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I INTRODUCTION

Spending of the European Union is dominated bystetution - mostly based on agricultural and
structural programs. Large sums of money are tearest from the Member States to Brussels and
back to the Member States. Only little is spentufoion-wide public good$ Furthermore detailed
analyses show that many redistributive programd tegperverted redistributive effects favouring
regions with large and rich agricultural producéssee e.g. Shucksmith et al. (2005)). Many
economists believe thus that redistribution is egne and inefficient while the provision of union-
wide public goods is too small. Therefore econosngtlely agree that a reallocation of the budget
would generate welfare gaifis.

Within the ongoing enlargement of the European bnite inefficient budget spending came
increasingly into the focus of policy-makers. Mastportant in the discussion among policy-
makers are currently two political proposals fooualget reform: the “Sapir Report” (initiated by
the European Commission) and the “Boege Reporitidtad by the European Parliamehtgoth
reports agree that a shift of spending from reithistive agricultural programs to public good
provision would be welfare-enhancing. The Sapirdedemands that 45 percent of total spending
should in the future be used for public good pravigespecially in infrastructure and research), 35

2 Expenditures for research, external activities adchinistration (in relation to total expendituresyuld in a first

rough approximation be regarded as contributionsution-wide public goods, while Member State specif
expenditures could be defined as non union-widevdffollow this definition, roughly 15 percent dfet budget are
spent for union-wide public goods. For the data Eeeopean Commission (2006), EU Budget 2005, p 13.

3 Alesina, Angeloni and Schuknecht (2005) identifg ttighest potential for an additional welfare-ertwag provision
of public goods on the EU level in the areas ofiemmental policy, international relations, justiaad migration.
Another example is Tabellini’s statement that thereuld be large payoffs to more central provisminpublic goods
public goods in the areas of defence, foreign ppland of aspects of internal security, bordergsatrimmigration
policy. The abolition of borders between EU cowetrcarries with it the need to centralize aspefckavo enforcement
against organized crime” (Tabellini, 2002, pp. J7ff

* See Aghion et al. (2004) for the Sapir Report Bntbpean Parliament (2005) for the Boege report.



percent for “industrial convergence” and only 20geat for restructuring programs including
agriculture. The Boege Report focuses more on @wmog the revenue side. The most important
demand is that the Member States shall co-finabgee2cent of all agricultural spending of the EU.
If total spending of the EU remains stable, thisudti increase the room for EU spending on public
goods. Furthermore the incentives of Member Stagegérnments to call for EU spending shall be
moderated by the co-financing regulation.

It is striking that the most important reform prgpts initiated by the institutions of the European
Union do argue with the general importance of itiveneffects (as e.g. the Boege Report demands
the introduction of co-financing), but fail to ackmledge that reforms have only a chance to be
implemented if they are in line with the Membert8sainterestgiven the status quo. In our view it
is generally far from sufficient to ask: How shoulee budget look like? Instead we think that we
need to ask: How did we end up in a situation wHarge parts of the budget are devoted to
inefficient agricultural programs? Why is there reoich redistribution? Why does the European
Union (as an institution that has been foundedrtompte free exchange in a common market)
spend most of its budget on redistribution? And ughgedistribution so persistent? Why are some
Member States consistent net payers and othersstamtsnet receivers? We believe that all these
guestions cannot be answered by a cost benefiyasalf the traditional public finance type. It
requires a rigorously positive analysis of the moees, costs and constraints of political decision
makers. And only such an analysis can help usyeldp ways towards a more efficient and public
good oriented budget in the enlarged EU. In owv\ias is the only suitable approach to avoid that
progress with respect to the EU budget is limitednbrmative reform proposals without any
chances to be implemented.

We offer such an approach here based on the thmonycomplete contracts. We analyze the

development of the EU Budget since 1957 and shaivribt only voting rules (as established in the
EU treaties), but as well the threat of exit playedimportant role in the development of EU

spending. We argue that two different historicétiymed coalitions now have an incentive to veto
changes on the financing and the expenditure sitligh leads to budget deadlock and prohibits a
change towards more public good provision. Basedunanalysis we see the introduction of a
separate budget for public goods with separatesiagciules to be a viable alternative to overcome
the current budget deadlock.

The paper proceeds as follows. Part Il demonstithtslevelopment of the EU budget, discusses
approaches to budget analysis in the literatureestablishes the need for an integrated institation
approach. We develop such an approach based dhetbwy of incomplete contracts in part I1ll. We
apply this approach to the historical developménthe EU budget since 1957 and show how a
budget deadlock developed. Based on our histoificsights, the effects resulting from EU
enlargement are analyzed. Finally, we discusstirtigtnal reforms which could facilitate a way out
of the deadlock towards a more efficient budgett(pg. The last part concludes.

Il THE EU BUDGET DEVELOPMENT AND ITS DISCUSSION IN THE
LITERATURE

The European Economic Community started in theyeagars with a very small budget of around
€80m, which increased strongly only after 1965 agathed a total of €121bn in 2006 — an absolute
increase by a factor of 1,500. After a slight raducof spending with respect to GNI within the
last years, the budget currently equal about oneepe of EU GNI (see figure 1). While this seems
to be only a small public budget, we need to nlo&t the EU budget is levied on top of the national
public budget.

In the literature we can distinguish three appreacto the budgetary process in the European
Union.



Normative approacheare mainly concerned with four questions: How dasould the budget be?
How should the budget be financed? How should theéget be spent? And: Which decision
making rules are “fair” to decide on the budgetafyples are the mentioned Sapir and the Boege
Report as well as discussions about the advant#gas “EU tax”. A very comprehensive analysis
of this kind, which includes polit-economic aspesssvell and is focused on the revenue side of the
budget, can be found in Heinemann et al. (2007).

FIGURE 1:
Development of the EU budget by policy area.
Data source: European Commission
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A second group argescriptive approachesvhich discuss the design of the budgetary ruhesthe
decisions which have been taken. Examples are M&s389, 1991), Messal and Klein (1993),
Peffekoven (1994), Strasser (1991) EU Commissi@®3)1 and Lienemeyer (2002). Though this
literature only describes what happened, not whnagpened, it is very valuable for us as it serves
as a "data base” for our analysis.

A third group argositive approachewhich try to explain the development of the EU ¢etobased

on voting power given the decision rules laid aouthe Treaty. Most of these approaches focus on
the development of net payments. They argue thatv&p politics dictate the EU’s budget”
(Baldwin et al., 1997, p. 157).

While we generally share the belief of the posititerature that power is important with respect to
the EU budget, we nonetheless disagree with th&tiegi positive approaches in three important
points: First, we argue that the historical deveiept of the EU since the Treaty of Rome is crucial
to understand the current budget incidence. Sespadyant to show that voting power alone is not
sufficient to explain the development of the budged the budget incidence, but that credible exit
threats play an important role as well. Third, wgue that we explicitly need to study the revenue
as well as the expenditure side and not only tiseltieg net paymentsTherefore we want to
propose a different approach based on the theorgooimplete contracts which integrates these
three criticisms in the existing positive literaur

® Vaubel (2001, p. 36) already mentioned the probtEnihe different types of rules and coalitions €oon the
expenditure and one on the revenue side), butatidmalyze it further.



1 AN INTEGRATED INSTITUTIONAL APPROACH

How can we explain the development of the EU budgete the founding of the EU? What is the

influence of the historical development on the entrsituation? What do we expect for the future

development of the EU budget given its history? pgpose to study the development of the EU

budget based on a theory of incomplete contracishnis applied to the EU as a Union of states

and takes exit threats into account. We will fasscribe our general approach and then apply it to
the budget development of the EU from 1957 on.

