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Foreword

Welcome to the fourth edition of European Union public finance, which
provides a comprehensive update on EU budgetary and financial devel-
opments. Over the past 20 years, the EU has carried out significant
reforms to the way money is made available for the EU budget as well
as to its financial and budgetary procedures. These changes have accom-
panied and helped to deepen European integration. In today’s Union of
27 countries, this edition comes at a time when effective financial and
budgetary management is more important than ever before.

The first and second editions of this book covered budgetary and finan-
cial developments in the 1990s. The 1993-99 financial framework saw
the adoption of the Treaty on European Union as well as the arrival of
three new Member States when Austria, Finland and Sweden joined the
EU in 1995. The third edition covered the financial framework negoti-
ated under Agenda 2000, which brought us through the programming
period 2000-06. EU financing in this period played a key role in paving
the way for the Union’s largest and most dramatic wave of enlargement to
25 Member States in 2004.

In addition to a fresh look at these important past developments, this
latest edition presents the new financial framework 2007-13 and its
impact on the EU budget. The accession of Bulgaria and Romania in
2007 is duly accounted for, as well as recent institutional changes. These
major political and budgetary developments have been carried out in tan-
dem with the European Commission’s far-reaching reforms of its internal
workings and procedures. Modernising and simplifying budgetary and
financial management has led to more efficient and effective financial
procedures and, crucially, faster payments. Administrative reforms are
also helping to ensure a closer match between activities performed and
resources allocated.
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I am confident that this publication can provide a useful and accurate
insight into Community public finances. It is also my hope that it will
serve as a solid reference work for all those interested in EU budgetary
matters.

The European Union’s finances are in constant development. The sys-
tem they represent is both a legacy of the past — which explains in part
the complexity — and an ongoing effort to improve and adapt. Further
changes will be required in the years ahead.

The budget is the EU’s financial lever in developing its policies and goals.
It is my wish that this publication provide readers with the information
they need to gain a better understanding of the financial aspects in build-
ing a competitive and more prosperous Europe.

Dalia Grybauskaité

Member of the Commission
EU Commissioner for Financial
Programming and Budget
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Introduction

This document is divided into six parts dealing with the various aspects
of the European Union’s system of public finance.

Part 1: The development of the Community’s financial system looks back
at the series of reforms throughout the history of the European venture,
which together has produced the present system. Starting from the entirely
novel system first established (Chapter 1), it reviews the crisis in the Com-
munity’s finances (Chapter 2), followed by the thorough overhaul at the
end of the 1980s (Chapter 3). The following three chapters look at the
subsequent multiannual financial frameworks (Chapters 4 to 6).

Part 2: The characteristics of the present financial system sketches out
the legal basis for the Community financial system (Chapter 7), the Com-
munity financing system (Chapter 8) and the arrangements adopted since
1988 to provide a multiannual financial framework (Chapter 9).

Part 3: Establishment of the general budget describes the general princi-
ples governing the Community budget (Chapter 10) which, in order to
maintain a balance between the prerogatives of the institutions, underlie
the annual budgetary procedure (Chapter 11).

Part 4: Structure of the Community budget gives details of the major
types of European Union revenue and expenditure. While the financing
system is based on a simple basket of resources (four main categories)
its operation is highly complex, as a result of the arrangements which
have been made to correct certain imbalances in the net positions of the
Member States (Chapter 12). Expenditure is presented by heading in the
multiannual financial framework (Chapter 13).

Once the budget has been voted, the amount entered must be spent in
accordance with the rules and in a cost-effective manner. The mecha-
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nisms for achieving this are set out in Part 5: Implementation and external
control. Chapter 14 presents the rules governing budget implementation.
This is followed by a broad description of the Union’s accounting system
(Chapter 135), internal control in the Commission and the arrangements
for external scrutiny of Community spending by the Court of Auditors
and the European Parliament (Chapter 16).

Finally, Part 6: Operations outside the general budget presents the ancil-
lary financial mechanisms: borrowing and lending operations (Chap-
ter 17) and the European Development Fund (Chapter 18).

This fourth edition includes two new chapters (Chapters 6 and 13 on
the 2007-13 financial framework). Many chapters have undergone in-
depth revision compared to the previous editions. In particular, Chapter 5
includes an analysis of the budgetary impact of the 2004 enlargement.
The new (2007) own resources decision is dealt with in Chapters 8
and 12. Chapter 15, on consolidated accounts, and Chapter 16, on inter-
nal and external control, have been almost entirely rewritten.



Part 1

THE DEVELOPMENT OF THE COMMUNITY’S
FINANCIAL SYSTEM

Chapter 1 The development of an original financial system (1951-75)
Chapter 2 The crisis in the Community’s finances (1975-87)

Chapter 3 Reform of the Community’s finances:
the Delors I package (1988-92)

Chapter 4 Consolidation of the 1988 reform:
the Delors IT package (1993-99)

Chapter 5 Establishment of a stable budgetary base
for enlargement of the European Union:
the Agenda 2000 package (2000-06)

Chapter 6 Policy challenges and budgetary means of the enlarged
Union: the multiannual financial framework 2007-13






Chapter 1

The development of an original
financial system (1951-75)

A number of major developments marked the Community’s financial sys-
tem during its first 20 years of existence:

— the move towards the unification of the budgetary instruments;
— progress towards the financial autonomy of the Community;
— the development of common policies;

— the search for a balance between the institutions in the exercise of
powers over the budget;

— the first enlargement of the European Communities.

These are examined in turn.

1. The move towards unification
of the budgetary instruments

The creation, in a few years, of the European Coal and Steel Community,
the European Economic Community and the European Atomic Energy
Community led to the co-existence of a number of separate budgets for
European policies.
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— The 1951 ECSC Treaty () provided for an administrative budget and

an operating budget.

— The 1957 EEC Treaty (?) established a single budget.

— The 1957 Euratom Treaty set up an administrative budget and a

research and investment budget.

Subsequently, an important effort was undertaken to unify and simplify
the European institutions and, notably, their budgets.

— The 1965 Merger Treaty incorporated the ECSC and Euratom admin-

istrative budgets into the EEC budget. This Treaty replaced the three
Councils of Ministers (EEC, ECSC and Euratom) and the two Com-
missions (EEC, Euratom) and the High Authority (ECSC) with a
single Council and a single Commission, respectively. This adminis-
trative merger was supplemented by the institution of a single opera-
tive budget.

The 1970 Luxembourg Treaty incorporated the Euratom research and
investment budget into the general budget. This Treaty replaced the
system whereby the Communities were funded by contributions from
Member States with that of own resources. It also put in place a single
budget for the Communities.

The expiry of the ECSC Treaty in 2002 further simplified the budget
of Community institutions. Between 1970 and 2002 two budgets co-
existed: the general budget and the ECSC operating budget. The rules
of the Treaty establishing the European Community have applied to
the coal and steel trade since the expiry of the ECSC Treaty. A pro-
tocol on the financial consequences of the expiry of the ECSC Treaty
and on the research fund for coal and steel is annexed to the Treaty of

The Treaty establishing the European Coal and Steel Community was signed in Paris on
18 April 1951 and entered into force on 24 July 1952, with a validity period limited to
50 years. The Treaty expired on 23 July 2002 after being amended on various occa-
sions.

The ‘Treaties of Rome’ were signed in Rome in March 1957. The first Treaty established
the European Economic Community (EEC) and the second the European Atomic Energy
Community, better known as Euratom. These two Treaties entered into force on 1 Janu-
ary 1958.
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Nice (2001). This protocol provides for the transfer of all assets and
liabilities of the ECSC to the European Community and for the use of
the net worth of these assets and liabilities for research in the sectors
related to the coal and steel industry.

2. Progress towards financial autonomy

2.1. ECSC

The original 1951 Paris Treaty gave the ECSC financial autonomy. Arti-
cle 49 of the Treaty stated that ‘the High Authority is empowered to
procure the funds it requires to carry out its tasks:

— by imposing levies on the production of coal and steel;
— by contracting loans.’

Further provisions of the ECSC Treaty defined which expenditure could
be undertaken with the levies. The Treaty stipulated that the levies should
be assessed annually on the various products according to their average
value and that the rate thereof should ‘not exceed 1 % unless previously
authorised by the Council, acting by a two-thirds majority’. The Treaty
also stated that ‘the mode of assessment and collection shall be deter-
mined by a general decision of the High Authority taken after consulting
the Council’ (1).

In other words, the High Authority was granted extensive autonomy as to
decisions regarding levies, within the limits laid out by the Treaty.

Since the 1965 Merger Treaty, the ECSC administrative budget has been
incorporated in the general budget. The operating budget alone continued
being treated separately until the Treaty expired in 2002, but in practical
terms this became less and less significant as the levy yield diminished.

()  See Article 50, ECSC Treaty.
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2.2. General budget

From 1958 to 1970 the EEC budget and the Euratom budget (and, from
1965 onwards, the ECSC administrative budget) were financed by a sys-
tem of Member States’ contributions.

In addition to imposing an obligation to balance budgets, the EEC Treaty
established a ‘scale’ applicable to the financial contributions of Member
States (28 % for Germany, France and Italy, 7.9 % for Belgium and the
Netherlands and 0.2 % for Luxembourg), irrespective of any other rev-
enue. At the same time, a different scale was applied for financing the
European Social Fund (set up in 1957 by the Treaty of Rome and later
reformed in 1971). Unanimity was required to modify these scales.

The Treaty further indicated that the Commission should submit pro-
posals to the Council to replace the contributions of Member States by
the Community’s own resources, ‘in particular by revenue accruing from
the common customs tariff’ ().

The Decision of 21 April 1970 (?) introduced the system of own resources
for the general budget, as a progressive ‘replacement of financial con-
tributions from Member States’, with effect from 1971. Own resources
included:

— customs duties, which, in a gradual process lasting from 1971 to 1975,
were transferred to the Community;

— agricultural levies, which have been paid in full to the Community
since 1971;

— VAT-based revenue (initially limited to a 1% rate): the Community
VAT arrangements were applied gradually as progress was made in
harmonising the VAT base (sixth directive in 1977 and ninth directive
in 1979).

During the progressive implementation of this new system, financial
contributions from the Member States were required to ensure that the
budget of the Communities was in balance. However, Article 4 of the

(") See Articles 200-201 et seq. of the EEC Treaty (1957).
?) OJ L 94, 28.10.1970, p. 19.
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decision provided that, ‘from 1 January 1975 the budget of the Commu-
nities [should], irrespective of other revenue, be financed entirely from the
Communities’ own resources’.

This would notably entail setting the rate applicable to value added tax
‘within the framework of the budgetary procedure’, that is, on a yearly
basis with potentially frequent changes. In case the rate had not been
adopted at the beginning of the financial year, the decision further stated
that the rate previously fixed should remain applicable until the entry into
force of a new rate.

This own resources decision, which could not be changed unless unanim-
ity was reached in the Council, thus created a stable basis for financing
the Union. The general budget would henceforth not depend on Member
States’ contributions, which could have placed the Community in a state
of budgetary as well as political dependence towards the Member States.

The Decision of 21 April 1970 started applying in 1971 and has been
applied in full since 1979. Member States paid transitional contributions
to balance the general budget over the period 1971-78, then very small
residual contributions from 1979 to 1981 and exceptionally reimbursable
and non-reimbursable advances in 1984 and 1985 before the ‘balancing’
GNP/GNI-based own resource was introduced in 1988 (see Chapter 3).

3. The development of common policies
The early achievements were:

— the creation of the European Agricultural Guidance and Guarantee

Fund (EAGGF) in April 1962;

— the research policy, initially based on the Euratom Treaty (and therefore
confined at the outset to the nuclear field), but since extended to many other

fields;

— the reform of the European Social Fund (ESF), set up by the Treaty of
Rome, in 1971;
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— the establishment of the European Regional Development Fund
(ERDF) in March 1975.

It is striking to note that the successors to these early programmes still
constitute a significant part of the current EU budget.

4. Search for a balance between the institutions

4.1. ECSC budget

The 1951 Treaty of Paris provided that decision-making powers on
budgetary matters were all exercised by the High Authority and an
auditor was appointed for the purposes of budget control.

The 1975 Treaty of Brussels assigned budget control powers to the Court
of Auditors.

4.2. General budget
Under the 1957 Treaties of Rome EEC and Euratom budget decisions

were the exclusive prerogative of the Council, the sole budgetary author-
ity. In practice, the institutions were responsible for the various stages of
the budgetary procedure as follows:

— establishment of the preliminary draft budget: Commission;

— adoption of budget: Council, after consulting Parliament;

— implementation of budget: Commission;

— discharge: Council.

Budget control was exercised by an autonomous body: the Audit Board.

The 1970 Luxembourg Treaty made the following changes to budgetary
decision-making powers:

— introduction of the distinction between compulsory expenditure and
non-compulsory expenditure;
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— power to adopt the budget attributed to Parliament, but not the power
to decide (the last word) on non-compulsory expenditure;

— budgetary discharge given by joint Council/Parliament decision.

The next stage was the 1975 Brussels Treaty, which laid down the main
rules still in force today (1):

— Decision-making powers on budgetary matters are shared between
the Council and Parliament, which henceforth form the two arms of
the budgetary authority. In this new legal set-up, Parliament has the
last word on non-compulsory expenditure, can reject the budget, and
acts alone in granting discharge.

— Budget control is exercised by the Court of Auditors, which replaced
the Audit Board from 1976 onwards.

5. First enlargement
of the European Communities

The first enlargement occurred on 1 January 1973 when three new Mem-
ber States — the United Kingdom, Denmark and Ireland — joined the Com-
munities. Accession negotiations were also held with Norway, which even
signed the Accession Treaty (2) but eventually refused to accede, for the
first time (3).

The enlargement coincided with gradual implementation of the first own
resources decision and the new Member States had to respect its provi-
sions. But their payments were phased in (45 % in 1973, 56 % in 1974,
67.5 % in 1976 and 92 % in 1977) to reach the total amounts due in
1978. For the United Kingdom a first correction was agreed in 1975 and
was gradually introduced from 1976 (see Chapter 2).

The payments in these years consisted only of traditional own resources
and financial contributions from the Member States needed to balance

(')  Possible changes which could be introduced by a reformed treaty are discussed in
Chapter 7.

) OJL73,27.3.1972.

()  The same situation occurred during the 1995 enlargement.
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the budget and other specific contributions to finance some supplemen-
tary programmes. The VAT-based resource was paid for the first time in
1979 as described in Section 2.2 above.



Chapter 2

The crisis in the Community’s
finances (1975-87)

The legal, political and institutional balance in the Community’s financial
arrangements established in the early 1970s was gradually upset over the
next 10 years.

Relations among Member States and between the European institutions
became increasingly strained during this period and the situation grad-
ually degenerated into open conflict. As a result, the operation of the
budgetary decision-making process became extremely difficult between
1980 and 1988 and the series of incidents was unending: numerous actions
or counter-actions before the Court of Justice brought by the Council, the
Commission or some Member States; delays in the adoption of the budget;
rejection of the budget by Parliament; application of makeshift solutions,
such as advances or special contributions, in order to finance expenditure.
The budgets for 1980, 1985, 1986 and 1988 were not adopted until the
financial year was well under way, so that the provisional-twelfths arrange-
ments had to be applied for periods of five to six months.

There were three reasons for this state of affairs:
— the climate of conflict in relations between the institutions;
— the question of budgetary imbalances;

— the inadequacy of resources to cover the Community’s growing
needs.
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1. The climate of conflict in relations
between the institutions

The institutional arrangements for power-sharing between the Council
and Parliament established from 1975 onwards proved difficult to imple-
ment, for two main reasons: first, some of the criteria applied were not
defined in enough detail, were open to different interpretations or were
difficult to adapt to changing developments in the Community budget —
this was for instance the case for provisions related to compulsory vs.
non-compulsory expenditure; second, no specific procedures were laid
down for resolving any conflicts that might arise by applying conciliation
mechanisms or imposing solutions in the absence of agreement.

Moreover, the increased legitimacy and influence enjoyed by Parliament
following the direct elections in June 1979 (Act signed in Brussels in Sep-
tember 1976) placed a constant strain on its relations with the Council in
budgetary matters.

Nevertheless, the institutions concerned did establish a dialogue to try to
overcome these difficulties, leading among other things to the joint dec-
laration by the European Parliament, the Council and the Commission
of 30 June 1982 on various measures to improve the budgetary proce-
dure (1). But these attempts, which prefigured the first Interinstitutional
Agreement concluded in 1988 (2), proved to be somewhat makeshift.

1.1. The distinction between compulsory
and non-compulsory expenditure

Compulsory expenditure is defined in Article 272(4) of the EC Treaty as
‘expenditure necessarily resulting from this Treaty or from acts adopted
in accordance therewith’, other expenditure being considered by contrast
as non-compulsory. Such a distinction, which is in fact used in a number
of national budget systems, can be useful when drawing up a budget in
order to assess whether, in the light of the legislation, different categories
of expenditure are more or less indispensable or, on the contrary, discre-
tionary.

() O] C194,28.7.1982, p. 1.
(?)  See Chapter 3.
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In terms of the Community budget, the problem is that, while technical
and vaguely defined, this criterion has major institutional implications,
since it determines the breakdown of budgetary responsibilities between
the Council and Parliament and the basic framework for Parliament’s own
budgetary powers (1).

1) The breakdown of budgetary responsibilities

Under the budgetary procedure laid down in Article 272, the Commis-
sion draws up its preliminary draft budget, which then passes back and
forth between the two arms of the budgetary authority: first, the Council
establishes the draft budget, which is then given two alternate readings by
each of the institutions (?). The Council has the final say over compulsory
expenditure, the amount of which is fixed at its second reading, while Par-
liament has the last word on the volume of non-compulsory expenditure at
its final reading of the draft budget.

The Treaty does not provide for any mechanisms to overcome disagree-
ment between the two institutions on applying the distinction between
the two types of expenditure, which is nevertheless crucial for the demar-
cation of their respective budgetary powers.

2) The framework for Parliament’s budgetary powers

However, there are limits on Parliament’s power to set the final total
of non-compulsory expenditure. Without prejudice to the constraints
imposed by the volume of own resources available and the need to main-
tain strict budgetary balance, Article 272(9) lays down a maximum rate of
increase for such expenditure in relation to expenditure of the same type
to be incurred during the current year (°). The Commission determines
this maximum rate on the basis of objective economic parameters.

There are two cases where the maximum rate of increase may be relaxed.
If the rate of increase resulting from the draft budget established by the
Council is over half the maximum rate, Parliament may further increase

(") At the time of preparing this new edition (end of 2007), Article 272 is still applicable.
Proposed modifications to Treaty rules, including eliminating the distinction between
compulsory and non-compulsory expenditure, are discussed in Chapter 7.

(?)  For a more detailed description of the budgetary procedure, see Chapter 11.

() For a full analysis of the rule on maximum rates of increase, see Chapter 11.
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the volume of non-compulsory expenditure up to half of the maximum
rate. The maximum rate may also be exceeded by agreement between
the Council and Parliament. However, there are three potential problems
with this mechanism with regard to the exercise of budgetary powers.

— The classification of expenditure for a given financial year determines
not only the extent of Parliament’s power in establishing the budget
for that year, but also the actual margin for manoeuvre enjoyed by
Parliament in the next financial year or even subsequent years, since it
serves as a basis for applying the maximum rate of increase.

— The method of calculating the maximum rate of increase is not directly
or immediately tied to changes in actual budgetary requirements aris-
ing, for example, from the introduction of new policies or, more dras-
tically, from enlargement of the Community.

— There are no Treaty provisions laying down at exactly which stage
of the budgetary procedure agreement should be reached on exceed-
ing the maximum rate of increase, or how that agreement is to be
reached.

3) The 1982 joint declaration

In order to improve the budgetary procedure, the European Parlia-
ment, the Council and the Commission made a joint declaration on
30 June 1982 (1).

The declaration defined compulsory expenditure as such expenditure as
the budgetary authority is obliged to enter in the budget to enable the Com-
munity to meet its obligations, both internally and externally, under the
Treaties and acts adopted in accordance with the Treaties.

Annexed to the declaration was a list of all the then existing budget lines,
classified as compulsory or non-compulsory. A new procedure (the tri-
alogue between the Presidents of the three institutions) was introduced to
determine the classification of new budget lines or existing lines for which
the legal basis had changed.

(") Joint declaration by the European Parliament, the Council and the Commission of 30 June
1982 on various measures to improve the budgetary procedure (O] C 194, 28.7.1982, p. 1).
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The declaration also specified that the Commission should propose a
classification of expenditure in its preliminary draft. If either arm of the
budgetary authority could not agree with this classification, the Presidents
would hold a trialogue meeting and endeavour to resolve the matter before
the draft budget was established.

The declaration also laid down some rules for applying the maximum rate
of increase: the basis for calculating Parliament’s margin of manoeuvre
would be the draft budget established by the Council at its first reading,
including any letters of amendment; the maximum rate of increase should
be observed not only in the initial budget but also in supplementary or
amending budgets for the same financial year; the rules on exceeding the
maximum rate may be applied differently to appropriations for payments
and appropriations for commitments.

In these respects, the 1982 declaration proved effective in the first few years
following its adoption. However, disputes over the classification of expendi-
ture and the maximum-rate-of-increase mechanism resurfaced in 1986,
when the Community had to meet requirements arising from the accession
of Spain and Portugal. In the absence of agreement between the two arms of
the budgetary authority, the Council brought an action before the Court of
Justice, which subsequently annulled the budget for the 1986 financial year.

1.2. The clash between legislative power and budgetary power

The EEC and Euratom Treaties themselves contained the seeds of the dis-
pute between the Council and Parliament from 1975 to 1982; while legis-
lative power was vested exclusively in the Council, budgetary power was
shared between the Council and Parliament.

Prior to this, when the Council - the legislative body — was the sole
authority (up to and including the 1974 budget), powers over both fields
were vested in a single institution, and so in practice no significant con-
flicts could arise.

After acquiring its budgetary powers, the Parliament took the view that
the budget by itself was a sufficient legal basis for using the appropriations
entered. So from the 1975 budget onwards, it inserted many new budget
lines and entered appropriations which could sometimes be used to start up
new actions; the amounts increased over the years.
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For its part, the Council developed a practice of setting maximum amounts
for relevant expenditure in the legislative instruments it adopted. Parlia-
ment argued that this had the effect of encroaching on its own budgetary
powers over non-compulsory expenditure.

The joint declaration of 30 June 1982 also set out to find a compromise
solution to this dispute.

The declaration laid down the principle that ‘in order that the full import-
ance of the budget procedure may be preserved, the fixing of maximum
amounts by regulation must be avoided’.

On the other hand, in this joint declaration, Parliament, the Council and
the Commission acknowledged that a legal basis separate from the budget
was required for the utilisation of appropriations for any ‘significant action”
if such appropriations were entered in the budget before a proposal for a
regulation had been presented, the Commission would present this pro-
posal, and the Council and Parliament would then endeavour to adopt it as
quickly as possible.

Implementation of these aspects of the declaration proved rather disap-
pointing in practice.

— The ‘maximum amounts’ were, in practice, replaced by ‘amounts
deemed necessary’, which the Council entered systematically in multi-
annual programmes. This new concept might appear legitimate if
construed as representing purely indicative estimates of the budgetary
implications of the action carried out. In reality it was interpreted
differently by the two institutions. The Council saw these amounts
as ceilings on expenditure set by the legislator, whereas Parliament
tended to consider them as minimum levels, which it could top up with
additional allocations in line with its own priorities.

— As regards the need to have a legal base in order to utilise appropria-
tions, the agreement implied that there was a consensus between the
institutions on what was meant by ‘significant action’. In reality, there
was a tendency in a number of fields to prolong artificially the prepar-
atory measures that required no legal base, even though the projects
in question had moved on to the operational stage.
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2. The question of budget imbalances

Debates on budgetary imbalances in the 1970s and 1980s mainly evolved
around the contributions of two net contributors, namely the United
Kingdom and Germany.

2.1. The British issue

1) The origin of the budgetary imbalance

At the time of its accession, the UK had a small agricultural sector with a
large proportion of farm produce imported from outside the Community. As a
result, very little of the Community’s agricultural spending benefited the UK.

On the other hand, the UK contributed a relatively large amount to the
financing of the Community budget mainly because its VAT base repre-
sented a higher percentage of GNP compared to other Member States.

This structural imbalance in the UK’s financial links with the Community
became a major political headache for the Community as early as 1974. It
was the issue underlying the 1975 referendum on the question of the UK’s
continued membership of the Community.

2) Various arrangements introduced to resolve this matter

A first correcting mechanism was agreed at the European Council meet-
ing in Dublin in March 1975. It was formally enforced from 1976 to
1980. This mechanism was to provide compensation (in the form of a
partial repayment of the VAT-based contribution) from the Community
budget to any country bearing an unacceptable financial burden. It was to
be triggered if three indicators coincided: per capita GDP below 85 % of
the Community average; rate of growth less than 120 % of the Commu-
nity average and share of own resources payments exceeding by 10 % the
share of total Community GDP. The mechanism was never triggered.

A second correcting mechanism was agreed at the Dublin European
Council in November 1979 (!). It provided for a complex compensation
mechanism limiting the UK contribution to the Community budget.

(') Council conclusions of 30 May 1980 on the United Kingdom contribution to the financ-
ing of the Community budget, Bulletin EC 5-1980.
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Finally, a third compensation mechanism, applied to the UK contri-
bution to Community revenue, was agreed at the Fontainebleau European
Council in June 1984 and given effect by the Decision of 7 May 1985 (1).

This decision covered two distinct arrangements:

— For 1985, compensation was provided through an ECU 1 billion
reduction of the UK VAT-based contribution.

— From 1986 onwards, two-thirds (66 %) of the difference between the
UK share in VAT bases and its share of total allocated expenditure,
applied to total allocated expenditure, was refunded to the UK by
way of a reduction in the UK VAT-based payments. This was financed
by all the other Member States, in accordance with their respective
percentage share of VAT payments (with the exception of Germany,
which paid only two-thirds of its normal share, the balance being
divided between the other Member States on the same scale).

2.2. The German issue

From 1981 onwards, Germany highlighted its position as the main con-
tributor to the Community budget and demanded a reduction in its
share of financing the rebate to the United Kingdom. The Fontainebleau
Arrangement catered for this demand by making a one-third reduction in
Germany’s share of financing the rebate.

3. The inadequacy of resources to cover
the Community’s growing needs

3.1. The sources of the problem

1) The erosion of own resources

The erosion of own resources was an initial cause of the inadequacy of rev-
enue. It was produced by the combination of two developments:

(') OJL128,14.5.1985.
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— the diminishing yield of traditional own resources (customs duties
and agricultural levies) as a result of the progress made in dismant-
ling tariffs (GATT negotiations) and the Community’s increasing self-
sufficiency in food and its impact on imports of agricultural products;

— relative stagnation of VAT-based revenue, limited by a maximum rate
of call, in relation to economic activity because of the declining share
of GNP accounted for by consumer expenditure in the economies of
the Community countries.

2) The rise in expenditure

The rise in expenditure, triggered by four different factors, was the main
reason why resources were increasingly unable to keep pace with the
Community’s needs.

— A number of existing policies were strengthened. This was in particu-
lar the case with the revision of the European Social Fund in Octo-
ber 1983 and the European Regional Development Fund in June 1984.

— New policies were being launched. These included a common fisheries
policy, with a common organisation of the market in that sector, in
December 1981, and the establishment in 1983 of a Community sys-
tem of authorised quota (total allowable catches); the establishment of
the first framework programme (1984-87) for Community research;
the decision taken in February 1984 on new programmes and new
arrangements for Community aid to research (Esprit); the introduc-
tion of the Integrated Mediterranean Programmes in July 1985.

— Inability to contain Community agricultural expenditure. Between
1982 and 1986 actual expenditure under the EAGGF Guarantee Sec-
tion grew by an average of 16 % per year and systematically exceeded
the estimates made in drawing up the preliminary draft budget.

— The financial impact of the accession of new members to the Commu-
nity. Greece (member since 1981) and Spain and Portugal (members
since 1986) were net beneficiaries from the Community budget.
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3.2. The initial attempts at a solution and their limitations

1) Moves to raise additional Community resources (1984-86)

The period after 1984 was one of insecurity for the financing of the Com-
munity. The action taken to adjust the level of revenue to expenditure
requirements tended to be passive, late and makeshift (e.g. the intergovern-
mental advances).

From the start of the 1984 budgetary procedure it was clear that the VAT-
based resources available within the 1 % limit would not be sufficient to
cover the real needs during the year.

Political agreement was reached at the Fontainebleau European Council in
June 1984 on the principle of raising the VAT ceiling to 1.4 %. This agree-
ment was given practical shape in the Decision of 7 May 1985 and took
effect on 1 January 1986.

In the meantime, transitional financing solutions were applied for the budg-
ets in 1984 (repayable intergovernmental advances outside the VAT ceiling)
and 1985 (non-repayable advances).

The final outturn of the 1986 budget was virtually at the 1.4 % VAT limit.
The balance was only maintained because certain items of agricultural
expenditure were deferred to 1987.

The problem of the exhaustion of VAT resources under the 1.4 % ceiling
became acute in 1987. To cover ECU 4 billion in excess agricultural require-
ments, two months’ payments of EAGGF advances had to be deferred.

2) The outlines of budgetary discipline and the first
disappointing results

Budgetary discipline was the second type of response to the various con-
straints affecting the Community’s finances.

The first move came on 22 March 1979 when the Council agreed on an
internal code of conduct (') to guide its decisions so that it would unilater-
ally restrict the growth of non-compulsory expenditure: the draft budget

() Bulletin EC 3-1979, point 2.3.2.
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was to be established on its first reading within half of the maximum rate of
increase, in order to limit the impact of Parliament’s margin of manoeuvre
during the subsequent stages of the budgetary procedure.

The Fontainebleau European Council in June 1984 extended the scope
of budgetary discipline. The Decision of 4 December 1984 (1), the first
reference instrument on budgetary discipline, transformed the Fontaineb-
leau guidelines into rules, the main ones being that EAGGF Guarantee
expenditure should not increase faster than the own resources base and
the increase in non-compulsory expenditure should be kept below the
maximum rate provided for by the Treaty (confirmation of the 1979 code
of conduct).

These rules, however, turned out to have hardly any practical effect
because of the growing disputes between the Council and Parliament
(Parliament refused to recognise the decision on budgetary discipline,
which it considered a unilateral act binding solely on the Council) and
the fragmentation of the decision-making process in the Council in its
various compositions (particularly the reluctance of the agriculture min-
isters to accept the budgetary discipline arrangements for agricultural
expenditure laid down by the finance ministers).

4. Enlargements of the European Communities

In the period described in this chapter two successive enlargements took
place. Greece joined the Communities on 1 January 1981, Portugal and
Spain on 1 January 1986.

All three Member States benefited from transitional measures in relation
to the own resources based on VAT or GNP payments (applied for the
Member States that did not have the VAT bases in compliance with the
Sixth Council Directive). Although they were obliged to pay these own
resources in full from the first day of accession, they were immediately
refunded by the percentages agreed in relevant articles of the Accession
Treaties (2). In practice this meant reducing their payments.

(') Bulletin EC 12-1984, point 1.3.3.
(?)  For Greece O] L 291, 19.11.1979, p. 47. For Spain and Portugal OJ L 302, 15.11.1985,
pp- 80 and 134.
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The scenarios for the two enlargements were slightly different. In prac-
tice, Greece paid 30 % of its contributions in 1981, 50 % in 1982, 70 %
in 1983, 80 % in 1984, 90 % in 1985 and 100 % from 1986 onwards.
The scenario for the other two acceding Member States was more favour-
able to the new acceding countries, requiring Spain and Portugal to pay
13 % in 1986, 30 % in 1987, 45 % in 1988, 60 % in 1989, 75 % in 1990,
95 % in 1991 and 100 % from 1992. However, these reductions in pay-
ments for Spain and Portugal did not apply to their contribution to the
financing of the UK rebate introduced by the own resources decision of
7 May 1985.

The accession of Spain and Portugal had a significant impact for the
expenditure side of the Community budget. This aspect of the third
enlargement is developed in the following chapter.



Chapter 3

Reform of the Community’s finances:
the Delors | package (1988-92)

1. From the Delors | package proposals
(February 1987) to the decisions in June 1988

The third enlargement in 1986 and the conclusion of the Single Act
provided the Community with a new political stimulus. The accession
of Spain and Portugal and a treaty which defined fresh ambitions for
the enlarged Community (single market, economic and social cohesion,
research framework programme) both provided a political base for a
thorough reform of the Community’s financial system.

In February 1987, the Commission presented comprehensive reform pro-
posals, the Delors package, in two communications:

— the Single Act: A new frontier for Europe (COM(87) 100);
— report on the financing of the Community budget (COM(87) 101).

In the second half of 1987, the Commission produced a series of specific
proposals on agricultural policy and the Structural Funds, as well as the
general budgetary and financial framework (new own resources, amend-
ment of the Financial Regulation, budgetary discipline and the correc-
tion of budgetary imbalances).

