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INTRODUCTION

1.1 In 1980, following a recommendation by the Public Accounts Committee (PAC),
the Government agreed to present an annual statement to Parliament giving details of
the Budget of the European Communities (EC Budget).

1.2 This Statement is the twenty-eighth in the series. It describes the EC Budget for
2008 as adopted by the European Parliament; and sets out details of the United
Kingdom’s gross and net contributions to the EC Budget over the financial years 2002-
2003 to 2007-2008, together with estimates for 2008-2009 to 2010-2011, and over the
calendar years 2002 to 2007, together with an estimate for 2008. It also includes details
of recent developments in EC financial management and the fight against fraud.

European Community Finances 2008 3






The Budget
Process

The Financial
Perspective
2007-2013

THE 2008 EC BUDGET

2.1 The annual EC Budget is established by the budgetary authority, which consists
of the Council of Ministers and the European Parliament.

2.2 The annual Budget procedure usually begins in May, when the Commission
proposes a Preliminary Draft Budget (PDB) for the following year. On the basis of the
PDB, the Council makes amendments and establishes its own Draft Budget in July. This
is passed to the European Parliament for its first reading, which is concluded in
October. The Budget then returns to the Council in November for the Council’s second
(and final) reading. The European Parliament makes its second reading in December,
after which it adopts the Budget.

2.3 The Council has the final say on the amount and structure of compulsory
expenditure, which is defined as expenditure necessarily resulting from the Treaty
establishing the European Community or from Acts adopted in accordance with it.
Compulsory expenditure amounts to approximately 35.2% (payment appropriations) of
the Budget, of which the Common Agricultural Policy (CAP) is the largest part. The
European Parliament has the final say on all other non-compulsory expenditure (i.e. the
remainder of the Budget).

24 Since 1988, the annual Budget has been set within a multi-annual expenditure
framework known as the Financial Perspective (FP). The 2007-2013 FP sets out annual
expenditure ceilings for six broad categories!, which the budgetary authority must
respect when it determines the Budget. The expenditure ceilings are set in terms of
maximum commitments, i.e. legal expenditure obligations entered into during the year,
which will lead to payments either that year or in future years.

25 The European Council reached agreement on the FP on 17 December 2005,
under the UK's presidency of the EU. As part of this agreement, the European Council
also agreed the following:

e to increase expenditure on research and development by at least 75%
by 2013;

e anumber of technical changes to simplify the management of the Structural
and Cohesion Funds in the poorer Member States;

e to reduce ceilings for commitments for CAP pillar one (market support and
direct payments) by 5.7%, as agreed at October 2002 European Council;

e to stabilise expenditure on CAP pillar two (rural development) at current
levels, but allow Member States to transfer up to a further 20% of their CAP
pillar one allocations without the need for co-financing or minimum
spending requirements;

e that spending on freedom, security and justice should rise by 15% a year
over the period; and

I Sustainable Growth; Preservation and Management of Natural Resources; Citizenship, Freedom, Security and Justice; External
Actions; Administration; and Compensations.
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e that 90% of the overall external assistance budget should be official
development assistance, and the European Development Fund (EDF)

should remain outside the EC budget.

2.6 The European Parliament subsequently approved the expenditure side of the
FP, with some modifications, which was formalised in an Inter-Institutional Agreement
(ITA) between the Parliament, the Council and the Commission in April 2006. The IIA

made some changes to the agreement reached in December 2005, including?2:

e an overall increase of €1.9 billion (£1.3 billion) above the December
agreement, representing 0.22% of the total budget. This increase is divided

between headings;

e recognising the need for budget discipline, the Flexibility Instrument
remains set at €200 million (£147 million) per annum over the 2007-2013

period; and

e introducing measures aimed at increasing budget discipline, such as the

certification of national accounts by Member States.

Following agreement on the IIA, the total budget was set at €864.3 billion (£586.3
billion) in 2004 prices, equivalent to 1.05% of EU Gross National Income over the period
2007-2013. The following table shows the breakdown of commitments by policy

heading over the period 2007-2013, as agreed in the IIA.

Commitments IIA  Total 2007-2013
Total 2007-2013, As share of
€ billion! budget
la. Competitiveness for Growth and Employment 74.1 8.6%
Ib. Cohesion for Growth and Employment 308.0 35.6%
2. Preservation and Management of Natural Resources 371.3 43.0%
Of which market related agricultural expenditure and
direct payments 293.1 33.9%
3a. Freedom, Security and Justice 6.6 0.8%
3b. Citizenship 4.1 0.5%
4. The EU as a Global Partner 49.5 5.7%
5. Administration 49.8 5.8%
6. Compensation 0.8 0.1%
Total 864.3 100.0%

'In 2004 prices

2 An explanation of the exchange rates used throughout this statement can be found in the glossary on pages 35-39
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2.7 On the revenue side, the European Council agreed that:

e the rate at which VAT payments are made is fixed at 0.3% of each Member
State’s GNI, except for the following countries, for the period 2007-2013:

Member State VAT payment rate
Austria 0.225%
Germany 0.150%
Netherlands 0.100%
Sweden 0.100%

e for the period 2007-2013, Netherlands and Sweden would have their annual
GNI contributions reduced by €605 million (£412.4 million) and €150 million
(£102.3 million) respectively;

e the UK abatement would remain; and

e by 2013, the UK abatement would be calculated on all allocated expenditure
in the EU15% and all CAP direct payments, market support and European
Agricultural Guidance and Guarantee Fund (EAGGF), Guarantee section in
the EU124. Other expenditure in the EU12 would be progressively excluded
from the abatement calculation according to the following schedule:

Year Share of expenditure in EUI2 to be excluded
2007 0%

2008 0%

2009 20%

2010 70%

2011 100%

2012 100%

2013 100%

Note: Budgeted in the year shown but refers to the previous year’s abatement calculation as the
abatement is paid a year in arrears.

2.8 During the period 2007-2013, the additional contribution from the UK would
not, in 2004 prices, be higher than €10.5 billion (£7.2 billion) by comparison with the
application of the current Own Resources Decision (ORDs). This amount is subject to
adjustment in the case of future enlargement.

2.9 The European Council also invited the Commission to undertake a
comprehensive review of the EC Budget, both expenditure (including the CAP) and
resources (including the UK abatement), and to report in 2008-2009. At that time, the
European Council could take decisions on any issue covered by the review. This Review
would also be taken into account in the preparatory work for the next FP (see Box 2.1).

3 EUI5: Member States as at 30 April 2004
4 EU12: Member States that joined on | May 2004 and those that joined on | January 2007.

5 See glossary for further details relating to the ORD of September 2000, which took effect from | January 2002
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Box 2.1: EC Budget Review

The December 2005 European Council invited the Commission to undertake a comprehensive
review of the EC Budget, both of expenditure (including the CAP) and of resources (including the
UK abatement), to report in 2008-2009. The Commission launched a public consultation on the
EC Budget in September 2007 with its publication, ‘Reforming the Budget, Changing Europe’.!

The UK strongly welcomes the budget review. It is an important opportunity to reform the EC
Budget so that the EU is better equipped to meet the challenges of the 21st century. The UK’s
response to the consultation is set out in the publication ‘Global Europe: vision for a 2|st century
budget’.2

The EC Budget has an important role in supporting a number of collective EU priorities, but it is
essential that resources are used more effectively. Three principles can help guide us towards a
modern EC Budget:

e EU value-added — the EU should only act where there are clear additional benefits from
collective efforts, or ‘EU added value’, compared with action by individual Member States,
either individually or in co-operation;

e Proportionality — where EU-level action is appropriate, it should be proportionate and
flexible. VWe must recognise the limits of budgetary intervention. EC budget expenditure
is just one of a number of policy levers, alongside coordination, sharing best practice, and
legislation or regulation. In addition, the full range of financing options should be
considered, including both grant and loan finance;

e There must be sound financial management at all times, including the highest
standards of financial control and independent audit, and greater focus on delivery of
outcomes in programme design and evaluation. It will be important to maintain budget
discipline.

In the UK’s view, the EC Budget needs fundamental reform to address the key challenges that
matter to EU citizens.

According to the UK’s budgetary principles EU funds should be reoriented to three priority areas:
|. Building a prosperous Europe within a strong global economy

e Supporting EU Member States’ efforts to make the transition to high value added
economies, with resources focused on those with the greatest transition to make,
thereby helping to create jobs and prosperity.

e Making future enlargements a success by helping candidate countries to prepare for
accession and further supporting their economic transition following accession.

e Complementing Member States' efforts to strengthen knowledge, research and
innovation, to ensure the EU has the skills and expertise to compete in a low carbon
global economy.

I http://ec.europa.eu/budget/reform/index_en.htm

2 http://www.hm-treasury.gov.uk/documents/international_issues/global_challenges/int_global_vision.cfm
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e Building the capacity of developing countries to respond to new market
opportunities.

