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INTRODUCTION

Before 1990’s the cooperation of financial experts from Central and Eastern Europe
countries had, among others, a formula of scientific symposia organized every 2
years by the particular countries of the region. The last of them took place in May
1991 in Opatija (Croatia). The socio-economic and political transformations of the
1990s interrupted this cooperation. However, the need for its establishment and
institutionalization continued in academic circles, which is why on 6 September
2002 the founding meeting of the Association Center for the Research on the Public
Finances and Tax Law in the Countries of Central and Eastern Europe (in short
“Center”’) was held in Bialystok (Poland).

The Center Association inspires and conducts joint conferences and research, assists
in their implementation, collects and makes available information on the Members’
scientific initiatives, cooperates with governmental and non-governmental
organizations. An important aim of the Association is to promote European
standards in the field of public finance and tax law in Poland and the other countries
represented by the members of the Association as well as the exchange experience
with other countries. The Association brings together ca. 300 members — the
representatives of legal, economic and public management science as well as public
sector practitioners — from 14 European and Asian countries (Poland, Russia, Czech
Republic, Slovakia, Lithuania, Belarus, Hungary, Ukraine, Kazakhstan, Croatia,
Bulgaria, Moldova, Romania, France). The “Center” autonomous organizational
unit is the All-Russian branch of “Center” functioning since 2008 at the Voronezh
State University.

One of the basic ways that the mission of the Association “Center” is fulfilled is
through the organization of annual international scientific conferences, which have
become a forum for the exchange of ideas, the findings of scientific research and the
experience of scientists from several dozen academic centers of Europe and Asia.
It seems that the differences in legal systems and regulations in the field of public
finance in the 14 countries, which the board members come from, promotes creative
discussion at the conferences and the elaboration of effective solutions to problems
that exist in practice. The multiplicity of points of view and the variety of solutions
analyzed by scientists is a significant value that the Association has brought to the
development of the science of financial law in this part of the world for 16 years.
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So far, 16 international scientific conferences of the “Center” have been held
(Bialystok 2002, Brno 2003, Vilnius 2004, Kosice 2005, Grodno 2006, Voronezh
2007, Paris 2008, Lviv 2009, Prague 2010, Gy6r 2011, Bialystok 2012, Omsk 2013,
Mikulov 2014, Strbské Pleso 2015, Bialystok 2016, Vilnius 2017), the next one
will be held in Prague in 2018. In consequence, so far, 15 monographs have been
published that are the result of annual international conferences, i.e.:
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— Ruskowski, E. (ed.): The Budget Deficit and the Public Debt in the Selected

European Countries, Bialystok: Publisher of WSFiZ in Biatystok, 2003.

Radvan, M., Mrkyvka, P. (eds): Financovani uzemni samospravy ve
sjednocujici se Evropé (Financing Territorial Self-government in a Unifying
Europe), Brno: Publisher of the Faculty of Law of Masaryk University in
Brno, 2005.

Miskinis, A., Ruskowski, E. (eds.): Problems of Financial Law Evolution in
Central and Eastern Europe within Integration Processes, Wilno-Bialystok:
Temida 2, 2004.

Current Questions of Efficiency of Public Finance, Financial Law, and Tax
Law in Countries of Central and Eastern Europe, Koszyce: Publisher of the
Faculty of Law at the University of J.P. Safarik in Kosice, 2005.

Guszczyn, L. (ed.), Zhuk, M., Abramchik, L., Ruskowski, E., Kosikowski,
C., Etel, L. Gluchowski, J., Mrkyvka, P., Sentsova, M.. dunancoBoe
MPaBOTBOPYECTBO U IMPABONPUMEHEHUE B rocyaapctsax LleHTpasibHOM |
Bocrounoii EBponsr (Financial Lawmaking and Law Enforcement in the
States of Central and Eastern Europe), Grodno: Publisher of Grodno State
University, 2006.

Sentsova, M. (ed.): Modern Problems of Tax Law Theory (CoBpemen- Hble
poOJIeMBI TEOPHH HAJIOTOBOTO TpaBa), Voronezh: Publisher of the Voronezh
State University, 2007.

Ruskowski, E., Tyniewicki, M. (eds.): Basic Problems of Public Finance
Reforms in the 2Ist century in Europe, Biatostockie Studia Prawnicze
(Bialystok Legal Studies), no. 5 (2009).

Ruskowski, E., Zawerucha, 1. (eds.): Public Finance and Financial Law in the
context of Financial Crisis in Central and Eastern Europe, Bialystok-Lviv:
Temida 2, 2010.

Boha¢, R. (ed.): Current issues of finance and financial law from the
viewpoint of fiscal and monetary promotion of economic growth in
the countries of Central and Eastern Europe after 2010 (AkTyanabHbIC
npobsieMbl PUHAHCOB U (PUHAHCO-BOTO MPaBa ¢ TOYKU 3pCHUA (PUCKATHLHOTO
W MOHETAPHOTO TOOMIPEHHUS XOIMHUCTBEHHOTO pocTa B cTpanax Cpemued u
Bocrtounoii EBporst mocite 2010 roga), Prague: Wydawnictwo Leges, 2010.
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— Hulko, G., Patyi, A. (eds.): Public finances — Administrative Autonomies,
Gyor: Publisher of Univerity in Gydr, 2012.

— Ruskowski, E., Stankiewicz, J., Tyniewicki, M., Zawadzka-Pak, U.K. (eds.):
Annual and Long Term Public Finances in Central and Eastern European
Countries (I'onoBoe 1 MHOTOJIETHEE TJTAHUPOBAHNUE B Ty OJIMYHBIX (prHAHCAX
ctpan Llentpans- Hoit 1 Boctounoit EBponsl, Bialystok: Temida 2, 2013.

— Kostukov, A.N. (ed.): Problems of Application of Tax Law in Central and
Eastern European Countries (IIpoGiemMbI HaJI0TOBOT'O IIPABOMIPU- MECHEHUS
B cTpanax llentpansHoit u Boctounoii EBporbr), Omsk: Publisher of State
Omsk University, 2013.

— Mrkyvka, P. (ed.): System of Financial Law — General Part, Brno: Publisher
of the Faculty of Law of Masaryk University in Brno, 2015; Radvan, M. (ed.):
System of Tax Law, Brno: Publisher of the Faculty of Law of Masaryk
University in Brno, 2015; Blazek, J. (ed.): Financial Markets, Brno: Publisher
of the Faculty of Law of Masaryk University in Brno, 2015.

— Babcak, V., Romanova, A., Vojnikova, I. (eds.): Tax Law vs. Tax Frauds and
Tax Evasion, KoSice: Publisher of the Faculty of Law at the University of
J.P. Safarik in Kosice, 2015.

— Etel, L., Poptawski, M. (eds.): Tax Codes Concepts in the Countries of
Central and Eastern Europe, Bialystok: Temida 2, 2016.

Members of the “Center” take an active part in the Days of Law at the Masaryk
University in Brno organized since 2007, as well as in international scientific
conferences organized by Michat Rémer University in Vilnius, Pavel Josef Safarik
University in KoSice, Yanka Kupala Grodno State University in Belarus and the
Voronezh State University in Russia.

The results of the scientific research of the “Center” Members are presented in the
form of comparative scientific monographs, especially on an international scale. So
far, about twenty such monographs have been published, issued at the initiative or
with the participation of the Association. Monographs analyze selected issues of
financial and tax law in the countries of Central and Eastern Europe. The following
publications can be mentioned only as an example:

— Etel, L. (ed.): Europejskie systemy opodatkowania nieruchomosci (European
Real Estate Taxation Systems), Warszawa: Wydawnictwo Sejmowe, 2003.

— Ruskowski, E., Dolnicki, B. (eds.): Wiladza i finanse lokalne w Polsce
i krajach osciennych (Local Authorities and Finance in Poland and
Neighboring Countries), Bydgoszcz-Bialystok-Katowice: Branta, 2007.
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— Poplawski, M., Sramkova, D. (eds.): Legal Sanctions: Theoretical and
Practical Aspects in Poland and the Czech Republic, Brno: Publisher of the
Faculty of Law of Masaryk University in Brno, 2008.

— Sentsova, M. (ed.): Tax and Budget law: Modern Problems of Property
Relations, Voronezh: Publisher of State University in Voronezh, 2012.

— Ruskowski, E. (ed.): Stankiewicz, J., Tyniewicki, M., Zawadzka-Pak,
U.K., Roczno$¢ i wieloletnios¢ w finansach publicznych (Annuality and

Multiannuality in Public Finances), Warszawa: Lex a Wolters Kluwer
business, 2014.

The Association publishes two own journals in the form of yearbooks presenting
the papers in English or Russian. Since 2008, the “Annual Center Review” has
been published by the “Center” together with the Law Faculty of the University
of Bialystok. In 2016, an additional issue of the “Annual Center Review” was
published devoted to the principles and problems of evaluation and dissemination
of the scientific achievements of the Association’s members. In turn, since 2010 the
“Public Finances and Tax Law” issued by the “Center” and the State University of
Voronezh has been published. In addition, the “Center” supports the organizational
structure of the international scientific journal “Public Governance, Administration
and Finances Law Review” published in Budapest since 2015 by Wolters Kluwer
(Hungary).

Thinking about the scientific future, the Association pays a lot of attention to the
scientific development of young scientists, the results of their research are published,
among others in the “Annual Center Review”. With a view to them, the Seminar
for Ph.D. Students and Young Researchers was initiated as a part of the annual
conference that was held in Vilnius in 2017. In addition, the Association undertakes
the task of inspiring double doctorates. In 2015, two such defenses took place as a
result of the scientific cooperation of the University of Brno and the University of
Bialystok. Currently, the “Center” work on next double doctorates.

More information about the Association and its activities can be found in the
Center Scientific Bulletin, edited by E. Ruskowski, P. Mrkyvka, J. Stankiewicz,
P. Woltanowski, E. Lotko, Bialystok: Center, 2017, 272 pp., available at the website
of the Association (www.ciob.pl).

*k%

The book contains papers sent for the XVI annual international conference of the
“Center”, which took place in Vilnius in September 2017. The main theme of the
conference was the optimization of organization and legal solutions concerning
public revenues and expenditure in the public interest. The articles analyzing the
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mutual relations between broadly understood public revenues and expenditure and
public interest from the legal, economic and managerial point of view were invited
to the publication.

Public interest-based theories are imprecise because the subject of these theories is
an ideal rather than a discrete construct. The concept of public interest is sometimes
identified with public values, however, the most important distinction between these
two concepts is that the “public interest” is the ideal, whereas the “public values”
have specific, identifiable content.

This publication is a unique approach to the subject of public revenue and expenditure
as so far in Western literature the public interest analysis was conducted within the
broadly understood science of public administration, in which legal science does not
play an important role. On the one hand, due to the dominance of research on public
administration in CEE countries by legal science, and on the other hand, due to the
fact that representatives of legal sciences from this geographical area open to issues
of public interest, going beyond strictly legal scope of the research, this publication
is an important step towards building scientific bridges between representatives of
legal scientists from the CEE countries and representatives of public administration
and public management scientists from Western countries.

The book consists of three parts. The first one, having the introductory and
definitional character present the essence of financial public interest. The second
part contains studies on the protection of public interest in the financial law, while
the third part discusses the issues of protection of public interest in the tax law.

The first part presents issues of the concept and premises of the public financial
interest. The second part presents the issues of the public financial interest of the
European Union, the public interest in the budgetary law as well as the protection
of the public interest in specific issues of the financial law. In turn, the third part
discusses the issues of the protection of the public interest in general issues of the
tax system and fiscal administration, the protection of public interest in income and
sales taxes, as well as the impact of tax optimization on the public interest.

The published articles have been subjected to a double, and in some cases, triple,
blind review.

Urszula K. Zawadzka-Pgk, Ewa Lotko, Michal Radvan
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CHAPTER 1

ESSENCE OF FINANCIAL PUBLIC INTEREST

SECTION 1.1

NOTION OF FINANCIAL PUBLIC INTEREST
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The contribution deals with issues concerning public financial interest (with
emphasis to conditions in the Slovak Republic). These issues are inherently
connected with the notion of the private and the public interests. The opposite
character of different kinds of interests manifests itself predominately in issues
concerning taxation. Author’s opinion is that contradictory positions of taxpayers
and the state/municipalities in tax matters reflect opposite nature of private and
public interests. Abovementioned topic, which is very interesting, is difficult to
analyze since various scientific disciplines describe the general notion of interest
differently (for example psychology, sociology or pedagogy). The Author describes
the notion of interest as the specific focus of an entity: concentrated attention to the
certain thing, the certain activity or certain social relations. With that regard, the
Author draws the conclusion that political interests are on the top of the hierarchy of
interests in the society while economic interests are realized through them.
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1 Introduction

Our opinion is that the fiscal interest of the state, as well as the fiscal interest of
self-government bodies, has priority among public interests of the state, although
this fact is not often empathized. It should be noted (with certain reservation) that
described hierarchy of public interests are prevalent mainly in modern states. During
the realization of tax law relations and financial relations, the abovementioned fiscal
interests are transformed/ incorporated into specific economic policies of the state
(containing as their integral parts financial and tax policies).

With that respect, both state and self-government bodies (from the standpoint of
the pursuit of public fiscal interest) are primarily concern about financial and tax
legal relations. This result from the fact that the achievement of revenue goals that
are set in the state budget/municipally budgets (according to specific territorial and
temporal conditions) is necessary for the effective realization of the state functions.
The executive power branch (mainly state government) in order to gain financial
resources prefers the increase in tax rates (or introduction of new tax measures
with similar effect) over cuts in budgetary expenditures. As an argument/excuse
for that approach the governments often use “standard” excuse that high level of
expenditures serves the interests of the general public. It is regrettable that cuts
in expenditure are not to the wider extent used to achieve the rational balance
between expected revenues and necessary expenditures of the state. It would be
the oversimplification to conclude that abovementioned situation only concerns the
Slovak Republic.

In dealing with issues concerning public fiscal interest, we need to tackle several
questions like:

— what could be regarded as public interest/how could public interest be
defined; from which sources does the public interest arise, how is the
perception of public interest shaped by government policies and finally,
how could be public interest pursued within actual social condition existing
within the certain state;

— what is the purpose of public interest and in what cases does it actually
serve only as an excuse/argument for people in government pursuing their
private/political-power interests (or for interests and economic ambitions of
oligarchs and lobbying groups);

— which issues belong exclusively either to the category of private interests or
to the category of private interests;

— how to described vague and interdisciplinary notion of public financial
interest;
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— which criteria should be used in the assessment of public fiscal interest in
Slovak Republic as an EU member state (which membership lasts for 13
years).

It should be noted that aforementioned questions are related to the notion of public
interest as described in the contemporary theory of democracy, which teaches that
every government decision should closely follow interests of the general public. It
should be further noted those terms: “policy/policy decisions” and “public interest”
is broad notions that could have the different meaning for different individual
economic entities or social groups. Also, varieties of methods are used by different
scientific disciplines in approaching questions: whether the certain issue is in public
interest or whether certain policy truly promotes the public interest. Such situation
is further complicated by the fact that public interest sometimes loses its importance
in the realization of state policies in spite of its previous key importance in the
policy-making process of these same policies.

In modern democracies, collective decisions are made by referendum and elections.
Therefore each policy decision, in theory, should reflect the will of the majority of
the population. From this follows that public interest by definition and according to
scholarly literature should maximize benefits to a large number of people. Stated
conclusion is based on the doctrine of economic individualism, which stresses the
primary importance of private interests. In that conceptual framework, the change
in perception of the notion of private interests affects the notion of “public interest”
(Ivanovic, 2015) as well (which is changing accordingly).

2 Description of Various Kinds of Interests and of Interaction
between Public and Private Interests

There is a saying: “money rules the world”. Majority of people accept stated opinion
as a priory true and they do not think about its further implications. Similarly,
people react to the question: “who rules/controls the money”. Only hardly one could
be imagined such state of affairs in which the circulation of money would be totally
independent of any other causes. Potential proponents of such possibility could
counter this position by the truism that “money brings money (even bigger money)
in time”. But this is not a valid argument since the increase in any monetary supply
does not result from independent “self-circulation” of money. The modus vivendi
for growth in monetary mass during time should be therefore described rather by
something/someone else than by the money themselves.

There is an evident answer to the question: “who causes the circulation of money”.
Without the need to look further into that question it is apparent that banks are
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actually entities affecting and causing the circulation of money in the economy.
However, the similar simple answer is not satisfactory for the second part of the
question: “what causes the money to circulate”.

Various possible answers to that question have been proposed, however, in my
opinion, the main factors that create the circulation of money in an economy are
public and private interests (and therefore interests subsequently shape the very
nature of the global economy). With that in mind, we can describe the general notion
of interest as the specific focus of an entity: its concentrated attention to the certain
thing, a certain activity or certain social relations. My reason for using term entity
instead of a person is that the interests do not concern only natural persons but also
various other legal subjects (bodies) as well. Naturally, every scientific discipline,
which has interests as an object of study, defines them differently.

In my opinion, each interest is a special type of motivational factor. Interest also
functions as a global phenomenon that is expressed in a variety of forms according
to different social conditions. Each scientific discipline that is studying interests,
offers a different classification of interests according to different criteria. Therefore,
we may recognize various distinct classifications of interests in psychology,
pedagogy or sociology etc.

The most suitable classification of interests divides the interests into two large
groups/classes — the class of public interests and the class of private interests. This
classification accurately describes the dichotomy between:

a) public and private social spheres,

b) two economic sectors — public sector and private sector®
¢) public and private finances,

d) public and private law,

e) public and private administration.

The dichotomy of social phenomena listed under para. a) till e) is prima facie
apparent. We can ask whether public interests and private interests are in symbiotic/
synergic interaction or whether their distinct features cause them to be antagonistic.
With this respect, the founder of the classical economics A. Smith proposed the
notion that the harmony in public and private interests could be achieved (Smith,
1997). If he had been alive today, he might have reconsidered his view (if that had

3 In some scholarly publications based on to the theory of mixed economy three economic sectors are identified
that are: public sector, the private sector and third sector (Klimovsky, 2014:95-120). However, | do share
the view of R.A. Musgrave, of the division of economy into two main sectors: public sector and the private
sector. Cooperation between these two sectors is essential for the economy to perform effectively (Musgrave,
Musgreova, 1994: 4).
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been the case, his four tax cannons of taxation would have had to wait until their
much later discovery).

I am still convinced that to achieve significant development in economic and
social relations the symbiotic/synergic interaction between public and private
interests must be the highest that is possible. However, in order to achieve that
kind of interaction between various interests, the political compromise between
the governments, representatives of employers and representative of employees
concerning tax and financial matters is of paramount importance.

The above-mentioned classification of interests into the class of public and class
of private interests has certain disadvantages since similar classification could be
made only in the theoretical and abstract sense. Furthermore, it is highly difficult to
classify actual social phenomena exclusively either as private or as public interests
(we may mention our reservations towards efforts to do similar classification).

Actual interests manifest themselves in the outside world mainly as political
interests. The politics is by definition a tool for enforcement/pursuit of interests.
That is the case whether it comes to economic policy, social policy or any other
policies; tax policy, the policy of fees, financial policy etc. with no exceptions. The
political interests should represent the will of the majority of people who cast their
votes in favor of the winner of the election. Therefore the political interests might
be in reality very far from actual public interest: the winner/winners need only to
successfully persuade the electorate that his/their campaign promises do represent
public interests. With that regard, it is not very important whether the winner/
winners is honest with his/their campaign promises or the winner/winners only use
his/their promises to sway the election in his/their favor. We are convinced that
even if the latter is true, the winner could repeat his success in future elections:
which leads to the conclusion that the saying “the voice of the people is the voice of
God” is not so true after all.

Also, we must keep in mind that voters are prone to forget (which is often exploited
by politicians). In many cases, the notion of “public interest” is used only as a pretext
for populist while pursuing their own interests or interests of business groups. On
the other hand, if an individual person, social groups, and other political actors do
not only follow their private interests, they could be instrumental in the pursuit of
public interest.

We may often encounter policy position, which seems to represent public interests,
however, in truth, it is only put forward under influence exerted by lobbying
organizations, business groups et Cetera. In this case “public interest” in reality
stands for private interests of various groups that are working from behind. These
private interests (under the cloak of “public interest”) root itself into the legal
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regulations and laws (legal acts) reshaping/changing the true essence of public fiscal
interest. As a result, private parties secure for themselves economic advantages and
achieve monetary profits. Money, which aforementioned groups obtain after this
manner, makes their influence in society even stronger. Therefore in my opinion, in
the chest of politics beats a heart made of purely economic interests in the situation
when politics serves interests of general public and also in situations when it serves
interests of business groups. The highest achievement for every kind of interests is
to gain political power, which leads to its prevalence in economic power. Therefore
the view which sees politics in close proximity to economic interests seems to be
accurate. With that regard, the political interests often stand above both the law and
justice. This brings us to the central problem: the role of interests in fiscal relations
and finally in tax law relations.

3 Public Fiscal Interest and its Realization (Pursuit) in the Slovak
Republic

To understand the role of various kinds of interests in fiscal relations/tax relations, it
is necessary to understand functions, goals, and values, upon which these relations
are based. Different subjects view differently issue of compliance in taxation. Tax
law is built upon the conflict of interests of entities obliged to pay taxes and of those
who are entitled to receive tax revenue.

Fiscal relations and especially tax law relations have always been marked by the
contradiction between public interests of state/municipalities and private-economic
interests of persons who are obliged to pay taxes (taxpayers). These interests collide
especially during the period before the deadline for the submission of the tax return.
The interest of the state is to maximize tax revenue. The taxpayers aim for the
opposite outcome and regard taxes as the infringement of their right to own property
that results in the violation of their personal liberty. The state/municipality impose
levy without any direct consideration of the added value, income or property which
belongs/is produced by taxpayers. Therefore I think the taxpayers have natural
right to reduce (Babc¢ak, 2015: 69) to the smallest possible amount their final tax
burden since taxation restricts their fundamental human rights.

Tax administrators and second instance authorities should enforce public interests
of the state and municipalities in tax administration. Furthermore, they should
protect public interests in tax relations and serve as forbearers and representatives
of aforementioned interests.
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These kinds of public interests are monetary by nature. Fiscal interests are expressed
in financial regulations and especially tax law regulations. The main body of these
legal acts is enacted by parliament and therefore consist mainly of laws (tax laws).

Tax regulations (tax laws) should clearly and persuasively follow public fiscal
interest without overtaxing the taxpayers (the over-taxation impose inappropriate
tax burden upon taxpayers and does not bring positive effects on national economy).
By setting appropriate condition with respect to the taxation, public fiscal interest
can be fulfilled. Tax regulations are shaped by conflicts between various kinds of
interests (concerning property, religion issues, nationality etc.). Therefore it is the
role of tax law to prevent excess in conflicts in tax matters. If the division between
various kinds of interests becomes wider the legislation process in tax matter will
become more difficult.

We could ask whether tax laws (acts) have some discretion towards limits of the
taxation. The natural level of tax burden does exist in every society and it should
not be exceeded by the state. Otherwise, taxpayers either would not be able to
pay their taxes or doing so they would undermine their source of income and
diminish their personal property (Kosikowski, 2014: 10). With that in mind, some
Authors (Schultzova, 2015: 20) stress the importance of the so-called sensitive
level of the tax burden. That level of tax burden both enhance the effectiveness of
tax administration and also motivate taxpayers to do business or to seek new job
opportunities.

In the past, the excess in the level of the tax burden was considered to be sinful;
however contemporary world does no longer accept this view and therefore
taxpayers are prone to sophistically evade paying their taxes. With that respect,
Slovakia is trying to tackle the tax evasion (avoidance) by various actions adopted
under the OECD’s BEPS guidelines (Action Plan on Base Erosion and Profit Shifting
(“BEPS”™)) and EU’s action plan ATAP (Commission: COM (2016) 23 final).

The actual role of public interest in tax relations depends on following factors/
effects:

— The fact that taxes are regulated by law and power to tax always emanates
from the public authority. Therefore the tax regulations demonstrate their
link to public fiscal policy by such characteristics as specific methods of
legal regulation; distinct tax principles, specific delimitation of competence
between the tax administrators, distinct kind of various tax measures and
various kinds of systematic/unsystematic tax measures that may be enacted
if it is necessary.

— The tax regulations are often very complicated which is made only worse by
an annual increase in a number of paragraphs and pages per legal tax acts,
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this is especially true about laws concerning income tax and value-added
tax. This is quite clear from the comparison with the first tax code (Act on
Income Taxes) which had only 25 pages of text and 43 paragraphs when it
came into effect while 51 pages of texts at the time of its repeal.

The legislator who intends to lay down strict and precise tax rules often
encounters opposition from taxpayers.

The number of taxpayers obliged to pay different kinds of taxes could be
expanded through local inquiry and investigation activity performed by tax
administrators.

There are several unanswered questions on how to effectively secure public/
private interests in tax law relations. Without answering these questions we
cannot draw the conclusion about true nature of interests protected by tax
legislation. Only some of these questions I shall describe below:

Do the structure of Slovak tax legislation and the structure of legal acts of
the EU — their philosophical framework — serves the public interest or do
they serve the private interests?

Have the private interests (that is to say political-economic interests)
rooted into public fiscal interest because of the abovementioned connection
between politics and economics and between political and economic
interests? All of these factors also affect relations between the EU and its
member states: each of the member states pursuits his own “private” interest
(metaphorically speaking) and the EU pushes for “public interests” of the
whole block. While the EU proclaims to protect fairness (which includes
fairness in tax competition) and to promote good governance in tax matters,
some EU member states may still be considered tax heavens. I know that
the tax professionals are well aware of states I, which I am speaking about,
therefore I will not herein list them by their names. We may further ask,
what actions have the EU actually made to tackle the tax havens inside its
territory and were they effective? In fact, there have been not many such
initiatives besides few proposals for new directives and some Commission
communications. The fairness in tax matters has become agenda of the
EU only during past several years because of a huge increase in cases of
international tax avoidance and tax evasion (Commission: COM (2015) 302,
Commission: COM (2016) 23).

When legislator chooses to prefer one of two main principles of taxation —
either principle of tax fairness or principle of economic efficiency — does he
follow either the private interests or public interests? The choice between
tax principles is a typical example in which public interest and private
interests overlap. In Slovakia, the revaluation of leading tax principles often
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occurs due to change of government, when tax policy and public interest
is redefined by political party/parties forming a new government. Because
of political struggle, the real economic needs of the state and public fiscal
interest often become less important.

— Does granting state aid (Act on State Aid), providing investment incentive
(Act on Subsidies to Investment), supporting stimulating measures for
research & development (Act on Stimulus to Research and Development)
or conferring any other advantages by the state enhance public interest, or
do these fiscal tools serve “in disguise” the private interests of big foreign
business companies? If the latter is true, private interests will inevitably root
more widely into public fiscal interest. On the other hand, abovementioned
fiscal tools may attract foreign capital and strengthen international tax
competitiveness of the state. In Slovakia, well-known cases of “state aid”
concerned US Steel, various automobile manufacturers as Volkswagen
(VW), PSA Peugeot Citroén, KIA Motors and the most recent case
concerns Jaguar Land Rover et al*. On the other hand, small and medium-
sized enterprises (hereinafter “SMEs”) are often overlooked. Their true
importance for public fiscal interest is not taken properly into consideration,
as though SMEs did not perform any activities that would serve public
interests (the assessment of their overall contribution is one-sided and based
solely on their private interests).In fact, it is quite the opposite. According to
statistical data gathered for the year 2015, SMEs accounted for 99.9%° of all
businesses also SMEs served as employers for 71.8% of active work-force
and created 55.1% of added value produced in that year (Analysis of SMEs).

Furthermore, there is a question, how to evaluate the shift in taxation from direct
to indirect taxes. This shift has occurred as result of Slovak republic joining the
EU and it has had a profound impact on the fiscal decentralization in Slovakia.
With that respect, we can ask, which interests — public or private — were actually
pursued by that significant change in tax policy? My opinion is that there are
more reasons behind shift towards indirect taxation than are officially admitted by
the government. The official reason in favor of indirect taxes is that the indirect
taxation feels psychologically less painful than direct taxes. If that was the only
reason, the shift in Slovak tax policy would be the clear manifestation of public
interest. However, the situation looks different after we take into account that the
shift has helped corporations, especially big businesses to further lower their tax

4 The state aid including state tax reliefs was granted to VW at 17.12.2008. With that regard automobile
manufacturer, VW had promised until the year 2012 to employ 760 people. That was reflected in tax relief of
2,9 mil. EUR (in the year 2010), 5 mils. EUR (in the year 2011) and tax relief of 6,4 mil. EUR (in the year 2012).

5 Business was actively conducted by 387 076 self-employed people. The number of active companies (limited
liability companies and joint stock companies) at the end of the year 2015 was 235 380. The annual increase
in the number of companies was of 4 200 companies (reaching 1.8%) (www.indexpodnikatelia.sk).
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burden, which has been steadily decreasing since the year 1993 (with the exception
of one short period of time)®. Still, I am not denying that private companies may
improve public fiscal interest sometimes even in situations when they pursue private
interests. Indeed, the shift of tax policy towards indirect taxation enables the state
to achieve revenues without setting high-income tax rates (after all, the creation of
revenues is the sole importance of tax system).

I am convinced that all changes in tax regulations should be motivated by public
interest and well-being of society as a whole. However, what we should think about
the change of tax legislation that negatively affects the legal certainty of taxpayers?
Ultimately, that kind of changes goes contrary to the very essence of public fiscal
interest and weakens the private interests of businesses sector.

Tax law should guarantee for its addressees’ certainty and the legality when
it comes to the imposition of tax obligations as well as in conferring the rights.
Furthermore, tax law should always avoid creating uncertainty that might affect
decision-making process of taxpayers. That kind of changes creating uncertainty
especially for business environment clearly goes against the public fiscal interest.
Even though the modern world is plagued by tax evasions and tax frauds, stated
principles of legal certainty and legality remain essential for tax law.

Every state resp. the international body should seek effective measures to tackle
tax evasion, but these measures must be in accordance with these tax principles.
It may be noticed that according to European tax survey which was conducted by
Deloitte in the year 2015, almost 40% of responders chose legal certainty as for
the key factor in the building of trust towards tax administration (Deloitte, 2016:
5). I suppose that all tax professionals would agree that trust of taxpayers in tax
administration promotes public fiscal interest.

The concept of taxes as compulsory payments is based on the theory of the burden
— imposed (forced) unilaterally upon an individual by the state. The taxpayers are
required to pay taxes event though it goes contrary to their own private economic
interests. This creates tension between private interests of the taxpayers on the one
hand and public interest of the state/municipalities on the other. With that regard,
it may be further mentioned that each tax regulation enacted by public bodies are
binding legal act whether it has or has no any moral status (characteristics).

General view of taxpayers is that the tax obligations are unwanted burden forced
upon them against their will. That attitude only deepens when the state manages the

6 In the time period between years 1993 till 2000, the tax rate of corporate income tax was 40%, from the year
2000 it was lowered to 29%, from 1.1.2002 it was lowered to 25%, from 1.1.2004 it was lowered one more to
19%; from the year 2013 tax rate was finally rise to 23%. Actual tax rate 22% has been in force since the year
2014 and proposal for the lowering of the tax rate to 21% is now seriously considered.
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tax revenues contrary to principles of economy, efficiency, and effectiveness. With
that respect we may provide some examples: the overpricing of tenders, the low
quality of work performed by persons to whom the contract is awarded in tender,
corruption in tendering process, the involvement of brass plate’ companies in public
financial relations, the high administrative burden, the granting of state aid primary
to foreign investors etc. When business environment due to publicity of corruption
scandals lost its trust in public authorities the tax discipline/tax morale it negatively
affected. These cases cause huge loss resources that belong to the state, but people
in power manage budgetary resources as if they were their own private property.

I am convinced that the tax morale/tax discipline would improve if the general
public had more confidence in the sound financial management of the state. If it was
the case, taxpayers might view taxation more like an unwritten contract between
taxpayers and the state than the unwanted burden imposed unilaterally upon them.
To make this change in taxpayer’s attitudes, the state should stop its support for
individuals who willingly does not work and obtain their income only as state
benefits and to start using revenues primarily/exclusively for social goods.

In many cases, the politics/political nominees “hide” themselves behind their posts
in administration thus avoiding monetary sanctions for the damage they make
to public fiscal interest (by their decisions which they had ostensibly adopted to
“promote” public interest). There is nobody among scientific community who would
believe that any case of damage incurred by budgetary resources has anything in
common with the public interest. Damages for lost budgetary resources may be
recovered, through the introduction of new tax instruments — similar to tax licenses
— targeting persons who are liable for loss in those resources.

Discussed topics besides legal, economic and political issues also concern variety
of questions about ethics in taxation, tax moral/tax discipline and psychological
aspects of taxation, however, they go beyond the scope of this article.

4 Conclusions

The dynamic relationship between public and private spheres (zones of interests)
affects the pursuit of private/public interests in actual social circumstances. Various
distinctions between private and public interests affect relations between two main
areas of law namely relations between private law and public law.

The social importance of the law is indeed undeniable, but the law sometimes
does not achieve desired results in actual social interactions. The law has become
seriously infected by economic interests of political parties, lobbying organizations,
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business community even by populists seeking to attract voters (Babcak, 2012:
355). This may be considered new characteristics of contemporary law. While the
law it is still created through democratic means/processes, its actual application in
many instances diverges from legal principles to the law often ceases to serve the
interests of the majority of the population. The law often comes under the influence
of various s groups and more often under the influence of politicians with close
ties to “big business”. What are the implications of such situation? In many cases,
private and public interests have become so intertwined than to discover their true
nature is nearly impossible. Moreover, the law had lost one of its key attribute that
is the ability to successfully prevent future social and economic disruptions by the
anticipation of social development. We must face the fact that these unfortunate
circumstances have befallen also the tax law.

References

Babcak, V.: Danové pravo na Slovensku (Tax law in Slovakia), Bratislava: EPOS, 2015.

Babcak, V.: Finan¢né zakonodarstvo v “sluzbach” stabilizacie a rozvoja slovenskej ekonomiky
(Financial law in “services” of stabilization and development of Slovak economy), in: Pravo,
obchod, ekonomika II., zbornik vedeckych prac (Law, Commerce and Economy II, scientific
proccedigs), Praha: Leges, 2012.

Klimovsky, D.: Zaklady verejnej spravy, druhé, prepracované a doplnené vydanie (Basics of public
administration sec. ed.), Bratislava: Wolters Kluwer, 2014.

Kosikowski, C.: Granice opodatkowania — gtéwne problemy (Boundaries of knowledge — main
problems), Studia Juridica Cassoviensia no. 2 (2014).

Musgrave, R.A., Musgreova, P.B.: Vefejné finance v teorii a praxi (Public finances in theory and
practise), Praha: Management press, 1994.

OECD: Action Plan on Base Erosion and Profit Shifting, 2013.

Schultzova, A. et al: Danovnictvo (danova teoria a politika I) (Taxation (theory of taxation and tax
policy 1)), Praha: Wolters Kluwer, 2015.

Smith, A.: An Inquiry into the Nature and Causes of the Wealth of Nations, Chicago: University of
Chicago Press, 1977.

Analyza stavu malého a stredného podnikania (Analysis of SMEs). www.hsr.rok ovania.sk.
Deloitte: European Tax Survey. Transparency, simplification and collaboration. www2.deloitte.com.

Ivanovi¢, D.: Tedria demokracie a koncept verejného zaujmu (Theory of democracy and a concept of
public interest), Bratislava: e-Polis.cz, 2015.

EU: Communication from the Commission to the European Parliament and the Council form date
28.01.2016 on Anti-Tax Avoidance Package: Next steps towards delivering effective taxation

36



Public Financial Interest in Slovak Republic...

and greater tax transparency in the EU (ATAP, Anti-tax avoidance package) no. COM (2016)
23 final.

EU: Communication from the Commission to the European Parliament and the Council, A Fair and
Efficient Corporate Tax System in the European Union: 5 Key Areas for Action. COM (2015)
302 final.

EU: Communication from the Commission to the European Parliament and the Council, Anti-
Tax Avoidance Package: Next steps towards delivering effective taxation and greater tax
transparency in the EU. COM (2016) 23 final.

SK: Act no. 286/1992 Coll., on Income Taxes, as amended.
SK: Act no. 231/1999 Coll., on State Aid, as amended.
SK: Act n0.561/2007 Coll., on Subsidies to Investment, as amended.

SK: Act no. 185/2009 Z. z., on Stimulus to Research and Development.

37






DOI 10.15290/00lscprepi.2018.02

PUBLIC INTEREST IN RUSSIAN FINANCIAL LAW
AND MODERN LEGAL SCIENCE

IGOR BARTSITS', ELENA CHERNIKOVA?

Abstract
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1 Introduction

Modern life keeps offering new challenges to individuals, to the society and the state.
Social development makes it clear that it is not such achievements of the civilization
as freedom or market or property or public order as such that we value, but some
positive, humane achievements and consequences of social, political, economic
and other kinds of character that are attractive for the whole or, at least, for the
vast majority of the society. There cannot be a goal of just building democracy or
developing the market economy without any further definitions and specifications,
because the idea of them is too different in different areas of the world, and they
are implemented in various forms and versions. In this article, the Authors single
out and suggest sharing opinions on two main issues — the place and role of “public
interest” in the legal doctrine and legal regulation of finance and ways to optimize
the administration of public expenditure. To our mind moving along the market-
led way combined with democracy implies that safeguarding public interest is the
fundamental principle of legal regulation of finance.

2 On Significance of Public Interest for National and State
Economy, its Role in Expenditure and Revenue of Russia

E.N. Berendts was able to give a clear explanation of the essence of the concept of
the public interest in his fundamental work “Russian Financial Law” (Berendts,
2014: 14-15). The well-known Russian legal scholar wrote: “Present-day state
economy is run not for the sake of narrow, ephemeral, selfish goals of the persons
that manage it, but for the sake of goals of higher level, for the interests of the
whole people united as a state, as a moral, spiritual being that consists not only
of the people living in a particular year or a period of time in the territory of the
given country and under the given government; as a link connecting the past and
coming generations by one origin, common historical past, language, culture, and
the awareness of this commonness”. The given goal of protection of the public
interest in the economic activity of the state and its expenditure of public finances
sounds modern and relevant not only for today’s model of economic development of
a particular country but of the world.

As we know, the decisions of the state power are legitimized by the rules of law in
the form of legal regulation. The basis of the economic activity of the state is formed
by the rules of financial law, and it is them that provide for the state management
via the budget, i.e. the main public monetary fund. It is important to observe the
principle of safeguarding the public interest in the course of its spending. One should
note here that the significance of the given principle has also been pointed out in the
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theory and practice of Russian legal financial science. Famous Russian statesman
M.M Speransky suggested “establishing the principle of rational expenditure of
state funds and correlating expenditure with receipts as one of the key rules of
budget administration in 1810 in his Financial Plan, which in fact was a project of
dramatic financial reforms in the area of currency circulation, credit and budget”. In
the introduction to his Financial Plan, M.M. Speransky noted that any state whose
expenses keep growing annually while its gains keep decreasing is bound to go
into debts. Even the most useful activities that are carried out in debt or require an
extraordinary effort and distress for finances will harm the state considerably. The
only exception is war. The general principles in the first part of Financial Plan are
worth special attention and sound particularly modern. The general rule for state
affairs is the following: all great endeavors require work, firmness, and patience.
The key distress for finances is disproportion of expenditure and receipts. There
are two ways to restore the proportionality: decrease the expenditure or increase
the receipts. It is interesting to note here that in case of decreasing the expenditures
it is suggested that all the necessary ones should be preserved, all the useful ones
should be postponed, and all the unnecessary ones should be stopped (At the onset
of financial law, 1998: 35-37).

Preserving public interest in the administration of public finances is an ancient
postulate of philosophical nature. Being economical when dealing with one’s
people’s means is an evangelical truth that is quite resonant with the idea of
safeguarding the public interest in the financial and economic activity of the state
and state management in general. In this respect we would like to emphasize the
point that seems conceptual for the development of financial law, since it is its rules
that ensure the legitimacy of the authorities’ actions: it is the necessity to define and
enshrine legislatively the principle of safeguarding public interest in public finances
administration, which will allow one to enhance the efficiency of legal and financial
regulation.

3 On Benefits of Safeguarding Public Interest in Financial Activity
of State in Russian and Modern Legal Theory

Integration and globalization of public relations, market development and the
development of new technologies in it, the emerging digital economy and the
processes connected with it — all of it reinforces the role of financial law in general.
In fact the instrument of regulation of finances, and public finances in particular,
is financial law. One should note here that financial law both as a science and as a
branch of law has always contained three elements: legal, political and economic.
They are all inseparably interconnected and interdependent. Professor of the
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Demidov legal lyceum L.T. Tarasov wrote about this characteristic of financial law in
1889: “The legal, political and economic elements of financial law are inseparable.
The analysis of laws of economic phenomena and the analysis of legal norms that
determine the sphere of state economy go hand in hand in it. This science does
not only teach what is there and why it takes place, but also what is congruent
with economic laws, with the meaning and goal of the state and with the ideas
of truth and justice” (Tarasov, 1889: 6-7). It is this comprehensive approach and
creative attitude of Russian legal scholars that allowed one to establish the idea of
safeguarding public interest in public finances administration. The “common good”
the achievement of which as a goal is at the basis of the realization of the given
principle is “nothing but a combination necessary for the joint development of many
private interests. All the society with all its institutions is the body of common good
— in accordance with the way it is understood at this period of time and in this
particular place” (Muromtsev, 1879: 186-201). The issue is not just theoretical, but
practical, too. A spectacular example of this is VAT, one of the largest and best
collected taxes in Russia in its interconnection with the development of the material
and financial resources of subsidized subjects and local government. Referring
this tax to the regulating revenues allows local small and medium businesses to
develop. Allocating a percentage of the regulating revenue from a higher rank
budget to a lower one gives considerable advantages to public administration. The
VAT is formed in the sphere of services and trade that are provided everywhere, so
allocation of the percentage of these proceeds can be made everywhere. Regional
and local authorities receiving the percentage of money to the budget will be directly
interested in extending the number of taxpayers via creating favorable conditions for
the development of the small and medium business. And as we know, it is a stable
platform for any economy and a middle social class of a harmonious society. This
model of budget equilibrium has been repeatedly offered by well-known Russian
scholars in the sphere of financial law (Gorbunova, 2017: 314-320). Observing the
principle of safeguarding public interest in the process of legal regulation of finance
and its legal enshrinement in particular, e.g. in the Budget Code, to our mind would
facilitate the solution of the problem of budget balance, establishing budgetary
equilibrium, which is not a new issue in the theory of financial law.

4 Public Interests in Russian Legal Doctrine and Public Finances

The following researchers worked on the issues of public interest in modern legal
doctrine:

— Sergey Sergeyevich Alekseyev (1924-2013), a prominent Soviet and Russian
legal scholar, Author of monographs “Philosophy of law: history and
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modernity, issues, trends, prospects” (1999); “The ascent to law: search and
solutions” (2001), “Selected works” (2003);

— Yury Aleksandrovich Tikhomirov, a prominent scientist, a legal scholar,
Author of the monographic textbook “Law, forecasts and risks” (2017);

— Gennady Vasilyevich Maltsev (1935-2013), honored worker of science,
corresponding member of the Russian Academy of Science, expert in the
field of theory of state and law, Author of monographs “Social grounds of
law” (2015), “Cultural trends in law” (2015), “Moral ground of law” (2015);
researcher of the issues in the dynamics of legal consciousness, legal culture
and legal traditions.

Based on the works named above, we take the liberty to note that public interest
and the common good are philosophical and legal categories and are permanent
landmarks in legal regulation, as they are aimed at positive results that are valuable
and attractive for the whole or the vast majority of the society. Under the conditions
of growing volume of legal regulation the given position is important for the legal
and financial regulation and for the public finances expenditure in particular.
State management in the form of legal regulation must be carried out observing
the principle of safeguarding the public interest. Chairman of the Constitutional
Court of the Russian Federation, V.D. Zorkin in his monograph “The Civilization of
law and development in Russia” notes that regularity should look out for the public
interest” (Zorkin, 2016: 196-198). It is unacceptable to adjust the attitude to law to
the interest that is characteristic of the governor, the ruling circles, one particular
stratum (Tikhomirov, 2017: 5). In terms of public spending, the given statement
is particularly valuable, as “public spending is based on the necessity to realize
public interest, the basis of which is the need for social integration. The given need
is recognized by the state and ensured by law, and its satisfaction guarantees the
existence and development of the corresponding social community” (Tikhomirov,
2008: 140-141).

5 Russian Legal Scholars and Statesmen, Researchers of
Concept of Public Interest

Our attempt to reinforce the category of “public interest” in modern theory and
practice of legal regulation of finances allows one to pay more attention to the
research and application of the concept by Russian legal scientists and statesmen.
The concept of “public interest” has been explored in Russian legal theory for the
last 200 years. Famous Russian scholars who carried out research of the given
philosophical and legal category are Mikhail Mikhailovich Speransky (1772-1839),
an outstanding Russian reformer and Author of the famous “Plan of Finances”;
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Sergey Andreyevich Muromtsev (1850-1910), Author of the research “Definition
and general division of law”, professor of Moscow University; Eduard Nikolaevich
Berendts (1860-1930), Russian lawyer, doctor of financial law, professor of Tartu
University, Author of the first consistent description of the main institutes of
financial law of the Russian empire — “Russian financial law”. The lectures read in
the Imperial School of Justice; Lev losifovich Petrazhitsky (1867-1931), a prominent
Russian and Polish legal scholar, Author of monograph “Introduction to the study
of law and morality: emotional psychology”; Vladimir Nikolaevich Kokovtsev, a
prominent statesman, Russian minister of finance of 1903-1914, Author of “From
my past. Memories of 1911-1919” (1991); Sergey Yurievich Vitte (1849-1915), an
outstanding Russian statesman, Author of the textbook for the royals “Compendium
of lectures on the national and state economy” (2011), in which he gave thorough
consideration to the key economic concepts, categories of economic theory,
events and fact of economic policy, key problems of economy and finances of that
historical period in Russia. At present we more and more often turn to our history,
study the works of legal scholars of the past, economists and statesmen, which is
for a reason. Today, when Russia is looking for the points of economic growth and
developing the potential of the country, the experience of the past generations is
more important than ever. Innovations in the sphere of administration of public
finances do not always lead to a boost in the economic development. “There is no
other sphere that is less amenable to innovation than financial administration, where
all kinds of unsuccessful experiments would manifest their harmful impact as fast
as in the sphere of finances. That is why there’s just one task for us — no matter how
boring it might sound and how desirable it might be to replace it with something
more lively and rewarding — there is a need to live within one’s means” (Kokovtsev,
1991: 425-430). Apologist of the policy of budgetary equilibrium, V.N. Kokovtsev
believed that there is only one policy in financial affairs — the policy of budgetary
equilibrium. Covering the expenses with ordinary income, it is this policy that is
at the core of financial and overall economic well-being of the state. This policy is
not advantageous and it is not accompanied by big promises or generous prophesy,
but it reminds one of that inconspicuous work of stone mason who works under
the ground and lays the foundation, choosing each stone painstakingly and being
aware of the fact that the foundation must be broad and deep. He does it “being
aware that only on this broad and deep foundation one can build a solid building
of the financial and economic development of the country capable of taking Russia
along the path of strengthening and prosperity” (Kokovtsev, 1991: 427). It is not by
incident that we drew your attention to the views of Russian statesmen on the issues
of legal administration of finances. It is our earnest conviction that all of this sounds
very modern and relevant. To enhance legal regulation of finances one should try
and develop everything valuable that had been done by our predecessors in legal
theory and the science of financial law.
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6 Conclusions

It is a well-known fact that legal regulation may not only facilitate the economic and
social development of the state but hamper it, too. It is important to determine the
basics, the principles of legal regulation. Based on the grounds mentioned above and
on the historical traditions in the development of Russian legal doctrine we consider
the principle of safeguarding the public interest in public finances administration
to be fundamental for the legal regulation of finances. As our first conclusion,
we may note that the principle of safeguarding public interest is fundamental for
legal financial regulation and public finances administration. Based on the given
principle the growth of state expenses is firstly covered by the growth of state
receipts originating from the development of the productive power of the country
and, secondly, from raising taxes.

We believe that the second important point here is that in the course of optimization
and administration of public finances one should proceed from the public interest
and obligatory observation of the principle of budgetary equilibrium and balance.

The third conclusion is that the concept of “public interest” is a philosophical and
legal category, dating back to the concept of “interest” and the goal of reaching the
“common good”.

All the questions raised in the article are caused by the necessity to enhance the
system of public finances administration and their organization. As a rule, in the
course of transformations, and mainly in the sphere of economy and finances,
there are two extremes: excessive regulation of financial instruments and economic
mechanisms that want more freedom, or absence of necessary legal support. As for
the first case, one can proceed from the principle formulated by our predecessor,
V.N. Kokovtsev: “One needs the freedom that allows you to do your duty, to
work and be sure of the results of one’s work (...) When work penetrates each and
everyone, from top to bottom, when everyone is sure that the results of their work
belong to them (...), then there will be the order that is the basis of law” (Kokovtsev,
1991: 430). The research of the problems in the legal regulation of finances,
including the development of the principle of safeguarding public interest proceeds
from the key goal of the Russian state — building the society of well-educated and
healthy people with a high level of material security and the state with the market
economy and a social face. Since it is possible to realize only via finances, it is only
fair to demand their comprehensive and integrated regulation. Economic and social
processes cannot be uncontrollable, and they are regulated first and foremost with
the help of the norms of financial law.
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In the scientific work the analysis of interaction and boundaries of public and
private interest in financial law, from the point of view of both doctrine and law
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1 Introduction

The aim of the law is to provide stability of social relations by ensuring the balance
of public and private interests. The relevance of the raised issue is determined by
the following factors:

firstly, by the objective need for theoretical comprehension and enshrinement
in the Belarusian legislation of the principle of balance of public and private
interests as a regulator of relations in the “state-society” system as the most
important condition for stable democratic development of society and the
state;

— secondly, by the need for legislative enshrinement of “public interest”
concept and features of public interest in financial law;

— thirdly, by the search for conditions and ways to harmonize the spheres of
public interests, state and private interests, boundaries of their satisfaction
and limitation;

— fourthly, by the solution of the problems of doctrinal development and the
legal-regulatory consolidation of fundamentals, ensuring compliance with
this principle in all areas of legally significant activity.

In the national and foreign scientific literature there are a number of works devoted
to certain aspects of the problem of observing the balance of public and private
interests. The issue was addressed by: S.S. Alekseev (1995), T.S. Boiko (2011),
AV. Bryzgalin (1997), G.A. Vasilevich (2005), V.A. Vitushko (2001), E.Yu. Gracheva
(2014), Yu.P. Gavrilchenko (2016), O.S. loffe (19750), M.V. Karaseva (20006),
Yu.A. Krokhina (2014), S.K. Leshchenko (2008), A.V. Malko (2014), V.A. Maltsev
(2011), M.N. Marchenko (2015), O.A. Nogina (2012), A.A. Pilipenko (2006),
N.A. Povetkin (2015), A.M. Rabets (2016), L.N. Ryabtsev (2013), Yu.A. Tikhomirov
(1995), N.A. Sheveleva (2009), G.F. Shershenevich (1995), E.V. Chernikova (2016)
and others.

However, until now there is no clear understanding of the ways and means
for ensuring the balance of public and private interests in various areas of legal
regulation, including in the field of financial law. Legal science needs specification
and concretization of theoretical positions on a number of issues relating to the
concept under investigation.

In the research process both general scientific and particular methods were used:
synthesis and analysis, collection and generalization of different points of view
of scientists, comparative, system, comparative legal, logical-juridical, structural-
functional analysis.
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2 Theory of Public Interest in Financial Law

The social value of law lies in the fact that it is designed to regulate the widest range
of social relations, both from the point of view of social interest and for the sake of
fulfilling public interests. In the legal literature public interests are fairly divided
according to different grounds: economic, related to the production, distribution
and consumption of financial resources, material wealth; political, underlying
the management of the state, implementation by the state power of its functions;
spiritual, connected with spiritual values, products of spiritual creativity — morality,
science, art; social (Tikhomirov, 1995).