The Brussels European Council on 11 and 12 February 1988 adopted
the broad lines of the financial reform of the Community. This reform
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covered three main political points. First of all, it was agreed that the
Community should be given additional resources to enable it to operate
properly during the period 1988-92. In return, undertakings were given
at the highest level concerning the overall distribution of the expenditure
to be financed by these new resources: priority would be given to the
cohesion policies, and budgetary discipline arrangements would be intro-
duced to place an effective brake on agricultural expenditure. Lastly, a
more equitable system of financing the Community would be introduced,
linking Member States’ budget contributions more closely to their level
of relative prosperity.

Most of the decisions giving practical effect to the conclusions of the
Brussels European Council were formally adopted on 24 June 1988.

2. The broad lines of the Community’s
financial reform

2.1. Own resources

The February 1988 Brussels European Council agreed that the Com-
munity should be given suitable resources that would be sufficient, stable
and guaranteed, and enable it to operate correctly throughout the period
from 1988 to 1992.

The practical details for achieving this were contained in Council Deci-
sion 88/376/EEC, Euratom of 24 June 1988 (1).

1) A new concept: the global own resources ceiling

The total amount of available own resources was no longer determined
by the yield of traditional own resources combined with the ceiling of the
VAT-based resource, but was expressed as a percentage of the Commu-
nity’s total GNP, increasing from 1.15 % for 1988 to 1.20 % for 1992.

A further overall ceiling of 1.30 % of total Community GNP was set for
1992 in terms of appropriations for commitments.

(') OJL 185,15.7.1988, p. 24.
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2) The new own resources

The range of own resources was extended and the rules altered.

— The system of ‘traditional’ own resources was rationalised: customs
duties on products covered by the ECSC Treaty were added to the com-
mon customs tariff duties; the 10 % collection costs were now to be
deducted at source and no longer reimbursed separately and charged to
the expenditure side.

— The arrangement for the VAT-based own resource was adjusted to
better take into account the regressive nature of VAT (differences in
the proportion of Member States’ GNP accounted for by consump-
tion). The VAT-based resource continued to be established by apply-
ing for all Member States a 1.4 % rate to the uniform VAT base, as
determined by the Community rules. In addition, a ‘capping’ mech-
anism was introduced whereby a Member State’s VAT base was not to
exceed 55 % of its GNP at market prices.

— A new category of revenue — the fourth resource — was introduced,
based on Member States’ GNP, the most representative indicator of
their economic activity, in order to match each Member State’s pay-
ments more closely to its ability to pay. From now on, this ‘balancing
item’ automatically provided the necessary financing for the Commu-
nity budget, within the limit of the own resources ceiling. It was calcu-
lated by applying to a base, made up of the sum of the Member States’
gross national product at market prices, a rate to be determined dur-
ing the budgetary procedure in the light of the yield of all the other
categories of own resources.

3) Correction of budgetary imbalances

The UK correction was adjusted to neutralise the impact of the new ele-
ments in the system of own resources (VAT base capped at 55 % of GNP
and introduction of a fourth resource based on GNP). Indeed, the very
objective of the June 1988 Decision was that the position of the United
Kingdom should be exactly the same as it would have been if the Deci-
sion of 7 May 1985 had continued to apply (with VAT call-in rates above
1.4 %).
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In technical terms, the amount of compensation was calculated as follows ('):

— The amount was calculated in accordance with the Decision of
7 May 1985 on the assumption that the budget was to be financed in
full by non-capped VAT;

— From this result was subtracted the saving which the United Kingdom
enjoyed because of the capping of the VAT base at 55 % of GNP and
the introduction of the fourth resource;

— The United Kingdom received the correction calculated in this way in
the form of a reduction in its VAT payments.

The other 11 countries no longer financed this compensation in propor-
tion to their VAT bases, but in proportion to their GNP. Germany was still
allowed a one-third reduction of the amount it was supposed to pay.

2.2. Budgetary discipline

The European Council laid down the principles for tighter budgetary dis-
cipline in order to produce a better balance between the different catego-
ries of Community budget expenditure and to control their growth. Two
documents, with different legal status, implemented these principles:

— Council Decision 88/377/EEC of 24 June 1988 concerning budgetary
discipline (2);

— the Interinstitutional Agreement on budgetary discipline and improve-
ment of the budgetary procedure, signed by Parliament, the Council
and the Commission on 29 June 1988 (3).

The new discipline arrangements covered all categories of expenditure
and were binding on all the institutions associated in their operation:
the Interinstitutional Agreement made budgetary discipline the shared
responsibility of the three institutions party to it, without encroaching on
the powers vested in them by the Treaties.

(') A more detailed description is provided in Chapter 12.
() OJL185,15.7.1988, p. 29.
() OJL185,15.7.1988, p. 33.
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1) The financial perspective 1988-92

The financial perspective 1988-92 (see Table 3.1), an integral part of
the Interinstitutional Agreement, was the key to the new budgetary dis-
cipline arrangements. It was designed to produce harmonious and con-
trolled growth in the broad sectors of budget expenditure, while at the
same time establishing a new balance in the allocation of expenditure by
means of the guarantees for the development of policies connected with
the Single Act and in particular the structural policies.

TABLE 3.1

Financial perspective 1988-92 (Interinstitutional Agreement of 29 June 1993
on budgetary discipline and improvement of the budgetary procedure)

Appropriations for commitments

(million ECU at 1988 prices)
1988 1989 1990 1991 1992

1. EAGGF Guarantee 27500 27700 28400 29000 29600
2. Structural operations 7 790 9200 10600 12100 13450
3. Policies with multiannual allocations
(IMPs, research) 1210 1650 1900 2150 2400
4. Other policies 2103 2385 2500 2700 2800
of which: non-compulsory 1 646 1801 1860 1910 1970
5. Repayments and administration 5700 4950 4500 4000 3550
(including financing of stock disposal) 1240 1400 1400 1400 1400
6. Monetary reserve 1000 1000 1000 1000 1000
Total 45303 46885 48900 50950 52800
of which: compulsory 33698 32607 32810 32980 33400
of which: non-compulsory 11605 14278 16090 17970 19400
Payment appropriations required 43779 45300 46900 48600 50100
of which: compulsory 33640 32604 32740 32910 33110
of which: non-compulsory 10139 12696 14160 15690 16 990
Payment appropriations as % of GNP 1.12 1.14 1.15 1.16 1.17
Margin for unforeseen expenditure 0.03 0.03 0.03 0.03 0.03

Own resources required as % of GNP 1.15 1.17 1.18 1.19 1.20
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Subject to the technical adjustment and revision procedures provided
for in the Interinstitutional Agreement, Parliament, the Council and the
Commission accepted that the financial amounts set in this perspective
were to be regarded as binding expenditure ceilings for the Community.

So for the first time in the Community’s history, a reference framework
existed within which the various institutions would have to manoeuvre
during each of the annual budgetary procedures.

This reduced the risk of clashes between legislative power and budgetary
power, by requiring overall consistency between the budgetary implica-
tions of legislative decisions and the financial framework laid down.

2) Containment of agricultural expenditure

The Council laid down the principle of a guideline for controlling agricul-
tural expenditure, setting out the practical arrangements for calculating
and applying it in its decision on budgetary discipline. The agricultural
guideline applied to expenditure under the EAGGEF, Guarantee Section.
It formed the ceiling for heading 1 in the 1988-92 financial perspective.

(a) Annual rate of growth

The annual rate of growth in expenditure was not to exceed 74 % of the
annual rate of growth of Community GNP. The 1988 expenditure figure,
ECU 27 500 million, was taken as the base from which to calculate the
agricultural guideline in later years. This led to a relative decrease of agri-
cultural expenditure in relation to GNP.

(b) Agricultural stocks

Mechanisms were adopted for the systematic depreciation of existing and
future agricultural stocks, so that the stock situation would return to
normal by 1992.

(c) Stabilisers

The stabilisation mechanisms were reinforced and extended to other
production sectors. Further measures were introduced aimed at limiting
supply directly by encouraging the temporary abandonment of land (set-
aside) with the possibility of direct income support.
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(d) Early warning system

An early warning system on the development of EAGGF Guarantee Sec-
tion expenditure was introduced. It monitored expenditure chapter by
chapter (and not simply as an aggregate as in the past). If the Commis-
sion were to see that expenditure was exceeding the forecast profile, or
seemed likely to do so, it would make use of the management powers at
its disposal. If these measures were inadequate, the Commission would
examine the functioning of the agricultural stabilisers and, if necessary,
present proposals to the Council to enhance their action. The Council
had two months within which to act to remedy the situation.

(e) Monetary reserve

In order to contend with developments caused by significant and unfore-
seen movements in the dollar/ecu market rate compared with the rate used
in the budget, a monetary reserve of ECU 1 000 million would be entered
in the budget each year as provisional appropriations. The appropriations
for the monetary reserve were not included in the amount of the agricul-
tural guideline.

3) Discipline arrangements for non-compulsory expenditure

Parliament and the Council agreed to accept, for the financial years 1988
to 1992, the maximum rates of increase for non-compulsory expenditure
deriving from the budgets established within the ceilings set by the finan-
cial perspective. In practice, this meant that Parliament could each year
increase the non-compulsory expenditure up to the limit compatible with
the ceilings in the financial perspective. This joint commitment on the
part of the institutions therefore radically altered the scope of the Treaty
provisions relating to the application of the maximum rate of increase,
and eliminated the problems of reaching an agreement on exceeding this
rate (1) during the annual budgetary procedure.

The institutions also gave an undertaking that any revision of the com-

pulsory expenditure in the financial perspective would not lead to a
reduction in non-compulsory expenditure. This clause to ‘protect’ non-

()  See Chapter 2.
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compulsory expenditure ensured that the application of budgetary dis-
cipline would not put compulsory expenditure in a priority category.

Certain other undertakings were also given in the Interinstitutional
Agreement by the two arms of the budgetary authority. These included:

— the undertaking to bear in mind the assessment of the possibilities for
implementing the budget made by the Commission in its preliminary

draft;

— the undertaking to respect the allocations of commitment appropria-
tions for the Structural Funds, the specific industrial development pro-
gramme for Portugal, the integrated Mediterranean programmes and
the research framework programme. These amounts were therefore
not only expenditure ceilings but should also be regarded as expendi-
ture targets. This expenditure therefore enjoyed preferential treatment,
particularly as, under another provision, any part of these allocations
which had not been used in the course of a given year would be carried
over to subsequent years.

4) Improvement of budget management and reform
of the Financial Regulation

The February 1988 European Council decided to improve the Commu-
nity’s budget management so as to strengthen the principle of annuality.
This was done by Regulation (ECSC, EEC, Euratom) No 2049/88 of
24 June 1988 (1), which amended a number of important provisions of
the Financial Regulation:

— Differentiated appropriations would no longer be carried over auto-
matically; the Commission could authorise certain carryovers pro-
vided they were duly substantiated on the basis of specific criteria
spelled out in the Financial Regulation;

— Appropriations corresponding to commitments cancelled could,

exceptionally, be made available again by Commission decision on the
basis of specific criteria.

(') OJL185,15.7.1988, p. 3.
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2.3. The reform of the Structural Funds

The Single Act provided for close coordination between the three existing
Structural Funds (EAGGF Guidance Section, Social Fund and Regional
Fund) with a view to clarifying and rationalising their tasks and enhanc-
ing their effectiveness. This coordination, the arrangements for which
would be laid down in a single instrument covering all three Funds, was
intended to promote the harmonious development of the entire Commu-
nity, by reducing the gap between regions and helping the less-favoured
regions to catch up.

The Brussels European Council decided that the growth of the Structural
Funds had to be guaranteed in the medium term: the commitment appro-
priations in 1993 would be twice as high in real terms as in 1987.

For the purposes of rationalisation, the European Council also decided
that Community action through the Funds would be targeted at the fol-
lowing five general objectives:

— objective 1: promoting development and structural adjustment in less-
developed regions;

— objective 2: converting the regions, frontier regions or parts of regions
(including employment areas and urban communities) seriously
affected by industrial decline;

— objective 3: combating long-term unemployment;
— objective 4: facilitating the occupational integration of young people;

— objectives Sa and Sb: with a view to reform of the common agricul-
tural policy, speeding up the adjustment of agricultural structures and
promoting the development of rural areas.

The detailed arrangements for giving effect to this decision were adopted
by the Council on 24 June 1988 (1).

(')  Council Regulation (EEC) No 2052/88 of 24 June 1988 on the tasks of the Structural
Funds and their effectiveness and on coordination of their activities between themselves
and with the operations of the European Investment Bank and the other existing finan-
cial instruments (OJ L 185, 15.7.1988, p. 9).
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To coordinate the operations of the Funds, it was specified that they
would contribute as follows to the attainment of the five objectives set by
the European Council:

— objective 1: ERDF, ESF and EAGGF Guidance Section;

— objective 2: ERDF and ESF;

— objective 3: ESF;

— objective 4: ESF;

— objective 5a: EAGGF Guidance Section;

— objective 5b: EAGGF Guidance Section, ESF and ERDF.

On the basis of the principles and general provisions laid down in the frame-
work regulation, the Commission presented proposals on 30 August 1988
for implementing regulations for the individual policies. These proposals
were adopted by the Council on 19 December 1988 to take effect on 1
January 1989.

3. First assessment of the reform: 1988-92

Two reports on the implementation of the 1988 reform were presented on
10 March 1992 by the Commission to Parliament and the Council:

— a report on the application of the Interinstitutional Agreement

(COM(92) 82);
— a report on the system of own resources (COM(92) 81).

Their conclusions were largely positive as regards the main objectives
pursued: orderly progression of expenditure, improvement in the budget-
ary procedure and budget management, and adequate own resources.

Favourable economic conditions undoubtedly helped to achieve these
results. It is true that some difficulties were encountered in the applica-
tion of the agreement, particularly as regards the revision of the finan-
cial framework. The Community budget was nevertheless able to cope
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with new tasks, deriving mainly from the considerable upheavals on
the international scene during this period. There is little doubt that the
problems encountered would have been far more acute in the absence
of the financial framework imposed in 1988, which enabled the debate
to be confined within agreed limits and rules.

3.1. Orderly progression of expenditure

1) The successive revisions of the financial perspective

Pursuant to the Interinstitutional Agreement, the financial perspective
was revised or adjusted no less than seven times during the period, to
accommodate new activities or to strengthen existing policies.

These revisions mainly concerned the introduction of new operations
linked to changes in the international environment: cooperation with the
countries of central and eastern Europe then technical assistance to the
republics of the former USSR, German unification, the Gulf crisis, financial
aid to Israel and the Occupied Territories, humanitarian aid to the Kurdish
refugees and to the former Yugoslavia, combating famine in Africa, etc.

Some existing Community policies were strengthened half-way through the
period, for example: internal policies and cooperation activities in favour of
developing countries in the Mediterranean, Asia and Latin America.

The other revisions were of a more technical nature: adjustments to
allow a more regular progression in the budget available for adminis-
trative expenditure, ex post adjustments to the appropriations for the
Structural Funds in line with actual inflation, revaluation of the repay-
ments to be made to Spain and Portugal following accession and to the
Member States in respect of expenditure incurred on disposal of agricul-
tural stocks, allowance for the change in the rate of clearance of commit-
ments under certain programmes (e.g. structural aid to the new German
Lander, research).

2) The actual shape of the financial framework

Table 3.2 shows the changes (after adjustment and revision) in the finan-
cial perspective over the period 1988-92 in relation to the original table
agreed.
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TABLE 3.2

Actual application of the financial perspective 1988-92

Rate of increase (%) Distribution (%) of the total

in real terms 1992/88 appropriations for commitments

Original Actual Original Actual

financial financial financial financial

perspective  perspective perspective perspective
1988 1992 1992

EAGGE Guarantee 7.6 6.8 60.7 56.1 52.5
Section
Structural operations 72.7 94.8 17.2 25.5 271
Multiannual policies 98.3 101.1 2.7 4.5 4.3
Other policies 33.1 136.5 4.6 5.3 8.9
Repayments and -37.8 -42.8 12.6 6.7 5.8
administration
Monetary reserve - -16.2 2.2 1.9 1.5
Total appropriations 16.5 237 100 100 100
for commitments
Toral appropriations 14.4 22.6 96.6 94.9 95.8

for payments

In all, the ceiling on expenditure was raised in real terms by 5.5 % per
year on average for appropriations for commitments, as opposed to the
3.9 % originally planned.

This overall trend covered changes in the structure of expenditure in
accordance with the priorities adopted, but which were more pronounced
than was envisaged in 1988.

As foreseen, the ceiling for the EAGGF Guarantee Section (agricultural
guideline) rose by far less than that for total expenditure. Actual agricul-
tural expenditure remained well within this ceiling. The additional cost
in this field, resulting from German unification, could thus be covered
without the guideline having to be raised.

However, this result was due as much to a favourable economic climate
as it was to a reform of agricultural market mechanisms. Even though
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the guideline was respected, agricultural expenditure remained very sen-
sitive to external parameters and the economic effects of the stabilisers
proved to be limited. Under these circumstances, and in view of the com-
mitments to be entered into at international level under GATT, reform
of the common agricultural policy was essential. This reform was to be
oriented towards direct aid reflecting production capacity, rather than
being based almost exclusively on a system of guaranteed prices.

The rise in the ceiling for the heading ‘Other policies’ (see Table 3.2) was
much higher than planned, mainly as a result of the increase in the Com-
munity’s external action over that period. The ceiling for the ‘Structural
operations’ heading (see Table 3.2) also rose by more than expected. This
was mainly due to the transfer of allocations which could not be used in
earlier years to the end of the period, rather than to an increase in the
total amounts originally planned.

3.2. Improvement in the budgetary procedure
and budget management

1) Compliance with the basic principles
of the Interinstitutional Agreement

The budget for each of the years covered by the agreement was adopted on
time without any major conflicts between the institutions during the budget-
ary procedure. There was full compliance with the financial perspective in
terms of both authorisation and implementation of the budget. The annual
adjustments in line with movements in prices and GNP and with outturn, as
well as the revisions of the financial perspective, were all made in accordance
with the agreement. A solution acceptable to the parties was found whenever
problems of interpretation arose in this respect.

However, these revision or adjustment procedures proved to be cumber-
some in practice (taking an average of three months) and often coincided
with the actual annual budgetary procedure, thereby diminishing the
instrument’s characteristics of containment and medium-term guidance.
The two arms of the budgetary authority had differing views on how to
finance the new needs which arose, with Parliament advocating using the
margin available under the own resources ceiling, and the Council giving
priority to redeployment of the expenditure budgeted under each heading.
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2) More rigorous budget management

In line with the objectives adopted and by means of the new provisions in the
Financial Regulation, there were significant improvements in budget man-
agement from the point of view of implementation, especially concerning:

— the principle of annuality, with a sharp reduction, in absolute amounts
and in relative terms, of carry-overs from one financial year to the
next and appropriations made available again;

— the principle of specification, with a substantial reduction in transfers
between chapters during the financial year.

In addition, the average utilisation rate of appropriations was appreciably
higher than it had been during the years preceding the reform. The clear-
ance of commitments was also speeded up, in terms of both forecasts and
actual outturn.

Finally, the Commission took a range of measures to make a cost-
effectiveness approach more systematic in devising proposals for action
and in organising its management.

3.3. Sufficient financial resources

Despite the successive upward revisions of the financial perspective, the
total expenditure ceiling, and hence the actual amount of budget expend-
iture, remained beneath the ceiling of available own resources.

TABLE 3.3

Use of the own resources ceiling

(% of GNP)
1988 1989 1990 1991 1992

Own resources ceiling 1.15 1.17 1.18 1.19 1.20

Ceiling on appropriations for payments

- . 1.12 1.06 1.08 1.13 1.19
(actual financial perspective)

Total appropriations for payments

entered in the budget and actually used 112 1.02 0.99 1.09 113
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This result was, however, achieved through the combination of two
favourable factors:

— a moderate increase in requirements for agricultural expenditure;

— more rapid economic growth than initially forecast, leading to a con-
siderably larger volume of available own resources.

3.4. Structure of own resources

As far as the structure of own resources was concerned (see Figure 3.1),
the proportion of traditional own resources continued to decline. The
VAT-based resource remained by far the largest. The GNP-based resource
was negligible in 1988 and 1989 and was not called in at all in 1990.
However, it exceeded 20 % of the budget in 1992.

FIGURE 3.1

Structure of own resources (1980-92)
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Despite the 1988 reform, regressive elements remained in the system of
own resources, principally because VAT bases were high in relation to
GNP in the least prosperous Member States. Despite capping at 55 % of
GNP, the VAT bases of Greece, Ireland and Portugal remained above the
Community average, which in 1992 amounted to 49.3 % of GNP.






Chapter 4

Consolidation of the 1988 reform:
the Delors Il package (1993-99)

1. The Commission’s proposals

1.1. The objectives of the Delors Il package

1) Consolidating the achievements of the 1988 reform

The 1988-92 financial perspective and the Interinstitutional Agreement
concluded in 1988 were due to expire at the end of 1992. Likewise, in the
absence of a new decision on own resources, 1992 marked the end of the
gradual rise in the own resources ceiling, which would have been frozen

at 1.20 % of GNP.

As the Commission’s assessment of the system introduced in 1988 had been
positive, it came to the conclusion that the financial perspective and the Inter-
institutional Agreement should be renewed for a further period, even though
certain improvements could be made in the light of experience.

2) Updating the financial framework

Several decisions with major implications for the budget had been made
or were expected, making review of the Community’s financial frame-
work inevitable. In particular, there was a need:

— to take account of the financial impact of the reform of the common
agricultural policy which started in 1992;
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— to take stock of the reform of the Structural Funds and to adopt a new
regulation, since the framework established in 1988 would be expir-
ing at the end of 1993;

— to guarantee the development of the policies needed for the internal
market to run smoothly and to provide the Community with sufficient
resources to meet its new international responsibilities.

3) Applying the Maastricht Treaty

The Delors IT package flanked the Maastricht Treaty during its first years
in the same way as the Delors I package contributed to the implementa-
tion of the Single Act. Nevertheless, the direct budgetary implications
of the new Treaty were quite modest and left the institutions a power of
political appraisal regarding their implementation.

The main budgetary impact of the Maastricht Treaty was the estab-
lishment of the Cohesion Fund to finance infrastructure, transport and
environment projects in countries with a per capita GNP below 90 % of
the Community average (Greece, Spain, Ireland and Portugal) in order to
support their efforts towards economic convergence in the context of the
economic and monetary union.

The other budgetary implications of the Treaty included:

— the Protocol on economic and social cohesion annexed to the Treaty,
which was a strong political signal in favour of strengthening all the
regional policies of the Community;

— the new powers allocated explicitly to the Community in a large number
of sectors, such as trans-European networks, education, industry, and
culture, which in certain cases implied stepping up Community action
in these sectors;

— the provisions of the common foreign and security policy and of coop-
eration in the field of justice and home affairs, which stipulated that
the administrative expenditure incurred by the institutions through
the implementation of these policies was to be charged to the Com-
munity budget and that operating expenses might also be financed by
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the Community budget provided there was a unanimous decision by
the Council.

1.2. The Commission proposals

In February 1992 the Commission presented its proposals in two com-
munications:

— ‘From the Single Act to Maastricht and beyond: The means to match
our ambitions’, better known as the ‘Delors II package’, COM(92) 2000
of 11 February 1992;

— “The Community’s finances between now and 1997°, COM(92) 2001
of 10 March 1992.

The Commission proposed raising the annual ceiling on appropriations
for payments by ECU 20 billion (1992 prices) over five years, which would
mean raising the own resources ceiling gradually from 1.20 % of GNP in
1992 to 1.37 % in 1997. Three major political priorities were adopted:

— economic and social cohesion, through the development of new struc-
tural operations;

— external action to take account of changes in the international
environment;

— strengthening the competitiveness of European industry, notably by
boosting research and participating in the financing of trans-Euro-
pean networks.

The first debate at the Lisbon European Council in June 1992 ended
in deadlock, so the Commission proposed that achievement of these
objectives be spread over seven years up to 1999 instead of 1997. The Com-
mission’s amended proposal required setting the own resources ceiling at
1.32 % of GNP in 1999, giving a ceiling on appropriations for payments
of 1.29 % of GNP, with a margin for unforeseen expenditure of 0.03 %
of GNP.
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2. The Edinburgh European Council and
the conclusion of the 1993-99 financial package

2.1. The conclusions of the Edinburgh European Council

The Edinburgh European Council of 11 and 12 December 1992 finally
opted for a gradual rise in the own resources ceiling from 1.20 to 1.27 %
of GNP in 1999, allowing a margin for unforeseen expenditure of 0.01 %
of GNP. The overall ceiling on appropriations for commitments was fixed

at 1.335 % of GNP.

1) Own resources

Apart from fixing new ceilings for the period, the European Council decided
to alter the structure of own resources in order to reduce certain regressive
aspects of the existing system by increasing the significance of the GNP-based
‘fourth resource’.

— The maximum rate applicable to the uniform VAT base was reduced
from 1.4 to 1 % in equal steps over the period 1995-99.

— For the least prosperous Member States (Greece, Spain, Ireland and
Portugal), the threshold for the cap on the VAT base was reduced from
55 to 50 % of GNP from 1995 and, for the other Member States, in
equal steps over the period 1995-99.

The mechanism for correcting budget imbalances in favour of the United
Kingdom was retained.

2) Expenditure

The European Council selected two major priorities, structural operations
and external action, and adopted the following main policies, whilst call-
ing on the institutions to conclude a new Interinstitutional Agreement:

(a) Agriculture

As the Commission had proposed, the trend in agricultural expenditure
continued to be governed by the agricultural guideline, with arrange-
ments unchanged, i.e. an increase limited to 74 % of growth in GNP. The
expenditure covered by the guideline was amended slightly, in particu-
lar to include all the expenditure under the reformed CAP, including
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the accompanying measures, and the Guarantee Fund for fisheries. The
monetary reserve was cut to ECU 500 million from 1995, reflecting the
lesser dependence of the reformed CAP on world farm prices.

(b) Structural operations

The European Council agreed with the Commission’s priorities. The
total amount of expenditure earmarked for economic and social cohe-
sion increased by 75 % in real terms from just over ECU 17 billion
in 1992 to ECU 30 billion in 1999. Community actions now focused
on the Structural Funds and Cohesion Fund. The budgetary resources
of the Structural Funds were concentrated more on the least favoured
regions (objective 1 regions) and in 1999 the four beneficiary countries
of the Cohesion Fund were to receive, under the Cohesion Fund and
objective 1 of the Structural Funds together, twice the amount they
received in 1992 under objective 1 of the Structural Funds.

(c) Internal policies

The amounts available under this heading increased by some 30 % over
seven years, which was less than the Commission and the European
Parliament would have wished. According to the conclusions of the
European Council, research continued to represent the main item of
expenditure and, as was already the case, accounted for between half
and two thirds of the total for the heading. Growth in expenditure to
finance trans-European networks had to be particularly strong, reflect-
ing the new priority given to this sector.

(d) External action

Apart from the allocations provided for under this heading, which now
grouped together all external action, including the external aspects of
internal policies (fisheries, environment, etc), two new reserves were
established. Including these two reserves, intended for emergency aid
in non-member countries and to cover possible calls on the guaran-
tee granted by the Community for loans to non-member countries, the
Edinburgh decisions entailed an ambitious increase of some 55 % in the
resources for external action.

(e) Administrative expenditure

There was a strict budgetary constraint on administrative expenditure as
most of the planned increase was earmarked for pensions.
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3) Adoption of the financial framework for 1993-99

The European Council agreed on a new financial perspective for 1993-99
on the basis of these guidelines (see Table 4.1) (1).

TABLE 4.1
Financial perspective 1993-99

Appropriations for commitments
(million ECU at 1992 prices)
1993 1994 1995 1996 1997 1998 1999

1. Agricultural guideline 35230 35095 35722 36364 37023 37697 38389
2. Structural operations 21277 21885 23480 24990 26526 28240 30000
— Cohesion Fund 1500 1750 2000 2250 2500 2550 2600
- (S)tﬁé‘;t(‘;;i ;‘::Iis and 19777 20135 21480 22740 24026 25690 27400
3. Internal policies 3940 4084 4323 4520 4710 4910 5100
4. External action 3950 4000 4280 4560 4830 5180 5600
5. Administrative expenditure 3280 3380 3580 3690 3800 3850 3900
6. Reserves 1500 1500 1100 1100 1100 1100 1100
— Monetary reserve 1000 1000 500 500 500 500 500
— External action
® emergency aid 200 200 300 300 300 300 300
® |oan guarantees 300 300 300 300 300 300 300

Total appropriations

. 69177 69944 72485 75224 77989 80977 84089
for commitments

Appropriations 65908 67036 69150 71290 74491 77249 80114
for payments required
Appropriations

for payments (% GNP)
Margin for unforeseen
expenditure (% GNP)

1.20 1.19 1.20 1.21 1.23 1.25 1.26

0.01 0.01 0.01 0.01 0.01 0.01

Own resources ceiling

(% GNP) 1.20 1.20 1.21 1.22 1.24 1.26 1.27
Pro memoria: total external 4450 1500 . 5160 5430 250 200
expenditure

Pro memoria: the inflation rate applicable for the 1993 budget is 4.3 %.

(') This table incorporates minor changes made for 1994 following negotiations with Par-
liament after the Edinburgh European Council, which led in October 1993 to the con-
clusion of a new Interinstitutional Agreement (see point 2.2 of this chapter).
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2.2. Renewal of the Interinstitutional Agreement on
budgetary discipline and improvement of the budgetary
procedure

The European Council’s agreement on a new financial framework for
1993-99 was not the end of the negotiations. Nearly a year of tough nego-
tiations was needed before the European Parliament, the Council and the
Commission were able to conclude a new Interinstitutional Agreement on
29 October 1993 (1), thereby bringing into force the financial perspective,
which formed an integral part of this agreement.

Judging the financial framework agreed in Edinburgh to be disappointing
in the sense of being too restrictive, the European Parliament gave its agree-
ment to the figures subject to significant progress at institutional level.

1) Rules for the application of the financial perspective

The Commission had proposed renewing most of the provisions of the 1988
agreement, which was accepted by both the European Parliament and the
Council. In particular, several undertakings entered into by the institu-
tions in 1988 were reiterated.

— The rule on the maximum rate of increase for non-compulsory
expenditure remained neutralised, since the two arms of the budgetary
authority confirmed that for the period 1993-99 they would accept the
maximum rates imposed by the ceilings of the financial perspective.

— Protection of non-compulsory expenditure continued to be assured: a
revision of compulsory expenditure may not lead to a reduction in the
amount available for non-compulsory expenditure.

— Preferential treatment of expenditure for structural operations, includ-
ing the new Cohesion Fund, was continued. The allocations for head-
ing 2 of the financial perspective consequently represented both a
ceiling and an expenditure target, with the two arms of the budgetary
authority undertaking, for these operations, to transfer the appropria-
tions not used during a financial year to subsequent years. It should
be noted that the expenditure for research and technological develop-
ment no longer fell into the category of privileged expenditure.

() 0OJC331,712.1993.
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The provisions relating to the procedures for the technical adjustment,
the adjustment in line with the conditions of implementation and the revi-
sion of the financial perspective remained largely unchanged. However,
when drawing up the budget, the institutions had to ensure that there was
a margin beneath the ceilings for the various headings (except for head-
ing 2, which was an expenditure target) so that additional appropriations
could be entered where necessary without first revising the financial per-
spective.

2) Provisions concerning the budgetary procedure

As a result of the institutional demands of the European Parliament, the
new Interinstitutional Agreement’s major innovations were to be found in

this field.

— The institutions agreed that all expenditure under headings 2 (structural
action) and 3 (internal policies) of the financial perspective was non-com-
pulsory expenditure. In a statement appended to the agreement, it was
also agreed that expenditure on financial protocols with non-member
countries which were concluded or renewed would be considered non-
compulsory. The ongoing financial protocols, EAGGF Guarantee expend-
iture, some external expenditure (fisheries agreements, subscription to
the capital of international financial organisations, etc) and expenditure
on the pensions of former officials or other staff of the institutions were
classified as compulsory expenditure.

— A new procedure for interinstitutional collaboration in budgetary mat-
ters was introduced, with an exchange of views on budget priorities
and conciliation on compulsory expenditure, allowing Parliament to
initiate a dialogue with the Council on the amount of compulsory
expenditure to be entered in the budget, even though the Council had
the last word on the matter.

— A ‘negative co-decision’ procedure was introduced to mobilise the
reserves (the monetary reserve, the reserve for loan guarantees and
the reserve for emergency aid). If the Commission’s proposal failed to
secure the agreement of the two arms of the budgetary authority, and
if the budgetary authority was unable to agree on a common position,
the proposal would be deemed to have been approved.
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2.3. The legislative provisions of the Delors Il package

The Commission submitted a series of proposals for legislation to the
Council to implement the conclusions of the Edinburgh European Coun-
cil and to put into legal form the commitments entered into by the institu-
tions under the Institutional Agreement.