2. Addressing the challenges of climate change

o Supporting well-targeted research, development, demonstration and deployment of
low carbon technologies, adding value to national programmes to help enable the
EU to lead in the technologies of the future, maximising the opportunities for jobs
and growth and avoiding the worst impacts of climate change in a cost-effective
way.

e Supporting EU Member States in honouring their commitments on climate change.

e Supporting investment in research and monitoring, to help EU Member States to
adapt to the unavoidable impacts of climate change.

e Helping developing countries to reduce their greenhouse gas emissions and
assisting the most vulnerable communities to adapt to the unavoidable impacts of
climate change.

3. Ensuring security, stability and poverty reduction

e Supporting the building of strong, effective relations with all neighbouring countries
and promoting reform, stability and growth in those countries.

e Enabling the EU to develop greater capability to deliver civilian assistance to conflict
zones at every stage, ranging from the threat of instability, to potential conflict
itself, through to post-conflict stabilisation, recovery and reconstruction.

e Helping to ensure that EU borders are safe and effective and that migration flows
are managed efficiently and fairly both within the EU and beyond.

e Supporting joint working to confront terrorism and cross-border crime.

e Facilitating ever-greater dialogue and cooperation between Member States on
common challenges.

e Showing global leadership in efforts to reduce poverty across the world, in
particular in low-income countries, and with a renewed focus on realising the
Millennium Development Goals, tackling climate change and protecting natural
resources.

Spending on Pillar | of the CAP should be phased out. And against the backdrop of climate
change, payments under a reshaped Pillar 2 of the CAP should be focused on delivering
environmental benefits to society that would not otherwise be secured from the market.

Structural and Cohesion Funds will continue to be an important mechanism for targeted
redistribution towards less prosperous Member States. Consequently Structural Funds in
the richer Member States should be phased out. Given that aim, the priority should be that
standard ‘cohesion for growth’ funding is no longer available to richer Member States.
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10

conducted

Consistent with the budgetary principles, EU policies in the fields of transport, natural resource
protection, civil justice and citizenship should continue to receive targeted EU budget support.

Improvements to the design and administration of spending programmes should be considered to
ensure that outcomes are achieved effectively and efficiently. The highest standards of financial

control and independent audit are necessary, alongside continuing budget discipline.

The Budget Review must be genuinely fundamental, strategic and ambitious — and should be

outward-facing, flexible EU we need to meet the challenges and opportunities of globalisation.

openly, creatively and from first principles, with the aim of helping achieve the

2.10 This is the first agreement of a FP for a European Union that now comprises 27
Member States. It represents a good deal for the European Union and for the UK, not
least in its continuing commitment to the principle of the UK abatement:

in line with principles of sound public expenditure management,
expenditure as a share of EU GNI will fall from 1.10% (commitments) in 2007
to 1.00% in 2013, the lowest level in twenty years, and will be limited budget
growth to 13% in real terms over the period 2007-2013, consistent with the
Union’s budgetary needs;

it provides for a fundamental review of all aspects of the budget, with
a Commission report in 2008-2009 on which Council can take
immediate decisions;

the UK abatement remains in full on all expenditure in the EU15, and on
CAP market expenditure everywhere in the Union. Expenditure on
economic development in the new Member States will gradually be
disapplied from the abatement calculation from 2009, but the abatement
will still be worth more in the 2007-2013 FP than between 2000 and 2006;

it completes the transition to full Structural and Cohesion Fund allocations
for the new Member States, resulting in a seven-fold increase in spending
compared to 2004-2006;

it provides for an abatement that rises in value while the size of the budget is
declining. This means that for the first time, the UK is contributing roughly
the same as France and Italy; and a process exists to lead to the necessary
reform of the CAP; and

compared to 2006, it provides for at least a 75% real terms increase in
expenditure on research and development by 2013.

2.1l The revenue side will be taken forward through a new ORD, which was agreed at
the ECOFIN Council of 7 June 2007. The ORD now has to be ratified by all Member
States. Ratification in the UK was undertaken by means of primary legislation

(European
Act, which

Communities (Finance) Bill), amending the 1972 European Communities
received Royal Assent on 19 February 2008 (Box 2.2 provides more details).

All Member States are required to complete ratification by 31 December 2008, with the
changes having retrospective effect from 1 January 2007.
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Box 2.2: Own Resources Decision (ORD) (Council Decision of 7 June 2007:
2007/436/EC, Euratom), amending the arrangements for the financing of the annual
budget of the European Communities (EC Budget)

The new ORD agreed by the Council of Ministers on 7 June 2007 amends the current
arrangements for VAT-based contributions by reducing the maximum call-up rate to 0.3%,
thereby increasing Member States’ residual contributions based on GNI.

For the period 2007 to 2013 only, a reduced maximum rate of call on VAT-based contributions is
introduced for Austria, Germany, the Netherlands and Sweden (the Netherlands and Sweden at
0.1%, Germany at 0.15%, Austria at 0.225% compared to the general rate of 0.3%).

For the period 2007 to 2013 only, gross reductions in GNI contributions are introduced for the
Netherlands (€605m per annum) and Sweden (€150m per annum).

The new ORD provides for the retention of the correction mechanism in favour of the UK (the
abatement), along with the reduced financing of the correction benefiting Germany, Austria,
Sweden and the Netherlands. However, after a phasing-in period between 2009 and 201 |, the UK
will participate fully in the financing of the costs of enlargement, except for agricultural direct
payments and market-related expenditure, and that part of rural development expenditure
originating from the EAGGF Guarantee Section.

The new ORD will need to be adopted or ratified by all Member States in accordance with their
own constitutional requirements before it can enter into force. It will take effect from | January
2009 retrospective to | January 2007.

If any Member State fails to ratify the new ORD by 31 December 2008 then the current ORD
(Council Decision of 29 September 2000: 2000/597/EC, Euratom) continues to operate until such
time as the adoption process is completed, with the new ORD then coming into force on the first
working day of the month following the date of notification of the final adoption or ratification,
retrospective to | January 2007.

UK ratification of the ORD was undertaken by means of the European Communities (Finance) Bill
which received Royal Assent, and became the European Communities (Finance) Act on 19
February 2008.

The Act has two sections as follows:
Section |

Section | provides that the new Own Resources Decision shall be added to the list of Community
Treaties in section 1(2) of the European Communities Act 1972, thus allowing payments made by
the United Kingdom pursuant to the Decision to be charged directly on the Consolidated Fund
under section 2(3) of that Act.

Section 2

Section 2 repeals the European Communities (Finance) Act 2001 since the wording of section
1(2)(e) of the European Communities Act 1972 substituted by section | of the Act supersedes
that substituted by the 2001 Act.

The various Parliamentary Stages of the European Communities (Finance) Bill were as follows:

European Community Finances 2008 1
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The 2008 2.12

previous years’ Budgets are provided in Tables 1A and 1B (page 45).

The 2008 Budget was negotiated under the Portuguese EU Presidency. Table 2.1
Budget sets out the amounts established at each stage of the budgetary procedure, which ran
from May to December 2007, and relates these to the new FP ceilings. Figures for

Table 2.1: 2008 EC Budget

€ million!
Commitment Financial Preliminary Council’s European Council’s Adopted Budget
Appropriations Perspective Draft First Parliament Second Budget 2007!

Ceilings Budget Reading First Reading 2008
Draft Reading Draft
Budget Draft Budget
Budget

I. Sustainable Growth 57,275 57,148 56,822 57,224 56,882 57,964 54,854
2. Preservation and 58,800 56,276 55,723 56,387 55,002 55,041 55,850
Management of
Natural Resources
3. Citizenship, 1,362 1,290 1,271 1,343 1,302 1,343 1,444
Freedom, Security
and Justice
4. TheEUasa 7,002 6911 7,129 7,241 7,216 7,311 6,812
Global Partner
5. Administration 7,380 7,336 7,190 7,286 7,207 7,284 6,978
6. Compensations 207 207 207 207 207 207 445
Total 132,026 129,167 128,401 129,688 127,816 129,150 126,383
Commitment
Appropriations
Total Payment 129,681 121,582 119,410 124,196 118,562 120,347 113,846
Appropriations
Payment 1.03% 0.97% 0.95% 0.99% 0.94% 0.96% 0.95%

Appropriations as
a percentage of
Community GNI

Notes:

12007 includes all Amending Budgets
2 Because of rounding the columns totals do not necessarily equal the sum of the individual items

Sources: European Commission ‘General Budget of the European Union for the financial year’ 2008. Other EU documentation.

2.13

each of the six categories of the EC Budget are as shown in chart 2.1 (page 16).