The state is the fundamental participant of public relations, the specificity of
legal status of which consists in determining, acquiring of its legal personality,
establishing of legal regulation method (imperative or dispositive) of one or
another legitimate interest, the ways of their protection, sanctions, the limits of
their implementation. Therefore, the purpose of the law is in balancing of interests
in society, in finding a compromise between them through relevant regulatory
legal acts that serve as the means of external expression of public interest, and in
provision of a mechanism for their implementation.

In the Preamble of the Constitution of the Republic of Belarus, the main ideas, and
principles, by which people and power should be guided them in the process of
state-building and social development, are formulated. It is responsibility for the
current state and the future of Belarus; awareness of being a full-fledged subject
of the world community, an inalienable right to self-determination; reliance on the
centuries-old history of the development of the Belarusian statehood; the assertion
of the rights and freedoms of every citizen; ensuring civil consent and unshakable
foundations of democracy and the law-governed state. The second section of the
Constitution of the Republic of Belarus “Individual, society, state” fixes personal,
political, socio-economic and cultural rights and freedoms of citizens, defines
the duties of citizens, the state’s responsibility to society and individual, its
responsibility to provide material guarantees and opportunities for the full exercise
of rights and freedoms of citizens. Therefore, the state becomes a speaker of public
interest when implementing its activities. A particular difficulty in the process of
implementing financial activity of state, or more precisely, in the process of raising,
distributing and using of funds and setting its goals, is the procedure of determining
what interests at a certain point in time can obtain a legal regime of state regulation
for the sake of fulfilling public interests. The main directions of social and economic
development of the Republic of Belarus for 2016-2020 contain tasks that need to be
realized from the point of view of public (social) interest (The set of measures for
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the implementation of the main directions of socio-economic development of the
Republic of Belarus for 2016-2020).

The realization of state interests is possible through the actions of the state itself
represented by appropriate authorities and also through the activity of other
subjects, including tax authorities, banks, insurance companies, as a special type of
legal entities, state institutions, unitary enterprises, state corporations, and in other
ways. The most important is the ability of a public subject to express public interest
through an integrated system of administration and, in our opinion, particularly
tax administration, since the largest number of concerned parties are affected. It
is important here to be able to maintain the balance, the boundaries of public and
private interests.

Having examined various scientific doctrines, we became convinced that the very
concept of public interest is controversial: the content of homogeneous public interests
does not always coincide, and homogeneous interests themselves do not always
form a commonality. For instance, Yu.A. Tikhomirov writes that public interests as
a concentrated expression of general social needs and aspirations act as a backbone
phenomenon and from the legal point of view is characterized by certain regulatory
features by fixing its priority, establishing order and guarantees of provision, fixing
the ways of protection and measures of responsibility. The common generic concept of
“public interest” is combined with specific normative concepts — “interests of society
and state”, “national security”, “common interests”, “interests of nations, peoples,
population”, “general economic interests”, “interests of ecological well-being”
“regional and local interests”, “corporate interests”. In his opinion, public
interest, in its concentrated form, is enshrined in the Constitution and serves as
a legal basis for all branches of law, being at the same time an object of reflection
and enshrinement in the private law branches (Tikhomirov, 1995). Professor
L.N. Ryabtsev and D.V. Gvozdev point out that public interests are subjective
interests, the implementation of which is entrusted to the state represented by its
apparatus. At the same time, the security is a subjective need, which is realized
through the implementation of law enforcement function (Ryabtsev, Gvozdev, 2013:
145). Therefore, public interests are the interests of society and state. We should
agree with the definition of public interest, suggested by Yu.A. Tikhomirov — “a
general social interest that in a concentrated form reflects the entire spectrum of
interests in society” (Tikhomirov, 1995).

It is important for us to determine the nature of public interest in financial law.
To define whether it meets the long-term needs of society. Despite the fact
that the concept of “public interest” is not enshrined in financial legislation, the
components of public interest of state are not only enshrined in the regulations
of financial legislation, but the Constitutional Court of the Republic of Belarus
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in a number of acts emphasizes the public interest of the state. For example, the
Constitution, fixing the duty of citizens of the Republic of Belarus to participate
in the financing of public expenditures by paying state taxes, duties and other
payments, does not directly provide for a legal mechanism for the fulfillment of
this duty. The Constitutional Court, when reviewing regulatory legal acts in the
sphere of tax legislation, expressed legal positions, the essence of which is that a
constitutional obligation to pay taxes has a special public legal nature, conditioned
by the public legal nature of state and state power; taxes, duties, and fees are a
prerequisite for the existence of any state, so the obligation to pay them applies to
all taxpayers as an unconditional requirement; tax payments are the main source of
revenue part of the budget and the most important guarantee of national interests
protection in the sphere of financial activity; only if the budget is sufficiently filled
with funds, state is able to carry out its functions and solve its tasks (Constitutional
Court no. P-412/2009, Constitutional Court no. P-962/2014, Constitutional Court
no. P-1017/2015, etc.). When investigating the financial activities of the state,
Yu.A. Krokhina acknowledges that it is public in nature, since it provides the flow
of funds in the interests of the whole society (Krokhina, 2014: 67).

However, public interests may coincide with the interests of the state and in this
case become a part of state interests. In other occasions, the state may allow their
implementation in the framework of lawful activities or may fight against them,
establish a ban on their implementation. In a number of cases the state from the
perspective of the long-term interests of society, tasks concerning the development
of certain spheres of public activity, promotion of economic stability and social
progress may realize its state interests, sometimes not shared by society. For
example, the state may implement so-called unpopular measures, for instance,
increase tax rates, reduce tax exemptions, introduce new fees, etc. Thus, not every
social interest can become an interest for the state. But it is public interest in
financial law that is aimed at the benefit of society and the development of the state.

While carrying out financial activities, the state simultaneously acts as
both a subject of public authority and the owner of its own (state) property,
therefore public interest recognized by state and secured by law serves as
a condition and guarantee for the existence and development of state itself.
Without financial resources, it is impossible to ensure the implementation of
functions of the state. Public interest should act as a guarantor of the society
development. Thus, it is possible to give the following definition of the concept of
“public interest in financial law”: social interests recognized by the state, expressed
in the rules of financial law and provided with the mechanism of state coercion
allowing the development of society and the state. Thus, the diversity and
multiplicity of functions performed by modern states as well as the incoherence and
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inconsistency of the goals of various state policies (tax, budget, social, scientific and
others) cause plurality and diversity of public interests.

3 Public Interest in Budget Law

Legal regulation of budgetary relations is an important task and, along with problems
of legal regulation of public and private interests, belongs to one of the acutest
problems of the world community, requiring study and solution in each state. At the
same time, to protect its own interests, the state legislatively fixes funds that allow
it to regulate budgetary relations, providing for its own property interests, property
and non-property interests of its citizens. All this is an expression of interests of
state and other public subjects. Therefore, for the objective of our research we will
proceed from the theoretical provisions of the previous chapter that at the present
time it is public interest of the state that is traced through proprietary rights: the right
to finance — money, the right of state and municipal property, and also a number of
non-proprietary interests express public interests in budgetary sphere. Budget law
is the aggregate of legal rules governing relations that arise between subjects of
budgetary legal relations in the process of income generation, its distribution and
use in the budgetary system of the Republic of Belarus, implementation of state
and local borrowings, regulation of state debt as well as relations between subjects
of budgetary legal relations in the budget process. Budget control is an important
direction in the public interest of the state.

It is public interest in the budget law that allows its citizens to receive necessary
benefits from the state through the performance of functions by state bodies. The
state, by establishing legal rules reflecting certain interests, enables the subjects of
budget law to acquire necessary legal means for the realization of their subjective
rights, which ensures a combination of public and private interests. In the norms
of the Budget Code of the Republic of Belarus, budget obligations are fixed as —
expenditure obligations received and accepted by the recipient of budgetary funds
and (or) subjected to execution in the corresponding financial year from the funds
of the corresponding budget (Budget Code, Art. 2). The state guarantees financial
security through expenditure obligations — obligations of the Republic of Belarus,
the administrative-territorial unit of the Republic of Belarus or the recipient of
budgetary funds acting on their behalf, determined by the Law of the Republic of
Belarus, Act of the President of the Republic of Belarus, the agreement concluded
on behalf of the Republic of Belarus, its administrative-territorial unit, the
resolution of the Government of the Republic of Belarus, the decision of the local
Council of Deputies, local executive and regulatory body, to provide a resident and
(or) non-resident of the Republic of Belarus with funds from the relevant budget
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(Budget Code, Art. 1/46"). At the same time, budgetary allocations are directed to
the social provision of the population, provision of social payments to citizens or
purchasing of goods, works, services in favor of citizens to ensure their needs in
order to implement social support measures for the population, to realize socially
significant state programs.

Thus, state assumes public obligations — expenditure obligations of public-law
entity, determined by law, other regulatory legal act, to a natural or legal person,
another public-law entity, subjected to enforcement in the amount established by
the relevant law, other regulatory legal act or having a method for determining it,
established by a corresponding act (calculation, indexation).

It should be noted that the subjects of budget law have a very definite interest in using
budgetary funds for the benefit of the development of society and each individual.
Social, economic and other common needs are recognized as social and public in
the analyzed situation. The state in this interpretation acts not as an independent
subject of social relations, but only as a representative of the interests of society,
Authorized to perform functions through budgetary activities in general. At the
same time, one should not forget and bear in mind that when resolving disputes,
that it is necessary to accurately qualify the norms that are subjected to direct
application for the implementation of public and private interests in the budget law.

4 Public Interest in Tax Law of the Republic of Belarus

Taxes, being an attribute of state, in addition to the fact that they touch the
foundations of the constitutional order of the state, they also concern the entire
system of human and citizen rights and freedoms. The inviolability of private
property, protection of human rights and freedoms enshrined in the Constitution
determines the importance of tax law from the position of both public and private
subjects. Modern tax law comes not only from public interests of the state through
the implementation of fiscal tasks but also from the private interests of natural and
legal persons participating in civil circulation through tax incentives. Since tax
regulation is mainly fiscal in its nature, taxation is characterized by giving priority
to public interests over private ones. Legal principles of a tax system of a particular
state fully reflect correlation of private and public interests.

In the tax law science it is not only issues of correlation between private and
public interests, but primarily the concepts themselves approach to their definition
that causes discussion. As a theory of law (Karaseva, 2006) the tax law expresses
different points of view regarding the content of the concept of public interest.
Khimicheva N.I. pointed out that private interests lie in: reducing of tax burden;
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return of taxes in the form of social benefits; protection of property rights of a private
subject; application of tax legislation in the most beneficial way for a taxpayer; fair
consideration of tax disputes; providing complete and reliable information on tax
legislation; observance of tax secrecy (Khimicheva, 1997: 102).

The interests of the private and public subject in tax sphere can be classified according
to various grounds. For example, the interests of individuals — according to status in
tax legal relations of a private subject that bears such interest (taxpayers, tax agents,
persons on whom the duties of a taxpayer are imposed, persons participating in tax
control procedures, taxpayer representatives, tax authorities, customs authorities,
etc.); according to the compliance of interests with legislation (legal and illegal);
according to types of needs to which they are directed (property, non-property,
own needs, need of others, group and individual needs, etc.); according to the
duration of their existence (long-term or temporary (“momentary”)); according
to their connection with other interests of a subject. Some of the private interests
may be “unique”, i.e. they are inherent only to a particular single subject-bearer,
or “universal” i.e. they are inherent to several or all categories of the subject. For
example, private property interests related to obtaining of property benefits from
the performance of tax agent duties are absent in the correspondent subjects (tax
agents) obliged to calculate, withhold and transfer taxes to the budget, as well as
banks that carry out transactions to transfer taxes to the budget are that are obliged
to report on the opening or closing of taxpayers accounts; in subjects obliged to
transfer information to the tax authorities about registration of certain rights or
transactions made by a taxpayer.

A comprehensive study of public interest in tax law will not be complete without
an analysis of tax legislation principles. Principles of law — objective properties of
law, which are rooted in its content. They reflect the laws of social development, the
needs of society in legal regulation. In the opinion of T.S. Boyko, “the principles
of regulating of tax relations are fundamental elements that reflect the objective
laws of tax relations” (Boiko, 2011: 74). In the frame of this work, the following
constitutional principles, which are reflected in the principles and rules of tax
legislation, are of the greatest interest:

— the principle of recognition of human and citizen rights and freedoms as
the highest value and the principle of their observance and protection by the
state (Art. 2 of the Constitution of the Republic of Belarus);

— the principle of the social character of the Belarusian state (Art. 7 of the
Constitution of the Republic of Belarus) defines the duty of the state to pursue
a certain social policy and bear responsibility for decent life of citizens,
regardless of ability to participate in socially useful work (Boiko, 2011: 75).
The principles play the role of reference points in legislation formation. An
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emerging legal idea, in a number of cases, is developed in the form of a
principle that influences the development of law.

In the future, the legal principle is translated into the rules of legislation. Thus,
in the opinion of M.V. Arakelova, “the shift in the balance of interests of private
and public subjects towards equality, originally emerged as a legal idea, which then
began to find expression in the rules of tax legislation” (Arakelova, 2015: 42).

As one of the manifestations of this trend, one can name the norm from paragraph
7 of Art. 3 of the General Part of the Tax Code, which specifies that “in case of
ambiguity or vagueness of tax legislation provisions, state bodies and officials shall
make decisions in favor of payers” (Tax Code). While investigating general issues
of tax legislation, it is necessary to take into account that its most important tasks
are: protection of the property rights of taxpayers from unlimited (in principle)
claims of the state and maintaining the balance of public and private interests of
tax relations subjects. The very emergence and development of tax legislation are
associated with the democratization of society, with the idea of a law-governed
state. Principles of justice are becoming more characteristic to Tax law as part of
the Belarusian legal system.

The principle of justice is traditionally regarded as the most important. Universal
justice is unattainable if we evaluate the event and the phenomenon behind it from
the point of view of each participating subject. Speaking about tax relations, those
that most corresponds to the balance of interests currently existing in society should
be recognized as fair. Public relations, interests of public and private subjects, rules
of tax legislation as a result of mutual influence in each period of time tend to the
most optimal, to their equilibrium state, which for various reasons is not achieved.

The principle of justice is closely related to the principle of proportionality of taxes,
which lies in the optimal balance of budget filling and unfavorable tax consequences
for a taxpayer. This principle can also be formulated as a principle of balance of
private and public subjects’ property interests. This important principle designed to
link, coordinate fiscal and stimulating interests of private and public subjects is not
adequately reflected in the current tax legislation (Bryzgalin, 1997: 6).

The principle of proportionality could be manifested in the regular specification
of tax rates, alongside with the adoption of the law on the budget for the next
year, based on the forecasts of the country’s economic and social development
(Grigorieva, 2009: 32). It should be noted that the principles of tax and budget law
are closely connected to tax and budget laws within the framework of the financial
law. For example, the principle of proportionality of taxes is related to the principle
of the balance of budget, budget legislation, suggesting that the number of budgeted
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expenses should correspond to the total amount of budget income (Art. 8/4 of the
Budget Code of the Republic of Belarus) (Budget code).

In accordance with the principle of the public purpose of paying taxes and fees,
taxes are established to ensure the solvency of public authorities subjects and should
have socially billable character. The state cannot have needs that are different
from the needs of society and spend tax revenue for these purposes. This principle
develops a provision on the social character of the state, the policy of which is
aimed at creating conditions that ensure a decent life and free development of a
person, state support for the family, disabled people and elderly citizens, etc. This
principle demonstrates the inseparable link between tax legislation and budget
legislation within the framework of a single branch of financial law. It is within the
budgetary process that deputies, representatives of taxpayers, determine the plans
for spending budget funds, control the implementation of budgetary assignments by
the executive authorities (Abramchik, 2013: 130).

The principle of the public purpose of paying taxes involves finding a balance of
interests of private and public subjects. The property interest of all members of
society is embodied in the duty to pay taxes. Therefore, the state has the right and is
obliged to take measures to regulate tax legal relations in order to protect the rights
and legitimate interests of not only taxpayers but also other members of society.
The implementation of the principle of public purpose also implies the consent
of a private subject to introduction of tax and his participation in control over the
expenditure of funds.

The principle of equal tax burden or the principle of equality is realized in tax
legislation not as payment of taxes in the same amount, but as the economic equality
of payers and is expressed in the fact that the actual ability to pay tax on the ground
of comparison of economic potentials is taken as a basis. The principle of the
equal tax burden is to balance public and private interest and to take into account
taxpayers economic status to the fullest extent without violating legal equality of
taxpayers.

The principle of limiting of specialization of taxes should also be noted. As a
general rule, the tax is not intended for targeted expenditure. This is one of the
conditions for the stability of the state budget and guarantees that the state fulfills
its functions. Target taxes are not completely excluded, but their establishment must
be conditioned by significant goals. To introduce a targeted tax, it is necessary
to justify, from the constitutional point of view, the need for financing a specific
event precisely at the expense of targeted deductions, but not from other sources
(Poroshkova, 2007: 59).
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The legal principle of parity of interests of the state and taxpayers is of particular
interest (the principle of parity of interests). The essence of this principle is to
establish the balance between economic interests of the state and a taxpayer. The
principle of parity of interests is based on the idea of smoothing contradictions
between interests of the state and taxpayers, which are manifested in the fact that
the state seeks to receive as much tax revenue as possible, and the taxpayer to pay as
little taxes as possible, as he seeks to save as much income as possible for economic
and social development. In these conditions, there is a need to find ways to smooth
economic contradictions and highlight the importance of publicity of interests.

Economic equalization of public interest of the state and taxpayers is also carried
out through tax administration. Even a slight violation of the balance of these
interests leads to a violation not only in the field of taxation but also to causing
damage to the state financial (budgetary) activity. It should be noted that in the legal
literature judgments have already been expressed that with the adoption of the Tax
Code the shift of the balance of rights between public and private subjects towards
the latter has become clear.

As an example of the manifestation of the trend of shifting the balance of interests
towards a private subject one also should note the fact that the Tax Code of the
Republic of Belarus formulates requirements addressed to legislative and law
enforcement bodies when adopting and interpreting legislation on taxes and fees.
When establishing the requirement to the legislator that the acts of tax legislation
should be formulated in the way that everyone knows exactly what taxes (fees),
when and in what amount one should pay, the consequences of non-compliance with
this requirement are immediately determined: in case of ambiguity or vagueness of
the requirements of acts of tax legislation state bodies and officials should make
decisions in favor of payers.

Thus, the presumption of the taxpayer’s rightness is legislatively determined,
when doubts, contradictions, and ambiguities in acts of legislation on taxes are
unrecoverable. The implementation of this presumption should allow providing
protection of property rights and interests of a taxpayer (Pilipenko, 2006). Since the
public interest of all members of society is embodied in the constitutional duty of a
taxpayer, the state is not only entitled, but also obliged to take measures to regulate
tax relations.

In the opinion of the Constitutional Court of the Republic of Belarus, the types
of administrative penalties, the size of the fine, imposed by the Law, allow the
enforcers to assign appropriate penalty taking into account the nature and harmful
consequences of the committed administrative violation, the circumstances of its
commission. The change in the legislative regulation of administrative responsibility
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for violation of procedure of income and property declaring give evidence of
legislation liberalization in the field of declaring and is aimed at implementation of
the principle of humanism. Ensuring of taxpayers’ fulfillment of their constitutional
obligation to participate in the financing of public expenditures by paying state
taxes, the obligation of natural persons to comply with the requirements of the
Declaration law will be exercised through other leverages without bringing these
persons to administrative responsibility (Art. 12/1 and Art. 12/7 of Declaration
Law). In addition, the Constitutional Court believes that legislator strengthens
legal basis for encouraging natural persons to act in compliance with the law, that
is expressed in the timely performance of their duties under the Constitution and
legislation, which takes into account the interests of society and the state.

From the revealed constitutional and legal sense of the Law, it follows that its
provisions are aimed at clarifying of legal regulation in the field of income and
property declaring, specifying the rights and obligations of natural persons when
declaring income and property at the request of tax authority, process of control
activities implementation in this area and are based on the principles and norms of
the Constitution. In our opinion, it is necessary to single out the criteria of public
interests that are significant from tax and legal point of view, which must be taken
into consideration and be settled by tax law. At the same time, not only legally
qualified and competent subjects but also procedures, as well as terms for their
implementation, should be identified.

5 Conclusions

The research carried out led to the conclusion about the necessity of legislative
consolidation of the concept of “public interest” in the financial law, defined as
social interests recognized by the state, expressed in the rules of financial law and
provided with the mechanism of state coercion allowing the development of society
and the state. The diversity and multiplicity of functions performed by modern
states as well as the incoherence and inconsistency of the goals of various state
policies (tax, budget, social, scientific and others) cause plurality and diversity of
public interests. Public interest in tax law is manifested in the desire of subjects of
tax relations to ensure their legitimate realization, to implement actions aimed at
meeting the needs, protecting their rights, receiving material and other benefits, and
fulfilling the duties assigned to them by the Constitution of the Republic of Belarus
and tax legislation.

Often a particular interest, not explicitly named, is realized in the norms of legislation.
However, interest can be embodied in tax legislation. The interdependence of
public and private interests leads to the fact that it is difficult or even impossible to
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determine the only subject of a particular interest. Public interests include interest
in maintaining a single economic space; interest in the protection of public subject
property rights; interest in sharing of tax powers.

It is necessary to find a balance between public and private interests, which include:
interest in reducing of tax burden; in return of taxes in the form of social benefits;
in protection of property rights of a private subject; in application of tax legislation
in the most beneficial way for a taxpayer; in fair consideration of tax disputes; in
providing complete and reliable information on tax legislation; in observance of
tax secrecy. The use of constitutional principles makes it possible to implement in
practice the protection of private property in the implementation of tax relations, to
confirm the priority of protection of taxpayer interests while observing the interests
of a public subject, to ensure legitimacy in tax legal relations. The analysis carried
out showed that tax legislation reflects a trend consisting in shifting of the balance
of property interests of public and private subjects of tax relations towards their
equality. In this regard, it seems necessary to fix in the Tax Code of the Republic of
Belarus, among the main principles of the legislation on taxes and fees, the principle
of parity of public interest, which allows achieving harmony in the financial
provision of social development.

Since some public interests are not common to all members of society, the complete
coincidence of public and social interests is an idea that is not achievable in reality.
In tax law, the basic public interest predetermining its system is fiscal interest.
At the same time, there are additional public interests, as well as social interests
having a general legal, general social significance, that should be taken into
account when implementing legal regulation of taxation. For example, for tax law
among additional interests and those of general legal significance one can name:
the existence of a law-governed state, the priority of universal values; equality and
justice; state integrity and security and many others.
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Abstract

This paper deals with issues related to public interest and financial system. He
brings several general arguments regarding the actual legal regulation of financial
system, asks about reasons for such detailed regulation and discovers the public
interest in financial system law. In addition, the author defines the term “financial
system” and “financial stability” in the paper because there can be found a lack of
their broadly accepted definition in recent legal scientific literature, therefore the
author offers his own definition of these terms. In the middle part of the paper, there
can be found several important reasons in behalf and against the actual high level
of legal regulation of the financial system. In concrete, namely a high level of risk,
a high profitability of undertaking business in financial services, an asymmetry
of information in the relationship between a financial institution and its client, a
protection of clients, restriction of the competition of financial institutions or costs
of regulation requirements fulfillment are mentioned and analyzed.
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1 Introduction

The financial system is a branch of social life that is broadly and in detail regulated
by law. But the question what the reason for such level of regulation is can be asked.
This question is more important when an existence of the public interest is analyzed
in different branches of law comparing the importance of legal relationships in such
branch for the public. According to opinions of many Authors the actual progress
in legal regulation of the financial system is determined by the complexity of the
financial services and the relationships between financial institutions and their
clients (Cooley, 2010: 73).

It can be found surprising why the field of demand and supply for financial assets
shall be regulated in such broadway. Where else than in this branch shall the
invisible hand of the market (i.e. autoregulation) take effect? But in the real world,
this concept does not prevail, and it shows just as a theoretical and not relevant idea,
on the contrary, practical experiences ask for detailed legal regulation of financial
system for many reasons and the public interest is one of the most important ones.

The general need for the existence of binding rules of behavior in the financial
system arises from the fundamental fact which can be also found in all other
branches of social life, i.e. the fact that in the financial system subjects enter social
relationships which must be regulated by legal rules for their functionality and public
enforceability. Respecting the complexity of legal relationships in the financial
system and general inequity of subject entering legal relationships in knowledge
and possession of information, it is necessary to put public law requirements onto
the primarily private law relationships that in the financial system are not much
different comparing to any other, ordinary private law relationships in general social
life. The public law regulation establishes second, the upper layer of legal regulation
above the fundamental private law regulation of legal relationships, the second layer
contains much detailed regulation which is usually composed by mandatory legal
rules regulating rights and duties in the concrete legal relationship. It is important
to realize that in fact in relationships in the financial system there cannot usually
be found proper equity between subjects which, in general, is the fundamental
principle of private law relationships, therefore the secondary regulation by public
law is needed.

The example of a concrete public interest can, of course, be brought from the
conduct of business regulation in the financial system (it shall be mentioned that the
public interest can be also found in the prudential regulation of the financial system).
The mentioned inequity is, for example, obvious in the relationship between the
financial institution and its possible client who is the natural person not undertaking
any business. There is no equity there regarding the amount of information,
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therefore there is very small possibility of the possible client to make an informed
decision according to real will. The financial institution has expert knowledge, high
practical experience, and ability. On the contrary, the possible client has nothing of
this but usually has a necessity to enter the relationship with a financial institution
(for example he needs to have a payment account). In fact, such possible client must
choose among several concrete financial institutions on the local market, but every
of them starts negotiation process with a previously prepared agreement of concrete
content, very often so-called form agreement, and it does not allow to negotiate
about any particular provision of it, the possible client can only decide to accept
the prepared agreement or to refuse it and try to find out other financial institution
(which unfortunately probably will offer him very similar agreement conditions as
the previous one). In fact, the possible client has no real choice and he will sooner or
later accept an offer of a financial institution because he needs a concrete financial
service.

On the other hand, it must be admitted there is no other reasonable possibility of
financial institution’s position because of legal regulation of its behavior as well.
An allowing of negotiation with every person who is interested in its financial
services would mean high costs because it would require quite complicated and
formal process of approval of every made change to fulfill all requirements of legal
regulation on internal process inside the financial institution. The aim of the public
legal regulation is not to change the process between a financial institution and its
possible or existing client, but to set conditions that will adjust the unequal position
between them to allow establish a fair legal relationship.

2 Financial System as Legal Term

When the term “financial system” was already mentioned several times, it is
necessary to bring a definition of it, at least for the purpose of this paper. The term
is quite broadly used in the legislation of the European Union and its member states,
but (and it can find out as a relative surprise) there is no real legal definition of it.
Only exception is the Regulation (EU) no. 1092/2010 of the European Parliament
and of the Council of 24 November 2010 on European Union Macro-prudential
oversight of the financial system and establishing a European Systemic Risk Board
that in Art. 2 defines the financial system as all financial institutions, markets,
products and market infrastructures — but this cannot be considered as enough in-
depth definition of this term.

When it is being looked for the meaning of the term “financial system” it shall be
started in economics because in this case law follows the economics, it regulates
economic phenomenon. Therefore, for reaching the definition it is important
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to briefly describe functions that shall be fulfilled by the financial system in the
economy. The primary aim of the financial system is to allow to treat with financial
assets in different forms. The relatively redundant financial assets are collected and
deposited through financial institutions with the aim to do not let them stay at the
subject with their surplus. These financial assets do not be usually kept in their
original form, but they are transformed into a form of accounting records with the
simultaneous use of the same assets in the original form for different purposes,
mainly for the purpose of lending. The monetary assets can be changed for financial
or real investment instruments. This deposition of redundant financial assets
through the financial system shall protect them from depreciation, or (in better case)
it shall bring their appreciation in time. The financial system shall offer a general
protection against a sudden depreciation (a loss) as well enabling dislocation of
assets in place or object.

Another important function of the financial system is a mobilization of money,
particularly an enabling of payment services, i.e. settling financial transaction
through the transfer of monetary value, that is organized by the public (usually
a central bank) or private (financial institutions) subject. This function is very
important one which differs the financial system from financial markets that
particularly enable investment of redundant financial assets.

These functions of the financial system are important not only from a perspective
of private subjects, natural persons or commercial entities but from a perspective
of public subjects including a state itself as well. Every state is very dependent on
properly functioning financial system from the budgetary incomes point of view,
the state gets obligatory levies through it, from the credit financing point of view,
the state borrows financial assets in the financial system, or from the budgetary
expenses point of view, the state distributes financial assets to relevant subjects or
makes payments for acquired goods or services through the financial system.

Every system consists of elements and relationships among them. In case of the
financial system, subjects can be considered as elements (subjects having redundant
financial assets, subjects with the need of financial assets, subjects allowing and
organizing transfers of such financial assets and subjects acting as oversight
authorities) and these subjects enter legal relationships according to general binding
legal regulation.

In summary and particularly, the financial system can be defined as the sum of all
kinds of financial markets including their subjects who meet with their demand for
and supply of disposable financial assets and subject who provide their financial
services mainly for the previously mentioned subjects and the relationships among
them, at the same time in summary these subjects and financial services provided
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by them create infrastructure enabling constitution, change and termination of
legal relationships concerning a treatment with financial assets (deposit, transfer,
exchange for instruments traded on markets, lend to others etc.) as their object and
the sum of these relationships shall be included into the financial system as well.
Further, authorities of secondary regulation and supervision, mostly public origin
authorities, who use their powers to produce legal regulation, to decide in individual
cases and to compare behaviour required by legal regulation with actual behaviour
of concrete subjects with possible subsequent inference a penalty from a breach of
legal regulation shall be included in the financial system as well.

3 Financial System Stability as Public Interest

The most important reason for legal regulation of the financial system in actual
quantity and quality of legislation consists in the interest of a state in well-
functioning, sound, healthy and stable financial system that has lack of negative
deflections caused for example by the bankruptcy of more important financial
institutions or dysfunction of infrastructure used for financial services.

Financial institutions, mainly the biggest of them as banks, insurance companies
or fund management companies, can impact the whole financial system by their
behavior. It is necessary to realize that the well-functioning financial system is the
fundament of the economy of each economically developed state, therefore the
well-functioning financial system is the economic and legal interest of every state
and the state protects the financial system by its best possible legal regulation. The
public interest can be in general found in the financial system as the aim to do not
allow subjects included in the financial system to behave just according to their
will, but to regulate their behavior to reach a protection of the financial system and
all subjects within.

As was mentioned in the introduction, the legal regulation of financial system
can be differed into two parts according to two main aims of such regulation, i.e.
regulation of conduct of business requirements and prudential requirements, public
interest can be found in both, but general aim of the public interest in the financial
system is the stability of the system itself, i.e. the financial stability.

The term “financial stability” is not legally defined, but broadly used in the
legislation of the European Union as well. The financial stability can be found as
the situation in the financial system when the financial system fulfills its above-
mentioned functions properly, without any serious malfunctions or undesirable
results for the actual or future development of the economy and when it is resistant
to any serious problems.
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It is a usual aim of central bank’s or any relevant authority’s activity to reach and
maintain the financial stability besides its other main aims, but some authors are
quite skeptical about real action readiness in this field. For example, Goodhart
called the Bank of England’s commission that was responsible for issues related to
the financial stability as “talking shop” (Goodhart, 2009: 31).

According to Theissen the term financial stability can be interpreted many ways, but
he connects this term mainly with stability of banks and founds it as caring about
prevention of risk of infection in case of run on bank that does not put just such bank
in jeopardy but can be a threat for other banks and all system too (Theissen, 2013:
46). And for example, Crockett defines the term of financial stability as a situation
when financial institutions and markets are able to mobilize savings, offer liquidity
and allocate investments effectively without any disruptions (Crockett, 2003: 44).

4 Selected Aspect of Financial System Regulation

There can be found several relevant reasons for a broad regulation of the financial
system. A potentially high profitability of services provided as the business in the
financial system can be found as one of them. It is necessary to realize that money
of customers is directly handled by financial services providers and it is very easy
to transfer money all over the world in our highly globalized world or it is possible
to invest a huge amount of money by one click on keyboard and to lose them.

The potentially high profitability of financial services attracts even subject who are
not lead by positive intentions of hones business but by crooked thoughts for quick
getting rich. Therefore, a stricter legal regulation of entrance to the financial system
and providing of financial services shall be imposed, especially requirements of
authorization on subject or requirements on capital used for establishment of such
business. Other very relevant reason in behalf of a strict legal regulation of financial
institutions’ activity is an asymmetry of information in the relationship between
a financial institution and its client. Asymmetry of information can be defined
as a situation when theoretically equal parties of legal relationship dispose of the
diametrically different sum of information necessary for the decision about such
legal relationship, this difference can be in quality or quantity of such information.
When a person, especially a consumer, enters into a legal relationship with a
financial institution his contractual partner is very well equipped with knowledge,
experience, professional staff or advisers. Therefore, the theoretical civil equity
of contractual parties is not reflected in practice. The public legal regulation shall
equalize this inequality between the parties by enforcement of obligatory contractual
conditions in rights and duties of such legal relationship, by enforcement of a
financial institution to provide its client relevant and understandable information
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regarding to the legal relationship or providing a client by concrete contractual
rights in his favour, for example a right to terminate the contract in concrete period
after its conclusion or a right to use a mechanism existing to protect rights of clients
(e.g. deposit insurance scheme).

Without the public legal regulation that is a superstructure of private legal regulation
as the base for legal regulation of mutual rights and duties between a financial
institution and a client, it would not be fulfilled even fundamental principles of
private law, especially the principle of equality of contractual parties. Furthermore,
for example, Gray and Hamiltons say (2006: 199) that in case of consumers their
bad decisions, if and which financial services are suitable for them, arise under
influence of lack of relevant information; often the lack of relevant information is
the reason why consumers do not use concrete financial service at all. The related
reason for broader legal regulation in the financial system is the protection of clients
(or in narrower meaning consumers).

Gleeson’s opinion in the branch of banking can be considered as appropriate for
all financial system (Gleeson, 1999: 6) — banks do not act in behalf of their clients
but enter with them business relationships (e.i. trade with them for the creation of
profit). And the financial system is based on trust of clients in the sound functioning
of the financial institutions and financial system that they are part of. Carnell,
Macey a Miller appositely state (2013: 291) that for long ages there was only one
binding rule in banking protecting clients — the ban of usury. But this minimalistic
regulation is already overcome and nowadays we are in the completely opposite
situation where banking, as well as the rest of the financial system, is overregulated.
According to Bonneau (2014: 330) the protection of client is rationalized not only
by his weaker position as a party who shall be protected but its aim can be found
as improvement of client’s confidence into the financial system and financial
institutions, because only with this confidence the system can be more effectively
functioning. Particularly the European Union single system where the financial
services are provided over borders and concrete financial institutions do not have
to be well known in a country of financial service providing (and therefore not
enough credible, because in general people do not trust thinks they do not know),
and without proper legal regulation and following supervision the confidence into
unknown institution shall not have to be sufficient to let these financial institutions
compete with local financial institutions on fair market.

On example of banking, it is possible to illustrate the importance of client’s
confidence for sound functioning of the whole system. The business activity of
commercial bank is based on voluntary deposits of the public, the gained financial
assets are further lent for higher interests that are paid to depositors whose financial
assets are used. Furthermore, it is typical for banks that the financial assets are
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borrowed from depositors for short time period but borrowed to bank’s debtors
for the long time period, this time imbalance cannot be found in different kinds
of business than banking. For this functioning of banking, it is necessary that the
depositor have adequate confidence in banks to provide them with their money, not
to keep them at home or to invest them in another way. In this situation, the quite
broad legal regulation of the relationship between depositor and bank takes place
with the aim to increase depositors’ confidence. This aim can be reached by several
ways. One of them is a limitation of subjects allowed to accept the deposits from the
public, requirements of the fulfillment of more strict conditions to run a business as
a bank can be the second one. This legal regulation is usually supplemented by a
special regulation of the situation when a bank is not able to pay back the accepted
deposits, e.g. by a creation of deposit insurance scheme.

In case of the Czech Republic, actual system of deposit insurance scheme (which is
harmonized in all EU countries) is so generous that it covers the majority of existing
deposits from the public (it ensures to recover 100% of deposits by the limit that is
higher than the majority of existing deposits from the public). It is even so generous
that it can distort a basic investor’s triangle — to eliminate a risk of the non-returning
deposit back. A depositor who knows this fact, therefore, can only choose among
interest that is offered by banks. This could be an example where it can successfully
be doubted correctness of legal regulation of such social relationships. Now, it
can be mentioned several reasons against this high level of legal regulation of the
financial system, i.e. negative aspects of such regulation. One of the fundamental
reasons against the actual level of regulation is a restriction of the competition of
financial institutions or subjects willing to undertake business in financial services.
It is necessary to agree with Goodhart (Goodhart, 2012: 321) that if the regulation
of financial system shall be effective it simultaneously imitates regulated subjects
in achieving of preferred and unlimited position and often decreases their profit and
has the bad influence on their capital. In his different work (Goodhart, 2009: 101)
can be found the conclusion that regulated subjects willing to reach a protection of
their business look for any possibility how to enter non-regulated areas of similar
activity to use more profitable opportunities.

Restriction of competition is mainly caused by strict requirements of the entrance
of business subjects into providing of financial services. Usually, there are more
strict conditions regarding a minimal capital, personal and technical apparatus
or establishing of internal processes. Sources of capital are examined very often
as well to find out a real owner of the subject or to eliminate a risk of criminal
activity or terrorism origin of the financial assets. Because the fulfillment of such
criteria is usually very complicated and demanding the entrance into the business is
restricted just on several subjects who later do not have to have, especially in small
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economies, stronger motivation to compete on the market of financial services. In
case of the EU, this negative can be overcome by cross-border provision of financial
services which is very common activity in this area where a concept of the single
European passport for financial services exists.

It shall be mentioned that there can be found different opinions on the relationship
between legal regulation and market competition. According to Crockett (Crockett,
2003: 55), well-functioning market environment in the financial system shall
eliminate badly functioning financial institutions or markets and at the same time to
stimulate development of prudential and effective practice. Another negative aspect
of broad legal regulation of the financial system relates to the market competition,
this aspect consists of the high cost of fulfillment of requirements stated by such
regulation.

The fulfillment of the very high number of legal regulation costs regulated and
supervised subject high amounts of money. It comprises a necessity to set up all
processes, to prepare contractual documentation etc. according to regulation
requirements, later to fulfil continuous information obligation towards a supervisory
authority or authorities that on their basis and after their evaluation find activity of
supervised subject as according, or against the legal regulation and possibly deduce
other conclusions (sanctions, penalties etc.). Resultant amount of information
obligation of the financial institutions undertaking their business in several branches
of financial system depends on the used model of institutional organization of the
financial system supervision, i.e. number and system of supervisory authorities.

The connection between costs and the market competition in the financial system can
be considered even in more concrete aspects. The caused costs for the fulfillment of
regulatory requirements are included into the price of financial services by financial
institutions and the price is (of course) paid by clients of such financial institutions
(or they are calculated as cost and have an impact to interest paid to depositors).
Different branches of business or concrete financial services legally not regulated
in such way gain an advantage of lower costs and can be provided for lower prices
or bring higher interests. Therefore, even traditional financial institutions try
to discover how to avoid concrete legal regulation and to create similar financial
services or schemes that would bring advantages for customers, profit for the
institution but would not belong under the regulation.

5 Conclusions

The main aim of this paper was identified a public interest in the financial system
law. The public interest is the immanent component of every legal regulation
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because otherwise any concrete relationship would not be regulated by law if it was
an interest just of an individual.

The general and the most important public interest in the financial system regulation
and simultaneously the most important aim of this regulation is the stability of the
financial system itself. The stability has many aspects and an aim to reach it can be
found in the regulation of majority of legal relationships in the financial system.
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Abstract

The paper describes the backgrounds and presents critical postulates to the
Legislator, which altogether form the indispensable premise, indeed the foundation,
for the defense of our country’s interests. First, to eliminate the secret lobbying in the
law-making process. Every expert must be bound to reveal in public whether he has
a conflict of interest, under legal responsibility. Second, all and any links between
public authorities and the tax business specializing in “aggressive tax planning”
must be severed. Three, an investigation committee ought to be set up, tasked with
investigating into all the pathologies identifiable in the regulations development
process in respect of VAT as well as the other taxes (excise tax and income tax,
in particular), where the losses are no less severe, or even severer, compared to
the income gained. So far, the constitutional system of Poland has not opposed the
degradation of the establishment, interpretation, and application of substantive tax
law — a matter of so high importance for the financial interest of the State.
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1 Introduction

Public financial interest is usually defined intuitively: its content and purpose are
for the public levies system to ensure non-reimbursable income sufficient to cover
the indispensable and reasonable public spend and debt servicing (if any). In tax-
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law terms, the content of public financial interest is strictly defined. Specifically, the
provisions of a tax law are compliant with public financial interest whenever:

— substantive tax law (detailed section) proves to be sufficiently fiscally
efficient;

— the general section of tax law (substantive and procedural) ensures efficient
assessment and enforcement of tax arrears whilst also eliminating tax
escape;

— a repressive tax law ensures a proportional system of penalties, with a
preventive (deterring) effect.

I will herein refer to the first of these issues. Substantive tax law is concordant
with public financial interest only when it proves sufficiently fiscally efficient —
this being a measurable phenomenon, comparable in time. The annual analytical
indicators useable in the assessment of efficiency are the following:

1) the share of the amount of net tax paid? in the total taxed tax bases;

2) the share of the amount of net tax paid in the total sum of tax bases (taxed
and exempt from taxation due to tax exemptions and reliefs applied);

3) the share of the total amounts of net tax paid in the estimated amount of due/
output tax (tax loophole);

4) the share of the total amounts of net tax paid in the total balance-sheet
revenues from taxpayers (in their entirety);

5) the ratio of the total amounts of net tax paid to the amount of tax arrears due
thereto (interest excl.);

6) the share of total refunds in gross proceeds;

7) the ratio of the total amount of net tax paid to the estimated cost of its
collection.

The most synthetic indicator is the annual share of the amounts of tax paid in the
GDP and the increase/decrease trend in this share. This measure allows comparing
the fiscal efficiency of individual taxes in time and in the international scale.

Obviously, the fiscal efficiency of a tax depends not only on the condition of the
substantive tax law, since there have appeared (and still are appearing) escapes
from taxes with use of apparent or real action, as well as deliberate or unconscious
disregard of fiscal obligations. The most useful measure reflecting the tax escapes is
the share of the amounts of tax paid in the estimated due (output) tax.

2 l.e. receipts fewer refunds.
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Substantive tax law established in the financial interest of the State has to maximize
the fiscal targets measured with use of analytical (items 1 to 7) as well as synthetic
measures. In case the measures applied show a deteriorating profile of the tax, the
reasons for this need being identified; in the first place, the provisions in the tax law
must be identified which have enabled or facilitated the tax escape, or directly result
in a gap-in-the-law. Change in legal regulations is, namely, the simplest and the least
expensive means of protecting the State’s financial interest. In most contemporary
cases of the decreased fiscal efficiency of individual taxes, it is this particular factor
that was of decisive or fundamental importance. As it follows, each particular tax
ought to be analyzed, on an ongoing basis, in the light of the aforesaid measures,
in order to identify the reason behind changes occurring in its fiscal efficiency and
formulate de lege ferenda postulates.

2 Problems of Creating, Applying and Interpreting Tax Law

The above considerations are related to the assumption that substantive tax law is
developed on a bona fide basis, and the legislator is unwaveringly driven by the
financial interest of the State. Yet, even a cursory observation of the evolution of
the Polish tax law in the last decade challenges this argument, for creating a tax law
contrary to the public interest is a known phenomenon, commented on by publicists.
In parallel, a depreciation of the materiality of the fiscal purpose of making the
tax law, or even a fading of this purpose, has continued over many recent years.
The reasons behind the process are rather complex but commonly perceptible; they
include:

— an atrophy of the state awareness of the essential part of the political class,
who tend to treat power as a trophy enabling to pursue one’s private goals;

— lobbying that aims at creating a tax law in the interest of those who are
reluctant to pay taxes;

— tax business, including “international” tax business, which contributes to the
making of tax provisions in order to make money on them.

In the traditional narrative on the substantive tax law, the belief prevails that
such law is formed to satisfy the financial interest of the State. Is it not, however,
a matter of an idealized past? In our country, this law is, in its material aspects,
“settled” (as simple as that). One can “fix”, or “settle”, the content of a regulation, its
interpretation, or method of application (including no option to apply it). Not being
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inventive, anyone who deals with this field knows it and can quote any number of
examples.’

What does such “fixing” of instituted law look like, at a closer glance? Let us first
take a look at the legislation process. In order to adopt the demanded regulation, it
is necessary to use the services of a specialized legislation business, which include
the following steps:

— first, a draft of the (set of) regulation(s) or normative act is, obligatorily,
compiled by (unknown/unidentified) private legislators;

— next, “free mass media” come into play, criticising the solutions in place and
giving arguments in support of the need for a change;

— then, the floor is given to men of authority, who propose ‘“scientific” or
“professional” justifications for the proposed alteration;

— at the subsequent stage, the proposed project is stealthily put on the
appropriate official’s desk — which is, where the legislative process formally
begins.

This is followed by a formal legislative procedure, which is fully “transparent” and
“clear”: the draft needs to be protected against getting “tripped up” by someone,
mostly, by accident. Such a scenario is not quite plausible, though, for the procedure
in question is pointless (save for rare exceptions to the rule): only the drafts with a
formal placet tend to be adopted.

In all fairness, it should be remarked that it has not always been so. Years ago, in the
early 1990s, draft pieces of legislation concerning substantive tax law were written
in this country by loyal officials under the strict supervision of their superiors of
expertise; politicians had some taxation concepts which they ordered their reports
to implement, whilst there was virtually no legislative business existing. We
have witnessed its rapid development only in the present century, in connection
with Poland’s entry into the European Union. The business in question has been
operating under the patronage of liberals, left- and right-oriented alike.

This is how an essential portion, if not a majority, of (detailed) substantive-tax-law
regulations, are made in Poland — not in the financial interest of the State, which

3 This is not a sort of knowledge to be accepted by any of the “opinion-making media” (as they call themselves).
When | was recently invited to take part in a discussion on the “domestication” of banks, | repeated the
unquestionable argument that all the regulations of the banking law of material importance have been
designed by the banks themselves (which none of the disputants opposed). My argument was not quoted in
the media, for it exceeded the confines of the correctness “in force”. Polish mass media speak in terms of Mr.
Balcerowicz’s categories, which depict a simple world: there are evil politicians/officials and there are good
banks. All this in spite of the fact that all the banks of importance are governed by former or present politicians
or former officials. This is what a politician says, twice a Deputy Minister, who has utterly lost the election,
together with his political party.
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otherwise should be an obvious thing as far as the financial law is concerned.*
This fact, regrettably, affects in an extremely destructive fashion the awareness —
especially, the legal awareness — of taxpayers who have to subject themselves to the
solutions governed by vested interest.

“Fixing” an appropriate interpretation of the regulations is a much easier thing to do.
Suffice it to submit a deliberately partitioned set of applications for interpretation, to
make the competent authority disoriented. With the “deal” thus “hammered out” —
a series of favorable views formally approved — the applicant puts them together and
then applies again, now for confirmation of the whole “taxpayer-friendly” concept.
Everybody knows about it, the issue is debated in public — usually, to no response
from the Minister of Finance, for he (whoever is in office) has actually been taking
part in these dealings for years now.

The making of legislation can, of course, be influenced in a more sophisticated
manner. Thus, one holds a conference — a scholarly one, to be sure — and invites
experts (Who would surely never make the slightest mention of their own “business”
affiliation), “international” counseling business, judges, officials, and journalists.
As a result, “representative” views are produced, which (this is for certain)
coincidentally have nothing to do with the State’s financial interest. The ranks
of this business, let us add, have been for years been supplied with herds of civil
servants formerly working for the Ministry, which apparently crowns their careers.

All the formal actors of the legislative process leading to the formation of substantive
tax law (in its detailed section) — that is, the Ministry of Finance, the Government,
the Sejm and the Senate (i.e. the lower and the upper house of the Parliament), and
the President of the Republic, only make up a curtain behind which the one who
actually governs the process operates. None of these actors are perhaps willing to
know what they participate in, or maybe they really are not aware of what is going
on.’

The tax business has often been an intermediary in the compilation of tax
regulations. What I mean is the foreign as well as domestic business, to be sure — the
latter being involved in lobbying activities for years. The business has grown full-
fledged, capable of earning giant money, unattainable in any other circumstances

4 More importantly, even in public utterances concrete regulations, or even laws, are referred to by their
nicknames based on the names of the companies in whose interest the regulation/law has been “settled”.
5 | have warned our Dear “All Saints” many a time that any regulations thus fabricated will be to the sheer

detriment to public finance: their actual authors act solely in their own interest, in their eagerness to make
money taking advantage of the legislator’s naivety. My letters were passed by in silence, as a rule — though
even more frequently | was given a somewhat vague tint that “there’s more money to remain in the taxpayer’s
pocket”, for “the less tax, the better”. Such a canonical liberal concept has proved damaging to the Polish
fiscal system over the recent ten years or even longer; a concept that has, unfortunately, already appeared
somewhere at the background of the new Government whose official idea has been to improve on (“tighten”)
the tax system, basically supported by their voters.
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and, primarily, has entered political and clerical circles. It prevails in the trade media
as well, interpreting the regulations in magazines, awarding prizes to themselves for
successes in counseling, and acts as the only expert in tax policies (the “newspaper
experts”). Lobbying is, of course, a legal activity and nobody can be punished for it.
Tax regulations should be written by politicians observing public interest, whilst no
expert should ever find himself in a conflict of interest — such as, for instance when
dealing on a daily basis with tax optimization using the “Luxembourg agreements”.

We all basically tend to (legitimately) criticize the way the legislative process
goes; in tax legislation, one can speak of multiple pathologies appearing. It is not
known who compiles drafts which are subsequently adopted by the Sejm, with
no verification or afterthought at all. All this takes place in a distorted ambiance
of suspicions of lobbying, the omnipotence of nameless officials, and conspiracy
of so-called experts who often represent the interest of the tax business. It is high
time now to (re)think how to rationalize and heal the process of making substantive
tax law — and, primarily, how to try and outline its major non-political principles
so as to protect the State’s financial interest. Contrary to the appearances, there
exist certain specific rules governing the process, although some of them are
the emanation of the general principles of reasonable legislation. Analysis of the
legislation path of most of the essential tax laws or acts (introducing new taxes or
amending existing regulations) leads to describing the process under discussion in
the following general terms:

— Most of the substantive or content-related alterations in a draft emerge at
the initial stage, in the course of the (not-quite-transparent) “inter-ministerial
consultations” which, contrary to the name, extend to an extremely large
(and undefined) number of attendees/contributors.

— Clerical opportunism tends to be predominant when it comes to “putting the
draft together”, according to the rule describable as “submitted by someone
—nobody else is against — let us keep it then”.

— Any official opinions on the submitted drafts are formal or outright seeming:
such opinions appear in excessive numbers and thus are probably read by
no-one. The more contradictory they are, the (horror!) “better”, which, in
objective terms, renders any ex-post control of the process unfeasible.

— The role of anonymous compilers/editors, who give a set of regulations/
law a formal shape (at the working stage and conclusively), is prevalent.
Genuine knowledge of taxes and taxation is alien to them, as a rule. While
they are not to blame for the latter, given the circumstances of no leading
idea present, or purpose of most of the regulations concerned, both a well-
and ill-constructed “piece of furniture” gets incessantly polished, since the
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“governing rule” says that it is the quality of varnish that counts and matters
most.

— Immateriality of tax knowledge (not to be confused with knowledge of tax-
law provisions/regulations) has not bothered anybody over the years: once
the draft’s Author remains nameless, and there is no-one to embrace the
problem in its entirety, there is room open for anybody whoever should like
to add or thrown something in, whilst (not infrequently) remarking that s/
he has no knowledge of taxes. In any case, nobody would resolutely stand in
defense of his/her proposal, to avoid suspicion of self-interest.

— As a rule, there is no-one to know where the regulations originally came
from and how those corruption-generating regulations or those turning into
a source of income for the chosen few (those to “reap the harvest”) have
been added. I have repeatedly endeavored to investigate who on earth has
written all these privileges that have led to the fiscal degradation of what is
presently the corporate income tax — to no avail, though: the solidarity of the
Authors of such projects is, well, “enviable”.