After lengthy discussions, these proposals led on 31 October 1994 to the
Council adopting new texts and amending existing texts (1).

— A new own resources decision (Decision 94/728/EC, Euratom), incorp-
orating the adjustments made to the system of own resources and the
revised ceilings, was adopted after ratification by all Member States
according to their respective constitutional requirements.

— The Council Decision of 24 June 1988 concerning budgetary dis-
cipline was replaced by Council Decision 94/729/EC.

— The entry in the budget of the two new reserves associated with exter-
nal action required an appropriate legislative framework. The Council
therefore amended both the Financial Regulation (Council Regulation
(ECSC, EC, Euratom) No 2730/94 amending the Financial Regulation
of 21 December 1977 applicable to the general budget of the Euro-
pean Communities), and Regulation 1552/89 on the system of own
resources (Regulation (EC, Euratom) No 2729/94). It also adopted
Regulation (EC, Euratom) No 2728/94 creating a guarantee fund to
cover the risks incurred as a result of guarantees granted under the
general budget.

— In the field of structural operations, the five 1988 regulations on
the Structural Funds were revised and a sixth regulation on the
financial instrument for fisheries guidance (FIFG) was adopted on

20 July 1993 ().

In accordance with the Treaty on European Union, a Cohesion Fund was
established by Council Regulation (EC) No 1164/94 of 16 May 1994 (3),

() OJL293,12.11.1994.

() Council Regulations (EEC) Nos 2080/93, 2081/93, 2082/93, 2083/93, 2084/93 and
2085/93 (O] L 193, 31.7.1993).

() OJL130,25.5.1994.
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after the temporary application of a cohesion financial instrument estab-
lished on 30 March 1993.

3. Application of the financial framework, 1993-99

3.1. The impact of the economic recession
on the early years of this period

1) The deterioration in the economic situation
over the period 1992-94

The management of the financial perspective 1988-92 was greatly facili-
tated by a favourable economic climate. Growth was stronger than origin-
ally expected, thus generating an increased volume of overall available
own resources and providing cover for new costs arising in particular
from the development of international activities (1).

The first years of application of the financial framework 1993-99 were
characterised by the reverse economic climate. The successive downward
revisions of forecast growth for 1992 to 1994 led to a big reduction in
real GNP and, consequently, of overall available own resources. It was
only during the second half of 1994 that signs of economic recovery
appeared.

Despite this unfavourable situation, the principles of budgetary discipline
underlying the Interinstitutional Agreement were not called into question.

2) Increased constraints for the application
of the financial framework

(a) The constraint on agricultural expenditure

Lower economic growth resulted in a reduction of the agricultural guide-
line, and Community currency realignments (occurring since the end of
1992) resulted in additional costs for the common agricultural policy.
Nevertheless, actual agricultural expenditure remained well within the
reduced limits.

()  See Chapter 3.
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(b) The ceiling on own resources

The economic recession led to the disappearance of the small margin
of 0.01 % of GNP (as opposed to 0.03 % in the financial perspective
1988-92), which had been left available between the total ceiling on
appropriations for payments and the ceiling on own resources.

To forestall any overshooting of the own resources ceiling in the imple-
mentation of the 1994 budget, the Commission took various measures
during the year for economical management of the appropriations avail-

able.

During the technical adjustment of the financial perspective ahead of the
budgetary procedure for 19935, it even emerged that the ceiling on own
resources was liable to be insufficient to cover the level of expenditure
provided for in the financial framework. The preliminary draft budget
presented by the Commission took account of this constraint. Had this
situation persisted, it would have led to a downward revision of the finan-
cial perspective for the following years of the framework, as provided in
the Interinstitutional Agreement.

(c) The shortfall in own resources

The economic recession brought about a reduction in the yield of tradi-
tional own resources and in the bases for the VAT and GNP resources
compared with the levels forecast when the budget was established. This
resulted in particularly large revenue shortfalls in 1992 (ECU 2 billion) and
1993 (about ECU 6.5 billion).

Even though the budgets for 1992 and 1993 were implemented within
the own resources ceiling, these shortfalls created negative balances in
outturn which, in accordance with the Financial Regulation, had to be
entered in the following year’s budget as expenditure, thus reducing in
principle the expenditure capacity defined in the financial perspective.

Parliament made its acceptance of the new Interinstitutional Agreement
subject to the condition that the treatment of negative balances arising
from revenue shortfalls would not reduce the amounts available under the
expenditure ceilings. The Council undertook to find a suitable solution
to this problem.
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The Commission presented a proposal to amend the financial rules but
thanks to very prudent management of available resources, sufficient mar-
gins could in fact be found to cover the revenue shortfalls. The budgetary
authority therefore preferred not to amend the Financial Regulation.

3.2. Enlargement of the European Union

During the enlargement negotiations with Norway, Austria, Finland and
Sweden, the budget was a decisive factor. In view of their relative pros-
perity, the applicant countries would contribute more to the Community
budget than they might expect to receive by way of expenditure.

1) The stated positions

(a) The applicant countries had expressed two major concerns:

— They were worried about the ‘shock’ to their own finances of their
contribution to the Community budget and therefore wished to obtain
a gradual ‘phasing-in’ of the own resources mechanism;

— They were worried about the consequences of the agriculture aspects
of the negotiations for their national public finances. The Union had
proposed an immediate alignment of their agricultural prices with the
generally lower Community prices, accompanied by degressive aid
financed exclusively by national budgets and designed to cushion the
impact of this fall in prices on farmers’ incomes. The applicant coun-
tries had expressed their preference for a system of ‘accession compensa-
tory amounts’ (ACAs) which would have allowed gradual adjustment of
prices and made this budget aid unnecessary.

(b) For its part, the Union had three major concerns:

— Firstly, envisaging a permanent exemption from the system of own
resources was out of the question;

— Secondly, if a transitional system were to be considered, its justification
should lie in ‘loss of income’ for the acceding countries resulting from
the fact that Community action in their favour would be implemented
only gradually;
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— Finally, care had to be taken not to cover the entire cost of adjustment of
the agricultural sector of the applicant countries. In addition, the intro-
duction of ACAs would have run counter to a single market without
internal frontiers.

In any event, following enlargement, the Community should not find
itself in a more difficult financial situation than previously.

2) The results of the negotiations

At the end of the negotiations, the applicant countries were offered budget-
ary compensation, commonly known as the ‘agri-budgetary’ package. These
amounts, which are recorded in the Act of Accession, are made up of two
components.

— Compensation for loss of earnings during the first year in the agricul-
ture sector on account of the non-payment to the applicant countries
of direct per hectare aid for major crops and beef and veal premiums.
This payment should have been based on the statements to be made
at the beginning of 1994, which was obviously impossible since these
countries were not members of the Community at that time.

— Degressive compensation over four years, with the overall aim of sup-
porting the budgetary efforts of the applicant countries in favour of their
agricultural sectors following the fall in prices (direct compensatory aid
and depreciation of stocks). All the applicant countries were allowed
this compensation, which avoided penalising Sweden for having already
adjusted its agricultural sector.

Furthermore, it was agreed that the Community budget would cover the
financial commitments entered into by the applicant countries under the
agreement establishing the European Economic Area (EEA).

The Act of Accession also provided for appropriations which the new
Member States could claim under the Structural Funds.

— Only the Burgenland region of Austria was considered eligible for
objective 1 of the Structural Funds.
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— A new objective 6 was introduced in favour of regions with a popula-
tion density not exceeding eight inhabitants per km?, which boiled
down to restricting its geographical cover to a few regions in the north
of Scandinavia and Finland. Objective 6 was subject to rules similar to
those of objective 1 and received an allocation per inhabitant which was
slightly lower.

— The applicant countries were obviously eligible for the other object-
ives of the Structural Funds on the same footing as the other Member
States for a total amount also laid down in the Act of Accession.

3) The adjustment of the financial perspective

As provided for in the 1993 Interinstitutional Agreement, an adjustment of
the financial perspective was necessary to take account of the new require-
ments and resources of the enlarged Community. Following the proposals put
forward by the Commission in early October 1994, the institutions agreed on
an adjusted financial perspective for 1995-99 on 29 November. The matter
had been expedited so quickly that the 1995 budget could then immediately
be adopted for a Community of 15 Member States (the Norwegians had voted
against entry in their referendum).

The ceilings for the headings were raised to cover the requirements resulting
from the enlargement of the Union and the outcome of the accession negotia-
tions.

— Common agricultural policy: the agricultural guideline was raised by
74 % of the percentage increase in GNP generated by enlargement.

— Structural operations: the allocations for the Structural Funds were
increased for the acceding countries in accordance with the Act of
Accession. Simultaneously, the budget covered the contribution of the
three acceding countries to the EEA financial mechanism and a new
subheading was created specifically for this purpose under heading 2.

— Internal policies: the ceiling for the heading was raised by 7 %, cor-
responding to the relative size of the GNP of the acceding countries.

— External action: the ceiling for the heading was raised by 6.3 %,
allowing the development of external action in line with the increase
in the European Union’s ability to contribute.
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— Administrative expenditure: heading 5 was increased by an average
4.66 % over the period from 1995 to 1999.

A new heading 7 was also added to accommodate the compensation to
be received by the new Member States from 1995 to 1998 in accordance
with the Act of Accession.

The institutions also availed themselves of this adjustment of the finan-
cial perspective and the new resources available to the Union to amend
the ceilings for headings 2 and 3, in order to meet specific requirements
which had emerged more recently.

— Heading 2 was increased by ECU 200 million (1995 prices), divided
into three equal annual instalments from 1995 to 1997. This lump-
sum increase for Community initiatives was to finance the Northern
Ireland peace programme as stipulated by the Essen European Coun-
cil.

— Heading 3 was increased by ECU 400 million (1994 prices), divided
into equal instalments over the next five years to finance the pro-
gramme to modernise the textiles and clothing industry in Portugal,
the principle of which had been adopted when the Uruguay Round
was concluded.

As shown in Table 4.2 (1995 prices), the new framework for the financial
perspective of the enlarged Community left a margin between the ceiling
on appropriations for payments and the own resources ceiling which was
distinctly larger than that provided for in Edinburgh; it now amounted to
0.03 % of GNP at the end of the period.
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TABLE 4.2
Financial perspective for the enlarged Community 1995-99

Appropriations for commitment

1995
1. Common agricultural policy 37 944
2. Structural operations 26329
Structural Funds (!) 24 069
Cohesion Fund 2152
EEA financial mechanism (%) () 108
3. Internal policies 5060
4. External action 4895
5. Administrative expenditure 4022
6. Reserves 1146
Monetary reserve (%) 500
Guarantee reserve 323
Emergency aid reserve 323
7. Compensation (%) 1547
8. Total appropriations for commitments 80 943
9. Total appropriations for payments 77229
Appropriations for payments 1.20
as % of GNP
Margin as % of GNP 0.01
Own resources ceiling as % of GNP 1.21

1996
39 546
27710
25206

2396

108

5233

5162

4110

1140

500
320
320
701
83 602
79 248

1.21

0.01
1.22

(million ECU at 1995 prices)

1997 1998 1999
40267 41 006 41764
29 375 31164 32956
26 604 28 340 30187

2663 2716 2769

108 108 0

5449 5677 5894

5468 5865 6340

4232 4295 4359

1140 1140 1140

500 500 500
320 320 320
320 320 320
212 99 0
86 143 89246 92453
82227 85073 88 007
1.22 1.23 1.24
0.02 0.03 0.03
1.24 1.26 1.27

(') Between 1996 and 1999 the annual technical adjustment for the amounts intended for
the new Member States, fixed at 1995 prices in the Act of Accession, were based on 1995

prices.
(%) Current prices.

(%) The ceiling for this subheading could be changed, if necessary, under the technical adjust-
ment procedure provided for in paragraph 9 of the Interinstitutional Agreement in line
with the actual payments in the course of each financial year.
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3.3. Results in terms of budgetary discipline and
improvement of the budgetary procedure

1) Changes in the budget and in the financial framework

Apart from the adjustment which had to be made from 1995 onwards
to take account of the enlargement of the European Union, the financial
framework remained unchanged throughout its whole period of applica-
tion. The proposal which the Commission presented in 1996 for rede-
ploying and reclassifying expenditure in individual headings in order to
strengthen certain internal policies which could promote growth and
employment was not endorsed by the Council.

(a) Expenditure

Two distinct sub-periods may be noted in the application of the financial
framework (see Figure 4.1).

— Between 1993 and 1996 the annual budgets adopted were close to the
ceilings in the financial perspective but underspending was significant
in 1994 and 1995. This under-utilisation of appropriations was largely
accounted for by agriculture and structural operations. In the case
of agriculture, this demonstrated the need for improved expenditure
forecasts and the monitoring of implementation. The underspending
on structural operations was due to the delays in introducing the new
programmes from 1994 onwards, particularly those relating to Com-
munity initiatives and objectives 2, 5a and 5b. The transfer of unused
appropriations provided for in the Interinstitutional Agreement
was concentrated at the end of the period and came to almost
EUR 3.3 billion in 1999, artificially inflating the level of expenditure
for that financial year.

— However, from 1997 onwards, the annual budgets were adopted leav-
ing substantial margins beneath the ceilings of the financial perspec-
tive and improved budget implementation reduced underspending.
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FIGURE 4.1

Financial perspective ceilings, expenditure entered in budget and outturn
Total appropriations for commitments (million ECU at current prices)
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(b) Own resources

Since the level of GNP had to be revised downwards several times due
to unfavourable economic conditions, total appropriations for payments
entered in the budget were close to the own resources ceiling until 1996
and turned out to be even slightly higher in the first year of the period (1).
A growing margin was then left available during the rest of the period.
The trend in the implementation of appropriations for payments was sim-
ilar to that for commitments: after a marked deterioration in 1994 and
1995, the rates of implementation picked up, but were still far below the
own resources ceiling.

(') The amount of own resources actually called in during that year was still consistent with
the ceiling laid down, as other revenue was used for the financing.
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TABLE 4.3

Own resources ceilings, appropriations for payments entered in the budget
and outturn

(% of GNP)
1993 1994 1995 1996 1997 1998 1999

EU-12 EU-15
Own resources ceiling 1.20 1.20 1.21 1.22 1.24 1.26 1.27
Budget 1.21 1.18 1.17 1.21 1.16 1.12 1.10
Outturn 1.17 1.03 1.03 1.14 1.12 1.09 1.07

As regards the structure of own resources, the yield from traditional own
resources remained largely constant over the period, although the proportion
of total revenue they accounted for continued to decline. The net drop in the
proportion accounted for by the VAT-based resource (from 52.5 % in 1993 to
35.5 % in 1999) was in line with the objective pursued when the own resources
decision was amended. The proportion accounted for by the resource based
on the GNP of the Member States thus came to slightly more than 48 % of
receipts at the end of the period.

100% T
80% -
60% -
40% A
20% -
0%
1993 1994 1995 1996 1997 1998 1999
B Traditional own resources B VAT revenue (third resource) OGNP revenue (fourth resource) @ Mi:
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Structure of own resources, 1993-99

2) Improvement of the budgetary debate

At first, the procedure of interinstitutional collaboration introduced by
the 1993 agreement encountered difficulties which were again related
to the problem of the classification of expenditure. Parliament took the
opportunity of conciliation on compulsory expenditure not only to dis-
cuss the amounts, but also to call the classification into question. Parlia-
ment’s unilateral reclassification of certain lines of expenditure in the
1995 budget was annulled by the Court of Justice after an action was
brought by the Council. The situation was then regularised, albeit with-
out any basic agreement on this issue.

After this difficult start, the procedure did gradually generate a concilia-
tion mentality which tended to spread to all expenditure and continued
throughout the budgetary procedure. Several agreements were subse-
quently reached to smooth the course of the budgetary procedure.

In March 1995 the institutions signed a joint declaration on the entry of
financial provisions in legislative instruments to improve the 1982 decla-
ration. Through this declaration, the institutions rejected the practice of
‘amounts deemed necessary’ and made allowance for the new legal situ-
ation resulting from the extension of Parliament’s legislative powers with
the introduction, in certain areas, of the legislative co-decision procedure
for basic instruments.

— Multiannual programmes adopted under the co-decision procedure
include reference amounts which are binding on the institutions dur-
ing the annual budgetary procedure.

— Multiannual programmes based on instruments not covered by the
co-decision procedure do not include such amounts. Should the Coun-
cil still wish to enter a financial reference in such an instrument, it will
be taken as illustrative of the will of the legislative authority and is
not, therefore, binding on the institutions during the budgetary pro-
cedure.

— In December 1996 a joint declaration was adopted on improving
information to the budgetary authority on the negotiation and conclu-
sion of fisheries agreements.
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— In April 1997 the institutions agreed in principle that a letter of amend-
ment should be presented towards the end of the budgetary procedure
(October) to update expenditure forecasts for the agricultural sector.

— In July 1997 an Interinstitutional Agreement was concluded on the
financing of the common foreign and security policy.

— In October 1998 agreement was reached on the question of legal
bases and implementation of the budget, another point which had
only partly been settled in the 1982 declaration. This agreement con-
firmed the principle that the utilisation of appropriations entered in
the budget requires prior adoption of a basic instrument. Exceptions
to this principle were spelt out and may apply to three types of action:
pilot projects, preparatory measures and one-off actions. In the first
two cases, there are strict limits to these exceptions as regards both
time and amounts.






Chapter 5

Establishment of a stable budgetary base
for enlargement of the European Union:
the Agenda 2000 package (2000-06)

In December 1995 the Madrid European Council decided that a start
should be made on preparing for the post-1999 period and called on the
Commission to present a communication on the future financial frame-
work for the Union with a view to enlargement.

In response, the Commission produced its ‘Agenda 2000’ (!) communica-
tion in July 1997. It followed this up in March 1998 with a detailed set
of proposals for the reform of a number of Community policies, prepara-
tions for the accession of new Member States and the financial frame-
work for the period ahead (%), and then in October 1998 a report on the
own resources system (3).

()  Agenda 2000: for a stronger and wider Union, COM(97) 2000; Bulletin EU, Supplement
5/97.

(*)  On these financial aspects:
Communication from the Commission to the Council and the European Parliament on
the establishment of a new financial perspective for the period 2000-2006, COM(98)
164, 18.3.1998.
Report on the implementation of the Interinstitutional Agreement of 29 October 1993
on budgetary discipline and improvement of the budgetary procedure. Proposals for
renewal, COM(98) 165, 18.3.1998.
Commission working document. Draft Interinstitutional Agreement on budgetary disci-
pline and improvement of the budgetary procedure, SEC(1998) 698, 29.4.1998.

() The financing of the European Union. Commission report on the operation of the own
resources system, COM(98) 560, 7.10.1998; Bulletin EU, Supplement 10/98.
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The context for the negotiations on these proposals was, in a number of
respects, more difficult than at the time of the discussion of the Delors 11
package in 1992.

— Apart from establishing a new financial framework (taking into account
the financial impact of the forthcoming enlargement), major decisions had
to be taken on the reform of the CAP and structural operations. In con-
trast, at the time of the 1992 negotiations, the CAP had already undergone
an initial reform prior to the establishment of the financial framework. In
respect of structural operations, the primary concern had been the size of
the allocations, with no substantial changes having been proposed in the
basic rules. Enlargement to take in the Nordic countries and Austria was
on the horizon, but these were relatively prosperous countries whose acces-
sion did not entail any additional net costs for the Union budget.

— There was far greater concern about imposing tight budget man-
agement, in connection with the establishment of monetary union,
whereas in 1992 the principle of raising the own resources ceiling had
been fairly broadly accepted from the outset.

— A number of Member States were very insistent on the issue of their
net contribution to the Union budget, whereas in 1992 such demands
had been more moderate.

This was why the negotiations on Agenda 2000 lasted nearly two years.
The broad lines were agreed at the Berlin European Council in March
1999. A new Interinstitutional Agreement, containing the financial
framework for 2000-06, was concluded on 6 May that year (1). The regu-
lations on the reform of the CAP, on the new guidelines for structural
operations and on the pre-accession financial instruments to be intro-
duced were adopted in May and June. But it was not until September
2000 that the Council adopted the new regulation on budgetary dis-
cipline (?) and the new decision on the own resources system (3).

(')  Interinstitutional Agreementof 6 May 1999 between the European Parliament, the Council
and the Commission on budgetary discipline and improvement of the budgetary procedure
(0] C 172, 18.6.1999, p. 1).

(?)  Council Regulation (EC) No 2040/2000 of 26 September 2000 on budgetary discipline
(O] L 244, 29.9.2000, p. 27).

() Council Decision 2000/597/EC, Euratom of 29 September 2000 (OJ L 253, 7.10.2000,
p- 42).



ESTABLISHMENT OF A STABLE BUDGETARY BASE FOR ENLARGEMENT OF THE EU 75

1. The Commission’s proposals

1.1. The financial framework

The Commission’s proposals maintained the own resources ceiling at its
1999 level, i.e. 1.27 % of GNP, beneath which would be financed the
reform of the common agricultural policy and structural operations, the
continuation of the other internal policies and external action and an
initial round of enlargement of the Union, while still leaving an adequate
safety margin.

1) Common agricultural policy

The aim was to prevent any return to expensive surpluses, for which in
future no export possibilities would exist under the new international rules,
and so to be in the best possible position for the next round of WTO nego-
tiations. The general guideline was to continue the path of the 1992 reform.
Reductions in intervention prices were therefore proposed for arable crops
(down by 20 % from the 2000/01 marketing year onwards), milk (down
by 15 % over four years) and beef (down by 30 % over three years). These
reductions would be largely offset by an increase in direct aid to producers.
It was proposed that such aid should be degressive when it exceeded EUR
100 000 per holding. Reforms were also proposed for tobacco, olive oil and
wine. Under these proposals, expenditure would initially have increased,
before levelling off after 2003.

Another objective of the proposed reform was to back up the market
organisation measures (intervention and compensatory aid) with a
stronger and more uniform set of measures to promote rural develop-
ment. The EAGGF Guarantee Section would have financed not only the
rural accompanying measures brought in by the 1992 reform (forestry,
early retirement and agri-environmental measures) but also operations
which hitherto had come under objectives 5a and 5b of the Structural
Funds and structural measures for fisheries.

2) Structural operations

After the very sharp rise in allocations over the previous decade, the Com-

mission’s approach was to maintain the financial effort for cohesion at
the relative level reached in 1999 (0.46 % of GNP), but to include in this
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overall amount the structural component of pre-accession aid and the cost
of structural measures arising from the first round of enlargement of the
Union. In the light of experience a three-fold approach was proposed.

— Concentration of resources, with the objectives assigned to the Struc-
tural Funds being reduced from seven to three: objective 1 for the least
well-off regions (per capita GDP less than 75 % of the Community aver-
age); a revised objective 2 to cover areas undergoing change (in industry,
services or fisheries), rural areas in decline and urban areas in difficulty;
and a new objective 3 to support the adaptation and modernisation of
education, training and employment systems. It was also proposed that
the number of Community initiatives be reduced from 14 to 3.

— Geographical concentration, achieved by strict application of the
threshold of eligibility for objective 1 and a reduction in the popula-
tion numbers eligible for the new objective 2. A phasing-out scheme
was proposed for regions which would no longer be eligible.

— Simplification of the management rules.

3) The other areas of expenditure

The Commission’s proposals tended to flatten distinctly the slope of the
increases in ceilings which had been agreed over the previous period.

For internal policies the Commission proposed that priority be given to
programmes which, at Community level, contributed most to growth and
employment: research framework programme, trans-European networks,
education and training, environment, promotion of small businesses. The
ceiling for this category of expenditure was to rise in line with EU GNP.

On the other hand, the expenditure ceiling for external action would rise
more slowly, following the sharp increase over the previous period. Apart
from the candidate countries, the regions closest to the European Union
would be given priority.

Administrative expenditure was set at levels which assumed there would
be no increase in staff numbers, while allowance was made for building
programmes already underway and an appreciable increase in foreseeable
expenditure on pensions.
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4) The impact of enlargement

The Commission proposed putting in place pre-accession aid for the 10 can-
didate countries of central and eastern Europe (1) with three components.

— For these countries the Phare programme would be boosted and would
focus on support for the development of administrative capacity and
the investment required to take over the acquis communautaire.

— A second instrument (Sapard) would serve to modernise the agri-food
chain and rural development projects.

— Lastly a structural instrument (ISPA) would contribute to financing
projects on transport and the environment.

A constant annual allocation over the period 2000-06 was proposed for
these three instruments. This amount would remain unchanged after the
first accessions so that the remaining countries would then receive larger
shares.

On the question of enlargement proper, the technical assumption made was
that six countries would join no earlier than 2002: Poland, Hungary, the
Czech Republic, Slovenia, Estonia and Cyprus. The Commission proposed
that an overall amount be left available within the financial framework
from that year on to cover the cost of this first round of enlargement.

— The assumptions concerning expenditure on agriculture were relative-
ly limited. This is because the Commission proposed that no direct
compensatory aid should be granted to farmers in these countries,
as accession should not, in principle, result in a lowering of internal
agricultural prices for them. On the other hand, too sharp an increase
in agricultural income in relation to other sectors of production would
have a harmful distorting effect on the economy. In addition to market
support measures, the bulk of spending would be on aid for rural devel-
opment, which would take over from, and increase, the pre-accession
aid granted for this.

(") Cyprus and Malta qualified for the programmes for Mediterranean non-member coun-
tries.
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— The largest amounts to be set aside for enlargement were on structural
operations. The aim was to strike a balance between the enormous
potential requirements of these countries and their ability to absorb
and co-finance such aid, which would have to go to economically via-
ble programmes.

— The other additional expenditure concerns the participation of the
new Member States in internal Community policies and the adminis-
trative costs of the institutions.

1.2. The financing system

When the Delors IT package was adopted, the Commission undertook to
present a report on the own resources system before the period ended in
1999. Given the importance of the budget financing aspects for the discus-
sion of Agenda 2000 and the question of the distribution of the burden of
financing raised by Germany, the Netherlands, Austria and Sweden, the
Commission presented this report earlier than planned (October 1998).
The report did not make specific proposals for reforming the existing sys-
tem but analysed its operation and reviewed possible amendments.

1) Operation of the system

The Commission found that the existing system had provided the necess-
ary resources and had become fairer, in that the costs borne by individual
Member States were distributed more or less in line with their ability to
contribute as measured by GNP. Two types of reform were considered:

— introduction of new own resources, closer in their nature to genuine
tax resources;

— simplification of the system, which would involve replacing the VAT
resource, and even traditional own resources, by the GNP resource alone.

2) The UK correction mechanism

The report noted that the context had changed since this mechanism was
set up. The United Kingdom’s relative prosperity had improved. And the
United Kingdom was not the only country to experience a budgetary
imbalance in relation to the EU budget. Originally the UK’s budgetary
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imbalance had stemmed mainly from agricultural expenditure. How-
ever, the correction mechanism applied indistinctly to other categories
of expenditure. Since these had come to account for a significantly larger
proportion of the Community budget (in particular cohesion expendi-
ture), the UK correction had departed from its original purpose. Simi-
larly, upon enlargement, pre-accession expenditure, which benefited
non-member countries and did not therefore enter into the calculation of
the correction, would be replaced (and the amounts increased) by internal
EU expenditure, which would count towards the United Kingdom’s cor-
rection.

3) The issue of net contributions to the Community budget

The report acknowledged the existence of a problem with the net contributions
of Germany, the Netherlands, Austria and Sweden, and pointed to three pos-
sible ways, should a consensus be achieved, of dealing with this matter.

— One option would be to move towards a more straightforward and
transparent own resources system, stripped of all regressive aspects.
This would include phasing out the UK correction, which imposes an
additional burden on all the other Member States, and the full or par-
tial replacement of the other resources by the GNP own resource.

— A second approach would be to introduce corrections on the expendi-
ture side. The report considered, for instance, the possibility of only
partial reimbursement of CAP direct aid to producers. The remainder,
under regulations which would still be common to all Member States,
would be paid from national budgets.

— A third possibility would be to introduce a generalised correction
mechanism for negative balances with thresholds and parameters to
be determined.

1.3. Renewal of the Interinstitutional Agreement

On the basis of the satisfactory application of the earlier agreement concluded
in 1993, the Commission proposed that the instrument be renewed in its dual
function of recording the agreement of the institutions on the financial frame-
work and the arrangements for implementing it over the period covered and
continuing with the improvement of the annual budgetary procedure.
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The Commission took the view that the essential parts of the existing
agreement should be retained. There were, however, proposals for other
more technical adjustments of two types.

— The financial framework envisaged for 2000-06 offered less latitude than
its predecessor. In particular it gave Parliament a margin of manoeuvre
over non-compulsory expenditure which, in overall terms over the period,
was probably smaller than what Parliament would have enjoyed under the
terms of the Treaty. The Commission therefore proposed inserting flexibil-
ity mechanisms which would allow transfers between certain headings or
allow amounts not used in one year to be spent the following year in excess
of the ceilings. These procedures were less cumbersome than a revision of
the financial framework but involved only limited amounts.

— The Commission also proposed consolidating and updating in the new
agreement all the other arrangements for improving the budgetary pro-
cedure which the institutions had concluded in specific agreements or
joint declarations. The conciliation procedure between Parliament and
the Council introduced in 1993 would be extended to all expenditure
and would go on throughout the budget discussions, thereby confirming
the practice which had been established de facto. In addition rural devel-
opment expenditure integrated in the reformed CAP would, under the
Commission’s proposal, be treated as non-compulsory expenditure.

2. The outcome of the negotiations

2.1. Stabilisation of Community expenditure

Stabilisation of expenditure was the main concern of the Member States
during the negotiations, even beyond what was required to keep the own
resources ceiling at 1.27 % of GNP and to accommodate the first new
Member States. Consolidation of expenditure was seen by all Member
States as an essential contribution to the tight budgeting they had started
to impose at national level. Stabilisation was also the means for net con-
tributors to ensure that their deficit did not increase in absolute terms,
especially as discussions revealed the difficulties in securing agreement
on a substantial reform of the own resources system.



ESTABLISHMENT OF A STABLE BUDGETARY BASE FOR ENLARGEMENT OF THEEU 81

TABLE 5.1 A

Financial perspective (EU-15)
(million EUR at 1999 prices)

Appropriations for commitments 2000 2001 2002 2003 2004 2005 2006
1. Agriculture 40920 42800 43900 43770 42760 41930 41660
CAP (not including rural development) 36 620 38480 39570 39430 38410 37570 37290
i?falc‘izrifai?igt easures 4300 4320 4330 4340 4350 4360 4370
2. Structural operations 32045 31455 30865 30285 29595 29595 29170
Structural Funds 29430 28840 28250 27670 27080 27080 26660
Cohesion Fund 2615 2615 2615 2615 2515 2515 2510
3. Internal policies (!) 5930 6040 6150 6260 6370 6480 6600
4. External action 4550 4560 4570 4580 4590 4600 4610
5. Administration (%) 4560 4600 4700 4800 4900 5000 5100
6. Reserves 900 900 650 400 400 400 400
Monetary reserve 500 500 250

Emergency aid reserve 200 200 200 200 200 200 200
Guarantee reserve 200 200 200 200 200 200 200
7. Pre-accession aid 3120 3120 3120 3120 3120 3120 3120
Agriculture 520 520 520 520 520 520 520
Pre-accession structural instrument 1040 1040 1040 1040 1040 1040 1040
Phare (applicant countries) 1560 1560 1560 1560 1560 1560 13560
E)‘;‘Z‘iﬁfgfniﬁs‘"m 92025 93475 93955 93215 91735 91125 90660
E)‘;‘;L;‘Ei‘n"g“a""“s 89600 91110 94220 94880 91910 90160 89620

By ittt 113% 112% 113% 111% 1.05% 1.01% 097 %

as % of GNP

Available for accession (appropriations 4140 6710 8890 11440 14220
for payments)

Agriculture 1600 2030 2450 2930 3400
Other expenditure 2540 4680 6440 8510 10820
Ceiling, appropriations 89600 91110 98360 10159 100800 101600 103840
for payments

Ceiling, payments o o o o o o o
as % of GNP 113% 112% 118% 119% 115% 113% 113 %
Margin for unforeseen expenditure 0.14% 0.15% 0.09% 0.08% 0.12% 0.14% 0.14%
Own resources ceiling 127% 127% 127% 127% 127% 1.27% 127 %

(") In accordance with Article 2 of Decision No 182/1999/EC of the European Parliament and of the Council and
Article 2 of Council Decision 1999/64/Euratom (O] L 26, 1.2.1999, p. 1 and p. 34), EUR 11 510 million at
current prices is available for research over the period 2000-02.