The adopted 2008 EC Budget provides for commitment appropriations of €129.2
billion (1.03% of EU GNI) (£94.6 billion), an increase of 2.2% compared to 2007; and
payment appropriations of €120.3 billion (0.96% of EU GNI) (£88.2 billion), an increase
of 5.7% compared to 2007. The commitment and payment appropriations agreed were
within the limits provided under the FP and the ORD. The payment appropriations for

2.14 The key changes in the 2008 Budget compared with previous years are
as follows:
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Heading 1: Sustainable Growth. Expenditure in this area is aimed at
building Europe's growth potential and fostering prosperity across EU
regions. Overall commitments have been set at €58.0 billion (£42.5 billion),
around 5.7% more than in 2007. Transforming the EU economy into a
knowledge-based economy requires extensive investment in education,
research, as well as transport and energy networks. The 2008 Budget sees
commitments of: €6.1 billion (£4.5 billion) for research (up 11.0% from
2007); €997.3 million (£731.4 million) for education and training (up 9.3%
from 2007); €992.9 million (£728.2 million) for energy and transport
networks (up 16.4% from 2007); and €411.8 million (£302.0 million) for
innovation and competitiveness (up 6.2% from 2007 levels). The 2008
Budget also provides for €46.9 billion (£34.4 billion) in commitments for
fostering convergence and regional competitiveness and employment (up
3.1% from 2007), with €38.7 billion (£28.4 billion) made available through
Structural Funds and €8.2 billion (£6.0 billion) through the Cohesion Fund.

Heading 2: Preservation and Management of Natural Resources.
Expenditure in this area includes the CAP and fisheries spending, rural
development, as well as measures aiming to contribute to food quality, and a
cleaner environment. Commitments were set at €55.0 billion (£40.3 billion),
leaving a margin of €3.8 billion (£2.8 billion) under the FP ceiling. Payments
were set at €53.2 billion (£39.0 billion). Total commitments for direct aids
and market measures will reduce by 3.4% in 2008 to €40.9 billion (£30.0
billion), whilst commitments for rural development will increase by 4.5% to
€12.9 billion (£9.5 billion). Commitments for the environmental protection
programme, LIFE+, are set to increase by 10.9% to €266.9 million (£195.8
million) with a 31.3% increase in payments to €155.7 million (£114.1
million).

Heading 3: Citizenship, Freedom, Security and Justice. This area of the
budget includes migration, security, and fundamental rights and justice
expenditure. Commitments in this area of the 2008 budget are 7.0% lower at
€1.3 billion (£1.0 billion), and payments 2.3% lower at €1.2 billion (£0.9
billion), compared to 2007. Commitments for Freedom, Security and Justice
(Heading 3a) will grow by 16.7% to reach a total of €728.0 million (£533.9
million) in 2008. Commitments and payments for Citizenship (Heading 3b),
including culture, youth and public health, will reduce by 25.0% to €614.8
million (£450.9 million) and by 21.3% to €708.3 million (£519.4 million)
respectively.

Heading 4: The EU as a Global Partner. Expenditure in this area includes EC
foreign policy and international development expenditure, including
assistance to non-EU partners (apart from Africa, the Caribbean, and Pacific
countries which are funded from the off-budget EDF). Commitments are
increased by 7.3% to €7.3 billion (£5.4 billion), while payments are increased
by 10.3% to €8.1 billion (£5.9 billion), compared to 2007. The 2008 budget
sees a substantial rise in Common and Foreign Security Policy (CFSP)
commitments of 79.2% to €285.3 million (£209.2 million).

Heading 5: Administration. Expenditure in this area of the budget includes
expenditure on the functioning of the EU institutions and includes
remuneration and allowances for staff and members, pension costs, and
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Activity Based

rent and other building costs. Commitments and payments totalled €7.3
billion (£5.4 billion), an increase of 4.4% over the 2007 level.

e Heading 6: Compensation. Compensation payments are temporary
measures foreseen in accession treaties. In the 2008 expenditure in this
heading will cover the cash flow and Schengen Facilities agreed during the
accession negotiations with Bulgaria and Romania and will no longer
include payments to the EU-10. In 2008, commitments and payments will
decrease by 53.5% on the previous year to €206.6 million (£151.5 million).

Chart 2.1 2008 EC Budget - Payment Appropriations by
Budget Heading

Administration
6.1%

The EU as a Global Partner
6.7%

Compensations
0.2%

Citizenship, Freedon,

Security and Justice

1.0% Sustainable Growth

41.8%
Preservation and
Management of Natural
Resources
44.2%

Source: Commission’s 2008 Adopted Budget

2.15 Activity Based Budgeting (ABB) was introduced in 2002 to improve decision-

Budgeting making by ensuring budget allocations more closely reflect pre-defined political

Community
Revenue

priorities and objectives. Similar to Public Service Agreements in the UK, ABB requires
the EC Budget to be based on a clear justification for intervention and an evaluation of
past performance. It also requires SMART (Specific, Measurable, Achievable, Relevant
and Time-bound) objectives and future performance targets that focus on delivering
value for money for the EU taxpayer. The UK will continue to work closely with the
Commission and other Member States to improve further the implementation of ABB in
preparation for the 2009 EC Budget.

2.16 The ORD provides for four sources of Community revenue: customs duties,
including those on agricultural products; sugar levies; contributions based on VAT; and
GNI-based contributions. The first two categories are known as ‘Traditional Own
Resources’ (TOR). The VAT and GNI-based contributions are often referred to as the
third and fourth resources. A more detailed explanation can be found in the glossary.

2.17 Chart 2.2 shows a breakdown of the estimates of how the 2008 EC Budget will be
financed. Tables 2 and 2A (pages 47 - 48) show the gross contributions by Member
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State, after taking account of the UK abatement, between 2002 and 2008. The key points
to note in terms of the UK’s contribution are:

e TOR in 2008 are estimated to be around €18.7 billion (£13.7 billion), with
the UK’s share estimated at 16.6%. In 2007, revenue from this source
was estimated to be €16.5 billion (£12.1 billion), of which the UK’s share
was 17.1 %;

e VAT-based contributions in the 2008 EC Budget are shown as €19.1 billion
(£14.0 billion), with the UK’s share at 18.3%. In 2007, total VAT contributions
were €18.5 billion (£13.7 billion), of which the UK’s share was 18.4%;

e GNI-based contributions in the 2008 EC Budget are shown as €81.1 billion
(£59.5 billion), of which the UK'’s share is 16.9%. In 2007, GNI-based
contributions were €71.2 billion (£52.2 billion) with a UK share of 17.1%; and

e the estimated value of the UK’s abatement in 2008 is €5.8.billion (£4.3
billion), compared with a total abatement in the 2007 EC Budget of €5.2
billion (£3.8 billion). A detailed explanation of how the UK abatement is
calculated, and how it operates, can be found in the glossary.

Chart 2.2: 2008 EC Budget Revenue

TOR

VAT
16.1%

Source: Commission’s 2008 Adopted Budget

2.18 Chart 2.3 shows each Member State’s share of financing the 2008 EC Budget,
after taking account of the UK abatement.
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Chart 2.3: 2008 EC Budget Revenue: Percentage
Shares by Member State after abatement
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DEVELOPMENTS IN COMMUNITY
FINANCES

Expenditure 3.1 Chart 3.1 shows the developments in Community spending commitments over
2002-2006. The two most significant trends are the increase in structural operations
expenditure, which has been over one-third of the Budget since 1996; and increased
spending on internal policies and external actions, which reflects the growing focus on
policy areas such as freedom, security & justice, research & development, transport and
energy, and international assistance. Additionally, two new Budget categories were
created: pre-accession aid, agreed at the 1999 Berlin Council, to help candidate
countries prepare for enlargement; and temporary compensations, agreed at the
Copenhagen Council in 2002, to help ensure that the ten accession countries were left
no worse off financially in the first three years of joining the EU than they would have
been as Candidate Countries receiving pre-accession aid. Under the new agreement for
2007-2013 (see Chart 3.1A), Pre-Accession Strategy (Heading 7) is incorporated into
Heading 4 (The EU as a Global Partner).

Chart 3.1: Developments in Community Spending
(commitments) 2002-06 (€billion)

140
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80 -
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20 -

0 T
2002 2003 2004 2005 2006

B |. Agriculture [ 2. Structural operations
M 3. Internal policies [0 4. External action
[O5. Administration [ 6. Reserves
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3.2 Chart 3.1A shows the development in Community spending commitments from
2006 to 2008 and, for illustration purposes also includes 2006 commitments under the
previous FP converted to the 2007-2013 FP budget headings. The FP for 2007-2013
changed many of the Budget headings. The Agriculture heading became Preservation
and Management of Natural Resources. The Structural Operations heading became
Sustainable Growth, which itself was split into two subheadings: Competitiveness for
Growth and Employment, and Cohesion for Growth and Employment. Internal Policies
was split into the Freedom, Security and Justice sub-heading and the Citizenship sub-
heading. The External Actions heading was renamed The EU as a Global Partner while
also incorporating both the Pre-Accession Strategy and the Reserves headings from the
old FP.
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3.3 One noteworthy change in spending commitments over the 2006-2008 period
has been a €3.2 billion (£2.2 billion), or 40.4% increase in commitments under the
Competitiveness for Growth and Employment sub-heading (sub-heading 1a).