— Most of the process’s participants are in tacit agreement that they should
adopt ostensible solutions: everybody knows that the idea is of no value
or will remain a dead letter — one example being the “tax credit” for those
starting a business (a game of deception).

Establishment, interpretation, and application of substantive tax law (in its general
section) is critical to ruling a democratic country. Almost every aspect of these
processes are public by nature: the creation of the law, controlling the taxpayers,
decisions issued by Government administration, case-law and judicial decisions.
Taxes ought to be formed by those in power, on an exclusive basis; they should
be created in the State’s financial interest, which is not contrary to the need
to protect private interests — obviously, within the confines of the law and in
accordance with its purpose. The necessity of particular protection by the employer,
the administration, and courts-of-law of taxpayers’ private interests has been
emphasized for years, it sometimes being ignored that what is essential to taxes —
if reasonably comprehended — is that public interest is contrary to private interest
and that the former takes primacy over the latter. When the public opinion learns
that the first twenty-five years of what is referred to as the transition ends up with
a high and incessantly growing public debt and decreasing tax income, in spite of
an economic growth, the question is worth posing: What is going on around here?
Taxes are present in the media on a daily basis, with hundreds of thousands of legal
problems being analyzed with deliberation. Since we give so much attention to
them and put so much effort in them, why is it going so bad then? When one gets
into the details, though, it becomes apparent that something is wrong with it, and
our embarrassment is quite an expectable response. Why? Because all this gigantic
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effort to create, interpret and apply taxes is a sort of “the idle running” — or, is
merely detrimental to the State’s financial interest. The fact that crypto-lobbyists
report on draft laws to Sejm committees is no more astonishing to anybody. A worse
thing is that creating the law as it does not lead to solving most of the problems
which only the public authority may, and indeed should, address. In an attempt to
answer why this is all so, I propose the argument that across the crucial ‘segments’
of wielding fiscal authority — i.e. legislation, the pragmatics of tax administration,
and the judicature — we have been dealing, for long years now, with something I
describe as the escape from the ruling.

The phenomenon manifests itself as follows:

— Tax legislation tends to create legal regulations or such that directly
implement interests quite distant from the State’s financial interest, or,
deliberately refuses to deal with the issue which otherwise is the declared
object of this same regulation. The tax administration practice multiplies its
“own” interpretative doctrines, splits hairs, all too often maltreating what the
legislator has produced, and thereby only deepening the state of uncertainty
and lostness.

— The judicature has become thoroughly unpredictable: they are finding
multiple ways to remove problems from themselves and, primarily, pass
verdicts that can resolve nothing — as confirmed by the long-known adage
which says, “God moves in mysterious ways — and so do courts-of-law.”

The actors have come to a peculiar excellence in playing these roles: a weird
regulation is soon overgrown with dozens of contradicting views, which are
subsequently “cherished” and “developed” in an endless serial of convolutedness
and embroilment. The question, “Why it is s0?” is a different story, though.

[ will hereby try to sketch out a few, rather known, factors. First, in the last dozen-or-
so years, there is no-one to have built any positive tax doctrine of our State. On the
contrary: much has been done to propagate demoralization in this regard. Second,
since long ago, there has been no “tax policy” in place in this country, which would
have been implemented by political parties and Governments. Politicians are not
keen on taxes, considering them a boring topic, or even dangerous to their image.
Third, there are no positive benchmarks in place which could be referred to in the
everyday practice of ruling tax issues. What the EU practice has contributed to our
household (obscure directives, decision-making indolence, contradictory verdicts of
EUC]J) is something probably even worse than our domestic “accomplishments”.
Fourth, the “privatization” of the development of tax regulations that emerge within
the magical triangle, officials — lobbyists — experts is death-dealing for the very

80



Public Financial Interest in Polish Tax Law

essence of tax law. The latter must be made in public interest, and only politicians
can stand in its defense.

3 Conclusions

Among the very basic and undisputable obligations of any Polish public authority
is to act in the interest of our country, in line with the Constitution of the Republic
of Poland. This has not always been so, in a more or less remote past — and not
only. The recent toleration of mass-scale taxation avoidance, including value-added
tax refund frauds, has given an example of atrophy of the tax system and was,
primarily, an instance of violation of the country’s constitutional order. Is avoidance
of taxation, creation of “optimizing structures”, issuance of fictitious invoices for
some never-provided services part of civic freedoms? Can the public authorities
shun their duty to eradicate such occurrences? As we know, we live under the
dictate of a liberal correctness with its predominant view whereby the worse it goes
with taxes, the better; for the “smaller”, worse-paid and more incompetent state
is — well, all the better, as then it “would not be able to hinder the unrestrained
development of entrepreneurship”. A liberal mindset clearly would not adopt the
argument that there would be nobody to pay those equally low and simple taxes
when the state is weak, and when an unrestrained latitude might (and, certainly
would) be an advantage for bandits and thieves (including those wearing expensive
suits) as well as for foreign inimical countries (‘“foreign” would normally mean
“inimical” in this regard) to destroy ours, and bleed it white. Hence, I should like
to put forth (as many as) three critical postulates to the Legislator, which altogether
form the indispensable premise, indeed the foundation, for defense of our country’s
interests:

— Eliminate the secret lobbying in the lawmaking process. Every expert must
be bound to reveal in public whether s/he has a conflict of interest, under
legal responsibility.

— All and any links between public authorities and the tax business specializing
in “aggressive tax planning” must be severed.

— An investigation committee ought to be set up, tasked with investigating
into all the pathologies identifiable in the regulations development process
in respect of VAT as well as the other taxes (excise tax and income tax, in
particular), where the losses are no less severe, or even severer, compared to
the income gained.

So far, the constitutional system of Poland has not opposed the degradation of the
establishment, interpretation, and application of substantive tax law — a matter of so
high importance for the financial interest of the State.

81






SECTION 1.2

PREMISES OF FINANCIAL PUBLIC INTEREST






DOI 10.15290/00lscprepi.2018.06

RATIONALITY AS A BASIC CONDITION FOR PUBLIC
FINANCE REFORM

JOLANTA SZOLNO-KOGUC!

Abstract

Rationality of public finance is impossible without a clear model concept of the
state, its role and consequent scope of public tasks realized (main research
hypothesis). Unfortunately, due to the lack of an unambiguously accepted and
consistently implemented vision of the state, both the socio-economic shifts and the
attempts to reform the public finance sector throughout the transformation process
in Poland have been characterized by a far-reaching lack of cohesion — governments
and parliaments have changed, political doctrines have changed, individual
manifestos have turned out to contain internal contradictions. And although there
has been a constant element of rationalizing public spending, and improving the
state’s finances, the actions taken have turned out to be rather ineffective, and any
results they do have are temporary and illusory, usually subordinated to current
economic and political aims (supplementary hypothesis). The aim of this article is
to analyze the nature and selected aspects of rationality in public finance, taking
into consideration the structural, procedural and stream levels of reforms carried
out in the Polish public finance system. It will concentrate on an attempt to answer
the question of whether making efforts at reform have effectively realized the
requirements for the rationality of public finance.

Keywords
Rationality; public finance; public finance sector; public funds; public expenditure

JEL Classification: H11, H61, P43

1 Professor for Economics, Head of the Public Finance Department, Faculty of Economics, Maria Curie-
Sktodowska University in Lublin, Poland. Expert in the field of public sector finances, author of over 120
publications on the organization and functioning of public sector finances, financial management of local
authority institutions, taxes and the tax system, author of numerous research and implementation projects.
Member of the Center for Information and Research Organization in Public Finance and Tax Law of Central
and Eastern European Countries. Contact email: jszolno@hektor.umcs.lublin.pl.

85



Jolanta Szotno-Koguc

1 Introduction

The requirement for rationality has inspired and continues to inspire efforts at
reform with regard to the management of public finance. It should be noted that
rationality of public finance is impossible without a clear model concept of the state,
its role and consequent scope of public tasks realized (main research hypothesis).
public finance is, after all, an instrument for executing public authority, and
reforming them does not achieve the intended rationalizing effect if they are not
properly correlated with socio-economic intentions. Rationality of public finance
is thus inherently connected with a clearly articulated and realized a vision of the
state. Unfortunately, due to the lack of an unambiguously accepted and consistently
implemented model of the state, both the socio-economic shifts and the attempts to
reform the public finance sector throughout the transformation process in Poland
have been characterized by a far-reaching lack of cohesion — governments and
parliaments have changed, political doctrines have changed, individual manifestos
have turned out to contain internal contradictions. And although there has been
a constant element of rationalizing public spending, and improving the state’s
finances, the actions taken have turned out to be rather ineffective, and any results
they do have are temporary and illusory, usually subordinated to current economic
and political aims (supplementary hypothesis).

The aim of this article is to analyze the nature and selected aspects of rationality
in public finance, taking into consideration the structural, procedural and stream
levels of reforms carried out in the Polish public finance system. It will concentrate
on an attempt to answer the question of whether making efforts at reform have
effectively realized the requirements for the rationality of public finance. The
research hypotheses indicated above have been subordinated to this problem, as
has the research method used, which covers analytical and conceptual studies. The
inspiration to tackle this question came, among other sources, from publications by
C. Kosikowski (2004, 2011), S. Owsiak (2005) and A. Pomorska (2002), as well as
by J.M. Buchanan (1997), J.M. Buchanan and R.A. Musgrave (2005) and V. Smith
(2013). The article constitutes a continuation of research conducted over many years
by the same Author into the system of public finance, the need for and directions of
its rationalization.

2 Essence of Rationality
Rationality means basing actions on scientific motives or principles — a rational

action is a wise, judicious action which is in accordance with the knowledge
one possesses (Latin ratio — mind, rationalis — rational) (Stownik wyrazow

86



Rationality as a Basic Condition for Public Finance Reform

obcych, 1980: 621-622). In psychology, rationality is connected with actions
taken purposefully, as opposed to impulsive or reflexive actions. The sociological
approach assumes that a rational entity is guided by the hierarchy of values or
preferences espoused by a given social community (Pype¢, 2004: 17). Finally, from
an economic point of view rationality is considered in the context of the realization
of the defined goals of an action by the managing entity. Rationality of management
means human activity consistent with the state of knowledge of the surrounding
reality, enabling the best social and economic results to be achieved (Owsiak,
1983: 13). Rationality of management is inextricably linked with effectiveness.
Effectiveness is a narrower concept, in the economic sense it takes into account the
balance of efforts and results, and not all of these, and not in every situation, can
be measured and expressed in monetary terms. This is particularly important in
the context of managing public funds — indeed, they are allocated not so much for a
direct economic effect as for the public good (interest). Rationality thus means not
just effectiveness, but also the social justice aspect (Wilkin, 1997).

In the economic sense, two models of rationality can be differentiated —
instrumental rationalization understood as striving to increase the extent of activity
while simultaneously improving its effectiveness, and teleological rationality,
which is expanded to cover the judicious shaping of goals (Leskiewicz, 1994: 58).
The first model concerns the optimum breakdown of available funds for realizing
a defined goal, in light of the subject’s knowledge. The second model involves
ensuring that actions are consistent with the existing regulations and recognized
standards, which is crucial with regard to public finance. The supply of public
money is, by definition, limited (there are limits to both taxation and public debt), so
public spending must therefore also be limited. Rationality of public finance is thus
not expressed exclusively in the size of public spending, as this parameter does not
provide an adequate basis to assess activity financed from public funds, particularly
in the context of the better adaptation of the extent and standard (quality) of this
activity to the needs of a given community. This rationality is more likely to lead
to an evaluation and choice of goals, and to the formation of a structure of public
spending allocated to achieving those goals.

Rationality of public finance can be considered at both the macro- and microeconomic
level. The macroeconomic view of rationality refers to the appropriate division of
public funds and means both the appropriate level of state income and expenditure
(particularly in relation to GDP) and their optimal internal structure. The
macroeconomic approach is thus related to the problem choosing which goals and
tasks are to be financed from public funds. Hence the most important criterion
for rationalizing public finance becomes that of effectiveness (rationalization of
choices). Macroeconomic rationality of public spending, and therefore of the entire
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system of public finance, is relative in nature. It can be considered in the context of
the funds necessary to realize public tasks. First, though, the appropriate scope and
size of those tasks should be established, and only then the expenditure (understood
as the involvement of defined financial resources) for their realization, not the other
way round. This is the only way to justify the creation and financing of a non-
balanced budget.

The microeconomic approach, on the other hand, concerns rationalization at the
level of public sector entities and institutions directly involved in the process of
collecting and spending public funds. In particular, this involves showing which
organizational/legal forms are conducive to rational management of public
money and to the optimal adaptation of resources to tasks. The basic criterion for
rationalization understood in this way is effectiveness, particularly in the context
of seeking savings in expenditure while achieving comparable effects. Here it
should be noted that a full tally of expenditure and effects entails many practical
difficulties — to the extent that expenditure is stipulated in the budget and financial
plans of entities, the effects are usually difficult or indeed impossible to measure,
and often with a significant delay (Owsiak, 1983: 206).

These two approaches, the macro- and micro-economic, are closely connected
and mutually conditioned. It is difficult to speak of the rationality of financing
individual entities and units of the public finance sector without simultaneously
ensuring the rationality of the division of resources for particular areas and tasks.
Success can only be achieved if these are treated together. It is worth noting that
financial doctrine is dominated more by the macroeconomic approach, which shows
the context and consequences of political choices (Buchanan, 1997; Buchanan,
Musgrave, 2005). In practice, however, the most commonly occurring requirements
are on the micro-economic scale, concerning the financial management of specific
public institutions, but their isolated nature does not, unfortunately, guarantee
rationality on a macro, systemic scale.

3 Rationality in Light of the Principles of Public Finance

Rationality of public finance is often displayed in the form of theoretical
recommendations referred to habitually as financial principles, which essentially
constitute recommended requirements or templates of learning, aimed at practical
application, elaborated on the basis of previous experience. These firstly and most
broadly covered the system for collecting public impositions, creating a catalog
of fiscal principles (Gomutowicz, 2001), and budget management, thus creating a
catalog of budgetary principles. Budgetary principles have been developed, and
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indeed still are, in European financial thinking?, in particular, French, German
and Polish. Less importance is ascribed to these in the English-speaking world,
including the USA, where rationality of managing public money is connected more
with a certain degree of flexibility of action, as well as with the greatest possible
optimization of choices made (Musgrave, Musgrave, 1976: 7; Gajl, 1993: 90-91;
Szoto-Koguc, 2009: 25). It is worth stressing the significant diversity of views
with regard to both the essence and nature of budgetary principles and their content.
It is not unusual for the doctrine to stress that it is only the ideas from which the
principles stem that remain relatively constant, while their specific development
has been and continues to be subject to modifications during particular periods
of development of budget management. The content of the principles changes
depending on the circumstances, place and time, as well as the opinions of
individual Authors writing about the budget and budget system, as they represent
different schools of economic and legal thought.

The literature contains many catalogs of budgetary principles, often with no overlap
between them. It is worth noting, though, that when examined more deeply this
lack of cohesion often turns out to be purely superficial, with analogous ideas
given different names (Kosikowski, 2004: 32). Catalogs of budgetary principles
also vary considerably in terms of the number and also nature of values identified.
Many of the principles they postulate can apply not only to the budget and budget
management but to the state’s entire political, social or economic system, as every
action should involve following normative rules of legality and reliability. The
principles of clarity, economy, precision, and realism, which are also widely applied
in various enterprises, should apply to every effective effort.

The catalog of most commonly formulated budgetary principles per se should
include the principles of universality, unity, specificity (including the principle of
specialization), annuality, balance, antecedence, openness, transparency, reliability,
and feasibility (Szolno-Koguc, 2007: 27; Szotno-Koguc, 2005: 129-144).

Due to the distinct evolution of opinions on the doctrines of finance and financial
law towards a global and comprehensive treatment of public financial management,
attempts are increasingly being made to develop the traditional budgetary principles
into general rules applying to the public finance system as a whole (Pomorska,
2002: 6). Among the many postulates currently emerging, particularly noteworthy
on the road towards rationality are benchmarks applying to the following areas —
organization of the public financing sector (structural rationality), procedures for
gathering and disbursing public money (procedural rationality), and the actual flows

2 Cf. the ten principles of financial law: authoritativeness, annual basis, universality, unity, specificity, balance
as the classical principles and accountability, transparency, stability (predictability), performance (efficiency,
economy, effectiveness) as rules considered modern (OECD, 2004: 132-150).
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of money gathered and used for public needs (flow rationality) (Szotno-Koguc,
2009: 17-22). The realization of the recommendations shown in the above scope
should be comprehensive in nature, combining all the levels mentioned, but could
assume a gradual, partial character displaying either the structural, procedural or
flow aspect.

4 Structural Rationality of Public Finance

Changes to structures should first and foremost bring about far-reaching and
consistent institutional orderliness, including the elimination of anachronistic
organizational forms, along with verification of the legal-organizational character
of the rest. It is worth pointing out that the reform of 2009 ultimately resulted in
only a partial liquidation of state budget-funded entities, leaving such institutions
to remain at local authority level, while the abolished ancillary enterprises were in
numerous cases replaced by real ephemera in the form of public sector institutions
(Szolmo-Koguc, 2011: 149-158). State Forests remain outside the public finance
sector as an important institution carrying out essential tasks in the field of forestry,
the organizational-legal status of the Farmers’ Social Security Fund remains
unclear.

It is essential to make a clean break from the principle of solving problems using
institutionalization itself — the fact that an existing agency or office will continue
or a new one is to be created does not automatically mean that a given task will be
realized effectively or the situation in a particular area of social or economic life will
improve. Such action limits the allocation of public funds and reduces the flexibility
of financial management. Restructuring actions implemented successively do,
however, constitute an excellent opportunity to review the existing organizational
units in terms of the tasks they realize, the efficiency and effectiveness of their use
of public funds.

Ensuring the proper institutional framework for the public finance sector in Poland
requires constant verification of organizational solutions, increasingly general
use via the ESA system of the idea defining affiliation to the general government
sector taking into account the functions realized by given institutions as well as the
way they are financed.> Changes which lead in this direction are an expression not
only of the need to adapt the public finance sector to EU standards but also of the
aspirations to improve openness and transparency, to meet the requirements of the

3 ESA (European System of Accounts) — the European system of national and regional accounts adopted in
1995 (ESA-95), modified in 2010 (ESA 2010). The ESA standard indicates two criteria — redistribution of the
national income and wealth as the basic activity of a given entity, and additionally the 50% rule (i.e. less than
50% of production costs are financed from sales income/revenue).
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effective management of public funds. Also important is consistency in introducing
new solutions, consistency of the regulations adopted in this field with other
legislation to avoid doubts regarding interpretation, whether and to what extent a
given organizational entity using public money to carry out public tasks creates the
public finance sector. A secondary aspect is a matter of whether and to what extent
that entity is connected financially with the budget of the state or local authorities as
basic institutions of a legal-financial character, serving to redistribute public funds.

5 Procedural Rationality of Public Finance

Procedural changes refer, among other things, to proper management of public
funds, they include in particular spending in a deliberate and economical manner,
maintaining the principles of obtaining the best effects from given expenditure or
the optimal choice of methods and means to achieve the goals set. Unfortunately,
both the Public Finance Act and other legislation lack an explanation of what it
means to spend public money in a deliberate and economical way. The use of public
funds should undoubtedly serve to realize the goals and tasks of socio-economic
policy. This is a highly general statement, though, which is difficult to verify in
practice if the goals and tasks mentioned are not subject to defined measurements
allowing for a reliable and objective assessment of whether and to what extent
the costs incurred contributed to their realization. A statutory provision by itself,
without a properly developed system for defining goals and tasks both in a qualitative
and, as far as possible quantitative (measurable), structure, and monitoring of their
realization, and on this basis controlling the desirability of spending increases,
has little in common with actual rationalization of public finance management. In
English-speaking countries, the principle of desirable and rational public spending
is expressed in the 3E rule — economy, efficiency, and effectiveness. These criteria
are taken together to control the VFM effect — value for money (Zdasien, 2001: 2).

To improve the effectiveness and efficiency of managing public funds, the
reorientation which has been underway for several years from administrative
sending to management in the context of the task-oriented system is of key
significance. A task-oriented budget can and should be implemented by every
institution of the public finance sector, not only at the level of state administration
but also by local authorities — each of them realizes defined tasks on behalf of the
national, regional or local community, spends public money and it is important
that they do so in the most effective way possible, taking into account elements
optimizing the costs incurred. The task-based formula assumes that before
expenditure is planned for financing defined budgetary tasks, it is necessary not
only to verify what specifically is expected to be done, what kind of enterprise,
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why and what the public authorities want to achieve through this, how they want to
do it, whether and to what extent the non-public sector is taken into account, how
much it will cost and how much public money this entails, but above all how the
effects of the undertaking can be measured. A task-based approach to planning,
executing and controlling the budget also improves the openness and transparency
of management of public funds.

It is worth noting that a task-based budget concept requires the rules of budget
recording to be modified and adapted to international standards, including the
implementation of accrual accounting. The illusion of a low budget deficit would
finally vanish — there would be more limited possibilities to manipulate its extent
by delayed payments, or creative spreading of payments resulting from separate
legislation into different categories, as being financed supposedly by revenue from
the privatization of Treasury or local authority assets, but in practice (due to these
expenses massively exceeding privatization revenue even at the planning stage)
by money obtained from treasury bills and bonds, thus increasing the already
substantial public debt. Is this open and transparent, and above all consistent with
sensible financial management?

The budgetary system should allow for clear delineation of the “own” expenditure
of state bodies and the organizational units subordinate to them from redistributive
transfers, operational expenditure, and capital expenditure, particularly on
investment, with the possibility to indicate the source of financing in the latter cases
(own, EU, foreign). Without an appropriate division in this area which does not
violate the classical principle of budgetary unity, it is impossible to assess whether
and to what extent the increasing public debt is a result of the increasing scale of pro-
development investment, or of the ongoing maintenance of the state administration.

The full formula of a task-based budget also requires the creation of an accounts
record system which would enable calculation of the actual costs of carrying out
tasks, both direct and indirect costs, taking into account the consequences of any
abandonment or interruption in its realization.

A necessary condition for the proper functioning of the public finance sector is
properly working control of the acquisition and expenditure of funds by public sector
entities. An analysis of prior practical experiences in this field gives rise to doubts,
particularly with regard to the criteria of the checks conducted and the possibility
to use these as the basis of a full evaluation of the financial management of entities
being assessed. Managing finances consistently with the applicable legislation is a
necessary factor, but not a sufficient one for the effectiveness and efficiency of a
given entity’s operations. It is thus advisable to extend the control criteria so that
its results enable full data to be prepared with regard to the condition of the entire
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public finance sector, which could be actively used in decision-making processes by
both state and local authorities. Transformation of the public finance control model
should be accompanied by an evolution away from the significant dominance of the
legality criterion to the broad and generally applied criteria of purpose, economy,
and effectiveness.

Finally, there is the problem of the audit — specifically the external audit which
the public finance sector lacks, at least in the sense of a compulsory check of the
budgetary and financial statements by external auditors. A basic problem appears
here, that of who should conduct such an audit, assuming professionalism and
objectivity of the assessment. Should it be entities which are part of the public
finance sector (the Supreme Audit Office or regional auditing chambers?), or
auditors from outside the public sector?

Another crucial issue is the system for seeking out responsibility for breaches in the
discipline of public finance. Despite attempts at change, this remains dysfunctional
to a great degree, does not guarantee that public finance will function properly and
does not protect the state’s fiscal interests effectively. Systemic reforms are required
aimed at increasing efficiency and tightness, not just at cosmetic adjustments
designed to retain the status quo of particular bodies and institutions in spite of the
changing socio-economic reality. Above all, the aim is to clearly define the legal
character of the aforementioned responsibility. The most sensible, and also the most
substantively and procedurally justified, solution seems to be to include elements
affecting discipline of public finance within the regime of responsibility for fiscal
offences and crimes, if not to form a completely separate financial judiciary to
adjudicate on breaches of public financial discipline (Szotno-Koguc, 2015: 1).

6 Flow Rationality of Public Finance

Problems connected with the cash flow itself are no less controversial. The reform
should aim to specify the conceptual apparatus — revenue and income, expenses
and expenditure. The current regulations in the Public Finance Act do not provide
a clear picture of the flow of public funds, e.g., when revenue obtained by public
sector entities from the business they conduct or other sources counts as income
and when as revenue (Public Finance Act of 27 August, Art. 5/2/3-8 and Art. 5/1/5).
The main requirements generally refer to reform of the system of public revenue
from impositions — the basic foundations of the Polish tax system formed in the
early 1990s were subjected in later periods mainly to transformations forced by
their adaptation to EU standards, subordinated to interim requirements of fiscal
policy and often also to short-term goals in the run-up to elections. This omitted the
wide-ranging, multi-level context of the pro-effectiveness and pro-social reforms.
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Reforming the tax system requires coordinated and consolidated actions which
undoubtedly last longer than one parliamentary term. It is difficult to find any
positive examples in this field — on the contrary, interesting proposals are forgotten
along with changing governments and parliaments.

The flow context makes it necessary to evaluate what rationalization of public
spending means in practice — is it merely the postulate to save or be efficient, or does
it result from a model, adopted and consistently realized, of the state, the tasks and
duties of public authorities in the social and economic sphere which are accepted
not just by political forces but above all by a majority of democratic society. In
my opinion, the second belief should be the dominant one because, as I mentioned
at the beginning, a goof public finance system cannot be created without a proper
basis in a clear and consistently implemented vision of the state (Kosikowski, 2011).
Changes to the system of income and expenditure, revenue and expenses, translate
directly into the problems of budget deficit and public debt — the cause, nature, and
extent of the phenomenon in the context of meeting convergence conditions, but
also the broader perspective of security of public finance.

7 Conclusions

Further reforms mean further challenges taken up in search of rational public
finance, a system of collecting and spending public money which is consistent with
scientific principles and relevant to the conclusions drawn from practical experience
in this and other countries. In addition, the changing social and economic reality
entails changes to the approach, a redefinition of priorities, appropriate adaptation of
structures, procedures and above all of the flow. An analysis of previous experience
proves that it is fruitless to seek rationality in public finance, as its system will
never fulfill its role properly without a clear and plainly defined vision of the state.
It is the realization of that vision which is served by operations involving collection
and spending of public funds.
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Abstract

The article considers the issues related to safeguarding public interest in the
process of managing public finances. Based on the analysis of such concepts of
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financial science as “public finances”, “public interest”, “levels of public interest
development”, “interests of different groups” and “public finances functions”, the
Author has made an attempt to identify and classify current issues in the sphere of
safeguarding public interest in the process of managing public finances. According
to the Author, the given issues vary in character and nature. The reason for that is
that there are several factors that give rise to the given issues. In particular, it’s the
fact that “public finances” have different functions; there is competition and conflict
of interests of different groups of persons in the course of identifying “public
interest”; there are common issues that exist in the public sector (bureaucracy,
corruption, lack of trust in public institutes, lack of legislation stability); problems
in defining “public interest”, the sources of “public finances” formation and their
allocation (reallocation) at the national, regional and local levels; problems in
allocating and delegating authorities among the public authority bodies in terms of
“public budgets” development (at the national and local levels).
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1 Introduction

To understand the character of the issues existing in the area of safeguarding
“public interest” in the process of state management of “public finances”, the
Author will make an attempt to analyse what “public finances” and “public interest”
are; to characterize them, to identify their nature and goals, to describe the levels
of their formation and their functions. An attempt will be made to consider the
interconnection with the process of state management and to describe the way
“public finances” contribute to the fulfilment of the public authority’s functions
and serve as an instrument of serving “public interest” Based on this analysis the
Author will identify the character and nature of current issues, give them a brief
description and classify them.

2 Public Finances Characteristics, Their Nature and Goals

In financial law there is a differentiation between public and private finances.
P. Mrkyvka points it out too that finances should be divided into public and private
ones. By “public” he means state and local finances, while private finances are the
finances of households and firms (Mrkyvka, 2009: 45). M. Bakes$ differentiates
public and private finances based on the parties and defines “public finances” as
the totality of monetary relations connected with formation, allocation and use of
the monetary aggregate and its components in the bodies and organizations of the
public sector (Bakes, 2006: 741). P. Mrkyvka shares his opinion and writes that
“as opposed to public finances, by private finances one should mean the relations
connected with the formation, allocation and use of the monetary capital in the
private sector that is represented mostly by households and firms” (Mrkyvka, 2009:
45).

P.M. Godmet’s position is congruent with the given Authors too: “as the allocation
of the public product is carried out by the subjects, it is the subject that should be
used as the criterion for the classification of financial relations. This allows one
to divide finances relatively into public and private ones” (Godmet, 1978: 41).
N.A. Scheveleva shares the given viewpoint, too. She points out that “public
finances express the part of public monetary relations that is connected with the
formation of the monetary funds of public territorial entities that are the financial
basis of the state and local government”. Based on this, “public finances are a system
of monetary relations organized by the state and municipal units, in the course of
which public monetary funds are formed and disposed of with the aim of providing
for the achievement of the goals and fulfilment of the functions of public authority”
(Scheveleva, 2014: 10).

98



Protection of Public Finance Interests in Terms of Public Finances Management

So when characterizing public finances, we always differentiate them from the
private ones. And not only by the parties, but also by their nature and goals.

The first distinctive feature of “public finances”, as we have already said, is that it
is the kind of economic (monetary, financial) relations that are formed between the
state (its bodies, institutes of public authority) on the one hand and other private
actors (citizens, households, firms, non-commercial organizations, etc.) on the other.
The second feature of “public finances” is that they are relations and operations
that appear and take place among the subjects mentioned above in the course of
formation, allocation, reallocation and use of public funds. “The system of public
finances is formed at the state and local levels” (Mrkyvka, 2009: 72). “The system
of public monetary funds includes state budgets (federal budget, sub-federal entities
budgets)”, local budgets, as well as state non-budgetary funds (Scheveleva, 2014:
10). The third characteristic feature of “public finances” is that the reason for their
appearance and existence is the necessity to form financial resources for the state
to be able to provide public benefits, goods and services in the sphere of health,
education, social welfare, public transport, national defence, social security, social
allowances, transfers etc., as well as to support the existence of relevant bodies and
services that are necessary for achieving the given goals. The fourth peculiarity
of “public finances” is that by their nature “public finances” are non-reciprocal,
non-equivalent and voluntary. Thus, if we try to summarize everything mentioned
above, one could give the following characteristic to “public finances”, their nature
and the goal of their existence.

1. They are financial relations and transactions between the state (its bodies,
institutes of public authority) on the one hand and private actors (citizens,
households, firms, non-commercial organizations, etc.) on the other.

2. “Public finances” are monetary relations that appear in the course of formation,
allocation, reallocation and use of public funds.

3. They are specific financial relations that have three distinctive features: they are
non-reciprocal, non-equivalent and compulsory

4. The reason these financial relations are formed and exist is the need to form the
funds (GOAL): for the state to provide private actors with public benefits, goods and
services in the sphere of health, education, social security, public transport, national
defence and population security, social allowances, grants, transfer payments, etc.,
as well as for covering the costs of administration of relevant bodies and services
necessary to carry out the given tasks.

99



Yulia Gorosh

5. “Public finances” satisfy the people’s needs for public benefits, goods and services
at the level of and by the state, region or municipal units, and thus realize the public
interest.

6. “Public finances” are an instrument of public policy, the subject of which is
public authority and its bodies. With the help of public finances the state realizes the
following of its functions:

1. Economic — providing for the economic development of the state, growth of GDP
and improving the people’s welfare.

2. Social function of providing the so called social benefits, goods and services in
the sphere of health, education, social security services, public transport, national
defence and public safety, allowances, grants and transfer payments, etc.

3 Public Finances as Means of Implementation of Public Interest

As it has been noted in the characteristic of “public finances”, they serve the
satisfaction of public needs by the state, region and municipality in terms of
providing social benefits, goods and services and observing “public interest” in this
way.

A lot of Authors mention the fact that “public finances” serve as a means of “public
interest” implementation. According to well-known French researcher in the field
of financial law, PM. Godmet, if private finances are oriented mainly at making
profit, public finances are “means of implementation of the so called common
interest” (Godmet, 1978: 42). M.V. Karaseva thinks that “by public financial activity
one should mean the activity of the state, its Authorized bodies, municipal units as
well as non-governmental actors that have been charged with the responsibility to
perform public tasks in the sphere of finance” (Karaseva, 1998: 152). Speaking about
“public interest” one should note that as a rule in scientific literature it is pointed
out that “public interest” is an interest of social community recognized by the state
and secured by law, the satisfaction of which is the condition and guarantee of its
existence (Tikhomirov, 1995: 55). According to A.A. Nechay, public finances are
public legal relations connected with the satisfaction of all kinds of public interest
and appear in the course of formation, management, allocation (reallocation) and
use of public funds and means and control over this process (Nechay, 2005: 15-16).
A.A. Nechay mentions that “public interest” exists as some aggregated, average
social interest in each of the spheres of social life (Nechai, 2005: 62). Professor
Y.A. Tikhomirov points out that the concept of “public interest” is generic and
includes more concrete interests (Tikhomirov, 1995: 59-65). The Author of the
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given article believes that formation of “public finances”, their allocation and use
are aimed at the realization of the following kinds of “public interests:

— Social “public interest” is providing social benefits, goods and services in
the sphere of healthcare, education, social security services, public transport,
national defence and people’s safety, social allowances, grants and transfer
payment for private actors by the state (i.e. fulfilment of the social function
of the state).

— Economic “public interest” is ensuring stable economic development of the
state, growth of GDP and improving the people’s welfare (i.e. fulfilment of
the economic function of the state).

— Administrative “public interest” is providing for the efficient functioning
of the system of public administration and the need for financing the
expenditure related to public authorities, local self-government bodies and
public corporations activity.

4 Levels of Public Interest Formation and Interests of Different
Groups in Use and Reallocation of Public Finances

Speaking of “public interest” one should keep it in mind that it can be formed
at different levels: state, regional and local. Considering the fact that “public
interest” is formed with regard to providing social benefits, goods and services,
and their provision must be ensured by the public funds (state, regional or local
public budgets), the formation of public budgets takes place at different territorial
levels. Depending on the level “public interests” are formed at and at what level the
provision of public benefits, goods and services must be financed, the state, regional
and local budgets are formed.

It is not only the public funds formation that takes place with the help of public
budgets, but it’s their reallocation, too. As a result of this reallocation it is possible
to transfer the income of a territorial unit that formed it to the public budget of the
actor that did not take part in its formation. The efficiency of this kind of reallocation
depends on a lot of factors, including: the level of economic development of the
region, the quantitative and demographic composition of the population, the level of
social requests, climate and location.

Another important issue related to “public interest” and “public finances” is the
existence of “interests of different groups” and the competition or sometimes a
conflict among them. In the course of public interest formation and reallocation
of public resources, the interests of different groups clash. Public finances are a
sphere where different, often contradictory and differently directed interests — state,
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group, individual — clash. And in the end the possibility of finding the “resultant”
of vectors determines the social, economic and political stability in the state, the
possibility of efficient functioning of all public and state institutions.

According to the paradigm that is predominant in financial science today and from
the perspective of which the mechanism of formation, allocation and use of “public
finances” is considered, as well as the mechanism of “public interest” formation, the
implementation of which is the goal of “public finances” it is claimed that there are
4 subjects influence the formation and allocation of “public finances™: 1) politicians,
2) the electorate (citizens), 3) public organizations based on common interest
principle, 4) bureaucracy (Hamernikova, Maaytova, 2010: 30). Each of the groups
tends to protect its own interest, which often leads to competition and conflicts.

5 Functions of Public Finances as Instrument of Public Policy

As it has already been noted by the Author of the given article, “public finances”

are an instrument of public policy, the subject of which is public authority and
its bodies. With the help of public finances the state fulfils the following of its
functions:

— Economic function is ensuring stable economic development of the state,
GDP growth and improving the welfare of its citizens.

— Social function is providing the so called social benefits, goods and services
in the area of healthcare, education, social security, national defence and
population safety, allowances, grants and transfer payments, etc.

Taking all of this into account, the Author of the article believes that being an
instrument of public policy, “public finances” fulfil some of its independent
functions, namely:

— The resources allocation function. The given function includes the activity
connected with creation, maintenance and financing public goods and
services, as well as public institutes. Regarding the public policy it is decided
what public goods, services and bodies and to what extent should be financed
from the public funds. The criterion for making decisions here is efficiency.

— The reallocation function is connected with the question of public funds
allocation. Regarding the target audiences (social groups) it is decided
which groups should be the sources and to which they should be transferred
by means of public budget preparations. The criterion here should be fair
reallocation.
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— The stabilization function is about the use of “public finances” (income and
expenditure) as an instrument that influences the positive dynamics of the
economic growth, ensuring stable economic development of the state, GDP
growth and improving the citizens” welfare. The evaluation criterion here is
economic stability.

6 Issues in Safeguarding Public Interest while Managing Public
Finances

9 e

Having analysed the concepts of “public finances”, “public interest”, “levels of
public interest formation”, interests of different groups”, “functions of public
finances” and having established their interconnection, one can suggest that the
issues in safeguarding “public interest” while managing “public finances” exist in
a few perspectives and, according to the Author, can be classified in the following
way.

The first issue is improper fulfilment of the functions of “public finances” (the
function of allocation reallocation of resources, stabilization function). This
leads to inefficient determination of sources of revenue and expenditure of public
budgets; the sources of revenue are reallocated unfairly among the public budgets
among the subjects, and neither the stable economic growth, nor the increase of
GDP and improvement of citizens’ welfare can be ensured. The second issue is the
predominance of the interests of one group over another in the process of identifying
the “public interest”, as well as the formation, reallocation and use of “public
finances”. The third issue is related to common problems in public administration
and public sector (bureaucracy, corruption, lack of trust in public institutes, lack
of stability and frequent changes in legislation). The fourth issue is in the area of
public authorities and their delegation to the local levels. Local public authority is
always more efficient in solving local problems, identifying the scope of “public
interests” and forming financial sources for their satisfaction. The question here
is how to deal with the problem: to choose the way of decentralization or, on the
contrary, centralization in the sphere of “identifying” public interest” and forming
and using “public finances”. There is a constant scientific discussion on the subject.

To our mind, when dealing with this issue, as well as working out the approach to
the solution of the given problems, one should keep in mind one very important
thing: all rights come with an equal number or responsibilities for the result and
efficiency of the decisions that one makes. K. Englis put it very clearly: power (i.e.
authorities that it has) must be directly determined by the correspondent degree of
responsibility. Nobody can be charged with more authority than an entity is ready
to take on and be responsible for” (Vencovcky, 1993: 63).
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7 Conclusions

EE 13

Having analysed such concepts as “public finances”, “public interest”, “levels of
public interest development”, “interests of different groups “that exist in financial
science and having described their nature and goals, as well as their interconnection
and the connection with the process of public administration, the Author came to

the following conclusion.

The issues in safeguarding “public interest” in the course of managing “public
finances” exist in several dimensions and may be classified in the following way.
The first issue is about improper fulfilment of the functions of “public finances”
(the function of resources allocation and reallocation and the stabilization function).
The second issue is about the predominance of interests of one group over another
in the course of identifying “public interest”, as well as forming, allocating and
using “public finances”. The third issue is related to common problems that exist in
the sphere of public administration and public sector (bureaucracy, corruption, lack
of trust in the institutes, lack of stability and frequent changes in legislation). The
fourth one is in the field of public authority and their delegation to the local levels
and has to do with the necessity to deal with the question of decentralization or, on
the contrary, centralization in determining the “public interest” and forming and
using “public finances”.
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Abstract

This article deals with financial regulation is a major activity of the state, whose
goal is the definition of order in the important sphere of social activity — the
sphere of accumulation and distribution of state funds. This activity is carried out
in the interests of society and of each individual member. The main aim of the
contribution is to confirm that the financial regulation is kind of the state action
based on the Basic law of the state — its Constitution. The Author concluded that
the objectives of these activities, its directions, forms and methods are based on the
constitutional principles, establishing the scope of this activity in order to achieve a
balance between public and private interests. The main method used by the Author
is the analytical method.
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1 Introduction

Financial regulation is a kind of state-legal activity aimed at public relations related
to the state’s finances. No state can realize its internal and external functions, ensure
the implementation of social and economic programs without having sufficient
funds for this, without having the financial resources. The purpose of this work is to
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analyze the financial activities of the state in terms of the constitutional principles of
democracy, sociality, humanism, etc. The hypothesis investigated the Author, — the
constitutional principles define the directions, forms, methods, borders of activity of
legislative bodies, the law-enforcement activity of the state institutions in the sphere
of financial regulation, act as criteria for the resolution of legal conflicts, coordinate
public, and private interest. The analysis method was used as the main research
method. Public and private interest, including in the field of financial regulation was
studied in the works of Y.A. Tikhomirov (1995); G. Vorobey (2012). Constitutional
principles are the subject of interest of such researchers as A.A. Liverovskiy (2015,
2017).

2 Financial Regulations and Social Interests

Financial regulation is the activity carried out by objective necessary. This need,
according to G.A. Vorobey (2012: 5), is the need to distribute and redistribute
national income, to meet the needs of individual citizens, society, and the state.
Regulating and guiding the cash flows, forming monetary funds subsequently
spent on the needs of society, the government can stimulate the activity of certain
areas of production or reduce it. The state authorities play the decisive role in
the direction and implementation of the state financial activities. They approve
budgets and performance reports, delineating income and expenditures between
different budgets, establish and cancel taxes. Financial activity of the state is mostly
management activities at its core.

State bodies, carrying out financial activities through, including its legal regulation,
implement certain interests. Interests express the social claims of the most socially
active strata of society. The fixing in the law of socially significant interests
is relevant to the objective interests of society, is crucial in achieving social
peace in the state. It is obvious that the protection of the interests which are not
satisfying objective interests of the whole society leads to the violation of their
balance and threatens to the public order. Here the most important social task is
the harmonization of different interests, compromise, ensuring social cohesion
and partnerships. This challenge decides by the public authorities on behalf of the
people.

The law initially reflected the interests of society as a totality of its members (all or a
dominant portion thereof) and the interests of each individual (or certain members).
Social interest is a kind of average interest. The dialectic of the relationship of
social and private interest is as follows: the social interest is formed by eliminating
private interest from the totality of the interests, but private interest could not be
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implemented without social interest. The social interest is necessary for a balanced
sustainable development of the state and society.

In scientific literature, it is often asserted that the public and private interests create
the basis of public administration. Public interest considered the interest of the
public. Private interest considered the interest of individuals or corporations. One of
the important issues in this regard is the question about the coincidence of the social
and the public interest. Public interests, as well as the social, defined as a kind of
averaging of personal and group interests. It is the interests, without which it is
impossible to ensure the integrity, stability, normal development of the state and
society as a whole. As can be seen from these factors, public interests and social
interests are one and the same. However, public interests have the distinctive feature
— its formal character. They are the interests that are recognized by the state, have
its support and protection. Consequently, the public interest is, as correctly claimed
by Y.A. Tihomirov (1995: 55) recognized by the state and law secured interests of
the social community, the satisfaction of which is a condition and guarantee of its
existence and development.

The role of the state in implementation of social (public) interest is extremely
important. Social interest is the interest of multi-level social groups. It is the interest
of people united in political parties. It is the interest of people united in trade
unions. It is the interest of territorial communities of people — people living in the
regions, cities, small towns. The state, as is known, represents the society. Thus,
social (public) interest becomes the public interest. These interests are realized in
different spheres of life: economic, political, ideological, and social. So, for the
normal functioning and development of the economy, the state protects all forms
of ownership, ensures the development of production, organizing external relations.
In order to ensure public order, the state protects its territory and sovereignty from
external attack, suppresses the resistance of the opposing social forces, is taking
steps to find a national and general agreement. The government supports education,
science, culture, expands the state ideology in the ideological sphere. Through
public branches of law — constitutional, administrative, criminal, financial, etc. —
the state regulates activities in areas governed the specified branches of law, makes
it certain regulations, controls and protects it.

Government regulation is specific. In the sphere of implementation of public interest
the state uses mainly the imperative method of legal regulation, i.e. a method of
power and subordination. If necessary, the state establishes certain prohibitions. The
state has the right of coercion, allowing him to effectively influence social relations.
Thus, the state is a powerful mechanism of realization of interests. But the question
arises: “Is it always the state supports and protects social in their essence interests?”
After all, the state is also its bodies, officials and decision makers on behalf of the
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society, on behalf of the people. The experience of many countries knows many
examples, when under the guise of the public, social interest private interests of
corporations and social groups, bureaucratic interests, personal interests of public
servants who abuse the right were implemented. The obvious conclusion is that the
state in order to ensure the interests of each, without prejudice to the freedom of
any of its members, should be organized in such a way so to limit, if not eliminate
completely, this kind of manifestation. Legislative and enforcement bodies perform
the problem of determining the social interest and distinction between them and
private interests in the sphere of financial regulation. The state Parliament as the
supreme representative body of the country passes laws, determines bases of legal
regulation in the financial sector of the country as a whole. Local authorities by
issuing normative acts regulate these issues at the regional level. In Belarus, for
example, among the most important legislative acts adopted by the National
Assembly of the Republic of Belarus (the Belarusian Parliament) are the Tax
code of the Republic of Belarus (General part), the Tax code of the Republic of
Belarus (Special part), the Budget code of the Republic of Belarus, the Banking
code of the Republic of Belarus, the Investment code of the Republic of Belarus,
the annual Act On the State Budget, etc. The President of the Republic of Belarus
as the Head of the State has the special place in system of bodies of the Belarusian
state involved in financial regulation. Belarusian President signs the laws related
to financial legislation, issue decrees and orders on the issues of taxation, foreign
currency transactions and other matters, carries out preliminary control of the main
financial plan of the state of the draft national budget, establishes the fundamentals
of financial control in the country. Local Councils — local authorities — confirm the
local budget, establish local taxes and fees, determine the manner of disposal of
municipal property. Executive-regulatory authorities of the state decide the issues
arising in the process of implementation of the law, the use of the state coercion.
The Government of the Republic of Belarus — the Council of Ministers — ensures
the execution of the Republican budget income, makes decisions on taxation.
A significant part of the authority of the Ministry of Finance of the Republic
of Belarus, Ministry for Taxes and Levies of the Republic of Belarus, the State
Control Committee of the Republic of Belarus, the National Bank of the Republic
of Belarus, local executive and administrative bodies is also linked to the financial
sector.

Violations of the balance of public and private interests are possible at the stage of
legislative activity, and in particular, at the stage of enforcement. The court could
and should to restore to the specified balance. The constitutional justice body can do
it by considering the conflicts between normative legal acts. The general court can
do it by solving the different categories of legal disputes. The Constitutional Court
of the Republic of Belarus exercises control over the conformity of laws, decrees
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and edicts of the President of the Republic of Belarus, international contractual and
other commitments of the Republic of Belarus, other normative legal acts to the
Constitution of the Republic of Belarus and international legal acts ratified by the
Republic of Belarus. The system of courts of general jurisdiction, including district,
regional (Minsk City), economic courts of areas (Economic Court of Minsk), the
Supreme Court of the Republic of Belarus shall administer justice on criminal and
administrative cases, civil, family, labor, economic, and other disputes.

The solution to such global challenges as achieving conformity between the social
and the public interest appears to be possible only in the conditions of realization
of the most important principles of the law — the constitutional principles. The
constitutional principles are the elements of the law that have a natural origin. The
fundamental constitutional principles are initial ideas, accepted by people and/or
anchored in the text of normative legal acts. They are the components of database
regulation of social relations. The fundamental constitutional principles create a
system of interconnected influence on the constitutional development of the society.
They operate in a specific social space and time, handling social relations through
the formation of democratic institutions that ensure the interaction of man, society
and the state, the individual and social groups. As a legal matter, the constitutional
principles are the universal, universally valid, imperative. The main task of the
constitutional principles is to determine the direction of constitutional regulation of
social relations in each historical and legal moment.

3 Constitutional Principles and Social Interest

The system of fundamental constitutional principles defines the basis of the
content of any of the Constitution (the constitutional model) (Liverovskiy, 2017:
187). Concretization of the constitutional principles, their existence as a law is a
conscious decision of the people through the adoption of the Constitution as the
Fundamental Law of the state. Thus, the legal form of social development, the state
constitutional path is determined. From the point of view of A.A. Liverovskiy (2015:
7-9), the constitutional model is constructed in such a way that the components of
its fundamental constitutional principles implementing the supreme constitutional
values. The constitutional principles not only define the legal the state of society
but also to some extent determine its constitutional development by mediating the
different values within a “pyramid” of social values, “headed” by the higher one.
The Constitution of the Republic of Belarus and the Constitution of the Russian
Federation considered the Man as the highest value. Man is the Supreme value
and goal of the state and society according to the Art. 2 of each Constitution
(Constitution of the Republic of Belarus of 24 November 1996; Constitution of
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the Russian Federation of 12 December 1993). Constitutional principles define the
principles of the social structure of the society and implement its values. It is logical
to assume that there are social values that can be universal for any community,
belonging to the population of the state and living on its part, autonomous in some
sense to it. Such values, at least according to scientists, are the highest constitutional
values, such as “human dignity”.

The constitutional principles, as the law in general, provide interaction of human
being, society, and the state. The regulation of social space on the basis of modern
constitutional models is carried out in a man-centered paradigm. So, the meaning
and content of activities of public authorities are to protect the rights and freedoms
of the individual, that is, in the realization of the highest constitutional values of
the Constitution. The constitutional principles operate within the boundaries of a
particular social space and social time. Because their meaningful and long-term
use leads to a sustainable sense of justice of people, substantial change of the
constitutional model leads to serious social upheaval. At the same time, the very set
of constitutional principles is a developing system which characterized by integrity
and sustainability.

The constitutional principles perform several important functions in relation to
the legal regulation, including the financial sphere of social relations. Functions of
constitutional principles are the main directions of their influence on social relations
that reflect their subject characteristics. Directions of the impact of the principles of
law on social relations persist for centuries. But, according to N.V. Silchenko (2004:
40), “change the contents of the social relations regulated by law changing ways,
forms, and means by which law influences on social processes”. Functions of the
constitutional principles can be divided into social and actually legal.

The implementation of the social function by the constitutional principles follows
from the fact that the law is a social phenomenon that has arisen in society and
provides a significant impact. This effect is in relation to the state and against
the institutions of society, and in relation to the individual. The constitutional
principles play an important role in the organization and functioning of the state,
because they control the system of state bodies, their relations, and fix their
order formation and action. Such principles of the Constitution as democracy
and separation of powers are obviously of this feature in. Such basic ideas of the
Fundamental Law as humanism or democracy clearly show another function of the
constitutional principles in relation to the state — the function to be the instrument
of communication with society, its citizens, and their groups.

Social functions of the principles of the Constitution are also the directions of their
effects on the individual. Thanks to the constitutional principles the citizens learn
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about the nature of law, existing in the national legal system in the specific historical
stage of its existence, the content of its components. This is especially true in the
case of such constitutional principles as equality or controllability, for example. By
means of constitutional principles, individuals get information about recognized in
this society social values that allow them to build their behavior according to them.

The fundamental constitutional ideas aimed at strengthening the existing social
relations. They have a stabilizing effect on social connections that are within the
scope of their regulation. They are designed to ensure the development of social
relations which are in constant motion, presenting a dynamic part in the bunch of
“law — society”. The constitutional principles also protect social relations in the
case of the threat to them. Named functions of the constitutional principles can be
viewed as legal. And they should be analyzed in more details.

The system of the constitutional principles that govern financial regulation and,
therefore, set the balance between public and private interests in this area includes
such fundamental ideas as humanism, democracy, sociality, the separation of
powers, equality, controllability, etc. The recognition, observance, and protection of
the rights and freedoms of the individual are the essence of the principle of humanism
— the most important basic idea underlying the organization and functioning of
the modern state. This principle, at first glance, seems moral. However, defining
legislative and law enforcement bodies of the state, sometimes fixed on the level of
legal norms and sometimes inferred from their contents, it is an essential principle
of organization, functioning, limitation, the kind of scale of the state and its bodies.
The idea of humanism is also the measure of the state institutions activities. This
principle should underlie the legal expertise of the normative legal acts that regulate
social relations in the financial sector, preliminary examination of normative acts
carried out by the body of constitutional justice if any in the state. For example, the
preliminary normative control exercised by the Constitutional Court of the Republic
of Belarus in the Belarusian state. In the analysis of activities of law enforcement
bodies, their decisions in the field of financial regulation, the assessment of their
activities, the resolution of disputes arising in the field of social relations an
observance of the principle of recognition and protection of the rights and freedoms
of man must be rigorous.