1.1 GENERAL APPROACH

To study the development of the EU budget we appb/theory of incomplete contractss
developed for constitutions by Buchanan (1975),nBam and Buchanan (1985) and others. It
discusses the design of rules at the contractwal hich will be executed later on the post-
contractual level. Although decisions at the casttral level may be unanimous, their later
execution may cause problems.

Based on the theory of incomplete contracts wd digtinguish two alternatives:

l. Some decisions made on the contractual level do raquire further discussion or
clarification on the post-contractual level as thghts and duties of the parties have been
reasonably well specifiedtype ). The contract has simply to be executed. Possible
misinterpretations of the terms of contract, whiedly emerge later on, are not reconsidered
in the political process but by courts. This haldparticular for contractual redistribution,
i.e. redistribution as pre-designed in the contmahbich can take place according to the
agreed upon rules.

Il. It has to be anticipated, however, that some piamvss on the contractual level are
incomplete and that new issues will emerge in th&t-pontractual stagéype 11) Within
the contract it therefore has to be agreed on idecrsiles for issues not explicitly or not
sufficiently regulated on the contractual leveleTdpplication and the enforcement of these
decision rules are often not called into questibris simply assumed that the decisions
according to these rules will be binding becausertites themselves have been agreed upon
unanimously.

If the decision rules at the post-contractual lea& just applied (e.g. to the budget processh the
we could just focus on a positive analysis basedaiimg power resulting from the agreed upon
decision rules. But in case of the EU we argue tmathave to expand the general approach. In
contrast to the case of a national state, wherentheidual citizens are the formal decision makers
but have only very limited individual influence,etiMember States of the EU as represented by
their governments are the most powerful decisiokarga They might threaten to harm the Union
by terminating their contractual ties with the Eklich a threatening has to be expected especially
with respect to the rules to settle post-contrdctssues which will, in general, not generate
unanimously accepted outcomes. There will be Mengtates who win and some who lose. The
latter may object to acknowledge the outcomesaf/thave the power to threaten to terminate the
contract. If their threat is credible and has int@or negative consequences for the Union, special
concessions for these Member States are likelytgranted instead of an “normal” application of
the agreed-upon decision rules. In the same wayleasber States can threat to leave the Union,
accessing states may be able to exert non-enegtshr



But what determines credibility of an exit or a ramtry threat? We argue that credibility of a threa
will be strong in the early stages of a contracaahngement as long as the ties of cooperation
evolving under the roof of the contract are sbibde. There is not much to lose by terminating
membership at this time. Market integration islstileak. Through time, however, market
integration will grow, ties will become more intengnd the costs of exit will rise which makes the
threat of exit less credible. Consequently the irge of the application of the constitutional
rules to post-contractual decisions will increaise early and therefore credible exit threat wikkde

to large concessions especially if important negatonsequences for the other members of the
Union are likely. This is the case if the threaimes from large and important Member States or a
coalition of smaller Member States without whom W&on cannot be maintained. For non-entry
threats, the importance of a state for the furtieelopment of the EU is decisive.

1.2  APPLICATION OF THE GENERAL APPROACH TO THE EU BUDGET

What do we find if we apply the general approacinobmplete constitutional contracts including
exit threats on the development of the EU budgetess? We argue that we need to distinguish
four different stages within the process (see ggix.

FIGURE 2:
Budgetary rules and budgetary outcomes 1957-2008
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We start with the contractual stage. In the TreditiRome of 1957 we can find contractual rules of
type |, which are applied without further decisi@ighe post-contractual level, and rules of tyipe |
which require further clarification at the post-t@ctual level. Had the Treaty been designed as a
fully complete contract, post-contractual redigitibn would not be an issue. But the Treaty of
Rome was typically an incomplete contract. Therefoost-contractual decisions on redistribution
had to be expected.



In the post-contractual stages | (from 1958 to }&#@ Il (from 1971 to 1988Yedistribution did
not only take place according to the rules agrqeahuhe Treaty, but also through threat. Member
state governments, who had alternative policy ogtnd who were able to harm the other Member
States by terminating their membership, used ttmegatening power to enforce their distributive
goals in the budget.

With progressing co-operation in the Common Marketyever, threats became increasingly less
credible in the post-contractual stage Ill. As iirftam ties have been established, it has become
obvious that the loss from terminating membershipuld be large. Therefore threat as an
instrument of influencing the budget was increalisgbstituted by the formal rules of the Treaty.
But these rules were far from perfect. They sepdréihe expenditure side of the budget from the
revenue side. Based on the status quo, which eestittim the developments in the post-contractual
stages | and Il, the formal rules of the Treatyegated opposing coalitions on either side of the
budget. The expenditure side is dominated by reelivers, the revenue side by net payers, and both
groups exert veto power. The result is that of dget deadlock dominated by redistribution with a
fixed allocation of benefits and burdens per Mentiate.

1.3 THE EVOLUTION OF REDISTRIBUTION THROUGH THE B UDGET

According to our presuppositions in the previougtisa and our general discussion of the theory of
incomplete contracts, we are now able to analyzeeWolution of the EU budget in the four
different periods (see figure 2) in more detail.

1.3.1 THE EMERGENCE OF THE EUROPEAN ECONOMIC COMMITY IN THE
TREATY OF ROME (1957) - THE CONTRACTUAL STAGE

The original purpose of the Union as laid downhe freaty of 1957 was the establishment of a
Common Market and not that of a system of redistiitm among Member States. In article 2 of the
Treaty, redistribution is not even mentioned:

"The Community shall establish a common market pramote by progressive approximation of
economic policies throughout the Community a haiowsdevelopment of economic activities, a
continuous and balanced expansion, a growing dtgpthe raising of the standard of living and

closer relations among Member Statdaft. 2, 1957).

Redistributive elements show up only in later #é8c Art. 40 § 4 of the Treaty of 1957 mentions
the establishment of ,agricultural guiding and gudee funds” and art. 123 the establishment of a
"European Social Fund”.

How can we explain the establishment of the agrcal and the social fund? To establish the
European Economic Community all six founding Mem8tates Belgium, Germany, France, Italy,
Luxembourg and the Netherlands had to agree oifribaty of 1957. While it was to be expected,
that export oriented Member States such as Germanyd gain from free trade in the Common
Market, such gains were perceived to be much leswin for the more domestically oriented
economies such as ltaly and Frafideheir governments feared that the rents of integmavould

be shifted out of their countries. Therefore themeal at institutionalized claims on the rents which
ought to be guaranteed through the Community buddpet Italian workers should be helped by the

® The developments on the different stages williseu$sed in detail in the following parts.
" The original text of the Treaty of Rome is in GanmFrench, Italian and Dutch. Translation by thehars.

8 This perception was widespread despite the viemfeconomics that particularly the initially closedonomies
should expect large gains from trade within the EU.



Social Fund to overcome their structural problentsenvtransforming from an agrarian to an

industrialized economy and the French farmers shdad subsidized through the agricultural

guiding and guarantee funds. Note that marketvetdron through funds was a rational way for the
Italian and French governments to preserve a atairthe rents of integration. Only through funds

could they rely to obtain the desired share of@Gbenmon Market benefits. Lump sum payments, in
contr%st to funds, had to be negotiated anew imyeyear and were therefore not as reliable as
funds:

As funds were part of the Treaty, they were notaterally terminable and could only be removed
by a unanimous decision. They became part ofaitguis communautaireGiven that there is
always at least one loser when a fund is abolished, difficult to see how unanimity could be
achieved without replacing the fund by some otloemfof compensation, i.e. by perpetuating it.
Therefore a persistent element of redistributiors Heeen built in the European Economic
Community since its beginning.