Chart 3.1A: Developments in Community Spending
(commitments) 2006-2008 (€ billion)
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Source: 2008 Adopted Budget

Note: 2007 includes all amending budgets; data for previous years not available according to 2007-2013 Financial
Perspective headings

34 Further details on spending in recent years are given in tables 1A and 1B (page
45). These illustrate commitments and payments for the years 2001-2006. They also
show the main spending programmes broken down by FP category.

Reform of the 3.5 The October 2002 European Council set annual ceilings on the total market-
CAP related expenditure and direct payments for the period 2007-2013, as shown in the
following table:

Ceiling for CAP market-related expenditure and direct
payments, 2007-2013 (€ million, in 2004 prices):

2007 2008 2009 2010 2011 2012 2013

43,120 42,697 42,279 41,864 41,453 41,047 40,645

3.6 In June 2003, the Agriculture Council agreed a reform package for the CAP. The
chief elements, primarily coming into force from 2005, were to decouple direct
payments from production, and to make them conditional on minimum agricultural
and environmental standards. The 2005 reform package also introduced a financial
discipline mechanism, beginning with the 2007 EC Budget, to ensure that the spending
ceilings are not exceeded.
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The UK’s Net
Contribution

3.7 The UK remains a leading advocate of further CAP reform, for example through
extending decoupling to the remaining sectors and improving market access for
developing countries.

3.8 Chart 3.2 shows the volatility of the UK’s net contribution from year to year. This
is because of variations in payments made due to the nature of the ORD; variations in
public sector receipts; and, as a result, fluctuations in the UK abatement. For further
details, refer to Technical Annex 1 (page 41-42) and the glossary table 3.1 shows the
UK’s gross contributions, abatement, public sector receipts, and net contributions to
the EC Budget for calendar years 2002-2008. The figures for 2008 are estimates; those for
earlier years are outturns. Table 3 (page 51) gives a more detailed breakdown.

Chart 3.2: Profile of UK Gross and Net Contributions
(€billion)
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Source: HM Treasury
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1)

Table 3.1: Gross payments, abatement and receipts (Calendar

Years) (Emillion)

£ million

2002 2003 2004 2005 2006 2007 2008

Outturn Outturn Outturn Outturn Outturn Outturn Estimated

Outturn

Gross payments 9,438 10,966 10,895 12,483 12,426 12,456 13,733

Less: UK Abatement -3,099 -3,559 -3,593 -3,572 -3,569 -3,523 -4,223

Less: Public sector -3,201 -3,728 -4,294 -5,329 -4,948 -4,323 -5,875
receipts

Net contributions 3,138 3,679 3,008 3,581 3,909 4,610 3,636

to EC Budget (2)

Notes:

1. Gross payment figures include TOR payments at 75% (90% prior to March 2002). The remaining 25%
(10% prior to March 2002) is retained by the UK to cover the costs of administering collection on behalf

of the European Community.

2. Due to rounding, totals may not exactly correspond to the sum of individual items.

Source: HM Treasury

3.9 UK public sector receipts in 2008, mainly from the EAGGF and the Social and

Regional Development Funds, are expected to be around £5.9 billion. The majority of
these receipts will either be paid to or used in support of the private sector, but are
channelled through Government departments.

3.10 The Community makes some payments direct to the private sector, which do
not appear in public sector accounts. These are therefore not included in tables 3 (Page
51), 3.1, 3.2 or 3.3. In 2008, these receipts are expected to be around £590 million.

3.1l The UK’s 2008 net contribution is forecast at £3.6 billion; the outturn in 2007
was £4.6 billion. The 2007 outturn figure reflects changes resulting from Amending EC
Budgets during the course of the year whereas the 2008 figure reflects only the 2008
adopted EC Budget. Amending EC Budgets in 2007 included the return of the surplus
from the 2006 EC Budget, which served to reduce Member States contributions to the
2007 EC Budget. Any surplus from the 2007 EC Budget will reduce Member States
contributions in 2008 and will impact on the UK's 2008 net contribution forecast. An
Amending EC Budget later this year will return any surplus.

3.12 Chart 3.3 shows how the UK’s net position compares with those of the other
Member States in 2005 and 2006. In 2006, the UK was one of nine net contributors to
the EC Budget. Germany was the highest net contributor, paying twice as much as any
other Member State. The UK, the Netherlands, France, Italy, and Sweden were the other
significant net contributors.
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Chart 3.3: Net Receipts/Contributions of Member
States in 2005 and 2006 (€million)
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Financial Report published in September 2007

Financial Year 3.13 The Community financial year runs from 1 January to 31 December, whereas
Transactions the UK’s runs from 6 April to 5 April.

3.14 Table 3.2 gives a breakdown of the UK'’s transactions with the European
Communities on a financial year basis between 2002-03 and 2007-08 (estimated
outturn). This table also includes plans for 2008-09 to 2010-11. Table 3.3 provides a
breakdown of UK receipts from the EC Budget over the same period.
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Table 3.2 Gross payments, abatement and receipts (Financial Years)

£ million

2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11

Outturn Outturn Outturn Outturn Outturn Estimated Plans Plans Plans
Outturn

Gross payments (1) 9,737 11,371 12,183 11,780 12,245 13,763 13,951 15,550 16,256
Less: -3,233 -3874 -3,722 -3,641 -3,560 -3,960 -4,415 -5,056 -5,021
UK Abatement
Less: Public -3,424 -4,235 -4,555 -3,750 -5,164 -5,693 -5,759 -4,429 -4,834
sector receipts
Net contributions 3,080 3,261 3,906 4,389 3,521 4,110 3,777 6,064 6,401
to EC Budget (2)
Grants received 0 -2 0 0 0 0 0 0 0
from European
Coal and Steel
Community
Payments to EC -736 -799 -697 -704 -668 -705 -781 -830 -856
budget attributed to
the aid programme
A3)
Net payments to 2,344 2,460 3,208 3,685 2,852 3,405 2,996 5,234 5,545
EC institutions
(excluding

Overseas Aid) (2)

Notes:
1. Gross payment figures include TOR payments at 75% (90% prior to March 2002). The remaining 25% (10% prior to March 2002)
is retained by the UK to cover the costs of administering collection on behalf of the European Community.
2. Due to rounding, totals may not exactly correspond to the sum of individual items.
3. For domestic/public expenditure planning purposes, part of the UK’s contribution to the Community Budget is attributed to the overseas aid
programme. The aid programme also includes payments to the EDF, not included here..
Source: HM Treasury
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Table 3.3: Public Sector Receipts from the EC Budget (Financial

Years)
£ million
2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11
Outturn Outturn Outturn Outturn Outturn Estimated Plans Plans Plans
Outturn
Agricultural 2,548 2,837 2,771 1,705 3,312 3,633 3,772 3,325 3,349
Guarantee Fund
Agricultural 2 22 30 85 53 34 51 7 12
Guidance Fund
Social Fund 501 345 692 739 449 937 1,060 578 559
Regional 359 1,017 1049 1206 1324 1,073 680 472 863
Development
Fund
Other Receipts 13 13 12 15 26 15 196 48 52
Total 3,424 4,235 4,555 3,750 5,164 5,693 5,759 4,429 4,834
Notes:

Due to rounding, totals may not exactly correspond to the sum of individual items.

Source: HM Treasury

3.15 Payments to the EC Budget are scheduled on a monthly basis, but the
Commission can ask Member States for earlier payments of VAT-based and GNI-based
contributions, and the UK abatement, to take account of the high CAP payments, which
take place in the first months of the calendar year. At the time of the calendar year 2007
Pre-Budget Report (PBR) and Comprehensive Spending Review (CSR), a draw-forward
of 1.2/12ths was estimated. A draw-forward of (2/12ths) was subsequently requested,
which meant that a total of (5/12ths) was paid in the first quarter of 2008 calendar year.
As a result, payments for the rest of 2008, which will all fall into the 2008-09 financial
year, will be lower.

3.16 UK net contributions to the EC Budget in 2007-08 are estimated to be £0.9
billion lower than they were in the PBR and CSR, while UK net contributions in 2008-09
are estimated to be £0.3billion lower. The estimates for 2009-10 and 2010-11 are,
respectively, £0.4 billion higher and £0.1 billion lower than at the time of the PBR
and CSR. These changes are primarily the result of the use of updated information on
the size of the final EC Budget for 2007 and the likely pattern of payments to the
2008 EC Budget, e.g. the drawing forward of Member States’ 2008 VAT-based and
GNI-based contributions into the first quarter of the year. For the UK, this is
partially offset by a draw-forward of the abatement into the first quarter of 2008.
Other factors include increases in estimates of contributions resulting from changes in
exchange rate forecasts.