One more important principle governing the financial activities of the state is the
principle of democracy. The idea of democracy enshrined, for example, in the Art. 3
of the Constitution of the Republic of Belarus. According to it the people is the only
source of state power and bearer of sovereignty in Belarus. The people exercising
their power in defined forms. The principle of democracy means that the people
are the subject of public authority, acting as the totality of the whole population.
The object of the people’s power is all social relations of public interest across the
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country. The power of the people has primacy in relation to all other forms of power.
The people exercise the fullness of power belonging to him in two forms: directly
and indirectly. Direct democracy is the referendum and the elections. Mediated
expression of the will or interests of individuals is expression it through a specially
created state bodies or bodies of public associations. Democracy is exercised
through both of these forms in the finance sphere. The people directly elect the
state bodies (higher and local) which have an authority in the field of publication
of the law regulating the financial activity of the state. The government, ministries,
executive committees are the specialized bodies that regulate financial activities
on behalf of the state in the interests of all people. The question arises, can there
be a contradiction between the people and the state authorities formed by them or
on their behalf? Obviously, yes. And in this connection special importance has the
resolution of this potential conflict through the established ways but in the interests
of the person.

Another important constitutional principle which defines the legal regulation in
the financial sector is the principle of sociality. The social state is manifested in
caring for the person, the support of the social strata that are unable to provide
for themselves — children, the elderly, the disabled and mothers with children. The
sociality of states also is the latter’s pursuit of uniform and equitable distribution
of vital goods. The given path resolving and mitigating social contradictions in
society. It creates equal opportunities in the provision of material well-being
and satisfaction of spiritual needs for all members of society. In the regulation
of social relations connected with financial resources of the state, sociality as the
constitutional principle manifesting in the establishment of differentiated tax rates,
the incentives to certain categories of persons and (or) income received by them,
etc. The balance between public and private interests in the implementation of
social tasks of the state, on the one hand, promotes economic development, increase
production and incomes. On the other hand, it allows preventing the critical gap
between the wealthy and the poor or unsecured members of society.

The separation of powers as a constitutional principle is a specialization of state
bodies in the activities. As correctly noted by A.A. Bezuglov and L.L. Belomestnyh
(2004: 162), based the separation of powers, state bodies vested with a specific
competence. They are autonomous and independent in exercising their powers and
have the potential to mutually constrain each other. However none of the branches
of power may assume the functions of the other branches of power, but to act in
isolation they may not too. The existence of legislative, executive and judiciary
branches of power — the so-called horizontal dimension of the principle of separation
of powers — is clearly described in modern Constitutions — Fundamental Laws of
states. The vertical aspect of the separation of powers is no less important. It means
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that the United States power demarcates the subjects of conducting and power
between state authorities of federation and state bodies in terms of federations, as
well as between central state bodies and local authorities and administration as
in federal states or in unitary states. What about the financial regulation of social
relations, the separation of the powers between the central and local authorities in
terms of setting taxes and fees, their collection and distribution, as well as in the
execution of various types of the budget (national and local, for example) is using.

Equality is the universal phenomenon, the idea, the proclamation of which is
associated with the period of bourgeois revolutions, the adoption of the first legal acts
regulating the basis of the legal status of the individual, including Habeas Corpus
Act, the French Declaration of the Rights of Man and Citizen, the Constitution of
the United States of America, etc. The basic meaning of this principle is that men
are born and remain free and equal in their rights. This applies to all areas of social
relations. Equality means that each subject of the state is provided by the equal
legal opportunities with other members that the law imposes equal responsibilities,
and realization of the rights and duties provided to him on an equal footing. Equal
duties are no less important than equal rights. The establishment of equal rights
and obligations in the financial sector, equal protection of financial entities, equal
responsibility in the case of the offense in the specified area, etc. is the manifestation
of the principle of equality in the sphere of financial regulation aimed to balance
social and private interest.

The principle of controllability is the idea of great importance in the field of
economic and monetary relations of the state. The control is the verification of the
results of the social activities in accordance with aims and norms of organizations,
communities, states, and universal values. The control is realizing towards the
activity of individuals, their professional and spatial community organizations
and the state. In the financial sector the legal acts issued by the authorities, their
implementation, the realization of legal norms that establish the legal liability in
case of committing financial offenses are controlled. Financial control covers all
social relations arising in the sphere of financial activities of the state, ensuring the
legality and appropriateness of financial policies. The control is intended to prevent
the mismanagement and extravagance, to establish the facts of theft of inventory
and fraud in this area.

4 Conclusions
The manifestation of public and private interest in the process of financial regulation

of social relations is inevitable. It is sometimes very difficult to separate the public
and private interest because the boundary between them is movable. It is defined
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by the legislator on the concrete historical stage of the legal system development.
And the task of the legislator is to balance public and private interest by means of
legal regulation. The contradictions could be between the various private and public
interests. In some cases, it is the contradictions between legal and illegal interests.
In others, contradictions between the legal, but misunderstanding interests of one of
the subjects. The legal method (way) has the special importance for both types of
contradictions resolution. But the procedure of the consultation and coordination of
interests are also very effective.

The coordination of public and private interests in the sphere of financial regulation
is carried out through the implementation of the constitutional principles of
humanism, democracy, sociality, separation of powers, equality, controllability, etc.
These principles determine the directions, forms, methods, the boundaries of the
activity of legislative authorities in this area, enforcement of state institutions, act
as criteria to resolve legal conflicts.
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Abstract

According to the Authors opinion in this paper’s, sometimes undertaken practice of
the judgments regarding the tax law relationship conducted by the Constitutional
Tribunal to specify the public interest in opposition to the entity rights and by
bringing the need to respect the State Treasury and to achieve the planned revenue
for the budget, cannot be approved. State’s fiscal interest justified by the CT case
is contrary to the public interest: retroactivity, the legislation ambiguity and lack
of the respect to the established right. At the same time, there is underlying the
need to provide for the tax legislator certain freedom while creating tax policy. The
Tribunal should strive to balance the protection of the individual and social interest
as well as to protect the interests of the single participants in the economic life.
The CT should continue issue interpretative judgments — it is a valuable tool in the
efforts to ensure an appropriate level to protect the individual and public interest,
but it should accuse the current practice of issuing application judgments.

Keywords

State’s Treasure Interest; fiscal interest; State’s interest; budget interest; taxpayers’
rights

JEL Classification: K10, K34, HO0

1 Board Member and General Secretary of Information and Organization Centre for the Research on the Public
Finances and Tax Law in the Countries of Central and Eastern Europe, Department of Public Finances and
Financial Law, Faculty of Law, University of Bialystok. He is the author of over 50 publications in the field of tax
administration, human rights, health service finance and social security. Contact email: piotrwoltanowski@
gmail.com.

2 Member of the Audit Committee of Information and Organization Centre for the Research on the Public
Finances and Tax Law in the Countries of Central and Eastern Europe, Secretary of Drohiczyn Scientific
Society. An experienced practitioner of economics, a long-standing employee of the tax apparatus, an
external and internal risk analyst, author of many publications in the field of tax administration. Contact email:
rozmark@wp.pl.

115



Piotr Woltanowski, R6za Kosinska

1 Introduction

The need to protect the public interest is the essential value emphasized by the
Constitutional Tribunal in the tribute paid case law. The analysis of the objective
scope in the polish constitutional court’s case law practice, cause some anxiety
regarding the inconsistency of the used terminology: the Tribunal seems to identify
the constitutional value and the needs to achieve the planned budgetary revenue
all together with the State’s Treasure interest, fiscal interest, the State’s interest,
budget interest, as well as with the public interest. As a consequence, The Polish
Constitutional Court seems to use the interchangeable terminology with the similar
and interlocking meaning but with the different significance for the public interest
as:

— State’s Treasury interest (Constitutional Tribunal: W.12/92);

— State’s fiscal interest (Constitutional Tribunal: K.4/03; Constitutional
Tribunal: P.90/08 ; Constitutional Tribunal: K.21/14);

— Keeping the public finance balance interest (Constitutional Tribunal:
K.21/14);

— State’s interest (Constitutional Tribunal: W.3/94; Constitutional Tribunal:
K.22/96; Constitutional Tribunal: K.23/98; Constitutional Tribunal: K.11/98;
Constitutional Tribunal: P.9/15);

— Budget interest (Constitutional Tribunal: K.16/07);
— General interest (Constitutional Tribunal: W.3/94);

— Social interest (Constitutional Tribunal: P.9/15; Constitutional Tribunal:
U.5/86; Constitutional Tribunal: W.1/89; Constitutional Tribunal: W.3/93;
Constitutional Tribunal: W.8/93);

— National interest (Constitutional Tribunal: K.22/96; Constitutional Tribunal:
U.24/97; Constitutional Tribunal: K.11/98).

The Tribunal, in his case law, respects the need to protect the local government
authority interest (Constitutional Tribunal: W.12/92) as well as the municipality
interest (Constitutional Tribunal: K.27/95). In terms of the public interest, and
above all the fiscal interest, the Constitutional Tribunal mentioned also about the
fiscal justice and the general obligation of the taxes liability. In this way, together
with the observed chaos, within the used terminology, we are facing the worrying
phenomena provided by the polish ombudsman, where “the general legal rules
recognition in terms of the collective nature, which so far cannot be apportioned
between the similar set of certain values — the dangerous phenomenon, which
is leading to underline the recognition of the nature of the individual goods”
(Ombudsman of Citizens’ Rights: 11.501.4.2017.MH).
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This paper refers to the Tribunal law case study, which actually equates to the fiscal
(as the budget interest within the lax law relationship) and public interest. Such
simplification of the complicated dependency between the two values are worrying
— there for more, the CT withstand the unit of values regarding the fiscal interest
(called “the public interest”) with the values related to the taxpayers interest, the
groups of taxpayers (e. g. consumers, disabled persons or most often entrepreneurs)
or even legitimate the interest of citizens (Constitutional Tribunal: P.9/15). Only
several situations can be listed as the limited exemptions, where the CT clearly
distinguish (or even oppose) public and fiscal interest (Constitutional Tribunal:
SK.35/14; Constitutional Tribunal: P.41/10).

It seems, that the Tribunal could more often implicate the situations in the case
law, where the interest of the taxpayers coincide (e.g. by establishing the law of
the sufficient quality) with the public interest (not necessarily with the state’s
fiscal interest). The study development may consider to the equation of the public
interest with the practice of the democratic state based on the rule of law (as
described in the case law) than maximizing the budget financial needs. The relevant
approach to the scope of the public interest could give the appropriate range for
the key constitutional values, e.g. correct tax legislation, which would enhance the
protection of the taxpayer interest. There would not be anything new, especially,
if we look at the ECHR case law practice, which combines different aspects of the
rule of law and the implementation of the public interest.

2 Limits Public and Fiscal Interest Protection in Case Law of
Constitutional Tribunal

Particularly, there is the apparent importance of the fiscal interest, if we consider
the principles relevance and obvious, which could be in some way “faced” in the
CT case law. We are writing about the fundamental and proper taxes rules, which
often are violated by the taxation legislator (Woltanowski, 2012: 530).

The public interest in the Tribunal judgments regarding the tax law relationship
relates first of all to the need to ensure the budget revenues at an appropriate level
(Constitutional Tribunal: SK.23/03). For this reason “Constitutional Tribunal accept
permissible possibility for the legislative reduce the rights of the individuals public
property due to the public interest and (...) the barriers of the state’s capability to
execute, which are common goods” (the article 1 of the Constitution) and due to (...)
the state’s ability to assume it fundamental obligations” (Constitutional Tribunal:
K.2/04).
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The scope, where these values can limit the rights and freedoms is determined by
the specific nature of the individual rights and the entity freedom, and above all,
by the principle of proportionality. In the Tribunal opinion “the principle of the
proportionality is the constituent component of the rule of law. The rule of law is
based on the assumption of the rationality of the legislator, and a prerequisite for the
assumption is compliance with proportionality in the law-making process.

The rational legislator provide the right justice, hence, in principle, it should also
be seen as the base of the principle of proportionality” (Constitutional Tribunal:
K.9/95). Against this background, it should be recalled, that in the Tribunal opinion
“the harsher standards and the examination should be applied to the law regulations
and the personal and political freedom, rather than to the economic or social rights”
(Constitutional Tribunal: U.3/96). In the case law of the Constitutional Tribunal
regarding the tax law, the issue of the protection limits the right of the taxpayers
are closely related to the legislator compliance with the principle of proportionality,
which is expressed in the Art. 31/3 of the Constitution of the Republic of Poland.

Polish Constitutional Court underlined, that the rank of the public interest contains
enumerated objectives, which are prescribed in the article 31 paragraph 3. In fact,
they are the tasks for the public authority to be able to limit legal constitutional
rights and freedom within the analyzed context. In this regard, by providing the
appropriate financial funds to the state’s budgetary for implementing these tasks is
one of the necessary conditions to pursue the public interest. The scope of policy
jurisdiction, formed by the Constitutional Tribunal and initiated by the decision
given on 26 May 1995 (Constitutional Tribunal: SK.11/94), where previously
occurred propositions have been generalized in the case law of the Tribunal, are
unified and consistent.

The Tribunal recognises the values of the public interest, which often are in a
conflict with the “group interests” (Constitutional Tribunal: K.22/96) and “the
interests of the individual” (Constitutional Tribunal: K.11/98) and having guarantee
nature as proper legislation, justice, equality, property protection, a closed catalog
of the law sources and the statutory definition of the tax construction components
(Woltanowski, 2005: 60).

This is a very narrow approach, which does not take into account the interests of
a significant group of people, who are interested in a wider redistribution, rather
than the protection of the taxpayers’ rights. Additionally, the term of the public
interest, also in the field of the tax issues, does not completely equal to the term
of the state interest, or even more, with the “the state’s fiscal interest”, where is
often identified with (Constitutional Tribunal: K.22/96). It seems, that such
terminological inconsistency should not take place — especially regarding the
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presented in the CT case law, where are opposing the interests of the commune
(or territorial self-government authorities) — with the state’s interest (Constitutional
Tribunal: W.12/92).

It is also worth to raise, that despite emphases in this context (Constitutional
Tribunal: SK.23/01) the content of the Art. 1 of the Constitution, whereby the
Republic of Poland is the common good of all citizens, even in the state formal
legitimacy, but also with the contrary needs of the community. Perceiving the
classification of “the state interest” as sui generis the sum of the individual entities
seems to be also the serious simplification — especially when we will take into the
account the contradictions proceed within them (Woltanowski, 2005: 60). There is
arising anxiousness regarding the reduction of the material scope meaning to the
need to ensure the state budget revenues at the planned level (Woltanowski, 2012:
531).

The public interest in the CT case law regarding the taxes can be interpreted as
the ratio legis by establishing the obligation of the levy (Constitutional Tribunal:
P.6/02; Constitutional Tribunal: K.2/03) or as the fiscal interest of the regulatory
relationships (Constitutional Tribunal: K.2/94; Constitutional Tribunal: K.9/92;
Constitutional Tribunal: P.4/98; Constitutional Tribunal: K.4/03; Constitutional
Tribunal: K.8/03).

3 Fiscal Interest and Non Retroactivity of Tax Law in terms to
Need to Protect Public Interest

The need to protect the budgetary revenues on the planned level forms usually
justification to withdraw from the fundamental rights execution and the taxpayers’
rights as well as the state’s democratic order protection by the Tribunal — thereby the
public interest — the principles of the proper legislation, by including the principles
of the non-retroactivity of the tax law.

The Polish Constitutional Court declares, that the retro action is reasonable,
when the law regulation seeks to remove the effects of the activities, which
aims to be nefarious or seeks to evade the law (Constitutional Tribunal: U.10/89;
Constitutional Tribunal: K.3/91; Constitutional Tribunal: K.8/94; Constitutional
Tribunal: K.13/94). However, in practice, such approach is justified in the situations,
where the legislator rectifies his own previous the legislative mistakes, which can
affect on the effective law circumvention. That approach can be hardly acceptable,
especially, when it based on the tax nature, where the need of strengthening the law
is essential. It should be mentioned, that this solution’s offer is the convenient path
to correct the legislative mistakes without any Constitutional Tribunal objection.
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Unfortunately, it seems to be particularly tempting nowadays, by representing the
comfortable (although deceptive) alternative to the laborious process of the proper
creation of the tax law.

4 Fiscal Interest and Need to Maintain relevant Vacation Legis in
terms to Protect Public Interest

The obligation to keep the reasonable long vacatio legis provides the equitable
implementation (similar to the principle of non-retroactivity) of the public interest.
Regarding this, it is possible to:

— introduce the amendments of the rules to the recipients (taxpayers) which
may come into the force;

— protect the taxpayers’ interest in the ongoing process;

— prevent the legislative authority abuse towards citizens.

According to the extensive case law of the Tribunal and by examining the accuracy
of the length of the period of vacatio legis, takes into the consideration, inter alia:

— the nature and substance of the new regulations (Constitutional Tribunal:
K.1/94);

— the social importance of the new regulations (Constitutional Tribunal:
K.1/94);

— regulations wideness, which may come into the force (Constitutional
Tribunal: K.1/94);

— the need to provide for the entrepreneurial taxpayer’s particular assurances
of legal security (Constitutional Tribunal: K.9/92; Constitutional Tribunal:
K.8/93).

Regarding the proper evaluation of vacatio legis, the Tribunal in the case law
uses the term “public interest” in relation to the legislator activities, which aim is
defying the frauds and the taxation malfeasance (Constitutional Tribunal: K.2/94)
and even can validate the back down from the established period of vacatio legis
(Constitutional Tribunal: K.9/94). In this case, the public interest somehow can be
reduced — as in the previously mentioned case (Constitutional Tribunal: K.2/94),
where arises the need to ensure the achieving State’s budgetary incomes.

Particularly, we can be worried about, when we will remind, that in the Tribunal
opinion, generally, if the taxation issues saved 14 days adjustment period, violation
of the Art. 2 of the Constitution can succeed barely — only in the conspicuous cases
(Constitutional Tribunal: K.55/02). It seems, that we are dealing with the situation,
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in which the public interest is to understand extremely narrowly and reduced
to the current fiscal interest only. The Tribunal seems to allow for the legislator
too big freedom in the imperious interference of the taxpayer’s property area
(Constitutional Tribunal: K.57/13). Obviously, it is possible to imagine exceptional
situations, as war or large-scale natural disaster, in connection, where the omission
of the adjustment period will be indicated indeed and compatible with the public
interest. However, the current amendments brought by the incompetent legislator
to the previously adopted legal norms do not deserve such justification. According
to the Authors’ opinion of this article, they arise as the result of irregularities in the
earlier legislative process, and not appear in the expression of the legislator attention
(or the Polish Constitutional Court) to the public interest.

5 Practice to Amend the Changes into Legal Acts in the period of
their Vacatio Legis in terms to Protect Public Interest

Changes introduced in this mode reduce the authority of the legislator body, destroy
the taxpayers’ security regarding the sense of legal certainty and, above all, make it
impossible to adapt to the content of the new regulations (Woltanowski, 2012: 537).
The act adopted by the parliament in the prescribed mode, signed by the President
and announced in the “Journal of Laws”, created among the potential recipients
of the law the conviction and at the same time the expectation, that the adopted
legislation in its original form will come into the force within the specified by that
act period (Constitutional Tribunal: K.12/03).

Unfortunately, the Constitutional Tribunal accepts the revision of the legal act in
the period of coming into the force in the two cases only by:

1. revising the mistakes, internal inconsistency or solutions, which leads to the
incompatibility of the law system after the adoption of the normative act,

2. preventing the negative effects (especially fiscal consequences) of the
adopted regulations coming into force of the adopted, but not applicable yet
(Constitutional Tribunal: K.12/03).

In the Authors’ opinion, such practice cannot be justified. In both presented cases
above, should not be accepted the reduction of the fundamental rights of the public
interest ( and the protection of the individual interest) in terms of the legal certainty.
The relevant shares of budgets are possible to collect without destroying the
foundation of the legal state.
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6 Protection of Established Rights in terms of Tax Law
Relationship Regulations and Public Interest

It seems that emphasized the relative freedom of the legislator in terms of the tax law
by the Tribunal in the case law (Constitutional Tribunal: K.1/95), rationally limits
the scope of the public interest protection in favor for the common interest. The
Constitutional Tribunal emphasizes the power of the legislator authority regarding
the lawmaking in accordance with the assumed political and economic objectives
(Constitutional Tribunal: K.7/93) and together implement the tax policy based on
the principle of the social solidarity of the tax policy, in terms of the public interest.
In the Constitutional Tribunal opinion, as far, the changes of the construction of
the individual taxes, including the maintain or withdraw of the tax exemptions by
the legislator promotes presumptive relative regulatory freedom (Constitutional
Tribunal: K.6/02).

However, it should be strongly emphasized, that the Tribunal should rather endeavor
the principle of protection of the established rights nor with the public or (mostly
direct) fiscal interest, but with the principle of the prevalence of taxation, under the
Art. 84 of the Constitution (Woltanowski, 2012: 541).

7 Protection of State’s Fiscal Interest and Practice to Issue
so-called Interpretative and Application Judgments by
Constitutional Tribunal

The violation of the constitutional requirements about the clarification and the
proper communications of the legal text, which are unclear and inaccurate in terms
of formulating the rule, and affects the recipients’ fragility regarding their rights and
responsibilities at the same time create the legal trap for the citizen (Constitutional
Tribunal: K.13/93; Constitutional Tribunal: K.1/94). Breaking that rule leads to
use the extended interpretation by the fiscal authorities (Kosinska, Ruskowski,
Woltanowski, 2016: 533) and their activities can occur for example, through:

— the lack of ability for the conclusive statement regarding the structural
components of the taxes;

— the multiple interpretations and the rules use, due to the lack of legislator
precision in this terms;

— the extended scope of using the tax law relationship rules among the
entities range in an inappropriate manner due to the earlier purpose of
the legislator (Constitutional Tribunal: K.33/02; Constitutional Tribunal:
K.44/07; Constitutional Tribunal: K.28/02; Constitutional Tribunal:
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K.45/02; Constitutional Tribunal: K.31/10; Constitutional Tribunal:
K.33/05; Constitutional Tribunal: K.4/06; Constitutional Tribunal: P.28/07;
Constitutional Tribunal: K.32/03; Constitutional Tribunal: K.4/09;
Constitutional Tribunal: K.1/05; Constitutional Tribunal: SK.51/05;
Constitutional Tribunal: K.21/05; Constitutional Tribunal: SK.96/06;
Constitutional Tribunal: SK.17/07; Constitutional Tribunal: SK.64/08;
Constitutional Tribunal: K.1/10).

Straightforward elimination of the nonprecious and unclear regulations for the
overall recipients from the existing law by the Tribunal, can be tough in judgment
practice, due to the negative consequence for the judgment regarding the budgetary
revenues or for the whole system of the rules of the tax law. Protecting the fiscal
interest — however, in the Authors opinion, the public interest also, the CT issues the
interpretative judgments, which (optionally):

— recognise the provision to be incompatible in a specific — subjective,
objective or temporal scope of its implementation;

— recognise the provision as an incompatible under the condition of its proper
understanding (Woltanowski, 2012: 533).

The Polish Constitutional Court, by publishing that kind of judgments, expose
himself for the allegation regarding the existing general law interpretation (that could
be the attack of the judiciary independence through the binding the judiciary by the
courts' given interpretation) or through the activity of the lawmaking. However,
for the opponents of this scope of the CT activity, can point the presumption of
constitutionality and the hierarchically lower acts legality, as the purposefulness of
law enforcement by the Constitutional Tribunal, and the principle of legal certainty
and formulation of the content under Art. 190 of the Constitution.

Published the interpretative judgments are certainly compatible with the public
interest through:

— the strengthening the legal certainty and by the clarifying the non-restrictive
tax law regulations;

— the reducing the vulnerability of the appearing gaps’, which arises as
the result of the removal the unconstitutional regulations from the legal
circulation;

— the possibility to influence the doctrines of law in force additionally;
— the respectively deliberated balance between the protection of the taxpayer’s
rights and the state's fiscal interest.

There is no possible to agree with the practice of given application judgments.
The CT within the framework decides regarding the scope of the influence of
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the unconstitutional provision on the social relations, i.e. based on the activities
performed in the past. Application judgments are particularly often issued in the
area of tax law — for example the CT concluded, that the tax or payment paid due to
the noncompliant rules of the constitutional law is non-refundable (Constitutional
Tribunal: P.7/00; Constitutional Tribunal: P.6/02). It seems, that issuing such
judgments beyond the scope of constitutional competence of the Constitutional
Tribunal cannot be reconciled with the base function of the Constitutional Tribunal,
which is just monitoring the legislation. However, the Tribunal conclude, that it is
not only entitled to adjudicate on non-conformity of the normative acts with the
Constitution, but also has the authority to determine the temporal framework of
such inconsistency, especially the time limits of the retrospective scope of the
judgments which determine incompatibility with the Constitution described in
the specific provision (legal norm). The argument, provided under the Art. 190/3
of the Constitution, gives the possibility to postpone the date of binding the force
for the normative act. The CT derives the conclusion from that provision, that it is
able to determine the more extended scope for the retrospective coverage as well
as the effects on its given judgments (Constitutional Tribunal: K.24/03). It seems,
that such arguments is not justified due to the lack of clear connection between the
competence truly given to the Tribunal and the usurped authority.

8 Conclusions

The Constitutional Tribunal, by examining, the subject of the compatibility with
the constitutional applicable measures to protect the state’s fiscal interest uses three
main criterion:

— the criterion of the purpose limitation;
— the criterion of the proportionality;

— the criterion of the usefulness (Constitutional Tribunal: SK.33/03;
Constitutional Tribunal: SK.23/01; Ombudsman of Citizens’ Rights:
11.501.4.2017.MH).

The first listed — the criterion of the purpose limitation refers to the rank of
probability to implement the assumed effects by the legislator on the monitoring
regulation The used tools to protect the public interest are inspecting in regards to
their applicable necessity (the criterion of the usefulness). There is also examined
issue of the proportionality of regulation's effectiveness through their imposed
liabilities.

The specific “axiological measured” need to protect the fiscal and individual interest
handles the central role in the case law of the Constitutional Tribunal regarding the
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tax law. However, in several judgments regarding that range, the CT recognizes
also the scope, where is the need to ensure the budget revenues on the appropriate
level and the need to protect the taxpayer's rights, which are not contrary, but are
identical. As an example, there can be the need to maintain the budget balance,
which considers as the constitutional value by the Tribunal. That value, emphasized
many times in the case law, maintain the state's and the local self — governments
authorities ability to act and solve multiple public needs (Constitutional Tribunal:
K.27/98; Constitutional Tribunal: K.13/01; Constitutional Tribunal: K.6/02). The big
part of the taxpayers appears also directly (or maybe first of all) as the beneficiary
of the public funds by receiving from the state's budget salaries, retirements, and
other supplied benefits. The need to protect that individuals interests influence the
direction of understanding the proper meaning (in some way by the Tribunal too) of
the public interest.

There will be difficult not to agree with the Commissioner for the Human Rights
conclusions, who in his application to the Tribunal ask to examine a number of
proposed solutions in the law of the National Revenue Administration, in which
is described, that “it is impossible to maintain the trusted and loyal relationship
[essential from the point of view of the public interest], if the state forms its
competences in seriously interfering way with the freedom and citizens’ rights,
without indicating the limits of the benefiting from these competences, or setting
the limits beyond the principle of proportionality” (Ombudsman of Citizens’ Rights:
11.501.4.2017.MH). However, the public interest requires the effective and the fully
implemented law — as the fundamental aspect of the state's presence — that is why
the fight against his violations (unless the used tools do not reconcile to the violate
the basic principles of the democratic state of the law) pursues the public interest.

Furthermore, fiscal frauds together with the loans extortion, dishonest business
management, “money laundering” strike not only to the budget financial security
but also to the subject interest, which performs the honest and legitimate economic
activity. Performing the tax-free economic activity by the same subjects in a
same scope of the operations under the free market competitions can affect on
the elimination those subject from the economic turnover, whom reliably fulfill
their tax obligations. The CT underline, that, “if in polish economic reality exist
“the shadow zone”, when the legislator has the right and even the responsibility to
adopt the regulations, which eliminate it”, (Constitutional Tribunal: SK.11/94) and
also “recognize the presence of the substantial public interest, where established
regulations are using for the purpose to protect not only the state interest but also
those economic subjects, who wish to carry out their activity in the honest and legal
way” (Constitutional Tribunal: SK.11/94).
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Abstract

The problems concerning the protection of the EU financial interest are generally
discussed in the context of fighting corruption or preventing and eliminating fraud
(financial irregularities). In many cases, the actions taken have ex-post character
since they concern situations of inappropriate distribution (allocation) of public
funds. In this article, the Author approached these problematics a bit differently
because he tried to prove that already on the stage of planning (constructing) EU
budget as well as during its implementation there are instruments such as normative
budgetary principles which may serve to protect its financial interest ex-ante.
Moreover, the primary sources of this protection should be also found in the public
choice theory, functioning in the economics. Therefore, the aim of this article is
to prove the following hypotheses: the basis for protection of the EU financial
interest is to be found in the functioning public choice theory as well as in — being
its consequence — normative budgetary principles, whose content includes duty to
properly govern, and especially plan, public funds accumulated in the EU budget.
Conclusions resulting from the analysis of the indicated problematics have been
determined on the basis of non-reactive (non-empirical) research methods, i.e.
examination of the reference literature and binding EU regulations.
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1 Introduction

The problems concerning the protection of EU financial interest are generally
discussed in the context of fighting corruption or preventing and eliminating fraud
(White, 1998: 2-3; Szarek-Mason, 2010: 73; European Commission, 2016: 8-11). In
many cases, the actions taken have ex-post character, since they concern situations
of inappropriate distribution (allocation) of public funds. It needs to be emphasized
that the duty to implement the protection of the EU financial interest has been
generally determined in Art. 325 of the Treaty on the Functioning of the EU?.

In this article, the Author approached these problematics a bit differently because he
tried to prove that already on the stage of planning (constructing) EU budget as well
as during its implementation there are instruments such as normative budgetary
principles which may serve to protect financial interest ex-ante. Moreover, the
primary sources of this protection should be also found in the public choice theory,
functioning in the economics.

Therefore, the aim of this article is to prove the following hypotheses: the basis for
protection of the EU financial interest should be found in the public choice theory
functioning in the economics as well as in — being its consequence — normative
budgetary principles whose content includes duty to properly govern, and especially
plan, public funds accumulated in the EU budget. Referring to such stated
hypotheses, the Author tried to answer the following research questions, which are
essential to implement the aim of this paper:

— in what way and in what scope will the public choice theory constitute the
source protecting the EU financial interest?

— in what way will the budgetary principles included in the content of legal
norms be able to protect the EU financial interest?

Conclusions resulting from the analysis of the indicated problematics have been
established on the basis of non-reactive (non-empirical) research methods, i.e.
examination of the reference literature as well as binding EU legal regulations.

It should be generally stated that budgetary principles functioning in the EU law,
i.e. rules regarding designing and functioning of the Union budget has not yet been
analyzed in the aspect of financial interest protection. In the financial literature, if
the problems of principles are discussed, they have descriptive character and the
Authors focus mainly on the legal regulations concerning these principles as well as
indicate how they are implemented (Strasser, 1992: 47-70; European Commission,

2 Hereinafter referred to as the TFEU.
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2014: 147-178; Lenaerts, Van Nuffel, 2011: 571-572). Often also their practical
dimension is discussed.

Not without a reason, the Author used the term “normative budgetary principles”
in the title of this article. It results from the fact that in the EU law these principles,
on the one hand, may be separated as a matter of interpretation of the TFEU
provisions and on the other hand they were enumerated in Art. 3 of the Regulation
of the European Parliament and the Council (EC, Euratom) no. 966/2012 on the
financial rules applicable to the general budget of the Union and repealing Council
Regulation (EC, Euratom) no. 1605/2002°, however, their list is not closed. The
Treaty provisions give basis to distinguish other principles by interpretation.
However bearing in mind both legal acts, the following basic budgetary principles
may be indicated: unity and budgetary accuracy, annuality, financial continuity,
financial autonomy, anteriority, budgetary discipline, equilibrium, unit of account,
universality, specification, sound financial management, and transparency
(Kosikowski, 2008: 121; Tyniewicki, 2012: 210). Due to limited publication
framework the Author will not analyse all of them, but will focus only on these
which in his opinion create significant norms to implement the protection of the
EU financial interest, i.e. the principle of annuality and connected with it principles
of anteriority and financial continuity, unity, budgetary accuracy as well as sound
financial management. However, it needs to be emphasized that all enumerated
principles are significant for the analyzed problematics and it even may be stated
that they constitute a kind of a system protecting financial interest at the stage of
budget planning, implementing and supervising.

It is also important that these principles in the process of the EU budget
management, including administering its financial funds, are binding not only for
the EU institutions and bodies, in particular, the European Commission which is
responsible for implementing the EU budget on the basis of Art. 53/1 FR. But this
process also involves the Member States, which due to the means obtained from
the EU budget participate in its implementation, what results from the method of
budget implementation defined as the shared management method (Art. 58/1/a FR).
As aresult, a large part of the funds is allocated by the Member States. With regard
to the financial statement for 2016, they are responsible for implementation of more
than 86% of all expenditure of the EU budget (European Commission, 2016: 37).

Budgetary principles which are to facilitate proper spending of the EU budgetary
appropriations, and which are a kind of legal protection of the Union financial
interest, are not autonomous instruments. Their establishment was one of the
indirect consequences of the public choice theory functioning in the economics. The

3 Hereinafter referred to as FR.
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theory itself should be recognized as the primary source protecting the EU financial
interest, whereas budgetary principles take the form of legal norms which should
realize this protection in the practical dimension. This hypothesis was formulated at
the very beginning and from proving it the Author will start further considerations.

2 Public Choice Theory as the Primary Source Protecting the EU
Financial Interest

In the process of public funds management, there is almost always a question:
how to spend them properly (optimally) taking into consideration public tasks
implemented and in particular on the basis of what principles it should be done.
From the axiological point of view, the source of this problem seems obvious,
both in the context of public and non-public finance. It results from existing in the
economics two contradictory phenomena: human limitless demands and resource
scarcity which are to satisfy these demands. As a result, the theory of scarcity
appears (Eklund, Hebert, 2014: 31; Murherjee, 2005: 11).

In the area of public finance, it has even stronger influence than in the private sector.
The additional factor limiting public resources is their accumulation (seizure)
on the basis of income which private people have at their disposal. However, the
phenomenon of scarcity does not limit the process of public sector expansion, what
is manifested in the willingness of public authorities to enlarge allocations range
and redistribution of public funds as well as to guarantee the participation in the
division of these funds to particular social groups. On the one hand, these tendencies
are expressed by the law of increasing public spending, also called Wagner’s
law, although the causes of such situation are of diverse character: sociological,
historical, political as well as economic and social (Buchanan, Musgrave, 2001: 64;
Gaudemet, Molinier, 2000: 78-81). On the other hand, in the process of law-making,
implementing particular financial policy, the state creates expenditure norms which
are the basis for the so-called mandatory spending (Austin, 2017: 5-6), and thus are
“imposed” by the introduced regulations.

Both phenomena — increasing public spending and creating mandatory spending
are focused on allocations of public funds which, regarding these phenomena, faces
two substantial problems, namely:

1. who do the decision-makers (public authority) represent in reality and in
whose interest do they fulfill their functions?,

2. what criteria are the decision-makers (public authority) guided by when
managing public funds — allocating public and social goods? (Owsiak, 1998:
71).
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The above mentioned problems are the subject of interest of liberal public goods
theory as well as public choice theory (Buchanan, 1987: 175-177; Kiefer, 1997: 15-16;
Musgrave, Musgrave, 1989: 87-109; Lee, 2013; Buchanan, Musgrave, 1999; Stiglitz,
2000: 230-248), as well as of a more narrow issue — rationalizing public spending.
Basically, public choice theory concerns problems of goods allocation and income
redistribution selection. In other words, its content includes the issues of type, amount
and quality of public goods as well as the method of paying for them. Citizens are
to decide about it by means of democratic elections, thereby limiting arbitrariness
and freedom of decision-making of public authorities. Such manner of expressing
own election preferences matches known in the literature agency problem, which is a
model of public sector functioning (Weingast, Moran, 1984: 147-192; Moe, 1984: 739-
777). In this model, a Principal is the society/citizens and an Agent — politicians.

Even though the public choice theory concerns problems of goods allocation and
income redistribution, it should not be forgotten that these processes must be
conducted according to legal regulations. Politicians who obtained a social mandate
to exercise public authority, i.e. their political program was accepted by the society
(voters), may implement this program within a legal framework. Only at the very
end, by the implementation of this law, there is a real allocation of goods and income
redistribution. Hence, the public choice theory indirectly influences establishing
expenditure norms and this process is presented in the Graph below.

Graph 1 Impact of Public Choice Theory on Establishing Expenditure Norms
and Public Goods Allocation
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It needs to be emphasized that even the most socially generous political programs
included in the content of the established legal regulations meet limitations resulting
from the mentioned resources scarcity, whose consequences are in the possibility
to manufacture goods and impose the fiscal burden on the income generated from
it. Ignoring this whole mechanism manifested in too expanded social programs or
populistic promises together with their implementation will sooner or later cause
excessive debt of the state and/or cause the economic crisis. Having this in mind,
in legal systems of a lot of countries, not only those characterized by free market
economy, appear regulations regarding the public spending of limiting, savings and
disciplining character. How effective they are and to what extent they are enforced
is a disputable issue. Also in not fully free market economic systems, with the
different scope of the state interference in the market mechanism, such regulations
exist, what has been noted by the Author. In this case, the sense of their existence
may be questioned, but from the formal point of view, they are introduced to keep
up appearances of free market mechanisms and proper functioning of the public
finance system.

To summarize, the public choice theory also has its reflection in the legal norms
regulating the principles of public spending. A part of these norms concerns —
through proper directives on planning, savings, efficiency, purposefulness or
broadly understood rationalization of spending — the protection of public finance
interest of a given public organization: state, international organization, etc. This
theory impacts decision which are to care for these interests. Besides it should
be added that both in the sphere of law-making as well as in the real actions of
managing public finance, including financial decisions, the key role should play
moral norms and citizenship education (For more see: Salachna, Tyniewicki, 2016:
11-20; Salachna, Tyniewicki, 2017: 81-83).

3 Implementation of the EU Budgetary Principles in the Context
of Proper Public Funds Management and Protection of the EU
Financial Interest

3.1 Principle of Annuality as a Norm Determining Time Frame for
Spending Budgetary Appropriations

The principles of EU budget annuality is complex, also in the context of protecting
the Union financial interest. In the general dimension, it defines the length of the
financial year for which the budget is adopted and which begins on 1 January and
ends on 31 December (Art. 313 TFEU). In the economic and management dimension
it means that planning and managing budgetary appropriations take place during
this period. On the other hand, in the legal dimension, it determines the episodic
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character of the budgetary act (act including the EU budget), which after each
financial year loses its Authorizing power. With regard to the EU financial economy
it means limiting the possibilities to make revenue and expenditure operations
because funds in the budget are “approved” for one financial year (Art. 310/2
TFEU, Art. 9 FR). This “approval” in the financial terminology means the budget
authorization, i.e. giving it legal force. This fact together with the episodic character
of the budget act, in reality, means temporal — limited to one year — possibility to
manage funds accumulated in the EU budget. The issue of authorization is quite
complex and will be discussed in 3.3. of this article.

Taking into consideration only analyzed principle of annuality, the end of financial
year causes on the one hand “automatic” loss of the power to Authorize the budget
act, and on the other hand — the phenomenon of expenditure expiry, what is
stipulated in Art. 13/1 FR: “Appropriations which have not been used by the end of
the financial year for which they were entered shall be canceled”. So by virtue of law,
there is a prohibition to incur expenditure after the financial year is ended. Actions
against this prohibition will infringe financial discipline and will be harmful to the
EU financial interest. However, in Art. 13/2-4 FR there are exceptions from the
non-expiry principle consisting in the possibility to transfer expenditure.

When confronting the results of the principle of annuality and the complexity and
plurality of tasks anticipated in the budget, the principle should be considered quite
restrictive. The period to implement these tasks, taking into consideration the global
character of the EU aims, often exceeds one financial year. Strictly obeying this rule
would make it impossible to achieve these tasks effectively. An instrument which
mitigates the contradictions between long-term tasks and the principle of annuality
is the institution of differentiated appropriations, which includes commitment
appropriations and payment appropriations. According to Art. 10/2 FR commitment
appropriations cover the total cost of commitment entered into during the financial
year. This category determines projected costs which are to be covered from the
budget as a result of the commitments entered into the financial year. Due to their
different maturity periods, it is not tantamount to the number of their real payments.
It will also include the annual cost of the long-term tasks. Whereas the real amounts
of budget expenditure will be reflected in payment appropriations (Art. 10/3 FR)
which will include payments of legal commitments entered into the financial year
or preceding financial years.

The principle of annuality is fully applied in the context of the EU multi-annual
financial frameworks, i.e. financial perspectives currently adopted for seven
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years*. They belong to medium-term instruments managing EU funds (European
Commission, 2008: 182). They include EU priorities which will be implemented in
the indicated period with the concurrent determination of financial ceilings for their
financing.

The principle of annuality, having regard to the process of multiannual financial
planning in the EU, does not make an exception and is rather a supplement. On the
one hand, successive annual EU budgets in terms of amounts must be in accordance
with the ceilings for commitments resulting from the seven-year financial
frameworks (Art. 312/3TFEU, Art. 51 FR), but on the other hand, the frameworks
alone do not Authorise expenditure. Such authorization takes place as a result of
adopting the budget act by the European Parliament and the Council, what has been
already discussed. Therefore, it may be stated that in the EU there is a coexistence
model of multiannual and annual financial planning and not their mutual exclusion
(Ruskowski, 2014: 39). Moreover, the European Commission itself believes that the
sole fact of “entering” annual budgets into the multiannual frameworks should not
be seen as a conflict with the principle of annuality (European Commission, 2014:
159).

Principles of anteriority and financial continuity, connected with the principle of
annuality, are also significant to the protection of the EU financial interest. They
constitute a protection measure for the possibility to conduct economy on the basis
of the EU annual budget. In the financial doctrine through the anteriority, principle
is formulated the directive according to which the budget should be adopted before
the beginning of the period for which it was designated so that it could enter into
force with the first day of the new financial year. Due to the episodic character
of the budget and the loss of its Authorizing power with the end of the year, the
EU should have possibilities to manage funds for the following year based on a
new budgetary plan. From this perspective, it is a guarantee to maintain budgetary
discipline. On this basis, it may be stated that the anteriority principle ensures
stability and financial continuity of the Union.

In the EU law, the principle of anteriority results from a few provisions, e.g. Art.
313 and Art. 314 TFEU. The latter article regulates the procedure of adopting the
general budget, which includes strict deadlines for particular stages so that it could
be adopted prior to the beginning of the financial year for which it is to be binding.
On the other hand, Art. 315 TFEU includes principles regarding transitional
management of the financial economy (also expenditure) in the case no final budget
is adopted at the beginning of a new financial year.

4 Pursuant to Art. 312/1/2 TFEU minimal period for which multi-annual frameworks should be adopted is 5
years.

138



Protection of the European Union’s Public (Financial) Interest...

3.2 Budgetary Rules as Instruments Determining EU Budget
Expenditure Principles

Key principles for maintaining budgetary discipline, and in a broader sense — for
protecting the EU financial interest, are also the principles of unity and budgetary
accuracy. Their general frameworks result from Art. 310 TFEU, which stipulates
that all revenue and expenditure of the Union should be entered in the budget for
each financial year. The content of these principles is developed in the provisions
of the Financial Regulation — Art. 7 and 8, respectively. In the doctrine of public
finances, the principles of unity and budgetary accuracy belong to the broadly
understood principle of budget comprehensiveness (completeness).

Generally, both analyzed principles are focused on the formal role of the budget
act in the processes of managing appropriations accumulated in the budget. At the
same time, they impact the manner in which this management should be done (i.e.
according to the EU budget principle of universality’) and they define the legal
character of the budget act, including its Authorizing power.

Pursuant to Art. 7/1 FR the principle of unity specifies whose and what revenue and
expenditure are included in the EU general budget, i.e.:

1) revenue and expenditure of the Union, including administrative expenditure
concerning Common Foreign and Security Policy®; in the case of this policy
also operational expenditure should be included if they are covered by the
budget. They may be financed directly by the Member States. If the Council
decides so, then the EU budget participation is excluded’,

2) revenue and expenditure of the European Atomic Energy Community.
Additionally, regarding Art. 7/2 FR, guarantees for borrowing-and-lending

operations, including the European Stability Mechanism and Balance of Payment
Facility operations should be entered into the EU budget.

The principle of unity does not have an absolute character. There are many cases
in which the appropriations are excluded from the annual budget of the Union
(European Commission, 2014: 149), in particular:

1) appropriations for borrowing-and-lending operations, but as it was indicated
above the guarantees for these operations are included in the budget,

2) appropriations at the disposal of the European Development Fund,

5 Regarding the science of public finances the principle of EU budget unity is, in fact, a principle of formal unity
and the principle of universality — is a principle of substantive unity.

6 Cf Art 41/1 TFEU.

7 Cf Art 41/2 TFEU.
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3) appropriations at the disposal of the European Investment Bank.

It needs to be emphasized that the EU budget does not include European Central
Bank (ECB), but it is not an exception from the principle of unity. It is a matter
of separate monetary policy independently conducted by the Central Bank and
fiscal policy — mainly based on the budget, as well as having independence from
the Union institutions, central, regional and local governments of the Member
States according to Art. 123 TFEU. Besides in Art. 2/b of the Financial Regulation
itself there is a clear indication that ECB is not a Union institution to which this
regulation applies.

The second principle — budgetary accuracy is focused on the role of the EU budget,
and basically of the budget act, as the main basis in the process of managing budget
appropriations. This act, what has already been mentioned, constitutes the only
form of Authorizing budgetary resources, what de facto means giving them legal
force. As a consequence no revenue and expenditure can be implemented if they are
not entered in the proper part of the budget — the so-called line in the budget (Art.
8/1 FR). It is also forbidden to commit or Authorize expenditure in the excess of the
Authorized appropriations (Art. 8/2 FR).

The obligation to cover in the content of the budget the biggest number of titles on
the basis of which the EU accumulates appropriations also influences the adopted
method of their distribution, which was determined by the principle of universality
mentioned above, also called the gross budget principle (Strasser, 1992: 48-49).
This rule is mainly anchored in Art. 310/1 TFEU and its clarification is in Art.
20 FR. Its essence is to appropriate all accumulated revenue to cover all planned
expenditure. So the possibility to “reserve” or connect particular revenue titles with
specific expenditure is excluded. Such a way of conducting financial economy is
based on the no-funding principle, known in the literature, which is to ensure the
possibility to finance all and not only selected aims (tasks) of the Union, what may
also be evaluated through protecting its financial interest. This rule has no absolute
character because Art. 21 FR provides many exceptions.

The above mentioned Authorizing character of the budget act (the EU budget) is
of fundamental significance in managing public funds, and in the broader aspect,
it is essential to maintain financial discipline and protect the EU financial interest.
Repeatedly in particular provisions of the Financial Regulation there is the notion
of “authorization” of appropriations by the budget (Art. 2/c, 8/1-2, 9, 11) or “enter”
funds into the budget (Art. 2/c, 8/1-3, 11/5). Moreover, even in the catalog of the
basic notions used for the Regulation, it was defined as an: “instrument which, for
each financial year, forecasts and Authorizes all revenue and expenditure considered
necessary for the Union”.
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Coming back to the sole authorization of the budget, it should be stated that it is a
multi-faceted issue. From the formal point of view, it means adopting the EU budget
during a special legislative procedure by the Parliament and the Council pursuant
to Art. 314 TFEU. However, from the tangible point of view, it means legalizing or
giving other legal force to the whole content of the budget, which includes mainly
revenue and expenditure. In relation to the revenue aspect, authorization means
the possibility to collect revenue because as provides Art. 8/1 no revenue shall be
collected unless booked to a line in the budget. To be more precise, the budget act
itself does not constitute the legal basis to collect funds. It is done on the basis of
other act — the Council Decision no. 2014/335/EU on the system of own resources
of the EU (OJ 2014/L168/105) as well as implementing acts issued on its basis. This
decision has basic significance in this process. Provisions of Art. 8/1 FR emphasize
only the obligation to enter (record) collected revenue into the proper line in the
budget.

On the other, taking into consideration the processes of making the expenditure,
the budget authorization significantly influences maintaining financial discipline.
The direct effect of the final adoption of the EU budget in the legislative procedure
for Authorizing officers is on the one hand authorization (law) to manage
appropriations, and on the other hand — prohibition to exceed planned expenditure.
They set absolute ceilings. This particular — disciplinary character of budgetary
expenditure authorization is often emphasized in the provisions of the Financial
Regulation. As an example the following regulations may be indicated:

— no expenditure shall be effected unless booked to a line in the budget (Art.
8/1);

— no expenditure may be committed or Authorized in the excess of the
Authorized appropriations (Art. 8/2);

— an appropriation may be entered into the budget only if it is considered
necessary (Art. 8/3);

— appropriations not used by the end of the financial year shall be canceled
(Art. 13/1);

— the limit of the appropriations provided for in the draft budget cannot be
exceeded in the case if the budget has not been adopted at the beginning of
the financial year (Art. 16/2);

— the budget must be amended in the case of making the legal act with financial
implications (Art. 52);

— the Commission shall implement the budget within the limits of
appropriations Authorized (Art. 53/1).
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However, it should be indicated that the EU budget (the budget act) itself does
not give the possibility to distribute funds. In the Union law, there is a dual legal
basis rule arising from Art. 54/1 FR. Formal entering of funds into the budget is
insufficient. There must be a separate legal act — basic act (e.g. regulation, directive,
decision) which regulates tangible rules of spending these funds. As a result, both
law-making forms — basic and budget act are necessary legalizing instruments, i.e.
Authorizing to commit budget expenditure.

The Authorisation to implement budget expenditure by Authorizing officers,
resulting from budget authorization, does not entitle to fully use expenditure limits.
In other words, exhausting limits of the entered appropriations is not an obligation
or authorization to spend “by force”. A reference point in the process of expenditure
management is the implementation of a provided task. Its financing should be based
on the principle of sound financial management. It is generally described in Art.
310/5 TFEU and then specified in Art. 30-33 FR. Its basis are three particular rules
which may be regarded as a kind of criteria for proper expenditure management, so,
on the one hand, to prevent wasting and maintain discipline and on the other hand —
to ensure effective implementation of the established tasks.

With regard to Art. 30/1 FR appropriations should be used in compliance with the
principles of economy, efficiency, and effectiveness. The economy is defined as
making the resources available in due time, appropriate quality and quantity and at
the best price. Efficiency, which should be identified with efficacy, means striving
to achieve the best relationship between resources employed and results achieved.
And effectiveness is the implementation of set objectives and intended results.

The principle of sound financial management applies also to the issue of ex-ante
and ex-post evaluation of the tasks implementation (Art. 30/4), to the obligation
to analyze financial consequences of all legislative initiatives submitted by the
European Commission, the High Representative of the Union for Foreign Affairs
and Security Policy or the Member States, which influence the Union budget (Art.
28 FR) as well as to ensure effective and efficient internal control of the budget
implementation (Art. 32 FR). It also needs to be emphasized that the evaluation of
financial consequences should be prepared with respect to limiting financial fraud
and irregularities.

General evaluation of the above principles should suggest a conclusion that they
implement a general norm expressed in Art. 310 TFEU whose aim is to obey
financial discipline in the EU. Their task is also to counteract situations in which
budget funds management would take place outside the budget (the so-called
debudgetization) and not on the basis of the budget act. Concentrating the majority
of appropriations in the budget and making expenditure based on it favors better
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control, openness, and transparency of the EU finance as well as should lead to
more effective tasks implementation. In a wider context, these principles implement
the demand to protect EU financial interest, and what is important here, already on
the stage of planning and gathering revenue due.

