happened because the resources based on
VAT and GNP became the most important sources of financing the European
Union, and they were diverted from member states. Though the VAT-based
and GNP-based resources formally belonged to own sources of the European
Union, they were in fact ‘quasi own’ income. The aim of this article is to deal
with the above problems, as well as the numerous suggestions for their solu-
tion, more or less based on the introduction of new revenue sources of the
European Union budget. We will also deal with the issue of the relationship of
the European Union with member states, or the principles of this relationship,
as one of the key points we should begin with, when trying to solve the prob-
lem of financing the budget of the European Union.

2. Relationship between the European Union and its member states

The issue of financing the European Union is directly associated to the issue
of the relationship between the Union and its member states and to a specific
nature of this supranational institution.”? Unlike some traditional international
organizations, such as the International Monetary Fund and the United Nations,
which are financed exclusively by the payments of their member states, the finan-

' European Commission: European Union Public Finance, European Commission,

Luxembourg, 2002, p. 16.

B. Laffan, J. Lindner, “The Budget”, Chapter 8 in Policy-Making in the European Union,
edited by H. Wallace, W. Wallace, M. Pollack, Oxford University Press, Oxford, 2005, pp.
191-212.
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cial and other relations between the European Union and its members are far
more complex. Their operation is based on several so-called essential principles:
the principle of prescribed duties, the principle of subsidiarity and the principle
of proportionality. The principle of prescribed duties means that the duties of the
European Union consist of the duties of member states.” The European Union
does not have the so-called Kompetenz-Kompetenz (prerogatives of the European
Union are not superior to the prerogatives of member states).* The very first
meaning of the principle of subsidiarity, as one of the most important principles
of the fiscal federalism, means that the public functions are carried out on the
lowest possible level, if it is the most efficient way and makes the lowest adminis-
trative expenditures.” However, in the relationship between the European Union
and its member states, subsidiarity is applied in the field of nonexclusive terms of
reference of the European Union and it means that certain terms of reference are
executed at the level of the Union only if there are objectives that can be reached
more efficiently than if the same terms of reference were executed on the level
of member states.® The principle of proportionality means that any action taken
by the European Union will not undermine what is necessary to carry out the
objectives of the Agreement on the EC.”

3

Exception to the principle can be found in the fields of agriculture, transport and inter-
national trade. In other fields such as the internal markets, national policies have prior-
ity, which means the European Union powers are very small and limited. A. Dashwood,
“The Limits of the European Community Powers”, European Law Review, Vol. 21, 1996,
pp- 113-128; A. Dashwood, “States in the European Union”, European Law Review, Vol.
23, 1998, pp. 209-213.

This principle is based on previous Article 3b, today’s Article 5 on the European
Community Agreement which says: “The Community will act in as stated by the terms
of reference defined by the Treaty, in accordance with the limitations and in respect to
the objectives”. This principle has also been involved by the Convention Draft, but in a
stricter form. Therefore, it is concluded that the limitations of the terms of reference in
the European Union have been derived from the principle of prescribed duties imposed
by member states through the Constitution with aim of reaching constitutional objec-
tives. All other terms of reference that are not imposed on the Union belong to mem-
ber states (article 9). A. Dashwood, “The Relationship between member states and the
European Union/European Community”, Common Market Law Review, Vol. 41, No. 2,
2004, pp. 357-362, and A. Dashwood, “States in the European Union”, pp. 209-213.

S. Stojanovi¢, Fiskalni federalizam, Institut za uporedno pravo/Centar za antiratnu akciju,
Beograd, 2005

In the Constitutional order the EU principle of subsidiarity has been developed from
article 9, paragraph 3, Agreement on the EC. For a more detailed analysis of the principle,
see: A. Dashwood, “The Relationship between member states and the European Union/
European Community”, pp. 355-381, and A. Goucha Soares, “Pre-emption, Conflicts of
Powers and Subsidiarity”, European Law Review, Vol. 23, 1998, pp. 132-145.

This principle is based on Article, Chapter 3 of the EC Agreement; it has been analysed
in detail in: A. Dashwood, The Relationship between member states and the European
Union/European Community, pp. 355-381
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It is important now to point out that the terms of reference of the Euro-
pean Union are rarely exclusive; they are mostly nonexclusive and represent
common terms of reference for the Union and its member states. There are
also terms of reference that are only ‘the support’ for the terms of reference
held by member states. Non-exclusiveness of the European Union terms of
reference is based on the article 175 of the Agreement on the European Union,
which regulates the issue of environmental protection. Common terms of ref-
erence are residual, whereas those that provide support are found in the fields
of industry, health care and improvement, education, specialization, youth,
sport and culture and citizen protection.®

3. History of financing the European Union

Since its very beginning, the European associations have mostly been
financed by the payments of their member states. The treaty of Paris from
1951 defined the two ECSC budgets - the administrative and functional, or
the operative budget. The Treaty of Rome in 1957 defined the two budgets of
Euroatom - the administrative budget and budget for research and invest-
ments. The only one to define the general budget is the Treaty of Rome on EEC,
also signed in 1957. The solutions adopted in the years to come significantly
changed the situation. The agreement on joining these three associations,
signed in 1965, meant the inclusion of the administrative budgets of ECSC
and Euroatom into the general budget of the EEC, followed by the inclusion
of the budget for research and investments of Euroatom to the general budget
by the Agreement signed in Luxembourg in 1970. This is how all budgets were
integrated into a single one - the Community budget. Despite the fact that
ECSC had its own source of income - coal tax, its financial autonomy was very
feeble, as this source provided very little and less and less in time. As a result,
ECSC, as the other two European associations, was mostly funded by the pay-
ments from the budgets of member states.

Such system of financing was applied until 1970 or 1971° when the system
of own sources of revenues was introduced. Firstly, three were three sources
of income from the general budget - customs duties, agricultural taxes and
the resource based value added tax. The first two sources of income are con-
sidered traditional own resources, but VAT-based resource has represented
from the very beginning the true transfer from member states or their contri-
butions. Therefore, traditional own resources belonged totally to the general
budget of the European associations since 1971, but the VAT-based resources

8 Op. cit, pp. 369-373.

?  We talk about the year 1971 because the Treaty of Luxembourg concluded in 1970 started

to be applied in the following 1971.
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was only partly paid and it was in proportion to GNP.° Then in 1988 the
fourth resource was added - GNP-based resource."" The inclusion of addi-
tional revenues was aimed at a balance between the revenues and expenditures
of the general budget. However, it has become the main source of financing
the European communities, in other words, the European Union.

It is also important to point out that the general correction mechanism
became the integral part of the system of own revenues of the European Union
in 1985. It is the mechanism aimed at improving the financial situation of
Great Britain, which faced a negative position in the community budget, soon
after joining the European communities'’. There are several explanations.
Firstly, the agricultural sector is relatively small in this country and its struc-
ture is significantly different from the agricultural sector of other member
states. That is why the public spending in this sector of the British economy
is significantly lower than the public spending of the other countries. Besides,
the participation of Great Britain in the community VAT-based resources in
relation to its participation in total spending of the Community budget — was
far higher, which is why this country has become the biggest net donor of the
resources to the Community budget.