Critiques that funds are inefficient and should dimlished are, based on this background, ill
founded. It should rather be asked what alternatrv@ngements would have been at the disposal of
the French and Italian governments in 1957 to sethe rents of the Common Market permanently.
It would soon become clear that only arrangemenitéch are framed in the constitutional Treaty,
were safe.

111.3.2 POST-CONTRACTUAL STAGE I: FRANCE AND THE NANCING OF CAP
1958 - 1970

After the establishment of the Treaty in 1957, plost-constitutional stage | started and the post-
constitutional rules of the Treaty were applied.

At the beginning the budget was split in three s&jgabranches: the administrative budget
(covering the administrative expenditures of then@ussion, the Council and the European Court
of Justice), the agricultural budget (representimg subsidies to farmers through the guiding and
guarantee funds) and the social budget (for trgiaind reintegrating workers subject to structural
change).

TABLE 1:
Contribution shares to the Administrative Expenditures and the Social Fund (1957-1970) in
percent
Member Administrative Social
State Expenditures Fund
Belgium 7.9 8.8
Germany 28.0 32.0
France 28.0 32.0
Italy 28.0 20.0
Luxembourg 0.2 0.2
Netherlands 7.9 7.0

Source: Treaty 1957 art. 200, see also Peffekol@®4( p. 44)

The administrative budget and the social budgeevieanced by fixed share contributions as laid
down in art. 200 of the Treaty of 1957 (see tableTd the administrative budget, the three large
countries, Germany, France and Italy had to comtil28 percent each. To the Social Fund, France
and Germany contributed 32 percent each while ttahtributed 20 percent. Changes were subject
to unanimity. With respect to the social budgegutations pertained also on the expenditure side.

° An early emphasis of the compensation functiothefEU budget has been given by Folkers (1995).



The national governments had to match granted Hdidies with national spending of the same
size (co-financing). The rules of the agricultuiahd, in contrast, were quite different. First, the
extent of the agricultural market was defined openl art. 38 8§ 3 of the Treaty of 1957. The
decision on the exact number of items to be subdumeder the common agricultural policy (CAP)
was postponed. Second, neither the system of griaeantees nor that of structural aid to farmers
has provided for national co-financing. Third, t@ntribution shares, which each Member State
had to pay to the agricultural fund, were not fixedhe Treaty. They were negotiated periodically
in the Council. Table 2 illustrates how much bangeg must have taken place in the process of
agricultural budget determination since the comragrcultural fund became effective in 1962.
Five different schemes of country contribution gisanad been recorded only in between 1962 and
1970. Moreover, these shares were only the gemwaralsticks on which further increments or
decrements were negotiated from year to year.

TABLE 2:
Contribution Shares to the Agricultural Fund 1962-1970
Member State 711962 1965/66 1966/67 7/1967- 1970
6/1965 12/1969

Belgium 7.90 7.95 7.95 8.10 8.25
Germany 28.0 31.67 30.83 31.20 31.70
France 28.0 32.58 29.26 32.00 28.00
Italy 28.0 18.00 22.00 20.30 21.50
Luxembourg 0.20 0.22 0.22 0.20 0.20
Netherlands 7.90 9.58 9.74 10.35 10.35

®Fixed shares only. Variable supplementary shareso(ding to a Member State’s net imports of patticdarm
Eroducts) are not included.

Only forguiding expenditures; for guaranty contributionsyahnot covered by custom revenues (of which @@cgent
were transferred to the Community)

Of the three budgets we would expect that the aljual budget was most vulnerable to the
Member States” attempts aimed at increasing tlagiomal benefits. This resulted from two reasons:
First, national redistribution via the administvatibudget was hard to achieve as the administration
had to be mainly at one place, at the capital ef@ommunity. Second, the constitutional contract
was (applying the theory of incomplete contraatsslcomplete with respect to the agricultural fund
than to the social fund. The extent of the agrimalt market was defined more openly, there was no
co-financing and the contribution shares were feedly renegotiated.

What were the consequences of these differentagat in the Treaty? As far as the budget was
concerned, responsibility rested mainly with theu@ml which had to apply qualified majority rule
according to art. 148 8§ 2/ 203 § 3, 4 of the Tyeditl957. Therefore we would expect that Member
State governments were anxious to form qualifie¢oritees in order to increase their net transfers
from agricultural policies whileeducing their contribution shares. But an hisedremalysis shows
that this was done mainly not by coalition buildirgut by the threat of exit which dominated
changes in the agricultural budget.

In these early years the stakes of the Member SStat¢he Community were still small. Strong
private enterprise contractual ties had not yeetbped. Therefore, an exit threat was credible and
potentially harmful when made by a larger Membeat&twhich was important for the future
development of the Community. The most importaranegle here is France. Given the vagueness
of the contractual rules, the French governmenti@hto extend the agricultural fund in a way that
was disapproved by the other Member State govertsn&he French intentions were outvoted by
the Council in fall 1965. But given that the Comntynvas so young and the stakes in it were still
small, the French government, under President ddl€shad the option to exit and thereby to
jeopardize the Community’s future substantiallyeTfrench government decided to threaten the

9



Community and chose to boycott all further meetinfgshe Council in fall 1965. Resulting from
this pressure, the unanimity rule was formally resed in the so-called Luxembourg compromise of
January 29, 1966 and the expansion of the agrialilfund was pushed through by the French
government by its exit threat. This led to a stegpease of agricultural spending after 1965 (see
figure 1) and a strong increase in redistributi@ntiae agricultural budget.

What we can learn here is that the credible exéahled to a crowding out of the constitutionally
adopted qualified majority rule by the unanimityerand the implementation of the redistributive
preferences of a minority. Furthermore the exampfate Social Fund and the Agricultural Fund
show the relevance of strict versus weak contradtudget rules. In the case of the Social Fund,
post-contractual collective decision making hasnbaeoided because co-payments were already
introduced in the Treaty. In the case of the Adtical Fund, however, collective decision making
has been shifted from the contractual to the postractual stage where collective decisions were
taken under the French government’s threat to Iéa@eCommunity and to jeopardize its further
existence.

Together, we can understand why the agriculturdigbtideveloped so differently from the social
budget from 1957 to 1970 and why its rules wereabgpof bringing the Community into its first
deep crisis.

11.3.3 POST-CONTRACTUAL STAGE II: INTEGRATION OF NITED
KINGDOM/DENMARK/IRELAND AND SPAIN/PORTUGAL/GREECE 271 —
1986

Two important changes in the budget process toakepin 1970. First, a unitary budget was
introduced and second, the role of the EuropealmBReant in the budget process was strengthened.
The tripartite budget — with earmarked contribusiclo agricultural, social and administrative
spending — was given up in favour of a unitary aidgithin the decision on Community’s own
resources of 1978.The unitary budget was financed initially by twaiszes of revenues: revenues
of customs and other levies and a contribution bymder States calculated on their respective
standardized VAT base. Later on, these two reseune&e become known under the names of
"traditional own resources” and "VAT own resourceBormally the decision on the Community’s
own resources had a constitutional quality asntai@ed valid until it is replaced by a new decision
on the Community’s own resources. Thus, the stgtus could only be changed by unanimity
(Lienemeyer 2002, pp. 205-214).