Measuring Net 3.17 In accordance with a commitment to the PAC, Technical Annex II (pages 43-44)
Contributions explains the main differences between the Government’s figures and those which

can be derived from the European Commission report on the allocation of 2006
operating expenditure.
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FINANCIAL MANAGEMENT AND ANTI-
FRAUD ISSUES

4.1 The Annual Report and Statement of Assurance from the European Court of
Auditors (the Court) on the 2006 EC Budget were published on 13 November 2007. As
usual, the report covered the main areas of the EC Budget — own resources, agriculture,
structural funds, internal policies, external and pre-accession strategy, administrative
expenditure, and financial instruments and banking activities.

4.2 The Court reiterated its previously stated view that the key to adequate
management of the EC Budget was through sufficient, appropriate internal control
systems operated by the European Commission and Member States. The Court also
recognised the continuing efforts of the Commission in promoting and applying
improved control and management procedures identified areas of improvement, some
of which have been significant, while clearly highlighting areas of expenditure where
the situation remains unsatisfactory.

4.3 The Court noted the adoption of a substantially revised Financial Regulation,
which came into effect from 1 January 2007, and that strengthened sectoral regulations
were approved. These changes are designed to simplify systems and procedures while
strengthening controls and therefore have the potential to achieve better
implementation of the EC Budget in the coming years.

44 The Court also noted the continuing progress made by the Commission in its
important and complex task of introducing accruals-based accounting, but pointed out
that certain weaknesses persist, notably at the level of recording and processing of
information concerning pre-financing and open invoices.

4.5 The Court’s audit of the EC accounts showed, as in previous years, that they
faithfully reflect the revenue and the expenditure of the Communities for the year, and
their financial position at the year-end. However, the Court has given a positive opinion
on the reliability of the accounts, and on the legality and regularity of most expenditure.

4.6 The Court found that revenue, commitments and payments for administrative
expenditure, pre-accession expenditure, with the exception of the SAPARD programme,
and external actions, managed and controlled directly by Commission delegations, to
be free from material error. For CAP expenditure the Court once again found that where
properly applied, the Integrated Administration and Control System (IACS) provided an
effective system to limit the risk of irregular expenditure. The Court noted that in the
area of pre-accession expenditure, there were still significant risks at the level of
implementing organisations in the newly acceded and candidate countries for all
programmes and instruments. In other areas, payments were still materially affected by
errors and the Court felt that the Commission and Member States needed to make
greater effort to implement adequate supervisory and control systems in order to
address this.

4.7 The Court gave an assessment for each EC Budget sector:

e Own resources (revenue): The Court found that overall the underlying
transactions were free from material error and that the overall functioning of
supervisory and control systems audited were satisfactory. As in previous
years, the Court’s audit and the Commission’s inspections found recurrent
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problems affecting the B accounts3 in some Member States. The Court also
noted that the Commission has no effective means of ensuring that Member
States provide adequate and timely information on the calculation of the
VAT resource and should examine what can be done to remedy this. In
respect of the GNI-based resource, the Court recommended that the
Commission: a) set rules on the communication of GNI revisions, so that the
Commission and the GNI Committee are forewarned of major revisions; b)
implements a co-ordinated policy for national accounts data revisions,
including the requirements for regular benchmarking; and c) ensures that
the conclusions from control of the inventory are available early enough, to
allow the inclusion of corrected data in accounts for the financial year 2007.

CAP: The Court found CAP expenditure to be affected by errors, which,
although decreasing, remain material. Where properly applied, IACS was an
effective control system for limiting the risk of error or irregular expenditure.
The Court noted that some elements of the Single Payment Scheme (SPS)
had not been properly applied by Member States and recommended that
the Commission take this into account when performing its ‘Health Check’.

Structural measures: The Court noted that there was a high risk that the
declared costs of Structural Policy projects are misstated or ineligible for
reimbursement and that mitigation of these risks requires effective control
systems in Member States and effective supervision by the Commission.
Control systems in Member States were generally deemed ineffective or of
only limited effectiveness and that the Commission maintained only
moderately effective supervision to mitigate the risks.

Internal policies: The Court’s audit revealed a material level of error in
payments to beneficiaries and that the Commission’s supervisory and
control systems were insufficient in mitigating inherent risks. The Court also
noted that improving the financial management of Internal Policies poses
considerable challenge with a need to both ensure that systems are in place
to satisfactorily protect the Community’s financial interests, and that these
control arrangements are proportionate and realistically designed.

External actions: The Court’s audit revealed a low level of error
affecting transactions checked at the level of the Delegations. It found
a material incidence of error in the sample tested at the level of
project implementation.

Pre-accession strategy: The Court found that transactions audited were not
affected by significant errors, except for the transactions financed under the
SAPARD programme. The Court recommended that the Commission
monitor closely the effective functioning of national supervisory and control
systems.

Administrative expenditure: The Court’s audit did not reveal material errors
affecting the legality and regularity of administrative expenditure. However,
the Court’s audit of specific risk areas in some institutions showed

3 Traditional own resources are collected by the Member States who enter them in the accounting system kept by the national
Treasury (‘the A accounts’). Where duties or levies remain unpaid and no security has been provided, or they are covered by
securities but have been challenged, it is possible for Member States to suspend making these resources available by entering
them in a separate account (‘the B account’).
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weaknesses in the supervisory and control systems relating to the payment
of assistance allowance to Members of the European Parliament.

e EU agencies: The Court audited 24 agencies with budgets totalling €1 billion
(£0.7 billion) compared with €0.9 billion (£0.7 billion) in 2005 and found that
the Commission did not always comply with the rules and procedures which
stipulate that fund transfers should be based on regular and justified
estimates of the agencies’ cash requirements. The Court noted that the
gradual introduction of the new Accrual-Based Accounting System (ABAC)
system in the agencies would take some time and that the Commission
would need to ensure that the current system is adequately maintained until
the new system becomes operational.

e Financial instruments and banking activities: The Court’s audit covered
banking measures in the Mediterranean area, the operation of the
Guarantee Fund for External Actions and the activities of the European Coal
and Steel Community in Liquidation. The audit showed that the
management of banking measures under the Mediterranean Regulation, in
respect of Technical Assistance and loans with interest rebates were
satisfactory. However, weaknesses were found in the area of risk capital
operations. The Court found that the Guarantee Fund for External Actions
had been managed satisfactorily and that no guarantee calls were made to
the fund during 2006. The Court found that the winding-up of the financial
operation of the European Coal and Steel Community in Liquidation was
proceeding in compliance with the relevant legislation.

Box 4.1: UK CONSOLIDATED STATEMENT AND AUDIT OPINION ON THE UK USE
OF EU FUNDS: 2006-07

The European Court of Auditors’ persistent decision not to grant a positive statement of
assurance on the EC Budget, and the underlying causes, were well analysed in a report by the
House of Lords EU Committee (“Financial Management and Fraud in the European Union:
Perceptions, Facts and Proposals”, HL 270, November 2006). The report showed that improving
the management of the EC Budget will require further action across a broad front by all the
parties involved: the Commission, the Council, each Member State working with its national audit
institution, and the Court of Auditors itself.

In view of the fact that Member States share with the Commission responsibility for managing
around 80% of EC expenditure (essentially agriculture and structural measures), and given that the
sheer complexity and number of beneficiaries of these programmes poses particular challenges for
correct implementation, the Government believes that Member States themselves need to give
priority to reinforcing their own management of EC funds at the national level.

The Government therefore announced in November 2006 that it would take a lead in showing
how Member States can improve their management of EC funds and how national parliaments can
be more closely involved in the scrutiny of EC spending. The Government intends to present to
Parliament every year a consolidated statement of the UK’s receipts and use of EC funds that
brings together the figures currently published in many different departmental reports. The
statement will be accompanied by an audit opinion by the Comptroller and Auditor General. The
statement and audit opinion will be made available to the Court and the Commission.
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The Government published the first consolidated statement of the UK’s EC financed spending,
relating to the financial year 2006-07, on |7 July 2008. The document includes: a statement of
purpose; a statement of responsibilities; auditors’ report; expenditure account; balance sheet;
cash-flow statement; and notes to the statement to aid interpretation. The statement will show, at
an aggregate level, the income from each EC fund and the related amounts of expenditure by each
main UK public sector entity. The format, content and timing of the statement will be kept under
review in order to refine the concept and its usefulness for subsequent years.

Although HM Treasury has responsibility for performing the consolidation, the relevant
government departments and devolved administrations remain accountable for the propriety of
the reported spending. The consolidated statement is not intended to replace the more detailed
reporting by departments of how EC funds are used. In preparing its audit opinion, the National
Audit Office audited the expenditure of EC funds by Government departments and devolved
administrations, drawing where appropriate on the work of the National Audit Institutions in
Scotland, Wales and Northern Ireland.