These were attempts to solve the problem, but mainly with no effect.
Therefore, in Dublin, in March 1975, the first mechanism was introduced and
it is well known as ‘powerful brakes’. This mechanism meant the limitations
of the British contribution to the European community budget, providing the
tulfillment of three criteria:

1) GDP per capita is lower by 85% than the average GDP in the EC;

2) The economic growth of Great Britain is lower by 120% than the aver-

age of the EG;

3) Participation in paying own resources to the EC budget is higher by

10% in relation to the participation of GDP.

As the simultaneous fulfillment of all three criteria never occurred, the
solutions suggested by the Dublin Treaty had never been put into practice.

Another mechanism was also involved in Dublin in November 1979. This
was again a very complex mechanism, which consisted of special measures
which enabled that the payments of Great Britain that were supposed to be
undertaken relate to the spending side of the budget of the European com-

1° European Commission: European Union Public Finance, p. 18.

' This source of revenue has been introduced by the Decision of European Commission

No. 88/376, adopted on June 24, 1988.

Great Britain signed the Agreement on joining the European Union in 1972. V.
Vajdenfeld, V. Vesels, Evropa od A do S - priruc¢nik za evropsku integraciju, Konrad-
Adenauer-Stiftung, Beograd, 2003
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munities. Due to the complexity, the solutions suggested by this mechanism or
previous ones have never been applied.!’

The mechanism applied today, was introduced in Fontainebleau in 1984 and
it was used for the first time in 1985. In accordance with it, there was a reduction
in contribution of Great Britain to the EC budget to 66%. In order to compensate
for the loss of revenues in the EC budget, created by such reduction in payments,
other member states had to increase their share in the VAT-based resources. The
exception was Germany, which first participated with one third and today it
accounts for one fourth of total VAT-resources. The same concession was later
given to another three member states: the Netherlands, Austria and Sweden. The
reason was again a negative budget position in the Community budget.

The causes of the negative budget position in the Community budget were
peculiar for each of the four countries. The negative budget position of Germany
was the result of the fact that it was the country of a big economic power with
relatively small agricultural sector, compared with the other member states of the
European Union. Besides, Germany had a fast economic growth after its unity in
the 1990s, so its negative budget position in the Community budget was becom-
ing increasingly noticeable. The negative budget position of the Netherlands was
a consequence of paying export duties in the places where the ports exist. These
payments often did harm to Dutch citizens. Netherlands was also one of the big-
gest donors for the implementation of the programme of the Common Agricul-
tural Policy while it was using a relatively small share of these resources.

Both Austria and Sweden, as relatively more prosperous member states,
were big net donors to structural funds for the realization of the programmes
of the Common Agricultural Policy."* The reasons stated above led to a situ-
ation that, soon after a decline in the German participation in financing the
budget of the European Union, the decline in the participation of three other
countries was required.

4. Current system of revenue sources in the European Union

The current system of financing the European Union consists of revenue
collected from several sources — own resources of financing and other rev-
enue. In accordance with the decision of the European Commission, own
resources consist of traditional own revenues (customs duties and agricultural
duties), resources based on VAT and GNP. Member states are obliged to trans-

B Annex IV: “The Budgetary Compensation for the United Kingdom”, Financing the

European Union: Commission Report on the Operation of Own Resources System, European
Commission, Brussels, 1998

More on Common Agricultural Policy can be found in: V. Grbi¢, “Agrarna politika
Evropske unije”, Megatrend revija, Vol. 2, No. 1, 2005, pp. 69-86.
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fer 75% of the revenue collected from traditional own resources, whereas 25%
remains in national budgets, which represents a kind of compensation for col-
lection costs.”” Such solution has been adopted because the European Union
does not have the fiscal sovereignty; it exclusively belongs to member states,
which are solely in charge with introduction and collection of taxes. However,
it is important to say that all member states are obliged to transfer collected
revenues to the budget of the European Union. In case they avoid so, they risk
being sued and taken to the European Court of Justice, whose verdict as a rule
contains very high fines for sued countries."

Introducing general correction mechanism for Great Britain, a decrease in
the participation of four member states in this mechanism, as well as financ-
ing the European Union mainly by the resources based on VAT and GNP,
made the European Union financing system very complex and nontransparent.
The characteristic thing is that the VAT-based resource is collected based on
the so-called abstract, imagined and harmonised base of member states. The
hypothetical VAT-base is calculated in order to diminish differences among
national bases due to insufficient harmonisation of VAT-base on the level of the
European Union. The hypothetical base for each member state is calculated if
national VAT -based resources are divided by the burdened average rate, which
is most often deduced from national accounts. It is important that the hypothet-
ical VAT-base, when possible, is limited to 50% of GNP of the member state, in
order to decrease the regressive nature of VAT. As a result, VAT-based resources
turn into GNP-based resources in those countries where limitations are applied.
Besides, the same rate of limited and harmonized VAT-base of all member states,
the so-called binding rate, cannot excel the base of a single country by 0.5%."7

GNP-resources are collected at a single rate in proportion with GNP of
the each member state. Unlike the VAT- resources, there is no special limiting
mechanism - the only considered principle is that total own resources should
not excel 1.24% of the GNP of the European Union.

> Such distribution proportion was introduced by the 2000 Decision (2000/597/EC,
Euroatom). Until then, the solution forecast by the 1994 Decision was applied (Council
Decision on System of European Communities’ Own Resources, 94/728/EC, Euroatom),
that left the possibility for member countries to keep 10% of the collected resources.

16" For example, such were decisions the European Court of Justice brought in trials against

Greece, Spain, France, Denmark, etc. The last trial before the Court sentenced Denmark,
which avoided transferring its customs revenue collected by levying peas imported from
China. As it did not fulfil its duties, Denmark was fined 140,409,60 Danish crowns, which
it is obliged to pay on the ‘own resources’ account of the European Union in addition to
the interest rate for each day of delay.

This rate has been used since 2004. Until then, the limitation line was changed every year,
so it was 1% until 2002, and then was reduced to 0.75% in 2002 and 2003 and the next year
it was even more restricted (to 0.5%). See: article 2, p. 4, (Council Decision of 29 September
2000 on System of European Communities’ Own Resources, 2000/597/EC, Euroatom).
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Besides the mentioned resources, the budget of the European Union also
receives other revenue, such as fines, taxes on the activities carried out in the
European economic area; interest for late payments; income taxes paid by
EU staff; loans and borrowings; other undefined resources. Though there are
many more resources in this group of income compared to the group of own
resources within the European Union, it is characteristic that they bring very
little revenue to the Community budget. It is the main reason why only own
resources are mentioned as the source of financing the European Union.