By the introduction of a unitary budget in 1970e tMember States gave up the possibility to
directly control the spending for the different isn How can we explain this voluntary reduction of
control possibilities from a public choice perspez?™® In our view four arguments were decisive:
First, the planned enlargement of the Union byluke Denmark, Ireland and the introduction of an
additional fund for structural measures made thpeeted bargaining costs for four different
budgets with nine Member States prohibitively hi§lecond, the experience within the agricultural
fund showed that the frequent bargaining neversiselesulted in only relatively little change in the
national contribution shares (see table 2). Thigeernce might have increased the willingness of
the Member States to fix the shares on the revee and to concentrate bargaining on the

19 Decision 70/243 of the Council from April 211970 on the substitution of financial contribuioof Member States
by the Community’s own resources.

' We shall return to the consequences of this rukubsection IV.

12 Unfortunately the positive literature studyingsthihange is only very limited. Here a detailed wtuebuld be
worthwhile.
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expenditure side. Third, the unanimity requiremémt changes in the revenue system gave
effectively every Member State a veto-right whiculd be used to prevent changes in the revenue
structure or even to exert pressure on expenddesions. Finally, the Commission with its
monopoly as an agenda setter had the power to elpsoposal that was not against its interests.
The Commission preferred a unitary budget over-atrfour-partite budget because the influence
of the Commission as the agenda setter was strongeunitary budget, as it allowed for much
more discretion in shifting funds in between progsa

While the budget process had been an exclusiveemaft the Council so far, the European
Parliament received competences with respect tosgiemding of the budget in 19¥0Most
importantly the Parliament got the “last say” witlspect to the non-compulsory expenditures
(especially for structural funds, administrativettees and researchj.However, in the period from
1971-1986 this change in the budget process hadnainlor consequences for the budget incidence.
Non-compulsory expenditures for structural fundsl aesearch (the two fields where Member
States could try to increase their revenues froenBb budget) accounted for only 5.1 percent of
the whole budget in 1978.Although this share increased to 15.8 percent9B51it was still too
limited to affect the net payment positions subtdly. '® Therefore we neglect the influence of the
Parliament in the period from 1970 to 1986 for analysis here.

The changes in the budget procedure and the irttimduof a unitary budget and unanimity
requirements on the revenue side did not lead tedaced importance of threats of exit in the
history of the Community from 1971 to 1986. Now tgestion was about the UK rebate on the
contributions to the budget. When the United Kingdoined the Union in 1973, it was supposed
to accept the system of the Community’s own ressuaf 1970 as aacquis communautairdt
had not only to waive all its customs revenuesi®@ommunity, but also to contribute to the VAT
own resources. Given that British agricultural impavere large and own (subsidized) agricultural
production relatively small (compared to those thieo Member States), the overall balance resulted
in a large net transfer in favour of the Communmityich was unacceptable for the British tax payers
and their government (see table 3). Under the thhed the British citizens would vote against EC
membership and the United Kingdom would leave tloen@unity, the Council granted several
yearly rebates and repayments up to 1984 when mgment rebate was conceded in the own
resources decision of the Council and the MembateSt’ Here again threat of exit led to direct
effects on the budget.

3 The European Parliament received in 1975 furtheentbe right to turn down the whole budget ultimatsith a
majority of 2/3 of the vote cast.

4 The Parliament became able to finalize changeheobudget with respect to the non-compulsory egiperes with
60 percent of the vote cast (and 50 percent ah@mbers).

15 Altogether non-compulsory expenditures accounve®f1% of all expenditures.

8 Furthermore majority coalitions in the Parliamevere not able to expand the size of the total budigenon-
compulsory expenditures, as the size was determinethe difference in between revenues and the atsop/
expenditures which were both decided in the Council

It has to be added that the establishment of theggan Regional Development fund had also the Bpgcirpose to
increase British receipts in order to reduce thiédBrnet payer position.
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TABLE 3:
Net Receipts from the EU Budget 1981 — 1984 in mdh ECU

Member State 1981 1982 1983 1984 > 1981-84
Belgium 320 310 210 330 1170
Denmark 280 280 330 500 1390
Germany -1770 -2320 -2300 -2950 -9340
Greece 160 690 940 990 2780
France 540 0 10 330 220
Ireland 590 740 770 920 3020
Italy 780 1520 1320 1710 5330
Luxembourg 270 250 270 280 1070
Netherlands 220 350 370 510 1450
United Kingdom |-1380 -1820 -1910 -1950 -7060

Source: Messal (1991, p. 113) and own calculations

Threat rather than formal decision making rule® aletermined the concessions made to the
coalition of the Spanish, Portuguese and Greek rgovents at the time of their accession in
1981/86 and even more subsequently when the SMghiet was at stake in 1986. One has to
remember that democratic regimes were in placeomuBal only since 1976, in Spain since 1975
and in Greece since 1974. In the early eightiesethieree regimes were still by far less stable than
the other Western and North-Western European sfateslast military coup took place in Spain as
late as 1981 and the constitutional goal of a foangation of Portugal into a socialistic regime was
abolished only in 1982. Therefore it was not implale to assume that these nations might fall
back into communism or autocracy which were sbibplar at that time. Hence, the alternatives for
the populations of Spain, Portugal and Greece aeitthe Community had to be estimated as
relatively tempting compared to membership. TheNE€&nber States on the other hand might have
felt uneasy with communist or autocratic neighbaaorthe East as well as in the South. Therefore,
one can understand that they were willing to papecial price for the accession and adherence of
these countries. This price was paid especiallyspgnding through the structural fund which
doubled in the eighties (see figure 1).

To sum upThe concessions made to France and to Spain/RéfBungece on the expenditure side
and to the United Kingdom on the revenue side ncldar that it were often not so much the formal
decision rules of the Treaty, but rather governisiecapacity to credibly threaten to harm the
Community by terminating membership that was deeisBut not all Member States were able to
exert such threats. Germany had no credible alieen@ its membership in the Community.

Though its net payments were at least as largease twhich the United Kingdom was expected to
make (see table 3), it was unable to exert thigat.nobody seriously thought that Germany was
willing to leave the Community. Geographically evs#d between France and the COMECON it
had nowhere to go. It turned out that the Germaregonent had even to contribute to filling the
gap resulting from the British rebate which furthereased its net payer position.

1.3.4 POST-CONTRACTUAL STAGE Ill: THE BUDGET UNDE QUALIFIED
MAJORITY/UNANIMITY RULE 1987-2003

In the following years, the power of governmentsetdorce budget decisions by threat of exit
decreased continuously. Member States grew clogethier. Firms made cross border investments.
A network of market ties emerged, making threat®xf increasingly less convincing. Sweden,
Finland and Austria became members of the Uniot®®b5, but as their outside options were very
limited, they were not able to negotiate specialcassions.
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As it had become evident that Member States wauhdlyf adhere to the Community, it became
possible to depart from the Luxembourg Compromitel@66 and to return gradually to the
collective decision rules of art. 148 § 2 of theedly of Rome (1957). A first step was the Single
European Act of 1987 where qualified majority ruleas extended to the issues of the Single
Market. A second step was the compromise of loanwh 1994 where qualified majority was
maintained (even with Austria, Finland and Swedenew members), but the minority required for
blocking an issue (temporarily) was set at 23 v@2&spercent) instead of 26 votes (29 percent) out
of 87 votes. The actual endpoint of this developnveais the Treaty of Amsterdam of 1997 (in
effect since 1999) which introduced qualified mayorule for Council decisions in important parts
of budget policy.