(%) The expenditure on pensions included under the ceiling for this heading is calculated net of staff contributions
to the pension scheme, up to a maximum of EUR 1 100 million at 1999 prices for the period 2000-06.
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TABLE 5.1 B

Financial framework (EU-21)

(million EUR at 1999 prices)

Appropriations for commitments 2000 2001 2002 2003 2004 2005 2006
1. Agriculture 40920 42800 43900 43770 42760 41930 41660
CAP (not including rural development) 36620 38480 39570 39430 38410 37570 37290
Rural development and accompanying measures 4300 4320 4330 4340 4350 4360 4370
2. Structural operations 32045 31455 30865 30285 29595 29595 29170
Structural Funds 29430 28840 28250 27670 27080 27080 26660
Cohesion Fund 2615 2615 2615 2615 2515 2515 2510
3. Internal policies (') 5930 6040 6150 6260 6370 6480 6600
4. External action 4550 4560 4570 4580 4590 4600 4610
5. Administration () 4560 4600 4700 4800 4900 5000 5100
6. Reserves 900 900 650 400 400 400 400
Monetary reserve 500 500 250

Emergency aid reserve 200 200 200 200 200 200 200
Guarantee reserve 200 200 200 200 200 200 200
7. Pre-accession aid 3120 3120 3120 3120 3120 3120 3120
Agriculture 520 520 520 520 520 520 520
Pre-accession structural instrument 1040 1040 1040 1040 1040 1040 1040
Phare (applicant countries) 1560 1560 1560 1560 1560 1560 1560
8. Enlargement 6450 9030 11610 14200 16780
Agriculture 1600 2030 2450 2930 3400
Structural operations 3750 5830 7920 10000 12080
Internal policies 730 760 790 820 850
Administration 370 410 450 450 450
Total approps for commitments 92025 93475 100405 102245 103345 105325 107440
Total appropriations for payments 89600 91110 98360 101590 100800 101600 103 840
of which: enlargement 4140 6710 8890 11440 14220
Appropriations for payments as % of GNP 113% 112% 114% 115% 111% 1.09% 1.09%
Margin for unforeseen expenditure 014% 015% 013% 012% 016% 018% 0.18%
Own resources ceiling 127% 127% 127% 127% 127% 127% 127%

() In accordance with Article 2 of Decision No 182/1999/EC of the European Parliament and of the Council and Article 2 of
Council Decision 1999/64/Euratom (O] L 26, 1.2.1999, p. 1 and p. 34), EUR 11 510 million at current prices is available
for research over the period 2000-02.

() The expenditure on pensions included under the ceiling for this heading is calculated net of staff contributions to the pen-
sion scheme, up to a maximum of EUR 1 100 million at 1999 prices for the period 2000-06.
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1) Total expenditure

In the financial framework finally adopted, the overall ceiling on payments
for the 15-member EU dropped appreciably, as a percentage of foreseeable
GNP, from 2003 onwards to 0.97 % in 2006 as against 1.10 % in the 1999
budget. Including the amounts left available for an initial round of enlarge-
ment which was supposed to take place in 2002, there was still an unused
margin beneath the own resources ceiling ranging from 0.09 to 0.14 % of
the GNP of the EU-15.

These payment ceilings took account of the need to cover the clearance of
commitments entered into over the previous period. This meant that the
constraints on the ceilings for new commitments were even tighter. These
ceilings were, each year, lower than the amount in the 1999 budget, and
of course lower than the ceilings set for that year in the previous financial
framework.

2) Agricultural expenditure (heading 1)

The definition of this heading was amended. It was agreed that the ceiling
would no longer be the agricultural guideline but that it would correspond to
the expenditure actually resulting from the reformed CAP. The guideline, a
higher figure, continued to be calculated but it no longer appeared as such in
the financial framework. Its scope was broadened to cover not only heading
1 expenditure but also the agricultural components of pre-accession aid and
the amount planned in this field for the forthcoming enlargement. Head-
ing 1 also had two subheadings: one applied to expenditure on common
market organisations (intervention, direct aid for producers, veterinary and
plant-health measures) and the other to rural development measures (meas-
ures accompanying the 1992 reform and structural measures previously
coming under the Structural Funds).

The line taken during the negotiations was to set a level of expenditure
for the reformed CAP of more or less the same amount as was entered
in the 1999 budget. The necessary savings were first found by reducing
intervention prices by less than proposed, hence the compensation in the
form of aid to producers was less: the reduction in prices was 15 % in
two stages for arable crops (instead of a single 25 % reduction) and 20 %
(instead of 30 %) for beef. The reform of the milk sector was also post-
poned to the end of the period.
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Other formulas were considered but not adopted:

— the possibility of reimbursing Member States only part of the expendi-
ture they advance as direct aid to producers (formula known as ‘co-
financing’ of expenditure);

— direct aid granted on a declining scale over time (known as ‘degressiv-
ity’) and/or above a certain threshold per farm (known as ‘capping’).

3) Structural operations (heading 2)

The amounts set were lower than those proposed by the Commission.
However, the proposals concerning the concentration of operations, the
distribution criteria and the simplification of management methods were
adopted without any major changes.

4) Other categories of expenditure

The ceilings for the internal policies, external action and administrative
expenditure headings were appreciably lower than those proposed by the
Commission. The reductions were imposed very much across the board, with
no real discussion about the future content of these categories of expenditure.
The starting point for this approach was not the existing 1999 ceilings but
the lower figures of appropriations actually entered in the 1999 budget.

On the other hand, the amounts proposed by the Commission for
pre-accession aid and for the estimated cost of the first round of enlarge-
ment were accepted without change.

2.2. Limited adjustment of the own resources system

In the end the Berlin European Council did not adopt any of the three
options for rebalancing budget positions that the Commission examined
in its report. The solution to this problem was found instead in measures
to contain expenditure growth and redirect flows. The results obtained
were enhanced by relatively slight adjustments to the financing system.

The European Council decided:

— to lower the maximum call-in rate for the VAT resource to 0.75 % in
2002 and 0.50 % in 2004;
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— to increase the percentage of traditional own resources that the Mem-
ber States retain to cover collection costs from 10 to 25 %;

— to retain the United Kingdom compensation mechanism, with some
small adjustments, to offset for instance the benefit that would arise
upon enlargement from the replacement of pre-accession aid by internal
EU expenditure;

— to reduce the share paid by Germany, the Netherlands, Austria and
Sweden in the financing of the UK correction to a quarter of their
normal share.

2.3. Conclusion of a new Interinstitutional Agreement

1) The rules for applying the financial framework

These rules remained essentially unchanged. But some new provisions
were added.

— Some restrictions were placed on the ‘privileged’ nature of expendi-
ture on structural operations, in conjunction with the new basic
regulations in this area. The allocations made in the financial frame-
work continue to be expenditure targets, which must be entered in
the budget each year. But the possibility of transferring to subsequent
years the part of the allocations which could not be committed in a
given year was confined to the first year of the period (2000) and then
only if non-implementation was the result of a delay in the adoption
of programmes.

— In the event of a revision of the financial framework, the ‘pre-acces-
sion’ heading and the amount left available for future enlargement
were to be treated as ‘water-tight compartments™ in other words there
could be no transfers between these two amounts nor between either
of them and the ceilings for the other headings set for the EU-15.

— A “flexibility instrument’ was introduced. It is intended to allow financ-
ing, for a given financial year, of clearly identified expenditure which
could not be financed beneath the ceilings available. As a rule the
instrument should not be used for the same requirements two years
running. This instrument was allocated EUR 200 million a year. The
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portion not used in a given year may be carried over for the following
two years. Decisions to make use of the instrument are taken, during
the budgetary procedure or in the course of the budget year, by joint
agreement between the two arms of the budgetary authority, acting by
qualified majority on a proposal from the Commission.

2) Budgetary procedure aspects

As proposed by the Commission the new agreement consolidated a
number of arrangements agreed by the institutions to improve the opera-
tion of the budgetary procedure. Two additions were made.

— The conciliation procedure for the establishment of the budget was
extended to cover all expenditure (compulsory and non-compulsory)
and continued throughout the budgetary procedure.

— Guidelines were laid down, by broad categories, for the classification
of expenditure.

3. Application of the financial framework, 2000-06

In general, the financial framework 2000-06 was applied following the
implementing provisions as set out in the Interinstitutional Agreement (see
point 2.3. above). However, two issues deserve to be looked at more closely:
the annual budget debates and the enlargement of the European Union.

3.1. The budget debates for 2000-06

The budget procedures for the years 2000-06 were undoubtedly smoothed
by the existence of the new Interinstitutional Agreement (ITA). A series of
challenges had to be faced, in particular in the field of external actions.
The new flexibility instrument allowed for a financial response, which
would not otherwise have been possible.

The limitations of the ceilings set by the European Council already became
clear in 1999, with the impact on the budget of the conflict beginning in
Kosovo at that time. Very quickly the Commission was forced to present
two proposals (in November 1999 and May 2000) for the revision of
the heading 4 ceiling to accommodate the financing of a multi-annual
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programme of assistance for the Balkans region. These proposals, which
were supported by Parliament, met with Council opposition. For the
2000 and 2001 budgets, the solution found in each case was to apply the
new flexibility instrument, the decision coming at the end of the budget-
ary procedure after difficult discussions on the necessary redeployment of
expenditure on the other programmes covered by the heading.

In the budgetary procedures for 2002 and 2003 the Commission once
again proposed using this instrument to finance under heading 2 a pro-
gramme for the conversion of fishing vessels which, following the fail-
ure to renew the agreement with Morocco, could no longer operate in
Moroccan waters.

The flexibility instrument was mobilised in each subsequent year of
the financial framework. Part of the support for reconstruction in Iraq
was financed through flexibility in 2004, 2005 and 2006. Rehabilita-
tion and reconstruction needs in the countries affected by the Tsunami
were funded in 2005 and 2006. Also under heading 4 in 2006 compensa-
tion for the ACP sugar producers affected by the reform of the common
market organisation for sugar, as well as part of the CFSP budget, was
financed through flexibility.

Outside of heading 4, in 2005, some of the financing for the PEACE II
programme (') (subheading 2a) and part of the budget for the decentralised
agencies (heading 3) came from mobilisation of the flexibility instrument.

3.2. Enlargement of the European Union

1) Determining the general budgetary framework

The overall Berlin framework envisaged annual amounts for 2002 to
2006, taking account of an enlargement in 2002 with a first group of
six new Member States (2). A second group, lagging in progress, was not
expected to join before 2007.

(')  The EU Programme for Peace and Reconciliation in Northern Ireland and the Border
Region of Ireland.

(*)  Cyprus, the Czech Republic, Hungary, Poland, Estonia and Slovenia, also known as the
‘Luxembourg group’.
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The Helsinki European Council in December 1999 abolished the dis-
tinction between the two groups of accession countries, which opened

up the possibility of more than six countries acceding during the period
2000-06.

While the assumption, made in Berlin, that the first round of enlargement
would take place in 2002 was a justified precaution from the budgetary
point of view, it turned out not to be realistic. Consequently, the acces-
sion date was moved back and the Laeken European Council of 14 and
15 December 2001 decided that 10 candidate countries (') could be ready
to join the EU in 2004. Negotiations with the remaining two (Bulgaria
and Romania) would be opened on all chapters in 2002.

The delay created additional room under the ceilings because of the
phasing-in of expenditure related to structural actions. Since the first
accessions would take place later than 2002, the amounts scheduled in
principle for enlargement in 2002 and 2003 were not available (). Nev-
ertheless, the annual amounts reserved for the period 2004-06, initially
intended to cover the needs related to the third, fourth and fifth year of
the accession of six new Member States, would now be available for the
first three years of the accession of 10 new Member States.

On the other hand, the Berlin sub-ceiling for agriculture did not include
any amounts for direct payments to farmers in the new Member States.
In their position papers, however, all candidate countries demanded to be
fully integrated into this aspect of the common agricultural policy upon
accession. The Berlin ceiling did not provide for any transitional budget-
ary arrangements either, although such arrangements had been part of all
accession agreements in the past.

As planned in Laeken, the Commission presented at the beginning of
2002 its global approach for the draft common positions in the fields
of agriculture, regional policy and the budget(®). The Communication
introduced the necessary adjustment of the Berlin scenario to take into

(') The Luxembourg group plus Latvia, Lithuania, Malta and Slovakia became from then
on the ‘Laeken group’.

(*)  The annuality of the financial perspective ceilings did not allow transfer to later years.

(*)  Communication from the Commission — Information note — Common Financial Frame-
work 2004-2006 for the Accession Negotiations, SEC(2002) 102 final.
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account the later accession date and the increased number of acceding
countries. It also presented the following new elements:

— Given that immediate introduction of 100 % direct payments would
have served to freeze existing structures and to hamper modernisation
in agriculture, it was proposed to phase in direct aids over a period of
10 years, thus going well beyond the 2000-06 financial framework.
Thus, the new Member States obtained assurance about the moment
when they would be fully integrated into the CAP.

— Certain measures were proposed to make the transition to the EU
rural development policy better adapted to the needs of the new Mem-
ber States, such as increasing the EU co-financing rate up to 80 % for
the rural development measures financed by the EAGGF Guarantee
Section.

— In order to find a middle ground between the limits on absorption
capacity and a faster profile than envisaged in Berlin for the first three
years after accession, it was proposed that the phasing-in for struct-
ural actions be increased, with Cohesion Fund expenditure boosted
to 33 % of total structural actions, compared to 18 % for the other
beneficiary Member States.

— Additional allocations would be made for nuclear safety, to support
the effort to decommission nuclear plants, and for institution build-
ing, to enhance the building up of adequate administrative structures
and administrative capacity.

— Transitional budgetary arrangements were proposed based on the
principle that no new Member State should find itself in a net budget-
ary position vis-a-vis the EU budget which was worse than the year
before enlargement.

2) Agreement on the EU common position

The Commission Communication was accepted as a general basis for dis-
cussion and most delegations found the overall approach to be balanced
and realistic. There was general agreement that budgetary compensation,
if any were to be granted, should be fully financed below the Berlin ceil-
ings.
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In October 2002 (1), the Commission declared that, in line with the con-
clusions from the 2002 Regular Reports, the 10 countries of the Laeken
group fulfilled the Copenhagen criteria and would be ready for member-
ship from the beginning of 2004.

The Brussels European Council on 24-25 October endorsed these Com-
mission findings and recommendations and took the final decisions with
respect to the EU negotiating position. EU leaders agreed in Brussels on
the following:

— Direct agricultural payments were to be introduced following a 10-year

phasing-in schedule, expressed as a percentage of the level of such pay-
ments in the Union (2).

A ceiling for heading 1la (common agricultural policy) for the EU-25
covering the entire period up to 2013 was established on the basis of
the 2006 ceiling, increased by 1 % per year in nominal terms. The
overall expenditure for market-related expenditure and direct pay-
ments for each year in the period 2007-13 was to be kept below this
ceiling.

For reasons of absorption capacity, the total allocation for structural
operations was reduced from EUR 25.5 billion to EUR 23 billion.

The own resources acquis was to apply to the new Member States as
from accession.

Temporary budgetary compensation, offsetting any deterioration
of the ex ante estimated net budgetary position of the new Member
States in comparison with their situation in the year before accession,
would be offered in the form of lump-sum, temporary payments on
the expenditure side of the EU budget. The compensations had to
remain within the annual margins left under the Berlin ceilings for
enlargement.

“Towards the enlarged Union — Strategy paper and report of the European Commission
on the progress towards accession by each of the candidate countries’, COM(2002) 700
final.

Twenty five per cent of the full EU rate in 2004, 30 % in 2005, 35 % in 2006, 40 % in
2007. Thereafter, in 10 % increments so as to ensure that the new Member States reach
in 2013 the support level then applicable.
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After the Brussels Council the EU was now ready to negotiate the final
terms of the accession with the candidate countries.

3) Agreement with the candidate countries in Copenhagen

After seven weeks of negotiations, on 13 December 2002, Heads of State
or Government from the EU and 10 candidate countries reached agree-
ment on the terms for enlarging the EU. Following the decision of the
Copenhagen Summit, Cyprus, the Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Malta, Poland, Slovakia and Slovenia would join the
EU on 1 May 2004.

The Copenhagen agreement acknowledged the financial needs of new
Member States, since they were all expected to enjoy the status of net
beneficiary with regard to the EU budget from the very beginning, while
respecting the ceilings established in the financial framework for enlarge-
ment.

Under the terms of the final agreement, the following elements had been
added compared to the EU common position determined in Brussels:

— a lump-sum cash-flow facility in the year 2004 to help all countries
improve their net budgetary position during the first year and to fur-
ther reduce the risk of any country seeing its net position worsen in the
first year of enlargement (1);

— an extra package consisting of the Schengen facility, an increase in
the rural development allocation and an increase in the transitional
nuclear safety package;

— the cost of agricultural market measures had been recalculated to
include the cost associated with some further concessions in this

field.

All these measures, while increasing the expenditure, also automatically
reduced the temporary budgetary compensation, which was calculated as
the difference between each new Member State’s estimated receipts from
and payments to the EU budget (in comparison with the situation in the

(') This was justified by the fact that direct agricultural payments related to the year 2004
would only be reimbursed by the EU budget to Member States in 2005.
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year before accession). To offset this mechanism, a further allocation was
made available as additional budgetary compensation for the disadvan-
taged countries.

Finally, budgetary compensation was further increased for certain Member
States, offset by an equivalent reduction of their cohesion expenditure.

4) The adjustment of the financial framework

As provided for by the 1999 Interinstitutional Agreement, the European
Parliament and Council needed to adjust the financial framework to take
account of the expenditure requirements resulting from enlargement. Fol-
lowing the proposals put forward by the Commission in February 2003 (1),
the budgetary authority agreed on 19 May 2003 on the adjustment of the
financial framework in order to reconcile the EU-15 financial framework
for the period 2004-06, at 1999 prices, with the situation of an enlarged
Union of 25 members (2).

— The crucial modification was mainly technical and consisted in trans-
ferring appropriations for the 10 new Member States which had been
earmarked in heading 8 (enlargement) to the regular headings. Con-
sequently, for agriculture, structural operations, internal policies
and administration (headings 1, 2, 3 and 5), the annual ceilings for
commitments were raised in total by EUR 9 927 million for 2004,
EUR 12 640 million for 2005 and EUR 14 901 million for 2006.

— As for pre-accession aid (heading 7, renamed ‘pre-accession strategy’),
the ceiling remained unchanged but it was set to cover also appro-
priations for pre-accession assistance concerning Turkey (previously
included in heading 4). For Bulgaria and Romania the amounts ear-
marked for pre-accession instruments (Phare, Sapard and ISPA) were
increased for the remaining years of the period by 20 %, 30 % and
40 % respectively compared to the average of the preceding years.

— A new heading 8 (compensation) was introduced, including the
amounts envisaged for the so-called ‘temporary budgetary compen-

(')  Proposal for a Decision of the European Parliament and the Council on the adjustment
of the financial perspective for enlargement, COM(2003) 70.

() Decision 2003/429/EC of the European Parliament and of the Council of 19 May 2003 on
the adjustment of the financial perspective for enlargement (O] L 147, 14.6.2003, p. 25).
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sation’ and ‘special lump-sum cash-flow facility’ in favour of the
10 acceding countries. The amounts were EUR 1 273 million in 2004,
EUR 1 173 million in 2005 and EUR 940 million in 2006.

— A provision was included in the adjusted financial framework whereby,
in the event of a political settlement leading to the reunification of
the island of Cyprus, supplementary amounts would be automatically
added to each of the headings concerned. The budgetary implications
resulting from the implementation of such a political settlement were
estimated for the period at EUR 273 million at 1999 prices.

Compared to the situation envisaged in the Interinstitutional Agreement,
the overall ceiling for commitment appropriations, at 1999 prices, was
reduced by EUR 410 million for 2004, EUR 387 million for 2005 and
EUR 939 million for 2006. In accordance with the Copenhagen Euro-
pean Council conclusions, the corresponding overall ceiling in payments
(EU-25) for the years 2004-06 remained unchanged compared to the cor-
responding ceiling set out in Annex I of the Interinstitutional Agreement.
The own resources ceiling for EU-25 remained unchanged in percentage
terms and was established at 1.24 % of GNI-25.

Once the adjustment of the financial framework for enlargement was
made in 1999 prices, it was necessary to establish the financial frame-
work in 2004 prices, in line with the changes in gross national income
(GNI) and prices. This adjustment was calculated by applying the same
deflators used in the exercise of the technical adjustment of the financial
framework for EU-15 at 2004 prices ().

Furthermore, following the joint decision of the European Parliament
and Council on the adjustment of the financial framework for enlarge-
ment, both arms of the budgetary authority agreed to revise the financial
framework, increasing the annual ceilings for commitments in heading
3 (internal policies) by EUR 50 million for 2004, EUR 190 million for
2005 and EUR 240 million for 2006.

The resulting financial framework for an enlarged European Union with
25 members, at 1999 prices, is presented in Table 5.2.

(")  COM(2002) 756 final, 23.12.2002.
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The corresponding financial framework resulting from the technical
adjustment for 2004, in line with movements in gross national income
and prices, is presented in Table 5.3.

5) The accession of Bulgaria and Romania

After the long and difficult negotiations on the budgetary aspects of the
accession of the 10 new Member States, it was clear from the outset that
the budgetary negotiation with Bulgaria and Romania would be very
much predetermined by the outcome of the 2004 accession.

On the one hand, it would be hard to imagine that the 25 Member States
(including the 10 that had recently acceded) would be willing to offer
a different (i.e. more generous) package to Bulgaria and Romania. On
the other hand, it would be inconceivable that both candidate countries,
being less affluent than the 10 new Member States in terms of GDP per
capita, would settle for anything less. In view of these particular circum-
stances, the negotiations on the budgetary package went quite smoothly
and the final agreement was almost identical to the Commission proposal
(which was in line with the outcome of the accession of the 10).

The main lines of the budgetary package for Bulgaria and Romania were:
— phasing-in of direct agricultural payments over a 10-year period;
— phasing-in of structural actions over a three-year period;

— a three-year lump-sum cash-flow facility, which included the Schengen
facility;

— no temporary budgetary compensation, since it was clear that neither
Bulgaria nor Romania were at risk of seeing their budgetary situation
vis-a-vis the EU budget deteriorate after accession in comparison with
the situation in 2006.

Finally, there was no need for an adjustment of the financial framework
since the accession negotiations coincided with the negotiations on the
new financial framework and all the amounts scheduled for both new
Member States were already incorporated.
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TABLE §.2

Financial framework (EU-25)
adjusted for enlargement
(million EUR at 1999 prices)

acl;’;‘r‘(‘)‘::i“;;‘;ils 2000 2001 2002 2003 2004 2005 2006
1. Agriculture 40920 42800 43900 43770 44657 45677 45807
1a Common agricultural policy 36620 38480 39570 39430 38737 39602 39612
1b Rural development 4300 4320 4330 4340 5920 6075 6195
2. Structural actions 32045 31455 30865 30285 35665 36502 37940
Structural Funds 29430 28840 28250 27670 30533 31835 32608
Cohesion Fund 2615 2615 2615 2615 5132 4667 5332
3. Internal policies 5930 6040 6150 6260 7877 8098 8212
4. External actions 4550 4560 4570 4580 4590 4600 4610
5. Administration (*) 4560 4600 4700 4800 5403 5558 5712
6. Reserves 900 900 650 400 400 400 400
Monetary reserve 500 500 250 0 0 0 0
Emergency aid reserve 200 200 200 200 200 200 200
Guarantee reserve 200 200 200 200 200 200 200
7. Pre-accession strategy 3120 3120 3120 3120 3120 3120 3120
Agriculture 520 520 520 520

Pre-accession structural instrument 1040 1040 1040 1040

Phare (applicant countries) 1560 1560 1560 1560

8. Compensation 1273 1173 940
;‘;‘Z‘l:fgt"nﬂ;‘:s“’“s 92025 93475 93955 93215 102985 105128 106741

Total appropriations for payments 89600 91110 94220 94880 100800 101600 103 840

Ceiling, approps for payments
as % of GNI (ESA 95)

Margin for unforeseen expenditure  0.17% 016% 0.13% 014% 0.16% 018% 0.18 %
Own resources ceiling 124% 124% 124% 124% 124% 124% 124%

1.07% 1.08% 111% 110% 1.08% 1.06% 1.06 %

(') The expenditure on pensions included under the ceiling for this heading is calculated net of staff
contributions to the pension scheme, up to a maximum of EUR 1 100 million euros at 1999 prices
for the period 2000-06.
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TABLE 5.3
Financial framework (EU-25)

adjusted for enlargement

(million EUR at 2004 prices)

Current prices

2004 prices

Commitment appropriations 2000 2001 2002 2003 2004 2005 2006
1. Agriculture 41738 44530 46587 47378 49305 50431 50575
1a Common agricultural policy 37352 40035 41992 42680 42769 43724 43735
1b Rural development 4386 4495 4595 4698 63536 6707 6840
2. Structural actions 32678 32720 33638 33968 41035 41685 42932
Structural Funds 30019 30005 30849 31129 35353 36517 37028
Cohesion Fund 2659 2715 2789 2839 5682 5168 5904
3. Internal policies 6031 6272 6558 679 8722 8967 9093
4. External actions 4627 4735 4873 4972 5082 5093 5104
5. Administration (!) 4638 4776 5012 5211 5983 6154 6325
6. Reserves 906 916 676 434 442 442 442
Monetary reserve 500 500 250 0 0 0 0
Emergency aid reserve 203 208 213 217 221 221 221
Guarantee reserve 203 208 213 217 221 221 221
7. Pre-accession strategy 3174 3240 3328 3386 3455 3455 3455
Agriculture 529 540 555 564

Pre-accession structural instrument 1058 1080 1109 1129

Phare (applicant countries) 1587 1620 1664 1693

8. Compensation 1410 1299 1041
Total appropriations for commitments 93792 97189 100672 102145 115434 117526 118967
Total appropriations for payments 91322 94730 100078 102767 111380 112260 114740
acsef;“ogf’ é‘l’fI’I“(’Ep;i";;aymem 107% 108% 111% 109% 108% 106% 1.06%
Margin for unforeseen expenditure 017% 016% 013% 015% 016% 0.18% 0.18%
Own resources ceiling 124% 124% 124% 124% 124% 124% 124%

() The expenditure on pensions included under the ceiling for this heading is calculated net of staff contributions to the pension
scheme, up to a maximum of EUR 1 100 million at 1999 prices for the period 2000-06.




Chapter 6

Policy challenges and budgetary
means of the enlarged Union:

the multiannual financial framework
2007-13

In February 2004, the Commission presented its approach(!) for the
multiannual financial framework 2007-13. The document included the
proposed breakdown of expenditure by broad category for the period
2007-13. In July 2004, the Commission confirmed and detailed its origi-
nal stance () and proposed a new text for the related Interinstitutional
Agreement (ITA) (°); it also presented a first ‘legislative package’ covering
a number of legal bases for spending programmes and for the 2007-13
period. Following technically adjusted proposals from the Commission (+)
and intense negotiations at European Council level in June 2005, agree-

()

Communication from the Commission to the Council and the European Parliament
‘Building our common future. Policy challenges and budgetary means of the enlarged
Union 2007-2013°, COM(2004) 101 final/2, 26.2.2004.

Communication from the Commission to the Council and the European Parliament
‘Financial perspective 2007-2013°, COM(2004) 487 final/2, 14.7.2004 and ‘Financing
the European Union. Commission report on the operation of the own resources system’,
COM(2004) 505 final, vol. T and 11, 14.7.2004.

Proposal for renewal of the Interinstitutional Agreement on budgetary discipline and
improvement of the budgetary procedure, COM(2004) 498, 14.7.2004.

Commission working document ‘Technical adjustments to the Commission proposals
for the multiannual financial framework 2007-2013’, SEC(2005) 494 final, 12.4.20035.
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ment on a multiannual financial framework for 2007-13 was reached
among Heads of State or Government at the Brussels European Coun-
cil on 15-16 December 2005. Following negotiations with the European
Parliament, the new ITA was then adopted on 17 May 2006 ('). Finally, a
new decision on the own resources of the Communities was adopted on

7 June 2007 (2).

The Commission proposal stressed the necessity to turn the opportunities
offered by the enlargement to 10 new Member States on 1 May 2004 and
to Bulgaria and Romania on 1 January 2007 into reality, by developing
‘a Europe of solidarity and partnership, which gives people the opportu-
nity to build a lasting prosperity in common’. Three main objectives were
highlighted for the new financial framework:

— Europe should work together for higher growth with more and better
jobs. Robust, coordinated and coherent action was needed to avoid
economic decline and improve Europe’s economic performance;

— European citizenship should serve to guarantee concrete rights and
duties, in particular freedom, justice and security;

— Europe should be a strong global player. It should in particular play an
important role vis-a-vis its neighbours.

The discussions were held ‘against the background of a troubled world
and internal uncertainty’. Two influential factors shaping the negotiation
context should be stressed in particular:

— The Treaty establishing a Constitution for Europe had been adopted
by the European Council on 17 July 2003 but the ratification proc-
ess in the Member States did not succeed. The rejection of the draft
Constitution by France on 29 May 2005 and by the Netherlands on
1 June 2005 led to a prolonged period of institutional and political
uncertainty in the EU.

(') Interinstitutional Agreement between the European Parliament, the Council and the
Commission on budgetary discipline and sound financial management (O] C 139,
14.6.2006).

(*)  Council Decision 2007/436/EC, Euratom of 7 June 2007 on the system of the European
Communities’ own resources (OJ L 163, 23.6.2007). It is expected that the decision will
be ratified by the Member States no later than the beginning of 2009.
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— The discussions occurred in a context of disagreements among a
number of Member States on key international issues, in particular
the war in Iraq.

The negotiation was further influenced by three very important consid-
erations:

— The enlargement to new Member States would add only 5 % to the
Union’s GDP - and to its revenues — but the increase in population
would amount to 30 %. It followed that EU budget expenditure would
increase more than revenue, particularly in view of the fact that — as
stressed by the Commission — enlargement would mean four million
additional farmers, an increase of 50 %, and a doubling of income
disparities between rich and poor.

— During the final stage of the negotiation opening the way for enlarge-
ment, in October 2002, the European Council reached a compromise
on CAP spending in a Union of 25 until 2013 at the instigation of
France and Germany. This decision predetermined a large share of the
EU budget even before the Commission made its proposals (see Chap-
ter 5 for more details on the budgetary impact of enlargement).

— Again prior to the Commission proposals, six Member States (Ger-
many, France, the Netherlands, Austria, Sweden and the United
Kingdom) — all net contributors to the EU budget — informed the Com-
mission that they did not see room for an EU budget near the current
ceiling for own resources. The ‘letter of the six’, sent to the President
of the Commission on 15 December 2003 ('), stressed that average
expenditure during the next financial framework should not exceed
1.0 % of EU GNI, including agriculture spending within the ceiling
set by the European Council in October 2002. This letter did not
specify whether the 1.0 % limit applied to payments or to commit-
ment appropriations.

In such a context, obtaining an agreement proved particularly lengthy
and difficult. The negotiations on the multiannual financial framework
and the new own resources decision stretched over almost three and a

(') See Information to the Press — [P/03/173 from the Commission:
http://europa.eu/rapid/pressReleasesAction.do?reference=1P/03/1731& format=HTML
&aged=1&language=EN&guilLanguage=en.
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half years. The negotiations were once again largely shaped by the issue
of Member States’ net contributions.

1. The Commission’s proposals

1.1. The financial framework

The Commission’s proposals maintained the ceilings of the own resources
decision at their 1999 level, i.e. 1.24 % of GNI (1.27 % of GNP) for
appropriations for payments and 1.31 % of GNI (1.335 % of GNP) for
appropriations for commitments, beneath which would be financed the
common agricultural and cohesion policies (both areas of marked interest
for most of the new Member States), the renewed Lisbon agenda focusing
on competitiveness policies (in particular research), and external action
of the EU as a global player, while still leaving an adequate flexibility
margin.

The Commission’s proposal, published in February 2004, reflected an
ambitious approach taking into account the various constraints imposed
by the circumstances. With average yearly appropriations for payments
of 1.14 % of GNI, the proposal seemed to anticipate Member States’
reluctance to increase the budget in an environment of sluggish economic
growth. In doing so, it also took notice of the constraints imposed on
national budgets by EMU rules. Furthermore, the Commission integrated
the spending levels for the common agricultural policy agreed upon in
October 2002 into its own proposal.

Nevertheless, as can be seen in Table 6.1, the initial Commission pro-
posal contained a marked shift in the allocation of resources between the
different budget headings, and, in particular, a ‘shift towards growth and
employment with a focus on knowledge based activities such as research
and innovation’ ().