Considering the characteristics of the current system of financing the
European Union, the main conclusion is that there are many drawbacks; the
financial dependence of the European Union on its member states is the most
important one. Apart from that, the current system is very inefficient - the
only true own resources are those traditional ones and they relate directly to
the changes in relative prices on the market and to the policy of allocation.
Therefore, the main sources of financing the European Union are VAT-based
and GNP-based resources and that fact leads to the obvious conclusion that
there is no direct connection between the budget of the European Union and
its citizens. These are direct resources of the national budgets, transferred
to the budget of the European Union. These resources do not affect rela-
tive price fluctuations or the company behaviour. A drawback of the current
system is a significant lack of fairness among member states, which is the
consequence of the introduction of a general compensatory mechanism for
Great Britain and a decline in participation of four member states in pay-
ments based on the principle.'®

5. The need for introducing new own resources of the EU budget

As the mentioned drawbacks seriously damage the EU budget financing
system, there have been many suggestions for the introduction of new own
resources of the European Union budget and they represent one of the potential
solutions for the current crisis. ” As the most lucrative fiscal revenues come from
tax-based resources, these suggestions mostly concentrate on the introduction
of new modification of current taxes. The most often demanded thing is that

18 Financing the European Union: Commission Report on the Operation of Own Resources
System, pp. 5-10, and Commission of the European Communities, Technical Annex:
Financing the European Union: Commission Report on the Operation of Own Resources
System, Brussels, 2004, COM (2004) 505 final, Vol. II, pp. 8-13.

P. Cattoir, Tax-based EU Own Resources: An Assessment, European Commission, Working
Paper No. 1, April 2004; Commission of the European Communities, Technical Annex:
Financing the European Union: Commission Report on the Operation of Own Resources
System and European Commission, Annex II: “A Review of Possible Own Resources for
the European Union”, Financing the European Union, Brussels, 1998.
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the suggested resources meet more criteria, so that they may lead to establishing
such a system of finance in which three essential economic functions - allocat-
ing, redistributive and stabilizing- could perform in the best possible ways.

5.1. Criteria for the introduction of new resources

As a rule, the introduction of new resources should follow these criteria:
- Providing sufficient resources;

- Stability;

- Visibility or transparency;

- Low operative (administrative) costs;

- Efficient allocation of resources;

- Equity

Then, we can classify these criteria into three essential groups:

- Budgetary principles (providing sufficient revenues and stability);

- Principles of efficiency (clarity, low operative costs and efficient resources
allocation)

- Principles of fairness (horizontal and vertical, fairness and equity in
contributions)

It is interesting that none of these suggestions can meet all the require-
ments. However, while bringing decisions on the introduction of new own
resources of the EU budget, we have to take into account that they are to satisfy
most or all the suggestions. Let us consider what each principle consists of.

5.1.1. Providing sufficient resources

New revenues should provide enough money to the EU budget to meet the
Community long-term expenditure. In order to provide enough resources, it is
possible to combine more taxes or one tax with other revenue (for instance, con-
tributions or donations by member states). If the first option is accepted (combi-
nation of several taxes), it is important to consider such tax-based resources that
are fruitful enough to finance the expenditures of the Union; the introduction of
too ‘small’ taxes would only deepen the problem of the complex system of financ-
ing the European Union and its financial dependence on member states. There-
fore, while considering the mentioned criteria, the whole system of financing the
European Union should be taken into account instead of only one part.?

20 Annex II: “A Review of Possible Own Resources for the European Union”, Financing the
European Union, p. 3; P. Cattoir, Tax-based EU Own Resources: An Assessment, p. 8, and
Technical Annex: Financing the European Union: Commission Report on the Operation of
Own Resources System, p. 63.
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5.1.2. Stability

Stability means that the European Union should have reliable sources of
income, unresponsive to the cyclical changes in the economy. Taxes of the
European Union should be stable and predictable, namely without unpredict-
able fluctuations (increases or decreases in payments). We should consider this
principle, as well as previous one, with an idea of the whole system of financ-
ing the European Union and taking into account the averages during a year.
The appearance of cyclical fluctuations of a particular resource is always pos-
sible, but the whole system of Community budget should be relatively stable.
It further entails a relative stability of the whole system of financing the Euro-
pean Union and therefore, the increase in its financial independence.

As one of the so-called back options for establishing price stability, it is pos-
sible to introduce a residual source of income, whose role would become obvi-
ous in case there were sudden, bigger cycles in economic movements, caused by
external factors (for instance, movements in those world’s markets connected
to the market of the European Union). The residual income would then auto-
matically adjust the amount of total revenue and establish a balanced budget.”!

5.1.3. Transparency

The principle of transparency consists of the established direct links among
taxpayers (citizens of the European Union) and the budget of the European
Union. This entails that the citizens of the European Union are conscious of the
costs of financing the EU and they will be ready to pay taxes if the collected rev-
enue is used to meet their needs for public goods and improvement of the total
operation system of the European Union. This is the reason why we should treat
transparency as “a group of all factors that contribute to raise consciousness
of the citizens about the sum of collected taxes and final use of the collected
means”.*? As citizens can “control the European Union whilst spending their
money’, transparency leads to a bigger responsibility of the Union regulators.

5.1.4. Low operative costs or cost efficiency

Cost efficiency means that costs of collecting EU budget revenue are lower
or at least equal to the collected means. Therefore, not only administrative but
also operative costs are taken into account, as well as the collection costs. Col-
lection costs or the costs that tax payers bear when they fulfil their obligations

2 p. Cattoir, Tax-based European Union Own Resources: An Assessment, p. 8, and Technical

Annex: Financing the European Union: Commission Report on the Operation of Own
Resources System, p. 64.

22 P, Cattoir, Tax-based EU Own Resources: An Assessment, p- 9.
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should be lower than the other costs of tax payers. Administrative expendi-
tures are costs that the state authorities bear whilst collecting taxes, whereas
operative costs are made during the process of inclusion or implementation of
a particular tax into the total revenue scheme. These costs vary depending on
whether the implementation relates to the appearance of certain externalities
or regional arbitrariness’, i.e. self-will.

The appearance of externalities usually relates to a situation in which the
effects of collecting some revenue or taking some measures surpass the bound-
aries of a locality. However, within the context of the European Union, the
phenomenon of externalities appear when these effects go over the boundaries
of a state and produce certain consequences in the neighboring country(ies).”
It means that if taxation introduced by the authorities in one country affects
the behaviour of physical or legal entities not only in their own but also in
its neighbouring countries, then, the introduction and collection of that taw
should be carried out by higher-level authorities, in other words, at the level of
the European Union.