4 Conclusions

Taking into consideration the above analysis, a general conclusion should be
formulated that protection of the EU financial interest is implemented not only
by preventing and fighting financial irregularities, including corruption but also
by proper designing (planning) of the EU budget which constitutes the basis
for managing public funds. Instruments used in both these fields — fighting and
counteracting fraud as well as financial planning form a kind of a comprehensive
system of the EU financial interest protection.

The need to guarantee the protection of the financial interest of every public
organization, including the EU, results from the theory of scarcity appearing in the
economics. Proper and desirable resources management, also in the public sphere,
is a natural process. In the public sector, the phenomenon of scarcity has the even
greater impact than in the private sector. Therefore, when the citizens choose their
representatives (authorities) in reality they decide what goods and in what amount
should be financed from public funds (public choice theory).

Specific decisions of the citizens supporting particular political programs translate
into the implemented financial (economic) policy conducted by authorities. Key
instruments of this policy effectiveness are legal norms and public budgets, for
whose contents are responsible politicians directly elected. Despite received social
mandate, they do not have complete freedom in creating the content of the law,
also regarding public expenditure, which then will be the basis for making financial
decisions. In spite of sometimes generous social programs which gained social
support, politicians should consider (financial) interest of the public organization
which they manage regarding the scarcity phenomenon. In this context, the problem
of scarcity, as well as public choice theory, indirectly translate into the way of
managing public funds accumulated in budgets.

Essential legal norms regulating public budget, and especially concerning its
construction and the manner of financial forecasting, constitute budgetary
principles. In the EU law, they are significant, also in the legal dimension. It is
reflected in the fact that main content was regulated in the Treaty law. In the
financial aspect, the budgetary principles implement directives of proper (desirable)
EU budget management, and thus such administration of the accumulated resources
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as to protect its financial interest starting from the planning stage. Additionally, it
may be emphasized that in this last aspect also multiannual financial frameworks
play a significant role.

Therefore, the issue of protecting the EU financial interest should not be related to
the actions connected with counteracting and fighting irregularities or corruption
but also to proper design (planning) of the Union budget and managing on its basic
financial resources, which are to serve budgetary principles. A different issue —
worth analyzing in a separate elaboration — is how effectively these principles are
implemented.
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Abstract

Traditional own resources are a part of a broader category of European Union
revenues — the own resources. The own resources category consists of three types
of resources: traditional own resources, which mainly consist of customs duties on
imports from outside the European Union and sugar levies, own resources based on
value-added tax (VAT) and own resources based on GNI — gross national income
(each Member State transfers a standard percentage of its GNI to the EU), which
serves as the balancing resource. Currently, the types of own resources and the
methods for calculating them have been set by Council in a decision of 26 May 2014
on the system of own resources of the European Union. Changes were introduced to
the system of the own resources for the period 2014-2020. The decision has entered
into force on 1 October 2016, however, the rules apply retroactively as of 1 January
2014. The aim of this article is to analyze the issue of traditional own resources (a
part of a broader category of resources — the own resources) and its impact on the
budget of the European Union.
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1 Introduction

The issues concerning the budget of the European Union have been placed in the
Treaty on the Functioning of the European Union. According to art. 311 of TFUE
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the European Union shall provide itself with the means necessary to attain its
objectives and carry through its policies. Without prejudice to other revenue, the
budget shall be financed wholly from own resources.

The Council, acting in accordance with a special legislative procedure, shall
unanimously and after consulting the European Parliament adopt a decision laying
down the provisions relating to the system of own resources of the Union. In this
context, it may establish new categories of own resources or abolish an existing
category. That decision shall not enter into force until it is approved by the Member
States in accordance with their respective constitutional requirements. The Council,
acting by means of regulations in accordance with a special legislative procedure,
shall lay down implementing measures for the Union” own resources system. The
Council shall act after obtaining the consent of the European Parliament. Currently,
the types of own resources and the methods for calculating them have been set
by Council in a decision of 26 May 2014 on the system of own resources of the
European Union.

The aim of this article is to analyze the issue of traditional own resources (a part of
a broader category of resources — the own resources) and to confirm or disprove the
main hypothesis, that although they have a huge impact on the budget of the European
Union the long-term trend in traditional resources is downwards. This article aims
to present the evolution of traditional own resources in the European Union and the
assessment of their development. Method used are the analysis and the synthesis.

2 Own Resources System

The own resources category consists of three types of resources: traditional
own resources, which mainly consist of customs duties on imports from outside
the European Union and sugar levies, own resources based on value-added tax
(VAT) and own resources based on GNI — gross national income (each Member
State transfers a standard percentage of its GNI to the EU), which serves as the
balancing resource. The Union’s own resources are collected by the Member
States in accordance with the national provisions imposed by law, regulation or
administrative action. These provisions should be adapted to meet the requirements
of Union rules.

Between 1958 and 1970 the European Union, similarly to other international
organizations, was exclusively financed by member-states contributions (Van der
Hoek, 2005: 268). The system of the own resources was introduced on 21 April
1970. The system initially contained 3 different revenue sources. The first own
resource — levies on agricultural and sugar trade was introduced in 1971. Customs
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duties on trade with third countries were added between 1971 and 1975. The own
resource based on value added tax was added in 1979. Due to growing budget
expenditures, it was gaining an increasing share of the contribution structure
(this led to an increase in the rate of VAT payments). In the 80’s, traditional own
resources began to decline, and that was why the own resources based on GNP
(gross national product) were introduced.

In the beginning, the own resources based on GNI (gross national income) were
designed to cover the balance of total expenditure not covered by the other own
resources. However later in the following years, the share of VAT payments began
to decline gradually, and at the same time, the contribution from gross national
product increased. In 2002, the GNP-based measure was converted to GNI
payments. The current funding system provides a smooth, stable financing of the
EU budget, as any deficiencies are supplemented by GNI.

Figure 1 EU Budget Revenues from 1970 till 30 November 2016 in EUR million
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Source: Annual accounts of the European Union for years 1971 to 2015, excl. revenues from exchange
transactions, i.e. financial income and other. Data for the year 2016 includes figures for the period

ending 30 November 2016. www.eu.europa.eu/budget/figures/index_en.cfm, accessed 6 June 2017.

Nowadays most revenues come from GNI based contributions (Figure 2). Member
States contribute according to their Gross National Income. However, this basis
is straightforward as there are some adjustments to the payments as a result
of negotiation. In order to correct excessive contribution by certain countries,
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correction mechanisms have been designed. First of all, The United Kingdom is
reimbursed by 66% of the difference between its contribution and the amount it
receives back from the EU budget. Additionally, over the current period (2014-
2020) Denmark, the Netherlands and Sweden have secured reductions to their GNI
based contribution.

The second significant source of revenue of the European Union is VAT-based
contributions. VAT based contributions are based on a harmonized measure of
consumer spending and thus have little to do with actual VAT payments. This is
because different countries have different rates, and over time they have not been
harmonized. As indicated above the share of VAT based contributions has been
declining and now estimates for about 13% of the EU budget revenue (Figure 2).

Traditional own resources consist of levies, premiums, additional or compensatory
amounts, additional amounts or factors, Common Customs Tariff duties and other
duties established or to be established by the institutions of the Union in respect
of trade with third countries, customs duties on products under the expired Treaty
establishing the European Coal and Steel Community, as well as contributions and
other duties provided for within the framework of the common organization of the
markets in sugar. Traditional own resources make up about 13% of the EU budget.

There are also revenues other than own resources which include tax and other
deductions from European Union staff remunerations, contributions from non-EU
countries to certain programs (e.g. in research), interests on late payments and fines
and other diverse items. If there is a surplus at the end of the year, the difference in the
form of reduced contributions the following year is returned to the Member States.

Figure 2 EU Budget Revenue in EUR Million from 2009 till 2016

Own resources and
contributions revenue

2009 2010 2011 2012 2013 2014 2015 2016
(note 3.1 to annual
accounts)
GNI based contribution 81978 | 91178 | 88442 | 98061 | 110194 | 104688 | 100967 | 93 367
VAT based contribution 12 795 12 517 14763 | 14871 14 019 17462 | 18087 | 16936

Traditional own resources 14 002 16 065 16 528 16 087 15 467 17137 18 730 15703

Other revenue (excl.
corrections)

Total revenue 110537 | 122328 | 124677 | 130919 | 148259 | 150625 | 146 027 | 144193

1762 2568 4944 1900 8579 11 338 8243 18 187

Source: Annual accounts of the European Union for years 2009 to 2015, excl. revenues from
exchange transactions, i.e. financial income and other. Data for the year 2016 includes figures for
the period ending 30 November 2016. www.eu.europa.eu/budget/figures/index_en.cfm, accessed 6
June 2017.
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The data presented in Table 2 show that the general budget for 2009-2011 showed
an upward trend, while in 2015 and 2016 there was a slight decrease. Regardless
of the period under review, the most budgeted resources in the structure of budget
resources are the budget for GNI based contribution. VAT based contribution and
traditional own resources tend to be stable in each year, however the fourth source
of the budget revenue — other revenues differ each year, because of the content of
this group, especially interests on late payments, fines and a surplus at the end of
the year can be different each year.

In 2014 a High-Level Group on Own Resources has been established. Its aim is to
examine how to make the system of financing the budget of the European system
more transparent, fair, simple and democratically accountable. Its final report and
recommendations were published on 17 January 2017 and was handed over to the
presidents of the European Parliament, the Council, and the Commission. The
Commission should now assess whether the reform of the own resources system is
needed and appropriate.

3 Traditional Own Resources

The European Union is a customs union, which mean that there are common
provisions on tariffs on trade within the customs area of the EU. There are no
tariffs on trade within the European Union. The goods and services that arrive at
the European customs area face a common external tariff irrespective of where
they arrive at the European Union?. Other levies, for example, anti-dumping and
countervailing duties are also collected together with ordinary customs duties
(Reiwer-Kaliszewska, 2017: 421-434). During the years 1970-2008 duties on
agricultural products were grouped separately, however, since 2008, they are
identified with customs duties.

Traditional own resources are collected at the point that goods enter the European
Union by the Member States. This revenue should then be transferred to the
European Commission, even if they have not been actually collected by national
customs authorities (Limbach, 2015). Due to the collection of the duties by the
national customs authorities, the services at the central level remain minimal and
regard mainly controls and oversight.

The Member States have the right to keep the collection costs (20% of the collected
amounts). This percentage was 10% during the years 1970 — 2000, in 2001 it was
increased to 25% and stayed at this level till 2014.

2 The agricultural duties have been replaced by the customs duties in July 1995, however, some of them apply
in the sugar market arrangement (van der Hoek, 2005: 269).
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Figure 3 Duties as Percentage of Total EU Revenues
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Source: Own calculation based on Annual accounts of the European Union for years 1971 to 2015,
excl. revenues from exchange transactions, i.e. financial income and other. Data for the year 2016
includes figures for the period ending 30 November 2016. www.eu.europa.eu/budget/figures/index
en.cfm, accessed 6 June 2017.

The impact of the traditional own resources has changed over the years. At the
beginning of the customs union, they were the main resource of the EU budget.
Between 1971 and 1975 it nearly doubled. Revenue from traditional own resources
increased for about 10 years, until the end of the 1970s. From 1979 their impact
decreased mainly due to introducing the VAT resource and GNI. Nowadays
traditional own resources make up about 13% of the EU budget. The long-term
trend in traditional own resources is downwards, due largely to the trade policy of
the European Union and WTO trade liberalization.

Figure 4 Traditional Own Resources Contribution Per Capita by Country
in 2015
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Source: Own calculation based on Annual accounts of the European Union for the year 2015, excl.
revenues from exchange transactions, i.e. financial income and other. www.eu.europa.eu/budget/
figures/index_en.cfm, accessed 6 June 2017.
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Figure 5 Traditional Own Resources Contribution as Percentage of GNI by
Country in 2015
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Source: Own calculation based on Annual accounts of the European Union for the year 2015, excl.
revenues from exchange transactions, i.e. financial income and other. www.eu.europa.eu/budget/
figures/index_en.cfm, accessed 6 June 2017.

Figures 4 and 5 show traditional own resources per capita and as a percentage
of GNI per country in 2015. What is not surprising countries with large ports,
especially The Netherlands and Belgium, collect the largest amounts of duties.
The landlocked countries, with few borders to non-EU countries, like Austria and
Luxemburg collect relatively little in customs duties. The data presented in Table
5 show that there is little difference between richer and poorer countries regarding
the amount they contribute as a share of their national income.

On 26 May 2014, the Council adopted a decision on the system of own resources of
the European Union in the result of which changes were introduced to the system of
the own resources for the period 2014-2020. The change concerning the traditional
own resources is significant. Due to it, the proportion of traditional own resources
retained by member states has been reduced from 25% to 20%. In practice, the cost
of collecting the duties has lately been far below this level. HM Revenue & Customs
estimated, that the average cost of collection of the taxes in the UK dropped from
0.66 pence per pound in 2010-2011 to 0.58p for every pound collected in 2014-2015
(Annual Report and Accounts 2014-2015).

The reduction of the rate of the collection costs will obviously increase the amount
of revenue that the European Union receives from traditional own resources and
in result reduce the size of GNI-based contributions. The decision has entered into
force on 1 October 2016, however, the rules apply retroactively as of 1 January
2014. This means, that the member states have to transfer to the European Union
the extra 5% of the traditional own resources that have been retained as costs of
collection. Their GNI based contributions will thus be lowered (Browne, Johnson,
Philips, 2014: 11). With great probability, the net contribution of Belgium and The
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Netherlands, the countries collecting largest amounts of duties’, will increase,
however, the other member states’ overall contributions will stay unaffected. The
reductions in the GNI-based payments to the EU will offset the increase in the
proportion of tariffs paid over to the European Union Budget.

The High-Level Group on Own Resources in its Final Report and Recommendations
published on 17 January 2017 has assessed the traditional own resources as
a simple and transparent revenue (Future financing of the EU, Final report, and
recommendations of the High-Level Group on Own Resources, 2016: 40). Due to
the Final Report the current system of the traditional own resources is efficient, the
national customs authorities agree to the rules and over years the system has not
raised any major concerns in its implementation. The rules of the traditional own
resources constitute the mostly undisputed baseline of the revenue of the European
Union and seem satisfactory to all Member States.

4 Conclusions

The system of traditional own resources has undergone many changes over the years.
In the beginning, in the seventies, it was the main EU budget revenue, however, with
time the income concerned with traditional own resources were falling. The long-
term trend in traditional resources is downwards, largely due to the trade policy of
the European Union and the WTO trade liberalization. Traditional own resources
now estimate about 13% of the EU budget remaining a non-negligible source of
revenue. Thus the main hypothesis of this contribution that although the traditional
own resources have a huge impact on the budget of the European Union the long-
term trend is downwards has been confirmed.

In result of the recent change in traditional own resources, the proportion of
traditional own resources retained by member states as collection costs has been
reduced from 25% to 20%. The aim of the changes was to increase the EU budget’s
revenue from traditional own resources, at the expense of funds retained by
individual states. Although this solution is not beneficial for countries that have so
far levied the largest duties as their remuneration drops, this would reduce the GNI
share in the budget of the European Union.

The current system of the traditional own resources is simple, transparent and
efficient and its rules seem satisfactory to all Member States. Over the years it has
been the most undisputed revenue of the budget of the European Union.

3 The collection costs have often been considered as a “hidden” rebate that aim to reduce the contribution of
the Netherlands to financing the budget of the European Union.
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Abstract

This study deals with selected issues regarding the protection of the financial
interests of the European Union. The protection of the EU financial interest is
the responsibility of both Polish and EU institutions. There is no doubt that the
coordination of activities of national and EU institutions can contribute to increasing
the effectiveness of the protection of EU financial interests. The study presents
Polish and EU institutions. The Author focuses predominantly on the actions taken
by the Commission, in particular, its specialized body — the European Anti-Fraud
Office (OLAF). The activity of law-making, coordination of activities undertaken by
member states and activities undertaken jointly by the Commission and the Member
States are indicated. The effects of the actions taken have been presented based on
available reports. It presents Polish and EU institutions’ involvement in combating
fraud to the detriment of the Union. Actions taken by the EU institutions and OLAF
have been broadly explored, given their particular role. On the basis of the available
reports, the Author has responded to the question whether the institutions’ current
system of protecting the financial interest of the Union is sufficient and whether
the actions taken by the institutions set up to counter fraud to the detriment of the
Union’s financial interests are effective and efficient.
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1 Introduction

Protecting the European Union’s financial interests is an important goal of
the actions taken by bodies and institutions at the level of the EU and national
institutions. At the outset, however, it should be noted that the financial interests
of the European Union are not always the financial interests of individual Member
States. It should also be borne in mind that the notion of the European Union’s
financial interest is not tantamount to the concept of the European Union interest.

The EU’s interest is undoubtedly a broader concept than the notion of the Union’s
financial interest’. The financial interest of the Union cannot be considered as a
sum of the financial interests of individual Member States, in view of the fact that
at the national level the financial interest of a State is not the sum of the interests
of its citizens (Woltanowski, Kosinska, 2014). There may be a situation where the
financial interests of Poland will not fully coincide with the financial interest of the
European Union. In this context, it is very important that the Member States, at the
stage of setting the financial framework for particular financial perspectives, can
express their expectations, and in the course of the negotiations, reach a compromise
which will make the assumptions about the Union budget to be coincident with the
interests of individual Member States.

According to Art. 317 of the Treaty on the Functioning of the European Union, the
European Union budget shall be implemented by the Commission in cooperation
with the Member States. Article 325 imposes on both — the Union and the Member
States — the obligation to fight fraud and any other illegal activity affecting the
financial interests of the Union; wherein the Member States combating fraud
affecting the Union’s financial interests, shall take the same measures they
undertake to combat fraud violating their own financial interests.

It should be stressed here that the bodies of the Member States account for around
80% of the expenditure of the whole European Union (Commission: COM(2016)
472). The functioning of the supervisory system in each Member State should be
an effective element of an effective anti-fraud counteraction. At the same time, it
is equally appropriate to coordinate the actions of the institutions responsible for
counteracting and combating abuse against the EU, both on EU and national level,
which is equally important in the effective fight against fraud. In recent years, the
European Commission has taken a number of measures to ensure the most effective

2 It can be acknowledged that it is in the interest of the Union to, above all, implement the objectives of the
Union. In the original wording of the Treaty on European Union of 7 February 1992, Art. B, the stated Union’s
objectives are: promoting balanced economic progress, implementing the common foreign and security
policy, developing close cooperation in the field of justice and home affairs. The Lisbon Treaty has changed
the original wording of the article, and currently, in Art. 3/1 of the Treaty, it is stated that the purpose of the
Union is to promote peace, its values and the prosperity of its people.
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protection of the EU financial interest, which will be analyzed in the further part of
this paper. Before presenting the activities of the European Commission, it seems
important to at least briefly present EU and Polish institutions responsible for the
protection of the financial interests of the European Union.

2 Institutional System for the Protection of the Financial Interests
of the European Union

The most important European institutions participating in the audit of the
implementation of the European Union budget and, as a consequence, counteracting
the actions adversely affecting the financial interests of the European Union are
European Commission, European Court of Auditors (ECA) as well as European
Anti-Fraud Office (OLAF). OLAF is in this context a particular institution. As a
part of the European Commission, it has total independence in the exercising of its
investigative function.

In Poland the institution responsible for protecting the financial interests of the
European Union is primarily the Ministry of Finance. Control of the correct use of
EU funds and, as a result, the detection of irregularities detrimental to the financial
interests of both the European Union and Poland, is carried out by several institutions
at various stages. The Supreme Audit Chamber plays the most important role and is
subordinated to the Ministry of Finance National Tax Administration (pl. Krajowa
Administracja Skarbowa)* (Act of 16 November 2016). Important role plays also
controls carried out by the managing authorities (Regulation (EU) no. 1303/2013).
In cases of violation of public finance discipline Arbitration Committees also play
an important role*.

3 Prior to 1 March 2017, i.e. before the Act of 16 November 2016 of the National Tax Administration Act came
into force, in the Polish legal system, the Tax Inspectorate (pl. Urzad Kontroli Skarbowej), the Tax Offices
(Urzedy Skarbowe) and the Customs Offices (pl. Urzgdy Celne) were primarily responsible for the detection
of irregularities and actions against the financial interests of the EU. On the date of entry into force the Act
of the National Tax Administration, their competence were taken over by the bodies of the National Tax
Administration.

4 The bodies adjudicating at first instance on cases of violation of public finance discipline are the following:
1) Joint Arbitration Committee (Wspdlna Komisja Orzekajgca); 2) Arbitration Committee attached to Head
of the Prime Ministers’ Office (Komisja Orzekajgca przy Szefie Kancelarii Prezesa Rady Ministréow);
3) Interministerial Adjudicating Committee attached to the Minister in charge of Public Finances
(Miedzyresortowa Komisja Orzekajgca przy Ministrze wtasciwym do Spraw Finanséw Publicznych);
4) Interministerial Adjudicating Committee attached to the Minister in charge of Public Administration
(Miedzyresortowa Komisja Orzekajaca przy Ministrze wtasciwym do Spraw Administracji Publicznej); 5)
Interministerial Adjudicating Committee attached to the Minister of Justice (Migdzyresortowa Komisja
Orzekajgca przy Ministrze Sprawiedliwosci); 6) Regional Adjudicating Committees attached to the Regional
Accounting Chambers (Regionalne Komisje Orzekajace przy Regionalnych Izbach Obrachunkowych); The
Court adjudicating in cases of breach of discipline in public finance of the second instance is the Chief of the
Judicial Commission in Cases of Violation of the Public Finance Discipline.
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The European Commission prepares the annual accounts of the European
Communities. It also carries out internal audits as well as controls the implementation
of budgets in the Member States. The European Commission requires the Member
States to have efficient management and control systems for spending funds from
the Union. The Commission may carry out checks in the Member States, including
random checks of operations financed by EU funds as well as checks on the
management and control systems in the Member States.

The main task of the European Court of Auditors is to monitor the implementation of
the European Union budget, i.e. the regularity and legality of all Union expenditure
and financial management. ECA auditors conduct audits both in European
institutions and in Member States (also in countries receiving EU assistance).
The ECA draws up its annual activity reports (Treaty on the Functioning of the
European Union — consolidated version, Art. 287/4).

The task of the European Anti-Fraud Office (OLAF) is to detect fraud,
misappropriation of subsidies and tax evasion, as well as fighting against corruption
and any illegal activities that interfere with the interests of the Union. Although
OLAF is functioning within the structure of the European Commission, it is
necessary, in context of the specific nature of its activities, to isolate OLAF’s
investigations and actions taken to protect the financial interests of the European
Union.

It is worth stressing out that Poland was still in the process of negotiating before
joining the European Union, and has committed to implementing the EU acquis in
the field of counteracting fraud against the EU financial interests. On 1 July 2003
the Government Plenipotentiary for Combating Financial Irregularities against
Poland and EU (pl. Pefnomocnik Rzqdu Do Spraw Zwalczania Nieprawidtowosci
Finansowych na Szkode Rzeczypospolitej Polskiej lub Unii Europejskiej) was
appointed by the Council of Ministers to the Harmony of the Republic of Poland or
the European Union (Regulation of the Council of Ministers of 1 July 2003).

The tasks of the Government Plenipotentiary for Combating Financial Irregularities
against Poland and EU include, in particular, the initiation, coordination, and
implementation of activities aimed at securing the financial interests of the Republic
of Poland and the European Union. The Plenipotentiary in particular coordinates
activities of governmental authorities in this regard and ensures the proper flow
of information between them. He is also responsible for reporting to the European
Commission on irregularities in the use of EU funds and, collects, verifies and
analyzes the documents and information necessary for their preparation. The
plenipotentiary may also initiate and carry out work on the preparation of legal acts
in the field of the protection of the Union’s financial interests.
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Government Plenipotentiary for Combating Fraud against Poland and EU is the
Head of Interdepartmental Team for Combating Fraud against Poland and EU —
the auxiliary body of the Council of Ministers. The team plans, coordinates and
monitors activities related to the EU financial interests by the governmental
administration bodies, develop proposals for effective exchange of information
between administration bodies in order to improve prevention actions and
combating breaches of the EU financial interests.

Both the Plenipotentiary and the Interdepartmental Team provide technical and
office assistance to the Public Finance Department at the Ministry of Finance.

The Public Finance Department, in addition to the Government Plenipotentiary
and the Interministerial Group, also carries out auditing and controls tasks for EU
funds and non-reimbursed funds from other sources, as well as plays an important
role in combating fraud against the financial interests of the EU — The Anti-Fraud
Coordination Service (AFCOS), in cooperation with the European Anti-Fraud
Office (OLAF) (Regulation (EC, Euratom) no. 883/2013).

3 European Commission

The European Commission to prevent fraud at EU level undertakes a series of
actions at various levels (Commission: COM(2015) 386; Commission: COM(2016)
472). Most actions directly or indirectly contribute to closer cooperation between
the Member States and better coordination of actions aimed at counteracting and
preventing fraud to the detriment of the financial interests of the European Union.
The most important actions of the Commission in this area include:

— Initiative for change in the legal system of the European Union,
— Fighting corruption in the European Union,

— Combating fraud related to the revenue of the European Union.

3.1 Initiatives for Changes in the Legal System of the European Union

The most important initiatives of the European Commission include working
on improving and harmonizing the prosecution of crimes against the financial
interests of the European Union on the basis of criminal law. As early as 2014, at the
initiative of the European Commission, two proposals were made by the European
Parliament and the Council to improve the effectiveness of criminal law with regard
to the protection of EU financial interests (Commission: COM(2015) 386):
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— the proposal of a directive on the protection of EU financial interests —
enabling the fight against fraud through criminal law;

— the draft regulation on the establishment of the European Public Prosecutor’s
Office.

Between 2015 and 2016, the proposed legal arrangements were agreed with the
Member States. On 25 April 2017, the Council of Europe adopted a directive on the
protection of EU financial interests (European Council Press Release of 25 April
2017 no. 209/17), previously agreed with EU governments. The adopted project
predicted custodial sentences for serious frauds to the detriment of the EU budget,
including VAT. This directive has yet to be approved by the Member States and the
European Parliament.

The European Prosecutor’s Office was stipulated in the treaties already in 2009
but has not been established to date. On 9 February 2017, the Council of Europe
ran unanimously for the proposed regulation establishing the European Public
Prosecutor’s Office (European Council Press Release of 7 February 2017, no.
48/17). Due to the lack of unanimity in the Council, 16 Member States® announced
their intention to step up their cooperation in order to establish a European Public
Prosecutor’s Office (European Council Press Release of 3 April 2017, no. 184/17),
so that the negotiations on the final version of the Regulation could be resumed in
the Council. On 5 October 2017, the European Parliament approved the creation of a
European Public Prosecutor’s Office on the basis of enhanced cooperation®.

3.2 Combating Corruption in the European Union

In the European Commission report from 3 February, 2014 on combating corruption
in the EU (Commission: COM (2014) 38) The Commission focused on corruption
in the public procurement. This was the first report prepared by the Commission
to which it was obliged, based on the EU anti-corruption mechanism introduced
in 2011, based on Art. 83 of the Treaty on the Functioning of the European Union.
The report contained the description of trends and developments in corruption and
methods to counter corruption in the Member States. The report of the Commission
has been criticized by the European Court of Auditors (www.eca.europa.eu),
as based on the results of Member States’ perceptions of corruption and not on
analyzes and findings. This study was also criticised for excluding the institutions
and bodies of the European Union from the analysis. Justified seemed the European

5 Belgium, Bulgaria, Croatia, Cyprus, Finland, France, Greece, Spain, Lithuania, Luxembourg, Germany,
Portugal, Czech Republic, Romania, Slovakia, and Slovenia.

6 Poland, Denmark, the Netherlands, Ireland, Malta, Sweden, the United Kingdom and Hungary didn’t join the
European Prosecutor’s Office.

162



Selected Issues on the Protection of the European Union’s Financial Interests

Court of Auditors critique of this document — of not including reporting to the EU
institutions, and postulating the extension of the next report by the details available
from OLAF European Commission.

Among the Commission’s initiatives, the Hercules III program operation in years
2014-2020, should also be mentioned (Regulation (EU) no. 250/2014). This program
aims to promote anti-fraud measures against the interests of the Union in the
Member States. It is a continuation of the Hercules I program, which ran from 2007
to 2013. The program includes training and conferences to exchange experiences
between the Member States and to strengthen cooperation in the fight against fraud.
Within the project, technical resources for anti-fraud institutions to the detriment of
EU financial interests are purchased.

3.3 Combating Fraud Related to Revenue and Expenditure of the
European Union

The actions of the European Commission aimed at protecting the Union’s financial
interests in the field of EU income include, in particular, measures to improve the
flow of information between the Member States and mutual assistance in matters
relating to customs operations, agricultural law and VAT fraud.

At the initiative of the Commission on 9 September 2015, was adopted the
Regulation of the European Parliament and of the Council (Regulation (EU) no.
2015/1525). This regulation anticipates the creation of a centralized database on
containers and goods imported, exported and transited through the European Union
(Regulation (EU) no. 2015/1525, Art. 1/1). The introduced regulation should make
the analysis of the data considerably easier and therefore more effective for both the
national customs authorities and OLAF.

At the initiative of the Commission, the Anti-Fraud Information System (AFIS) has
been adopted. The term is defined as an application system that enables the timely
and secure exchange of information about fraud, as well as the storage and analysis
of such data. By 2015, the system had more than 8,000 registered users acting on
behalf of over 1700 institutions in the Member States, Commission departments
and other EU bodies (Report COM(2016) 472: 11). This centralized system of
information helps to prevent fraud against the financial interests of the Union, both
the customs authorities of the Member States and to OLAF entities, it also enables
joint customs operations.

The joint customs operations undertaken by the Commission are coordinated by
OLAF and will be analyzed in the OLAF part of this paper. In the Commission’s
annual report to the European Parliament — Fight against fraud for the year 2015
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— the Commission set up the Member States’ experience of VAT fraud, pointing
out that there is a common impediment to the investigation of transaction chains
in the presence of third-country operators (Commission: COM(2016) 472: 13). To
assist the national authorities, the Commission, together with the Member States,
is exploring the possibility of improving the functioning of Eurofisc so that VAT
fraud schemes are detected faster than before (Commission: COM(2016) 472: 13).
Commission initiatives to eliminate fraud while spending EU funds are primarily
legislative initiatives designed to monitor the spending of these funds in the Member
States and to report any irregularities.

In 2015, the Commission adopted 4 Delegated Regulations and 4 Implementing
Regulations on rules for reporting financial irregularities using EU funds for 2014-
2020 (Commission: (EU) 2015/1970; Commission: (EU) 2015/1971; Commission:
(EU) 2015/1972; Commission (EU) 2015/1973; Commission: (EU) 2015/1974;
Commission: (EU) 2015/1975; Commission: (EU) 2015/1976, Commission: (EU)
2015/1977). Thanks to the introduced reporting system, many abnormalities in
the use of EU funds are being detected on the level of verification of payment
applications by the National Managing authorities of the EU programs.

4 European Anti-Fraud Office (OLAF)

The European Anti-Fraud Office (OLAF) was established on 28 April 1999
(Commission: (1999/352/EC, ECSC, Euratom)). OLAF is the only EU body
Authorized to investigate fraud and abuse of EU funds. During the initial period
of operation, OLAF primarily provided assistance in conducting investigations
to the authorities of the Member States as well as, to a lesser extent, conducting
independent investigations. In 2006 for the first time, the number of OLAF
investigations was equal to the number of investigations in which it provided
assistance.

The tasks of OLAF were defined in Art. 2 of the Commission Decision from 28
April 1999 establishing the European Anti-Fraud Office (current wording of
art 2 was implemented on the basis of Commission Decision (2013/478/EU) and
Commission Decision (EU) 2015/2418). According to Art. 2 OLAF’s tasks include
in particular external and internal investigations to protect the financial interests of
the Union.

External investigations are aimed at combating corruption, fraud and other illegal
activities detrimental to the financial interests of the Union, as well as the activities
of economic operators run in breach of EU law.
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OLAF’s internal investigations occur within the Union’s bodies and are aimed at
combating fraud, corruption as well as violations by officials and employees of
EU bodies. Internal investigations, if infringements are found, may be effective in
initiating criminal or disciplinary action against EU officials.

OLAF may investigate violations of the Union financial interest in respect of all
Union expenditures (in particular under the Structural Funds, agricultural policy,
rural development), Union revenues (mainly customs duties and VAT revenues),
and suspicion of irregularities in the work of the staff and officials of the European
Union.

According to Art. 2, The Office’s tasks outside the scope of investigations should
also include:

— Assisting the Commission in dealing with the Member States to counter and
fight against fraud.

— Developing concepts and strategies to combat fraud. This goal is achieved
in particular through participation in a variety of international initiatives,
actions undertaken by institutions and associations to fight fraud and
corruption, the promotion of exchange of experience and best practices.

— Preparing legislative and executive initiatives for combating fraud and
corruption.

— Preparing all operational activities of the Commission, in particular by
developing appropriate infrastructure, collecting and analyzing information,
providing technical support to national authorities, and supporting national
authorities in the education and training of staff.

OLAF’s investigation procedure is regulated by Regulation of the European
Parliament and of The Council of 11 September 2013 concerning investigations
conducted by the European Anti-Fraud Office (OLAF) (Regulation (EU, Euratom)
no. 883/2013). Regulation in Art. 2/1 defines a concept Financial interests of the
Union “as it shall include revenues, expenditures, and assets covered by the budget
of the European Union and those covered by the budgets of the institutions, bodies,
offices and agencies and the budgets managed and monitored by them”.

The Regulation, as well as the Commission Decision from 28 April 1999
(Commission: (1999/352/EC, ECSC, Euratom)), divides OLAF’s investigations into
external and internal ones. The Regulation regulates the procedures for initiating
investigations, the investigation procedure and it Authorizes OLAF to exchange
information between the competent authorities of the Member States. It also
Authorizes OLAF to cooperate with Eurojust and Europol (Art. 13).
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The regulation also monitors the internal organization of the Office. OLAF is headed
by a Director-General appointed by the Commission for a seven-year term (Art.
17/1). OLAF’s investigative tasks are monitored by the Supervisory Committee,
consisting of five independent members elected for a five-year term’.

According to the OLAF activity report for 2016, OLAF employees considered
1157 cases reported to the office as abusive. On the basis of these notifications, 219
inquiries were opened in 2016 (Olaf Report, 2016: 12). At the same time, the Office
also issued 346 recommendations to the Member States to recover funds totaling
€ 631.1 million. It should be noted here that the issue of OLAF’s recommendation
is not consistent with the recovery of funds by a Member State. OLAF reports for
2015 and 2016 did not include information on what actually had been recovered on
the basis of the recommendations issued, which seems to be an important element
in the assessment of OLAF’s activities.

Expenditure on OLAF’s operation in 2016 amounted to over € 58 million, of which
€ 40.5 million was spent on staff salaries. This is a slight increase compared to
2015, with personnel expenditure of € 39 million (€ 57.7 million in total) (OLAF
Report, 2015: 37).

OLAF’s investigations which ended in 2016 covered all areas related to EU
expenses. For example, out of 344 investigations completed in 2016, 69 were related
to Structural Funds, 52 to external assistance and 48 to staff and Union officials
(OLAF Report, 2016: 14). Those investigations were related to, among others: public
procurement, EU spending on research and development and personnel employed
in EU institutions.

A very important element of OLAF’s activity is coordination and cooperation with
the Member States in joint customs operations (JCOs). The joint customs operations
are coordinated actions performed by the customs authorities of individual states
to combat the illicit trade of goods. OLAF provides intelligence, technical and
financial support for JAFs, and enables the secure exchange of information (eg.
using the AFIS platform) (Report COM(2016) 472 from the Commission to the
European Parliament: 12).

In 2015, OLAF conducted seven joint customs operations (JCO) (Ibid):

— JCO JETSTREAM - joint operation coordinated by the French Customs
Service. The aim to detect illegal trade in the Atlantic Ocean. The action
resulted in the seizure of over several tons of hashish transported by sea.

7 Article 15 of the Regulation provides that members of the Supervisory Committee should have experience in
working in high-level positions in judicial or investigative bodies. Members of the Committee are appointed by
common accord of the European Parliament, the Council and the Commission.
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JCO JUPITER — The aim of this operation was to combat illicit transport
and trade in sensitive goods in the Mediterranean. The operation was
coordinated by the Spanish Customs Service.

JCO FRANKSTEAD - operation organized and run by the customs
authorities of Germany and the United Kingdom aimed at combating drug
trafficking.

JCO SASHA — operation organized and coordinated by the French customs
authorities. The aim of this action was to combat smuggling and the trade of
chemical drug precursors. Most of the EU member states participated in the
operation, which was supported by the services of EUROPOL. As a result of
the activities, approximately 185 kg of illegal substances were seized.

JCO BALTICA — directed and coordinated by OLAF and the Polish customs
authorities. Six European countries (Estonia, Latvia, Lithuania, Poland,
Finland, and Sweden) and EUROPOL participated in this operation. Its
aim was to fight the smuggling of cigarettes from the Russian Federation
and Belarus to the European Union. As a result of the activities carried out,
around 13 million illegally transported cigarettes were seized by Customs
services.

JCO HANSA — operation organized by the UK Customs Service and Europol
to combat the illegal movement of excise goods, particularly cigarettes.
OLAF participated in this operation and provided a secure information
exchange system.

JCO ROMOLUK II — operation organized by OLAF and the Romanian
customs authorities. Moldovan and Ukrainian customs services were
involved in the operation as well, and its aim was to inspect consignments
sent to the European Union by road and rail. The operation resulted in the
seizure of over 3.8 million cigarettes and about 100 liters of alcohol.

Data on the effects of Joint Customs Operations (JCO) included in the Commission’s
Annual Report and the OLAF Annual Report for 2015 is very laconic. It is difficult
to assess whether the joint operations carried out with the enormous involvement
of customs services from many countries brought real and measurable results, and
above all, what effect it had on the financial resources involved.

In 2016, OLAF co-organized or supported 12 joint customs operations, 4 of which
were organized in cooperation with the Member States and financed by OLAF (The
Olaf Report 2016: 24):

— JCO MAGNUM - operation coordinated by the customs authorities of
Estonia. Its purpose was to fight the smuggling of tobacco products by land

167



Adam P. Chociej

from Russia, Belarus, and Ukraine. This operation resulted in the seizure of
about 11 million cigarettes.

— JCO WAREHOUSE III — operation coordinated by the customs services of
Finland to combat the smuggling of excise goods, in particular, mineral oils
and fuels, as well as avoidance of tax obligations. The operation involved
26 Member States and Europol and it resulted in the acquisition of several
thousand liters of diesel.

— JCO ORION - the operation was coordinated by the Greek Customs
Services, and was aimed at fighting non-EU goods entering the European
market with the omission of customs duties and VAT. This operation was
managed by the OLAF Permanent Operational Coordination Unit, involving
23 Member States and Europol. It helped to identify cases of underestimation
of the objects which were a subject to customs declaration.

— JCO Wafers — operation coordinated by the customs services of the Kingdom
of the Netherlands. Its purpose was to counter the import of counterfeit
semiconductors and other counterfeit products into the EU from China and
Hong Kong. It was conducted in cooperation with Europol and the industry
representatives and led to the acquisition of several hundred thousand
counterfeit semiconductors and other non-original products.

Reports on both — joint customs operations conducted in 2015, as well as OLAF
operations, lack information on the value of detected irregularities or the value of
detected irregularities in relation to the expenditure incurred for detecting them.

In the data published in the OLAF report, however, there is information about the
number of cigarettes seized in connection with the anti-trafficking operations.
About 68 million cigarettes were disposed of in 2013, 132 million in 2014, 17 million
in 2015 and 201 million in 2011.

Attention is drawn to the fact that after the very effective year 2014, the number
of smuggled cigarettes fell nearly tenfold within the next two years. It would be
appropriate for the Commission and OLAF to respond to the question of why such
significant reductions in the detection of smuggled cigarettes occurred, despite
the considerable involvement of the customs services of various countries and the
coordination of OLAF activities®. Another question, to which is difficult to find
the answer in the documents and reports of both the Commission and OLAF, is
the question about the commensurability of the financial resources and human
resources involved and the financial effects achieved.

8 The OLAF report for 2016 on page 20 only contained information that a trend towards smuggling of counterfeit
cigarettes was noticed, while more non-branded cigarettes were smuggled. This is not the answer to the
question of reducing the detection of cigarette smuggling.
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5 Conclusions

When analyzing both — the European Commission and OLAF’s annual reports,
it can be said that numerous actions are undertaken to protect the EU financial
interest. Existing legislation at the EU level not only obliges the Commission,
OLAF, and the Member States to protect the financial interests but also establishes
tools to protect them. It seems that the problem of protecting the Union’s interest is
not in the field of tools. Both the Commission and OLAF have tools to protect them
and the problem seems to lie elsewhere.

Firstly, the coordination of activities undertaken by the member states is becoming
ever more important. Fraudulent acts of the Union are more often of international
nature. Without proper coordination of actions in different countries, the fight
against fraud can be very difficult and ineffective. This aspect seems to be
particularly important when taking into account the joint customs operations, but
also in the fight against the increasing gap in VAT payments.

Secondly, as it is often highlighted in the Commission reports, Member States report
delays in the detection of financial irregularities. The Commission documents often
contain information that the reporting system is very heterogeneous, making it
difficult to monitor both Member States’ actions and their effectiveness (European
Parliament resolution of 11 March 2015).

Thirdly, the effectiveness of Member States’ enforcement of the recommendations
issued by OLAF and the Commission appears to be a big issue’ (European
Parliament Resolution of 11 March 2015: 22). OLAF reports contain information
on the amount and value of recommendations made during the course of the
proceedings, but they lack information on its effectiveness. It seems necessary to
harmonize the information provided by the Member States in order to assess the
effectiveness of Member States actions.

In the context of the actions taken by the Commission and in particular by OLAF,
it seems reasonable to question the effectiveness of EU expenditure on OLAF’s
functioning. Without questioning the legitimacy of OLAF’s operation, it is
possible to raise the question of the amount of expenditure incurred for OLAF’s
staff, which in 2016 amounted to more than € 40 million (while OLAF’s technical
infrastructure and IT networks were over € 10 million) obtained by the Union
through its functioning. It is difficult to assess the rationality of spending on OLAF’s
functioning without having full information about the actual size of the financial
benefits resulting from its functioning. This data could help to assess the relevance

9 For example, in the agriculture and rural development area, an amount of € 197 million was recovered, while
at the end of 2013 € 1 318 million were recovered.
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of the EU initiative on the establishment of the European Public Prosecutor’s Office.
Analyzing the benefits resulting from its possible appointment should also evaluate
this initiative from the perspective of its operating costs.
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1 Introduction

The Common Agricultural Policy is the one of the oldest and most basic among
the all Union policies. Work on the assumptions of this policy began in 1957 and
finally came into force in 1962. The Common Agricultural policy, due to it range
and importance, represents a special kind of the structural Policy and are oriented
to implement the short — term, the medium — term and the long-term objectives,
which growth fast and respond flexibly to the present situation on the agricultural
markets, environment, agricultural producers and consumers. The action taken
under the CAP is funded wholly (direct payments) or partly (the payment under the
RDP) from the EU budget. The scope and the complexity of the system cause, that it
requires special arrangements regarding the rigor of spending the funds, including
the prevention of the unduly disbursement of fund, the excessive or inconsistent
with the objectives of a program or measure, by preventing the frauds and abuse
until obtaining the funds unduly collected. On the other hand, this requires to
establish a certain legal and institutional framework for the distribution and
reimbursement of these funds. The sectoral regulations, both at the union and the
national level, include both expenditure management, the system of the sanctions
and the administrative penalties, as well as the regulations regarding the recovery
of the amounts unduly paid or excessively paid, the control, the monitoring and the
evaluation of individual activities. In the Authors’ opinion of this paper, all those
regulations form contiguous, coherent and precise system, characterized by a pretty
high efficiency. The functioning of this system is best to visualize by the example of
the system of the direct subsidies — or, more broadly, the system of subsidies related
to the area — in addition, besides the direct subsidies, there should be included
the programs co-financed as agri-environmental, ecological or climate payments
(Migsik, Pottorak, Wrobel, 2012: 414).

2 Impact of Method of Payment related to Area on EU Measures
Interest Protection within Subject Scope

The measures for the CAP implementation has been provided by Art. 40 (common
agricultural markets organization) and Art. 41 TFEU (Treaty on European Union
and the Treaty on the Functioning of the European Union no. 2012/C 326/01).
Article 40(3) TFEU constitutes the basis for the establishment, to perform the
common agricultural policy, the one or several funds for the agricultural guidance
and guarantee. On 1 January 2007, pursuant to the Regulation 1290/2005, two
funds were established: the European Agricultural Guarantee Fund (EAGF) and
the European Agricultural Fund for Rural Development (EAFRD). The Regulation
1290 was in force until 31 December 2013, when it was repealed by the provisions
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of the Regulation 1306/2013, however, both funds were maintained. The direct
subsidies are financing from the EAGF. By contrast, the EAFRD funds are
intended, as the EU financial contribution of the Union to co-finance the activities
under the programs of the rural development (Regulation 1306/2013, Art. 5). Both
funds represent the part of the Union general budget, in which is specified the total
amount of the expenditure intended to finance the normatively defined objectives of
the common agricultural policy. The incomes and the expenditure of the funds are
related to the implementation of the common agricultural policy and financed on
the common general principles for the whole Union budget.

3 Principles of Implementation of Budget under CAP and Union
Interest Protection — Scope of Responsibilities of Member States

The implementation of the European Union’s budget rests with the Commission,
which carries it out on its own responsibility and within the limits of the
appropriations. However, the Member States are obligated to cooperate within the
budget implementation in such a way, that the grants’ appropriations used are used
in accordance with the principle of sound financial management, in the transparent
and non-discriminatory manner (TFEU, Art. 317). The implementation of the budget
under the Common Agricultural Policy takes place within the so-called shared
management with the Member States (Regulation (EU, Euratom) no. 966/2012, Art.
58). The Commission delegates the implementation of tasks under the budget to the
Member States, which are required to take all necessary measures to protect the
Union’s financial interests. The scope of the responsibilities of the Member States,
in this regard, is quite broad, and it should be assumed, that the provisions of the
Financial Regulation contain only an example of an enumeration; the obligation
of the Member State to take all necessary steps to protect the financial interests of
the Union arises first of all from Article 325 TFEU. Thus, the Member States are
required to appoint and supervise the bodies responsible for the Union financial
resources management and monitoring it, to introduce an integrated management
and control system, to perform duties regarding the clearing accounts and providing
the information, subjecting the institutions and beneficiaries by the relevant audits
and controls. In addition, the Member States are required to supervise the allocation
of the funds, to impose the effective and dissuasive penalties, if they are provided by
the sectoral or national legislation or to prevent, detect and correct the irregularities
and the fraud, including the funds recovery, which have been unduly collected,
including through the legal proceedings (Regulation (EU, Euratom) no. 966/2012,
Art. 59; Regulation (EU) no. 1306/2013, Art. 58). In a simplified way, the member
state’s tasks could be possible to divide into the two main groups: the first, refers
to the accountable and organizational part of the funds distribution, the technical
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and the organizational assistance for the whole process, and second, which refers
to the material validity of the payment granting, the irregularities detection, the
administrative sanctioning and reclaiming the unduly taken payments.

4 Accreditation of Paying Agency and EU Financial Interest
Protection

The expenditures under the EAGF and the EAFRD can be covered by the Union
funding only, if there have been carried out the accreditation for the paying agency
(Regulation (EU) no. 1306/2013, Art. 7). This ensures the funds disbursement
by the professional subjects, whom are prepared to maintain those tasks both
organizationally and substantively, which reduces the risk of irregularities. The
accreditation belongs to the Member State: the accredited paying agency should
meet at least the requirements provided under the Union regulations, with
notification of the possibility to establishing the additional criteria by the Member
State. In the Republic of Poland, the role of an accredited paying agency plays
the Agency for Restructuring and Modernization of Agriculture, established
by the Act of 29 December 1993, regarding the Agency for Restructuring and
Modernization of Agriculture establishment, currently ARMA acts under the Act
of 9 May 2008. According to the Art. 6/1/1, the ARMA implements, among the
others, the tasks related to the direct payments and the rural development defined
in the regulations applicable to a given type of the payment. As a typical executive
agency, it is the state legal entity, functioning as an element of the public finance
(Ruskowski, Salachna, 2014: 214). At the margins, it is worth to mention, that till 1
September 2017, there was exiting the second paying agency, Agricultural Market
Agency, established under the law of 11 March 2004 regarding the Agricultural
Market Agency and some other organization of the agricultural markets. On 1
September, the AMA has been decommissioned, and its tasks has been assumed
by the ARMA. Meanwhile the part of these tasks has been delegated to the
established at the same day the National Centre of the Agriculture Support, but
apart from the payments executions and the execution of the undue aid amounts.
These amendments were within the respect of the provisions of the Regulation
1306/2013, and partly constitute its execution (e.g. regarding the administrative
service costs reduce), but in practice the competence allocation in some cases could
cause some controversies. However, it’s not applicable to the field of the payments,
where the granting is continuing to be within the limits of the competence of
the Agency of Restructuring and Modernization of Agriculture. The competent
minister of the public finances decides about the granting and withdrawing of the
accreditation, as the coordinating unit provides the informing about the granting of
the accreditation to the Commission. The accreditation is preceded by an internal
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audit inspected by an external audit body. In particular, the audit includes these
elements of the paying agency’s function, for which exist the procedures intended
to approve and execute the payments, the security of the information systems as
well as their scope, in which existing procedures and systems are able to protect
the Union budget, in this, based under the risk analysis measures able to prevent
the financial frauds. The information regarding the accreditation is provided to
the European Commission. Additionally, besides the constant supervision of the
competent minister responsible of the public finances over the paying agency, every
three years the certification body carried out the revision of the given accreditation.
Currently, the role of the certification body is performed by the Head of the National
Revenue Administration, who is performing his tasks in accordance to the Act of
16 November 2016 regarding the National Revenue Administration. Therefore, the
authority to accredit, certify and supervise the paying agency rest on the institutions
of a Member State. Whereas, that the given accreditation covers, among others, the
inspection of the existing payment systems and the procedures, including, in terms,
the protecting of the Union budget and risk-based anti-fraud measures, by checking
compliance with the accreditation conditions constitute as the Member State’s
obligations to protect the Union’s financial interest. The European Commission
can apply to the Member State to withdraw the accreditation, if the paying agency
does not meet the accreditation requirements and did not amend the deadline, if the
recovery plan is not implemented by the Member State, or, if the paying agency
act without accreditation. The Commission authority also include the adoption of
delegated and the implementing acts, which are necessary to protect the Union’s
financial interests. The Commission also has an impact on the audit, including
the setting of the guidelines. Within this construction of the audit mechanism of
the paying agency, it is not possible to rule out the discrepancies in the positions
regarding the accreditation criteria fulfillment. However, the final decision, in
this respect, belongs to the Commission, which having due to protect the Union
financial interests, can question the settlement of the expenses made by the agency,
which doesn’t meet the accreditation requirements.