What would we expect based on the change of tHeativle decision rules? Generally theories of
decision making would predict that the applicatminqualified majorities instead of unanimity
increases the likelihood of changes in the EU buadgel the net payment positions of different
countries as the number of possible winning caalitiincreases® But what do we observe? We
have calculated the average net payments per hwathd period from 1995 to 1999 (when
unanimity requirements were in place with respedlmost all expenditure and revenue decisions)
and the period from 2000 to 2003 (when qualifiedamiy was in place for important expenditure
decisions and unanimity continued to be appliedrémenue decisions). We have decided to start
the second period in 2000 (although qualified mgjavas in place since 1999) to account for the
slack in policy-making and the time-lag in betwegmilitical decisions and the visibility of their
fiscal consequencés.These two periods should be especially suitabi@fcomparison because of
the stability of membership (EU 15).

Figure 3 shows the average annual net paymentigusiper head in the periods analyzed. In the
period from 1995 to 1999 we observe eight net weteistates. Ireland, Greece, Portugal,
Belgium/Luxembourg and Spain receive large net maysper head, while Denmark and Finland
receive moderate net payments. Net payers are @grrBaveden, the Netherlands, Austria and the
UK. France and ltaly are break-even states. Theyfammally net receivers, but the received
payments are so small that we treat them as bneak-states. If we compare these net payment
positions with the average positions per head @ plkriod of 2000-2003, we find a striking
stability. France and lItaly continue to be breakresgtates and continue to show a net payment of
close to zero. Of all other Member States of theI5Lhone changes from a net recipient to a net
payer or vice versa. And even the extents of aeepmayments per head of the Member States do
barely change. Only Denmark, which had been aewsiver in 1995-1999, became a break-even
state.

18 See e.g. Hosli (1996).
¥ The results change only marginally if we analyzeperiods 1995-1998 and 1999-2003 instead.
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FIGURE 3:
Average annual net payments per head before (199®499) and after (2000-2003) the Treaty of
Amsterdam in Euro per capita
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How can we explain this result? In our view we needtart with the status quo before 1999. Based
on exit threats (combined with other effects as éxample the relative importance of the
agricultural sector), a group of net receivers camieof the budget process since 1957 while other
states (especially those without credible exitmm) became net payers. Thereby we ended up in a
situation of eight net receivers (Ireland, Gred@ertugal, Spain, Denmark, Belgium, Luxemburg
and Finland), five net payers (Germany, Sweden Nétherlands, Austria and the UK) and two
break-even states (France and Italy). If we analyteg power of the groups of net receivers and
net payers we find that net receivers had a coatftatblocking minority of 34 out of 87 votes in
the Council in 1999 (see table 4), strong enougmamtain the status quo of the allocation of the
Union’s budgetary resources on agriculture andcsiral funds (i.e. to block any departure from
last year's budget allocations). The net payersviiera minority position too. They achieved 33
votes only. The two break-even states, France tahg had 10 votes each. Even an attempt by net
receivers or net payers to attract the votes ofbtieak-even states would not have changed the
outcome. Such coalitions would have fallen shortjadlified majority of 62 votes. Our results do
not change if we treat Denmark, which accounts3feptes, not as a net receiver but as well as a
break-even stat®. Similarly, a proposal to reallocate some of théistibutive funds to provide
public goods is unlikely to be accepted by the kilog minority of actual net receivers. The costs of
reduced transfers are very likely to be borne nthwhile the benefits of public goods accrue
typically to all Member States.

2 Denmark is a special case here. It has beenmceiver state in the period from 1995-1999 ancealbeven state in
the period from 2000-2003. If we analyze the whadeiod from 1995-2003 Denmark is a net receivelestBherefore
we have decided to treat Denmark in the followiafrelations as net receiver state. However, evelassification as
break-even state would not affect the validity of general argument.

2L A critical review of the assumptions made: Firbta, one may object that it is a simplificatioa focus on the
Council as a decision maker. Indeed, there ar&dunplayers such as the Commission which has teemaikl-term
projections and to prepare the yearly budget. Maggonegotiations take place between the Commisaiwh the
Council. But we argue that the ministers of the MdemStates have to fight fiercely in the Council floeir national
interests as contributors and receivers of funde Better they fight, the larger is the support thil receive from
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TABLE 4:
Votes of net receiver states, net payer states abceak-even states in the Council under the
rules of the Treaty of Amsterdam 1997 — 2003, EU 15

Group of Number of votes | Total votes BI.OCk'.ng Quqllf!ed
Member States minority majority
Net receiver
states 34 87 26 62
Net payer states 33 87 26 62
Break-even 20 87 26 62
states

Source: Own calculations.

On therevenue sideach Member State’s burden has been determinethdryimity since the first
decision on own resources of 1970In addition, the form of unanimity applied here ds
“asymmetrit and hence a very strong one as an existing aecan allocating contributions cannot
be abolished unless it is replaced by a new unamnecisiorf> This principle has important
consequences for the net budget incidence. Ifrtbielence of expenditures and of revenues is not
matched and the member states can be dividedriougp @f net payers and net receivers, then there
is no way for the net payers to get rid of theirdamn. They will neither be able to reduce the
general contribution rates, nor to shift their olurden on the shoulders of the net receivers. Both
attempts will fail to be accepted by the latterefiehis only one way for the net payers to protect
their interests: to block proposals to further @ase their contributions to the Union’s own
resources (which are likely to come from the neenreers). Such a blockade is indeed the only way
for net payers to protect themselves against arase of exploitation by the net receivérény
promises by net receivers that higher contributiosid be used for providing union-wide public
goods (or would be acknowledged as an advancednnagotiations} cannot be taken seriously.
For under general fund financing, the net receihange the power to channel these funds towards
themselves.

But what about the European Parliament in thisgoéYiDid we observe coalitions differing from

those dominant in the Council which tried to inG@dheir net-payer positions based on the non-
compulsory (in particular structural) expenditunesv belonging to the Parliament’s competences?
The strong increase of these expenditures in theties (from 15.8 percent of the budget in 1985 to
39.7 percent in 2000; see figure 1) seems to caritiis hypothesis. But a closer look reveals that
in fact little change took place. The trends irufigg 1 disguise that mostly a substitution took @lac

from means for price support for agricultural protuto means for structural support in agriculture.
Institutionally this meant a substitution from {tyéce guarantee section of the CAP to the struttura
guidance section of the CAP which belongs to thectiral funds. As a large part of the other

structural funds went to backward industrial anddeeoften agricultural regions as well, apparently

their voters at home. And after all, they haveuossve their national elections. Therefore we expeational interests
to dominate the strategic behaviour in the Couarad the final outcome.

2270/243/EGKS, EWG, Euratom, Abl., Nr. L 94 (1970)19.

% Strictly speaking: The decision on European Conitiesh own resources is open-ended and therefosetdhde

ended unanimously which will not be done beforewa pwn resources decision has been agreed. Se268rfex 201]

of the Treaty and Council Decision on the systemtlwf European Communities' own resources (20008%37/
Euratom).

24 Note that under simple majority rule, in contramt payers could bribe some of the net receivecsder to break up
an exploitative majority coalition.

% For example, extra payments which chancellor Messsigned to Poland in the financial perspecti®@52did not
affect Poland’s position in the Treaty negotiatioh2007.
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the same group of net receiver Member States asebbkenefited. This is not astonishing as net
receiver states and break-even states encompasadg 60 percent of the seats in the European
Parliament of EU 15 (and actually nearly 70 peradrEU 27). And the net payer states were not
able to bribe enough net receiver and break-esassin order to form a qualified counter coalition
to reallocate the Union’s expenditures to theirntaas. Therefore it seems legitimate to largely
abstract from the European Parliament as a deamsaker in budgetary matters in this period.
Some studies on EU-finances argue that the multi@nimancial framework instead of the annual
budget should be the basis for analysis (see emperhann 2005). Indeed this framework has been
superimposed on the budget in 1988 in order togmethe EU institutions (Commission, Council
and Parliament) from overdrawing the Union’s owrsowces and to run into deficits. The
multiannual framework limits the payment appropoas to a ceiling below the Union’s own
resources less a margin for “unforeseen expenditure

EXCURSES ON THE FINANCIAL PERSPECTIVE

Now one could argue that the multiannual finandi@mework — the seven-years financial
perspective introduced in 1988 as combined agreebwh on the size of the budget and the basic
structure of spending — could have been a decisivevation to overcome the budget deadlock.
However, this has not been the case especiallyvimreasons.