As a rule, the phenomenon of regional arbitrariness is related to the situ-
ation when it is impossible to establish the tax base in an appropriate way or
when the money collected in certain locality is arbitrarily distributed. Within
the context of the European Union, regional arbitrariness applies when it is
difficult or impossible to define precisely the share of the tax base to ascribe
to each country. This is particularly the case with the distribution of customs
revenues, i.e. common external customs tariffs. It is important to determine
the very complex rules of tax distribution and their attachment to the higher-
level authorities in order to avoid such problems.?*

5.1.5. Efficient allocation of expenditure

This principle represents a request that tax should not affect the structure
of prices in the economy, or the behaviour of a company. However, the Euro-
pean Union taxes can affect internal markets of member states if it is necessary
to harmonise tax bases of certain national taxes. In case of the spillover of the
effects go over the state boundaries and limited coordination of tax policies of
member states, it is possible to enlarge the influence of activity and tax policy
undertaken by the Union, using the European Union taxation scheme. »

B On externalities: S. Stojanovié, Fiskalni federalizam, pp. 34-40.

% Technical Annex: Financing the European Union: Commission Report on the Operation of

own Resources System, pp. 63-64, and Annex II: “A Review of Possible Own Resources for
the European Union”, Financing the European Union, p. 1, 2.

25 P, Cattoir, Tax-based European Union Own Resources: An Assessment, p. 10, and Technical

Annex: Financing the European Union: Commission Report on the Operation of Own
Resources System, p. 63, 64.
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5.1.6. Equity

We can observe equity from two perspectives — horizontal and vertical
equity, and payments equity. As a rule, the first two forms of equity exist at
the level of an individual, whereas the third form relates to the national level
or the level of the member state of the European Union. Whereas horizon-
tal equity means that the citizens of the same economic power should bear
equal tax burden, vertical equity means that individuals of different economic
power should have different treatment in the process of taxation, i.e. the richer
should pay higher taxes, the poorer lower taxes. 6 However, in the context of
the European Union, horizontal equity means that the implementation of the
Community budget equally affects taxpayers in different member states. Ver-
tical equity relates to the distribution of income among individuals. Collecting
community taxes should provide sufficient revenues for the implementation of
an equitable redistributive policy, which would entail that the poorer citizens
would have smaller tax burden than the richer ones.

However, in the context of the European Union, speaking about equity,
we should consider contributions that member states pay to the budget of the
European Union, in accordance with their economic power. These contribu-
tions do not have the connotation of general transfer, but part of income col-
lected in a particular country, which is transferred to the European Union.
Every member country contributes to the EU budget financing system in
accordance with its economic strength, which means several countries trans-
fer more and other transfer less.”

5.2. Possible own resources

Considering how necessary it is to meet the criteria mentioned above, there
were nine suggestions made in recent years for the introduction of new taxes
for the budget of the European Union. This article will present characteristics
and range for each of these.

5.2.1. Double rate VAT (adjusted VAT’)

One of the suggestions for introducing new taxes of the European Union
bases on consumption taxes. This is called double rate VAT - one that is applied

% D. Popovi¢, Nauka o porezima i poresko pravo, COLPI, Budimpesta, and “Savremena
administracija”, Beograd, 1997, p. 291 and 294-298; and S. Stojanovi¢, Fiskalni federali-
zam, pp. 65-67.

2T Annex II: “A Review of Possible Own Resources for the European Union”, Financing the

European Union, p. 2, 3, and P. Cattoir, Tax-based European Union Own Resources: An
Assessment, p. 12.
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on the national level and the other applied on the level of the European Union.
This combined tax rate would not lead to the increase in tax burden for the
citizens of the European Union, as the VAT rate in the European Union would
be deducted from the national VAT rate. Therefore, citizens of the European
Union would be paying taxes to the Community budget and budget of their
own country as well, which would enable a closer connection between tax
payers and the Union, which would then lead to an increase in visibility and
transparency of the whole income system in the Union.

A suggestion for double rate VAT introduction is justified by the fact that
this resource might exchange the existing third and fourth source of financing
the EU budget (resources based on VAT and GNP).

There is a general belief that collection of the so-called VAT-based resource
could provide enough resources for financing the expenditure of the European
Union budget. A new source of income would be based on the income that already
exists in the finance system of the Union and the finance system of member
states. It would also contribute to an increase in transparency of the Community
budget and visibility of the connection between tax paid and consumption.

However, besides many advantages, this suggestion also has certain draw-
backs. The starting point is usually the idea that applying VAT system with
double rate would lead to an increase in unfairness among member states. In
case some member states tax the trade of certain goods by zero rate of VAT,
whereas in other countries, such trade is not subject to taxation or tax rate is
very low, there would be many difficulties in the attempt to collect any tax
on the level of the Union, which could affect decrease in the national rate.
The rate would still be zero, but it would mean that taxation on trade of these
goods would not bring any revenue.

Another drawback this suggestion suffers from is the harmonization of
the VAT-base in member states. In the existing system, VAT rates are quite
congruous, but there are still certain differences, mainly because in some cases
the countries give a possibility of deducting some costs from the tax base.

A huge drawback is also the sector of grey economy, particularly noticea-
ble in some countries, because it leads to tax unfairness among member states.
Developed grey economy means that a large part of costs are not subject to
taxation at all, which is why the VAT-resources are lower than expected and
consequently the contributions from member states to the budget of the Euro-
pean Union are lower.

Considering the mentioned drawbacks, if the suggestion for introducing
VAT with combined rate is accepted, it will be necessary to undertake meas-
ures that would lead to a fair taxation treatment among member states. This
would further entail a removal of zero rates from the national VAT systems and
differences among national tax bases that are a consequence of exclusion. The
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removal or at least partial decrease in the sector of grey economy in certain
countries would significantly contribute to the advancement of tax fairness.”

5.2.2. Corporate income tax

There are suggestions considered few times for introducing corporate
income tax as own resource of the European Union budget. Therefore, the
European Company Statute introduced in 2001 significantly affected the sim-
plification of work in companies that have activities in more than one member
state. The same year the Communication on Tax Policy”’, which emphasized
the need for harmonization of corporate income tax base in member states,
was adopted. Both acts stress the importance of corporate income for a proper
operation of the internal market and underline that an all-inclusive approach
to company taxation can eliminate current tax obstacles. Differences in tax
bases come from the fact member states treat differently the business activi-
ties, which only accentuates inequality and provides chances of frequent tax
evasion. The member states adopted the Communication on Company Taxa-
tion’® as well as the Study on Company Taxation in Internal Market’ in 2001.
Both acts stress the importance of corporate income tax for smooth function-
ing of internal market of the Union and that general approach to the taxation
of corporations could eliminate the existing tax obstacles.”

The main grounds for the introduction of corporate income taxes as own
resources of the European Union are fulfilled principles of efficiency and hor-
izontal equity. Efficiency would be satisfied if all the companies in the Euro-
pean Union were subject to the same tax burden. That would lead to signifi-
cant cuts in administrative costs of paying taxes by all the companies in the
Union. Business activities would also be simplified, and it would be possible
to have proper operation of the internal market of the European Union and
investments in those areas likely to achieve significant profits.