5 The system of Funds Payment by European Commission under
EAGF and Contribution under the EAFRD in the context of the
Protection of the EU Financial Interests

The expenditure under the EAGF completed by the accredited paying agencies
shall be borne by the Commission in the form of monthly payments, on the basis of
the declaration of the expenditure presented by the Member State. The expenditure
included in the declaration should correspond to the expenditure actually incurred
by the paying agencies, it should also be done at the specific periods, in accordance,
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with the procedures and following all relevant controls, including the administrative
and on-the-spot checks. The Commission, after acceptance of the declaration,
shall transfer the appropriate resources reduced by the potential corrections or
other deductions to the account carried out by that Member State. These funds
are transferred after to the paying agency’s account based on the request from the
competent minister for the rural development, in accordance, with the submitted
need made by the paying agency. The funds allocated for the implementation of the
national contribution, in the case of co-financed payments (EAFRD), are transferred
by the competent minister for the rural development in the form of the designated
subsidy. Whilst, in the case of the EAFRD, the Commission after the decision on the
approval of the rural development program, transferred the pre-financing amounts
in the form of the annual payments from 1% to 1.5% of the total amount of the
support, however under the condition, that the Member State will starts using them
within 24 months from the date of receiving the first refinancing, under the rigour
of the repayment. The remaining part of the resources as the contribution from the
Commission shall be transmitted within 45 days after the submission of the relevant
declaration by the Member State. The funds recovered by the Member State are
deductible and can be re-used under that fund. The financing and accounting of the
expenditure under the EAFRD is carried out separately within the each activity.
In the case for both Funds, the Member State is obliged to submit both the annual
clearance of the expenditure of the paying agency and the declaration of the
expenditure for the following year within a specified period. The above mechanism
is limited by the numerous Commission’s powers concerning the cessation, the
suspension, the clearance and the correction of the payments, including also the duty
to provide the information by the Member State. The Commission may postpone
the monthly payments under the EAGEF, if the information provided by the Member
State in the statement of the expenditure or the need raises doubts, questions or
require the clarification (Commission Delegated Regulation (EU) no. 907/2014, Art.
9). Additionally, the Commission may suspend the payments for the both Funds in
the case, if the information was not provide on time regarding the checks carried
out on the aid application and the and payment applications (Regulation (EU) no.
1306/2013, Art. 42; Commission Delegated Regulation (EU) no. 907/2014, Art. 10).
It should also be noticed, that the postponement, the cessation or the suspension
of the payment, relatively the refusal of the financing shall not refer to the results
against the beneficiaries: in the case of the late payment of benefits or the refusal of
the funding for the beneficiaries, the payments are covered from the Member State’s
funds, and more precisely the obligation of the payment falls on the accredited
paying agency. The system of the funds withdrawing and the clearing the accounts
has been structured in such a way to secure the European Union financial interest
in the best way. The system is supplemented by the Commission powers related to
the possibility of carrying out the controls and the issuing of the delegated and the
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implementing acts. However, this system demonstrate certain flexibility, because the
Member States have the possibility to supplement the provided before information
and documents, the application adjustment, abundantly including the submission of
explanations and the corrective procedure (Regulation (EU) no. 1306/2013, Art. 52).
The Commission has also the right to moderate the amount of the correction, which
depends on the gravity of the irregularity — here the assessment criterion is the
significance of the risk of losses for the Union budget. This allows each situation to
treat separately and considerably by enhancing the efficiency of the entire system.

6 Advance Payment and EU Financial Interest Protection under
CAP

Particular payment installments are further reduced due to the payments made
before or after the payment deadline (Regulation (EU) no. 1306/2013, Art. 75)
which are not the subject to be financed, under the provision to pay the advance
payment through the direct payments and the RDP. In 2017, the Republic of Poland
benefited from this right, and from 16 October 70% of the advance payments were
paid to the farmers. The advance payments are paid following the administrative
inspection and in the case of those applications, where was not detected the
mistakes. However, in practice, the advance payment would be possible to treat as
a certain exemption from the system’s integrity in terms of the Union’s financial
interest protection. Although the advances payment should occur only after the
administrative inspection of the application and when no irregularities were
detected, however, due to the period of the advance, the probability of the undue or
the excessive payment is slightly higher than in respect to the period of the major
payment. In the case of the advance payments, therefore, the difficult situation in
the agriculture and the necessity of the rapid improvement of the financial situation
of the farmers was prevailing the factor over the protection of the Union’s financial
interest.

7 Integrated Administration and Control System and EU Interest
Protection under CAP

The payments related to the area are granted to beneficiaries after the appropriate
administrative inspection including, inter alia, cross-checks and the on-the-
spot inspections. The Member States are obliged to carry out the administrative
inspection of each application, although the on-the-spot inspection is not
required in all cases. Both, the administrative inspections as well as the payment
calculations are carried out under the support of the communication and
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information system so-called the Integrated Management and Control System.
The system is a computerized database, where is recorded the data obtained
from the applications for assistance and the payment applications with regard to
each beneficiary of the support, in addition, the database allows to acquaint with
the detailed data from the previous ten years. In addition, the system identifies
each agricultural parcel, the registration and the identification of the payment
entitlements allow to carry out the administrative inspection, by including the
cross-checks inspection comparing to other applications, as well as with other
areas and the other assistance programs. The system allows to verify each
application, grant the payments, impose the administrative penalties or reduce,
and in addition, count the payments. It is fully justified to burden the Member
States with the obligation to construct and implement such system: on the one
hand, the system enforces the equal treatment of beneficiaries, in particular, as to
the application of the granting payments, reductions, the administrative penalties
and the deadlines, the partial automation, and, hence, also the acceleration and the
reduction of the administrative payments costs, which is particularly important for
the direct payments and for the agri-environment payments, due to the widespread
participation of the producers into these programs. On the other hand, the system
increases the level of the Union’s financial interest protection by facilitating the
detection and the prevention of the irregularities as well as the double financing.
The registration of beneficiaries, the applications, and the agricultural parcel,
prevents the duplication of the applications, by applying for the payments to the
same parcel by various beneficiaries, which are not compliant with the conditions
of the individual programs or there is the infringement of the requirements as
regards to the good agricultural culture. The system also facilitates the detection
of the fraud, including, in particular, the cases of the circumvention of the law to
obtain the payment. The system also enables the precise monitoring of the level of
spending of funds during their payment to beneficiaries.

The disadvantage of the integrated management and the control system is its size
and complexity. The system is a subject of the evaluation and ongoing updates,
related to these responsibilities, as well as the maintenance of the system rests on
the Member State. The European Commission attaches the great importance to the
effective functioning of the systems of the separate Member States, what manifests,
inter alia, among others liabilities of the Member States require to provide the
annual evaluation reports of these systems. It should be noticed, that the negligence
of the Member State regarding the functioning of the system, can affect by the
imposing of the severe financial corrections up to the partial exclusion from the
funding.
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8 Rules for Granting Payments and EU Interest Protection under
CAP

The European Union’s financial interests protection in the field of the Common
Agricultural Policy does not focus only on the institutional aspects of spending
funds: equally important are the regulations concerning the rules for their granting
provided by the Union regulations and, in the case of the EAFRD, the national as
well. The structure of the participation in the individual programs aims to minimize
the risk of the irregularities as well as the improper use of the funds, including
the reductions and the administrative penalties. The entire is completed by an
effective system of the recovery the unduly or the excessively collected payments.
The rules for the granting of the payments under the direct support systems was
directly concluded in the provisions of the Regulation no. 1307/2013, moreover in
the national regulations, in the Act regarding the payments under the direct support
system hereinafter referred to as the Act of the OB and the regulations issued on
that basis. In the case of the direct payments, the act based on it regulations are
clarified only by the Union’s provisions.

The direct payment is the base payment, which includes the widest possible circle of
the group of the recipients within the whole Union. The rules and the schedules for
the granting of these payments are harmonized, which facilitates management and
the equal treatment of beneficiaries. In respect of the rate, the Republic of Poland
demanded in the negotiating process align them with the other member states.
However, this process was introduced gradually. The rate of the direct payments
for the 1 ha after the reform of the Common Agricultural Policy in 2014, has been
lowered and now the amounts are 461.55 PLN.

The detailed discussion regarding the rules of the granting of each of these
payments exceeds the scope of this study, however, it is worth, in terms of the
Union’s financial interest protection to draw the attention of these aspects such as
the introduction of the financial discipline, the limiting of the upper amount of the
payments by introducing the concept of the relatively understanding of the active
farmer.

The financial discipline maintenance involves the introducing of the reduction
coefficient of the payment, in the situation, where, according to the forecasts for a
given year, the payment limits will be exceeded. The reduction coefficient is defined
as a percentage and applies to the payments by exceeding the total amount of 2,000
EUR. The obtained provision in this way constitutes to be secure, in a case, when
the limit of the funds was exceeded for a given budget year. If this limit was not
used, the funds are returned to the beneficiaries (the final recipients) which were
collected from them — wholly or partially. This is a very interesting mechanism,
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which aims to maintain the balance of the Union’s budget in regards to the direct
payments. It should be emphasized, that the reduction concerns only the highest
amounts of the payments, which is compatible with the objectives of the direct
payments, to whom shall include the increase of the income of the agricultural
farms, however, it cannot exceed a certain framework. The public funds obtained
under this program constitute the aid, however, they should not constitute a source
of the excessive profit for the farmers.

In a similar way should be evaluated the reduction of the amount of the direct
payments, which is above the total amount of 150 thousand EUR for one beneficiary.
However, here the Commission has left the way to adjust the amount of the aid, in
the case, if there will be applying for it the particularly large collective entity; it
cannot be excluded the occurrence for the payment by the organizations associating
the farmers indeed.

In 2014 was introduced the concept of the active farmer. According to Regulation
1306/2013, Art. 9, the direct payments cannot be granted to the farmers, whose
agricultural lands consists mainly of the persisting naturally lands, which are
suitable for the grazing or cultivation activities, and whose farmers do not carry
out the minimum activities defined by the Member States on those areas. The
financing has also excluded the entities, which operate the airports, the water
pipes, the permanent sporty and the recreational areas, as well as provide the rail
transport or real estate services. This solution has a flexible character — on the
one hand, it prevents the granting of the payment contrary to their purpose, as
well as incompatible with the objectives of the Common Agricultural Policy for
the entities, who do not provide the agricultural activity. On the other hand, it is
enabled for such entities to obtain the payments, when they will be able to prove,
that agricultural activity is the main source of their income, as well the main object
of the activity. It should be noticed, that as the part of the review of the CAP, which
took place in 2016, and the changes planned for this reason, it was decided not only
to maintain the concept of the active farmer, but also to extend the concept of the
farmers towards being the subject of the social insurance and the subject, who pays
the taxes.

9 Possibility to Impose Administrative and EU Interest Protection
under CAP

Preventing the irregularities is also encouraged by the possibility to impose the
administrative penalties and deductions on farmers if the beneficiary does not meet
the eligibility criteria, the liabilities or other obligations related to the granting aid
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or support. The administrative penalties are imposed, if they have been provided in
the Union sectoral law, or in the case of the funds payable through the EAFRD, also
national, independently of the refusal to grant or to impose the obligation to return
the unduly paid aid.

The administrative penalties may take the form of reduction of the amount of aid
or the support of the payment in relation to the support application or the payment
application, where have been detected the non-compliance or in regard with the
subsequent applications; disbursement of the amount of aid based on its size or
period, which non-compliance refers to, exclusion from the right to participate in
a given aid scheme or in support measure. The penalties should be proportional
and calculated by taking into account the scope, the durability, the severity and the
repeatability. The penalties should be also effective and dissuasive particularly, and
the aim of their implementation, first of all, is to encourage beneficiaries to comply
with the principles of the adopted programs and the liabilities. The construction
of the provisions governing the granting of the payments fits into the system of
the EU’s financial interests protection, mainly, by reducing the possibility of the
irregularities perpetrated by the beneficiaries or relative their prevention through
the launched system of the administrative penalties.

10 Detection of Irregularities and Recovery Undue or Unduly
Taken Granting EU’s Financial Interest Protection

The irregularities detection and the fraud preventing is one of the most basic ways
to protect the European Union financial interests. It is combined with the issue of
the funds recovering, which was paid unduly or in the excessive amounts.

The general principles regarding the detection and the elimination of the
irregularities and the recovery of the amounts unduly and excessively collected
have been laid down in the Regulation 2988/95. According to the Art. 1/2 of that
regulation, irregularity means any infringement of provision of the Community law
arising out of an act or omission from the economic subject, that caused or could
cause damage to the general budget of the Communities or the budgets, that are
managed by the Communities or by the reducing or losing the revenue, which comes
from own resources and collected directly on behalf with the Communities, or as an
result with the unjustified expenditure. The regulation lays down the general rules
of the financial interest protection, and, therefore, applies to the Communities, in
case of the payments related to the area, the cited definition should be referred to
the Union budget.
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Therefore, the irregularity is related to the act or negligence of the payment’s
beneficiary, which caused damage to the Union budget, either, by reducing or
losing the revenue or by the unjustifiable expense, which should be related to the
funds received unduly or in excessive amounts. It is debatable, whether the mere
possibility of the harm is sufficient for the existence of an irregularity, and therefore,
the situation, where this effect has not occurred. Under the principle of the Art. 2/1,
point g of the regulation 1306/2013, this definition applies to the payments paid
from the EAGF and to the assistance co-financed by the EAFRD.

The mechanism of recovering the unduly or the excessively collected payments is
one of the most important elements of the European Union’s financial protection
system. The basis for its operation are the EU regulations, however, at the national
level are using properly the existing procedures, which not only eliminates the
costs associated with the implementation of a completely new system, but also due
to the use of existing tools is characterized by high efficiency, which should be
assessed positively due to their multiplicity and the high level of complexity of the
aid programs.

As a general rule, the irregularity entails the need to return of the unlawfully
obtained benefit with the relevant interest. In addition, the payments cannot
be granted to beneficiaries, who artificially created the conditions to receive the
payment. The risk related to the impossibility of the recovering the amount of
unduly collected payments is half-burdening the Union and the Member State. The
similar is in the situation when the amounts of support were wrongly recovered.
The settlement of expenses does not relieve the Member State from the obligation
to continue the proceedings to recover the undue payments. The Member State shall
ask beneficiary for a refund of the amount to prevent any irregularity or negligence
within the 18 months after the approval or receipt by the paying agency of an audit
report or similar document stating that the irregularity has taken place.

In the Republic of Poland, the ARMA is the authority as the accredited paying
agency, which is responsible to determine and recover the unduly collected
payments. The determination of the amount of the unduly or the excessively
collected payments takes place by a decision of the competent ARMA authority
when the administrative procedure occurred. The proceedings have the independent
character, the separation from the procedure of granting the payment; it is assumed,
that, in order, to determine the amount of the unduly collected payments, it is not
necessary to eliminate the legal decision of granting the payment from the turnover.

The receivables due to improperly or excessively collected funds are applied under
the provisions of Sec. III of the Act of 29 August 1997 the Tax Ordinance, The
enforcement proceedings in the administration is applied to the enforcement of
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these claims, which are applying the administrative enforcement proceeding. The
tax authority is the competent authority to issue the decision on the determination
of the unduly paid or the overpaid payments. The execution of that liabilities is
using the proceedings in the administration to enforce these claims.

The provisions, relating to the recovery of the amounts the unduly or the overpaid
payments cross the group of the entities, against which the amount of the claim may
be fixed. Here may be applied the provisions of the Tax Ordinance Act. However,
the very interesting solution is provided under the Art. 29/1a of the Act on the
ARMA, according to which, the possibility to determine the amount of the unduly
or the excessively collected payments also refers to the entities, which are not the
parties of the proceedings for the granting payments or the financial aid, who have
drawn the public funds the unduly or the excessively. This provision applies to the
situation, that is often in practice when the funds have been transferred to the bank
account of a farmer, who has died or was wound up and then has been taken from
the account by the third parties, those are not the successors or the legal successors.
By extending the group of the entities to these persons, it makes possible to recover
an improperly obtained benefit also from the persons, who acquired the funds from
the bank account, however, they were neither able to be parties of the procedure for
granting the payment and, in consequence, in another situation, the recovery of the
acquired funds through administrative proceedings would not be possible. It should
be noticed, that this provision does not seem to apply to the bank, that collected
such funds, because its role is limited to maintain a party’s account, which, of
course, does not completely exclude the probable compensative responsibility of the
bank, if, for example, the account was disbursed by an unAuthorized person.

For the specific mechanisms regarding the recovery of the unduly or the excessively
collected payments, should also be included the possibility of the amounts
deduction, which were determined by the decision from an indisputable and due
claim or receivables, due to payments from the pursued by the Agency payments
under the individual the European Union funds and the national public funds
intended for the co-financing the expenses undertaken from these funds.

The deductions are made by a declaration submitted to the debtor in written form, it
has the retroactive effect from the moment when it became possible. Similarly, the
costs, which have been arisen from the recovery of claims and the receivables, can
be also deducted. This solution, significantly facilitates the recovery of the funds,
which were collected the unduly or the excessively without the need to conduct
the separate enforcement order proceedings, although, it seems, that in practice,
certain doubts may arise regarding the area of the payments, by setting the time to
determine the entitlements, for example, in the case, when the court-administrative
proceedings are taking the place in this issue.
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11 Conclusions

The presented, in brief, the payment mechanisms related to the area under the
Common Agricultural Policy illustrate how wide is the range of the activities
necessary to protect in a proper way the European Union financial interests in this
field. The scope and the complexity of this policy forces to use the appropriate
measures to protect it. The cohesive, tight system, which would allow the proper
protection of the European Union interests, would not, however, be possible without
close cooperation between the Member States, both, as on the institutional and the
legislative level.

At the same time, this system is not perfect — it is characterized by the high
dynamics, it is the subject of the constant modifications, aiming to provide the
best possible protection. The current ongoing reform of the payment system arises
from the review of the payment system under the EAGF and the EAFRD, which
occurred in 2016, by aiming to simplify the payment distribution system, will have
an impact on the functioning of the presented mechanisms. Similarly, there should
be evaluated the shape of the discussion regarding the CAP after 2020.
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Abstract

In the article the Author discusses the structure of the EU budget initially, focuses
on its revenue component and expenditure component and examines its status de
lege lata. Subsequently, after this description, he describes the principles applied to
the intended reform of the EU budget. Following the reform principles, the Author
points out the recent initiatives of the environmental new own resource of the EU
budget, whose primary objective is to comply with one of the most important EU
policies, which is the environmental protection in accordance with the High-Level
Group on Own Resources study from December 2016. In the end, the Author submits
an evaluation of environmental own resources in the light of the presented reform
principles of the financing of the EU budget.
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1 Introduction

The EU budget is one of the most problematic and one of the most complicated areas
of European Law, Financial Law, and Tax Law. Of course, with regard to financing,
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each Member State of the EU would want to contribute as little as possible to the
EU budget and obtain as much as possible. However, the current system of the
EU own resources has many shortcomings and, in addition to its complexity, this
system suffers from the fact that many of its sources can be identified as the EU
own resources only with difficulties and the funding of the EU should be achieved,
under the Treaty on the Functioning of the European Union, by its own resources.

Many experts call for initiatives to reform the current way of financing the
EU budget, simultaneously suggesting the different ways of its possible future
financing. However, it is well known that the discussion about the reform of the
EU budget is a “long distance run” and will not end with a simple consensus. It
should be noted, that the opposite cannot be expected since this discussion leads to
reducing the fiscal sovereignty of each Member State.

In accordance with the High Level Group on Own Resources study from December
2016, the effectiveness of the EU general budget depends on the ability (and the
perception of this ability by the public) to solve the EU priorities and to help resolve
the problems that European citizens face in their lives, whether economic, security,
geopolitical, social or cultural problems.

This effort is not helped by the current funding system, which has gradually become
a system of national contributions when the EU budget is perceived as a zero-sum
game between “net contributors” and “net recipients”. In addition, such a system
could create an unsustainable ratio between payments and commitments, which
needs to be monitored closely.

The reformed system of own resources could contribute to the achievement of
EU policy goals and also to the task of adequately financing the EU budget and
simplifying budget adoption. Many documents produced by the EU institutions
state that EU citizens deserve a budget that addresses these problems directly
when action is needed at EU level. Soon there will begin preparations for the next
Multiannual Financial Framework. They will act in unique circumstances which
could help overcome the traditional barriers to which the reform encountered on
the revenue side. The future MFF will provide scope for a review of how the EU
budget can support the Member States and European citizens more effectively, and
it is very important to maximize this opportunity. This should be reflected on the
revenue side and on the amount and composition of expenditure, in order to meet
the EU budget targets and requirements for this budget (Monti et al.: 2016: 10).

In order to understand initiatives for reforming the EU’s own resources in all
contexts, it will be necessary to describe initially the structure of the EU budget,
conditional upon the current legal status in which we bring to the reader the revenue
part and the expenditure part of this budget. We would like to point out that while
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it will be a conceivable idea of a contribution of this article to bring the possible
own resources of the EU budget as the revenue side of the budget in the context
of environmental protection, we cannot forget on the description of the EU budget
expenditures. These parts lead us to fulfill an overview of the budget and the
“spirit” of the EU budget.

In the first part of the article, our scientific research will be ruled by several
methods. However, it will be characterized in particular by the use of a systematic
method and a descriptive method which will be used in analyzing the structure of
the EU budget. These methods cannot be applied separately and we will be able
to carry out scientific work that is not dogmatically aimed at a certain part of the
problem.

One of the ideological goals of the paper is expressed in its second part, which
discusses the planned reform of the EU budget. Specifically, in this section, we will
focus on proposing possible new EU own resource to support EU environmental
policy, which should be subjected to the principles of the budget reforming itself
and which have long been under review not only by the EU institutions but also
by the academic community and experts of European Law, Financial Law and Tax
Law.

In addition to the abstraction method, which is inherent to the second part of this
article, it will also be necessary to make extensive use of methods of analysis and
synthesis. One of the logical methods characterizing this part of the work will be
the method of induction as a process from special to general. We will use this in
particular when assessing the nature of each possible new own resource of the EU
budget. One of the most important methods we will use at the end of the paper will
undoubtedly be a comparative method.?

The main ideological goal of the paper will be presented in the Conclusion, where
we will evaluate the environmental own resources in the light of the presented
reform principles of the financing of the EU budget.

2 Revenues and Expenditures of EU Budget — de lege lata
2.1 Revenues of EU Budget

The EU budget should be financed by own resources and other revenue* in
accordance with Art. 311 of the Treaty no. 2012/C 326/01 on the Functioning of the

3 In this sense, we will use both macro-comparison and international comparison, also bilateral and multilateral
comparisons (Knapp, 2003: 88).
4 Other revenues are, for example, charges for the administrative operation of the institutions, fees relating to

the functioning of the European Economic Area, fines, default interests, staff taxes of the EU institutions, an
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European Union (TFEU). As we mentioned above, own resources are assigned once
and for all to the EU to finance its budget, which automatically becomes income of
this budget without the need for any additional decision by the national authorities.
The EU’s total revenues must be in line with overall spending, moving within the
agreed legal limits. Between 2014 and 2020, the EU can, under the new rules,
acquire own funds for payments up to 1.23% of the sum of all Member States’
GNIs. The total commitment appropriations shall not exceed 1.29% of EU GNIL

In order to highlight the latest proposals for reforming the financing of the EU
budget, it seems justified to present the types of own resources of this budget for the
period 2014-2020 (Leen, 2011: 205). The rules for the current seven-year budgetary
cycle stipulate the following types of own resources:

— Traditional own resources (ie, in particular, customs duties and sugar levies)
(Bujniakova, 2009: 69-73; Prievoznikova, 2008: 148). Customs duties and
agricultural levies result from the use of EU customs legislation and the
common agricultural policy for imports from third countries. Sugar levies
are imposed on sugar producers and used to cover EU spending in this sector.
The advantage of traditional own resources is that they do not affect the
Member States’ budgetary balances and do not burden the Member States
in which they are levied because they retain a part of the funds collected to
cover the collection costs (Konig, Lacina, 2004; Konig et al.: 2009).

— Own resource based on the value-added tax (VAT). This form of funding
was introduced due to the lack of EU budget revenue to date. Each Member
State’s harmonized VAT assessment bases are charged at a flat rate of 0.3%
and the VAT taxable amount is limited to 50% of their Gross National Income
(GNI) for the Member States. However, this is not a real tax-based own
income, but only a method of calculating the Member State’s contribution
(Begg et al.: 2009: 7; Leen, 2013: 6-8). The harmonized VAT base shall be
calculated in accordance with the provisions of Council Directive 2006/112
/ EC on the common system of value added tax (Strkolec, 2013: 398-409).

— Own resource based on gross national income (GNI). These resources are
obtained by using a rate determined each year in the framework of the
budgetary procedure on a basis representing the total quantity of GNI in
market prices (Belickova et al.: 2010: 173). It is also possible to describe
them in such a way that the standard percentage of GNI of each Member

income from lending and borrowing, and in particular a surplus from the previous budget. In general, however,
if there were no budget surpluses, this group of revenue would be almost negligible. For instance Regulation
(EEC, Euratom, ECSC) no. 260/68 of the Council laying down the conditions and procedure for applying
the tax for the benefit of the European Communities, or Council Regulation (EU) 2016/300 determining the
emoluments of EU high-level public office holders.
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State is selected for expenditure not covered by other own resources in order
to achieve a balance between EU revenues and expenditures.

It cannot be omitted that selected Member States have claimed various corrections
aimed at reducing their own share in the financing of the EU budget. Reliefs and
other forms of corrections for the Member States have become one of the most
contentious aspects of the current EU budget financing system. One way of looking
at modifying the financing of the EU budget is that these corrections are generally
the result of a failure in the budgetary process, including the EU budget spending
component. This means that if there is a need to introduce a certain correction for
the benefit of a Member State, it is generally better to make such a correction on the
revenue side, not to distort the EU budget expenditures (Begg et al.: 2009: 13). This
is one of the main reasons why those Member States and EU institutions have long
been calling for a reform of the way in which EU revenue is collected.

2.2 Expenditures of EU Budget

Even though we do not intend to spend too much interest on the expenditures of the
EU budget, we cannot omit this component in order to understand the structure of
the EU budget.

Commitments as a part of the EU budget expenditures are divided into five headings
through the seven-year financial framework® for 2014-2020°, namely:

1) Smart and inclusive growth:
a) Competitiveness for growth and jobs.

b) Economic, social and territorial cohesion.

2) Sustainable growth: natural resources (including market-related expenditure
and direct payments).

3) Security and citizenship.
4) Global Europe.
5) Administrative expenditure (for all EU institutions).
6) Special instruments.
Besides that, payment appropriations are budgeted for each year, the budget

reserve is determined for exceptional cases, and at the end, a maximum own
resources ceiling is set, up to 1.23% of the total GNI of all Member States. Each

5 The multiannual financial framework (MFF) defines the annual general budgets of the European Union. It
defines how many funds total and how many different areas of action the EU could use each year if it adopts
legally binding obligations for a period of at least 5 years. The most recent MFF normally covered 7 years.

6 Council Regulation (EU, EURATOM) no. 1311/2013 laying down the multiannual financial framework for the
years 2014-2020.

193



Adrian Popovi¢

year, therefore, the estimated budget is determined, and data from the multiannual
financial framework could be appropriately altered while preserving the envisaged
process.’

3 Reform of EU Own Resources in the Context of Supporting EU
Policy on Environmental Protection

One of the most important features of state sovereignty is the right to impose taxes
and fees on citizens. This does not only belong to every EU Member State but also
to every sovereign state. However, this is contrary to the status of the EU as an
integration group, as it is neither a federation nor a confederation, nor any other
form of classical state organization. Therefore, it is necessary to approach this issue
very carefully and it is necessary to not ignore the findings not only of the theory of
law but also of the findings and research of the recognized Authors of the tax-legal
science (Babc¢ak, 2015).

The idea of changing the funding of the current EU own resources system is
nothing new. Discussions on this issue have been ongoing for many years not
only at national level but also at the transnational level (Monti, 2016: 2-3; De Feo,
2016: 63). The issue of reforming the EU’s own resources is closely linked to the
considerable need for reforming the EU budget, pointing in particular to corrections
and derogations for those Member States in connection with the complexity of the
current system (Laffan, 2016: 8). There is a need to establish an original financial
instrument to ensure a fair and efficient financing of the EU budget in accordance
with EU common policies (Kicova, 2011: 114-121).

The Amsterdam Treaty stipulated that “without prejudice to other revenue, the
budget shall be financed wholly from own resources™. The current system of
funding, however, according to many experts, is contrary to this article. The third
and fourth sources (VAT and GNI resource) of the EU budget are often considered as
mandatory contributions by the Member States’, many of whom are not considered
to be genuine EU own resources. In addition, the amount of these revenues and
their structure are not decided by the autonomous EU institutions, but each one
decision on own resources has to be approved by the national parliaments of the EU
Member States. Finally, they ultimately have control over the fiscal policy of the EU

7 The Council, together with the European Parliament, adopts the annual EU budget under the special
legislative procedure and on the basis of a Commission proposal, together with the European Parliament,
may amend the annual budget and recommend to the European Parliament whether shall give a discharge to
the Commission in respect of the implementation of the budget.

Article 311 (e.g. Art. 269 TEC) of the TFEU.

It is important to note that this third and fourth source of funding is required by the Member States under the
threat of sanctions.

©
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in relation to the financing of the EU budget. Although the current funding model
is in fact functioning, a number of scientific authorities, as well as working groups
directly Authorized by EU institutions, are exploring the possibilities of reforming
the EU’s own resources.

The reform of own resources should be guided by the different principles that
should be followed in order to achieve the desired purpose in view of the nature
of the new envisaged EU own resources. This is specifically about these principles
(Monti, 2016: 9-16):

1) European added value — the EU budget needs to focus on areas bringing
the highest “European added value”, or on European public goods for which
action at EU level is not only relevant, but indispensable, or where national
financing possibilities are insufficient for achieving our European goals.

2) Subsidiarity — changes to the composition of EU own resources should
respect the powers of the national authorities to decide on them; on the
expenditure side, any reform should include a subsidiarity test to determine
the level at which spending should be best undertaken: sub-national, national
or European.

3) Budget neutrality — the size of the budget is firstly determined by the own
resources ceiling and secondly by the MFF, i.e. on the expenditure side. The
structure of EU financing does not, as such, have an impact on the volume of
the EU budget.

4) Overall fiscal burden — new own resources do not aim to increase the
fiscal burden for the EU taxpayer. On the contrary, a reduction in national
contributions, combined with EU spending that is better geared towards
policies with the higher added value such as security of external borders or
defense, is also aimed at better European governance and can create savings
for Member State budgets.

5) Improvement of the synergies — greater attention should be given to synergies
between the EU budget and national funding for areas with a high European
added value or where national financing possibilities are insufficient for
achieving a European public good.

6) Unity of the budget — the unity of the EU budget should be explained and
preserved, and “satellite” budgets should be limited to strictly justified cases
and subject to proper parliamentary scrutiny.

7) Transparency of the EU budget — the EU budget and its financing should be
more transparent and readable for citizens, so that the benefits of the EU,
and not only its costs, are made visible. This would improve the overall
accountability of the EU budget.
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8) Own resources should support EU policies — own resources should also
be designed to support EU policies in key areas of EU competence:
strengthening the Single Market, environmental protection and climate
action, energy union, and reducing the fiscal heterogeneity in the Single
Market.

At present, after many years of research and analysis in this area, and following
these studies, there is a whole range of proposals of new own resources of the EU
budget funding that could reform the current funding system. The reform itself
should follow the above-mentioned principles. In accordance with the High-Level
Group on Own Resources study from December 2016, there are proposed own
resources of EU budget funding:

1. CO2 levy / Carbon pricing.

2. The inclusion of the EU Emission Trading Scheme proceeds.

3. Motor fuel levy (taxes on fossil fuels /excise duties).

4. Electricity tax-based own resource.

5. CCCTB, EU corporate income tax.

6. FTT — Financial Transaction Tax.

7. An alternative option to FTT: a bank levy or financial activities’ tax (FAT).

8. A reformed own resource based on VAT.

9. Seigniorage.
Within the paper, we consider it important to point out, in particular, potential new
own resources in the context of environmental protection (Sabo, 2013: 93-101). This
is, mainly, the first four proposals for the new own resources of the EU budget,
namely CO2 levy / Carbon pricing, inclusion of the EU Emission Trading Scheme
proceeds, motor fuel levy (taxes on fossil fuels/excise duties) and electricity tax-
based own resource. The key and direct impact of these possible new EU own

resources could be the achievement not only increased environmental protection
but also to maximize compliance with the aforementioned reform principles.

3.1 CO2 Levy / Carbon Pricing

Carbon pricing can take various forms, either in the form of taxation or in the form
of market instruments. Carbon pricing can generally be seen as a tax on fossil fuels.
CO2 levy should be imposed on all sources of greenhouse gas emissions and should
have a significant impact on the costs and costs of the process in which they arise.
Therefore, there is a presumption that it will stimulate the behavior of the consumer
or the manufacturer in such a way as to favor another production process or other
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type of consumption where fewer emissions could occur (Pearce, 1991: 938-940).
Such behavior represents a significant advance in the fight against climate change,
which is largely in line with EU policy (Luptacik, Luptacik, 2016: 2-3).

Although there are energy taxes in all Member States, and to a certain extent also
harmonized at EU level, carbon taxes (or CO2 taxes) are less common. According
to this harmonization, reference may be made to Council Directive 2003/96/EC
restructuring the Community framework for the taxation of energy products and
electricity, the main purpose of which is to avoid distortion of competition in the
energy sector within the internal market (Eijndthoven, 2011: 284). This Directive
establishes common rules for the Member States, namely what they should tax and
when and what exemptions are permitted. Minimum tax rates, based in particular on
the amount of energy consumed, are set for products used in the heating, electricity
and motor fuels sectors. However, outside these minimum rates, Member States are
free to set their own national rates (Stieberové, 2016: 73-79).

Several EU Member States have already introduced specific carbon and CO2 taxes'”,
but most environmentally-related taxes (in relation to greenhouse gas emissions)
are imposed as part of the taxation of energy products and motor vehicles and they
are not taxed directly on CO2 emissions.

In the latest proposal from the year 2011 to reform Directive 2003/96/EC, the
European Commission planned to introduce a single minimum CO2 tax rate
(exactly € 20 per ton of CO2) for all sectors not covered by the EU ETS.!' After
three years of negotiating and amending the text, the European Commission has
assessed that the original text has changed so much that it no longer recognizes
the main points of the original proposal. Therefore, this proposal was officially
withdrawn on 7 March 2015.

An alternative could be the indirect carbon tax on consumption (product taxation,
not taxation of a production), the amount of which would be determined by how
much CO2 would be produced during the production of certain products, regardless
of whether the whole or part of the production process takes place in within or
outside the EU. Such a carbon tax was analyzed in detail in a study commissioned
by the European Economic and Social Committee, which was positively evaluated
as a prospective study. One of the main advantages of this tax is that it includes
the consumption of not only imported but also locally produced products. The
CO2 content would be measured using /O models taking into account the entire

10 Currently, Denmark, Ireland, Finland, Sweden, France and Slovenia have a carbon tax in place. However,
national rates are fixed at very different levels and do not reflect the carbon price under the EU Emissions
Trading System (ETS) (Monti et al.: 2016: 41).

11 This would in particular affect households, transport, smaller businesses and agriculture that are not covered
by the EU ETS.
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production chain. Research has even concluded that for the year 2011 and the tax
rate of € 40 per ton of CO2 emissions, it would be possible to generate revenue
of 1% of the EU GDP. It cannot be forgotten that, from the point of view of the
EU’s industrial competitiveness, this approach is a challenge and it is questionable
whether the most affected sectors of industry will not be involved in diminishing
the adoption of such a kind of EU own resource (Monti et al.: 2016: 41).

3.2 Inclusion of the EU Emission Trading Scheme Proceeds

The European Emissions Trading Scheme (EU ETS) has been introduced in several
successive steps as a key tool for combating climate change and as a means of
reducing industrial greenhouse gas emissions (Medarova-Bergstrom et al.: 2012:
4-6). This system currently covers about 45% of the total amount of greenhouse gas
emissions produced in the 28 EU Member States. Emission quotas are allocated to a
specific Member State and subsequently auctioned. The market stability reserve was
only recently created as a result of the surplus of market certificates. This surplus
occurred after the outbreak of the economic crisis, which itself reduced production
and associated production of emissions more than expected (Coria, Jaraité, 2015:
2-3; Monti et al.: 2016: 43-44).

The main purpose of the entire ETS is to reduce emissions to a predefined level.
This system was not set up to achieve a steady profit or a certain share of the trading
intended to the EU budget as its own resource. This option was first examined in the
2010 budget review, but the European Commission’s subsequent proposals in 2011
did not recommend to continue with these activities, in particular for the following
two reasons:

1. The economic impact of the ETS varies significantly from one Member State
to the other due to the fact that the national economic structures and energy
mixes are different.

2.50% of auction revenues are already earmarked to be used for climate-
related actions.

3.3 Motor Fuel Levy (Taxes on Fossil Fuels'?/ Excise Duties')

Taxation of motor fuels is at present an important source of national income in each
EU Member State and is at the same time the most relevant source of tax revenue
in the transport sector. The level of taxation is decided by the national governments
themselves, but still within the limits (such as reduced rates of taxation and tax

12 About taxes on fossil fuels see: Krenek, Schratzenstaller (2016: 4-33).
13 About excise duties cf Chaloupka (1999: 206-208).
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exemptions) laid down in Council Directive 2003/96/EC. The revenue obtained
then leads either to the national budgets of the Member States or, in some cases, the
revenues lead to the entities below the national level.

From the point of view of own resources, two scenarios could be envisaged:

1. A full transfer of the revenue collected by from the Member States from the
motor fuel tax to the EU level.

2. A partial share or percentage of the motor fuel tax collected by the Member
States.

In the first case, there would be a major systemic change and there would be a
very visible shift from the current EU budget financing system, which would be
visible both at EU level and national level. Such a reform would most likely enhance
harmonization and ultimately neutralize competition between the Member States
through the level of taxation (Morris, Munnings, 2014: 1-4). Centralizing such a tax
at European level would also be in line with Arts. 192 and 194 of the TFEU, which
provide a legal framework for fiscal measures in relation to future environmental
and energy policy. These provisions, which have already been introduced by the
Treaty of Lisbon, are not yet used. It is also important that such own resource could
cover the financing of a substantial part of the EU budget, but would also be in
accordance with the European public interest (environmental protection). It is also
important to point out that funding through this own resource would be in line with
the European Energy Union initiative, which aims to gradually decarbonize the
transport sector.

In the second case, to the EU budget would be given a certain proportion of the tax
deducted from the fixed amount or percentage of the collected motor fuel taxes as
a new own resource. This scenario would probably be more acceptable to the EU
Member States, although harmonization, neutralization of fiscal effects between the
Member States or promoting a common and stable fiscal environment policy would
not be achieved so well as in the first case (Keen et al.: 2013: 2-20).

3.4 Electricity Tax-Based Own Resource

Electricity taxation already exists in all EU Member States. In most cases, the
level of taxation is decided by national governments and parliaments, and the taxes
obtained are part of national public revenues. EU legislation sets minimum levels of
taxation and mandatory exemptions (such as tax exemptions).

There are different types of taxes on electricity that can be implemented:

1. Taxes on electricity production (e.g. Environmental/pollution taxes).
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2. Taxes on the transport of electricity (e.g. tax or levy on the use of public
space).

3. Taxes on the sales of electricity (e.g. consumption taxes, environmental
taxes).

The first two types of taxation are collected from electricity companies. The third
type of electricity tax is paid by the consumer of electricity (whether household or
company).

In this regard, it should be noted that consumers spend on average 6.4% of total
electricity consumption. According to the Energy Union initiative, the European
Commission has put forward important proposals to revamp the European
electricity market. The expected result would be an improvement of the security of
the distribution network, more integrated and transparent markets, greater market
supply for the electricity consumer and making profits more efficient. Such a
fundamental transformation of the electricity market should bring tangible benefits
to households and companies.

How, however, we can substantiate such a tax at European level? The justification
for the introduction of such a tax could in principle be justified by the fact that the
integration of the internal market would lead to economic savings, the benefits of the
manufacturing sector and, last but not least, to the benefit of consumers. Moreover,
the current efforts to create a common international interconnected electricity grid
only contribute to argumentation in favor of such a tax.

It is important to mention that such own resource has the great potential to finance
a large part of the EU budget. The EU could also link the potential of this own
resource with European environmental policy and energy saving policy. However,
it is necessary to draw attention to the fact that any proposal to introduce an own
resource based on electricity tax should take account of the fact that electricity
production is generally covered by the ETS.

In conclusion, we can summarize why this tax could appear as an appropriate own
resource to finance the EU budget. A number of analyzes favor the taxation of
electricity before taxes on production and transport, especially for the following
reasons:

a) Such a method is simpler, less expensive and more transparent to consumers
through an electricity bill. All consumers pay their electricity bill with
the counted tax. This would simply allow the European electricity tax to
be passed on to the electricity bill, thereby increasing transparency and
awareness on the question how the EU budget is financed.
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b) The control of the usage and payment is already being done by the electricity
companies, making this tax less prone to tax evasion.

¢) Analyzes show that there is a ratio between electricity consumption and
income level. Rich regions tend to consume more electricity than poorer
regions. Taxation of consumers could, therefore, be re-distributive.
Proportionality is lost, however, when there is compared specific households.
The change in electricity prices may have a greater impact on poor households
than on richer households (Kosonen, 2012: 10-16). This deficiency could be
eliminated by compensatory mechanisms at national or European level (e.g.
subsidies), respectively the conditions for exemption from the tax could be
laid down in the legislation (or conditions for the application of the reduced
rate of tax) (Monti et al.: 2016: 47).

4 Conclusions

Proposed own sources of the EU budget funding can also be referred to as
environmental own resources, which means that their implementation could be
expected in the short term to achieve a sustainable improvement in the quality of
the environment. This is fully in accordance with EU policy in this area.

Compared to the current EU budget financing, a sufficient return could also be
expected. Therefore, the proposed environmental own resources of EU budget
funding are considered important to be subject to evaluation in the context of the
reform principles.

1) European added value — the nature of the possible adaptation of these
environmental own resources implies that their implementation would
be most appropriate at the transnational level in order to ensure uniform
application of harmonized legislation in all EU Member States, either in the
form of regulations or directives. Top-level coordination of Member States
could provide not only a very effective financing of the EU budget but could
also serve as a means of preventing the speculative behavior of EU Member
States’ national lawmaking in this area. For environmental own resources,
European added value appears to be sufficiently high.

2) Subsidiarity — the application of this reform principle is closely linked to
the principle of European added value, yet it has a different application. In
each Member State, there are likely to be significant differences in the set of
financial obligations that they would have against the EU budget. This applies
in particular to geographic variations, population density, industrial level and
the extent of environmental pollutants, whether at the level of the production
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process or in the case of final consumers. An essential requirement for the
successful implementation of environmental own resources will, therefore,
be the precise determination of the scope of rights and obligations at the
transnational and national levels. The subsequent development of the level
of pollution, which is actually the justification for the introduction of these
own resources, will need to be closely monitored and adapted to any further
reforms (Babéak, Madliak, 2016: 53-59; Cervena, 2005: 140-163).

3) Budget neutrality — this reform principle should be fulfilled in relation to
environmental own resources. Regarding the volume of funds raised from
this budget, even the assumed level of the yield from environmental own
resources would allow dispensing with the disputed, currently applied own
resources (for example, the VAT-based own resource). Abovementioned
would also eliminate the shortcomings that the own resource based on VAT
and the GNI-based own resource give rise, in terms of conceptual meaning,
to own resources as we understand them in EU budget law.

4) Overall fiscal burden — by the effective implementation and rigorous
interpretation of the binding text of EU legal acts could be successfully
harmonize the legislation on the financing of the EU budget by its own
resources, which will ultimately lead to more effective cooperation between
Member States and a reduction in the cost of individual Member States’
budgets. Nor should the overall tax burden on taxpayers be increased, but
only if the conditions for the effective implementation of such EU budget
financing are met. It is important to remember that by the introduction of
new own resources should be simultaneously abandoned current funding.
This approach can also be expected to be met with the principle of overall
fiscal burden.

5) Improvement of the synergies — European added value in the area of
environmental own resources is demonstrably high and coordinates with the
direction of EU policy on improving the quality of the environment. In terms
of efficiency, the achievement of European public interests could be ensured
by harmonizing legislation in the EU Member States through regulations or
directives adopted at EU level.

6) Unity of the budget — respecting the application of this principle could be
achieved by rigorously following the other principles of the reform and
by precise wording and by defining the set of rights and obligations that
Member States will have in relation to the EU budget and the set of rights
and obligations that national authorities will have at their disposal in order to
the efficient financing of the EU budget.

7) Transparency of the EU budget — the regulation of reformed own resources
and the definition of the rights and obligations of national authorities in the
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financing of the EU budget should meet the requirement of simplicity and
clarity that EU citizens, even without legal and economic education, should
understand the contribution and purpose of financing the EU budget through
environmental own resources. This requirement will be a major challenge in
the future for all interested parties.

8) Own resources should support EU policies — as the nature of the
environmental own resources as such essentially fulfills this requirement,
the application of this reform principle should not pose a more serious
problem, but this does not apply to the current system of financing the EU
budget through a VAT-based own resource and a GDP-based own resource.
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1 Introduction

The multi-annual financial plan of the European Union for 2014-2020 provides
for the possibility of financing the objectives of the cohesion policy, not only
through non-returnable subsidies but also through the use of returnable financing
mechanisms. Particular importance is given to non-subsidy instruments, such as
credits, loans, and sureties>.

In the perspective 2007-2013 in Poland, the financing of projects was possible from
the structural funds through subsidies (non-returnable system) and, for the first
time, the returnable instruments, also called the financial engineering instruments®,
were used.

The aim of the article is to present the specificity of returnable financing on the
example of financial engineering instruments functioning in Poland in 2007-2013
and their implementation in the financial perspective 2014-2020 on the example of
the Kuyavian-Pomeranian Voivodship.

The analysis was based on the literature and the results of own research — using
a questionnaire survey conducted among enterprises of the Kuyavian-Pomeranian
voivodship — “The prospects for using the European funds in the form of returnable
aid by the companies in the Kuyavian-Pomeranian voivodship in the financial
perspective 2014-2020.

2 Concept and Mechanism of European Funds. European Funds
for Poland in the Financing Perspective 2004-2020

One of the objectives of the EU is to strive to equalize the level of development of
individual states. The accomplishment of this objective takes place under the EU
structural policy. It includes a series of measures aimed at stimulating the long-
term socio-economic changes of individual regions and the Member States of the
European Union. These measures are to reduce the disparities between regions
and remove the delays in the development of the poorest areas. The literature

3 According to estimates by the Ministry of Infrastructure and Development — at present the Ministry of
Development — (in the perspective 2014-2020 in Poland, 10% of the funds allocated from the general EU
budget to the cohesion policy will be spent on the returnable aid (for comparison, it was less than 2% in the
ended perspective 2007-2013), and most of the subsidies will be returnable (Bobrowska, 2013: 2; Czykier-
Wierzba, 2013).

4 The concept of financial engineering refers in this case to returnable financing mechanisms created on the
basis of combined resources from EU funds and the private capital. The European Commission includes
credits, loans, sureties and capital interest offered to beneficiaries under these mechanisms as financial
instruments of the financial engineering. In this case, the concept of financial engineering should not
be identified with the use of advanced financial science tools, such as derivatives and other alternative
instruments.
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distinguishes a regional policy that seeks to increase the economic and social
cohesion within the European Union and a cohesion policy aimed at reducing
the disparities within the European Union. In practice, however, these concepts
are used interchangeably’, as their common ultimate objective is the harmonious
development of the entire EU.

The structural funds, under which financial resources are distributed between
individual regions, include the instruments for implementing the EU structural
policy (Regulation no. 1303/2013, Council Regulation no. 1083/2006, Regulation
no. 1081/2006, Regulation no. 1080/2006, Regulation of the Minister of Regional
Development of 26 October 2011 on the financial aid from the financial engineering
instruments under the Regional Operational Programmes).

There are two basic types of funds:

— the European Regional Development Fund (ERDF) — used to finance the
so-called “hard projects” within all objectives of the structural policy; it is
aimed at reducing the disparities in relation to wealthier regions and reducing
the backwardness of the poorest regions, and

— the European Social Fund (ESF) — mainly financing the projects aimed at
improving the quality and availability of jobs and reducing unemployment.

The EU structural policy also includes the Cohesion Fund (CF; which is not a
structural fund) supporting two areas: environment and transport’. However,
contrary to the ESF and the ERDF, it is distributed between countries rather
than regions. In addition to the structural policy, the EU conducts the Common
Agricultural and Fisheries Policy, under which the funds under theEuropean
Agricultural Fund for Rural Development (EAFRD) and the European Maritime
and Fisheries Fund (EMFF) can be obtained (Regulation no. 1083/2006 laying).
Since 2014, the above-mentioned funds have been operating under the common
name: the European Structural and Investment Funds (ESIF). This change aims
at improving the coordination and harmonization of the implementation of these
funds and facilitating their use by the recipients.

The EU budget is set in the seven-year financial perspective. Since its accession
to the EU, i.e. 1 May 2004, Poland has participated in the implementation of three

5 One concept was used in the study to define the EU policy — the structural policy — not to introduce
terminological chaos.
6 In the perspective 2014-2020, from the amount of EUR 351.8 billion (at current prices) allocated to financing

the cohesion policy: EUR 288.4 billion will constitute the structural funds and EUR 63.4 billion will constitute
the Cohesion Fund. The main beneficiary of the funds for financing the cohesion policy is Poland, to which
EUR 77.6 billion were allocated for this purpose, i.e. 22% of the total funds allocated to the cohesion policy. It
is worth noting that despite the relative reduction in the funds for the cohesion policy, in the current financial
framework, compared to 2007-2013, more funds were allocated to Poland (Czykier-Wierzba, 2016: 10-11).
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such budgets’. The period and individual amounts that it has already received are
as follows (Uryga, Jagielski, Bienias, 2007: 7-8; Tokarski, Tokarski, 2015: 87-105):

— 2004-2006 — Poland received financing at the total amount of PLN 60.5
billion under the National Development Plan. These were mainly pre-
accession funds under the SAPARD, ISPA and PHARE programmes;

— 2007-2013 — EUR 85.6 billion was allocated for the implementation of the
National Cohesion Policy programme to be used by 20158;

— 2014-2020 — on 23 May 2014, the Partnership Agreement was approved,
under which EUR 82.5 billion were allocated to Poland’.

The EU budget for the financial perspective 2014-2020 is based on 5 main objectives
set out in the EU Europe 2020 strategy (Europa 2020; Swistak, 2014: 19-20):

employment — 75% of people aged 20-64 should have a job;

— research and development — at least 3% of the EU’s GDP should be spent on
this objective;

— climate changes and sustainable use of energy — reducing greenhouse
gas emissions, increasing the share of energy from renewable resources,
increasing energy efficiency;

— education — increasing the number of people aged 30-34 with higher

education, reducing the number of early school leavers;

— fighting poverty and social exclusion — limiting the number of people at risk
of poverty by at least 20 million.

In2014-2020, 6 programmes financed under the ERDF, the ESF, the CF, the EAFRD,
the EMFF, and the ETC programmes will be implemented in Poland at national
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Poland is the biggest beneficiary of EU funds. However, the amount of support for Poland per capita is not
the highest compared to other Member States (it is higher, among others, in the Czech Republic, Slovakia,
Lithuania, Latvia, Estonia, and Hungary).

In the financial perspective 2007-2013, the n+3 rule was introduced for the first three years of the
implementation of operational programmes. This meant that the funds allocated to Poland for 2007 (year n)
could be spent by 2010 (n+3), resources for 2009 — by 2012, and the funds for 2010 — by 2013. The n+2 rule
applied in the following years (i.e. 2011-2013), which means that the final spending period of the funds ended
in 2015 (hence the majority of tenders for subsidies from the new perspective 2014-2020 was announced in
2016).

The main document in the programming process is the Partnership Agreement, which, like the National
Strategic Reference Framework (NSRF) in the previous financing period, defines how the resources of the
funds, subject to joint programming, will be spent to achieve the objectives of the Europe 2020 strategy.
Unlike the NSRF, the Partnership Agreement also covers agricultural funds and programmes managed by the
Commission.
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level®. At regional level, as in the years 2007-2013, 16 ROPs will be implemented"'.
The adopted programme structure is based on positive experience from the
programming period 2007-2013 and it is optimally aligned with the objectives of
the Partnership Agreement. It also takes into account the integrated thematic and
territorial approach as well as the mechanisms of multi-level development policy
management functioning in line with the Polish legal order™.

3 Financing Systems Under Which EU Support is Made Available

In 2007-2013, beneficiaries of the EU aid could take advantage of two forms of
support: the non-returnable and returnable financing.