First, the commitment to the multiannual framewtiks to be seen on the background of the
presented annual budget deadlock. The financiaspeetive includes especially longer-term
spending programs, but generally the principlerofuality of the EU budget remains (based on the
Treaties) fully applicable. Therefore the “normdltidgetary rules pre-determine the agreement
under the (non-enforceable) financial frameworkhesordinary annual budget procedure remains
to be the fall-back position for the member sta@s.the other way around: The application of
unanimity on the level of the financial framewomrnconly be understood on the background of the
budget deadlock (a qualified majority for eithet payers or net receivers would be likely to blow
up the financial perspective).

And second, one has to note that the financial éwank has to be passed by unaninatd does

not specify the distribution of expenditure to th#erent member states in full detail. With regard
to the revenue side, the financial framework dbesefore not change the general incentive of the
net payer states to block increases of the budgktgs. Here one vote continues to be enough to
block any changes (asymmetric unanimity). And andkpenditure side the multi-annual financial
framework does not fully restrict the bargainingtba allocation of expenditures to member states
in the annual budget procedure. Instead of breakingthe budget deadlock, the multiannual
financial framework therefore increases the alreagly large status quo bias. And the unanimity
requirement cements the payment positions of thealvee states even further. This is unlikely to
change if the financial perspective is made enfateeas foreseen under the Treaty of Lisbon.

End of Excursus

To summarizeThe historical development of decision making lo& EU budget has resulted in a
re-distributive deadlockNet receivers use their blocking power to objany reallocation of
resources away from their narrow individual intésegnd net payers (anticipating net receivers’
power to attract the additional resources to thérasgveto any increase in their financial burden.
But net payers cannot enforce a decrease of theiteh. This would be objected by net receivers
under the asymmetric unanimity rule. Thereforedta@us quo is a stable equilibrium which means
that the net budget incidence as it came out optiveer play in the post-contractual stages | and Il
will be preserved. The claims by the Boege and rSapports that more public goods should be
provided will remain politically unnoticed.
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It is important so see the effect of taeymmetric unanimity ruléor decisions on Union’s own
resources. Had the net payers the possibility titat@nally terminate an existing own resources
decision, e.g. after the usual seven year durati@nfinancial framework, the unanimity rule would
be symmetric and all Member State governments would be undesspre to discuss budget
revenues and expenditures de novo and as a whiodes@paration of revenues from expenditures
would be abolished, and substantial reforms migltiome feasible. Though such a reform of the
unanimity rule might be desirable, it is irrelevdat our discussion; for no unanimity would be
found to support it. Therefore it is unlikely thtae EU budget process can be reformed within its
own rules like “Munchhausen pulling himself outtbé swamp by his own hair".

An examplemay illustrate how sensitively governments ofteacat to proposals to change the
distribution of the burden. When, in anticipatioh tbe Berlin summit of 1999, the German
government made some exploratory calculations emtssibility of obtaining an UK type rebate
on its contributions, the Spanish government prémpacted by submitting a counter-proposal
requiring that Member States’ contribution ratesustl rise progressively with respect to GNP with
the obvious effect that the German government shpaly more instead of less to Union’s own
resource$® The Spanish proposal was not even mentioned autivenit, but it had the effect of

taking the German proposal off the agenda, andttitas quo was maintained.

If these deliberations are correct, the likely lesueffectively one of non-decision making. Based
on this budget deadlock, union-wide public goodswarlikely to be provided in a larger amount, as
those who benefit from redistribution in the statu® have to give up their privileges to finance
these public goods and those who pay for the bualgeteluctant to pay more because they cannot
earmark their contributions for the provision ofopa goods. The budget is likely to grow in line
with the built-in rules. These rules are definedtbg ceiling of 1.24 percent of Union’s Gross
National Income (GNI) as assessed in the own ressudecision of 2008. The ceiling has been
renewed in the 2005 summit and it will remain & tavel until 2013. Some readers may not be too
unhappy with the deadlock because it guaranteegt @fs‘second best”: As long as it is apparently
not feasible to provide (more) union-wide publiods, they may say, it is fortunate that the budget
cannot grow faster than the rate of growth of UrBMP limiting further redistribution.

11.3.5 POST-CONTRACTUAL STAGE IV 2004 TO 2009: THEREATY OF NICE

In 2004 an enlargement of the European Union fréol25 Member States took place and from
2007 on Romania and Bulgaria became th® &6d the 2% member. How does the enlargement
affect the budgetary process?

So far we dispose only of very limited data of timpact of enlargement of the European Union on
the budget incidence. With respect to the futureetigpment we believe that the mechanisms of
exit threat of the post-contractual stages | andilll not re-emerge. The Union has become large
enough to bear the exit of some of the new accesdaies. Therefore accession states lack a threat
potentizaz!scomparable to that of France in the s&tor the UK and Spain in the seventies and
eighties:

Table 5 shows the groups of net receivers, netrpagmd break-even states under the rules of the
Treaty of Nice, now including the accession stategch have all been added to the net receiver
states identified under the Treaty of Amsterddms we see, net receiver states will not only keep,

% See H. Biinder, Die mithsame Suche nach dem richRgéormmodell, Franfurter Allgemeine Zeitung N83] 21
August 1998, p. 12.

%7 Less the margin for “unforeseen expenditures” atmwe.
2 A good sign of this development is that the righexit is integrated in the Treaty of Lisbon (se& 49a).

2 \We continue to treat Denmark as a net receivée.sta
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but even increase their blocking minority. This nieyd even if some of the accession states and of
the break-even states may become net payer se@sansequence of the further enlargerifent.
But net receivers (traditional and new) will notratt as many votes as to achieve a qualified
majority. But they will be able to block policiesducing transfers to them. Net payers (even when
augmented by some successful accession stategemidin weak. They have just enough votes to
form a blocking minority, but are far off a quadifl majority even in a coalition with the break-even
states. Therefore the net receivers will be ablen&intain the size of the agricultural and of the
structural funds and to suppress public good pragrdOn the other hand net payers can use their
voting power to block further expansion of the betdAll in all little change has to be expected.
Only the strain on the resources of the budgekétyl to increase.

TABLE 5:
Votes of net receiver states, net payer states abceak-even states in the Council under the
rules of the Treaty of Nice 2004 — 2013 EU 27

Group of Qualified
Member Number of votes Total votes | Blocking minority L
majority
States
Net receiver
states (old and 196 345 91 255
new)
Net payer 01 345 01 255
states
Break-even 58 345 01 255
states

Source: Own calculations.

It is interesting that a study based on the mutiigah financial framework from 2007 to 2013 by
Heinemann (2005) predicts a distribution of netguaand net recipient votes in the Council that is
similar to our calculation¥: We see this as further evidence for our arguméstable coalitions of
net payers and net receivers with respect to thékdget.