However, applying corporate income taxes as own resources of the Euro-
pean Union is suffering certain drawbacks. The biggest problem is a large gap
in taxation treatment of business activities in member states, so there is always
a possibility of tax evasion. Therefore, if it was accepted that corporate income
tax belongs to own resources of the European Union, the first thing that
should be done is to provide the same taxation system of business activity eve-

28 P Cattoir, Tax-based EU Own Resources: An Assessment, p. 14-16, and Annex II: “A
Review of Possible Own Resources for the European Union”, Financing the European
Union, pp. 7-9.

2 Communication on Tax Policy (COM (2001) 260)

30 Communication on Company Taxation (COM (2001) 582)

3 Study on Company Taxation in Internal Market (SEC (2001) 1681)

32 P, Cattoir, op. cit, p. 17
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rywhere. This would significantly contribute to an increase in horizontal tax
equity but the achievement of vertical equity would face certain problems; this
relates closely to the fact that the member states implement corporate income
tax as after deduction tax on dividends and owners of private capital.

The problem we should consider is that the harmonization of tax bases
would not connect to the introduction of national taxes, which would then
lead to significant administrative expenditures and many political obstacles.
The problem of regional arbitrariness would become more serious as well, as
it would be very difficult to determine revenues obtained by the tax collection
and transfer from member states.

Another very important drawback is related to the economic cycles. Busi-
ness activities are very sensitive to economic cycles. Each change in economic
activity significantly affects the level of productivity in companies and thus
the amount of resources earned by the collection of corporate income tax.
That is why there would be years with significant income made by corporate
income taxation, but also years with very low income from this source.

Besides the above drawbacks, we should emphasise that direct links
between citizens (tax payers) and budget is broken at taxation on company
income. Tax duty is obvious only for company owners, so that it does not
affect the increase in responsibility of those who are in charge of regulations
and tax implementation.”

As reasons against company income tax introduction are far more power-
ful compared to the reasons in favour of it, other tax forms are considered to
be possible own resources of the EU budget.

5.2.3. Personal income tax

The idea of personal income tax as own resources of the European Union
bases in the application of one out of three possible solutions: (1) introduction
of per capita tax for all the citizens of the European Union; (2) introduction
of surtax on national taxes; (3) introduction of community tax in addition to
national income tax. The first option seems to offer most advantages. Per cap-
ita tax would be compatible with the criteria of visibility, simplicity and effi-
ciency. The third option (independent taxation on the European Union) would
also contribute to the fulfilment of simplicity and low operative costs, but it
would significantly damage rightness (especially vertical rightness) because
taxpayers in all member states would be equally taxed, no matter what their
economic power was. The other option (surtax on the national tax) would lead

3 Annex II: “A Review of Possible Own Resources for the European Union”, Financing the
European Union, pp. 12-16, and P. Cattoir, Tax-based EU Own Resources: An Assessment,
pp. 16-20.
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to a decline in rightness (this time-horizontal rightness) and creation of large
administrative and operative costs.’*

Considering all three options, there is a general conclusion that the introduc-
tion of income tax as own resource of the European Union means certain advan-
tages, but there are also many drawbacks. One of the drawbacks is that it is a very
visible tax, as it enables the most direct and visible connection between taxpayers
(the citizens of the Union) and the budget of the Union. The very visibility of
taxes significantly improves the responsibility of people in charge. Besides, the
inclusion of this tax does not produce externalities, which means that the national
tax authorities can collect it and then transfer to the Union. Income tax also con-
tributes to an increase in horizontal equity because taxpayers in all member states
have the same tax base and pay the same taxes. However, it involves damaging
vertical equity - citizens pay tax regardless their economic power and the level of
economic development of member states (some members of the European Union
are economically stronger, whereas others are weaker). Another drawback is
transparent through the negative influence on redistributive policy, as the redis-
tribution of income will mainly burden earned income, or wages. As taxes would
be collected by the national authorities and then transferred to the Union, there
would be high administrative and operational costs and collection costs. High
visibility of tax liabilities is also facing numerous political obstacles: politicians
are always more ready to vote for not so visible revenues, because it means it is not
obvious if they have higher responsibilities towards voters (taxpayers).

However, despite significant reasons against the introduction of income
tax as own resource of the European Union, it is important that any such tax
may bring significant income to the community budget.”

5.2.4. Taxation on energy resources

Taxation on energy resources as a source of financing the budget of the
European Union bases on the existence of more options. Some suggestions
start with the introduction of tax on motor oil used for road transport and oil
used in air transport, or the emissions caused by air transport. Other sugges-
tions base on the introduction of taxes with very broad tax bases (all energy
resources would be levied, such as mineral oil, electricity, coal and natural
gas) or on the introduction of only levy on motor oil for road transport.*®
All these suggestions mostly start from the solutions offered by the Directive
of the Council of Europe on taxation on energetic products and electricity

* P, Cattoir, Tax-based EU Own Resources: An Assessment, p. 30, 31.

3 Annex II: “A Review of Possible Own Resources for the European Union”, Financing the

European Union, p. 18, 19, and P. Cattoir, Tax-based EU Own Resources: An Assessment,
pp. 30-33.

3 P, Cattoir, Tax-based EU Own Resources: An Assessment, p- 20, 21.
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3T, which are in direct connection with climate changes and serious hostility
towards the environment due to use of some energetic resources. That is why a
decrease in pollution and internalization of negative emissions are the strong-
est arguments for energy taxation. That would be a very noticeable move at
the same time: fuel taxation would create a direct link between taxpayers,
their benefit and the environment. The harmonization of tax rates all over the
country would contribute to a better allocation of resources and therefore a
better allocation of transport activities and decline in pollution. As tax payers
in all member states would be equally burdened by taxes, this form of taxation
would be significant for horizontal equity, but it would also do harm to vertical
equity, because in some cases, poorer citizens would be more burdened with
taxes (in case of levies on fuels used for heating). Taxation on fuels is based on
the argument of efficiency and stability. As energy products are widely used in
all countries of the European Union, and the fact they are relatively insensitive
to the changes in prices in internal markets, this form of taxation would bring
significant revenue to the community budget.

However, taxation on fuels faces many drawbacks. The significant draw-
back is certainly related to tax transparency - as the public is very sensitive to
the issues of fuels and pollution, the introduction of such tax would be subject
to many public debates and may not lead to the expected results. Besides, cli-
mate changes and the environment conditions are not the same in all member
states, and may cause large differences in the size of income transferred to the
budget of the European Union by different countries. *®

5.2.5. Excise duties on tobacco and alcohol

One suggestion on the introduction of new resource for the European
Union budget is taxation on consumption through individual taxes or excises.
It is mostly the consumption of tobacco and alcohol®’, but there are also sug-
gestions extending to taxation on mineral oil consumption*. Differences in
these taxes are important regarding tax base and objectives attained by taxa-
tion. Therefore, excises on mineral oil are important for the policy of envi-
3T Council Directive 2003/96/EC of 27 October 2003: Restructuring the Community Framework

for the Taxation on Energy Products and Electricity. This Directive regulates many ques-

tions related to taxation on different energy sources (mineral oil, electricity, coal and
natural gas).