(')  Cf. European Commission: New proposals for growth and jobs under the next Financial
Framework 2007-2013, Brussels, 6 April 2005 (IP/05/389).
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TABLE 6.1

Shift in the allocation of resources between budget headings 2006-13
according to the Commission’s original proposal from February 2004

(million EUR at constant 2004 prices)

Commitment appropriations 2006 (") 2007 2013 2]())15?263 lc?e,:
1. Sustainable growth 47 582 59675 76 785 +61.4 %

1a Competitiveness for growth and employment 8791 12105 25825 +193.8%

1b Cohesion for growth and employment (*) 38791 47570 50960  +314%
2. Preservation and management of natural resources 56015 57180 57 805 +32%

of which market related expenditure and direct payments 43735 43500 42293 -33%
3. Citizenship, freedom, security and justice 1381 1630 3620 +162.1%
4. The EU as a global partner () 11232 11400 15740  +401%
5. Administration (*) 3436 3675 4500 +31.0 %
6. Compensations 1041

Total appropriations for commitments 120688 133 560 158450  +313%

Total appropriations for payments (*) () 114 740 124 600 143100  +247 %

% of GNI 1.09 % 115 % 1.15 %
Margin 0.15 % 0.09 % 0.09 %
Ouwn resources ceiling 1.24 % 1.24 % 1.24%

(') 2006 expenditure under the MAFF 2000-06 has been broken down according to the proposed new
nomenclature to facilitate comparisons.

(%) Includes expenditure for the Solidarity Fund (EUR 1 billion in 2004 at current prices) as from 2006.
However, corresponding payments are calculated only as from 2007.

(*) Integration of the EDF into the EU budget is assumed to take effect in 2008. EDF commitments for
2006 and 2007 are included only for comparison purposes. Payments on commitments before 2008
are not taken into account in the payment figures.

(*) Includes administrative expenditure for salaries, pensions, European Schools, and institutions other than
the Commission. Other administrative expenditures are included in the first four expenditure headings.

Source: Figures based on COM(2004) 101 final, 10.2.2004, p. 29.

Inparticular,subheading 1a ‘Competitiveness for growthandemployment’,
heading 3 ‘Citizenship, freedom, security and justice’, and heading 4 “The
EU as a global partner’ were to benefit from large increases in spending
(see Table 6.1). These came in stark contrast with almost stagnating
spending proposed under heading 2, which included the common agri-
cultural policy expenditures.
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However, these trends must be considered bearing in mind that the fig-
ures cover a seven-year timespan. In practice, the proposals made by the
Commission entailed a very limited increase in spending as a percentage
of EU GNI, i.e. from 1.09 % of GNI for payment appropriations foreseen
in 2006 to 1.15 % thereafter, despite enlargement and the requirements
related to both competitiveness, e.g. the renewed Lisbon agenda, and
external objectives, e.g. in the context of the European Neighbourhood
Policy. Right from the start, it was quite clear that the final result would
lie somewhere between the Commission’s proposal and the 1.0 % limit
set by six of the net contributors.

The agreement already reached in the context of the CAP (heading 2), the
critical importance of cohesion policy for a number of Member States —and
in particular the increased needs related to enlargement (subheading 1b),
and the relatively small amounts in absolute terms envisaged for head-
ings 1a, 3,4 and 3, de facto limited the room for manoeuvre for subsequent
negotiations. As shown in the next section, the Commission’s ambitions,
most notably regarding the Lisbon agenda, had to be significantly down-
sized by the time of a final agreement.

However, examining the Commission proposals in greater detail, it is
useful to highlight the following innovative elements pointing towards
the realisation of the Lisbon goals. The Commission made budgetary but
also qualitative proposals aimed at achieving these goals (1).

1a) Competitiveness for growth and employment

The Commission made very ambitious proposals to strengthen the Euro-
pean effort in research and technological development. The proposals, for
instance, included the idea of creating a European research area, to act
as an internal market for research and technology, and a very significant
increase in direct financial support for research and student mobility.

Additional efforts were envisaged in the area of trans-European net-
works. The need for further efforts in developing infrastructures and
improving connections between the Member States was underlined, with
projects such as high-speed rail lines, ‘motorways of the sea’ or Galileo.
The overall level of investment required to realise the 26 priority trans-

(') All quotes in this subsection refer to COM(2004) 101 final, op. cit.
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port projects would amount to EUR 220 billion up to 2020, with funding
to peak between 2007 and 2013.

Another innovative element was a Growth Adjustment Fund of up to
EUR 1 billion per year, available within the competitiveness for growth
and employment heading. This new fund was intended to optimise the
delivery of the growth and cohesion objectives by introducing flexibility
margins in the budget to make the EU able to react swiftly to changing
economic circumstances.

1b) Cohesion for growth and employment

The Commission pushed for the Lisbon goals to be integrated into the
national or regional development plans to be negotiated as part of the
cohesion policy. Resources would be concentrated on investment in order
to increase and improve the stock of physical and human capital and
thus exert maximum impact on competitiveness and growth. Emphasis
would thus be placed on job creation in new activities. Particularly for
the second objective of the cohesion policy, the ‘regional competitiveness
and employment’ goal, the Commission made it clear that ‘interventions
would need to concentrate on a limited number of policy priorities linked
to the Lisbon and Goteborg agenda’.

2) Sustainable management and protection of natural resources

The reform of the common agricultural policy (CAP), decided in the wake
of the agreement of October 2002, was ‘aimed at meeting the objectives
of competitiveness, solidarity and better integration of environmental
concerns thus becoming a key step in the Lisbon and Goteborg develop-
ment strategy’ and involved three key elements. First, a substantial sim-
plification, by decoupling direct payments to farmers from production.
Second, further strengthening rural development by transferring funds
from market support to rural development through reductions in direct
payments to bigger farms (modulation). Third, a financial discipline
mechanism would set a ceiling on expenditure on market support and
direct aid between 2007 and 2013.

In the environment area, priorities would include implementing the EC
Climate Change Programme, a number of thematic strategies address-
ing specific environmental priorities and the Environmental Technology
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Action Plan (ETAP), and developing and implementing the Natura 2000
network in the area of biodiversity.

The other areas of EU action were not so much focused on the Lisbon and
Goteborg agenda, but rather responded to specific concerns and object-
ives. In general, these policies involved more limited funding in absolute
terms, in particular for heading 3, as detailed hereafter.

3) Citizenship, freedom, security and justice

A starting point for the Commission proposals was the recognition that
‘the challenges posed by immigration, asylum, and the fight against crime
and terrorism can no longer be met adequately by measures taken only
at the national level’. Besides, enlargement would bring particular chal-
lenges, for example in terms of the security of ‘our external borders’.
Specific importance was thus given to a common asylum policy and a
common policy on immigration, as well as an effective area of justice and
preventing and fighting crime and terrorism.

4) The EU as a global player

The Commission stressed that the Union has developed a broad, though
incomplete, spectrum of external relations tools and that enlargement
would entrust the EU with even greater responsibilities, as a regional
leader and as a global partner. Therefore, the expanded EU would stabil-
ise its wider neighbourhood and support its development through close
cooperation. It would create a ‘stability circle’ meaning a common space,
a community of ‘everything but the institutions’.

Cooperation with developing countries would focus on the eradication of
poverty, making a ‘strong and coherent contribution to progress towards
reaching the Millennium development goals, set at the 2000 United
Nations General Assembly’.

All in all, the Commission’s scope to set the agenda for the upcoming
budget debates was limited. After this initial phase of agenda-setting, the
Commission tabled a number of working documents on specific details of
its proposals and their financial implications. The Commission also pre-
pared a package of legislative proposals for the spending programmes —
more than 30 pieces of legislation — in order to table them immediately
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after a political compromise on the multiannual financial framework had
been reached.

1.2. The financing system

According to own resources decision 2000/597/EC, Euratom, the Com-
mission was to undertake a general review of the own resources system
before 1 Jan-uary 2006. In response to a request from the European Par-
liament, the Commission had furthermore undertaken (in a statement
annexed to the Council minutes when Decision 2000/597/EC, Euratom
was adopted) to submit this review before the end of 2004.

When the Commission subsequently adopted its first Communication on
the post-2006 financial framework on 10 February 2004 (1), it set out the
basic principles for the reform of the financing system. A communica-
tion, a detailed report (2) and a proposal for a new own resources decision
and related implementing regulation on a generalised correction mecha-
nism (°) were adopted by the Commission on 14 July 2004, together with
more detailed proposals on spending.

The 2004 own resources report included two major features that could
transform the own resources system:

— The report proposed replacing the specific correction mechanism used
for one country only (the United Kingdom) by a general correction
mechanism applying to any country that fulfilled relevant pre-deter-
mined criteria. The new mechanism should be effective as from 2007,
with phasing-in provisions to facilitate the transition for the UK.

(')  See COM(2004) 101 final, op. cit.

(*)  See ‘Financing the European Union. Commission report on the operation of the own
resources system’, COM(2004) 505 final, vols T and II, 14.7.2004.
() See Proposal for a Council Decision on the system of the European Communities’

own resources and Proposal for a Council Regulation on the implementing measures
for the correction of budgetary imbalances in accordance with Articles 4 and 5 of the
Council Decision of (...) on the system of the European Communities’ own resources,
COM(2004) 501 final/2, 2004/0170 (CNS), 2004/0171 (CNS), 3.8.2004. NB: This is
the reference of the proposals cum corrigendum only in English. COM(2004) 501 final
was adopted on 14 July 2004.
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— The report also presented ‘three main candidates as possible future
fiscal own resources: a resource based on 1. energy consumption,
2. national VAT bases, and 3. corporate income’. It called on the Coun-
cil ‘to take note of the Commission’s intention to prepare a roadmap
in view of replacing, on the basis of a Commission proposal, the current
VAT resource by a genuine tax-based own resource by 2014’ (1).

The Commission thus formally proposed a thorough reform of the system
of correcting budgetary imbalances by progressively replacing the UK
correction with a generalised correction mechanism with the same rules
applying to all Member States without exception. For the first time since
the introduction of the UK correction in 1984, there was consequently a
concrete proposal on the Council’s table which placed the correction on
the political agenda as an item for discussion.

This proposal was justified on two grounds:

— The necessity to treat equally Member States that are in compara-
ble positions. The Commission stressed that the UK benefited from
a special rebate mechanism, which did not benefit a number of net
contributors with broadly similar levels of GNI. This was contrary
to the principle adopted at the 1984 Fontainebleau European Council
that ‘any Member State sustaining a budgetary burden which is exces-
sive in relation to its relative prosperity may benefit from a correction
at the appropriate time’. The solution would be to either eliminate the
correction mechanism or to propose a mechanism applying equally to
all the Member States.

— The analysis of the evolution of the UK correction following enlarge-
ment highlighted that the correction would increase over time to such
an extent that the UK would become the smallest net contributor. In
fact, it could be argued that the UK would not be contributing its fair
share to the cost of enlargement, despite being one of the main advo-
cates of such enlargement. This last argument proved instrumental in
leading to a modification of the UK correction (see Chapter 12).

Furthermore, an important conclusion of the Commission regarding pos-
sible new own resources was the recognition that ‘the implementation

(')  See COM(2004) 505 final, vol. I, op. cit.



POLICY CHALLENGES AND BUDGETARY MEANS OF THE ENLARGED UNION 107

of an energy- or VAT-based resource would be feasible over the medium
term, whereas a fiscal resource based on corporate income [would be] a
much longer-term option’. A few years would be sufficient to reform in
depth the financing system, provided the political will existed.

Under the Luxembourg and UK presidencies (first and second halves of
2005) the focus of the negotiations among Member States shifted away
from the Commission’s proposals. The ‘negotiating boxes’ of these Presi-
dencies instead sought ad hoc changes to the current own resources sys-
tem in order to accommodate specific interests of the Member States in
the context of a global agreement on the expenditure and revenue side of
the post-2006 financial framework.

Consequently, following broad political agreement achieved during the
European Council on 15-16 December 20035, a new own resources deci-
sion was adopted, more than a year later, in June 2007 ('). This long delay,
necessary to reach a final consensus on the fine-tuned technical decision,
was symptomatic of the difficulties and complexity of the broad political
agreement achieved.

1.3. Renewal of the Interinstitutional Agreement (ll1A)

The preparation of a new Interinstitutional Agreement (ITA) extended
over two years. On 14 July 2004 the Commission presented a proposal (2)
for the renewal of the ITA on budgetary discipline and improvement of
the budgetary procedure for the period 2007-13.

This proposal was followed, on 8 June 2005, by a European Parliament
resolution on ‘Policy challenges and budgetary means of the enlarged
Union 2007-13’(3), then a resolution on the Interinstitutional Agreement
on budgetary discipline and improvement of the budgetary procedure (*)
adopted on 1 December 2005.

(')  See Council Decision 2007/436/EC, Euratom, op. cit.

(*)  See Commission Working Document ‘Proposal for renewal of the Interinstitutional
Agreement on budgetary discipline and improvement of the budgetary procedure’,
COM(2004) 498 final, 14.7.2004.

()  See European Parliament document P6_TA(2005)0224.

(*)  See European Parliament document P6_TA PROV(2005)0453.
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Following the political agreement on the financial framework 2007-13
reached by the European Council on 15-16 December 2005 (), the Euro-
pean Parliament adopted a new resolution on the European Council’s
position on the financial framework and the renewal of the Interinstitu-
tional Agreement 2007-13 (2).

A revised proposal (*) was therefore tabled by the Commission in Febru-
ary 2006. After further negotiation between the three institutions, the
ITA was adopted on 17 May 2006.

The proposals made by the Commission for a new IIA suggested main-
taining unchanged the main features of the financial framework. Agenda
2000 had successfully fulfilled its main purposes as regards financial dis-
cipline, the orderly evolution of expenditure and interinstitutional col-
laboration during the budgetary procedure. The budget of the European
Union had been adopted on time each year, and the two arms of the
budgetary authority had jointly adjusted Agenda 2000 to face supplemen-
tary financial requirements linked to the enlargement to 10 new Member
States on 1 May 2004.

On the other hand, the Commission stressed the importance of flexibility
as ‘the essential corollary to financial discipline. If properly designed,
it contributes to enhancing effective resources allocation while allowing
responding to unforeseen needs or new priorities. Several parameters
influence the degree of flexibility of the financial framework: the length
of the period covered by the financial framework; the number of expend-
iture headings; the margins available within each expenditure ceiling;
the margin below the own resources ceiling; the share of EU spending
pre-determined by ‘amounts of reference’ in co-decided legislation; pre-
allocated multiannual programmes; the general attitude towards using
the revision procedure. The degree of flexibility has evolved over time
with the changing mix of those parameters’. As shown below, several

(') See Document 15915/05 Cadrefin 268, 19.12.2005.

See PE 368.274, B6-0049/2006.

()  See Commission Working Document ‘Revised proposal for renewal of the Interinstitu-
tional Agreement on budgetary discipline and improvement of the budgetary procedure’,
COM(2006) 36 final, 1.2.2006, and Commission Working Document ‘Contribution
to the interinstitutional negotiations on the proposal for renewal of the Interinstitu-
tional Agreement on budgetary discipline and improvement of the budgetary procedure’,
COM(2006) 75 final, 15.2.2006.

>
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modifications and new instruments, as well as a reduction in the number
of headings, brought additional flexibility to the system.

The Commission further considered that experience with the 2000-06
financial framework had shown that there was no longer any need for
maintaining the agricultural guideline provided for in Council Regulation
(EC) No 2040/2000 on budgetary discipline, since agriculture expend-
iture was already constrained by ceilings agreed until 2013.

2. The outcome of the negotiations

2.1. Slight decrease in Community expenditure

Stabilisation or even reduction of contributions to the EU budget was
a priority for a number of net contributors, as is for instance reflected
in the ‘letter of the six’ (cf. supra), which argued that average expend-
iture during the next financial framework should not exceed 1.0 % of
EU GNI. The letter did not specify whether the 1.0 % related to com-
mitment or to payment appropriations, which opened up a useful margin
for negotiation. Indeed, during the negotiations this norm related first to
commitment appropriations, then, at a later stage in the negotiation, to
payment appropriations — an objective easier to comply with. Neverthe-
less, the constraint imposed by the letter weighed heavily in the negotia-
tion, in particular as the new Member States were very keen on securing
an agreement which would grant them access to substantial additional
expenditure from the EU budget.

Table 6.2 below illustrates the dynamics of negotiation. The process
started with a Commission proposal which intended to create a strong
impetus for, notably, Lisbon-related expenditures. The European Parlia-
ment suggested limited shifts across headings, in particular an increase in
heading 3. The subsequent Council discussions led to markedly reduced
overall levels of commitment appropriations under the Luxembourg and
UK presidencies. The conclusion of the Interinstitutional Agreement
allowed for a very limited upward adjustment.

Detailed figures on the yearly commitments from 2007 to 2013 illus-
trate another facet of the multiannual financial framework. As detailed
in Annex 1 to the Interinstitutional Agreement 2007-13, the global ceil-
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ing for commitment appropriations will fall from 1.10 % of EU GNI in
2007 to 1.01 % in 2013 (from 1.06 % to 0.94 % for payment appropria-
tions). This includes the (increasing) cost of enlargement, considering the
phasing-in of various policies, in particular the CAP, in the new Member
States. In practice, if a future financial framework (beyond 2013) was sta-
bilised at the level of 2013, i.e. 1.01 % of EU GNI for commitment appro-
priations, global multiannual commitments would decrease compared to

the average level of 1.05 % of EU GNI foreseen for 2007-13.

Total 2007-13 commitments — from Commission proposal to agreement

TABLE 6.2

(million EUR at 2004 constant prices)

Commission EP European Final Change vs.
proposal  resolution Council agreement Commission

(14 July2004) (8 June2005)  (15-16 Dec.2006) (17 May 2006) proposal
1. Sustainable growth 457 995 446 930 379739 382139 75856 -17%
1a. Competitiveness 121687 110600 72120 74098 -47589 -39 %
1b. Cohesion 336308 336330 307 619 308041 -28267  -8%
2. Natural resources 400294 392306 371244 371344 28950 7%
of which CAP 301074 293105 293105 293105 <7969 3%
3. Citizen, freedom, security, justice 14724 16 053 10270 10770 -3954 27 %
3a. Freedom, security and justice 9210 9321 6630 6630 -2580 -28%
3b. Citizenship 5514 6732 3640 4140 1374 -25%
4. The EU as a global player 61223 62436 48463 49463 -11760  -19%
5. Administration 57670 54765 50300 49800 7870 -14%
6. Compensations (BG and RO) 800 800 800 800 — —
Total commitments 992 706 973290 860 816 864316 -128390 -13 %

% of EU-27 GNI 1.20 % 1.18 % 1.05 % 1.05 %

NB: Original figures have been adjusted to ensure comparability with the final outcome. Head-
ing 4 excludes the European Development Fund (EDF) as well as the Emergency Aid
Reserve. The exclusion in the final agreement of EUR 500 million staff pension contribu-
tions under heading 5 and of the Emergency Aid Reserve (EUR 1 547 million) allowed the
actual increase of EUR 4 billion obtained by the European Parliament to be presented in
the financial framework table as an increase of only EUR 2 billion. The original documents
referred to in this chapter contain the unadjusted figures.
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2.2. A moderate shift in the budget structure

In the context of strict budgetary discipline, involving a decrease in com-
mitments as a percentage of GNI over the period 2007-13, and consider-
ing the agreement reached for agriculture before the negotiation of the
financial framework, the bulk of adjustment in relative terms during the
negotiation was mainly borne by headings 1a and 3. The December 2005
agreement involved a cut of 39 % and 27 % for these headings respect-
ively, compared to the initial Commission proposal.

Although the Council and the Member States agreed on the importance of
an ambitious Lisbon and Goteborg agenda, and the related need to increase
efforts in areas such as research or the environment, this proved difficult to
translate into budgetary terms. For many Member States cohesion policy,
agriculture, and specific rebates on their contributions came as priorities.

2.3. Limited adjustment of the own resources system

In the agreement it reached on 15-16 December 2005, the European
Council took the following main decisions on the future own resources
system:

— The ceilings laid down in the decision on own resources should be
maintained at their current level of 1.24 % of EU GNI for appro-
priations for payments and of 1.31 % EU GNI for appropriations for
commitments;

— The distinction between agricultural duties and customs duties would

be abolished;

— “In the interests of transparency and simplicity’, in particular the elimi-
nation of the complex frozen rate mechanism, the uniform rate of call of

the VAT-based resource would be fixed at 0.30 % (see Chapter 12).

— For the period 2007-13 only, the rate of call of the VAT-based resource
would be fixed at 0.225 % for Austria, 0.15 % for Germany and
0.10 % for the Netherlands and Sweden.
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— For the period 2007-13 only, the Netherlands would benefit from a
gross reduction in its annual GNI contribution of EUR 605 million

and Sweden from a gross reduction in its annual GNI contribution of
EUR 150 million, measured in 2004 prices.

— The correction mechanism in favour of the United Kingdom should
remain, along with the reduced financing of the correction benefit-
ing Germany, Austria, Sweden and the Netherlands. However, after
a phasing-in period between 2009 and 2011, the United Kingdom
should participate fully in the financing of the costs of enlargement,
except for direct agricultural payments and market-related expend-
iture, and that part of rural development expenditure originating from
the European Agricultural Guidance and Guarantee Fund (EAGGF),
Guarantee Section. The corresponding reduction of the UK correction
should not exceed EUR 10.5 billion in constant 2004 prices during the
period 2007-13.

The European Council of 15 and 16 December 2005 concluded that the
above changes should take effect on 1 January 2007. In practice, the entry
into force of the changes would be retroactive, following the ratification
of own resources decision 2007/436/EC, Euratom ('), a process which the
Council expected to be completed no later than the beginning of 2009 ().

Overall, the own resources system remains largely unchanged. However,
with the notable exception of the fixing of the rate of call of the VAT-
based resource, the changes introduced render the system even more com-
plex and less transparent than before.

2.4. Conclusion of a new Interinstitutional Agreement

The Interinstitutional Agreement of 17 May 2006 was largely based on
the agreement adopted for the previous multiannual financial framework.
This was in particular the case for the structure by headings and the use
of ceilings.

(') Pursuant to Article 11 of this Decision (in accordance with Article 269 of the Treaty):
‘Member States shall notify the ... Council without delay of the completion of the proce-
dures for the adoption of this Decision in accordance with their respective constitutional
requirements. This Decision shall enter into force on the first day of the month following
receipt of the last of the notifications ... It shall take effect on 1 January 2007".

() See point 78 of Council document No 15915/05, op. cit.
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Nevertheless, a number of useful changes, making for further simplifica-
tion and flexibility, were introduced.

(a) Simplification, consolidation

— The agreement incorporated the Interinstitutional Agreement of
7 November 2002 on the creation of the European Union Solidarity
Fund (EUSF), agreed on during the period of the 2000-06 financial
framework as a separate supplementary Interinstitutional Agreement.
The current rules for mobilisation of the EUSF are maintained. When
the Fund is mobilised, corresponding expenditure is ‘entered in the
budget over and above the relevant headings’ in the financial frame-
work.

— Simplification of the method for the technical adjustment, by extend-
ing the predetermined 2 % annual inflation rate used for structural
funds and agriculture to the rest of expenditure. The table of the
multiannual financial framework included in the ITA is expressed in
constant 2004 prices. However, in view of the fixed annual inflation
rate the ceilings are already fixed in current prices for the entire period
covered by the multiannual financial framework.

— The provisioning of the guarantee fund for loans to third countries is
rationalised so that there is no longer any need for a ‘reserve’ to this
end. The related (reduced) expenditure to be budgeted becomes part of
the instruments available for the Union’s external policy.

(b) Flexibility: taking stock of the experience of Agenda 2000

On 15 and 16 December 20035, the European Council reached a political
agreement which entailed expenditure ceilings significantly lower than
those proposed by the Commission. Tighter expenditure ceilings would
in turn entail more rigidity in the financial framework and risked under-
mining the Union’s ability to address future challenges, hindering rather
than encouraging effective resource allocation.

In order to find the proper balance between budgetary discipline and
efficient resource allocation, new flexibility instruments were introduced
to facilitate the deployment or redeployment of financial resources within
the expenditure ceilings:



114 EUROPEAN UNION PUBLIC FINANCE

— a new European Globalisation Adjustment Fund intended to provide
additional support for workers who suffer the consequences of major
structural changes in world trade patterns, to assist them with their
reintegration into the labour market. The Fund could not exceed a
maximum annual amount of EUR 500 million (current prices);

— the possibility for the budgetary authority, on the basis of a Commis-
sion proposal in the framework of the annual budgetary procedure, to
depart by up to 5§ % from the so-called ‘reference amounts’ concern-
ing multiannual programmes adopted under the co-decision proce-
dure (except for cohesion programmes).

Some other instruments could be mobilised above the agreed expenditure
ceilings within certain limits. These instruments, to be used in the frame-
work of the annual budget procedure according to the relevant provisions
set out in the ITA, included:

— the European Union Solidarity Fund, with unchanged amount
(EUR 1 billion at current prices) and mobilisation procedure;

— the Flexibility Instrument, with an annual ceiling of EUR 200 mil-
lion, with the new possibility to cover requirements of a multiannual
nature. The mobilisation procedure remains unchanged;

— the Emergency Aid Reserve of EUR 221 million in constant prices was
moved outside the multiannual financial framework. Its purpose is to
respond to emergency situations in third countries. Both the amount
and the mobilisation procedure remain unchanged.

3. Initial years of application:
the budget debate for 2007 and 2008

The Commission presented the first preliminary draft budget (PDB)
under the new multiannual financial framework on 3 May 2006. The
PDB already took into account the increases to the ceilings agreed, which

remained to be formalised in the Interinstitutional Agreement of 17 May
(I1A).
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As had been the case in the final years of the 2000-06 financial frame-
work, one of the key issues in the negotiation process was the level of
payment appropriations, with Council seeking to cut the Commission’s
PDB, and Parliament seeking to increase it. Other important aspects for
discussion were a proposal by Parliament to reduce the level of the CFSP
below the figure agreed in the ITA, as well as moves by the Council to seek
reductions in the Commission’s staffing levels.

It proved impossible to achieve a final agreement on the budget for 2007
at the November conciliation. However, only one week afterwards, a
trialogue procedure resulted in the successful conclusion of the negotia-
tions, within the newly agreed financial framework, and for the first time
since 2000, without recourse to the flexibility instrument. The level of the
CFSP budget was restored to that proposed in the PDB, and no adjust-
ments were made to the Commission’s human resources.

In parallel to the negotiations on the budget, discussion took place on the
review of the Financial Regulation. This process was successfully con-
cluded at the November conciliation.

The 2008 budget procedure saw a return to the issue of the margin under
heading 4, which had been so dominant in the 2000-06 procedures.
Just as in the 2000 and 2001 procedures, developments in Kosovo were
a catalyst in launching the debate on the need for the flexibility instru-
ment.

An initial amount of EUR 200.25 million was entered in the PDB for
CFSP actions. During the course of the procedure, the Council proposed
that this amount be increased to EUR 285.25 million, to cover greater
financing needs for Kosovo. However, this increase, in combination with
Parliament’s wish to increase appropriations for other programmes in the
field of external actions, could not be accommodated under the ceiling
of heading 4. A compromise was reached at the conciliation meeting of
23 November, resulting in the mobilisation of the flexibility instrument
for EUR 70 million in respect of heading 4.

Furthermore, the failure in early 2007 of the negotiations with a private
consortium on the financing of the European Navigation Satellite Sys-
tem programme ‘Galileo’ through a public-private partnership resulted
in an additional financing requirement from the EU budget of EUR 2.4
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billion. Given that the possibilities for redeployment of funds within sub-
heading 1a were extremely limited, the Commission made a proposal, on
19 September 2007, to revise the financial framework in accordance with
points 21 to 23 of the Interinstitutional Agreement (!). This proposal was
also intended to cover an additional financing need (EUR 309 million)
for the European Institute of Technology (EIT), whose establishment had
been proposed by the Commission as part of the mid-term review of the
Lisbon strategy (2).

On the basis of the Commission proposal, the European Parliament,
the Council and the Commission agreed, at the conciliation meeting of
23 November 2007, to provide this financing by, inter alia, revising the
multiannual financial framework 2007-13 so as to raise the ceilings for
commitment appropriations under subheading 1a for the years 2008 to
2013 by an amount of EUR 1 600 million in current prices. This increase
was offset by lowering the ceiling for commitment appropriations under
heading 2 for the year 2007 by the same amount. The reduction of the
ceiling for heading 2 in 2007 was made possible by the combined effect
of favourable market conditions in the agricultural sector and assigned
revenue carried over from 2007 to 2008, which led to an increase in the
global margin available under heading 2 in 2007. The programmes and
payments to be financed under heading 2 thus remained totally unaf-
fected by the revision of the financial framework.

The three institutions also agreed that, in order to keep an appropri-
ate relationship between commitments and payments, the annual ceilings
for payment appropriations would be adjusted. The global amount of
the ceilings for commitment appropriations and payment appropriations
expressed in current prices remained unchanged compared to the initial
2007-13 financial framework.

The remaining financing requirements of Galileo and the EIT were made
available from different sources: EUR 400 million were reprofiled within

Q] See Communication from the Commission concerning the revision of the multiannual
financial framework (2007-2013), Proposal for a Decision of the European Parliament
and of the Council amending the Interinstitutional Agreement of 17 May 2006 on budget-
ary discipline and sound financial management as regards the multiannual financial
framework, COM(2007) 549 final/2.

(?)  See Proposal for a Regulation of the European Parliament and the Council establishing
the European Institute of Technology, COM(2006) 604 final/2.
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the transport-related activities of the seventh research framework pro-
gramme, EUR 200 million were redeployed from other programmes
within subheading 1a, and the flexibility instrument was mobilised for
an amount of EUR 200 million. The remaining amount (EUR 309 mil-
lion) was to be covered from the margin available under the ceiling of
subheading 1a for the years 2008-13 (1)(2).

4. The budget review of 2008-09

The December 2005 European Council agreed that, as a component of
the overall negotiation package for 2007-13, a review of EU expenditure
and revenue should take place: ‘the European Council ... invites the Com-
mission to undertake a full, wide ranging review covering all aspects of
EU spending, including CAP, and of resources, including the UK rebate,
to report in 2008/9. On the basis of such a review, the European Coun-
cil can take decisions on all subjects covered by the review. The review
will also be taken into account in the preparatory work of the following
Financial Framework’ (3).

The Interinstitutional Agreement of May 2006 provides for certain
arrangements associating the European Parliament in the process: ‘dur-
ing the examination phase following the presentation of the review by the
Commission, it will be ensured that appropriate discussions take place
with the European Parliament on the basis of the normal political dia-
logue between the institutions and that the positions of the European
Parliament are duly taken into account’.

Finally, Article 9 of the new decision on own resources adopted on 7 June 2007
stipulates that, in the framework of the budget review, the Commission must
undertake a general review of the own resources system.

A roadmap leading to the review has been described in an information
note from the President of the Commission (). The review started in Sep-

(') The multiannual financial framework was again amended in 2008 in accordance with
Article 48 of the Interinstitutional Agreement (see Section 2.3 of Chapter 9).
(?)  The revised ceilings for the multiannual financial framework can be found in

Chapter 13.
() See paragraphs 79 and 80 of Council document 15915/05 CADREFIN 268, op. cit.
(*y  See Information Note from the President “The review of the internal market, the social

stocktaking and the budgetary review’, SEC(2007) 42/2 of 15 January 2007.



118 EUROPEAN UNION PUBLIC FINANCE

tember 2007 with a broad consultation process launched by an issues
paper (*).

In the information note, it was made clear that ‘the review is not to be
perceived as the preparation of a new multiannual financial framework
and should not anticipate on it. The task of proposing the next multian-
nual financial framework will be for the new Commission, which will be
able to draw on the review as input to its work’.

Unlike past discussions on the future of the budget, this review aims to
allow for a visionary approach, not so much focused on short-run nego-
tiations, but rather on preparing long-term initiatives.

In this context, parallel to the work undertaken by the Commission,
the European Parliament proceeded with its own reflexion on the future
financing system of the Union. In a resolution of 29 March 2007 (3), Par-
liament stressed the importance of examining ‘the creation of a new sys-
tem of own resources based on a tax already levied in the Member States,
the idea being that this tax, partly or in full, would be fed directly into
the EU budget as a genuine own resource, thus establishing a direct link
between the Union and European taxpayers’.

Parliament also expressed its wish to pursue the examination of options for
the future financing of the EU budget in close cooperation with the national
parliaments before taking a final position. At the same time, it intended ‘to
discuss and adopt its final position on a new system of own resources for
the European Union in time for it to be taken into account in the delibera-
tions concerning the comprehensive review of EU revenue and expenditure
as agreed in the Interinstitutional Agreement of 17 May 2006’.

() See Communication from the Commission ‘Reforming the budget, changing Europe.
A public consultation paper in view of the 2008/2009 Budget review’, SEC(2007) 1188 final,
12.9.2007.

(*)  European Parliament resolution of 29 March 2007 on the future of the European Union’s
own resources (2006/2205(INT)), P6_TA-(2007)0098.
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Chapter 7

The legal instruments
The European Union’s financial system is based on three types of legal
instrument:

— the provisions of the Treaties (1);
— secondary legislation;
— provisions adopted by agreement between the institutions.

The last type of instrument is specific to the budget sector and has no real
equivalent in the other fields of Community law.

1. The financial provisions of the Treaties

Most of these provisions are contained in the Treaty establishing the Euro-
pean Community. Some provisions of the Treaty on European Union also
relate to the budget sector. The EC Treaty was amended by the Maas-
tricht Treaty, which entered into force on 1 November 1993, and the
EC Treaty and EU Treaty were last amended by the Nice Treaty, which
entered into force on 1 February 2003. The Lisbon Treaty is discussed in
section 4 of this chapter.