11.3.6 THE IMPACT OF THE TREATY OF LISBON: 2009 AN BEYOND

The Treaty of Lisbon, which is planned to come iefifect in 2009, includes two important
changes: First, new decision rules in the Cournreilta be implemented and second, the role play of
the Council and the European Parliament in the buggocess is changed. With respect to the
decision rules in the Council, the Treaty of Lisbdonesees new rules starting in 2014 (2017 in
exceptional cases), requiring a double majorityp®fpercent of the Member States (i.e. 15 States
for approval) which have to represent at least &8qnt of the total EU populatidh Furthermore,
four Member States will be sufficient to form a ¢htang minority.

Table 6 shows the distribution of votes in between receiver, net payer and break-even states
under the new rules of the Treaty of Lisbon. Thgnek continue to hold the net payment positions
of the 15 “old” member states constant from theetumder the Treaty of Amsterdam and treat the
12 “new” members as net recipients as before. Vetlsat based on the new rules the existing

% Malta, Slovenia, Czech Republic and Cyprus willeige an extra payment avoiding that they are plish® a net
payer position.

31 Based on the study of Heinemann (2005, p. 18)rawsivers in the period 2007-2013 dispose of 1t@s/and net
payers including break-even states of 167 votes.

% The transitory regulations of the treaty of Liskart. 3 § 3) foresee that - on demand of any membtnhe Council -
a population criterion of 62% can be applied alygetkdm 2009 on. However, this has no influence lo@ majority
coalitions discussed here.
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coalition of net receiver states will easily beeld maintain their blocking minority as they
outnumber the other two groups. But they will (ewera coalition with the break-even states) not
be able to meet the population criterion which wloallow them to attract even more resources
from the agricultural and structural funds. Thelitma of net payers will fail on both; state votes
and population even in a coalition with the breakrestates. But they can block an extension of
expenditures in favour of the net receivers and st resort, an increase of Union’s total amount
of own resources at their costs due to the unapiraquirement of art. 269 TEC.

TABLE 6:
Votes of net receiver states, net payer states abceak-even states in the Council under the
Lisbon Treaty (EU 27)

Group of 0
Member Number of votes Total votes | Blocking minority 65% of _the
population
States
Net receiver 20 27 4 194.7 <320.4
states
Net payer 5 27 4 176.5<320.4
states
Break-even 2 27 4 121.7<320.4
states

Source: Own calculations.

With respect to the European Parliament the sdanas more complex. We remember from the
previous section that following 272 TEC the Europ&arliament has currently the last word in
non-compulsory expenditures (especially structiwmall money and administrative expenditures)
and can turn down the budget as a whole. BasedtoB1a of the Treaty of Lisbon TFEU, the
whole budget will be decided by the Council and Plagliament on equal footing. Many comments
see the position of the Parliament to be reinformmupared to the status quo. However, this is not
the case. The constitutional draft of 2003 hadiwoailly foreseen that the Parliament can enforce its
view in case of disagreement on any part of thegbtil But the intergovernmental conference of
2004 decided that in case of disagreement in theciation Committee the Commission has to
write a new budget draft and the process starterdh€ompared to art. 272 TEC the position of
the European Parliament is therefore clearly weattebinder the present regulation of 272 TEC
the Parliament has the last word for all non-comgyl expenditures, while the Parliament will
have to compromise on all expenditures with ther@dun the Conciliation Committee under art.
314 of the Treaty of Lisbon TFEU.

Taken together we therefore expect that the Counbilch is dominated by net receiver states, will
reinforce its dominant position in the budgetarggass. Little or no change has to be expected in
the revenue or expenditure structure from Lisbod &s reforms of the decision rules and the
budget process. Consequently we see little chaflocesn increase in the provision of union-wide
public goods.

vV A WAY OUT OF THE BUDGET DEADLOCK

We have shown that the gridlock of the EU budgeatassed by two factors: First, the actual net

334 T)he Parliament may ... acting by a majorityitsf component members and three fifths of the votss, confirm its
amendments.” art. 111-310 § 8 of the constitutiodedft of 2003.

% A majority decision of the Parliament (as in #t:310 § 8, 2003) can (following art. 314 Treatjldsbon TFEU)
only take place in the very unlikely case that riygresentatives of the Council (in corpore) firstne to an agreement
with the representatives of the Parliament in tlmndlliation Committee and then come to the conolughat they
disagree formally in the Council.
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payers are reluctant to agree on an expansion efdapg e.g. for union-wide public goods as
additional means cannot be strictly earmarked. 8fbee net payers have to fear that their
additional contributions will be diverted into rettibution favouring the coalition of net receiver
states. Second, net payers cannot unilaterallydvath means from the budget. Their current
contributions are subject to an asymmetric unagingguirement inherent in the EU own resources
decision in the sense that unanimity is requiretetminate the status quo and hence one single
vote is sufficient to continue it.

IV.1 GENERAL CONDITIONS FOR A WAY OUT OF THE DEADLO CK

Based on the Treaty of Nice and the Lisbon Treayhave to expect that the unanimity rule on the
revenue side and the qualified majority rule on élpenditure side will be maintained in future

years. Even based on the new vote distributioeffect from 2014 on) this means that no group of
net payers or net receivers has a majority whiclarge enough to change expenditure policy.
Hence, the mainly redistributive nature of the Hidiget is likely to continue.

How could this deadlock be broken up and an ine@sovision of public goods with benefits for
all citizens in the Union be realized? In our vigwe following five conditions are decisive for an
implementable reform proposal:

a. Separation:We have seen that the means for additional pujdieds cannot be
raised according to the actual budgetary rules. mdeeivers would channel the
means into redistribution and, in anticipation et neceivers’ behaviour, net payers
would refuse to contribute. Therefore, a new, smpabudget'the public good
budget” has to be introduced encompassing all or a supgodtMember State¥.
But the old budgetthe general budgethas not to be given up in order to avoid that
there are loserg®

b. Symmetric unanimitylfhe new budget procedure has to be designed iryahatno
party risks to be exploited. Therefore the addaiobudget requires consent of all
participating Member State governments. To makeauttaimity rule symmetric and
avoid that Member States get locked into the statws, an individual right of
termination (at the end of pre-assigned periodsfia¢o be included.

C. Right of initiative: To make sure that all pareto-improving public gopdgjects -
and not just those favoured by the European Conmoniss have a chance of
implementation, every Member State government shbale the right to propose
new projects within the public good budget.

d. Institutional congruencyTo reach Wicksellian institutional congruency (beém
beneficiaries, decision makers and contributors;Ra&ll 1896), the Member States
agreeing on a separate provision of public goodsilshnot only profit from the
benefits of these goods, but as well bear theitscos

% We doubt that new rules can be adopted withoungegration of the status quo. Insofar our proposégrs from
other institutional approaches as e.g. the oneuschBnan and Lee (1994).

% A current proposal of Friedrich Heinemann et aDQ2) on the reform of the revenue system takesnilasi path
(Heinemann et al. 2007). Heinemann et al. argdavour of a separation of the budget into expemeguwhich do not
have clear or politically sensitive redistributigéfects and expenditures, which have critical reitistive effects (as
especially spending within the CAP and the strdtfund). The two budgets shall be financed byedéht means and
a general correction mechanism shall replace iddally determined rebates (as e.g. the UK rebateyvever, this
proposal differs from our approach in fundamentih{s. Most importantly our approach does not afteto split
expenditures of the current budget, but to intredacompletely new budget. Furthermore we focusaahuch on the
financing side of the budget but on the more imgrurtexpenditure side. While we agree that the agmbroof
Heinemann et al. is superior to most existing naiveareform proposals by integrating polit-econoraiguments, we
are less optimistic with respect to the chancdsredking the current budget-deadlock via new reganies.
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e. Contributions Since willingness to pay for public goods dependsa number of
factors such as the characteristics of the godtivigtual preferences, income, prices
etc., the rules of financing should be flexible.eyhshould take the form of
individual contributions rather than general radsdd payments.