3 Annex II: “A Review of Possible Own Resources for the European Union”, Financing the

European Union, pp. 4-7; P. Cattoir, Tax-based EU Own Resources: An Assessment, pp.
20-23, and Technical Annex: Financing the European Union: Commission Report on the
Operation of Own Resources System, pp. 47-51.

39

40

P. Cattoir, Tax-based EU Own Resources: An Assessment, pp. 23-25.

Annex II: “A Review of Possible Own Resources for the European Union”, Financing the
European Union, pp. 10-12.
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ronmental protection, as they represent a kind of fines for polluters. However,
excises on tobacco and alcohol impose a burden only on a narrow group of
consumers (smokers and alcohol consumers). Besides, in some member states
tobacco and alcohol consumption is very low whereas it is very high in the oth-
ers. Such differences create different revenues in member states and therefore
different payments to the budget of the European Union. Different taxation
treatment of tobacco and alcohol consumption leads to different treatment of
taxpayers and does harm to taxation equity. The fact further means that the
suggestion for the introduction of excises as own resources of the European
Union is very regressive both for member states and their citizens (tax payers).
Another obstacle is a difficulty to harmonize tax bases all over the European
Union, which gives the wide opportunity for tax evasion and tax avoidance.
Differences in tax bases lead also to significantly larger administrative expen-
ditures and collection cost of other own resources.

However, despite many drawbacks, excises on tobacco and alcohol would
have many advantages as own resources of the European Union. A significant
advantage is a very noticeable connection between tax liabilities and benefits
payers have from paying taxes. Overall, these are relatively stable sources of
income, as they are more or less insensitive to the changes in alcohol and
tobacco prices in the international markets.* As a result, though the tax base is
relatively narrow, collection of these taxes could provide significant resources.

5.2.6. Tax on communications

Suggestions for the introduction of taxes on communications as own
resources of the European Union budget include three communications serv-
ices: telephone service, road transport and air transport. One of the suggestions
is also the introduction of compensation for air transport, because of environ-
mental protection, since the use of planes relates to many negative emissions
and creation of the greenhouse effect.* In case of the telephone service, phone
line tax could be levied; road tax can be levied as vehicle tax, whereas air tax
might be introduced, as per capita tax on travelers. Road and air transport
taxes are particularly important for the environmental protection. All three-
tax forms satisfy the criterion of visibility, as tax liabilities would be shown
on bills (phone service bills, air tickets and toll- road tickets on national and
international roads). Besides, such taxation would enable the creation of hori-
zontal and vertical equity: horizontal equity would be possible because tax-
payers in all countries would have the same treatment, whereas vertical equity
would be also possible for the use of these services increases with the increase

1 National excise rate often changes, which is closely related to the inflation rate in particular
countries.

# P, Cattoir, Tax-based EU Own Resources: An Assessment, pp. 34-37.
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in the economic power of taxpayers. The advantage is also a very little space
for tax evasion or tax avoidance. Namely, taxation on air transport and phone
service would be collected by the operators, whereas tax on road transport
would be collected by national taxation authorities. In addition, taxation on
communications could provide significant revenue for the community budget,
as the use of these services is very widespread all over the European Union.

However, the introduction of tax on communications as own resources of
the European Union suffers from certain disadvantages. Firstly, it would be
necessary to introduce a very new source of revenue. It further means both
significant administrative and operative costs, as well as collection costs. A
significant drawback is also the fact that, although taxes on communications
might bring significant revenues, they would not be sufficient to cover all the
expenses related to their implementation and collection.

5.2.7. Tax on financial transactions

Taxation on financial transactions starts from the introduction of tax lev-
ies on those transactions made through the stock markets all over the Euro-
pean Union. These are mainly transactions in stocks and bonds. Tax base
could present transaction value, whereas taxpayers could be either opera-
tors or state organs on stock exchanges. In that case, taxation could be eas-
ily implemented. The introduction of such tax would be in accordance with
vertical equity, as tax liabilities would burden only rich people who partici-
pate on stock exchanges. However, the introduction of tax on stock exchange
transactions is facing many drawbacks. Introducing any, even a very small
tax burden, would significantly affect a decline in financial transactions on
the stock exchanges all over the European Union. That is why such resources
would lead to instability and impossibility to predict the amount that might be
collected. Stock and bond markets can be very unstable and often influenced
by many factors, not only economical but also political, technological, etc. On
the other hand, if the tax rate were very low, taxation on financial transactions
would not make enough revenues even for partial financing the budget of the
European Union. Another important drawback is the invisibility of such tax
form, which makes politicians always ready to vote for its introduction, and
that brings further political difficulties. Taxation on financial transactions
spoils the horizontal taxation equity: the investors of similar economic power
would suffer different tax burden because member states apply different taxa-
tion treatment of financial transactions.*

B Ibid, p. 33, 34.
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5.2.8. After deduction interest tax

Certain suggestions for the introduction of a new own resource of the EU
budget rely on the introduction of after deduction interest tax. The starting
point is that there should be minimal taxation of interest, as an income paid
on capital in one member state to a user in another member state. The tax
would be paid only by non-residents gaining some benefit or interest in any
member state. The reason for such suggestion is the current income scheme for
non-residents to earn profits in member states of the Union. Namely, in some
countries deduction taxes are not collected at all (Luxembourg, the Nether-
lands, Denmark); in other countries non-residents do not pay after deduction
interest tax (Belgium, Austria, Finland and Sweden); in all other member states
of the European Union, the tax is paid by both residents and non-residents. As
a result, tax evasion often appears in transactions all over the European Union.
That is why the introduction of such tax scheme would have significant role in
preventing or at least reduction of illegal transactions. From the perspective of
economic efficiency, if higher authorities were in charge of tax collection (in
this case, Union), differences in national tax treatment of interest rates in mem-
ber states would be significantly smaller, which would further prevent unfair
tax competition among national tax systems. Introduction of such taxation is
in accordance with the principle of visibility but the problem lies in the fact
that tax liabilities would be visible only for the narrow circle of taxpayers.*!

Considering both positive and negative sides of the suggestion for the
introduction of tax after interest deduction, one can say that arguments against
the adoption of this suggestion are stronger. The after deduction interest tax
is not harmonized with the principle of equity, especially horizontal equity.
Capital is extremely mobile especially over national boarders; besides, the level
of savings depends upon the level f income, so the introduction of such tax
would have negative influence on capital mobility within the European Union.
Therefore, it would not contribute much to the prevention of unfair tax com-
petition among member states, as it was the first assumption. A drawback is
also the fact that not so stable tax form has been taken into account, as eco-
nomic activities with their different stages significantly affect interest income.
Due to all this, collection of after deduction interest tax could not provide
enough resources for financing the whole EU budget.