The first form was based on a subsidy mechanism and strongly dominated in the
perspective 2007-2013. In general, the submitted applications were assessed in two
ways: either in a continuous mode or a tender mode. The continuous mode meant
that the applications were accepted and assessed on an ongoing basis — the “first
come, first served” principle was predominant. The tender mode is one where, once
in a while, the call for applications was announced, and the applicants submitted
their applications presenting their undertakings, which were subject to formal and
substantive assessment, and the financing was received by beneficiaries whose
applications were assessed highest under the available funds allocated for a given
tender (Tokarski, Konieczka, 2012: 582; Bera, Tokarski, 2012: 17-20)". In practice,
there was a considerable predominance of demand for European funds over their
supply. The level of allocation of funds for the implementation of measures under the
programmes addressed to enterprises was too small in relation to the needs, which
was reflected at least by the number of submitted applications (often the allocation
of funds under a given measure was exceeded several or more than a dozen times).
Hence the subsidies were available only to a small number of companies.

10 In 2014-2020, the funds under the cohesion policy will be invested in Poland through 6 national operational
programmes (OP Infrastructure and Environment EUR 27,513.9 billion, OP Intelligent Development EUR
8,614.1 billion, OP Knowledge Education Development EUR 4,419.3 billion, Eastern Poland EUR 2,117.2
billion, PO Digital Poland EUR 2,255.6 billion, OP Technical Assistance EUR 0.7 billion and regional
programmes of voivodeships — ROPs), including one supraregional programme for Eastern Poland
voivodeships (Lublin, Podkarpackie, Podlaskie, Swietokrzyskie, and Warmian-Masurian). The Partnership
Agreement is the point of reference for them. The national programmes will be managed by the minister
competent for regional development.

11 In the current perspective 2014-2020, the financing of operational programmes implemented in the Member
States will not take place through one fund, as was the case in 2007-2013, but by pooling the financial
resources from the ERDF, the ESF, and the CF.

12 The article does not provide the detailed descriptions of individual programmes of the perspective 2014-
2020, which can be found on the website of the Ministry of Infrastructure and Development. www.mir.gov.pl/
fundusze/fundusze_europejskie_2014_2020/strony/start.aspx.

13 In practice, there is a significant predominance of demand for European funds over their supply. The level of
allocation of the funds for the implementation of measures under the programmes addressed to enterprises is
too small in relation to the needs, which is reflected at least by the number of submitted applications (often the
allocation of resources under a given measure is exceeded several or more than a dozen times).
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The second form of support is regarded as returnable mechanisms and refers to
products defined as financial engineering instruments that are offered by financial
intermediaries (banks, loan, and surety funds). The main purpose of these instruments
is to increase access to capital. Their characteristic feature is the renewability for
subsequent applicants (Petka, 2012: 224-225). The received funds are repaid by the
beneficiary and then re-offered by the intermediary to other entities. Unlike the
subsidy support system, the end beneficiary cannot count on the non-returnable aid,
but instead, it receives access to the returnable source of financing on preferential
terms. The main differences between the two forms of support related to such
issues as the returnability of the funds, the type of entity applying for the support,
the impact on the conditions of competition, the economic efficiency of the use of a
given source of financing. As regards the issue of returnability of funds, the idea is
that in the case of new instruments the obtained funds are not allocated forever just
to one beneficiary, as in the subsidy system, but they can be used by several entities
as a returnable loan provided by a financial intermediary to the beneficiary on
terms more favourable than market terms. Thus, in the case of financial engineering
instruments, a greater number of end beneficiaries may take advantage of the aid
than in the subsidy system (Nicolaides, 2013). The total value of the funds allocated
to the financing of the projects is in such a situation higher than in the subsidy
system. This allows for a considerable prolongation of the circulation of the funds
in the economy, as opposed to the subsidy mechanism in which the granted support
cannot be used again by another entity (Szczepanski, 2011: 8). The returnability of
funds provides for the occurrence of a rollover effect, that is the multiple uses of
the same capitals to multiply the value of enterprises. According to EU estimates,
the financial instruments worth EUR 2-10 will be created on the basis of each Euro
(Instytut Badan nad Gospodarka Rynkowa, 2010: 4). It is expected that the resulting
multiplier effect will bring far greater benefits to micro, small, and medium-sized
enterprises than the subsidy system, by guaranteeing the continuity and stability
of the support system. In the entrepreneurs’ opinion, the most important feature
of returnable instruments is their greater reach than subsidies and improved credit
terms (Nicolaides, 2013; Program Rozwoju przedsi¢biorstw do 2020 roku, 2014).
An element distinguishing the subsidy mechanism from the returnable one is the
type of entity that applies for the EU aid. In the case of non-returnable mechanism,
entrepreneurs and local governments submit applications if they wish to receive
support in the form of EU funds. In contrast to the non-returnable subsidy system, in
the case of returnable mechanisms, the financial intermediaries, i.e. banks, business
development agencies as well as loan and surety funds, rather than entreprenecurs,
apply for the EU funds, who then distribute the funds to SMEs in the form of a loan
(including, but not limited to, a micro-credit), sureties or resureties, and the (equity-
type) capital entrance (Jaworski, Tokarski, 2014: 103; Dobija, 2014: 80).
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The non-returnable subsidy mechanism can cause disruptions in the competitive
conditions. Entities that received a subsidy can eliminate the companies that have
not received such support from the market. When using the financial engineering
instruments, such a situation does not take place, since the financial resources
obtained will have to be repaid on market-like conditions. Compared to the subsidies,
the characteristic of the returnable financing is the ability to enforce the economic
efficiency of undertakings in which the financial funds are involved. An investor
using the loan is forced to ensure such profitability of the implemented investment
to enable the repayment of the debt incurred. Too easy access to the subsidies can
lead to a situation that the entities are mainly limited to activities aimed at meeting
the criteria on which the receipt of support depends, at the expense of the economic
efficiency of the financed project. This means the risk of displacing the effective
investments by less attractive investments financed by way of subsidies. The
returnable instruments also allow financing the investments with a higher level of
risk. Therefore, the non-subsidy system will fulfill its role if, on the one hand, it will
contribute to raising the efficiency of the absorption of the EU support and, on the
other hand, it will allow minimizing the risk of destroying the market (Petka, 2012:
225-226). Thus, the returnable nature of non-subsidy instruments provides for a
higher efficiency of spending of funds compared to the subsidy system. The project
implemented by an entrepreneur must be profitable and cost-effective enough to
guarantee the repayment of funds obtained.

An important issue related to returnable instruments is the occurrence of the
leverage effect associated with the ability to combine public and private financing.
This involves the ability to involve private funds in the economic development
with the support of public financing with appropriate risk sharing. This process is
conducive to building relationships between the parties and greater involvement of
private funds in accomplishing the objectives of the cohesion policy.

In conclusion, the inclusion of returnable instruments in the distribution system of
EU funds is primarily related to the increased efficiency of the funds used, given the
revolving nature of these instruments, which, in the conditions of the fiscal crisis in
the European Union countries, is an undeniable asset of this type of funds. It is also
important to limit the phenomenon of the so-called capital gap by increasing the
availability of micro, small, and medium-sized enterprises for financing, especially
start-ups and innovative enterprises without adequate credit collateral.
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4 Financial Engineering Instruments in Poland — Past Experience
and Objectives For 2014-2020

The returnable support instruments introduced or planned to be implemented in
Poland can be divided into three groups, of which the following are distinguished
(Instytut Badan nad Gospodarka Rynkowa, 2010: 70):

— loan instruments (global loan for loan funds, global loan for banks);
— surety instruments (resurety for surety funds, portfolio surety for banks);

— capital instruments (capital support of technology transfer funds, capital
support of mezzanine funds).

Table 1 The returnable instruments used in Poland in the financial
perspective 2007-2013

Program Instrument Objective Implementing body Beneficiaries of
support
Regional increasing the micro, small, and
Operational loans, sureties competitiveness of Marshal Offices medium-sized
Progras enterprises enterprises
JEREMIE

Instrument: loans, sureties, resureties, capital instruments

Objective: supporting small and medium-sized enterprises

Implementing body: Bank Gospodarstwa Krajowego (for the Masovian, Lower Silesian, Pomeranian, Greater
Poland, West Pomeranian and L6dz voivodships) and the Kuyavian-Pomeranian Loan Fund (for the Kuyavian-
Pomeranian Voivodship)

Beneficiaries of support: sector of micro, small, and medium-sized enterprises

JESSICA

Instrument: loans, sureties, resureties, capital instruments

Objective: supporting the development of urban areas through the implementation of projects enabling their
sustainable development during urban regeneration and development in the economic and social dimensions
Implementing body: UDFs, that is Urban Development Funds. The following three banks played their role: Bank
Gospodarstwa Krajowego, Bank Ochrony Srodowiska and Bank Zachodni WBK. The initiative in Poland was
implemented in 5 voivodeships: Greater Poland, West Pomeranian, Pomeranian, Silesian and Masovian

PO IG — Sub- . supporting .
venture capital ) . ) ) new micro and small
measure 3.4 innovative National Capital Funds .
! funds . enterprises
Venture Capital enterprises
OP IE — Sub- . development of .
seed capital . h ' . new micro and small
measure 3.1 Seed new innovative National Capital Funds )
X funds . enterprises
Capital enterprises
supporting the
OP IE — Sub- investments in the .
. . . Bank Gospodarstwa micro, small, and
measure 4.3 Technological implementation of . . .
) . . Krajowego Department medium-sized
Technological credit new technologies )
. : of European Programs enterprises
credit through granting a
technological credit
NFEP&WM/ loans, credit enV|lronmentaI 'Natlonal Fund for ) Ipcal governmelnt
: protection and water | Environmental Protection | units and enterprises
VFEP&WM lines
management and Water Management

Source: Own study.
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Up to now, loan and guarantee products have been used as part of the financial
engineering instruments. It should be emphasized that there is also room for the
development of other products, including capital ones, which have not been used in
Poland yet. However, the first step is to intensify and maximize the support in the
form of existing instruments.

In the budgetary perspective 2007-2013, the voivodeships spent PLN 3.52 billion
from the EU funds on returnable support instruments. This is very little — less than
1.5% of all EU money allocated to Poland for 2007-2013. This should change in the
current financial perspective 2014-2020 — according to estimates by the Ministry of
Infrastructure and Development (at present the Ministry of Development), 10% of
the funds allocated from the general EU budget for the cohesion policy in Poland
will be spent on returnable aid, and most of the subsidies will be of returnable
nature (Bobrowska, 2013: 2; Czykier-Wierzba, 2013).

From the experience of the financial perspective 2007-2013 in Poland, attention
should be paid to the relatively late mobilization of these instruments, with a
simultaneous significant increase in interest in them only when subsidy funds are
depleted. The limitations of the effective use of the proposed solutions also include
the lack of experience with the financial engineering instruments and the lack of
methodology for assessing the effectiveness of absorption of European Union funds
when used. There is still little awareness and understanding among beneficiaries of
EU funds in terms of new returnable instruments.

In the case of financial engineering instruments, up to now in the period 2007-
2013, the returnable aid could only be used by voivodeships in two areas (when
supporting small and medium enterprises under the Jeremie Initiative and urban
regeneration projects under the Jessica Initiative). In 2014-2020, it will be possible
in all the so-called areas of intervention and throughout the programme.

5 Financial Engineering Instruments in Allocation of European
Union Funds — Results of Research Based on the Example of
Kuyavian-Pomeranian Voivodship

In the perspective 2007-2013, the dominant form of obtaining EU funds by
entrepreneurs in the voivodship were non-returnable subsidies. Although to a lesser
extent, the returnable instruments were also used under two models:

— the first one divided the funds under the ROP into the individual loan and
surety funds. Loans or loan sureties were granted from them;
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— the second model is the so-called JEREMIE Initiative. It included a “fund of
funds”. It was the Kuyavian-Pomeranian Loan Fund, which was entrusted
with almost PLN 40 million. It announced a tender procedure for the
selection of intermediaries in which various loan, surety or bank institutions
took part. They passed these funds on — mostly to entreprencurs from the
SMEs sector. The Kuyavian-Pomeranian Loan Fund (KPLF) disposed of this
money in eight tenders, entering into 15 agreements with the intermediaries.
It expected from them own contribution, which brought another PLN 12
million for preferential loans for the companies. JEREMIE started with a
capital of less than PLN 40 million and, in the end, 579 companies from
the Kuyavian-Pomeranian voivodeship received a total amount of about PLN
100 million (www.torun.wyborcza.pl, 2017; Tokarski, Tokarski 2013: 95-
1110).

In the current perspective 2014-2020, in the Regional Operational Programme the
voivodeship has at its disposal EUR 2.23 billion, of which EUR 211 million, that
is nearly 10 percent of the budget, was allocated to the returnable instruments.
In the first stage, the Marshal Office will transfer them to “funds of the funds’
managers”, that is public institutions specialized in money management — these are
Bank Gospodarstwa Krajowego, the Kuyavian-Pomeranian Development Fund,
and the European Investment Bank. The EIB’s domain as the “fund of the funds’
manager” in the Kuyavian-Pomeranian voivodeship is to be the green economy,
that is renewable energy sources and increasing the energy efficiency. Here, the end
beneficiaries of money will be not only companies interested in eco-friendly energy
solutions but also, for example, communities and cooperatives that need funds
for thermal modernization of facilities. In addition, entrepreneurs, government
administration, and local government units, as well as non-governmental
organizations, will be able to take advantage of loans for financing the construction
or modernization of installations for the production, processing, and storage of
electricity from renewable energy sources.

In the second stage, they will select intermediaries whose role will be to distribute
support directly to companies, in some cases also to other legal entities. The
entrepreneurs should receive the financial resources under the returnable
instruments in 2018.

Below are the results of the research carried out among the voivodeship enterprises
regarding the possibility of using the returnable funds in the form of financial
engineering instruments. The aim of the research was to identify the awareness
(knowledge) and needs of companies from the Kuyavian-Pomeranian Voivodeship
as regards the functioning and possibilities of using the returnable funds in the form
of financial engineering instruments.
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The research was conducted by means of a direct survey among 140 enterprises
in the Kuyavian-Pomeranian Voivodeship. 55% of micro-enterprises, 27% of
small-sized enterprises, 12% of medium-sized enterprises and 6% of large-sized
enterprises were surveyed. The enterprises of natural persons (59%) and in the form
of limited liability companies (25%) were predominant. Enterprises in the form
of a limited liability company (civil partnership, registered partnership, limited
partnership and joint stock company) accounted for 11% of the surveyed companies,
while the remaining forms of ownership accounted for 5% of the sample. The scope
of business activity of the surveyed companies is shown in Chart 1.

Chart 1 Scope of Business Activity

30,0% 27,9%

25,0% 20.0% 21,4%
20,0% 17,9%
15,0% 12,9%
10,0%
5,0%
0,0%

Localmarket  Regional Supraregional Domestic International
market market market market

Source: Own study based on the results of the research.

The majority of the surveyed companies were enterprises with only Polish capital
(90%), while the remaining 10% were companies with foreign or mixed capital.
The business activity profile of surveyed companies was as follows: services (59%),
trade (14%), industry (14%), services and trade (6%), services and industry (3%),
trade and industry (3%) as well as services, industry and trade (1%).

By analyzing the willingness to take advantage of the non-subsidy support among
the surveyed enterprises, it can be stated that 71.4% of surveyed companies have
heard about the loan and surety funds. However, there is a significant (57.1% of
enterprises) animosity towards this kind of support. The distribution of the type
of non-subsidy support is shown in Chart 3. The main reason for this situation is
the lack of interest in support under the Operational Programs of the Kuyavian-
Pomeranian voivodeship declared by 67.1% of enterprises.
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Chart 2 Distribution of Number of Enterprises Willing to Take Advantage of
Non-subsidy Support and Expected Forms of Support
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— Local grants and subsidies (e.g. co-financing employment, participation in
the costs of trade missions)

— EU grants and subsidies (e.g. co-financing employment, participation in the
costs of trade mission)

Source: Own calculations based on the results of the research.

Most entrepreneurs do not recognize and do not want to take advantage of the
preferential returnable instruments offered under the programs co-financed from
EU funds. The expectation of subsidies as a principal support for business is still
predominant, which is due to the fact that, up to now, the non-returnable subsidies
were the predominant form in the Kuyavian-Pomeranian Voivodeship in terms of
obtaining EU funds by entrepreneurs.

The binary logit model was assessed to determine the factors influencing the
willingness to take advantage of the non-subsidy forms of support. The enterprise’s
declaration on its willingness to take advantage of the support is subject to modeling.
Variables that would explain the willingness to take advantage of non-subsidy
supports include the size of the enterprise, the legal form, the scope of business
activity, the number of employees, the share of foreign capital and the sector. Due
to the fact that these variables are of a qualitative nature, dichotomous zero-to-one
variables describing the individual states for the described factors were applied.
The results of the estimated model are shown in Table 2.
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Table 2 The Estimated Binary Logit Model for the Willingness to Take
Advantage of the Non-subsidy Support

Logit estimation, used observations 1-140 (n = 135)

coefficient Std. error p-value End effect*
Drodzaj_2 0.83862 0.62568 0.1801 0.20641
Drodzaj_3 1.71058 1.12305 0.1277 0.38917
Drodzaj_4 0.414102 1.4004 0.7675 0.10302
Dforma_praw_2 0.291979 0.55406 0.5982 0.07230
Dforma_praw_3 -0.347087 0.72134 0.6304 -0.08343
Dforma_praw_4 -1.92191 1.34489 0.1530 -0.35051
Dzasieg_1 0.602364 0.54150 0.2660 0.14930
Dzasieg_2 0.768485 0.54261 0.1567 0.18972
Dzasieg_3 0.771709 0.62578 0.2175 0.19052
Dzasieg_5 0.666446 0.65431 0.3084 0.16504
Dzatrud_1 -0.218747 0.71019 0.7581 -0.05312
Dzatrud_3 -0.403567 0.56532 0.4753 -0.09707
Dzatrud_4 -0.123289 0.64704 0.8489 -0.03016
Dzatrud_5 -0.434048 0.85379 0.6112 -0.10351
Dzatrud_6 -1.3775 0.97014 0.1556 -0.29041
Dzatrud_7 -1.65364 1.41084 0.2412 -0.32078
Dzatrud_8 -1.47417 1.61319 0.3608 -0.29519
Dbranza_1 0.150662 0.64791 0.8161 0.03726
Dbranza_2 -1.03043 0.44062 0.0194 -0.25102**
Dkapital_zagr_1 -0.210557 1.15628 0.8555 -0.05107
Dkapital_zagr_3 -0.566962 1.20065 0.6368 -0.13194

Source: Own calculations based on the results of the research.

The quality of the estimated model is satisfactory — the model correctly predicted
66.7% of responses. By analyzing the significance of the assessment of structural
parameters, only the sector of conducted business activity had a significant impact
(at the significance level of 5%). All other explanatory variables used were found
to be statistically insignificant. That means that such factors as the size of the
enterprise, the legal form, the scope of business activity, the number of employees,
and the share of foreign capital are not decisive in deciding on the willingness to
take advantage of the support. The probability that an enterprise providing service
is not willing to take advantage of the support is 22% compared to an enterprise
whose business activity is the trade. For other variables (apart from the absence of
statistical significance), the following statements can be made:
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— there is a greater likelihood of willingness to take advantage of the support
for a small, medium and large-sized enterprise than for a micro-enterprise;

— the number of employees in the enterprise gives a lower probability of taking
advantage of the support than if only one person is employed;

— the occurrence of foreign capital in the enterprise resulted in the lower
probability of taking advantage of the non-subsidy support than in the case
of an enterprise only with Polish capital (it should be emphasized, however,
that the variability was very low for this variable — enterprises with only
Polish capital were predominant in the survey).

Of the companies that declare their willingness to take advantage of the non-
subsidy support, the main objective of allocating the obtained funds would be the
purchase of machinery and equipment (50.9%) and means of transport (35.1%),
as well as construction, expansion and modernization of buildings (29.8%) and
the implementation of new technologies (28.1%). The distribution of responses as
regards what the funds would be spent on is shown in Chart 3.

Chart 3 Distribution of Allocation of Financing (it was possible to select
more than one answer)
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Source: Own calculations based on the results of the research.

6 Conclusions

The reasonable use of European funds is one of the tools that can significantly
improve the economic situation, especially at local level, and accelerate the
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economic growth. The full use of EU funds allocated to Poland for 2014-2020 creates
an opportunity, as shown by experience from the previous multi-annual financial
framework, to accelerate the economic growth, increase the competitiveness of the
economy and, consequently, limit the distance in the level of economic and social
development separating Poland from “old” EU countries. The financial engineering
instruments provide an opportunity to increase the access of micro, small, and
medium-sized enterprises and local governments to capitals needed to finance their
development. This is also an opportunity to reduce the capital gap in the European
Union countries.

The most important reason why the European Commission is changing the manner
of granting support for the financial engineering instruments of returnable nature is
the willingness to increase the efficiency of the use of EU development funds. There
are many arguments supporting such a solution. Firstly, the pool of money in EU
funds can be multiplied by the fact that these will be returnable funds. Secondly,
under such a system, there is a greater chance that the EU support will actually
contribute to the economic development and will be allocated to projects that are
economically most feasible and guarantee that the granted funds will be multiplied.
The subsidy is of a one-off nature, and the returnable instruments can be a system
solution.

The inclusion of returnable instruments in the distribution system of European
funds is primarily related to the increased efficiency of the funds used, given the
revolving nature of these instruments, which is an undeniable asset of this type of
resources. It is also important to limit the phenomenon of the so-called capital gap'
by increasing the availability of micro, small, and medium-sized enterprises for
financing, especially start-ups and innovative enterprises without adequate credit
collateral. As demonstrated by experience from 2007-2013, they are more efficient
than traditional subsidies. As opposed to the subsidies, they enable multiple uses of
financial resources and provide the better quality of the implemented projects, since
the credits incurred for the investments must be repaid. This ensures access to the
financing for a broader group of entities. The ultimate effect of using the returnable
instruments should be increasing the efficiency of the absorption of European
Union funds.

The advantages of the financial engineering instruments support the increase in
share in financing under the EU funds. This cannot, however, mean a complete
abandonment of subsidies that are necessary to finance many types of projects.

14 The gap is connected with the problem of the lack of capital supply, with the existing demand from enterprises
that have interesting investment projects. The capital gap problem mainly concerns enterprises in the
early stages of development and innovation entities. This is the financial market failure due to information
asymmetry between an enterprise and the provider of external capital, resulting in the lack of possibility to
obtain funds despite the feasibility of the project to which they are to be allocated.
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A decision to cover certain undertakings with the returnable rather than subsidy
financing should be preceded by an analysis that will allow identifying the
financial gap in a given sector (Petka, 2012: 238). Importantly, the use of returnable
instruments should in no case be considered as a competition for the subsidy support
instruments offered under the Regional Operational Programs. Their role, besides
providing additional forms of financing, is to increase the capacity to absorb the
funds for small and medium-sized enterprises under the regional programs. The
implementation of projects co-financed from the funds under ROPs requires the
beneficiary to each time provide own contribution, which is one of the biggest
challenges faced by SMEs planning the implementation of investments co-financed
from the European funds. And this is where financial engineering instruments
that offer relatively easy and inexpensive external financing allowing to create the
appropriate financial engineering of undertakings implemented by micro, small,
and medium-sized enterprises come to the aid (Gawrychowski, 2017).

Reducing the size of the financial gap in Poland using the returnable instruments
should take into account the experience and identified constraints that existed already
during the implementation of the above instruments. Otherwise, the potential of
returnable instruments for increasing the capital availability for small and medium-
sized enterprises will remain unused, and the allocated financial resources will also
be unused. The use of returnable instruments is to allow access to external capital
for development investments, which can be used multiple times, and the access to it
will not be limited by the eligibility of the next financial perspective.

Based on past experience, it is worth to design future returnable instruments to
ensure, on the one hand, the high involvement of financial intermediaries and, on
the other hand, high interest from the end beneficiaries. To this end, the preparation
of central and regional institutions, including, in particular, loan and surety funds
as well as cooperative banks, through which funds will be sent to investors, will be
of crucial importance for the efficient spending of the funds.
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Abstract

The research is devoted to the problems of public interest in budget legal relations.
Proved that the public interest is a thing that unites all members in civil society
between themselves, state and public power authorities, between Ukraine and EU.
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The problems of delimitation of the terms “interest”, “legitimate interest”, “interest
protected by the law”, “private interests” and “public interests” are analyzed. It is
argued that the prevalence of imperative methods of legal influence in the budget
law of Ukraine and EU does not assume any possibility for a party under control
to impact on taking decisions by the managerial party. Stages in the development
of public interest in budget legal relations are investigated. The Author’s definition
of the concept of public interest in the budget law (legal relations) is offered. It is
proved that in the budget legal relations the people who are the source of power do
not realize public interest. It is concluded that the public interest of public power
authorities in budget legal relations is the main reason if not all but most legally

significant actions in the sphere of the budget at national and local levels.
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1 Introduction

The purpose of the article is to study the problems of public interest in budget
legal relations, as well as inter-budgetary relations, which is one way to ensure the
combination of interests of all subjects of these relations. In addition, it is necessary
to clearly define the budgetary interests of public authorities. Having clearly defined
interests, one can clearly outline the limits of budgetary authority. Such boundaries
are important for differentiation of budgetary and tax relations, which differ, in
particular, on subjects. And where there are such subjects as individuals, there
are private interests of a material and financial nature. In this regard, the issue of
defining public interest in budgetary relations does not waste its relevance.

While preparing this material, we used the work of scientists and practitioners
from different countries, such as L. Voronova (2007); Jr. R.D. Lee, R.W. Johnson,
Ph.G. Joyce (2013: 656); A.C. Hyde (2001: 480); H. Simovi¢ (2005: 245-262);
V. Chernadchuk (2009); A. Nechai (2000); O.A. Muzyka (2004); S. Zapolskij (1992);
A. Kovalchuk (2005; 2009); A. Wildavsky (1992); P. Anessi, M. Sicilia (2015: 819-
840).

2 Interest and its Types in Law and Legislation

Interest is a thing that unites all members in civil society between themselves,
state and public power authorities, between Ukraine and EU. Let’s mention that
sometimes it is rather difficult clearly to distinguish some or other approach,
Author’s vision of category “interest”; in some cases, the approach of scientist may
even be changed. This means rather a certain convention than the generalization
of such division. Hereby, there is no uniqueness in understanding the category
“interest” both in national and European law administration and enforcement
practice.

Let’s mention that the regulatory legal acts refer to “legitimate interests”,
“legally protected interests”. In the opinion of Yu.S. Zavialov (1968: 157-158),
the abovementioned concepts are identical, instead, some Authors are inclined to
differentiate (Sabikenov, 1986: 45) them. O.1. Chepys (2009: 552) distinguishes the
categories “legitimate interests” and “legally protected interests” as objects of legal
protection. Within this aspect, there are two objects of legal protection — subjective
regulatory rights and legally protected interests. Hereby, it is necessary to take
into consideration the fact that the protection of public interest shall be carried out
not for the protection of the state itself as a final goal but for the most efficient
realization of rights at private persons (Dankov, 2005).
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The Contract about EU (Lisbon agreement of 2007) mentions the concepts

“common interest”, “mutual interest”, “fundamental interest”, “strategic interest”.
All these kinds of interests are united by one — “public interest”.

The text of Constitution of Ukraine contains the concept “interest” (its kinds)
within its widest meaning for many times: Art. 18 (national interests), Arts. 32,
34, Arts. 36, 39 (interests of national security), Art. 35 (interests of public order
protection), Art. 36 (political, economic, social, cultural interests), Art. 41 (interests
of society), Art. 44 (economic and social interests), Art. 54 (moral and material
interests), Arts. 79 and 104 (interests of all compatriots), Art. 89 (public interest),
Art. 121 (interests of citizen, state), Art. 127 (professional interests of judges), Art.
140 (joint interests of territorial communities in villages, settlements and cities).
Pointing to availability of such interests, the Constitution of Ukraine emphasizes
the necessity in their provision (Art. 18), satisfaction (Art. 36) or protection (Arts.
44, 127). Hereby, the content of interests is not broadly defined. Only the Act of 19
June 2013, on National Security of Ukraine,

(1) contains the definition of term “national interests” — as vital material,
intellectual and spiritual values of Ukrainian people as a carrier of sovereignty and
the single source of power in Ukraine, determinative needs of society and state,
which realization guarantees the state sovereignty of Ukraine and its progressive
development (Art. 1). In this occasion, we should also remind on the decision
by the Constitutional Court of Ukraine, dd. 1 December 2004, in the case about
official interpretation of certain provisions in P. 1 Art. 4 of Civil Procedural Code
of Ukraine (a case about legally protected interest) (7), where 3.1 mentions that
the etymological content of word “interest” includes: a) attention to someone,
something, commitment in someone, something; curiosity, admiration; b)
importance; significance; c¢) a thing that interests someone most of all, that makes
sense of someone’s thoughts and concerns; d) aspiration, needs; ) a thing that is
beneficial to someone, something, conforms to someone’s aspiration, needs; profit,
benefit, gain. In common sociological meaning the category “interest” is understood
as an objectively existing and subjectively realized social need, motive, incentive,
causal agent, incitement to action; in psychology — as an attitude of personality
to a subject, as to something valuable for it, such one that attracts. In legal acts
the term “interest”, taking into consideration both its etymological and general
sociological, psychological meaning, is used within a wide and narrow meaning as
an independent object of legal relations, which realization is satisfied or blocked by
regulatory methods.

In Sec. 3.5 of decision mentions that interest may be legally protected, law
protected, legal and illegal, i.e. such one that is not protected either by legislation,
or by law, shall not be satisfied or provided by them as such interest is directed
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to infringe upon rights and freedoms of other natural persons and legal entities,
restricts the interests of society, state or “all compatriots”, protected by Constitution
and laws of Ukraine or does not conform to the Constitution or laws of Ukraine,
generally recognized principles of law. The lawmaker makes the emphasis on “legal
protection” or legality in some or other interest not always taking into consideration
the fact that the interests, mentioned in legal provisions, do not contradict to the
Constitution of Ukraine or arise from its content.

Thus, actually distinguishing the terms “interest”, “legitimate interest”, “legally
protected interest”, the Constitutional Court of Ukraine does not point to the
substantiation of formal difference between corresponding categories. That’s why
there is the task to find this difference and to point to the expediency or inexpediency
in the application of these terms in existing civil legislation of Ukraine (Chepys,
2009: 551). In our opinion, the public interest of public power authorities in budget
legal relations is always legitimate and at the same time legally protected the
interest.

The category of interest in the public law allows defining the subject of legal
regulation — social relations that are formed on occasion of realization of social
interests as a single whole, i.e. social relations with the participation of state
(Mikhailov, 2002: 66), as well as public power authorities.

3 Signs of Publicity in Financial Legal Relations

As A.A. Nechai (2004: 29) reasonably writes, the criterion for differentiation of
public and private part in law, is the interest: the state interests, legal status of its
authorities, official, as well as regulation of relations that are distinguished with
vividly expressed social character is of prevalent importance for public law; the
interests of certain persons are the main ones for private law Let’s mention that the
national doctrinal developments of issues from public and private interest do not
suit in full for European law as Ukraine has its own division into the sectors and
subsectors of law; such division cannot be copied to the law in other EU countries,
thus, it is not worth speaking about similar division of right into public and private
in Ukraine and EU. As it concerns the public interest, so, it still has the same
manifestation in budget relations both in Ukraine and other EU countries.

In opinion of A.A. Nechai (2004: 17-18), the legal features of “publicity” in social
phenomena may include 1) ownership in object under research: state ownership or
community ownership, 2) purpose for use of object under research: whether it is
used within the interests of the whole humankind, the whole state, the whole nation,
the whole community or the whole union of people, established not due to class
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principle. As O.A. Lukashev mentions, the features of publicity “may undoubtedly
apply to characteristics of financial relations, which publicity is shown through
assignment of ownership at administrative territorial formations for monetary funds
that are accumulated in centralized funds and purpose of their use — provision with
fulfillment of functions and tasks of state and territorial communities. The principles
for analysis of public finances are characterized by such original provisions in the
most general form” (Lukashev, 2009: 404).

In opinion of E.D. Sokolova (2008: 15), “the principle for combination of public
and private interests in the sphere of finances is shown in the fact that the state,
establishing the rules of common game” in civil turnover, anticipates the conditions
for participation of all business entities regardless of pattern of ownership in
establishment of centralized state funds of monetary assets. In its turn, it stipulates
the necessity in the performance of state financial control for financial activity of
business entities regardless of their pattern of ownership.

During development of jurisprudence, most of the scientists-lawyers in the sphere
of financial law have not doubted and do not doubt the fact that financial law is the
public sector of law and regulates the public relations. Analyzing the concept of
public law, the theoreticians make the conclusion that this is the subsystem of law
that reflects the state, interstate and public interests. As a result from the appearance
of new objects that requires the public legal regulation (self-government, parties,
public unions, etc.). For financial law, this means the enlargement of its subject,
inclusion of relations that appear on occasion of mobilization, distribution, and
use of monetary funds into it, for example, local self-government (Nechai, 2000:
56). The changes in relations of ownership in post-Soviet countries have stipulated
the changes in the subject of financial law — in particular, the financial activity
of local self-government was included into it (at present moment we will not fix
on the issue about inclusion of financial activity at local self-government into the
subject of financial law as it has already found its solution in the science of financial
law (Muzyka, 2004). Hereby, the publicity of financial legal relations has not been
doubted.

However, some recent publications on issues of financial law to a certain degree
call in question the whole concept of financial law as public one. So, unlike the
statements about public character of financial legal relations, being provided, there
are the thoughts that require the special consideration. For example, A.T. Kovalchuk
writes: “the determinative peculiarity of financial law under market conditions is
not the hard opposition or boundary differentiation of “public” and “private” but
their organic combination and interlacement in those financial aspects, where
the principle of legal equality, coordination and agreement prevails and which
are generated by market reality at the corresponding levels of financial economic
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system” (Kovalchuk, 2009: 13). “The narrow idea about financial law is incorrect,
i.e. its restriction only by limits of public law” (Kovalchuk, 2005: 103). Such opinion
seems to be doubtful. If we state that the financial law regulates not only public but
private relations, so, in fact it cancels the need in existence of the main criteria for
division of rules at law system due to sectors, namely due to subject and method of
legal regulation. The rules of financial law regulate the relations of power property
character. Figuratively speaking, they are the relations of power character, which
related to money (funds). However, this “money” has its own peculiarities that
differ it from that money, which are the objects of civil legal relations. Money in
financial law always relates to public interest. In civil law there is private interest,
even the state may have its own private interest (for example, in relations of
interstate loans, an issue of state lottery), although hereby private interest to some
extent relates to public interest. The rules of (Civil Code of Ukraine (Civil Code,
no. 435-1V, no. 435-1V) in particular testify to this fact. According to Art. 81 in
this act, legal entities, depending on procedure for their establishment, are divided
into legal entities of private law and legal entities of public law. The latter ones are
established by directive act from the President of Ukraine, state authority, authority
of ARC or local self-government. According to P. 2 Art. 2 in (Civil Code, no. 435-
IV, no. 435-1V) the participants in civil relations are State Ukraine, ARC, territorial
communities, foreign states and other entities of public law. In our opinion, any from
abovementioned entities of public law, while entering the civil legal relations, for
example, again the relations of “loan character” (concluding credit, loan agreements
and acquiring a status of creditor or debtor), realize all the same public interest
as loaned funds in 99% of cases will be used to satisfy the public needs of the
state, region, population. Besides, in either case the realization of private interest
stipulates the appearance of financial legal relations, in particular, budget relations
in the sphere of public debt.

The thought, set forth by A.T. Kovalchuk, may also be acceptable for the financial
law of EU countries as the budget and tax law that are considered within economic
relations are never distinguished into legal formation there. L.N. Dreval (2008: 113)
states that it is incorrect to consider as if private onset is unknown to public financial
activity. The realities of life point out to the fact that the state anyhow exceeds the
limits of its financial activity. As the confirmation, they provide the opinion of
another scientist — D.A. Lisitsyn (2004: 12), who writes that the state does not create
any money (here we speak not about emission — Author), it can receive it through
transfer of money from non-state into state ownership (as well as — into municipal
one — Author) through collection of taxes, other compulsory payments, etc., and,
vice versa, it may transfer this money to other entities, including non-state ones.
That is we speak about the constant and absolute relation of the private and public
law in budget law and budgetary activity, that the one depends on the other or is the
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prerequisite for the origin of the other. But not about interference or acquisition of
private relations by a public sphere or vice versa.

The statement by S.V. Zapolskyi (2008: 22-23) that the state carries out its financial
activity both as a subject of public power and a carrier of private property interest
seems to be rather appropriate in this plane. As “it would be incorrect to consider
that the private onset is unknown to financial activity of the state”, the scientist
also thinks that it is admissible to call the realization of private law interests by the
state also as the financial activity. Similarly, we can speak about private property
interests at local self-government in budget legal relations but in no case, one can
state that the budget legal relations under such circumstance acquire the feature of
the private law.

Private interest in public power will always take place as public power is realized by
people, who have private interests. In this connection, the constant task of state and
society shall be the maximum neutralization of private interests, not Authorized by
legislation, in public power as it distorts the purposes and tasks of the state as the
general organization of the whole people (Polianskyi, 2002: 52).

The prevalence of imperative methods of legal influence in the budget law of
Ukraine and EU does not assume any possibility for a party under control to impact
on taking decisions by the managerial party. The development of the country
under new economic and state political conditions stipulates the extension in use
of the optional method of legal influence on budget relations. The “penetration”
of the optional method into the public sphere, namely: budget law — testifies to
the possibility for a lawmaker to a certain extent to combine private and public
interests (Polianskyi, 2002: 111). Further Yu.A. Krokhina (2014) mentions that the
optionality in relation to public financial sphere shall be considered as granting
the entities of budget law with the known alternative possibility for the choice of
variants for behavior within the limits of budget legislation. In our opinion, the
identification of optional method for legal regulation with Authorized budget legal
rules, which all the same are imperative, takes place at such vision of optionality.
We believe that it is more reasonable to speak about legal influence on entities
and participants in budget relations and about legal regulation of budget relations.
One should not identify “influence” and “regulation”. Influence is a derivative of
regulation, although it relates mainly to the inner state regulation. When we speak
about the law in EU, so, we can state about the availability of purely influence on
inner law and not about regulation of inner relations in the sphere of the budget.

Sometimes we can also notice a certain non-agreement in examples that demonstrate
the combination and conflicts of interests. So, Yu.L. Smirnikova (2002: 134)
mentions the agreement of certain rules in the budgetary provision for the next
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budget year still until the adoption of acts about the budget as an example for a way
to overcome with the conflict of private and public interest in budget relations. At
once there appear the questions: where is here private interest? Who has it? Even
if we compare the interests of public power authorities — entities of budget legal
relations and budget establishment — so, it is a very disputable question about the
availability of public interest at the first ones, and only private interest at later ones.

As R.Ye. Artiukhin (2002: 116) writes, the principle for equality of parties in
relations of budget establishments with authorities that provide with the fulfillment
of budget enjoys more and more popularization that makes the duties of the parties
more symmetrical. So, earlier the duties mainly for budget establishments were
fixed in budget legislation and executive power authorities were granted with the
rights, so, now, budget establishments are legislatively granted with additional laws,
to which the duties of executive power authorities correspond. Such categorical
statement about almost full “lack of rights” at budget establishments causes the
objection. If the rights are fixed at the sub-legislative layer, so, this does not mean
that someone does not have the rights, legislatively fixed (of course if we are based
on a wide understanding of concept “legislation” itself). The existence of budget
establishments on their own already anticipates the rights to receive the funds
from the corresponding budget at them. The availability of acknowledged public
interest transforms the economic relations into financial ones and incites the state
to regulate the part of money flow by imperative method (Chernadchuk, 2008: 142).

In opinion of M. Perepylytsia (2009: 116), public interest in financial law “logically
means the objective needs of society, acknowledged by state and provided by law,
in organizational and purposeful mobilization (establishment), distribution and
use of general (public) financial resources, which may be expressed in different
subject form (funds, other material values), as well as performance of control for
these processes, which satisfaction may serve as a guaranty for its existence and
development”.

If we use the category “private interest” in financial law, so, we can be sure
that a carrier of such interest would never voluntarily want to acquire the status
of subordinate entity: no powerful authorities can be applied to it. How will the
financial activity of state and local self-government be realized in this case? In which
financial legal relations will a state power authority have the power authorities, and
in which will not? We would like to receive the answers to these questions from
followers for the existence of so-called “complex” sectors of law.

Providing that the “expanding conception concept” of financial law, which was
suggested by A.T. Kovalchuk (2005: 103), is adopted, the method of financial
law also requires the revision. As it is known, the imperative method is used for
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regulation of public relations, in financial law — this is the method of power (state-
power) instructions, for private relations — optional method. Thus, the imperative
optional method of the legal regulation shall be applied in the “expanded” (public-
private) financial law that in fact due to the legal nature of relations, which are
the subject of the independent sphere of law, is not admissible. Therefore, the
“expanding concept” of financial law, suggested above, could hardly be accepted as
such one that would assist to further development of legal regulation of relations in
the sphere of public finances. The financial and budget law concerns the sphere of
public relations. If private interest appears at entities of those legal relations, so, this
automatically transforms them into entities of other property relations, for example,
civil legal ones. We should not remember that the participation in some relations
does not assume the possibility for parallel (simultaneous) participation of the same
entities in other relations.

The issue of interest is very important for financial and budget law. L.K. Voronova
(2007: 34) emphasizes that namely in financial legal relations ‘“the state and
local self-government show the public financial interest, satisfying the financial
needs of the state, certain territorial formations and at the same time all citizens,
interested in the constant function of state authorities and local self-government”.
E.S. Dmytrenko (2006: 86) on this occasion mentions that the characteristic features
of financial law as a sphere of public law is the regulation of relations between
state authorities, local self-government, legal entities and natural persons, who are
oriented to satisfy the public financial interests using the instructions, issued by
state power and which have the categorical and compulsory character .

In the opinion of V.V. Khokhuliak (2004: 5), the category “public interest” in the
national science of financial law that is a component of its conceptual categorical
construct is applied mainly as a methodological instrument at characteristics and
research of certain financial legal institutes. This is the basic, fundamental common
scientific concept, as well as one from through categories in the science of financial
law. “As one from key cores in definitive identification of financial law as a public
sphere of law, this category is used at definition and characteristics of subject, system
and principles of financial law, at establishment of sectoral belonging of financial
legal institutes, detection of the main landmarks and tendencies in transformation
and further development of financial legal system. The content of public interest is
certain needs of its subject and its expression is in used ways and means to satisfy
these needs” (Khokhuliak, 2004: 9).

In the opinion of V.D. Chernadchuk (2008: 196), we can distinguish the following
successive stages in the development of public interest in budget legal relations:
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— objective existence of need in budget funds (budget expenses) as a
prerequisite for public interest (availability of objective public needs);

— realization of public interest in satisfaction of needs as a prerequisite for the
budget activity of subjects (establishment of public needs);

— fixation (recording in budget legal act) of public interest by rules of budget
law (definition of public needs) (here it should be mentioned that the Author,
being cited, somehow narrowed the limits of fixation as social (public) needs
are defined by the rules of the Main Law and other laws or arise from them);

— budget activity and its result as a realized (provided with budget funds)
public interest (budget provision of public needs).

There is the inextricable connection between public interest in budget legal relations
and objects of those relations. The object of interest in budget legal relations are the
weals that satisfy the acknowledged public needs, and the object of legal relations
are the funds, defined by act about the budget, on which occasion there is the legal
relationship between entities of budget legal relations as to enrollment, distribution
and use of budget funds. An entity of budget legal relations is stipulated by public
interest, i.e. acknowledged public needs, which are not an entity of budget legal
relations, as are an entity of other relations (Chernadchuk, 2008: 196-197).

4 Concept of Public Interest in Budgetary Law and Budget Legal
Relations

Public interest in budget law (legal relations) — this is an objectively existing
phenomenon, which does not depend on the will of public power authorities and
general compulsory regulatory legal acts, approved by them. Such acts only mediate
the existence of public interest but their absence does not exclude the further
existence of public interest.

The idea is that “another major distinction between private and public budgeting
is the motivation behind budget decisions. The private sector is characterized by
the profit motive, whereas government undertakes many things that are financially
unprofitable. In the private sector, profit serves as a ready standard for evaluating
previous decisions. Successful decisions are those that produce profits (as measured
in dollars). Some companies, of course, focus on short-term profits, and others may
take a longer-term view, but in the end, failure to achieve a profit or at least break
even means the company goes out of business” (Lee, Johnson, Joyce, 2013: 3). So,
the issue of public budgeting related to the drafting, review, approval, and execution
of the budget is regulated at the legislative level. All decisions are public in nature.
The law protects the objective budget interests and only within the limits, which
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are acknowledged to be socially significant. According to the rules of Budget Code
of Ukraine, the socially significant interested, which are protected by law, are such
ones that correspond to existing legislation. Here we mean precisely Art. 116 in
Budget Code of Ukraine “Infringements of budget legislation”. Thus, the budget
interests of public power authorities may be the ones, related to 1) inclusion of
authentic data into budget requests; 2) non-infringement of periods, established for
submission of budget request; 3) definition of authentic volumes for budget funds at
planning of budget indices; 4) planning only those receipts and expenses of budgets,
which are anticipated by Budget Code of Ukraine or law about State Budget of
Ukraine; 5) non-infringement of established procedure or periods for submission
of draft law about State Budget of Ukraine (draft decision about local budget) for
consideration of Verkhovna Rada of Ukraine (Verkhovna Rada of ARC, local
council); 6) non-infringement of established procedure or periods for consideration
of draft law and adoption of law about State Budget of Ukraine (decision about local
budget); 7) taking decision about local budget exclusively according to requirements
of Budget Code of Ukraine or law about State Budget of Ukraine (including as to
composition of budget in the part of inter-budget transfers, incomes and expenses of
local budgets, which are taken into consideration at definition of volume for inter-
budget transfers); 8) non-infringement of requirements in Budget Code of Ukraine
about approval of state budget (local budget) with deficiency or proficit; 9) non-
inclusion of receipts from sources, if they are referred to such ones by Budget Code
of Ukraine or law about State Budget of Ukraine, into composition of special fund
at budget; 10) non-enrollment of budget incomes to any accounts, except single
treasury account (except the assets that are received by establishments of Ukraine,
which function abroad), as well as their accumulation in accounts of authorities that
control the collection of budget receipts; 11) non-enrollment of budget incomes to
budget, other than defined by Budget Code of Ukraine or law about State Budget
of Ukraine, including as a result from division of taxes and duties (compulsory
payments) and other incomes between budgets with infringement of determined
sizes; 12) making the state (local) loans, rendering the state (local) guarantees
according to requirements of Budget Code of Ukraine; 13) not taking the decisions
that cause to excess of limit volumes for state (local) debt or limit volumes to render
the state (local) guarantees; 14) non-placement of temporary free budget funds
with infringement of requirements in Budget Code of Ukraine; 15) prohibition for
establishment of extra-budget funds, opening the extra-budget accounts to place
the budget funds; 16) non-infringement of procedure or periods for submission,
consideration and approval of estimates and other documents that are used during
fulfillment of budget, as well as approval of indices in estimates, which are confirmed
by calculations and economical substantiations; 17) observance of procedure or
periods for submission and approval of passports for budget programs (in case if
the special-purpose program is used in budget process); 18) observance of periods,
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established for proof of documents about volumes of budget appropriations to
managers of budget funds at low level or recipients of budget funds; 19) observance
of procedure and periods to open (to close) accounts at authorities of Treasury of
Ukraine; 20) acceptance of obligations with corresponding budget appropriations
and according to authorities, established by Budget Code of Ukraine or law
about State Budget of Ukraine; 21) observance of procedure for registration and
accounting of budget obligations; 22) non-infringement of requirements in Budget
Code of Ukraine while making the previous payment for goods, works and services
to account of budget funds, as well as observance of procedure and periods to make
such payment; 23) not making the payments to account of budget funds without
registration of budget obligations; 24) special use of budget funds; 25) observance
of requirements in Budget Code of Ukraine while making the expenses of state
budget (local budget) in case of untimely adoption of law about State Budget of
Ukraine (untimely taking decision about local budget); 26) not rendering the credits
from budget or return of credits to budget according to requirements in Budget
Code of Ukraine; 27) making the loans in any form by budget establishments
or granting the credits from budget by budget establishments to legal entities or
natural persons according to Budget Code of Ukraine; 28) not making the expenses,
crediting the local budget, which shall be carried out from another budget; 29) non-
infringement of requirements in Budget Code of Ukraine as to allocation of assets
from reserve fund of budget; 30) non-infringement of requirements, established
to application of budget classification; 31) inclusion of authentic data into reports
about fulfillment of state budget (local budget), annual report about fulfillment
of law about State Budget of Ukraine (decision about local budget), as well as
observance of procedure and periods for submission of such reports; 32) observance
of requirements, established to run accounting and to compose reporting about
fulfillment of budgets; 33) observance of procedure and periods, established for
submission of financial and budget reporting or budget establishments, as well
as submission of such reporting in full; 34) provision with conformity of data,
provided in financial and budget reporting of budget establishments, accounting
data; 35) inclusion of authentic data into reports about performance of passports
for budget programs (in case if the special-purpose program is used in budget
process), as well as observance of procedure and periods for submission of such
reports; 36) issue of regulatory legal acts that do not reduce the receipts to budget or
increase its expenditure part in contrary to the law; 37) making expenses to keep a
budget establishment; 38) observance of procedure for disclosure and availability of
information about budget, etc.

One of the ways to provide with the combination of interests at all entities of these
relations is the construction of the hierarchy of those interests at the legal regulation
of inter-budget relations. Taking this fact into consideration, the main criteria to
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establish the limits for the satisfaction of interests at state Ukraine that really have
the higher place in the hierarchy of interest are budget interests of its administrative
territorial units and local self-government, which shall not be restricted.

The realization of public interest in budget legal relations has certain restrictions.
We mean the restriction of its realization through the expression of will. According
to Art. 69 in Constitution of Ukraine the people’s expression of will is carried
out through elections, referendum and other forms of direct democracy. Thus, it
is not allowed to perform the referendums about draft laws on issues about taxes,
budget, and amnesty (Art. 74 in Constitution of Ukraine). The possibility for
realization of public interest in budget legal relations through elections seems to
be doubtful. There are only “other forms of direct democracy”, which traditionally
include different meetings, forums, public discussions, demonstrations, addresses
of citizens, rarely — not peaceful forms (starvation in protest against something,
strikes, picketing, rebellions, etc.). It is rather problematic to refer these forms to
the forms for the realization of public interest in budget legal relations. There is the
question: how is the public interest realized in relations, which are considered? In
our belief, the people (despite the fact that according to Art. 5 in Constitution of
Ukraine it is a carrier of sovereignty and the single source of power in the state)
is not able really to realize the public interest in budget legal relations, thus, its
realization relies namely on public power authorities.

It is believed that public budgeting is also about assigning responsibility for
accomplishing the results intended by the executive and legislative actors that
ultimately set the budget. Budgets are generally executed by individuals in large
bureaucracies (Lee, Johnson, Joyce, 2013: 2). But such a statement is somewhat
erroneous or too narrow, given that individuals as such are not subjects of budget
legal relations. When we call individuals among subjects, they mean officials
— budget funds managers, heads of budget institutions, acting on behalf of the
institution and solely in the public interest. In general, budget execution is a function
of executive power, not individuals.

5 Conclusions

The public interest of public power authorities in budget legal relations is the main
reason if not all but most legally significant actions in the sphere of the budget at
national and local levels.