Based on the unanimity requirement, a budget puoeeblased on these five conditions guarantees
that nobody is made worse off compared to the adtdlock with little or no public good
provision. Strategic behaviour, which is typicalden the unanimity rule, is mitigated as Member
States have to commit to the public good budgetfpre-assigned period in the short-term (which
creates stability), but can drop out in the long-(see condition b). Additionally, the principle of
one country one vote holds. Hence there is no meedeighting votes. Furthermore, the public
good budget does not necessarily need to be ayibii@get. It may consist of several sub-budgets,
which are approved sequentially as in the earlysyefithe EEC’ So the process reveals for each
separate budget, whether the benefits exceed #tg. co

It is important to note that our proposal of a Hgwblic good budget” shall not be imposed based
on welfare considerations (as e.g. those by BoadeSapir). It just opens a window of opportunity
which can be employed by the Member States. Insise our budget proposal is strictly positive
and pareto-improving.

IV.2 IMPLEMENTING A NEW PUBLIC GOOD BUDGET WITHIN T HE INSTITU-
TIONS OF THE EU

How could our newly proposed public good budgeirbplemented within the institutions of the
European Union? In our view the existing optioranf‘enhanced cooperation” can be an important
starting point.

Enhanced cooperation - as a mechanism for inteds@ooperation of a group of eight or more
Member States within the constitutional frameworktioe EU and its procedures - has been
originally introduced in the articles 43 and 44 ThRhd art. 11 TEC of the Treaty of Amsterdam of
1997. The strict regulations for authorization tieai the possibilities to start enhanced cooperation
and the Commission and the Council had many oppities to veto enhanced cooperation at each
stage of the process. Hence, it is not astonistiiagenhanced cooperation did not really become
popular and has as such never been appliéuthe Treaty of Nice of 2002, the Member States
somewhat relaxed the rules of enhanced cooperé&ion43 — 45 TEU Nice and 11 — 11a TEC
Nice). A further liberalization is foreseen to tagkace under the Treaty of Lisbon (art. 20 TEU
Lisbon and art. 326 — 334 TEC Lisbon). In particike authorization criteria shall be downgraded
enabling the Council to authorize enhanced coopergtist by a qualified majority (as defined in
art. 280e TEC Lisbon¥ Furthermore the so called “passerelle system’l §iwlintroduced in the
Lisbon Treaties. This allows the participants ofemtanced cooperation to choose the applicable
decision rule and legislative procedure by theneselart. 280h TEC Lisbof1j.

%7 It has to be remembered that the Union never Hatlyaintegrated budget. The budget of the Eurap€ammunity
of Coal and Steel (during its existence) as wellh@sbudget on loans and credits has always bgenated from the
general budget (see Strasser 1991, pp. 46-49hdfumbre the existence of separately financed “puigiod budgets”
in other international organizations (as for exaamipl the OECD) prove the feasibility of such anrapgh (see e.g.
Heinemann et al. 2007, pp. 76 ff).

% For a discussion of e.g. the Schengen acquis tanlation to the processes of enhanced cooperadée CEPS,
EGMONT and EPC (2007, pp. 97 ff).

39 Except for projects of enhanced cooperation irette@ of Common Foreign and Security Policy.
0 For a discussion of the general mechanism of er@thoooperation see especially CEPS, EGMONT and (2B@7),
pp.97 ff, De Schoutheete (2001) and Bribosia (2007)
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Based on the reforms in the Treaty of Lisbon amupgrof niné* or more Member States would in
principle — given the support of a qualified majprin the Council — be able to implement an
additional public good budget within a process mti@nced cooperatidfi.Based on the “passerelle
system” they could agree on our proposed symmaetranimity rule for decisions on this budget.
As the Treaty of Lisbon (art 332 TEC Lisbon) foresethe costs for such a budget would be borne
by the participating member states (as requiredusycriterion of institutional congruené§)and in

our view a system of contributions could be intrecefdifor this budget

While it generally seems possible to implement dditeonal public good budget within a process
of enhanced cooperation, several obstacles remaderuthe Treaties. These would need to be
reformed in order to facilitate the set-up of adliidnal budget in the form proposed above. First,
the establishment of enhanced cooperation is amngsten as a “last resort” for a number of at least
nine Member States if the objectives cannot banatthwithin the regular union-wide legislative
procedures (art. 20 TEU Lisbon). In our view thks@ssively restricts the ability of Member States
to agree on additional public good projects. Thmeefthe “last resort” status and the fixed
minimum requirement for participating member statsBould be abolished. To avoid
discrimination, the Commission should instead haverove that a proposal encompassing a larger
number or all Member States is feasible. If the @ussion fails to do so, enhanced cooperation
among any subgroup of Member States should be atldw take place. Second, the Commission’s
exclusive right of initiative within a process ofhtenced cooperation should be abolished as it
violates our demand of a right of initiative foreey participating Member State. And finally, the
European Parliament currently needs to assenteallsidns under enhanced cooperation with a
majority of its members, if the issue would normétll under the co-decision proceddrerhis
should be the case for most public good projectsvéver, we find that the participation of the
European Parliament in unanimous decision makirg gioup of Member State governments is an
unnecessary complication and a further blockad&wgor Member States not participating in
special public good projects. Therefore we propuseto include the European Parliament under
the additional public budget procedure within erdegghcooperation.

\% CONCLUSIONS

In this paper we demonstrated that we are in atsitu of a persistent deadlock on the expenditure
as well as on the revenue side of the Europeandbutldgs not that some Member States randomly
become winners and some become losers in the largigaiocess, but that the rules persistently
favour some at the costs of others so that thditlésexchange between the two groups. Whether a
Member State is on the winning or on the losing $ids depended a lot on its ability or inability -
in the early years of European Economic Community exert threat in order to influence the
emerging division between those who receive andehleho pay. Thereafter unanimity or close to
unanimity rules had the effect that changes of skasus quo were difficult to achieve as the veto
power of potential losers has been strong. Sinee #table coalitions have dominated either side of
the budget and are likely to block any substacti@nges in the enlarged EU.

*1 The minimum number of participants for enhancedpewation was increased in the Lisbon Treaty fraghteto
nine.

“21t should be noted that the anti-discriminatioresu(art 327 and 328) ensure that the enhanced raiimperemains
open for late-comers. See as well e.g. the dissassiBordignon and Brusco 2006.

3 Except for administrative costs, which are bornat®yEU budget. Before the Treaty of Nice, all sasitprograms
of enhanced cooperation were assigned to the Elgetud

“** The concrete form of cost-sharing is not speciiiethe Treaty. See art. 331 TEC Lisbon.
> For a discussion of the role of the European &aéint see especially CEPS, EGMONT and EPC (2003,fppnd
97 ff).
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These findings lead to a pessimistic evaluationarmative approaches based for example on the
Boege or the Sapir report. So far we are not awheenormative proposal which could seriously be
expected to break up the existing deadlock ondlienue or on the expenditure side.

In this paper we do not want to add one more pralpms what should be done to improve the EU
budget allocation. We rather say: If the presemniasion is inefficient in that subsidies are tomka
and the amount of provided public goods is too gmthen we must focus on institutional
improvements which allow us to realize the poss#fficiency gains. We show that a separate
budget for public goods in addition to the statyt@lU budget could be such an institutional
improvement that opens a window of opportunity $oage from the current budget deadlock. The
process of enhanced cooperation and its recentmefm the Nice and Lisbon Treaties seem to be a
good starting point to implement such a separabtéigpgood budget.
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