5.2.9. Tax on revenue transfer of national central banks

Introduction of the tax on revenue transfer of national central banks bases
mostly on the fact that most member states of the European Union have single

# Annex II: “A Review of Possible Own Resources for the European Union”, Financing the
European Union, pp. 20-22.
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currency - euro, so the money circulates freely all along the Union. Therefore,
it represents public good for all member states and revenue from its circula-
tion should belong to the higher level of authority, i.e. to the European Central
Bank. It is possible to believe that the introduction of such tax could bring sig-
nificant contribution to the community budget, as it is resource relatively easy
to administrate and it does not require significant costs or tax paying facility
costs. The explanation lies in the fact that only national central banks would
have the role of taxpayers. This means that there would practically be no pos-
sibility for tax evasion, but on the other hand, the tax would be visible only for
a small group of taxpayers (national central banks) but not for all the citizens
of the European Union. This kind of taxation partly meets the criterion of ver-
tical equity, as task base has been harmonised and is uniform for all member
states belonging to the European Monetary Union.

However, since transfer of central banks income would have very restricted
or no influence on the redistribution of income in the European Union, it is pos-
sible to claim that the criterion of vertical equity would not be totally fulfilled.
Although the introduction of such tax would mean also transfers from national
budgets to the community budget, it still would not lead to additional burden for
member states, as sum of national contributions to the budget of the European
Union would be reduced by the amount transferred from central banks.

One should take into account that although the introduction of such tax
form could bring significant resources for the EU budget, it is a very question-
able suggestion, especially in the long run. As tax liabilities are visible, only
for a small group of taxpayers (national central banks) the tax would have very
limited influence on the responsibility of the EURO authorities, so it would
not meet the principle of efficiency. However, this suggestion is acceptable
from the political point of view.

Another disadvantage is the fact that tax on transfer of national central
banks income can produce deficit in treasuries of some national central banks,
which directly concerns the differences between income and expenditure that
national central banks have.*

5.3. Assessment of suggested resources

In view of each form of suggested resources, it can be said that double rate
of VAT and income tax represent the best ‘candidates’ that might provide most

# Revenue estimated by nataional banks can be relatively unstable in the short term and

very sensitive to economic cycles, but in the field of evrozone, such instability is possible
in the long term.

# P, Cattoir, Tax-based EU Own Resources: An Assessment, pp. 25-27, and Annex II: “A
Review of Possible Own Resources for the European Union”, Financing the European
Union, pp. 22-24.
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revenue for the EURO budget, mainly meeting most criteria. First of all, they
meet the most important principles. i.e. budgetary principles of sufficiency
and stability. The principle of sufficiency entails that own resources are sup-
posed to provide enough income to finance the expenditure of the community
budget. Besides VAT and income revenue, taxation on energy resources pro-
vides significant revenue. However, it is important that these resources cannot
separately cover the budgetary expenditure, but this is best attained by their
combination. Apart from own resources, other resources should be included
in the financing activities of the EU budget, such as contributions from mem-
ber states but also revenue from other sources.

The three mentioned revenue sources but also excise on tobacco and alco-
hol satisfy the second budgetary principle, the principle of equilibrium. All
other suggestions provide stable revenue source to a smaller extent and more
or less, they respond to cyclical changes in economy.

In view of the principle of efficiency, it can be said that demand for ‘visibil-
ity’ is best satisfied by double rate VAT and personal income tax. Other suggested
resources also meet this criterion, though far less. The only inefficient one would
be the taxation on transfer of national central banks income and financial trans-
action, as implementation and collection costs would be incomparably higher
than the collected amount. Efficient allocation of resources is mostly enabled by
corporate income tax, tax on energy resources and tax on air transport, collected
due to provoked climate changes. However, tax on financial transaction and
tax on communications can also influence an efficient allocation of resources,
mainly the allocation of capital and investments in the EU countries.

The final group of principles - principles of equity could be observed from
the aspect of vertical equity and equitable contributions. Horizontal equity
cannot be provided by any of the suggested resources, for it would mean a
harmonisation of the tax base in member states and this is still not possible
to attain for many reasons (economic reasons, political reasons, etc.). Taxa-
tion on communications services, taxation on financial transactions and taxes
on air transport would lead to vertical equity in great deal. Such tax burden
is mostly on the rich, in accordance with vertical equity - the principle that
citizens of stronger economic power should pay higher taxes, whereas citizens
of weaker economic power should pay lower taxes. Tax on communications,
tax on air transport and personal income tax satisfy mostly the demand for
equitable contributions whereas excises on tobacco and alcohol are against
this principle, as in some member states these products are widely used while
other member states forbid strictly their use, especially in public places.
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6. Conclusion

Considering a very complex character of the relationship between the
European Union and its member states, as well as the nature of the European
Union as a supranational organization, there have been various suggestions
about its finances. As the EU financing system has become very complex, non-
transparent and extensive, the issue of searching for the so called additional
own resources is even more acute. It is generally believed that the financing
system should be transparent and efficient and enable direct link between the
EU budget and its citizens or taxpayers. All this would lead to an increase in
political responsibility of those in charge of adoption and implementation of
the budget, therefore to an increase in the EU budgetary discipline. Certain
criteria that should be fulfilled have been established and there have been sev-
eral suggestions for new own resources. However, it is interesting that none
of the suggested types of tax is sufficient to meet all criteria; each suggestion
has its own pros and cons. There is no perfect tax to provide enough means
for financing all budgetary expenditure of the European Union. What needs
to do is to combine all these suggestions in addition to some already exist-
ing resources (e.g. contributions from member states). This is the fact that the
creators of budgetary and financial system of the European Union should not
ignore whilst deciding on the future financing system. That is why one can-
not estimate the fulfillment of the above criteria by observing individual rev-
enues, but considering them all as a totality. As political factors naturally sig-
nificantly influence each decision-making process, financing decisions as well,
it is always likely that the creation of financing system suits political aims,
though it may be far away from the principles that are supposed to contribute
to budgetary discipline.
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Abstract: Cooperation with European Union and Russia in the field of energy
transfer of huge importance for all Balkans states. These countries have realis-
tic opportunity to grow in transit centers that could serve for oil transport from
Russia and Caspian Sea Region to West European markets. The energy import
needs of Western Europe are key economic cause why the accession of Balkans
states has become a strategic choice of the European Union. This fact is also of
key importance for understanding economic dimensions of modern Russian eco-
nomic policy.
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1. Introduction

Several years of wars, caused by dissolution of former Yugoslavia, have so
fundamentally changed the geopolitical shape of the Balkan region, that the
very notion Balkans became less adequate to new realities, being replaced by
South-Eastern Europe. The deep Yugoslav crisis has broken out in a former
communist state, moreover, in a state where the national-communist lead-
ership activity became in the early 1990°s the main cause of contradictions
between the former union republics. The Yugoslav wars have also provoked a
crisis of Balkan regional order, having been a severe test for European institu-
tions, as well. It is clear now, that the unpreparedness of European structures
contributed to the Yugoslav tragedy accomplishment. The following events
have in turn essentially impacted upon the processes of European policy.