These arrangements will strengthen audit and Parliamentary scrutiny of the UK’s use of EC funds.
The Government expects that this additional scrutiny will help detect any weaknesses in the UK’s
management of EC funds, which can then be tackled sooner and more effectively. The Court and
the Commission should then be able to take into account the UK’s statement and audit opinion
when performing their own audit and control work.

The Commission and the European Parliament have welcomed the UK’s initiative. The Netherlands and
Denmark have already developed, and published, similar initiatives, and Sweden is currently working on
producing something similar. Several other countries have expressed a close interest. Although there is
no single model that can be applied across the European Union, all Member States should be able to
work with their parliaments and national audit institutions to improve their management of EC funds, in
ways that respect their own institutional arrangements and practices. By providing an assurance for
individual Member States, these initiatives will contribute to the integrated internal control framework
towards which the Commission is working.

4.8 The Council’s recommendation to the European Parliament on the terms of the
discharge to be granted to the Commission for implementation of the 2006 Budget was
discussed by ECOFIN on 12 February 2008. As in previous years, the Council
recommended that the Parliament grant discharge. However, Council’'s
recommendation was accompanied by detailed comments criticising financial
management in some areas and calling for improvements. The Council was
disappointed that the Court remained unable to give a positive Statement of Assurance
in areas where the supervisory and control systems are not implemented in a manner
which provides for adequate risk management. The Council’s approach, as in the past,
has been to work constructively to bring about improvements reflecting an awareness
that failings and hence responsibility for action rest with all parties (i.e. the
Commission, the Council, the Member States and the European Parliament). The
Council had a number of recommendations for the Commission, for itself, for Member
States and for the Court.

4.9 The Council’s recommendations included:

e encouraging Member States to continue analysing closely the Court’s audit
results and to react in sufficient time to the statements of preliminary
findings in order to provide a sound basis for the contradictory procedure
regarding the finalisation of the Court’s annual report;
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e encouraging improvement of the day to day management and
implementation of sound closure procedures for Structural Policies for the
programming period 2000-2006 and by correctly implementing the legal
framework relating to the programming period 2007-2013;

e placing emphasis on compliance with the agriculture eligibility conditions
in order to reduce errors, particularly in rural development expenditure.

e prioritising the improvement of cost-benefit ratio relating to control
structures and promoting simplification; and

e urging the Commission to take action in ensuring that rules are applied in a
simplified and operational way through instructions and guidelines which
are understandable and adequate to contribute to efficient implementation;
avoiding complex rules and regulations as well as unnecessary
administrative burdens.

4.10 The Court’s Annual Report is complemented by a number of ‘Special Reports’
each year on selected EC Budget sectors or issues. These reports examine the impact
and effectiveness of policies, and whether they give value for money. The appropriate
Council working group considers the reports. The Commission is required to produce a
written response, which is normally published with the Special Report. During the
discharge process, the Council may also consider these Special Reports.

4.11 The European Parliament’s Budgetary Control Committee considered the
Council’s recommendations on discharge and issued its own resolution, including a
number of detailed recommendations. The European Parliament voted in favour of
granting discharge on 26 March 2008.

4.12 The UK argued in 1995 for a procedure of Member States’ responses to the
Court’s observations about them in its reports. This has become established practice.
The Commission now invites Member States to comment on general issues in the
report. A copy of the UK’s response is sent to both Houses of Parliament.

4.13 The Court’s 2006 report included some specific criticisms of the UK. Remedial
action has been implemented where necessary, but not all the Court’s findings were
accepted. Some examples are as follows:

Own Resources

Audit finding: The Court’s audit and the Commission’s inspections detected recurrent
bookkeeping problems affecting B accounts. Late or inaccurate entries, omissions and
erroneous cancellations were found in a number of Member States (including the UK).
In two of these (including the UK), unchallenged customs debts covered by securities
had systematically been recorded in the B accounts, even though the parts covered by
the security should have been made available.

Response: The UK will change procedures to ensure that secured debts, which are not
contested, are entered in the A Account. The amounts of secured debts, which are not
contested, that remain in the B Account at 31 March 2007 were therefore made available
without prejudice with the A Account on 21 May 2007.
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Annual report on
the Fight against
Fraud 2006

Structural Funds

Audit finding: Although not mentioning the UK specifically, the Court highlights ERDF
and ESF errors, which occurred across the Member States. A table categorising control
systems found these to be ineffective in some areas of the UK.

Response: The Managing Authorities in England have worked with the Commission in
implementing the joint action plan agreed in order to strengthen the control systems
for ERDF.

4.14 The European Anti-Fraud Office (OLAF) compiles the Commission’s Annual
Report on the Fight against Fraud. The report covering the 2006 calendar year was
published on 10 July 2007 and included two supplementary reports: Statistical
Evaluation of Irregularities and Implementation of Article 280 of the Treaty by Member
States in 2006.

4.15 The report sets out the most significant measures taken in 2006 by the Member
States and the Commission to improve prevention and fight against fraud and an
analysis of reported irregularities+. The report provides a summary of the measures and
examines actions taken by the national authorities and the Commission to prevent and
fight economic and financial crime.

4.16 Prominence was also given to the issues of risk analysis and risk management,
debarment databases and early-warning/whistleblower tools. The report analysed
warning systems based on internal informers in the Member States and the European
institutions who provide initial information that could trigger further investigations.

4.17 A statistical evaluation of all irregularities communicated to the Commission by
Member States showed that the total number of irregularities increased for agriculture,
cohesion and pre-accession funds, and decreased for own resources and structural
funds. In spite of well over 12.000 irregularities notified, further progress in speed and
quality of transmission remains an objective. The table below compares the totals of
cases and amounts involved, between 2005 and 2006:

2005 Amounts 2006 Amounts

No. of cases (€ millions) No. of cases (€ millions)

Traditional Own Resources 5,943 328 5,243 353
Agricultural 3,193 102 3,249 87
Structural Funds 3,750 601 3,216 703
Pre Accession Funds 338 16.7 384 12.3

Source: Fight against Fraud Report 2006

4 A definition of fraud and irregularity can be found in the glossary.
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4.18 Care must always be taken in interpreting these figures. A sharp rise may simply
reflect the inclusion of figures for one or more long-running case, which has only just
been resolved. The total number of cases of irregularities and fraud communicated in
2006 increased by 0.1% to 12,092 compared to 2005 in two areas (own resources and
structural funds), but reduced in agriculture compared with the previous year; the
amounts involved increased in both TOR and agriculture but decreased in structural
funds.

4.19 The number of irregularities reported in TOR fell by 12% but the amount
affected rose by 10% from €328 million (£224 million) in 2005 to €353 million (£241
million) in 2006. Suspected fraud was approximately 0.94% of the total amount. As in
previous years, the goods mostly affected are tobacco products and TVs.

4.20 Regarding agriculture expenditure, irregularities reported rose by 3% whereas
the financial impact was down by 15%. Suspected fraud accounted for approximately
0.06% of total appropriations with the highest number of irregularities related to rural
development, the bovine sector and fruit and vegetables.

4.21 In Structural Measures, irregularities reported (3,216) fell by 10% in 2006
compared to the previous year (3,750), whereas their financial impact rose by 17% to
€703 million (£479 million). The ERDF and ESF accounted for the most irregularities
(around 75%).

4.22 In the case of Pre-Accession funds, irregularities reported and related to the
PHARE, SAPARD and ISPA funds increased by 14% in 2006 (384 compared to 338 in
2005), with the presumed financial impact of the irregularities increased for PHARE and
SAPARD, but decreased for ISPA from €6.9 million (£4.7 million) in 2005 to €1.2 million
(£0.8 million) in 2006.

4.23 The number of investigations opened by OLAF following evaluation of
information received fell in 2006 (196) compared to 2005 (214).

4.24 Acknowledging the need for a common approach to risk management, the
Commission took a number of steps in 2006 to improve the decision making process,
increase effectiveness, and strengthen the reliability of management systems. These
included the review of the early warning and debarment systems, the adoption of the
action plan for an integrated internal control, and the introduction of several
improvements that simplify and clarify rules, which better guarantees that money has
been well spent. Also, the Hercule action programme aimed at promoting activities in
the field of the protection of the Communities financial interests has been extended to
the end of 2013.

4.25 In line with the European Transparency initiative and new financial regulation,
an annual retrospective publication on beneficiaries of the structural funds will be
produced from 2008. The Commission believes this would enable the public exert
indirect control on the way funds are spent.

4.26 Following OLAF investigations, nearly €114 million (£78 million) were recovered
in 2006 from sums wrongly paid against the rules and the ones that should have been
reclaimed back. An overview of Member States' recovery procedures showed that the
wide utilisation of recovery by offsetting has been an effective tool in the recovery of
public funds.
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OLAF 7% Activity 4.27  The Director of OLAF is required to make regular reports to the European

Report for the
Year 2006 4.28 The OLAF Activity Report for 2006 was published in July 2007, and provides
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Parliament, the Council, the Commission and the Court of Auditors.

a statistical analysis of OLAF’s work since 1999 together with activities and progress
in 2006.