Q] See Annex 1.
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In an opinion of 21 October 1990 concerning the planned revision of
the then Treaty establishing the European Economic Community (now
‘Treaty establishing the European Community’), the Commission sug-
gested taking this opportunity to consider the status of public finance.
The contributions it presented to the intergovernmental conference pro-
posed a substantial revision of the financial provisions of the Treaty, in
particular to incorporate certain aspects agreed in the 1988 Interinstitu-
tional Agreement and to establish a better balance between the institu-
tions in the budgetary procedure ().

The financial aspects were not really discussed and the Maastricht Treaty
made no fundamental changes to the Community’s financial system. The
same is true of the Amsterdam Treaty. The Nice Treaty involved no
changes to the financial provisions, except a number of amendments to
Article 279 of the EC Treaty.

1.1. The Treaty establishing the European Community

The financial provisions of the Treaty are contained in Title IT (Articles 268
to 280) of Part Five, which deals with the Community institutions, and
they cover five main aspects.

1) The general rules governing the budgetary procedure

— Article 268 establishes the principles of unity, universality and equi-
librium. It also contains the main terms for including in the budget
expenditure relating to common foreign and security policy and to
cooperation in the fields of justice and home affairs, which are set out
in greater detail in the Treaty on European Union.

— Article 270 incorporates the concept of budgetary discipline into the
Treaty.

— Article 271 establishes the principles of annuality and specification.

— Article 277 establishes the principle that the budget must be estab-
lished in a unit of account.

(") Intergovernmental Conferences: contributions by the Commission. Bulletin EU. Sup-
plement 2/91.
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2) Financing of the budget

— Article 269 establishes the principle of financing the budget from own
resources and sets out the procedure for adopting decisions to imple-
ment it.

3) The stages in the budgetary procedure

— Article 272 describes in more detail the timetable and stages in the budg-
etary procedure, taking account of the powers conferred on each of the
two arms of the budgetary authority (Council and Parliament) and on the
Commission.

— Article 273 contains the provisions necessary to allow the Commu-
nity’s financial activities to continue if the budget is not adopted on

schedule.

4) Execution and control of the budget

— Article 274 assigns to the Commission the essential powers and
accountability for implementing the budget. It refers to the principle
of sound financial management and cooperation between the Member
States and the Commission on implementation of the budget.

— Article 275 lays down the procedures for the Commission to submit
the accounts to the Council and to Parliament.

— Article 276 lays down the procedure for the discharge which Parlia-
ment gives to the Commission, acting on a recommendation by the
Council, in respect of implementation of the budget.

— Article 278 sets out the conditions under which the Commission may
transfer its assets between the currencies of the Member States.

5) Additional provisions

— Article 279 lays down the procedures for the Council to adopt sup-
plementary rules for implementation of the Treaty in respect of finan-
cial matters: Financial Regulations, making available own resources
and the responsibility of financial controllers, authorising officers and
accounting officers.
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— Finally, Article 280 defines the roles of the Commission and the Member
States in combating fraud affecting the Community’s financial interests.
It lays down the procedure by which the Council adopts the measures
needed in this area.

1.2. The Treaty on European Union (TEU)

1) Specific provisions under the second and third pillars

Articles 28 and 41 of the TEU contain provisions on financing operations
under the common foreign and security policy and cooperation in the
fields of justice and home affairs.

A distinction is made between the administrative expenditure arising
from these operations and the operational expenditure. The adminis-
trative expenditure is automatically charged to the Community budget.
As a rule, operational expenditure is also charged to the budget, unless
the Council unanimously votes otherwise, in which case the operational
expenditure will normally be financed by the Member States, scaled
to gross national product, unless the Council again unanimously votes
otherwise.

Article 28 rules out the possibility of charging to the Community budget
expenditure under the common foreign and security policy relating to
operations with military or defence implications. Such expenditure is
therefore always financed by the Member States taking part in the opera-
tions.

The expenditure charged to the Community budget is covered by the
budgetary procedure laid down in the EC Treaty. In particular, as this
expenditure is non-compulsory, Parliament has the last say. This could
lead to conflicts, as Parliament then has control over financing opera-
tions adopted and implemented by the Member States. For this reason,
on 17 July 1997 Parliament, the Council and the Commission agreed to
introduce a conciliation procedure between the two arms of the budget-
ary authority to deal with this type of expenditure and keep Parliament
regularly up to date on the operations carried out and their financial
implications. These provisions were incorporated into the Interinstitu-
tional Agreements of 6 May 1999 and 17 May 2006.
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2) Enhanced cooperation

The Amsterdam Treaty allows Member States which intend to establish
enhanced cooperation between each other to make use of the institutions,
procedures and mechanisms laid down by the EU and EC Treaties under
certain conditions (see TEU, Article 44).

Article 44a of the TEU states that expenditure arising from implementa-
tion of enhanced cooperation, other than the administrative cost entailed
for the institutions, is to be financed by the Member States taking part,
unless the Council unanimously votes otherwise.

3) Non-participation by Member States in certain operations

Protocols annexed to the Treaties allow the United Kingdom, Ireland and Den-
mark not to take part in measures adopted pursuant to Title IV of the EC
Treaty (on visas, asylum, immigration and other policies relating to free move-
ment of persons). Denmark has also decided not to take part in operations
under the common foreign and security policy with defence implications.

The abovementioned Member States therefore do not have to cover the
financial consequences of these measures, except for the administrative
costs arising for the institutions.

2. Secondary legislation

2.1. The decision on the own resources system
and other instruments adopted in this field

1) The decision on the own resources system

In view of the specific way in which it is adopted, this decision is in fact
equivalent to primary legislation.

The Member States have virtually absolute control over adoption of this
decision, while Parliament is merely consulted. Not only must the Coun-
cil act unanimously, thus giving each Member State a right of veto, but
also the decision must be ratified by the national parliaments in the same
way as the Treaties.
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The first decision of this type was adopted in 1970. The most recent was
taken by the Council on 7 June 2007 in the form of Decision 2007/436/
EC, Euratom (1).

2) Other instruments relating to implementation
of the own resources system

This field is governed by four other instruments:

Council Regulation (EC, Euratom) No 1150/2000 of 22 May 2000 imple-
menting the Council Decision on the system of the Communities’ own
resources (2). This regulation consolidates successive amendments to the pre-
vious Council Regulation (EEC, Euratom) No 1552/89 of 29 May 1989 (3);

Council Regulation (EEC, Euratom) No 1553/89 of 29 May 1989 on
the definitive uniform arrangements for the collection of own resources
accruing from value added tax (4);

Council Directive 89/130/EEC, Euratom of 13 February 1989 on the
harmonisation of the compilation of gross national product at market
prices (5); and

Council Regulation (EC, Euratom) No 1287/2003 of 15 July 2003 on the
harmonisation of gross national income at market prices (GNI Regula-
tion).

2.2. The Financial Regulation

In accordance with Article 279 of the EC Treaty, the Financial Regula-
tion is adopted by the Council, acting unanimously after consulting Par-
liament and obtaining the opinion of the Court of Auditors.

The Financial Regulation was originally adopted on 21 December
1977 (¢), but has been amended repeatedly since then. It mainly contains

) OJL163,23.6.2007, p. 17.
) OJL130, 31.5.2000, p. 1.
% OJL155,7.6.1989, p. 1.
) OJL1S5,7.6.1989, p. 9.
) OJL49,21.2.1989, p. 26.
) OJL356,31.12.1977, p. 1.
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provisions applicable to the general budget: principles, establishment,
structure, implementation and auditing of the accounts. The regulation
deals exhaustively with implementation and control, as these aspects are
not covered comprehensively in the Treaty.

In order to take account, in particular, of the requirements for legislative
and administrative simplification and the tightening-up of management of
Community finances, the Financial Regulation of 21 December 1977 was
recast, in the interests of clarity, by Council Regulation (EC, Euratom)
No 1605/2002 of 25 June 2002 (1).

It was recently amended by Council Regulation (EC, Euratom)
No 1995/2006 of 13 December 2006 (2). Its essential elements have been
maintained and strengthened. Transparency, in particular, has been rein-
forced by laying down that information on all categories of recipients
of all kinds of expenditure financed by the Community budget will be
released, irrespective of the entity or authority involved in implementing
the budget, thus including decentralised and joint management of the
budget with non-EU countries and international organisations.

2.3. Regulation on budgetary discipline

The version adopted on 26 September 2000 (*) was recently repealed by
Council Regulation (EC) No 1248/2007 of 22 October 2007 (4).

The first decision in this field was adopted in 1988 as part of the reform
of the Community’s finances (5).

The regulation dealt mainly with budgetary discipline in the agricultural
sector.

It laid down the method for calculating the agricultural guideline which
set an overall limit on the increase in total agricultural expenditure
relating to the EAGGF Guarantee Section, the pre-accession agricul-
tural instrument and the amounts shown in the financial framework for

QOJ L 248, 16.9.2002, p. 1.

OJ L 390, 30.12.2006, p. 1.

Regulation (EC) No 2040/2000 (O] L 244, 29.9.2000, p. 27).
OJ L 282,26.10.2007, p. 3.

See Chapter 3.
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accession in respect of agriculture. But the ceilings set in the financial
framework for 2007-13 in Annex I to the Interinstitutional Agreement of
17 May 2006 mean that there is now no need to maintain the agricultural
guideline provided for therein.

The remaining provisions concerning budgetary discipline for agriculture
in Regulation (EC) No 2040/2000 were superseded by Articles 18 to
20 of Council Regulation (EC) No 1290/2005 of 21 June 2005 on the
financing of the common agricultural policy ().

In order to ensure that the budget ceiling will not be exceeded, the new
regulation lays down that the Commission will implement a monthly
early-warning and monitoring system in respect of EAGF expenditure.

For that purpose, before the beginning of each financial year, the Com-
mission will determine monthly expenditure profiles based, if necessary,
on average monthly expenditure during the previous three years.

The Commission will present to the European Parliament and to the
Council a monthly report examining the development of expenditure
undertaken in relation to the profiles and containing an assessment of the
foreseeable implementation for the current financial year.

2.4. The regulation setting up a guarantee fund
for external actions

Borrowing and lending operations are conducted under non-budget finan-
cial instruments. However, the budget bears the risk of:

— the beneficiary defaulting under borrowing and lending operations for
which the Commission plays the role of financial intermediary by con-
tracting loans on the Community’s behalf and onlending the proceeds
in Member States or non-member countries;

— activation of the guarantee which the Community provides for loans

granted by the European Investment Bank from its own resources to
finance projects outside the Community.

(') OJL209,11.8.2005, p. 1.
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A guarantee fund was set up as part of the Delors II package to cover the
risks involved in operations in countries outside the Community (). The vol-
ume of this fund, which is administered by the EIB, is now set at 9 % of
the outstanding loans guaranteed. The fund is financed by transfers from
the general budget (more precisely from the guarantee reserve) equivalent to
9 % of the new loans granted, by interest from investments and by amounts
recovered from defaulting debtors. If the volume laid down is exceeded, the
surplus is repaid to the budget. However, if the fund is unable to cover guar-
antees called in, the budget finances the additional amount necessary.

3. Rules adopted by agreement
between the institutions

To prevent or overcome risks of conflict and gridlock in the budget pro-
cedures, the institutions concerned have often been prompted to conclude
agreements on how to exercise the powers they are given by the Treaties.
A number of agreements or joint declarations have thus been concluded
since the mid-1970s(?). They were incorporated, with certain updates
or additions, into the Interinstitutional Agreement concluded in 1999,
which in some ways constitutes a ‘Charter’ of agreements reached by the
institutions on the budget.

The 1999 Interinstitutional Agreement was superseded by a new one
signed on 17 May 2006 (*). The purpose of the new Agreement, like the
previous one, is to impose budgetary discipline, to improve the function-
ing of the annual budgetary procedure and cooperation between the insti-
tutions on budgetary matters and to ensure sound financial management.
Budgetary discipline under this Agreement covers all expenditure. It is
binding on all the institutions for as long as the Agreement is in force.
These agreements have no legal basis in the Treaty. However, their legal sig-
nificance may be considered far more than a simple political commitment.

Q Council Regulation (EEC, Euratom) No 2728/94 (O] L 293, 12.11.1994, p. 1), as
last amended by Council Regulation (EC, Euratom) No 89/2007 of 30 January 2007
(O] L 22, 31.1.2007, p. 1).

(*)  See Chapters 2 and 4.

@) OJ C139, 14.6.2006, p. 1.
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They have been concluded by institutions which can enter into legal obliga-
tions under the powers conferred on them by the Treaties. In this respect,
the agreements are perfectly consistent with the provisions of the Treaties.

— They contain rules which delineate the freedom of action of the insti-
tutions which have subscribed to them and therefore constitute spe-
cific commitments for them.

— They express the more general principle of true and honest coopera-
tion provided for by the Treaty.

So far the Court of Justice has not ruled on the legal value of the Inter-
institutional Agreements. It has, however, recognised the usefulness
of this instrument and even that it is necessary in order to allow the
institutions to carry out the tasks they have been given.

4. Developments concerning EU public finances
in the institutional debate

The European Convention, which met between March 2002 and July
2003, drew up a Treaty establishing a Constitution for Europe which
was intended to replace the existing treaties. Although this institutional
debate did not focus specifically on budgetary matters, some of the
changes envisaged could have a direct or indirect impact on the budget-
ary procedure or the budget itself.

The Constitutional Treaty (!) was subsequently submitted to an intergov-
ernmental conference (IGC). It was adopted after some amendments in
June 2004 and signed in October of the same year (2). However, the fail-
ure of the referenda in France and the Netherlands effectively halted the
ratification process and led the EU to a period of reflection on future
institutional reforms.

() See Intergovernmental Conference document CIG 87/04
http://www.consilium.europa.eu/cms3_applications/Applications/igc/doc_register.asp?
content=DOC&lang=FR&cmsid=754.

(?)  See Intergovernmental Conference document CIG 87/2/04 REV2.
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At its meeting on 21-22 June 2007, the European Council agreed to convene
an IGC to prepare a Reform Treaty amending the existing treaties with a view
to enhancing the efficiency and democratic legitimacy of the enlarged Union.

The draft Treaty amending the Treaty on European Union and the Treaty
establishing the European Community (') was finally adopted at the inter-
governmental conference of 18 October 2007 in Lisbon. The Lisbon
Treaty was signed on 13 December 2007 in Lisbon.

Subject to ratification by the Member States (?), the Lisbon Treaty will
introduce changes in the EU public finances architecture. The changes
envisaged concern areas such as own resources procedures, the multi-
annual financial framework and the annual budgetary procedure.

4.1. Own resources

The Lisbon Treaty reformulates the provisions concerning the system of
own resources. Article 311 of the Treaty on the Functioning of the Euro-
pean Union (TFEU) (°) states that “The Union shall provide itself with the
means necessary to attain its objectives and carry through its policies’.
The next paragraph provides the definition of ‘the means’ which is basi-
cally the current system of own resources of the European Union.

The Council, acting in accordance with a special legislative procedure
and after consulting the European Parliament, may, unanimously, adopt
a decision on the Community’s own resources which, inter alia, may
establish new categories of own resources or abolish existing ones.

As at present, any decision on the system of own resources will require
approval by the Member States in accordance with their own constitu-
tional requirements. Implementing measures in the form of regulations

M See Intergovernmental Conference document CIG 1/1/07 REV 1.

(?)  The Treaty of Lisbon is still in the process of being ratified by the Member States, in
accordance with their respective constitutional requirements. As provided for in Art-
icle 6 thereof, the Treaty will enter into force on 1 January 2009, provided that all the
instruments of ratification have been deposited, or, failing that, on the first day of the
month following the deposit of the last instrument of ratification.

()  ExArticle 269 TEC —see Annex 1 for a comparative table of the provisions contained in
the Treaty establishing the European Community and the Treaty on the functioning of
the European Union (Lisbon Treaty).
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will also be adopted following a special legislative procedure by the
Council, acting after obtaining the consent of the European Parliament in
so far as provided for in the own resources decision.

4.2. The multiannual financial framework (MAFF)

The multiannual financial framework, which until now was only included
in the Interinstitutional Agreement and therefore — strictly speaking — was
not legally binding, was incorporated into the Lisbon Treaty to enhance
budgetary discipline and transparency (new Article 312 TFEU). The over-
all aim of the MAFF, covering at least five years and adopted in the form
of a regulation, is to ensure that the European Union’s expenditure devel-
ops in an orderly manner and within the limits of its own resources.

The Council, acting in accordance with a special legislative procedure
and after obtaining the consent of the European Parliament, will adopt
the MAFF regulation. Unanimity is required, although the European
Council may, unanimously, adopt a decision authorising the Council to
adopt the MAFF regulation by a qualified majority.

The financial framework must determine the annual ceilings on com-
mitment appropriations by category of expenditure and the annual ceil-
ing on payment appropriations. The categories of expenditure, limited in
number, must correspond to the Union’s major sectors of activity. In addi-
tion, the MAFF regulation will lay down any other provisions required
for the annual budgetary procedure to run smoothly.

The provisions of the Lisbon Treaty underline the political responsibil-
ity of the budgetary authority and the Commission by stipulating that
‘throughout the procedure leading to the adoption of the financial frame-
work, the European Parliament, the Council and the Commission shall
take any measure necessary to facilitate its adoption’.

4.3. The Union’s annual budget

The Lisbon Treaty does not amend the provisions agreed upon in June
2004. As a rule, the new Treaty will simplify the budgetary procedure, on
the one hand by removing the distinction between compulsory and non-
compulsory expenditure and, on the other, by amending the budgetary
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procedure which becomes analogous to a co-decision procedure with one
reading and conciliation.

The fundamental distinction between compulsory and non-compulsory
expenditure will be abolished. The current distinction between these
two types of expenditure results in a division of responsibility for the
final adoption of any expenditure. The Council has the final word for
compulsory expenditure which, inter alia, consists of common agricul-
tural policy expenditure, contributions to international organisations or
institutions, contributions provisioning the loan guarantee, expenditure
resulting from international agreements, pensions and compensation.
The European Parliament has the final decision on the rest of expendi-
ture, which is non-compulsory.

Removal of this distinction should have a dual impact on the process of
adoption of the annual budget. On the one hand, the responsibility of
each arm of the budgetary authority will no longer be limited to its cat-
egory of expenditure. Both arms of the budgetary authority will be fully
and jointly accountable for the whole budget. On the other hand, the
new provisions are likely to have an impact on the way the budget will be
negotiated between the Council and the European Parliament.

The possibility for the Council or the European Parliament to reject the
draft budget in the course of the procedure may increase the uncertainty
of the outcome and open the risk of conflict between the two arms of the
budgetary authority. On the other hand, the Commission may take all
the necessary initiatives, e.g. it can call the Presidents of the European
Parliament and the Council to meet for consultations and conciliation.

The Conciliation Committee can be convened to reach agreement on a
joint text. Several scenarios are envisaged by the Lisbon Treaty in this
respect, which may lead to two different results: either the budget is
deemed to be adopted or a new draft budget has to be submitted by the
Commission.

— If, within 21 days, the Conciliation Committee does not agree on a
joint text, a new draft budget must be submitted by the Commission.
Similarly, if the European Parliament and the Council both reject the
joint text, or if one of these institutions rejects the joint text and the
other fails to take a decision, a new draft budget must be submitted by
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the Commission. The same applies if the European Parliament rejects
the joint text but the Council approves it.

— Any other outcome of the conciliation procedure leads to the budget
being deemed to be adopted.

This new Treaty should result in balanced power-sharing between the
Council and the European Parliament when it comes to adopting the
annual budget. Moreover, the incorporation of the MAFF into the Lisbon
Treaty and the removal of the distinction between non-compulsory and
compulsory expenditure render the provisions concerning the maximum
rate of increase obsolete.

4.4. Implementation of the budget and discharge

The Lisbon Treaty takes into account the obligations and resultant
responsibilities of the Member States in respect of budget implementation
and discharge. Regarding budget implementation, where the majority of
budgetary appropriations are implemented under the shared manage-
ment system, Article 317 TFEU (ex Article 274 TEC) stipulates that ‘the
Commission shall implement the budget in cooperation with the Member
States’. The same article also provides that the appropriate regulations
will lay down the control and audit obligations of the Member States
in the implementation of the budget. Therefore the responsibility of the
Member States emerging from close cooperation with the European Com-
mission in implementation of the budget has been recognised.



Chapter 8

The financial autonomy
of the European Union:
the own resources system

The existence of own resources is one of the distinctive characteristics of
the European Union and symbolises, in the budget sector, the original-
ity of European integration: with the completion of the internal market,
implementation of common policies and assertion of its separate identity
in relations with non-member countries, the EU needs a means of finance
of its own, independent of the Member States.

The EU’s own resources may be defined in this connection as revenue
allocated irrevocably to the Union to finance its budget and accruing
to it automatically without the need for any subsequent decision by the
national authorities.

The own resources system in its present form developed gradually (1).
Unlike the ECSC Treaty, the Treaties of Rome did not immediately set up
a system of own resources for financing the Communities they were estab-
lishing: the two Communities (EEC and EAEC) were initially financed
by contributions from the Member States. However, these Treaties did
anticipate the creation at a later date of a system of own resources which
would include, in particular, revenue from the Common Customs Tariff
once it had been finally set up.

()  See Chapters 1 to 6.
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This was the basis for the establishment of own resources, by the Deci-
sion of 21 April 1970, which progressively replaced national contribu-
tions. Subsequent own resources decisions have amended the system
several times (!).

Until the own resources Decision of 7 June 2007, adopted in the wake
of the financial framework for 2007-13 (2), takes effect, the system will
be based on the Council Decision of 29 September 2000 and two imple-
menting regulations (Council Regulation (EC, Euratom) No 1150/2000,
as amended by Regulation (EC, Euratom) No 2028/2004, which lays
down the provisions for implementing the decision, and Council Regula-
tion (EEC, Euratom) No 1553/89 on the definitive uniform arrangements
for the collection of own resources accruing from value added tax).

The main components of the current system are:

— traditional own resources, which result directly from the existence of
a unified customs area and are not attributable to the Member States
for legal — and practical — reasons; these resources are sugar levies and
agricultural and customs duties. Member States retain 25 % of the
amounts of traditional own resources collected as collection costs;

— VAT-based own resources, derived from application of a call rate to a
VAT base determined uniformly for the Member States in accordance
with EU rules;

— GNI-based own resources, resulting from application of a set call rate
to total EU GNI, to match the total volume of resources to the total
volume of expenditure;

— correction mechanisms, which grant particular Member States a
reduction of their contribution to the EU budget (*).

Figure 8.1 shows the evolution of EU budget revenue by type of resource
over the period 1997-2006.

(') Development of the own resources system is described in Chapter 12.
(*)  See Chapter 6.
()  These mechanisms are described in detail later in this chapter and also in Chapter 12.
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FIGURE 8.1
EU budget revenue 1997-2006 (million EUR)
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Figure 8.2 shows the split of own resources payments by Member States
in 2006.

FIGURE 8.2

National contributions by Member State and traditional own resources collected
on behalf of the EU (2006, million EUR)
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1. The essential characteristics
of the present system of own resources

The system in place since 1988, when the GNI-based own resources were
introduced, has three main objectives:

— financially, after the difficulties to secure a sufficient level of financing
encountered several years in succession before 1988, it automatically
ensures a level of resources in line with agreed expenditure;

— legally, it guarantees the specific nature of the EU’s resources;

— economically, a number of provisions have been introduced to respect
the principle, agreed at the 25 and 26 June 1984 Fontainebleau Euro-
pean Council, that ‘any Member State sustaining a budgetary burden
which is excessive in relation to its relative prosperity may benefit from
a correction at the appropriate time’ (1).

1.1 The financial dimension: a guaranteed level of resources
for the European Union

The Community’s financial difficulties in the early 1980s stemmed
from the difficulty of meeting growing, inflexible expenditure require-
ments from the limited resources available (see Chapter 2). Until 1988,
the amount of available own resources was not linked to expenditure
requirements. This led to two diverging trends:

— limited availability of financing sources, due to a relative decrease in
traditional own resources (on account of trade liberalisation) and the
constraint imposed on the VAT-based resources by the ceiling;

— continually rising expenditure generated by the development of new
policies and the reinforcement of existing ones.

The system put in place in 1988 introduced an overall own resources ceil-
ing plus the GNP-based (later GNI-based) resources, which would func-

(')  Bull. EC 6-1984, page 10.
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tion as the residual resources, maintaining the necessary balance between
revenue and expenditure.

1) The link between revenue and expenditure

The own resources decision sets an overall ceiling for own resources,
expressed as a percentage of EU GNI (initially 1.27 % of ESA 79 GNP,
recalculated as 1.24 % of ESA 95 GNI in 2001). This is an overall ceil-
ing in that it applies to own resources taken as a whole, for all Member
States. The maximum ceiling imposed on own resources remains applica-
ble, unless the basic decision is amended, even if the financial framework
is not renewed when it expires. This ensures the continuity of the financ-
ing system, whilst imposing a limit on any increase in expenditure.

The compatibility between the expenditure trend and the ceilings laid
down for own resources is ensured by a number of provisions:

— under the provisions added to the Treaty of Rome by the Maastricht
Treaty (Article 270), first the Commission must ensure that the propos-
als it presents or the implementing measures it adopts can be financed
within the limit placed on the own resources;

— under Article 3(2) of the own resources decision, total appropriations
for commitments entered in the budget may under no circumstances
exceed a set percentage of EU GNI (initially 1.335 % of ESA 79 GNP,
recalculated as 1.31 % of ESA 95 GNI in 2001);

— the ceilings on expenditure, in terms of appropriations for commit-
ments in the financial framework, are established in such a way as to
maintain orderly development in line with all the necessary appropria-
tions for payments. The ensuing financial framework, which is set out
in the Interinstitutional Agreement, ‘is intended to ensure that, in the
medium term, European Union expenditure, broken down by broad
category, develops in an orderly manner and within the limits of own
resources’ (1).

(') See paragraph 10 of the Interinstitutional Agreement between the European Parliament,
the Council and the Commission on budgetary discipline and sound financial manage-
ment, OJ C 139, 14 June 2006, p. 1.
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2) The GNI-based resources as a ‘top-up’

In addition to the proceeds from traditional own resources and the VAT-
based resources, which are determined by the rates applicable and the
actual movement in the bases, expenditure is financed by revenue based
on GNI. There is no particular limit on the rate of call for the GNI-based
resources other than the own resources ceiling, which limits the total
amount of all own resources to a maximum of 1.24 % of EU GNI.

These resources are therefore intended to balance the budget, which
is why they are often referred to as ‘additional resources’ or ‘residual
resources’ in budget documents.

1.2. The legal dimension: the specific nature of the resources

1) The legal basis: a definitive transfer of revenue
by Member States under a specific procedure

Unlike the earlier system of financial contributions, the present system of
own resources can be defined as a definitive transfer to the EU. Pursu-
ant to Article 14 of the Financial Regulation (), final adoption of each
year’s budget imposes an obligation on each Member State to make over
to the EU the payments due under this budget. The undertaking entered
into by the Member States to supply the necessary resources explains the
particularly cumbersome, formal procedure needed for adoption of basic
decisions in this field, under Article 269 of the Treaty of Rome ().

2) The consequence: automatic payment

As the Community does not have its own tax authority, traditional own
resources (customs duties, agricultural levies, sugar and isoglucose levies)
are collected by the authorities of the Member States. In accordance with
Article 2 of Regulation (EC, Euratom) No 1150/2000, these resources
are established by the Member States as soon as the conditions provided
for by the customs and sugar regulations for entry of the entitlement in
the accounts and notification of the debtor have been met. The entitle-

(')  Council Regulation (EC, Euratom) No 1995/2006 of 13 December 2006 amending
Regulation (EC, Euratom) No 1605/2002 on the Financial Regulation applicable to the
general budget of the European Communities (O] L 390 of 30 December 2006).

(?)  See Chapter 6.
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ments established are entered in the accounts and then credited to an
own resources account opened in the name of the Commission with the
Member State’s Treasury or their appointed body.

On the other hand, since the VAT-based and GNP-based resources are not
collected directly from taxpayers, they are made available on the first work-
ing day of each month at the rate of one-twelfth of the estimated amount
appearing in the EU budget. This payment is guaranteed by Article 11 of
Regulation (EC, Euratom) No 1150/2000, as amended by Regulation (EC,
Euratom) No 2028/2004, which provides that interest payments will be
imposed on any Member State which fails to credit the amounts on time.

The specific nature of the own resources, and consequently the EU’s
financial autonomy, are sometimes obscured by the fact that the own
resources payments often appear in the national budgets and may there-
fore seem to be conditional on the vote of the national parliaments and
to compete with national expenditure. This illusion has no foundation in
law, whereby the transfer of resources is automatic.

1.3. The economic dimension: the search for more fairness

1) Partial and gradual replacement of the VAT-based own
resources by GNP/GNI-based own resources

The VAT resources are structurally regressive, in that the proportion of
consumption in GNI, and therefore in the VAT base, is often higher in the
less prosperous Member States than in the richer States. Conversely, net
exporting countries with high savings rates are favoured. Therefore, in
an attempt to increase the fairness of Member States’ gross contributions,
the share of the VAT-based own resources in the financing of the budget
has been progressively reduced. These resources have, to a large extent,
been replaced by the GNP/GNI-based resources.

2) The issue of budgetary balances

The European Union is a community of solidarity, with parts of the
EU budget serving a clear solidarity goal, while others fund measures
to achieve specific objectives through EU agreed programmes. When
considering each individual Member State, that gives rise to budgetary
net balances (net benefits or net contributions) vis-a-vis the EU budget,
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although the policy benefits accrue to the Union as a whole. Budgetary
net balances, measured by the difference between contributions to and
receipts from the EU budget, obviously fail to account fully for the ben-
efits resulting from EU membership and give a very limited view of them.
The Commission has stressed this point on many occasions ('). Neverthe-
less, the size of some of these imbalances has been at the centre of politi-
cal discussions.

Various measures have been introduced in the own resources system in
attempts to redress the perceived excessive budgetary imbalances of cer-
tain Member States.

In 1984 the Fontainebleau European Council introduced a correction
mechanism with regard to one Member State — the United Kingdom —
whereby 66 % of the UK’s net contribution is reimbursed. Although the
correction was only for the UK, the Fontainebleau European Council
acknowledged the general principle of entitlement to a correction, based
on the size of the budgetary imbalance and the relative wealth of a Mem-
ber State compared with the EU as a whole.

Other ad hoc measures were introduced over time, adding to the com-
plexity of the system, in particular:

— limits on the financing of the UK correction: one third for Germany
over 1985-2001 and three quarters for Germany, the Netherlands,
Austria and Sweden since 2002;

— increase in the share retained as collection costs of traditional own
resources from 10 % over 1970-2000 to 25 % since 2001, benefiting
notably the Netherlands;

(') A full statement on this policy and its rationale was made in Chapter 2 of the 1998
Commission Report ‘Financing of the European Union’ (available on: http://ec.europa.eu/
budget/documents/agenda_2000_reports_financing_en.htm) and in ‘Budget Contributions,
EU Expenditure, Budgetary Balances and Relative Prosperity of the Member States’, a
paper presented by President Santer to the EcoFin Council of 13 October 1997. The Pres-
idency Conclusions of the Berlin European Council of 24 and 25 March 1999 endorsed
this principle: ¢[...] it is recognised that the full benefits of Union membership cannot be
measured solely in budgetary terms’ (point 68).
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— the own resources decision adopted on 7 June 2007 set a call rate of
0.3 % to be applied retroactively from 1 January 2007 when the deci-
sion entered into force. The same decision envisages, for the period
2007-13 only, a reduced call rate of 0.225 % for Austria, 0.15 % for
Germany and 0.10 % for the Netherlands and Sweden;

— the new own resources decision provides for a gross reduction in the
annual GNI contribution by the Netherlands and Sweden for the
period 2007-13 only (1);

— downward adjustment of the UK correction, notably in relation to
pre-accession expenditure and to expenditure in the Member States
which joined the EU after 30 April 2004, so that the United Kingdom
pays a fairer share of EU expenditure in the period of enlargement.

2. The existing situation and likely trends

2.1. Assessment criteria for the own resources system

The own resources system and individual own resources can be assessed
against specific criteria. Many such criteria have been identified over time
in European Commission or European Parliament documents and in
academic research.

In its latest report on the operation of the own resources system (2), the
Commission identified several assessment criteria, which it considers rele-
vant to its analysis of the own resources system and any alternative to it:

— visibility and simplicity: the way in which the financing is achieved
should be easy for the public to understand;

— financial autonomy: the financing of the EU budget should be secured
and reliable;

(')  See Article 2(5) of Council Decision 2007/436/EC, Euratom of 7 June 2007 on the sys-
tem of the European Communities’ own resources.