The Yugoslav conflict has also seriously tested relations between Russia
and the West and has become one of the substantial issues around which a new
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policy orientation of Russian Federation has been shaped. In conformity with
American expert Robert Craig Nation opinion, the Balkan crisis has become a
forge within which new patterns of relations between Russia and the West are
being formed'. But the inflection of Russian foreign policy after 1993 because
of nationalistic opposition pressure has led to Russia’s effective marginalization
in the region with the imposition of the NATO-led Dayton peace process. The
whole situation has had disturbing implications that have been only partially
offset by the limited cooperation achieved in the context of the NATO-spon-
sored Implementation forces in Bosnia and later in Kosovo (IFOR and KFOR).
The Balkan crisis have for a time redirected the American strategic agenda in
Europe, as well. Many American politicians and policymakers supposed that too
much has been perceived to be at stake in connection with the Balkan crisis: the
future of NATO, US leadership in Europe, the image of America in both Europe
and Islamic Middle East, the evolution of peace operations as a component of
the international security agenda and the risk of an open-ended conflict spilling
over the Balkan region as impacting upon neighboring areas. That has been one
of the reasons for the EU increasing engagement in the Balkan crisis issues.
Contemporary stage of the crisis situation in the Balkan region is charac-
terized by conserving several predominantly dangerous zones:
e Kosovo, including the problem of coexistence of Serbian and Albanian
population and especially the future status of the province;
e Macedonia, taking into consideration presence of a large Albanian
minority, what complicate the Macedonian-Albanian relations;
Bosnia, as an eventual source of crisis;
Montenegro - the tensions in relations with Serbia in a framework of
the Serbia-Montenegro commonwealth
e Albania, taking into consideration her although hidden intensions to
protect Albanian national minorities in all the neighboring countries.

The Northern part of the Balkan region including Slovenia, Croatia and
partially Bosnia-Herzegovina could be considered as relatively quiet, stabi-
lized and now preparing to adopt Western alliances system — EU and NATO.
The South of the Balkan Peninsula has now all possibilities to reconciliation,
having in mind the Greek peaceful initiatives in context the Greek-Turkish
relations. It is also worth to mention that Greece - the only EU and NATO
member in the region — made several attempts to mediate in the Balkan con-
tlicts: between the Serbs and Croats, Serbs and Montenegrins, Serbs and Alba-
nians. By the way, its own relations with its northern neighbor - Macedonia
are for a long time ambiguous because of bilateral dispute in connection with
the title of this country.

' R. Craig Nation, “Peacekeeping in Bosnia-Herzegovina: Lessons and Prospects”, The Yugoslav

Coflict and its Implications for International Relations, Ravenna: Longo Editore, 1998, p. 43.
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2. South Eastern Europe as the European Union strategic choice

One of the main reasons of new created situation is coming to light the
increasing lack of balance of power in current Balkan and European relations.

The researchers of contemporary international relations affirm that the
Balkans are on the way of losing their regional political autonomy, which was
created in the late 1980-s on the ground of multilateral cooperation’. The
results of armed conflict 1999 in Yugoslavia, on one hand, and the obvious
intention of majority Balkan states to join NATO and EU, on the other, create
situation, in which South-Eastern part of Europe looses its identity and gradu-
ally becomes a geopolitical sphere of NATO and EU control and supremacy.

The joining to European world seems to be attractive, having, of course,
a number of advantages. But the process of majority Balkan states integration
into European Union structures will be not so easy and prompt, as it was ear-
lier supposed.

Since the end of the Cold War, the European Union has faced the essen-
tial dilemma of where its final borders should be set. According to the Treaty
of Rome any European country can join the EU (at that time EEC and than
EC). But when the geographical definition of Europe became more uncer-
tain, setting limits to EU membership is consequently problematic. The his-
tory of post-Cold War between the EU and its non-EU European neighbors
can be read largely as a history of the EU coping with the inclusion/exclusion
dilemma, determined by non-equal possibilities of the applicants, the number
of which is growing’. Among them eight of Balkan countries: Bulgaria and
Romania can join EU in 2007; Croatia, Macedonia and Turkey could became
membership negotiations; the remaining countries of the Western Balkans
(Albania, Bosnia — Herzegovina and Serbia — Montenegro) have been prom-
ised membership, when they met respective conditions.

In connection with the Balkan countries membership in the United
Europe arise some important questions, posed by Italian researcher Marco
Riccieri. First, is there a future for the Balkans out of European perspective?
Second, can it be on the other hand a favorable decision of European prob-
lems, if Europe continued to be an incomplete continent? Third, does the con-
fluence of remarkable strategic interests both of EU and Russia exist or not
in the Balkans? * For to clarify the mentioned problems, if only partially, it is

2 S. Larrabee, “Long Memories and short Fuses: Change and Instability in the Balkans”,

International Security, Vol. 15, No. 3, Winter 1990/91, p. 59.

K. E. Smith, “The outsiders: the European neighborhood policy”, International Affairs,
Vol. 81, No. 4, 2005, p. 757.

M. Puuuepnu, “EBpocoros u Bankanckuit peruonio’, Cospemernnas Espona, No. 26, 2005,
pp. 52-53.
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necessary to understand the real situation, which marked relations between
the EU and the Balkan states beginning from the middle 1990’s and after.

In 1996 the EU Council adopted a Regional Approach to the countries of
South-Eastern Europe, establishing a coherent and transparent policy towards
the development of relations with Bosnia and Herzegovina (after Dayton agree-
ments), Croatia, the Federal Republic of Yugoslavia (before the Kosovo crisis),
the Former Yugoslav Republic of Macedonia, and Albania. In April 1997 the
EU Council established political and economic conditions for the develop-
ment of bilateral relations and the granting of some forms of assistance. And
only in June 1999, immediate after the end of the NATO military operations
against FRY, the Regional Approach was developed into the EU Stabilization
and Association Process (S.A.P.) for countries of South-Eastern Europe.

Within the framework of the Regional Approach - and after - the EU
Stabilization and Association process certain conditions apply to the develop-
ment of bilateral relations in the field of trade, financial assistance and eco-
nomic cooperation. There are general conditions - applying to all five coun-
tries in the areas of democratic reforms, respect for the human and minority
rights, return of refugees and displaced persons economic reforms and regional
cooperation — and specific conditions, which provide obligations arising under
international peace agreements: Dayton/Paris and the Peace Implementation
Councils in the case of Bosnia-Herzegovina; Dayton/Paris and Erdut in the
case of Croatia; Dayton/Paris, Erdut and the United Nations Security Council
Resolution 1244 in the case of FRY (Serbia and Montenegro).’

Practical implementation of the mentioned agreements presupposes three
basic directions of cooperation: political collaboration, different forms of eco-
nomic support and common actions for peace and security maintenance.

European Community, in accordance wit