4.29 OLAF was reorganised in 2006 to place more emphasis on its operational work,
improve communication within its office, and to strengthen its management. The
report noted that the volume of information received by OLAF has progressively
increased from 529 notifications in 2002 to 826 in 2006. The report also noted that the
shift of emphasis to targeting more substantial cases has prompted 195 out of 464
decisions resulting in the opening of a case; thus increasing significantly, the proportion
of cases closed with follow-up. A significant proportion of the new cases opened related
to the direct expenditure area of the EC budget.

4.30 For the first time, the number of cases, which OLAF conducted of its own
volition, equalled the number of cases in which OLAF was assisting Member States’
authorities. Over €450 million (£307 million) was recovered in the context of OLAF
cases with €114 million (£78 million) arising from cases closed in 2005, and around €336
million (£229 million) was recovered in respect of follow up actions, which were still
continuing at the end of the year.

4.31 The report showed that OLAF made good progress in working with the new
Member States and candidate countries to combat fraud, and that further
improvements had been made to its case management system.

4.32 OLAF increased its cooperation with Europol and Eurojust and forged an
effective partnership with the United Nations and the World Bank.
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GLOSSARY

The Community’s financial year runs from 1 January to 31 December. The rules
governing decisions on the EC Budget are set out in Article 272 of the EC Treaty, June
1997. These rules have been built on by the ITA.

The timetable is as follows:
e establishment of the PDB by the Commission, normally in May;
e establishment of the draft Budget by the Council in late July;
o first reading by the Parliament in late-October;
¢ second reading by the Council in mid-November; and

e second reading by the Parliament and adoption of the Budget in mid-
December.

The Budget distinguishes between appropriations for commitments and appropriations
for payments. Commitment appropriations are the total cost of legal obligations that
can be entered into during the current year, for activities that, in turn, will lead to
payments in the current and future years. Payment appropriations are the amounts of
money that are available to be spent during the year, arising from commitments in the
Budgets for the current or preceding years. Unused payment appropriations may, in
exceptional circumstances, be carried forward into the following year.

EC expenditure is regarded as either “compulsory” or “non-compulsory”. Compulsory
expenditure is expenditure necessarily resulting from the Treaty or from acts adopted in
accordance with the Treaty. It mainly includes agricultural guarantee expenditure,
including stock depreciation. The Council has the final say in fixing its total.

The Parliament has the final say in determining the amount and pattern of non-
compulsory expenditure. The growth of this expenditure is governed by the “maximum
rate”. Article 272(9) of the EC Treaty provides a formula for determining this rate, unless
the budgetary authority agrees an alternative figure. Under the IIA, the Council and
Parliament agree to accept the maximum rates implied by the FP ceilings.

The European Court of Auditors’ annual report is subject to consideration by the
budgetary authority (Council and European Parliament) under the “discharge
procedure” set out in Article 276 of the EC Treaty. In particular, it considers how the
Budget for the year in question was implemented. The European Parliament, acting on
a recommendation from the Council, considers whether to grant the Commission a
discharge in respect of the Budget in question, thus bringing the budgetary process for
that year to a formal close. The Commission is obliged under Article 276 of the Treaty to
take “all appropriate steps” to act on comments made by the European Parliament and
by the Council during the discharge process. If so asked, it must also report back on its
actions, with such reports going to the Court.
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The Flexibility Instrument was established under paragraph 24 of the 1999 IIA, which
allows for expenditure in any given Budget year of up to €200 million above the FP
ceilings established for one or more Budget headings. Any portion of the Flexibility
Instrument unused at the end of one year may be carried over for up to two subsequent
years, but the flexibility instrument should not, as a rule, be used to cover the same
needs two years running. The Flexibility Instrument is intended for extraordinary
expenditure and may only be used after all possibilities for reallocating existing
appropriations have been exhausted. Both arms of the budgetary authority must agree
to a mobilisation of the Flexibility Instrument following a proposal from the
Commission.

Fraud (as defined by the Penal Convention) covers intentional acts or omissions, in
respect of both expenditure and revenue, which involve the use or presentation of false,
incorrect or incomplete statements or documents, or specific non-disclosure of
information, or misapplication of funds or benefits.

Irregularity (as defined by Council Regulation 2988/95) covers both simple omissions
due to errors, or negligence, which undermine the EC and intentional and deliberate
acts. For example, a genuine payment made after the closing date for claims represents
an irregularity; but import of goods under false papers is fraud. Member States are
required by regulations to report irregularities in the three main Budget sectors (own
resources, agriculture and structural funds) on a quarterly basis.

The IIA is a politically and legally binding agreement that clarifies the EC’s budgetary
procedure. Under the Treaty, the Council and the European Parliament have joint
responsibility for deciding the EC Budget on the basis of proposals from the
Commission. The IIA sets out the way in which the three institutions will exercise their
responsibilities in accordance with the Treaty, and their respect for the revenue ceilings
that are laid down in the ORD. In particular, it provides for the annual EC Budget to be
set in the context of a multi-annual financial framework.

The existing arrangements for financing the EC Budget are set out in the Communities’
ORD. The current ORD was agreed in September 2000 and took effect from 1 January
2002. The current ORD entered into UK law by virtue of the European Communities
(Finance) Act 2001, which received Royal Assent on 4 December 2001. The current ORD
sets an Own Resources ceiling on the amount the Communities can raise from Member
States in any one year. This ceiling is currently fixed at 1.24% of EU GNI for payments
and 1.31% for commitments. As the Communities are not allowed to save or borrow,
revenue must equal expenditure. Budget payments are therefore limited by the amount
of Own Resources that can be called up from Member States.

A new ORD was agreed at the ECOFIN Council of 7 June 2007. This ORD now has to be
ratified by all Member States. Ratification in the UK was undertaken by means of
primary legislation (European Communities (Finance) Bill), amending the 1972
European Communities Act, which received Royal Assent on 19 February 2008, (see Box
2.2 (pages 11-12) for a more detailed explanation). All Member States are required to
complete Ratification by 31 December 2008, with the changes having retrospective
effect from 1 January 2007.
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Own Resources The ORD lays down four sources of Community revenue, or ‘Own Resources’:

Customs duties, including those on agricultural products. These are paid on
a range of commodities imported from non-Member countries. Following
the agreement on agriculture during the Uruguay GATT Round, most
agriculture duties are now fixed. However, for some key commodities, they
continue to vary in line with changes in world prices.

Sugar levies. These are charged on the production of sugar to recover part of
the cost of subsidising the export of surplus Community sugar onto the
world market.

Contributions based on VAT. Essentially, the VAT resource is the amount
yielded by applying a notional rate of 1% to a VAT base, assuming an
identical range of goods and services in each Member State. The VAT base is
calculated on the basis of a notional harmonised rate and reflects finally
taxed expenditure across the EU. The method for calculating the VAT-based
resource is set out in the ORD:

- the starting point is the total amount of net VAT collected in each
Member State;

- aweighted average of the rates at which VAT is charged in the Member
State is then applied to the net total to produce the Member State’s
intermediate national base;

- the intermediate base is then adjusted for derogations operated under
the Sixth VAT Directive to produce the harmonised base;

- anotional rate of 1% is then applied to this base. The base is, where
necessary, then capped at 50% of 1% of the Member State’s GNI; and

- acall-up rate (currently a maximum of 0.5%) is applied to produce a
Member State’s VAT-based contribution.

GNI-based contributions. The amount due is calculated by taking the same
proportion of each Member State’s GNI. Because the Community is not
allowed to borrow, revenue must equal expenditure. The GNI-based
resource is the budget-balancing item; it covers the difference between total
expenditure in the Budget and the revenue from the other three resources,
subject to the overall Own Resources ceiling.

The first two Own Resources are known collectively as “Traditional Own
Resources” (TOR). The VAT and GNI-based contributions are often referred to
as the ‘third’ and ‘fourth’ resources respectively.

Sterling The Sterling figures for 2002-2008 in this White Paper are based on actual Sterling cash
Figures receipts, or payments where these took place and are known. Elsewhere, the
appropriate average annual Sterling/Euro exchange rate has been used to convert Euro

figures into Sterlings.

8The annual average rate for 2002 is £| = €1.5903
The annual average rate for 2003 is £1 = €1.4320
The annual average rate for 2004 is £1 = €1.4742
The annual average rate for 2005 is £1 = €1.4629
The annual average rate for 2006 is £1 = €1.4669
The annual average rate for 2007 is £1 = €1.4615
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Substantive and
formal errors

UK Abatement

Generally, the 2008 Euro figures have been converted into Sterling using the
Sterling/Euro exchange rate on 31 December 2007, namely £1=€1.363605 (regulations
state that VAT-based and GNI-based payments will be made using the exchange rate on
the last working day of the preceding year). However, there may be some exceptions, for
example where figures have previously been published at a different exchange rate, but
these are noted where necessary.