In our opinion, the public interest of public power authorities in budget legal
relations establishes the connection of these authorities with natural persons and
legal entities of different legal forms, hereby such connection is mediated by budget
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(as a legal category, i.e. the act about budget that grants certain authorities to receive
the incomes and to make the expenses by corresponding bodies and establishments;
as an economical category as it is the fund of assets that are practically spent,
in particular, to keep concrete establishments, to pay out salaries, pensions) and
defines the subject of budget law, which are the relations, related to budget activity.
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Abstract

The article presents public governance instruments used to fulfill respective
functions of the state. At the same time, attention is drawn to the fact that what
matters is not only the instruments but also governance methods in which the
same are used, which is why an attempt is made in the article to make reference
mainly to the issues related to performance budgeting. However, guidelines on
how to improve this tool should not overshadow the main conclusion, namely that
citizens can be confident about the quality of tools used in Poland. Consequently,
efforts should be made to further improve them, but they should be adapted to the
realities of a given country as there is nothing more erroneous than to apply models
that, admittedly, work out worldwide but can be in no way incorporated into Polish
social systems and into Polish traditions, habits and culture. Furthermore, solutions
developed for the purposes of one country may prove not only effective locally, but
also usable elsewhere. A good example would be the Polish recipe for maintaining
GDP growth rate during the crisis, which Europe can learn from.
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1 Introduction

Poland is one of the CEE countries which, for the last 28 years, have been
undergoing a quite systematic process of transitioning from centrally-controlled
economy to free-market economy. As part of the institutional changes taking place,
the economic structure has also been changing, and the social and economic policy
has been faced with newer and newer challenges. The recent crisis of 2007-2008
showed that the tools chosen in Poland to stimulate and stabilize the social and
economic growth are bringing the expected outcomes. Poland was one of the few
EU countries, and of the few countries in general, to record an economic growth
of ca. 3% GDP in the period of 2009-2010. The condition of public finance in the
period analyzed was improving quite systematically and the government quite
smoothly (and with no negative effect for public finance deficit and for public debt)
was implementing consolidation packages which, as proven over time, helped lay
the solid foundation for the Polish economy.

Considering the evolution of indicators reflecting the fiscal policy, it is important
to establish whether and in what way these were promoted not only by relevant
decisions but also by methods of public finance management supporting the
decision-making process. Consequently, one of the main goals of the article is to
evaluate one of the institutional solutions applied in Poland to ensure efficient,
smooth management of public funds that is performance budgeting. Several years
into the implementation of this solution, it is worth reflecting on it and drawing
conclusions from the measures adopted by the Polish government.

The article presents a comparative analysis of performance budget definitions,
and the new trends emerging in the contemporary discourse on public governance
methods. The analysis was applied to publications on this topic as part of the
purposive sampling of literature. The fundamental differences and similarities
between the traditional and performance-based public finance management are
discussed. A thought experiment method is also used as part of the iterative process
of the analytical method and logical construct. To that end, stress conditions are
identified as defined in the performance-based budget development — both in the
context of threats and opportunities, by constructing relevant logical sequences
between the gaps and possibilities to use correlations presented therein, as part of
corrections of the logical process.

2 Management by Objectives as a Tool Used in Public Sector

For decades now, experts and economists have been analyzing and debating on
the public spending efficiency, especially the efficiency of the distribution role of
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the government. These debates have been conducted both internationally and in
Poland. Eminent researchers develop various methods to demonstrate the efficiency
of public transfer sector or lack thereof, due to bad governance method or bad
choice of instruments used by the public finance sector. In Poland, the discussion
on the quality of public transfers, especially of the public spending, has been on
for at least several decades now, pointing out, each time, to the ever-topical need
to improve the efficiency of public spending both from the state budget and from
other entities comprising the public sector. The eternal question that proposes itself
is how to measure this efficiency and how to set the yardstick for such efficiency?
Should this yardstick be the scale of expenditure transferred to the economy, as this
way we can, indirectly, increase consumption and make it grow faster, or directly,
stimulate the growth in the desirable direction, which thus reduces the range of
poverty or the scale of social exclusion, among others? Or maybe the efficiency of
public spending should be measured out in public goods provided, their quality or
even by the citizens’ satisfaction level?

With dilemmas presented this way, one cannot talk solely about the quality of public
goods as the only priority. After all, they are funded from taxes, the amount of which
undoubtedly impacts the economic growth, which was discussed more broadly in
the first part of the article. What are the tools for measuring this efficiency then? If
we take a close look at international solutions, obviously the practice of efficiency
measurement is a widely-established phenomenon, and one that is intensely
developed as methodological progress is achieved and knowledge in that domain
grows. For example, in 2015 (OECD, 2011: 140), OECD formulated the so-called
quality-of-life index, which refers to several major elements indicating the role of
government, and the indicators of importance for this issue. Such perspective on
the issue corresponds to the fundamental dilemma of “what is the government’s
purpose”?

There is a widely accepted paradigm that the government acts for and for the benefit
of citizens, in order to, among other things, balance social differences, eliminate
poverty, satisfy the basic needs of the citizens who live on its territory (and of those
living abroad), as well as to ensure the sense of security (optimizing the satisfaction
level). In this context, when defining the efficiency of public spending, we first and
foremost refer to the standards of living of our citizens both in economic terms and
in terms of satisfying the basic social needs and ensuring security (Barro, 1996: 29).
Considering the top-down solutions such as the indicator suggested by OECD or
other commonly applied quality-of-life indicators, and bearing in mind that these
are very synthetic, highly generalised aggregates, a question presents itself of how
to reach the due level of accuracy of analysis, when moving from the category of
spending, which is defined in respective classification items, and how to refer to
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those aggregates? In this context, a number of instruments are available to evaluate
the quality of respective spending items in the mid- and long-term, including
performance budget (EC, 2002: 45), which, in the past several decades, has been
the object of many publications, numerous studies and expert evaluations, as well as
many discussions, monographs and polemics.

At the same time, a question arises, to which OECD is trying to find an answer, by
conducting in 2016 another analytical and comparative study: is the performance-
based budget and its other equivalents in respective countries of the world still being
developed or not. In this context, it is worth looking at Polish experiences to check
whether this tool is applied in Poland. Without getting too much into details, though
respective stages related to performance budget may be considered successful, one
can say that central-level performance budget has been developing dynamically in
Poland since 2006 when the Polish government decided to implement it (Postuta,
2012: 68). An assumption was made that Poland’s accession to the European Union
was a good time to change the instruments of efficient management and to join the
trend of modern management of EU funds which — in line with the standards set out
by the European Commission — are accounted for in an innovative manner referred
to as performance-based. This means that specific spending items have a clearly
defined use for which they can be spent, the purposes they are meant to achieve, the
milestones (work schedule — often a multiannual one), with the achievement of both
impact and output indicators (and thus the achievement of objectives) contributing
to the possibility of spending and accounting for the money.

Though the performance-based budget is a tool used by many countries worldwide,
it is actually difficult to find a clear definition of what it is, both in the scientific
nomenclature and in international studies (Robinson, 2013: 14). However, we
can assume that the term “performance budget/planning” means, simply put, an
institution consisting in planning the state budget expenditures by referring them to
relevant tasks and sub-tasks, objectives and metrics (Jong, 2016: 4). It is a cutting-
edge method of managing public funds by objectives that are adequately concretized
and prioritized to achieve specific results, i.e. to complete tasks measured by a
defined system of metrics.

State expenditure planning with the use of performance budget helps obtain answers
to the following questions:

1. What tasks are executed by respective holders of budget parts in the state
budget?
2. What expenditure does the state earmark to respective tasks?

3. What objectives are to be achieved by earmarking expenditure for specific
tasks?
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4. What effects (results) are to be achieved by the accomplishment of the
intended objectives?

5. To what degree have the intended objectives been achieved thanks to the
expenditure undertaken?

Answers to these questions are hard to obtain using the traditional state expenditure
planning.

Performance budget is an institution that has been applied and proved effective
in the practice of many countries (among which the United States and New
Zealand), including European Union member states (e.g. the United Kingdom,
The Netherlands, France, Germany, Slovakia). Poland is clearly drawing on those
solutions and experiences (e.g. France) (Postuta, 2011: 68). Some CEE countries, as
of today, declare to have a performance budget in place, while it only means they
have a defined catalog of budget classification, including a division of tasks, but it’s
hard to say they literally have a full-scale performance budget (Ruskowski, 2011:
84).

Performance budget also has other advantages, namely:

— It is based on multiannual performance planning and ensures integration of
multiannual financial plans with the state’s formal strategies, thus drawing
on financial planning methods in place in the European Community (e.g.
New Financial Perspective 2007-2013, multiannual financial framework,
annual budget of the European Communities), and it enables implementing
the Lisbon Strategy and updating the Convergence Programme;

— It enables consolidating the public expenditure incurred both from the state
budget and from other sources (e.g. EU funds, national special purpose
funds);

— It enables planning public expenditure relating to the implementation of
inter-ministry performance programs;

— It makes it easier to maintain a low budget deficit, which represents one of
the requirements for meeting convergence criteria;

— It increases and broadens the transparency of public finance, in particular,
it ensures full disclosure of the intended and actual use of public funds in
the form of budget expenditure and expenditure financed from state special-
purpose funds and from EU funds;

— It increases the transparency of the public spending recognized in the budget
law;

— It enforces budgetary control over what is important for the efficiency of
public spending;
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— It enforces strict public finance discipline as regards the implementation of
the budget law and the implementation of public finance entities’ financial
plans;

— It supports the process of good governance of public funds, which represents
the fundamental principle of finance in the European Union.

3 Solutions Used in Polish Work on Performance Budget

In Poland, the first attempts at introducing performance budget were taken by local
government entities (among others Krakow, Lublin, Szczecin, and Poznan in the
1990s). Meanwhile, at the central level, the process of introducing performance
budget was initiated in 2006 at the Chancellery of the Prime Minister, where the first
methodology of performance budget was developed, and the model of performance
budget was prepared for some budget parts (i.e. for part 28 — Science and part 38
— Higher education). The areas and entities covered as well as the performance
budget methodology were systematically broadened and improved as part of the
implementation process, which has been coordinated by the Ministry of Finance
since 2008.

It has been assumed that the objective of phase I of the work would be to implement
a budget referred to as presentation or performance budget (according to the three-
level OECD classification, it is level one). In this model, the expenditure structure
is presented based on performance, usually as a supporting document for legally
binding acts, which helps increase the transparency of public spending and improve
the quality of the debate on the state-wide spending policy. At the same time,
efficiency information can be used, as an aid, in managing public finance as the
information and management functions complement each other. Meanwhile, at
further implementation stages, efficiency information is expected to be developed
towards the so-called performance-informed budgeting, which enables direct
support for allocation decisions taken as part of the budget process and mid-term
planning (Marcel, 2012: 34).

Assumptions as to objectives and as to major stages of performance budget
implementation are reflected in the adopted legislative solutions, introduced
with the Act of 27 August 2009, on Public Finance, and Act of 27 August 2009
— Implementing measures to Act on Public Finance, and then specified in greater
detail in the implementing measures (Postuta, 2009: 84). The Law on Public
Finance defines the concept of the so-called “performance-based” presentation
while specifying the place, role, scope (in terms of areas and entities) of
performance budget in the public finance system. Meanwhile, relevant regulations
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of the Minister of Finance define the methodology of performance-based
budget planning, performance-based budgetary reporting and the principles of
performance-based budget implementation recording (Stankiewicz, 2010: 45).
It should be emphasized that the provisions of the Law on Public Finance, which
regulate respective elements of performance budget system, became effective
gradually, as per time schedule provided for in the implementing measures. The
last ones to take effect, as of 1 January 2013, were the legal provisions relating to
the assessment of public spending efficiency and effectiveness, which regulate the
overall control of the Minister of Finance as regards efficiency and effectiveness of
performance budget implementation as well as supervision and control of holders of
respective budget parts over efficient and effective implementation of performance
plans based on objective achievement metrics (Owsiak, 2011: 68). Hence, the first
budget year which saw a full application of performance budget mechanisms —
planning (including consolidated ones), recording, reporting as well as control and
supervision mechanisms — was 2013.

The adopted work schedule for performance budget implementation process
enabled a gradual improvement of the solutions adopted, taking account of
suggestions and recommendations formulated both by budget holders directly
engaged in the process and by the Supreme Audit Office (O’Keefe, Simunic, Stein,
1994: 67). Particularly significant recommendations were also formulated in final
reports from two far-reaching reviews conducted by OECD experts (Performance
Budgeting in Poland. An OECD Review of 2011 and Public Governance Review
(OECD, 2011: 26). Poland. Implementing strategic-state capability of 2013),
where high appreciation was expressed for what had been achieved so far in the
area of performance budgeting. The actions undertaken were oriented to increase
transparency, cohesion, quality, usability, and comparability of data on public
spending efficiency and effectiveness, as acquired through performance budget.

When joining the European Union in 2004, Poland was aware that transfers
received from that community would bring great benefit to the Polish economy.
In addition, they also contributed a new model of public spending, the so-called
management of European funds by objectives (Ortowski, 2010: 124). Therefore,
this spurred reflection on whether to apply similar principles of spending to all
expenditures of the public sector in Poland and marked the beginning of official
work on implementing performance budgeting in the government administration.

The principal factors that were necessary for Poland when taking the decision to
implement performance budgeting included:

— Support from Parliament and government for the performance budget
implementation process;
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— Building a team with the strong determination to carry out the necessary
reforms;

— Financial resources necessary to prepare public administration employees and
decision-makers for the implementation and use of performance budgeting.

If public funds are spent, they should be earmarked for specific tasks which need to
be completed, and concrete results of the completion of those tasks are anticipated
(Cohen, 2008: 88). If the expected results are not met, then it must be examined
why this happened and conclusions must be drawn for the future — this is the proper
spending management. Such an assumption was most correct. One fundamental
error was committed, however. The term “performance budget”, as is well known,
corresponds, first and foremost, only to a selected strictly “financial” aspect of
public sector functioning. Indeed, the budget is associated exclusively with financial
funds and refers neither to the efficiency of operations, nor to the results achieved,
and it is directly handled by financial services.

Such positioning of work on performance planning can be seen as the source of
trouble with understanding the appropriate function of the reform being undertaken.
If we compare the public finance sector to the private sector, in the private sector the
preparation of strategic documents, their evaluation and drawing conclusions from
this process are the responsibility of specially appointed business units, directly
reporting to a Management Board Member. Financial departments take part in such
a process, but without the leading role as to the shape of the whole document. To a
great extent, such rule should be reflected in the public sector. However, a decision
was made to delegate the process of management by objectives in the public sector
directly to budgetary units rather than strategic ones. This was one of the greatest
ailments in the first years of performance budget implementation in Poland.

The accounts of those taking part in the first Polish experiences, where performance
budget was first applied at the local level (it was in the city of Krakow) show that
the assumptions were similar already from the beginning (Marczewski, 2012:
21). Those responsible for performance budget implementation at the government
administration level did not opt to change the name, despite this concern. This,
unfortunately, caused a shift in the emphasis of this budgeting method towards a
budget that is associated solely with a breakdown of money intended to perform
tasks. This imperfection, initiated in the beginning, was repeated when the process
of budget implementation in the government administration sector started, when
the responsibility for the functioning of this tool was placed, first and foremost,
on budgetary units, which, obviously, went beyond the specifics of their work. Of
course, throughout the period of performance budget implementation in Poland,
which involved a great number of seminars and expert opinions, there were
attempts to convince competent units at ministries, central offices and agencies,
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that performance budget is a tool formulated to enable them to use it in the
decision-making process rather than only for the financial and accounting purposes
(Mielcarz, 2012: 60). Undoubtedly, this had also its advantages as, in many cases,
those coordinating and taking an active part in budget negotiations, and those
managing those units had a chance to get a deeper understanding of the essence
of the matter for which funding was provided, while, previously, the amounts of
that funding had been planned primarily based on historical trends and data. Better
efforts were made to understand the use of funds for which demand was reported,
if, in parallel, a consideration was given to the objectives and metrics of respective
budget tasks. However, ultimately this could not replace the expertise input of line
units competent for the control, supervision, and evaluation of respective public
tasks, as well as for strategic planning in those areas (Franek, 2010: 6). Admittedly,
this way of involving competent units, for example, those at ministries, came later
at a mass scale, but ultimately it has come to be quite a widespread, unquestionable,
thorough, systematic and reliable practice of the holders of all budget parts.

First and foremost, efforts were made to increase the degree of integration of
performance budget with the development policy, and the degree of integration
of internal management systems and instruments with the performance budget.
To combine responsibility for public finance management (as resulting from the
Public Finance Law) with responsibility for initiating, formulating, as well as
implementing and coordinating Council of Ministers policy (as defined in the Law
on Government Administration Divisions), while maintaining the constitutional or
statutory independence of respective supreme public authorities and audit, judiciary
and security institutions, was the aim of detailed changes regarding the principles
of laying down the performance structure (that of budgetary tasks, subtasks and
measures), defining objectives or identifying the measures of their completion. Work
on fine-tuning the system for measuring the degree of completion of objectives
defined as part of performance budget (system of metrics) was another major
element in this respect. In order to improve the quality of the measurement system,
starting from the planning process for 2013, a procedure was introduced whereby the
Minister of Finance would assess, ex-ante, the completion and compliance of metrics
for a given budgetary year with standards and methodological guidelines.

Secondly, with an aim to satisfy information and analytics needs related to the
assessment of public spending efficiency and effectiveness in the context of the
possibility of using efficiency information in support of allocation decisions, efforts
were also made to connect both classification perspectives of budget planning
(performance-based and traditional one) — by integrating financials at the level
of “budgetary task — division and chapter of budget classification”, and to ensure
stricter correlation between planning results and expenditures, and thus the budget
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holders’ accountability — for example by introducing a principle that at the stage of
preparing materials for the Multiannual State Financial Plan, objectives and metrics
for budgetary tasks and subtasks are defined, and the values of metrics are adapted
to full compliance with the level of budgetary allocation of funds in accordance with
the budget law for a given year.

Thirdly, work was also undertaken to ensure the necessary assistance, and integration
of IT processes supporting performance-based budgetary reporting and planning at
the Trezor platform. Ultimately, these processes should enable the integration of all
budgetary processes into one IT system.

A fourth area involved training activities, which were strictly entwined with the
adopted further stages of the implementation process. Initially, they focused on
the aspects relating to performance budget concept and methodology. However,
as time went by, the increasingly greater emphasis was placed on the development
of knowledge, skills, and attitudes which make it possible to use data from the
presentational model of performance budget to manage units and assess the public
spending efficiency and effectiveness and to monitor and evaluate public tasks.

Table 1 features the main stages of work on performance budget implementation in
Poland, as presented by the Ministry of Finance.

Table 1 Information on Main Stages of Work on Performance Budget
Implementation in Poland

Period Legal solutions Expected result (products)

2006: the following duties introduced in the Public

Finance Law: Explanatory memorandum for the 2007 budget bill
Budget holders’ duty to provide a performance- — performance budget model for 2 budget parts, i.e.
based presentation of expenditure in the explanatory part 28 — Science and part 38 — Higher Education

2006-2007" memorandum for the budget bill Explanatory memorandum for the 2008 budget bill
Council of Minister’s duty to present task performance —expenditure of 67 budget holders, recognized
information to the lower house of Polish Parliament in 82 budget parts, broken down into tasks and
(Sejm) as part of the reports on the implementation of subtasks

the state budget

2009: new Public Finance Law adopted:
Performance-based presentation defined

A duty introduced to present a performance-based
consolidated expenditure plan (inclusive of state
budgetary units, state special-purpose funds, executive | Performance-based explanatory memoranda

agencies, state legal persons and public finance for the budget law — for respective years (from
institutions (pl. instytucje gospodarki budzetowej) in the | the explanatory memorandum for 2013 onwards,
explanatory memorandum for the budget bill these have been prepared as a consolidated

A duty introduced to provide a performance-based presentation)

2008-2010 presentation of the information on expenditure Performance-based information on the
implementation, in reports on the implementation of the | implementation of expenditure in respective years.
state budget Performance-based budgetary planning
A duty introduced to provide a performance-based methodology set out annually in a regulation of the
presentation of multiannual programs in the budget law | MoF on detailed method, procedure, and deadlines
Delegations for the Minister of Finance to define for developing materials for the budget bill.

by regulations: the performance-based planning
methodology, performance-based budgetary
reporting, and principles performance-based budget
implementation recording.
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2012: entry into force of the duties as regards
performance-based budget reporting and performance-
based budget implementation recording

2013: entry into force of legislation as regards:

Overall MoF’s control over the efficiency and

effectiveness of performance-based budget Performance-based explanatory memoranda
implementation for budget bills — for respective years (from the
Supervision and control by holders of respective explanatory memorandum for 2013 onwards,

budget parts as regards efficiency and effectiveness of | these have been prepared also as a consolidated
the implementation of performance-based plans based presentation)

on objective completion metrics Performance-based information on the
Methodological efforts focused on, among other things: | implementation of expenditure in respective years.
si Linking performance-based budgetary planning with Performance-based summary semi-annual reports
ince 2010 / . X . X .
strategic planning and with the Law on Government on the implementation of expenditure from the
Administration Divisions (objectives set by competent state budget and EU budget and financial plans of
ministers at the task level) state special-purpose funds, executive agencies,
fine-tuning the performance-based expenditure state legal persons and public finance institutions.
classification — by linking it with the Law on Performance-based budgetary planning
Government Administration Divisions and the methodology set out annually in a regulation of the
traditional budget classification (at the level “task— MoF on detailed method, procedure, and deadlines
division/chapter”) for developing materials for the budget bill.

fine-tuning the metrics system (among others, thanks to
the procedure of their prior vetting by MoF, introduced
from planning for 2013 onwards)

linking performance-budget system with budget
holders’ other management systems

*In 2008, the responsibility for the process of performance budget implementation was taken over
by the Ministry of Finance.

Source: Own elaboration based on data provided by the Ministry of Finance.

Taking account of the complex and multi-aspect nature of performance budgeting
introduction as part of which it was necessary to work out and then implement legal,
systemic and technical solutions regarding planning, accounting, reporting as well
as supervision and control over efficiency and effectiveness with the involvement
of budget holders of all levels, external experts, and the necessary resources, it was
decided that this process would be divided into several phases over many years,
using the financial support from EU funds. To that end, two system projects were
pursued, co-funded by the European Social Fund, as part of Operational Programme
Human Capital, Priority 5 Good Governance, Measure 5.1 Enhancing the capacity
of the government administration, Sub-measure 5.1.2 Implementing performance-
based finance management system. Apart from the above-mentioned systemic
measures, the projects also provided for training, information and promotional
measures to support the institutional, analytical and competitive capacity of budget
holders, and for preparing the employees in question adequately for fulfilling the
new tasks. Indeed, ensuring that the employees involved in the process have the
skills, motivation, and awareness of the significance of the changes being introduced
is one of the key success factors.
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4 Successes and Failures of Implementation Efforts

What was the first success of the Polish work on performance budget, or the first
product of the budget implementation process? These were elements already
included in the explanatory memorandum for the 2008 budget bill; namely, the
document contained information on performance budget for two budget parts,
i.e. 28. Science and 38. Higher education. This was no random choice since, as
mentioned before, immense knowledge was undoubtedly needed to carry out the
whole process; knowledge and experts assisting budget holders at given ministries
in preparing the explanatory memorandum for the budget law from a performance-
based perspective.

In 2006, attempts were made to implement performance-based budget not only at
the Ministry of Science and Higher Education. Such an attempt was made also at
the Ministry of Agriculture and Rural Development, and at the Ministry of Health,
but it failed, at least when it comes to the 2007 budget law. However, this was not
time wasted as appropriate conclusions were drawn from the experiences of those
two ministries, including the identified risks that arose and materialized in this case
at those ministries. These conclusions served to prepare, the next year, that is in
2007, a performance-based explanatory memorandum for the budgetary legislation
for 2008, for as many as sixty-seven budget holders, and these expenditures were
recognized in eighty-two parts. Tasks and subtasks were identified as part of this
spending envelope. This undoubtedly required huge amount of work, including
work on building the awareness of performance budget advantages, as well as
discussions and arguments that the implementation of that tool would bring
indisputable benefits to each budget holder.

As often mentioned in international reports, it is of great importance to reach the
adequate decision-making level to support this process. For Poland, such position
was the Secretary of State at the Chancellery of the Prime Minister, who was directly
responsible for the performance budget implementation process and performed all
operations involved in the process. Once performance budget implementation was
moved to the Ministry of Finance, the National Coordinator for Performance Budget
was the equivalent of that position. At the time the first results were obtained, as
reflected in the explanatory memorandum for the budget law for 2008, several other
elements were also noticed and it was understood that time is needed to implement
the provisions in the Public Finance Law to fully implement this tool (Jong, Hardt,
2012: 16). Consequently, as part of the ongoing work on a brand new Public Finance
Law, a few new regulations were implemented and proposed to fully describe
performance budget in terms of its structure, scope, responsibility, evaluation. This
was one of the best ideas on how to sanction the whole process, and to convince
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those still in doubt that the performance budget implementation process would not
end with a pilot project, or with the presentational aspect, but it would have further
consequences in the coming years, and thus one should prepare for it in a proper
and systemic manner.

Another success in performance budget implementation is having included, as
one of the appendices to the budget law itself, a performance-based breakdown of
multiannual programs. In 2010, a performance-based breakdown of multiannual
programs was compiled for the first time, which was presented in the 2011
budget law. Indeed, in accordance with Art. 102 of the Law of 27 August 2009
— Implementing measures for the Public Finance Law, investment projects that
are recognized in the breakdown of multiannual investment projects enclosed
as appendix to the 2010 budget law, and whose completion date is set after 31
December 2010, became multiannual programs as of 1 January 2011.

Another thing that can be called a major success is having developed and
implemented an application program making it easier to prepare performance-
based materials for the budget law. Initially, this program was called BUZA.
It was commissioned by the Minister of Finance and contained the currently
applicable principles of performance budget preparation. It was also adapted to
the fact that budget holders came from three different levels. As time went by and
as performance-budgeting developed in Poland, an attempt was made to make the
application program compatible with the IT system whose operation is still a work
in progress. As part of that work, a program extension was developed for the Trezor
IT system used for state budget management. This way, the Minister of Finance
aims to ensure, in future, the integrality of both budgetary systems.

However, performance budget in Poland has not been all success — a few failures
that happened can also be indicated. Probably one of the biggest ones was to include
the performance budget in the explanatory memorandum to the budget bill. Even
though performance budget elements are contained in the law itself, performance-
based state expenditures are still presented in the explanatory memorandum for the
bill.

Another thing that can be indicated as a failure is a lack of the link and of the full
integration of the traditional budget with the performance budget. Though many
regulations have already introduced performance budget to the daily practice of the
holders of budget parts, full awareness and integration of those budgets have not yet
been achieved. Nevertheless, looking back, it can be concluded that an IT system
that takes account of both budgetary systems would solve many problems faced by
budget holders.
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5 Performance Budget Implementation in Poland — Sources of
Funding for Project

Performance budget preparation and implementation required large financial
outlays, as evidenced by many international experiences. Out of concern for the
condition of public finance in Poland, co-funding from EU funds for this task was
envisaged. The costs of the reform relating to performance budget implementation
were estimated in 2006 by the Chancellery of the Prime Minister at the time
Operational Programmes were being prepared and negotiated with the European
Commission. Operational Programmes were approved by the decision of the
European Commission. An action plan for the years 2007-2008 was prepared for
parts of Sub-measure 5.1.2 “Implementing performance-based finance management
system” to be implemented as part of Measure 5.1 “Enhancing the capacity of the
government administration” of the Operational Program Human Capital, Priority 5
of OP HC, approved on 5 December 2007 by the OP HC Managing authority, acting
pursuant to a recommendation from the OP HC Monitoring Committee included in
the resolution no. 4 of the Monitoring Committee of 21 November 2007.

When embarking on measures related to performance budget implementation
in 2008, it was planned that all of first- and second-level budget holders and
5% of those at the third level would receive support in their work on preparing
a performance-based budget. Work was completed on laying down the terms of
cooperation between the Intermediate Body (Chancellery of the Prime Minister)
and the Beneficiary (Ministry of Finance) on implementing system projects as part
of Measure 5.1 “Enhancing the capacity of the government administration” of the
Operational Programs Human Capital — a memorandum of understanding was
signed between General Directors of both institutions.

The Action Plan envisaged that projects worth, in total, ca. PLN 234,137,000 would
be implemented in the years 2008-2015, including “Support for performance
budget preparation and implementation at the central level” (worth, in total, ca.
PLN 70,488,000); “Staffing and technical support for main budget holders in
the process of performance budget implementation” (worth ca. PLN 83,258,000)
and “Performance budget implementation by all budget holders” (worth ca. PLN
80,391,000).

As part of the first project, “Support for performance budget preparation
and implementation at the central level”, measures funded in 2008 included
remuneration for professional and support staff at the Ministry of Finance —
salaries and performance allowances, 40.5 people in total; 19 work stations were
equipped for the purposes of work on performance budget and implementation of
EU projects; training was held for MoF staff; an international conference promoting
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performance budget was organized; expert opinions and analyses were prepared,
for example, on the applicable legal regulations in force, to identify the regulations
that need to be amended in order to implement multiannual performance planning;
on international experiences with the implementation and development of annual
and mid-term planning and multiannual performance planning; on monitoring and
evaluation of budget implementation as regards priority tasks (“efficiency audit”),
on design assumptions for the IT System to support an efficient public finance
management using the tools created by performance budget.

As part of “Staffing and technical support for main budget holders in the process of
performance budget implementation in the years 2009-2015”, staffing support was
provided, further workstations were equipped and many training courses for main
budget holders were held.

As part of the third project, “Performance budget implementation by all budget
holders”, 2008 saw activities such as methodology training on performance
budgeting, multiannual and strategic planning for employees of selected second-
and third-level budget holders; further expert opinions were prepared: as regards
the definition of priority tasks, implementation of an indicator-based system for
monitoring and evaluation of top-priority public tasks.

6 Conclusions

The future of performance budget in Poland remains an open-ended issue, while
the present debates and discussions, as well as actions and decisions, often
call into question even the fundamental foundations of the work to date, in the
search of new, more optimum solutions. It’s worth emphasizing that many major
issues related to performance budgeting are also regularly called into question in
OECD countries. There is a constant quest for the best methodological solutions
to maximize usability and increase the functionality of this tool in public finance
systems of respective nation states. OECD is conducting comparative research
(survey) consisting of running questionnaires to analyze the practical application
of this tool worldwide. Research and analytical activities in this respect are also
being performed by the European Commission, as evidenced by the last conference
dedicated to the performance budgeting method (among others, for the purposes of
European Commission’s budget planning) held in the first half of 2016.

Since 2016, the current Polish government has been announcing a budget system
reform, starting from the budget planning process for 2018. However, the discussion
of this reform mostly focuses on spending reviews, giving less and less attention
to performance budget. When structuring the 2017 budget, performance budget
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still remains a presentation instrument, sometimes discussed at the Parliament
(mostly at the sessions of Sejm committees), and some other times at the Council of
Ministers level.

There was one more method that could have undoubtedly streamlined the
performance budget implementation in Poland. It could have happened at the time
the first results, i.e. the ability to define objectives, were being implemented and
accomplished. What should have been done back then is the instruments already
functioning in Poland, used by the administration of various levels to increase
or assess the public spending efficiency, should have been reviewed. Indeed, few
people realize that such tools were functioning, let alone on what principles this was
done. For example, not many citizens know that the state subsidizes inter-voivodship
train transport, in some voivodships, with amounts in the order of PLN 580M a
year, and even fewer people are aware that the carrier who receives that money
must meet specific punctuality and safety indicators as well as many others. If it
fails to, it is liable to a penalty. Therefore, it’s a typical mechanism of management
by results or management by objectives — meaning that we pay for a service, but
if a service is of a lesser quality, the service provider pays a penalty. This is a
classical element that is in place in the private sector. However, it turns out that it
is also in place in the Polish public sector, and this is but one of many examples.
Consequently, the element that was overlooked when implementing performance
budgeting in Poland was to identify such solutions that already function, and
integrate them with performance budget, or at least, indicate to the administration
that such mechanisms exist and work very well. This would have been, undoubtedly,
a good spur for full implementation of an integrated and compatible system for the
efficiency assessment (public spending evaluation). Indeed, if we have performance
tools enabling management by objectives, in some areas, then, undoubtedly, they
could be also implemented in further spheres of state functioning.

Another aspect of such an approach would be to intensify practices vying for the
limited public funds based on the operating results achieved. A textbook example of
that would be the United Kingdom introducing, in early 1980s, a model of selective
scientific research funding, the role of this system being not only to allocate
resources, but also to impact the efficiency as a means of communication (for
signaling needs and expectations) between the providers of funds, higher education
institutions and those being educated (Owsiak, 2008: 66).

The implementation of the above solutions could, obviously, involve developing
a set of standards for public services (and development of benchmarks for their
provision) that could be negotiated and mutually worked out during public debates
(including public consultations on the budget), evaluating the level at which those
standards are met, and, consequently, strengthening the function of social choice
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towards optimization of goods provided by the state (which are, in many countries,
presented in the so called citizens charts — a set of guidelines on civic society’s
expectations on how the administration should deliver public tasks).

In consequence, the implementation streamlines the management process, thus
increasing the efficiency of resource allocation. Considering that, on the local
level, there exists more direct communication with the community of a local
administrative division, the message sent by the latter to its citizens (voters) on the
efficiency of its operations, is more clear. If it doesn’t efficiently manage its funds,
political opponents will be quick to notice it — in the coming elections. Consequently,
in those administrative divisions, much more often than at the central level,
management is by objectives and by result planning, even though it’s not expressly
referred to as performance budget. Therefore, it would probably suffice to create
some legal instruments to sanction it both at central and local level. It is necessary,
then, to introduce responsibility for the results achieved, and for the objectives
achieved, and a method to ensure relevant mid- and long-term accountability. It
is also important to make the bonus and reward system dependent on the results
achieved, while not fully relying on its functioning, considering the objectively
inevitable risks that can materialize (e.g. risk of results being manipulated, external
circumstances of the activities undertaken etc.).

This is also corroborated by OECD research. One of the basic problems faced
by the public sector is to attract highly skilled individuals with leadership skills
to accept the challenge of managing an immense scale of public funds, and of
implementing public tasks. Public sector managers cannot be given a simple
objective that is measured by a profitability ratio. For public sector managers, profit
means having achieved a higher citizen’s satisfaction level and having improved
quality of life and sense of security indicators, depending on the sphere in which we
operate. Consequently, these objectives are still a challenge. Of course, the question
remains of how to evaluate, on the performance basis, the efficiency of respective
expenditures, or the efficiency of investment projects, which shall be discussed in
detail further in the paper.
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Last decades budget expenditure planning in the Russian Federation transferred
from line-item budgeting to performance budgeting. The basis of multiannual
financial planning was laid in the Russian Federation by the Concept of budget
process reforming in the Russian Federation in 2004-2006 approved by the
Government of the Russian Federation Budget Code provides budgeting for next
fiscal year and a two-year planned period. However, the process of transition was
hard. Russian authorities had to use the international experience of budget planning.
So the aim of the paper to discover some approaches to performance budgeting with
help of comparative legal studies.
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1 Introduction

Last decades budget expenditure planning in the Russian Federation transferred
from line-item budgeting to performance budgeting. Budget Code provides
budgeting for next fiscal year and a two-year planned period. However, the process
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of transition was hard. Russian authorities had to use the international experience
of budget planning. So the aim of the paper to discover some approaches to
performance budgeting with help of comparative legal studies.

2 Performance Budgeting in Medium-Term Financial Planning

The basis of multiannual financial planning was laid in the Russian Federation by
the Concept of budget process reforming in the Russian Federation in 2004-2006
approved by the Government of the Russian Federation (Act no. 249/2004). Earlier
in the post-Soviet period, budget planning had other approaches. By the beginning
of the reform, Russian budget law provided for neither multiannual budget planning
nor estimation of budget expenditure results. There were the next problems:

a) the mid-term financial plans were developed for annual budget cycle only;
budget expenditures were planned just for next year. The budget legislation
did not define sums and structure of budget appropriations allocated to
budget administrators,

b) the budget expenditures were calculated by adjusting (indexing) of recent
year expenditures. Budget Code of the Russian Federation did not prescribe
mechanisms of budget resource redistribution. We did not have clear criteria
and procedures for selection of funded directions in accordance with the
priorities of state policy,

c) there was no clear formulation of budget expenditure objectives as well as
criteria for estimating of budget administrator results.

The main purpose of the conception was the introduction of conditions for the most
efficient management of the state (municipal) funds in accordance with the priorities
of state policy. The essence of the reform was to shift the budget process from
“management of budgetary resources (expenditures)” to “management of results”;
to enhance responsibility and to expand the independence of budget administrators
in the framework of medium-term objectives.

Russian authorities offered the following directions of the reform:

a) to reform the budget classification of the Russian Federation and the fiscal
accounting in accordance with international financial reporting standards,

b) to divide budget into existing obligations and accepting (new) obligations,
¢) to improve medium-term financial planning,
d) to introduce performance budgeting,

e) to streamline procedures for drafting and adopting of law on budget.
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The core of the new organization of the budget process should be the concept of
“performance budgeting in the medium-term financial planning” widely used in
the world. In other words, the main purpose was to increase the horizon of financial
planning and to introduce program-objective methods of budget planning.

Some guidelines of the reform were based on the international experience of budget
reforms. According to the Russian financial authorities, a number of budgetary
and legal institutions were affected by international standards adopted by the
International Monetary Fund, the World Bank and the Organization for Economic
Co-operation and Development (Artukhin, 2012). In relation to the introduction of
multi-annual financial planning and performance budgeting, the Concept stated that
one of the main elements of budget reforms undertaken in the last decade in most
developed countries was the transition to medium-term budget planning. A budget
cycle begins with a review of previously approved in the previous budget cycle main
parameters of the medium-term financial plan, with analysis of changes in external
factors and conditions, with substantiation of changes in the main budget indicators
of the planned year as well as updating the budgetary projections for the next years
of the forecasting period.

The Authors of the reform proposed introducing of mentioned approach into the
Russian practice of budget planning. The budget for the next fiscal year should
become a part of the mid-term (three years) plan that was annually updated. On the
one hand, this system ensures the continuity of the state policy and predictability
of budget allocations; on the other hand, it allows making transparent annual
adjustments in accordance with the policy objectives and the conditions of their
achievements.

2 Stages of Reforms

The purposes of the reform were implemented in stages. Firstly, Russian authorities
started the transition to the multiannual budget. The Federal budget for 2006
became the first budget formed within the three-year financial plan. It was the basis
for the drafting of fiscal policy for the next three-year budget.

The budget legislation provided for the transition to drawing up a three-year budget
in 2007 when the Parliament of the Russian Federation amended the Budget Code.
The amendments to the Budget Code of the Russian Federation provided for the
annual drafting and adopting of the federal budget for 3 years (the next financial
year and two-year planned period). That rules should ensure continuity and
predictability of fiscal policy, contribute to the sustainability of the budget system
of the Russian Federation, improve the reliability of budget expenditures, and make
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the state contracts for 3 years or for the whole period of implementation of the long-
term objective programs (investment projects).

The basis of budget planning consisted of the method of “sliding three-year
budgeting”. In such conditions, earlier adopted budget expenditures for second
and third years of the three-year period become the basis of the next year budget.
Actually, the Russian budget legislation reflected provisions adopted in Art. 9 of
the Council of the European Union Directive 2011/85/EU of 8§ November 2011
on requirements for budgetary frameworks of the Member States that prescribes
providing for the adoption of a fiscal planning horizon of at least 3 years.

Adopting projections for second and third years of the planned period did not
mean a ban on their adjustment in the next budget cycle. However, these changes
should not worsen the position of the main budget administrators and recipients of
budgetary transfers. These provisions of Russian budget legislation meet Art. 9/2b
of the Directive 2011/85/EU prescribed that medium-term budgetary frameworks
shall include procedures for establishing of projections of each major expenditure
and revenue item of the general government for the budget year and beyond, based
on unchanged policies.

Thus, the “sliding three-year budgeting” ensures, on the one hand, the stability and
predictability of the budgetary projections and, on the other hand, the possibility of
their amending in case of changes, restructuring expenditures, the implementation
of new priorities of the budget policy. In order to increase budget sustainability,
the Budget Code introduced “conditionally adopted expenditures” (5% of the total
expenditures) that not distributed among main budget administrators and articles of
budget classification for the planned period (second and third year of the three-year
period). These rules allowed to create a reserve in case of an unexpected decline
of incomes or to use the “conditionally adopted expenditures” for making new
obligations in the next budget cycle.

Mentioned budget rules about “sliding three-year budgeting” were indispensable
just for the federal budget. Regional and local authorities of the Russian Federation
have the choice between adopting of their budgets for 3 years or for the next
financial year (with the drafting of the mid-term financial plan).

3 Implementation of Reforms
Implementation of the performance budgeting was more problematic. Earlier

Russian budget legislation provided for line-item budgeting. Financial authorities
drafted budgets by indexing of previous year budget expenditures. There were

266



Performance Budgeting and Medium-Term Financial Planing in the Russian Federation

no estimations of budget expenditure effects. Because of the reform, the main
instruments of budget planning should be federal objective programs and
departmental objective programs.

The federal objective programs had an inter-sectoral nature. They should be adopted
by the Government of the Russian Federation and include a large investment,
scientific-technical and (or) structural projects requiring a long period of realization.
The departmental objective programs are intra-sectoral. They are adopted by
special executive authorities. The Budget Code of the Russian Federation provided
for these types of programs. They were used in the budget planning. However,
currently, the federal objective program was renamed into the state program of the
Russian Federation.

Nowadays the state programs should, in particular, contain the objections and
priorities of the state policy; the list and characteristics of the main activities to
achieve the state program objections with timelines for their implementation and
expected results; the main measures of the legal regulation aimed at achieving
the objections and (or) the expected results of the state program; the information
about the objection indicators of the state program broken down by years of its
implementation, information about financial provision of the state program funded
by the federal budget (details by the main budget administrators, by federal
objection programs and by the years of the state program implementation).

By present time, the Government of the Russian Federation has adopted the
Procedure for development, implementation and estimation of effectiveness
for state programs of the Russian Federation (Act no. 588/2010), the list of state
programs of the Russian Federation (Act no. 1950-R/2010). The Ministry of
Economic Development has approved the Methodological recommendations for the
development and implementation of state programs of the Russian Federation (Act
no. 582/2016). Now we have 42 state programs of the Russian Federation.

The law on the federal budget for 2014 and for planning period of 2015 and 2016
became the first budget approved in the context of state programs. It contained an
exhibit that breaks down expenditures by state programs. Nowadays performance
budgeting is implemented at the regional level with the methodical support of the
Ministry of Finance. Despite the gradual implementation of multi-annual financial
planning and performance budgeting in Russian budget law, the reforms are
continuing.

The President of the Russian Federation drew attention to the fact that the planning
of socio-economic development and budget planning still remain insufficiently
coordinated. The tasks of socio-economic policy and the results of their
implementation are still considered separately from the budget policy. There is no
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clear system for estimating of budget expenditure effectiveness. The state programs
did not become means for the formulation and implementation of state policy in long
term. Many programs demand to increase budgetary financing without identifying
financial sources. Some programs have been adopted in several variants that differ
both on planned results and on amounts of funding. The task of transition to long-
term budget planning is not solved. The Government of the Russian Federation has
not approved long-term budget strategy that should determine the cost framework
of the state programs in connection with the forecast of the main budget parameters
(Act no. 13/07/2013, on budget policy in 2014-2016).

The Program of the Government of the Russian Federation on increase of budgetary
expenditures efficiency for the period until 2012 (Act no. 1101-R/2010, on Program
of the Government of the Russian Federation on increase of budgetary expenditures
efficiency for the period until 2012) drew attention to the fact that strategic planning
remained to be poorly linked with budget planning. In this regard, one of the main
tasks was to draft mechanisms aimed at ensuring better integration of strategic and
budget planning as well as at monitoring of achieved stated objectives. Actually,
in the Program, Russian authorities took into account the provisions of documents
adopted by international organizations. For example, according to the Art. 2/1/2
of the Code of good practices on fiscal transparency (Act of the International
Monetary Fund, 2007) the annual budget should be realistic and should be prepared
and presented within a comprehensive medium-term macroeconomic and fiscal
policy framework. Fiscal targets and any fiscal rules should be clearly stated and
explained. In fact, these tasks were prescribed by the mentioned Program.

Last year the Government of the Russian Federation adopted the Program for
an increase of public (state and municipal) finances management efficiency for
the period until 2018 (Act no. 2593-R/2013). The Program shows some unsolved
problems in budget planning, including:

— the absence of regulated procedures for drafting, studying and using of
socio-economic development forecasts in the budgetary process and in the
drafting of state strategic planning documents;

— despite the program structure of the federal budget for the year 2014 and
for the planning period 2015 and 2016, the Government of the Russian
Federation did not take into account achievement of state program objectives
in the planning of budget appropriations;

— the issues of state program efficiency are not essential in the drafting of the
federal budget:

— the absence of an integral system of strategic planning and weak linkage
between the strategic and budget planning;
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— the uncertain relations and lack of coordination between various objective
program means;

— the incompleteness of formation and limited practice of state (municipal)
programs as the main instrument to achieve the objectives of the public
(municipal) policy as well as the basis for budget planning,.

The Program suggests the following solutions:

— todefine all directions of the state (municipal) policy only in the framework of
state (municipal) programs. At the same time, strategic planning documents
should define the main directions of the policy as well as requirements for
the state (municipal) programs;

— to draft the Budgetary strategy of the Russian Federation for the period until
2030 that should determine budget expenditures for the state programs on
the basis of main budget parameter forecast. The President of the Russian
Federation prescribes to the Government of the Russian Federation
to complete the development of the budgetary strategy of the Russian
Federation for the period up to 2030 in a short time as well as to amend
the long-term forecast of socio-economic development if it is necessary (Act
no. 13/07/2013, on budget policy in 2014-2016). This suggestion meets the
requirements of Art. 9/3 of the Directive 2011/85/EU that demands so that
projections adopted within medium-term budgetary frameworks shall be
based on realistic macroeconomic and budgetary forecasts.

Russian scientists express the same opinion. They say that the problems related
to the performance budgeting due to the objectives of budget expenditures are
formulated outside the budget process in the course of budget administrator activity.
In addition, detailed plans of economic and socio-economic development (national
economic plans) (three years, five years, and others) are not published.

The mechanism of drawing up such plans in the Russian Federation was lost with
the dissolution of USSR and the State Planning Committee of the USSR (Komyagin,
2011). By now, the Ministry of Economic development of the Russian Federation
has adopted the Forecast of long-term socio-economic development of the Russian
Federation for the period until 2030. Based on this document in accordance with
the requirements of the Budget Code of the Russian Federation the Ministry of
Economic development drafts a forecast of socio-economic development of the
Russian Federation for the next financial year and two-year planning period. In its
turn, this forecast is the economic basis for drafting a budget for the next financial
year and two-year planning period. In addition, the Government of the Russian
Federation has adopted the Concept of long-term socio-economic development of
the Russian Federation for the period until 2020 (Act no. 1662-R/2008).

269



Aleksei G. Paul

4 Conclusions

The last decade the Russian Federation made serious steps in the transition to
medium-term financial planning on the basis of performance budgeting. The federal
budget is adopted for the next financial year and two-year planning period with
breaking down by state programs. At the same time, there are problems related to
the correlation between mid-term financial planning and socio-economic planning,
to the estimation of program implementation. These problems should be solved by
continuing reforms in the field of the financial sector.
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This contribution deals with the analysis of the activity of control and accounts
bodies (CAB) in the subjects of the Russian Federation. Based on the results of
monitoring the data published at the official websites of the CAB and using the
method of comparative legal analysis, the Author makes an attempt at assessing the
activity of CAB in terms of openness, studies the issues in the legal regulation of
their activity, reviews available feedback mechanisms and the forms of protection
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1 Introduction

In this article the Author presents the results of monitoring the official websites of
control and accounts bodies of the subjects of the Russian Federation concerning
control exercising by civil society institutions over the activities of the CAB
(Control and Accounts Bodies) of the subjects of the Russian Federation, and also
the feedback mechanisms use.

On the basis of the methods of systematic, comparative legal analysis and
monitoring, the study of normative regulation of activities of control and accounts
bodies of constituent entities of the Russian Federation is made; the conclusions
about the openness of CAB activities of the RF subjects and forms of protection and
representation of interests of civil society in the implementation of financial control
are formulated.

2 Analysis of Constitutional Norms

The principle of the primacy of the good of the people formulated by Cicero
and proclaimed in Roman law — Salus populi suprema lex esto — has undergone
a significant transformation and has received various incarnations both in the
legislative systems and the real power mechanisms of modern states. And if at
the initial stages of statehood it was implemented in the activities of parliaments
designed to represent the will and interests of the people, later with the development
of democratic institutions, it became a universal principle of the activity of public
authorities and found its normative consolidation in the constitutions of modern
states.

Thus, the Constitution of the Russian Federation (adopted by popular vote on 12
December 1993) proclaims: “A person, his rights, and freedoms are the highest
value. Recognition, observance, and protection of human and citizen’s rights and
freedoms is the duty of the state” (Constitution of the Russian Federation, Art. 2).
In the Constitution of Lithuania, it’s stipulated that “institutions of power serve
people” (Constitution of Lithuania, Art. 5). The Constitution of the Republic of
Poland of 2 April 1997 declares that this state “shall be the common good of all its
citizens” (Constitution of the Republic of Poland, Art. 1) and that it is “a democratic
state ruled by law and implementing the principles of social justice” (Constitution
of the Republic of Poland, Art. 2).

Unlike Eastern European states, Russia has a federal structure and two levels of
public authority — the federal and the constituent entities of the Russian Federation,
for which general principles for the organization of a system of public authorities

272



Public Interests Provision in the Activities of Control and Accounts Bodies...

and local self-government have been established in clause “n” Art. 72 of the
Constitution of the Russian Federation.

Being applied to the control and accounts bodies of the subjects of the Russian
Federation, which are the object of close scrutiny by representatives of the science
of financial and budgetary law, the principles for their organization and activities
are set forth in Act on the general principles of organization and operation of
control and accounting bodies of the subjects of the Russian Federation and
municipal entities (Act 6-FZ/2011, Art. 903). Among them, there’s the rule of
law, objectivity, effectiveness, independence, and transparency. And although the
principle of ensuring and protecting the interests of society in this federal law is
not directly stipulated, the legislator has fixed a number of mechanisms ensuring its
implementation. In the next section, the examples are presented.

3 Principle of Transparency in Activity of Control Bodies

Let us begin with securing the principle of transparency in the activities of
control and accounting bodies of the constituent entities of the Russian Federation
(Hereinafter referred to as CAB of the subjects of the Russian Federation) which
involves two components:

1) informing the public about the main activities and results of the control and
accounting body,

2) exercising control by civil society institutions over the activities of the CAB
(Control and Accounts Body) of the subject of the Russian Federation, the
use of feedback mechanisms from the facility to the subject of management.

First, the public is informed of the results of its activities in the following ways:

— by providing the final (annual) and current reports of the state and municipal
financial control authorities to the bodies that formed them and other
authorities;

— by publishing the reports on the results of inspections, as well as information
on taking measures to eliminate the identified violations (except for
information containing confidential information, access to which is limited
by the current legislation) in mass media;

— by legislative consolidation of the procedure for publicizing the results of
control.

In the legislation of the constituent entities of the Russian Federation, guarantees are
provided for the implementation of the principle of transparency. Thus, in Art. 22
of the Krasnodar Krai Law on the Control and Accounts Chamber of the Krasnodar
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Territory it is established that the Control and Accounts Chamber annually in the
first quarter of the year following the reporting year submits a report on its activities
to the Legislative Assembly of the Krasnodar Krai. The report of the Control and
Accounts Chamber is published in the media or published on the official site of the
Control and Accounts Chamber on the Internet only after it has been considered by
the legislative assembly of the territory.

The Control and Accounts Chamber, in order to provide access to information
about its activities, places on its official website the Internet and publishes in its
official publications or other mass media information about the monitoring and
expert-analytical activities carried out, the violations detected during their conduct,
submitted applications and prescriptions, as well as decisions and measures taken
on them.

Publication of information on the activities of the Control and Accounts Chamber
in the mass media and posting on the Internet is carried out in accordance with the
legislation of the Russian Federation, the legislation of the Krasnodar Territory and
the regulations of the Control and Accounts Chamber.

Similar provisions are contained in (Act On the Control and Accounts Chamber of
Moscow Region, Part 3.1-6 of Art. 23). This article also establishes that the Control
and Accounts Chamber publishes an Information Compendium of the Control and
Accounts Chamber of Moscow Region, which is its official information publication.
The information collection of the Control and Accounts Chamber of the Moscow
Region is issued quarterly in an electronic form and posted on the official website of
the Control and Accounts Chamber on the Internet.

The annual report on the activities of the Control and Accounts Chamber is subject
to official publication by the Control and Accounts Chamber in the newspaper
“Daily News. Moscow Region” and the Information Collection of the Control and
Accounting Chamber of the Moscow Region (Antroptseva et al.: 2016).

Second, exercising control by civil society institutions over the activities of the
CAB (Control and Accounts Body) of