(?)  See ‘Financing the European Union. Commission report on the operation of the own
resources system’, COM(2004) 505 final, Volume I, 14 July 2004.
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— efficient allocation of economic resources: the financing should avoid
distorting economic decisions unless this is deemed desirable, for
instance due to the existence of external effects;

— sufficiency: the resources should meet the Union’s financing needs and
be able to match changes in these needs;

— administrative cost-effectiveness: the costs of levying and admin-
istering the resources should be low in relation to the income they
generate;

— revenue stability: the resources should bring stable revenue to the
budget;

— fairness in gross contributions: the budget burden should be distrib-
uted fairly between Member States.

It is virtually impossible for individual own resources or for a financing
system considered as a whole, be it at local, national or EU level, to fully
satisfy all possible assessment criteria. The choice of a specific financ-
ing system must therefore be based on a political judgment, taking into
account the pros and cons of a variety of possible options.

2.2. A financing system which provides sufficient resources
in a cost-effective way

According to the abovementioned Commission report, the current own
resources system has performed well as regards the criteria of sufficiency
and stability, but clearly failed to fulfil the visibility and simplicity crite-
rion and has not contributed significantly to more efficient allocation of
economic resources in the EU.

The own resources decision adopted on 7 June 2007 should make no
significant difference to the functioning of the own resources system. In
practice, adjustments are mainly made in favour of a limited group of net
contributors to the budget, thereby further increasing the complexity and
opacity of the financing system for the EU.
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1) Sufficiency and stability

The problems encountered by the Community in the 1980s in bringing
its revenue up to the level required to meet its increased expenditure have
completely vanished thanks to the combined effect of two factors:

— introduction of the GNP-based (now GNI-based) resources as the bal-
ancing resource;

— the efforts made to contain expenditure during the 1990s and beyond.
This has resulted, since 1996, in a positive and increasing margin
between the own resources ceiling and the expenditure ceiling set in
the financial framework and, even more so, between the own resources
ceiling and the actual budget.

2) Cost-effectiveness

This is only called into question in the case of traditional resources. Collec-
tion of these resources is the responsibility of the Member States. It is compli-
cated and entails a risk of fraud and irregularities(!). By contrast, collection
of the VAT-based resources, and especially the GNI-based resources, which
together now make up over 80 % of total resources, costs very little. Taken
as a whole, then, the present system is satisfactory from this point of view.

2.3. A system with room for improvement

In some respects, the present system has significant shortcomings.

1) Growing dependency on Member States’ financial transfers

The Union’s financial autonomy is a legal reality (see above), which is
extremely important. However, the system puts too much emphasis on
national contributions. Since own resources payments take the form of
transfers from national budgets, they display many characteristics of ‘con-
tributions’ from the Member States. The EU’s growing dependence on
these transfers creates a situation in which EU budget financing interferes
with national budgetary policies and fuels demands from the Member

(') Itshould be noted, however, that, even if the yield from these duties did not accrue to the
Communities, the Member States would still be required to apply the Customs Union
legislation and would face the same problems.



146 EUROPEAN UNION PUBLIC FINANCE

States in terms of the benefits each country derives from the EU budget,
even though this concept is difficult to define.

This lack of a direct link between EU budget financing and taxpayers has
led to criticisms that budget decisions somehow lack legitimacy. Account-
ability of the budgetary authority would be enhanced by a financing sys-
tem giving taxpayers/voters a clearer view of the cost of Europe.

2) Opacity and complexity

The financing system has grown increasingly complex over time, mak-
ing it difficult even for the interested citizen to understand how it works.
This complexity results in particular from the following features of the
financing system.

— First, calculation of the VAT-based own resources is complex (the
amounts collected depend on statistical calculations) and lacks trans-
parency (de facto the capping transforms these VAT-based resources
into GNI-based resources in all but name for many Member States) (1).

— Second, the various ad hoc corrections also tend to obscure the precise
nature of the system and its effects.

— Third, the predominance of the GNI resources reveals the national ori-
gin of the resources but masks the categories of taxpayer concerned.

3) Absence of a link to EU policies

The financing system does not really support EU policies. Whereas the
bulk of the own resources in the past were somehow related to EU poli-
cies (agricultural levies were related to the common agricultural policy,
customs duties to the common customs area and common trade policy
and the VAT-based resources to the process of VAT harmonisation), this
is no longer the case. The GNI-based resources are linked to a meas-
ure of national income and the VAT-based resources are remotely linked
to effective VAT in the Member States. As indicated below, alternative
sources of financing have been suggested, which display a closer link to
(and can support) EU policies.

()  See Chapter 12 for technical details.
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2.4. Ways in which the system could develop

On the basis of these findings, there are two main possible approaches to
reforming the EU financing system.

1) Developing a simple contribution-based system

The first approach would be to follow through to its conclusion the trend
observed since 1988 with the introduction of the GNI resources and make
them the main source for financing the European budget. This solution
would have the advantage of financial efficiency and simplicity, particu-
larly if correction mechanisms could be removed or phased out.

However, this evolution seems unlikely as, until today, the evolution
of EU financing towards contributions has gone parallel with an ever
increasing number of corrections and rebates. Moreover, it would accen-
tuate the problems mentioned above (difficulty for taxpayers to identify
how much they pay for Europe and no link between expenditure policies
and financing of the budget).

2) Bringing the EU closer to its citizens

The second approach would be designed to bring the European Union
closer to its citizens. In terms of the financing of EU activities, this step
closer to the people could take two forms: on the one hand, increasing the
European Parliament’s responsibilities by extending its decision-making
powers to the revenue side of the budget; on the other, restructuring rev-
enue to increase the proportion of direct resources, with one or more
taxes, parts of taxes or other resources (such as user fees) being clearly
levied on taxpayers (or users) for the European Union.

Many different ideas have been put forward in the past as alternative
means of providing funding for the EU budget, either to replace or to
supplement existing resources, keeping in mind that Article 269 of the EC
Treaty indicates that the EU budget is financed by own resources. These
include, in particular, a modulated VAT; resources related to corporate
income (EUCIT); energy or pollution charges, notably charges related to
road transport and climate charges on aviation; revenue related to trad-
able permits; excise duties on tobacco and alcohol; transfer of seigniorage
revenue; communication charges, including on telephony, e-mail or SMS;
and resources related to personal income and financial transactions.
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These options have been examined and assessed in detail in various stud-
ies (!). These highlight the political nature of the debates on alternative
sources of financing for the EU. For a number of options, technical prepa-
rations leading to introduction of the resources could be undertaken in
a limited number of years(2). This would, for instance, be the case for
resources based on energy or VAT. Second, among the resources men-
tioned in past debates, the performance with regard to the assessment cri-
teria would vary widely. For instance, some alternative resources would
be highly visible to citizens, thereby contributing to the transparency of
the system. Others would have a desired incentive effect on the behaviour
of economic agents, thereby contributing directly to specific objectives
for the EU.

In any event, every possible financing source for the EU envisaged in
recent years has its pros and cons. They each perform well on some cri-
teria and less well on others. The inability of specific options to meet cer-
tain criteria fully should not lead to the conclusion that they should all be
dismissed, as has sometimes been argued in the past. On the contrary, the
analyses of alternative financing systems highlight the fact that the choice
made depends on a critical political decision on which criteria should be
considered essential and which secondary, bearing in mind that a system
based on a combination of resources of a differing nature may reasonably
meet the main relevant criteria.

The choice between these two approaches still does not address the ques-
tion of the individual Member States’ net balances and how to correct
them if necessary. This raises the problem of how much financial solidar-
ity is desirable between Member States and in what areas, something
which can only be tackled in a comprehensive manner if revenue and
expenditure are considered together. This also raises questions about
the possible interaction between the financing of the EU budget and the
future development of solidarity (equalisation) mechanisms.

(') See, for instance, Cattoir, Ph. (2004), ‘Tax-based EU own resources: an assessment’,
European Commission, Directorate-General for Taxation and Customs Union, Taxa-
tion Papers, Working Paper No 1/2004.

(*)  See ‘Financing the European Union. Commission report on the operation of the own
resources system’, COM(2004) 505 final, Volume I, 14 July 2004.



Chapter 9

The framework
for Community expenditure

Since the 1988 reform, the budgetary procedure has been placed in a
multiannual financial framework established at two levels.

The decision on own resources determines the nature of such resources
and the method of calculating them, but also sets an overall annual ceil-
ing on them. Since each year’s budget has to be adopted and implemented
in balance, disregarding miscellaneous revenue, the ceilings set in the
decision on own resources determine the maximum amount of annual
Community expenditure, in terms of appropriations for payments and
commitments. They are both a limit, in economic terms, on the size of
the Community budget and a guarantee that the Community will have
a volume of financial resources at its disposal which will develop in line
with economic activity in all the Member States.

Within the ceilings set in the decision on own resources, the financial
framework determined by the Interinstitutional Agreement sets limits on
the growth of expenditure by category for commitment appropriations
and on total expenditure for payment appropriations.

The introduction of this financial framework has appreciably altered the
parameters of the annual budgetary debate and has led to the develop-
ment of multiannual financial programming instruments.
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1. Ceilings on expenditure within
the financial framework

1.1. Ceilings per heading

The financial framework breaks down commitment appropriations into
broad categories (headings). There are also subheadings, which in fact
possess the same characteristics as the headings themselves: each head-
ing, or subheading, sets a maximum ceiling on expenditure. At the same
time, it prevents appropriations or margins available under one heading/
subheading from being used for expenditure under a different heading/
subheading (ring-fencing). The present financial framework (2007-13)
comprises six headings, two of which are subdivided into subheadings. A
detailed description of these headings can be found in Chapter 13.

Heading 1 - Sustainable growth

This heading covers two separate subheadings:

— Subheading 1a — Competitiveness for growth and employment: Pro-
moting competitiveness is a key strategic objective of the EU. It is
reflected, in particular, in the renewed Lisbon strategy on growth and
jobs, which provides a framework for an ambitious reform process in
partnership with the Member States;

— Subheading 1b — Cohesion for growth and employment: The Union’s cohe-
sion policy aims at strengthening the economic and social cohesion of the
enlarged Union in order to promote its harmonious, balanced and sustain-
able development. It is designed to reduce disparities between the levels of
development of the various regions and Member States and the backward-
ness of the least favoured regions or islands, including rural areas.

Heading 2 - Preservation and management of natural resources
Funding is provided mainly to agriculture and rural development, and

also to fisheries and to environment projects (Life+).

In order to clearly identify the ceiling for market-related expenditure and
direct aid agreed by the European Council in Brussels in 2002, the Com-
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mission has proposed to introduce the corresponding sub-ceiling within
heading 2. Like a subheading, the sub-ceiling sets the maximum level
of expenditure for market-related expenditure and direct aid. However,
unlike a subheading, the sub-ceiling leaves open the possibility of transfer-
ring part of the related appropriations to rural development (modulation)
and, subject to the availability of unused margins and the authorisation
of the budgetary authority, to other programmes/action under heading 2,
without having to revise the financial framework.

Heading 3 - Citizenship, freedom, security and justice

This heading comprises two subheadings:

— Freedom, security and justice: funding within the current financial
framework is mainly channelled via new framework funding pro-
grammes in the fields of solidarity in managing migration flows, secu-
rity and safeguarding liberties, fundamental rights and justice;

— Citizenship: this covers action promoting active citizenship, health
and consumer protection, programmes fostering European culture
and diversity, including its cinematographic and audiovisual heritage,
along with an instrument for major emergencies to increase the effi-
ciency and effectiveness of civil protection and early-warning systems
covering all types of hazards.

Heading 4 — The EU as a global player

This heading covers the financial instruments supporting the EU’s exter-
nal relations operations, e.g. the Instrument for Pre-Accession (IPA),
the European Neighbourhood and Partnership Instrument (ENPI), the
Development Cooperation Instrument (DCI), humanitarian aid, the
Emergency Aid Reserve, etc. Expenditure in the field of the common for-
eign and security policy and loan guarantees for external action are also
being funded under this heading.

Heading 5 — Administration

This heading sets the ceiling for administrative expenditure for all
European institutions. It covers expenditure for active and retired staff,
buildings, offices, equipment, furniture, European schools, missions or
conference and meeting costs.
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Heading 6 - Compensation

Compensation is paid to a new Member State as a temporary measure
agreed in the Accession Treaty with the aim of improving its budgetary
position vis-a-vis the EU budget in general.

Each heading must be sufficiently homogenous to allow the Community’s
political priorities to be identified and sufficiently wide to allow reallo-
cation of expenditure between the various programmes under the same
heading, as required. Each heading is complete in itself and covers a spe-
cific category of action. Consequently, as a budget item coming under
one heading cannot be financed from another, revision may be necessary,
even if raising the ceiling for one heading is offset by lowering the ceiling
for another.

For each heading or subheading, the amount established, in terms of
appropriations for commitments, sets an annual expenditure ceiling. The
Interinstitutional Agreement provides that the institutions should ensure,
as far as possible, that sufficient margins are left available beneath the
ceilings for the various headings during the budgetary procedure and at
the time of adoption of the budget, except for subheading 1B, for which
the annual ceilings are expenditure targets which are to be entered in the
budget each year.

1.2. Ceilings on total expenditure

An overall ceiling on appropriations for commitments is obtained by add-
ing together the various ceilings for the individual headings.

An annual ceiling is established for appropriations for payments on the
basis of a series of payment schedules established for the different catego-
ries of appropriations for commitments. This is an overall ceiling and is
not broken down by heading.

Based on a forecast of the trend in Community GNI, it is possible to
express the ceiling on appropriations for payments as a percentage of this
estimated figure for GNI. In this way, it is possible to check that the esti-
mates of Community expenditure are compatible with the own resources
ceiling, which is also expressed as a percentage of GNI. This ceiling on
own resources may not be exceeded. However, a ‘margin for unforeseen
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expenditure’ is inserted between the ceiling on own resources and the
ceiling on appropriations for payments. This plays a twofold role:

— to allow revision of the financial framework should it be necessary to
meet expenditure not originally foreseen; and

— to help to cushion the consequences of an unexpectedly low economic
growth rate. In these circumstances, the volume of own resources
actually available, with a ceiling set as a percentage of GNI, is smaller
than envisaged at the outset, while the total ceiling for expenditure,
which is set as an absolute amount, remains unchanged. The differ-
ence is taken from the margin for unforeseen expenditure.

In any event, the ceiling on own resources is an absolute limit. If the
margin for unforeseen expenditure were completely used up, the budget
adopted would still have to keep within that limit, which would mean
that the total payment appropriations entered in the budget would be
below the ceiling authorised in the financial framework. In such a situ-
ation, the budgetary authority would have to decide on the reductions
needed in the ceilings set in the financial framework in order to com-
ply with the own resources ceiling('). In the recent and current financial
frameworks, however, the ceilings set for payment appropriations have
been set well below the own resources ceiling. Such a situation therefore
remains purely hypothetical.

2. Application of the multiannual financial framework

The terms for application of the multiannual financial framework are
set out in the Interinstitutional Agreement (ITA) between the European
Parliament, the Council and the Commission on budgetary discipline and
sound financial management signed on 17 May 2006 (2), which, in par-
ticular, lays down the rules for the annual and other adjustments and for
revision of the financial framework.

Other budgetary instruments enhancing flexibility and ensuring budget-

ary discipline have also been established or renewed by the IIA, namely

(") Point 15 of the Interinstitutional Agreement.
Q) OJ C 139, 14.6.2006, p. 1.
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the Emergency Aid Reserve, the European Union Solidarity Fund, the
Flexibility Instrument and the European Globalisation Adjustment Fund.
These instruments are mobilised only in case of need. In that case, the
relevant commitment and payment appropriations can be entered in the
budget over and above the ceilings set in the financial framework, within
the limits set for each of those instruments.

2.1. Technical adjustments

Each year, the Commission makes a technical adjustment to the financial
framework for the next year. This operation has a dual function:

— the financial framework is expressed at constant prices, so it has to be
adjusted to take account of inflation each year in order to maintain
the original purchasing power of the ceiling for each heading. Starting
with the 2007-13 financial framework, this adjustment is based on a
fixed deflator of 2 % a year, which means that the amounts in current
prices are already set for the duration of the financial framework;

— the margin for unforeseen expenditure, expressed as a percentage of
GNI, must be updated to take account of actual economic activity, on
which the volume of own resources available depends. At this point it
is possible to check the compatibility between total appropriations for
payments and available own resources.

From the procedural point of view, this technical adjustment is made
prior to the start of the budgetary procedure for year n+1 on the basis of
the most recent economic data and forecasts available.

In order to set the annual budgetary procedure in a stable framework and
to ensure budgetary discipline, no further adjustments are made for the
year concerned.

A second (new) technical adjustment has been introduced in the ITA. If
it is established in 2011 that a Member State’s cumulated GNI for the
years 2007-09 has diverged by more than +/- 5 % from the cumulated
GNI estimated when drawing up the ITA, the Commission will adjust the
amounts allocated from funds supporting cohesion to the Member State
concerned for that period, within the limits set in the ITA (point 17).
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2.2. Adjustments connected with implementation

When notifying the two arms of the budgetary authority of the techni-
cal adjustments to the financial framework, the Commission may also
present proposals for adjusting the level of payment appropriations in the
light of implementation of the programmes, to ensure an orderly progres-
sion in relation to commitment appropriations.

2.3. Adjustment of Structural Funds, Cohesion Fund,
Rural Development and the European Fund for Fisheries

The IIA signed in May 2006 renewed the special measure introduced
in the previous ITA in respect of structural measures at the start of the
new programming period. In the event of a delay in adoption of these
programmes, the budgetary authority undertakes to authorise before
1 May 2008, on a proposal from the Commission, the transfer to sub-
sequent years of appropriations not used in 2007, in excess of the corre-
sponding ceilings on expenditure (point 48 of the ITA).

2.4. Updating of forecasts for payment appropriations after 2013

The ceiling for appropriations for payments is established on the basis of
payment schedules for the different categories of appropriations for com-
mitments. Any incorrect estimate could cause an imbalance between the
two corresponding ceilings. In particular, if commitments are not cleared
as quickly as expected at the beginning of the period, payments may need
to be stepped up later. In such cases steps must be taken to ensure suffi-
cient means to meet the corresponding payments in the following years.

The IIA sets 2010 as the year for updating the forecasts for payment
appropriations after 2013. This update will take into account, inter alia,
real implementation of budget appropriations for payments and commit-
ments and the implementation forecasts.

2.5. Adjustments connected with excessive government deficit

If the Council has decided, in accordance with Article 104 of the Treaty
establishing the European Community, that an excessive government
deficit exists in a beneficiary Member State and has established that the
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Member State has not taken effective action in response to a Council rec-
ommendation, it may decide to suspend some or all of the commitments
from the Cohesion Fund to the Member State concerned with effect from
1 January of the year following the decision to suspend. In case of lifting
such a suspension, the Council, acting on a proposal from the Commis-
sion, may decide on a transfer of suspended commitments to the follow-
ing years. Suspended commitments from year n cannot be rebudgeted
beyond year n+2.

2.6. Adjustment of the financial framework to cater
for enlargement

If new Member States accede to the European Union during the period
covered by the financial framework, the European Parliament and the
Council, acting on a proposal from the Commission, will jointly adjust
the financial framework to take account of the expenditure requirements
resulting from the outcome of the accession negotiations.

2.7 Revision of the financial framework

In order to allow the Community to deal with unforeseen circumstances,
the financial framework may be revised, provided the own resources ceil-
ing is not exceeded (i.e. the revision must remain within the margin for
unforeseen expenditure). The decision to proceed with such a revision is
taken jointly by the two arms of the budgetary authority in accordance
with the voting rules under Article 272(9) of the EC Treaty (i.e. with the
Council acting by a qualified majority and the European Parliament by a
majority of its members and three fifths of the votes cast), on a proposal
from the Commission. However, if the revision equals an amount greater
than 0.03 % of GNI, the Council’s decision must be unanimous. Under
the Interinstitutional Agreement, this procedure is subject to a series of
conditions:

— as a general rule, the revision must be proposed and adopted before
the start of the budgetary procedure for the year, or the first of the
years, concerned;

— to ensure budgetary discipline, the institutions must, prior to any revi-
sion, examine the scope for reallocating appropriations either within
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the heading concerned or by offsetting appropriations between differ-
ent headings of the financial framework;

— no revision affecting compulsory expenditure may lead to a reduction
in the amount available for non-compulsory expenditure;

— finally, any revision must maintain an appropriate relationship between
commitments and payments.

2.8. Emergency Aid Reserve

The purpose of the Emergency Aid Reserve is to provide a rapid response to
specific aid requirements of non-member countries following events which
could not be foreseen when the budget was established, first and foremost
for humanitarian operations, but also for civil crisis management and pro-
tection where circumstances so require. The annual amount of the Reserve
is set at EUR 221 million for the duration of the financial framework in
constant prices. The Reserve is entered in the general budget as a provision.
If some or all of the Reserve is to be mobilised, the corresponding commit-
ment appropriations will be entered in the budget, if necessary over and
above the ceilings laid down in the financial framework.

2.9. European Union Solidarity Fund

A special financial instrument was set up in November 2002 by means
of a separate Interinstitutional Agreement (1) and renewed by point 26 of
the current ITA to allow rapid financial assistance in the event of major
disasters occurring on the territory of a Member State or of a candidate
country. The annual amount to be budgeted to the Fund may not exceed
EUR 1 billion each year in current prices. On 1 October each year, at
least one-quarter of the annual amount should remain available in order
to cover needs arising until the end of the year. The portion of the annual
amount not entered in the budget may not be rolled over in the following
years. If, on a proposal by the Commission based on the relevant legisla-
tive act, the two arms of the budgetary authority take a joint decision
to deploy the Fund, the corresponding commitment appropriations are
entered in the budget, if necessary over and above the ceilings laid down
in the financial framework.

() 0JC283,20.11.2002, p. 1.
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2.10. Flexibility Instrument

This instrument, first introduced in the Interinstitutional Agreement of
6 May 1999 (1), is intended to cover, for a given financial year, clearly
identified expenditure which could not be financed within the limits of
the ceilings available.

The Flexibility Instrument can be mobilised up to an annual ceiling of
EUR 200 million in current prices. However, the portion of the amount
which is not used in year n may be carried over up to year n+2.

The decision to deploy this instrument is taken jointly by the two arms of
the budgetary authority in accordance with the voting rules under Arti-
cle 272(9) of the EC Treaty, on a proposal from the Commission. The
decision is taken, for a given year, during the corresponding budgetary
procedure.

2.11. European Globalisation Adjustment Fund

The December 2005 European Council decided to establish a European
Globalisation Adjustment Fund, which is intended to provide additional
support for workers who suffer from the consequences of major struc-
tural changes in world trade patterns, to assist them with their reintegra-
tion into the labour market. The ITA (point 28) sets out the budgetary
provisions required to deploy the Fund, which may not exceed a maxi-
mum annual amount of EUR 500 million in current prices. This amount
can be drawn from any margin existing under the global expenditure
ceiling of the previous year and/or from cancelled commitment appro-
priations from the previous two years, excluding those related to head-
ing 1B of the financial framework (‘Cohesion for growth and employ-
ment’). The appropriations will be entered in the general budget of the
European Union as a provision through the normal budgetary procedure
as soon as the Commission has identified the sufficient margins and/or
cancelled commitments.

() 0JC172,18.6.1999, p. 1.
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3. The implications of the financial framework

3.1. For the annual budget debate

1) Respect of the basic provisions of the Treaty

The multiannual financial framework currently in force does not call into
question the basic provisions of the Treaty. The principle of annuality
remains fully applicable. Budget appropriations are authorised and imple-
mented on an annual basis. The ceilings set are annual limits on expendi-
ture. Amounts not entered in the budget or not used for a particular year
cannot be used in excess of the ceilings set for subsequent years.

The budgetary powers of the individual institutions are still those laid
down in the Treaty. The object of the Interinstitutional Agreement is, by
definition, to establish cooperation procedures or rules of conduct to help
secure a consensus in order to forestall or resolve clashes. This means that
the institutions agree to voluntary limitation of their powers in the areas
concerned. However, if these procedures fail to produce agreement, or if
the rules of conduct cannot be respected, each institution is free to use
any room for manoeuvre available under the Treaty.

2) Impact on the budget debate

The financial framework has resulted in substantial changes in the budget
debate. Establishing a multiannual financial framework implies hold-
ing regular detailed discussions on the broad lines of the Community’s
finances: the volume of the budget, the methods of financing and a shared
political assessment of the priorities to be pursued.

Longer-term financial decisions are taken outside the annual budgetary
procedure, in the form of a joint decision by the European Parliament
and the Council. Community budget policy becomes more predictable,
which leads to greater security for defining and implementing the various
Community activities and allows Member States to manage their own
national budget planning better in relation to the trends in Community
expenditure.

This means that the annual discussion on the budget can focus more on
the necessary political negotiations and on effective allocation of avail-
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able resources between various Community operations, taking account
of the results achieved in relation to the objectives pursued.

The existence, since 1988, of a financial framework and rules for man-
agement of this framework in the form of an Interinstitutional Agreement
has greatly reduced the implications of some of the budgetary procedures
provided for in Article 272 of the Treaty ().

The distinction between compulsory and non-compulsory expenditure,
which is the basis for the division of responsibilities between the Council
and the European Parliament, is becoming less significant.

— The financial framework encompasses both types of expenditure.

— The classification of expenditure between these two categories has
largely been agreed between the two arms of the budgetary author-

ity.

— The Interinstitutional Agreement in force contains a provision designed
to prevent any increase in compulsory expenditure, as a result of revi-
sion of the financial framework, from ‘crowding out’ non-compulsory
expenditure.

— The two arms of the budgetary authority have also agreed to accept,
for each of the financial years covered by the financial framework, the
maximum rates of increase for non-compulsory expenditure deriving
from the budgets established within the expenditure ceilings set (point
13 of the Interinstitutional Agreement).

3.2. For budgetary management

The corollary of setting a ceiling on expenditure for the medium term
endows the Community with resources ensuring compatibility at all
times between current or new operations and the financial framework
laid down.

(')  See Chapter 11.
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1) The provisions

Article 270 of the EC Treaty provides that ‘With a view to maintaining
budgetary discipline, the Commission shall not make any proposal for a
Community act, or alter its proposals, or adopt any implementing meas-
ure which is likely to have appreciable implications for the budget with-
out providing the assurance that that proposal or that measure is capable
of being financed within the limit of the Community’s own resources ...’

Point 14 of the Interinstitutional Agreement also stipulates that ‘No act
adopted under the co-decision procedure by the European Parliament and
the Council nor any act adopted by the Council which involves exceeding
the appropriations available in the budget or the allocations available in
the financial framework (...) may be implemented in financial terms until
the budget has been amended and, if necessary, the financial framework
has been appropriately revised in accordance with the relevant procedure
for each of these cases’.

Point 13 of the Interinstitutional Agreement provides that ‘for the pur-
poses of sound financial management, the institutions will ensure as far
as possible during the budgetary procedure (...) that sufficient margins
are left available beneath the ceilings for the various headings’. This mar-
gin should allow supplementary appropriations to be entered as needed
without having to revise the financial framework each time.

2) Financial planning of expenditure

The Commission must be in a position to know, at all times, the envisaged
medium-term trend in expenditure regarding all Community operations,
in order to be able to assess its compatibility with the financial framework
laid down. To this end, rules were introduced on medium-term financial
programming, starting in January 1991. More recently, point 46 of the
ITA clearly defines how the financial programming is to be established by
the Commission and transmitted to the budgetary authority.

Accordingly, the financial programming is to be established and trans-
mitted twice a year and will contain, for all headings comprising opera-
tional expenditure:
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— the latest known situation regarding expenditure programmes, either
adopted or just proposed by the Commission and pending adoption,
including their duration and reference amounts;

— multiannual estimates for all annual action (pilot projects, prepara-
tory action, etc);

— the margins left under the different expenditure ceilings of the finan-
cial framework.

As the majority of the multiannual programmes under the current finan-
cial framework cover the period 2007-13, the financial programming
tables are established for the same period, thus enabling both the Com-
mission and the budgetary authority to assess the implications in the
short and medium term of any decisions with financial consequences with
regard to the expenditure ceilings. The financial programming provides
guidance but does not pre-empt options to be taken in the course of the
annual budget procedure.

In addition, the financial programming is the instrument for projecting
and verifying compliance with the financial envelopes of multiannual
programmes throughout the duration of the programmes.

Apart from testing the consistency between the envisaged trend in
expenditure and the ceilings laid down, this instrument performs two
other functions:

— it makes authorising departments take a more systematic approach to
medium-term, objective-based management, based on cost-effective-
ness and regular evaluation of programmes; and

— when the period covered by the financial framework comes to an end,
the Commission is able to base its proposals for renewal of the frame-
work on a reasoned, relatively detailed estimate of the requirements
to be covered.
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Chapter 10

The general principles governing
the Community budget

1. The principle of unity of the Community budget

1.1. Definition of the principle of unity

The principle of unity of the Community budget stems from Article 268
of the EC Treaty, which lays down that:

‘All items of revenue and expenditure of the Community ... shall be
included in estimates to be drawn up for each financial year and shall be
shown in the budget.’

All Community revenue and expenditure should therefore be incorp-
orated in a single budget document. Article 4 of the Financial Regulation
stipulates that ‘the budget is the instrument which, for each financial
year, forecasts and authorises all revenue and expenditure considered nec-
essary for the European Community and the European Atomic Energy
Community’.

The unity of the budget means that it is clear what expenditure and rev-
enue are authorised: only the revenue and expenditure included in the
budget are authorised.



166 EUROPEAN UNION PUBLIC FINANCE

1.2. Application of the principle of unity in the general budget

In practice, the principle of unity is not applied in full.

In the early years of the Communities (), the autonomy of the Community
institutions set up under the ECSC, and subsequently under the EEC and
Euratom, meant that as many as five budgets could exist at any one time.

Since 1971, when the Treaty of Luxembourg of 22 April 1970 entered
into force, the main financial activities of the Community institutions
have been incorporated into a single document, the general budget of the
European Communities, which now covers more than 95 % of authorised
expenditure. Under Article 4 of the Financial Regulation, the revenue and
expenditure of the Communities comprises:

— the revenue and expenditure of the European Community, including
administrative expenditure occasioned for the institutions by the pro-
visions of the Treaty on European Union relating to the common for-
eign and security policy and police and judicial cooperation in criminal
matters, and the operational expenditure occasioned by implementa-
tion of those provisions where this is charged to the budget; and

— the revenue and expenditure of the European Atomic Energy Com-
munity.

In addition, the budget must record the guarantee for borrowing-and-
lending operations entered into by the Communities () and payments to
the Guarantee Fund for external actions.

1.3. Exceptions to the principle of unity

Financial activities not incorporated in the general budget currently
include:

— borrowing-and-lending operations, although the general budget con-
tains the guarantee for the Community’s borrowing-and-lending
operations (*);

(')  See Chapter 1.
(*)  See Chapter 17.
() See Chapter 17.
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— the European Development Fund (1);
— the financial activities of the European Investment Bank.

In addition, some of the Community’s decentralised agencies operate
independently on the basis of their own budgets. However, strictly speak-
ing, these budgets are not exceptions to the principle of unity, as their rev-
enue is drawn from a balancing subsidy entered in the general budget.

1.4. The special cases of the common foreign and security policy
and police and judicial cooperation in criminal matters (?)

The common foreign and security policy (CFSP) and cooperation in the
field of justice and home affairs constitute the second and third ‘pillars’,
respectively, of the European Union, established by the Maastricht Treaty
and amended by the Treaty of Amsterdam and by the Treaty of Nice,
neither of which provided for full incorporation of these areas into the
general budget.

In both cases, administrative expenditure is charged to the budget of the
European Communities.

Article 28 of the Treaty on European Union provides for operating
expenditure on the CFSP also to be charged to the budget, except for such
expenditure arising from operations having military or defence implica-
tions and cases where the Council unanimously decides otherwise.

Expenditure which is not charged to the budget of the European Com-
munities is charged to the Member States in accordance with the gross
national product (GNP) scale, unless the Council unanimously decides
otherwise. Some Member States (which have been given the right to opt
out) are under no obligation to contribute to financing expenditure aris-
ing from operations with military or defence implications.

In the case of police and judicial cooperation in criminal matters, the
Treaty of Amsterdam amended the provisions of the Maastricht Treaty,
bringing cooperation on civil matters (such as immigration and asylum)

(") See Chapter 18.
(?)  See Chapter 7.
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under the first pillar. Activities in this area are therefore financed from
the general budget. As regards police and judicial cooperation in crimi-
nal matters, Article 41 of the Treaty on European Union stipulates that
operating expenditure is charged to the budget, except where the Council
unanimously decides otherwise. In that case, the expenditure is charged
to the Member States in accordance with the GNP scale, unless the Coun-
cil unanimously decides otherwise.

For example, non-budget financing (i.e. financing divided between the
Member States in accordance with the GNP scale) was used for the
Europol agency, which organises police cooperation against organised
crime, whereas the Schengen information system, which contains per-
sonal data collected during border checks, is financed by the general
budget.