At present, there are four Structural Funds through which the EU grants financial
assistance to resolve structural economic and social problems:

e the European Regional Development Fund (ERDF), which promotes
economic and social cohesion within the Union through the reduction of
imbalances between regions or social groups;

e the European Social Fund (ESF), which promotes the EU’s employment
objectives by providing financial assistance for vocational training,
retraining and job creation schemes;

e the European Agricultural Guidance and Guarantee Fund (EAGGF -
Guidance Section), which contributes to the structural reform of the
agriculture sector and to the development of rural areas; and

e the Financial Instrument for Fisheries Guidance (FIFG), the specific fund for
the structural reform of the fisheries sector. In addition, the EU supports
Member States whose GDP is less than 90% of the European average
through the Cohesion Fund, which finances projects linked to the
environment and trans-European transport systems.

The Court has always distinguished between ‘substantive errors’ and ‘formal errors’ in
its audit reports. A ‘substantive error’ is a quantifiable error directly affecting the
amount of the transactions underlying the payments made from EC funds. A ‘formal
error’ is an infringement of regulatory or control mechanisms, such as an overdue, but
otherwise eligible payment. For both types, some of the errors may represent deliberate
fraud, but most will represent genuine misunderstandings made in good faith, perhaps
because of ambiguously drafted and complex regulations.

The UK’s VAT-based contributions are abated (reduced) according to a formula set out
in the ORD. Broadly, this is equal to 66% of the difference between what the UK
contributes to the EC Budget and the receipts, which the UK gets back, subject to the
following points:

e the abatement applies only in respect of spending within the EU.
Expenditure outside the EU (mainly aid), is excluded;

e the UK’s contribution is calculated as if the Budget were entirely financed by
VAT; and

e the abatement is deducted from the UK’s VAT contribution a year in arrears,
e.g. the abatement in 2008 relates to UK payments and receipts in 2007.

The formula for the calculation of the abatement is set out in the ORD and in a Working
Methods Paper first published in 1988 and revised in 1994 and again in 2000.

The Commission is directly and solely responsible for determining the UK’s abatement.
It calculates the abatement on the basis of a forecast of contributions to the EC Budget
and of receipts from it. This is subsequently corrected in the light of outturn figures.
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Corrections may be made for up to three years after the year in respect of which the
abatement relates, with a final calculation then being made in the fourth year, e.g. a
final calculation of the abatement in respect of 2007 will take place in 2011.

The effect of the abatement is to reduce the amount of the UK’s VAT-based and GNI-
based payments to the EC Budget. It does not involve any transfers of money from the
Commission or other Member States to the Exchequer.
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TECHNICAL ANNEXES

TECHNICAL ANNEX I

The budgetary process relating to revenue has to respect the rules governing the size
and structure of Own Resources. It involves a chain of inter-related calculations. These
can be summarised as follows:

e at the beginning of the budgetary process, which occurs in the year prior to
the Budget in question, the amounts due from each Member State are
assessed in that Member State’s national currency, i.e. Sterling for the UK;

e the initial process involves estimating the amounts due to be received in
respect of the TOR, the amount relating to VAT if it were applied at 1%
across the Community, and the amount of 1% of each Member State’s GNI.
These estimates rely on the Member States’ estimates of their economic
activity during the Budget year;

o the Member States’ national currency estimates are, where necessary, then
converted into Euro at a rate known as the “Budget exchange rate”. This is
the exchange rate at the time the estimates are being drawn up — nowadays
this usually an early May exchange rate;

e the amount of VAT and GNI each Member State has to pay to the EC Budget
is then determined by the limits described above for these Own Resources,
so that when added to the amounts for the TOR the total does not exceed the
value of the Own Resources required to fund the proposed Budget for the
coming year, subject to ensuring that the value of these Own Resources
does not also exceed the Own Resources ceiling for the year in question (e.g.
1.24% in 2008);

e the sum produced (in Euro) is entered into the PDB, in the year preceding
the budgetary year;

e the sum entered in the PDB is adjusted as necessary during the remainder of
the Budget process, essentially to reflect changes on the expenditure side of
the Budget, but still on the basis of the Budget exchange rate and still
respecting the Own Resources ceiling;

e the Sterling/Euro exchange rate on the last working day prior to the start of
the Budget year is established as the rate by which UK VAT-based and GNI-
based contributions will be converted for the whole Budget year. The
Sterling amount which the UK has to pay in respect of these two resources
will be different from its original estimates, if the rate on the last working day
is different from the Budget exchange rate;

e during the course of the Budget year, the UK pays its VAT and GNI
contributions to meet its obligations as denominated in Euro in the adopted
Budget. These payments are made at the Sterling/Euro rate on the last
working day prior to the Budget year. As Member States pay only what
they collect, their TOR payments are not determined by the Euro amounts in
the Budget;
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Member States pay their contributions for a given Budget year in monthly
instalments (VAT and GNI-based contributions on the first working day of
each month, TOR on the first working day following the 19th of each
month). The VAT and GNI-based contributions are subsequently adjusted in
the light of a number of factors, such as outturn figures for VAT. If outturn
expenditure is below the amount raised from Member States, excess
contributions are refunded in an Amending Budget;

since there are generally differences between the Sterling/Euro exchange
rates (a) used to set the Budget and (b) to make VAT-based and GNI-based
contributions, the UK would generally have paid more or less in Sterling
compared with the amount established for them for the budgetary year in
question. These exchange variations are accounted for in-year under
arrangements in place since 1998. Member States re-estimate their 1% VAT
and GNI bases during the course of the budgetary year and the conversion of
their national currency estimates is carried out using the exchange rate on
the last working day prior to the start of the Budget year. The revised figures
are then included in an Amending Budget to the budgetary year to which
they relate. In practice, converting the revised figures using the exchange
rate on the last working day means that in-year contributions are no longer
affected by exchange rate differences. Furthermore, re-estimating the value
of the 1% base using much later information means that any differences
between these estimates and the actual outturn for the year are very much
reduced. The Member States thus contribute in-year virtually what they
should on the basis of their national currency obligations. In the year
following the budgetary year, any adjustments to correct for any under or
overpayment should be relatively small, compared to the adjustments made
in years prior to 1998; and

numerous small further adjustments are however, required to be made over
several years following the Budget year, for example, to reflect later
adjustments in the amount of GNI statistics.
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Explanation of the
difference between
the Government’s
cash flow outturn
for the UK’s net
contribution for
2006 and the figures
in the European
Commiission’s EU
budget 2006
Financial Report

TECHNICAL ANNEX 11

When converted at the average exchange rate for 2006 of £1= €1.4669, the figures in the
European Commission’s report break down as follows:

(€ million) (£ million)
UK gross contribution before abatement 17,602 11,999
UK abatement -5,221 -3,559
UK receipts -8,294 -5,654
UK net contribution 4,086 2,786

The Government’s figure for the UK’s net contribution in 2006 is £3,909 million.

There could be a number of factors that, to a greater or lesser extent, contribute to the
difference between the two net contribution figures. The probable main causes for the
difference are as follows:

There may

the UK figure includes only transactions between the EC Budget and the UK
public sector, whereas the European Commission’s figures include receipts
paid direct to the UK private sector. It is estimated that this accounted for
around £675 million of the difference in 2006;

the late adoption of Amending Budget Nos. 8/2005 meant that associated
changes were not implemented until January 2006. The result of which leads
to the Government’s figures for 2006 being some £456 million lower than if
the Amending Budget changes had been implemented in 2005;

the late adoption of Amending Budget 6/2006 meant that associated
changes were not implemented until January 2007. The result of which
leads to the Government’s figures for 2006 being around £855 million lower
than if the Amending Budget changes had been implemented in 2007; and

the UK’s outturn figure was based on cash flow within a calendar year,
whereas European Commission figures attempt to match transactions to a
particular EC Budget. Some receipts from a EC Budget for a given year take
place in the early weeks of the subsequent year. These are scored in the UK
to the year in which the transactions happened and by the European
Commission to the Budget for the previous year. Up to £112 million of
Structural Funds payments to the UK in 2006 may have been in respect of
the 2005 Budget, and up to £173 million of Structural Funds payments in
2007 may have been in respect of the 2006 Budget.

be other factors, which cause the two sets of figures to differ.

The table overleaf reconciles the two figures:
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(£ million)
UK Government cashflow outturn for 2006 3,909
Private sector receipts -675
Late implementation, in January 2006, of Amending Budget No. 8/2005 456
Late implementation, in January 2007, of Amending Budgets No. 6/2006 -855
Structural Fund receipts paid in 2006, which may have been from the 2005 Budget 112
Structural Fund receipts paid in 2007, which may have been from the 2006 Budget -173
UK Cashflow figure adjusted to reflect main differences compared to European 2,774
Commission’s figure
European Commission figure for 2006 outturn 2,786
Net difference due to other factors (such as exchange rate) -12
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