Whenever expenditure is charged to the general budget, the normal budg-
etary procedure applies.

2. The principle of accuracy
of the Community budget

2.1. Definition of the principle of accuracy

The principle of accuracy basically means that the European Community
will not spend more than is necessary. This principle is defined in differ-
ent ways (in Article 5 of the Financial Regulation):

— ‘no revenue shall be collected and no expenditure effected unless
booked to a line in the budget;

— no expenditure may be committed or authorised in excess of the
authorised appropriations;

— an appropriation may not be entered in the budget if it is not for an
item of expenditure considered necessary’.
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2.2. The specific case of interest generated by the funds
which are the property of the Community

In line with this principle, interest yielded by the funds which are the
property of the Communities will also be entered in the budget — as mis-
cellaneous revenue (Article 5(4) of the Financial Regulation).

The issue of interest generated by Community funds is particularly acute
in the case of pre-financing payments. Pre-financing is intended to pro-
vide the beneficiary with a float and may, depending on the rate of spend-
ing, generate interest.

If this pre-financing remains the property of the Communities, the prin-
ciple is that any interest generated will be allocated to the programme or
action concerned and deducted from the balance due to the beneficiary.
In this case, the interest is neither recovered nor entered as miscellaneous
revenue.

However, by way of exception, any interest will be recovered if the pre-
financing payments exceed EUR 750 000 per agreement at the end of a
financial year. In other cases, interest may nevertheless be recovered, tak-
ing account of the risks associated with the management environment and
the nature of the action financed (Article 5a of the Financial Regulation
and Article 4 of the Implementing Rules). Once recovered, the amounts
corresponding to this interest are entered as miscellaneous revenue.

These rules do not apply in certain cases. Under Article 5a(2) of the
Financial Regulation, interest is not due in cases of:

— pre-financing which does not represent a significant amount (currently
set at EUR 50 000);

— pre-financing paid under a procurement contract;

— pre-financing paid to Member States;

— pre-financing paid under the pre-accession aid;

— advances paid to members of the institutions and to staff;

— pre-financing paid in the framework of joint management.
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Finally, it is worth mentioning the specific situations for contributions
considered earmarked revenue (listed in Article 18 of the Financial Regu-
lation) and revenue received by way of fines, periodic penalty payments
and other penalties and any accrued interest as long as the decisions
imposing them may be annulled by the Court of Justice (Article 74 of the
Financial Regulation). In these two cases, interest yielded by these funds
is not entered as miscellaneous revenue.

3. The principle of universality
of the Community budget

3.1. Definition of the principle of universality

The principle of universality is a corollary of the principle of unity. It does
not stem directly from the Treaties, but from Article 17 of the Financial
Regulation, which states that:

“Total revenue shall cover total payment appropriations ... All revenue and
expenditure shall be entered in full [in the budget and in the accounts]
without any adjustment against each other.’

In line with this principle, budget revenue may not be assigned to specific
items of expenditure (non-assignment rule) and revenue and expenditure
may not be set off against each other (gross budget rule). Consequently,
revenue is pooled and used without distinction to finance all expendi-
ture.

This principle supplements the unity principle by ensuring that budget-
ary authorisation for a given item of expenditure does not depend on the
amount of a given item of revenue, which would restrict the scope of such
authorisation and split the budget into watertight segments.

The non-assignment rule was enshrined in the Council Decision of
21 April 1970 creating own resources and was confirmed by subsequent
decisions. In particular, Article 6 of the Council Decisions of 29 Septem-
ber 2000 and 7 June 2007 on the system of own resources states:

“The revenue ... shall be used without distinction to finance all expendi-
ture entered in the ... budget ...’
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3.2. Exceptions to the non-assignment rule

However, Article 18 of the Financial Regulation makes an exception to
the non-assignment rule in the following cases:

— financial contributions from Member States to certain research pro-
grammes pursuant to the Council Regulation implementing the Deci-
sion on the system of the Communities’ own resources; the reason for
this is because not all Member States take part in the programmes
concerned;

— financial contributions from Member States and other donor coun-
tries, including in both cases their public and parastatal agencies, or
from international organisations to certain external aid projects or
programmes financed by the Community and managed by the Com-
mission on their behalf, pursuant to the relevant basic act;

— interest on deposits and the fines provided for in the Regulation on
speeding up and clarifying the implementation of the excessive deficit
procedure;

— revenue earmarked for a specific purpose, such as income from foun-
dations, subsidies, gifts and bequests, including the earmarked rev-
enue specific to each institution;

— contributions to Community activities from third countries or various

bodies;

— revenue from third parties in respect of goods, services or work sup-
plied at their request;

— proceeds from the sale of vehicles, equipment, installations, materials
and scientific and technical apparatus which are being replaced or
scrapped when the book value is fully depreciated;

— revenues arising from the repayment of amounts wrongly paid;
— proceeds from the supply of goods, services and works for other insti-

tutions or bodies, including refunds by other institutions or bodies of
mission allowances paid on their behalf;
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— insurance payments received;
— revenue from payments connected with lettings;

— revenue from the sale of publications and films, including those on an
electronic medium.

Moreover, the basic act adopted by the legislative authority and laying
down the basis for an EC programme may also assign the revenue for
which it provides to specific items of expenditure (Article 18(2) of the
Financial Regulation).

The abovementioned contributions to Community activities from
non-member countries or various bodies include, for example, the con-
tribution by the European Free Trade Association (EFTA) countries to
financing certain Community policies, such as the research programmes
in which they participate. Their participation began with the establish-
ment of the European Economic Area in 1994.

Their contributions are calculated by applying a ‘proportionality factor’,
based on the ratio between the GDP of the Member States of the Commu-
nity and that of the EFTA member countries, and are allocated to the budget
items concerned. These contributions and the expenditure they finance are
not included in the budget and appear in it ‘for information’ only.

The same rule also applies to participation by the applicant countries in
certain Community programmes as part of the pre-accession strategies.
Their contributions are defined on a case-by-case basis in the association
councils and allocated to the budget headings concerned.

3.3. Exceptions to the gross budget rule

Article 20 of the Financial Regulation makes the following exceptions to
the gross budget rule:

— the following deductions may be made from payment requests,
invoices or statements, which will then be passed for payment of the
net amount: penalties imposed on parties to procurement contracts or
beneficiaries of a grant; discounts, refunds and rebates on individual
invoices and payment requests;
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— moreover, the cost of products or services provided to the Communi-
ties incorporating taxes refunded by the Member States pursuant to
the Protocol on the Privileges and Immunities of the European Com-
munities or by third countries on the basis of the relevant agreements
will be charged to the budget for the ex-tax amount;

— lastly, adjustments may be made in respect of exchange differences
occurring in the implementation of the budget; the final balance will
be included in the balance for the year.

All these exceptions are of a technical nature and are intended to simplify
procedures.

3.4. The special case of agricultural co-responsibility levies
(negative expenditure)

This negative expenditure was provided for in the sectoral agricultural
regulations and divides up into different categories, such as amounts
recovered in cases of fraud or irregularity.

In the recast Financial Regulation, ‘negative expenditure’ has been
changed to assigned revenue to introduce greater transparency in the
presentation of the budget and accounting, without detracting from the
spending capacity in agriculture.

3.5. The special case of negative revenue

The budget may not contain negative revenue (Article 42 of the Financial
Regulation). The own resources paid under the Council Decision on the
system of the Communities’ own resources must be net amounts and must
be shown as such in the summary statement of revenue in the budget.

Nevertheless, Member States retain some amounts (10 % from 1971
to 2000 and 25 % since 2001) as collection costs for traditional own
resources (i.e. sugar levies, customs duties and agricultural levies). From
1971 to 1987, these amounts were entered in the accounts as budgetary
expenditure. From 1988 until 2002, the collection costs were entered as
‘negative revenue’ in the Community budget. From 2003 on, only the net
amounts of the traditional own resources are indicated and the collection
costs as such are no longer mentioned in the budget.
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3.6. Impact of the exceptions to the gross budget rule
on the multiannual expenditure framework

The abovementioned exceptions to the gross budget rule run counter to
the constraints imposed by the multiannual financial framework, since
they result in less expenditure being entered in the budget than would
be the case if there were no offsetting of revenue and expenditure. The
2006 Interinstitutional Agreement (point 11) provides that the multian-
nual financial framework takes no account of budget items financed by
earmarked revenue. If the offsetting of revenue and expenditure were
abolished, this would therefore strengthen the constraints of the multian-
nual financial framework.

The multiannual financial framework itself adjusts revenue and expendi-
ture against each other in the pensions field. A footnote to the table enti-
tled ‘Financial Framework 2007-13’ in Annex I to the Interinstitutional
Agreement states that ‘the expenditure on pensions included under the
ceiling for this heading is calculated net of the staff contributions to the
relevant scheme, within the limit of EUR 500 million at 2004 prices for
the period 2007-13".

4. The principle of annuality
of the Community budget

The principle of annuality requires budget operations to relate to a spec-
ific financial year. This makes it easier to monitor the activities of the
Community executive.

It is defined by the EC Treaty from three angles:

— As regards estimates: ‘All items of revenue and expenditure ... shall
be included in estimates to be drawn up for each financial year’ (first
paragraph of Article 268 of the EC Treaty);

— As regards implementation: ‘The expenditure shown in the budget
shall be authorised for one financial year ... (first paragraph of Art-
icle 271 of the EC Treaty and Article 6 of the Financial Regulation);
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— As regards the financial year coinciding with the calendar year: “The
financial year shall run from 1 January to 31 December’ (Article 272(1)
of the EC Treaty and Article 6 of the Financial Regulation).

4.1. Annuality and differentiated appropriations

The Community budget, like any public authority budget, has to reconcile
the principle of annuality with the need to engage in multiannual opera-
tions, which means that commitments have to be entered for a longer
period than the financial year in which they are made.

1) Differentiated appropriations

The answer to this twin requirement is to enter differentiated appropria-
tions, which consist of commitment appropriations and payment appro-
priations. This distinction goes back to Article 176(1) of the Euratom
Treaty and is widely applied by Article 7 of the Financial Regulation.

(1) Commitment appropriations cover the total cost of the legal commit-
ments entered into, in principle, during the current financial year.

(2) Payment appropriations cover payments made to honour the legal
commitments entered into in the current financial year and/or ear-
lier financial years.

In current budgetary practice, administrative expenditure (Article 179
of the Financial Regulation), most European Agricultural Guarantee
Fund expenditure (Article 149 of the Financial Regulation) and loan
guarantees, for example, are entered in the budget in the form of non-
differentiated appropriations (the other categories of expenditure are
made up of differentiated appropriations). The terms ‘appropriations for
commitments’/‘appropriations for payments’ are used when differentiated
and non-differentiated commitment/payment appropriations are added
together.

It must be stressed that the existence of differentiated appropriations does
not constitute an exception to the principle of annuality. Commitment
appropriations as such are authorised for one year under the annual budg-
etary procedure. It is simply the payments for the operations covered by
these commitments which may extend over a number of financial years,
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the payment appropriations themselves being subject to budget authorisa-
tion each year. This dual annual authorisation of commitment and pay-
ment appropriations is a unique feature of the Community budget.

2) The gap between ‘commitment appropriations’
and ‘payment appropriations’
(concept of ‘commitments outstanding’)

The introduction of the concept of differentiated appropriations automati-
cally opened up a ‘gap’ between commitments entered into and payments
made: this gap is the result of the time lag between when the commitments
are entered into and when the corresponding payments are made. The sum of
appropriations committed but not yet paid is called ‘commitments outstand-
ing’ (often referred to by the French acronym RAL). Outstanding commit-
ments have grown steadily in recent decades as Community policies and the
multiannual operations carried out to implement them have developed.

The phenomenon has been accentuated by the difficulties sometimes
encountered in clearing commitments. Any delay in conclusion of con-
tracts between the Community and the recipients of Community funding,
as is often the case in the Community’s external activities, or in imple-
mentation of such contracts or payment of the balance of Community
funding (where it is contested, for example) has the effect of stretching
the time lag between commitments and payments and, hence, increasing
the amount of commitments outstanding. Outstanding commitments can
therefore be said to include a normal component linked to the system
of differentiated appropriations and an abnormal component linked to
problems with implementing some multiannual activities.

The growth in outstanding commitments is worrying since it constitutes
a growing liability for the Community budget and, hence, a medium-term
constraint on the payment appropriations needed to honour this debt.
The budgetary authority and the Commission, which is responsible for
implementing the budget, are therefore gradually developing measures
and tools to control this growth.

The Interinstitutional Agreement and the Council Decision on own
resources (Decision 2000/597/EC, Euratom) require commitment appro-
priations entered in the budget to follow an orderly progression and a strict
relationship to be maintained between commitment and payment appro-
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priations so that they do not exceed a set percentage of the total GNP of
the Member States.

Likewise, successive revisions of the Financial Regulation have laid down
strict rules on deadlines for implementing multiannual projects.

— Article 77(3) of the Financial Regulation stipulates that the legal com-
mitments entered into for multiannual measures must set a final date
for implementation which must be specified to the recipient when the
aid is granted.

— Similarly, as a rule, differentiated appropriations which have not been
used by the end of the financial year are cancelled (Article 9 of the
Financial Regulation).

— Lastly, to penalise inadequate monitoring of use of appropriations,
Article 9 of the Financial Regulation introduces the idea of decommit-
ment of appropriations not used by the end of the financial year for
which they were entered.

4.2. Adjustments to the principle of annuality

The principle of annuality is generally respected. Pursuant to the Treaty,
however, the Financial Regulation lays down a number of exceptions, or
rather technical adjustments, to ensure more flexible budget management.
The policy of tighter budgetary discipline and more transparent manage-
ment of appropriations has, nonetheless, very much restricted application
of these exceptions.

1) Carry-overs

Because of management constraints, use of appropriations cannot always
be made to coincide with the calendar year. Article 271 of the EC Treaty
therefore allows the pragmatic solution of authorising carry-overs, except,
however, in the case of expenditure on staff or appropriations placed in
reserve (see Article 9(6) of the Financial Regulation).

Article 9 of the Financial Regulation lays down the following rules:

— Automatic carry-overs:
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e Non-differentiated appropriations corresponding to obligations duly
contracted at the close of the financial year will be carried over auto-
matically to the following financial year only.

— Non-automatic carry-overs:

e Commitment appropriations and non-differentiated appropriations
not yet committed at the close of the financial year may be carried
over in respect of amounts corresponding to commitment appropria-
tions for which most of the preparatory stages of the commitment
procedure have been completed by 31 December (these amounts may
then be committed up to 31 March of the following year) or amounts
which are necessary when the legislative authority has adopted a basic
act in the final quarter of the financial year and the Commission has
been unable to commit the appropriations provided for this purpose
by 31 December.

e Payment appropriations may be carried over in respect of amounts
needed to cover existing commitments or commitments linked to
commitment appropriations carried over, when the appropriations
provided for the relevant lines in the budget for the following finan-
cial year do not cover requirements. The institution concerned must
first use the appropriations authorised for the current financial year
and must not use the appropriations carried over until the former are
exhausted (Article 9(3) of the Financial Regulation).

Requests for carry-overs of this type must be duly substantiated. The
institution concerned must take the decision by 15 February of year n+1
at the latest (Article 9(1) of the Financial Regulation).

2) Additional periods

‘Additional periods’ means either an ad hoc extension of the financial
year beyond the 12 months of the calendar year or an anticipation of the
financial year.

At present, the general budget includes two types of additional period:

(1) entry in the accounts for the EAGF: because of the time needed at
Community level to process the information supplied by the Member
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States, entry of EAGF expenditure in the accounts may be extended by
one month into year n+1 (Article 152 of the Financial Regulation);

(2) commitments of appropriations or payment in advance.

From 15 November each year, routine administrative expenditure and
routine management expenditure for the EAGF may be committed in
advance against the appropriations provided for the following financial
year (Articles 178 and 150 of the Financial Regulation). Such commit-
ments may not, however, exceed one-quarter (for administrative expendi-
ture) and three quarters (for EAGF expenditure) of the appropriations
decided by the budgetary authority on the corresponding budget line for
the current financial year. For administrative expenditure, they may not
apply to new expenditure of a kind not yet approved in principle in the
last budget duly adopted, whereas for EAGF expenditure they may apply
only to expenditure for which the principle is laid down in an existing
basic act.

Expenditure which must be paid in advance pursuant to legal or con-
tractual provisions, for example rents, may give rise to payments from
1 December onwards to be charged to the appropriations for the follow-
ing financial year (Article 178 of the Financial Regulation).

3) Making appropriations available

Where amounts are decommitted as a result of total or partial non-imple-
mentation of the action for which they were earmarked, in any financial
year after that in which the appropriations were entered in the budget,
the appropriations concerned will be cancelled (Article 11 of the Finan-
cial Regulation).

However, two possible ways of making appropriations available are
authorised by the Financial Regulation:

— Under Article 157 of the Financial Regulation and the specific regula-
tion governing the Structural Funds, Cohesion Fund, European Fish-
eries Fund and European Agricultural Fund for Rural Development,
the Commission will automatically decommit appropriations that have
been committed. The decommitted appropriations may be made availa-
ble again in the event of a manifest error attributable solely to the Com-
mission. To this end, the Commission will examine decommitments
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made during the previous financial year and decide, by 15 February of
the current year, on the basis of requirements, whether it is necessary to
make the corresponding appropriations available again;

— The 2006 revision of the Financial Regulation introduced the new
possibility of making funds available in the field of research and tech-
nological development (Article 160a):

‘The commitment appropriations corresponding to the amount of the
commitment decommitted as a result of total or partial non-imple-
mentation of the projects relating to research for which they were ear-
marked may, exceptionally and in duly substantiated cases, be made
available again where it is essential to carry out the programme origi-
nally planned, unless the budget for the current financial year con-
tains funds for this purpose ...

The Commission shall, at the beginning of each financial year, examine
decommitments made during the previous financial year and assess, in
the light of the requirements, the need for making the appropriations
available again.

On the basis of this assessment, the Commission may submit appro-
priate proposals to the budgetary authority, by 15 February of each
financial year, stating for each budget item the reasons for making
these appropriations available again.

The budgetary authority shall decide on the Commission’s proposals
within six weeks. Where no decision is taken within this time limit,
the proposals shall be deemed to be approved.

The amount of commitment appropriations to be made available again
in year n shall in no case exceed 25 % of the total amount decommit-
ted on the same budget line in year n-1. Commitment appropriations
made available again shall not be carried over.

Legal commitments relating to the commitment appropriations which
have been made available again shall be concluded by 31 December of
year n. At the end of year n, the unused balance of the commitment
appropriations made available again shall be definitively decommitted
by the authorising officer responsible’.
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4.3. Implications of annuality for revenue

The various decisions on own resources have established the principle
that own resources are allocated to the Communities to finance their
budget. Any surplus of revenue over total expenditure during a year is
carried over to the following year.

Article 8(1) of the Financial Regulation also states that the revenue of a
financial year is entered in the accounts for the financial year on the basis
of the amounts collected during the financial year.

These provisions demonstrate the legislator’s clear intention to apply the
principle of annuality as strictly as possible to revenue. Budgetary imple-
mentation of the statement of revenue is therefore based on the principle
of the ‘cash budget’: only the amounts collected between 1 January and
31 December are entered in the accounts.

As a result, the annual implementation of the budget will produce a bal-
ance at the end of the financial year consisting of the difference between
the revenue actually collected and the payments actually made (see details
given on the principle of budgetary equilibrium).

Article 8 of the Financial Regulation and Article 10(3) of Regulation
1150/2000 of 22 May 2000, as amended by Regulation 2028/2004 of
16 November 2004, provide for three cases where this strict annuality of
revenue may be relaxed:

(1) Advance payments made in December of the preceding financial year
in respect of traditional own resources for January are not entered in
the accounts for that year in accordance with the usual ‘cash budget’
principle. Instead, they are entered for the year in which payment
should normally have been made;

(2) The entries related to the EAGGF monetary reserve, to the reserve
relating to loans and loan guarantees and to the reserve for emergency
aid are also taken into account in the financial year to which they
relate, irrespective of the date of payment;

(3) Lastly, any readjustments of the twelfths paid in respect of the VAT
resources, of the correction granted to the United Kingdom for budg-
etary imbalances and of the GNP/GNI resources made in the course of
the financial year, following adoption of a supplementary or amend-
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ing budget affecting those resources, are also booked to the year to
which they relate.

4.4. Annuality and medium-term financial framework

Since 1988, under the Interinstitutional Agreement renewed in 1993,
1999 and again in 2006, the budget of each financial year must be placed
within the multiannual financial framework, a medium-term financial
planning instrument. This mechanism cannot be considered to conflict
with the principle of budget annuality.

(1) The multiannual financial framework sets expenditure ceilings for
each year of the period covered, by heading for commitment appro-
priations and in the form of a total for payment appropriations. For
structural measures, these amounts constitute the expenditure targets
which the budgetary authority undertakes to enter in the budget each
year. The amounts appearing in the multiannual financial framework
do not therefore constitute expenditure authorisations, which are
determined in the budget adopted annually.

(2) The annual ceilings apply to each financial year and may in no way
be aggregated over the period. The calendar year, which is the same
as the financial year, is therefore clearly the basic unit of time used for
the multiannual financial framework.

5. The principle of equilibrium
of the Community budget

The principle of equilibrium means that budget revenue must equal budget
expenditure. This rule is enshrined in Article 268 of the EC Treaty. It was
incorporated in the successive own resources decisions and in the Finan-
cial Regulation (Article 14). The Community, unlike its Member States,
is not allowed to borrow to cover its expenditure.

5.1. Achievement of budgetary equilibrium

For technical reasons, it is inevitable that there will be differences between
the forecasts made at the authorisation stage and the final outturn. A dis-
tinction should be drawn between:
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— the authorisation stage: the equilibrium principle is strictly applied,
both formally and mathematically, when the budget is established, i.e.
at the estimates and authorisation stage. In the budget finally adopted,
revenue and payment appropriations have to be in balance (Article 14
of the Financial Regulation);

— the implementation stage: the outturn, however, will inevitably diverge
from the estimates on both the revenue and the expenditure sides.
The revenue may in practice be either higher or lower than forecast.
Since the appropriations authorised are absolute ceilings which, on no
account, may be exceeded, actual expenditure will have to be below
the estimates (or at best — which would be very rare — exactly the same
as the estimates).

The revenue and expenditure account, which shows the end-of-year
results, provides a comparison between estimates and outturn. The Com-
munities must, nonetheless, do all they can to ensure that outturn also
complies with the equilibrium principle. Corrections are therefore some-
times necessary during the year, involving either management measures
or, if it is essential to alter the amounts authorised, adoption of a supple-
mentary and/or amending budget.

5.2. Concept of budget balance

1) Definition of the balance

The balance for a given financial year consists of the difference between
all the revenue collected in respect of that financial year and the amount
of payments made against appropriations for that financial year, plus the
amount of the appropriations for the same financial year carried over.

On the one side, the net amount of appropriations carried over from pre-
vious financial years which have been cancelled is added to this difference
and, on the other, payments made in excess of non-differentiated appro-
priations carried over from the previous financial year as a result of vari-
ations in euro rates and the balance resulting from exchange gains and
losses during the financial year are subtracted from it (Article 15 of Regu-
lation (EC, Euratom) No 1150/2000, as amended by Regulation (EC,
Euratom) No 2028/2004, implementing the decision on own resources).



184 EUROPEAN UNION PUBLIC FINANCE

2) Practical application

The balance from each financial year will be entered in the budget for the
following financial year as revenue in the case of a surplus or as a pay-
ment appropriation in the case of a deficit (Article 15(1) of the Financial
Regulation).

The estimates of such revenue or payment appropriations will be entered
in the budget during the budgetary procedure and in a letter of amend-
ment (Article 15(2) of the Financial Regulation).

Moreover, after presentation of the accounts for each financial year, any
discrepancy with the estimates must be entered in the budget for the fol-
lowing financial year through an amending budget devoted solely to that
discrepancy. In such a case, the preliminary draft amending budget must
be submitted by the Commission within 15 days following the submission
of the provisional accounts (Article 15(3) of the Financial Regulation).

Headings with token entries are accordingly included in the statement of
revenue and in the statement of expenditure to accommodate the balance
(‘surplus available from the preceding financial year’ or ‘deficit carried
over from previous year’).

In practice, two situations are possible:

— Positive balance (surplus): this is the normal situation, where the revenue
outturn (resources collected) covered all expenditure requirements on
the basis of the rules applicable (in particular, coverage of carry-overs).
In this case, the surplus is carried forward to the following year, where
it is entered on the revenue side. The Financial Regulation provides for
early entry in the budget for year n of the probable balance for year n-1,
with the final adjustment being made after the closure of the accounts
for year n-1 through a supplementary and/or amending budget;

— Negative balance (deficit): this is more of an exception (the last case
was in 1986). However, the revenue outturn might prove to be less
than the amount necessary to cover requirements determined in
accordance with the rules applicable. When a deficit is recorded, a
corresponding amount must be entered on the expenditure side of the
following year’s budget, by a procedure similar to that described in
the event of a surplus.
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5.3. Negative reserve

Under Article 44 of the Financial Regulation, the Commission section of
the budget may include a ‘negative reserve’ limited to a maximum amount
of EUR 200 million. A ‘negative reserve’ mechanism has helped, albeit
indirectly, to keep the budget in balance, even though it really amounts to
a failure to achieve such a balance. This mechanism consists of financing
new expenditure by assuming that savings will be made somewhere in the
budget during the financial year, without it being possible to identify which
items will generate these savings when the budget is adopted. A negative
amount is therefore included in the budget which must be covered during
the year by transfers from headings which turn out to be in surplus.

The negative reserve first appeared in the 1986 budget as a way of secur-
ing agreement between the two arms of the budgetary authority on the
rate of increase for non-compulsory expenditure. Appropriations not used
(i.e. savings made) were transferred to this negative reserve. The concept
of ‘negative reserve’ was formally enshrined for the first time in the revi-
sion of the Financial Regulation dated 24 June 1988, with the maximum
amount limited to ECU 200 million.

6. The principle of specification
of the Community budget

6.1. The principle of specification

The principle of specification of expenditure is enshrined in Article 271
of the EC Treaty. It means that each appropriation must have a given
purpose and be assigned to a specific objective in order to prevent any
confusion between appropriations, at both the authorisation and imple-
mentation stages, and thus to ensure that:

— the budget established is completely unambiguous; and
— it is executed in accordance with the wishes of the budgetary authority.

The principle of specification also applies to revenue and requires the
various sources of revenue paid into the budget to be clearly identified.
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Articles 40 and 41 of the Financial Regulation, which deal with the struc-
ture and presentation of the budget, describe very precisely how this prin-
ciple is to be implemented. These articles were incorporated in 2002 to
adapt the structure of the budget to the requirements stemming from the
introduction of activity-based budgeting in the Commission.

6.2. Specification and structure of the budget

The principle of specification determines both the horizontal and the ver-
tical structure of the budget.

1) The horizontal structure of the budget
The budget is divided into:

— a general statement of revenue;

— sections, subdivided into statements of revenue and of expenditure,
for the European Parliament (Section I), the Council (Section II), the
Commission (Section III), the Court of Justice (Section IV), the Court
of Auditors (Section V), the Economic and Social Committee (Section
VI), the Committee of the Regions (Section VII) and the European
Ombudsman (Section VIII). The European Data Protection Supervi-
sor, a new authority being created, should share the Ombudsman’s
section;

— in addition, Section III (Commission), which accounts for 95 % of
expenditure, is organised under titles corresponding to the Commis-
sion’s policy areas. Each title is, in turn, subdivided into chapters, of
which the first includes all administrative appropriations for the policy
area in question and the remainder correspond to the related activi-
ties. A general summary of administrative appropriations allocated to
policy areas is also included. Finally, the budget includes a number of
annexes with additional information on specific issues.

2) The vertical structure of the budget: the budget nomenclature

Depending on the type and purpose of the appropriations, each section is
subdivided into titles, chapters, articles and items (third paragraph of Arti-
cle 271 of the EC Treaty and Article 21 of the Financial Regulation).
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Under Article 5 of the Financial Regulation ‘no revenue shall be collected
and no expenditure effected unless booked to a line in the budget’.

The article is therefore the slot to accommodate revenue and expenditure,
while the real organisation by specific area, which the budgetary authority
is responsible for determining, is at the level of chapters. As a rule, only the
budgetary authority may make decisions on transfers between chapters.

The nomenclature is determined during the budgetary procedure. The
broad outline is currently as follows:

(a) General statement of revenue

ISR Own resources

USRI Surpluses, balances and adjustments

ST I Revenue accruing from persons working with the institutions
and other Community bodies

UV Revenue accruing from the administrative operation of the institutions

BSECIN Contributions and refunds in connection with Community agreements
and programmes

Ui [nterest on late payments and fines

Ui Borrowing and lending operations

USRI Miscellaneous revenue

(b) Statements of revenue and expenditure for each section

On the revenue side, the nomenclature is identical to that of the general
statement of revenue.

For the statement of each institution’s administrative expenditure
(in Sections I, II, IV, V, V1, VII and VIII), the nomenclature is as follows:

Title 1 Expenditure relating to persor rking with the institu

Title 2 Buildings, equipment and miscellaneous operating expenditure

Title 3 Expenditure resulting from special functions carried out by the institution

Title 4 Interinstitutional cooperation, interinstitutional services and activities

Title 5
Title 6 and administrative nditure of European Community deleg:

Title 7 Decentralised expenditure on support staff and administration

Tie 10
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However, the administrative expenditure of the Commission is found
under the different titles of Section III, thereby providing a clear pic-
ture of the total expenditure on each of the Commission’s policy areas.
This administrative chapter follows a common structure across all policy
areas:

Chapter NN 01

Article NN 01 01 Expenditure related to staff in active employment

Article NN 01 02 External staff and other management expenditure

Article NN 01 03 Expenditure related to equipment, furniture and
services, and buildings of the Delegations of the
Commission of the European Communities

Article NN 01 05 Expenditure related to staff in active employment

for indirect research

Section IIT of the budget is therefore organised under titles correspond-
ing to the Commission’s policy areas. In the 2008 budget, the titles are
as follows:

01  Economic and financial affairs
02  Enterprise

03  Competition

04  Employment and social affairs
05  Agriculture and rural development
06  Energy and transport

07  Environment

08 Research

09  Information society and media
10  Direct research

11  Fisheries and maritime affairs
12 Internal market

13 Regional policy

14  Taxation and customs union
15  Education and culture
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16  Communication

17  Health and consumer protection

18  Area of freedom, security and justice
19  External relations

20  Trade

21 Development and relations with African, Caribbean and Pacific (ACP) States

22 Enlargement

23  Humanitarian aid

24 Fight against fraud

25  Commission’s policy coordination and legal advice
26  Commission’s administration
27  Budget

28  Audit

29 Statistics

30  Pensions

31  Language services

40  Reserves

3) Structure by article or item
The budget contains, for each individual item, article, chapter and title:

(1) the appropriations provided for the financial year in question (year n),
in the form of commitment appropriations and payment appropria-
tions for differentiated appropriations;

(2) the appropriations provided for the preceding financial year (year n-1);

(3) the actual expenditure in the last financial year for which the accounts
have been closed (year n-2);

(4) appropriate remarks on each expenditure line. These remarks include
the references of the basic legal instrument, if one exists, plus all nec-
essary explanations concerning the nature and purpose of the appro-
priations.
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In addition, the budget must include information on staff numbers and,
in particular, the ‘establishment plan’ for each institution (Article 46 (1)
of the Financial Regulation).

Lastly, in the absence of formal inclusion of borrowing-and-lending oper-
ations in the budget, these operations appear in the budget in the follow-
ing form:

— in the general statement of revenue: the relevant budget headings
carrying a token entry and accompanied by appropriate remarks;

— in the Commission section: the budget lines relating to the catego-
ries of operation and carrying a token entry, as long as no effective
charge which has to be covered by specific resources has arisen, plus
remarks giving references to the legal basis and indicating the volume
and duration of the operations envisaged and the financial guarantee
given by the Communities in respect of these operations;

— in a document annexed to the Commission section, as an indication:

ongoing capital operations and debt management, plus the capital
operations and debt management for the financial year in question.

6.3. Specification and entry of appropriations
against headings

There are three types of entry against budget headings:
1) Headings with appropriations entered: this is the usual situation

2) Headings with a token entry (p.m.)

Token entries are used in the following three cases:

(1) where no legal basis exists at the time the budget is adopted and the
measure envisaged cannot be undertaken without a legal basis ();

(2) where it is difficult at the outset to cost new operations;

()  See Chapter 10, Section 6.4 on legal bases.
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(3) where the budgetary authority wishes to stop an operation temporarily.

In these three cases, appropriations may be entered in a specific ‘reserves’
title: Title 40.

Headings with a token entry may receive appropriations by transfer.

A token entry is therefore a sign that the budgetary authority accepts
the principle of expenditure under the heading concerned, but that any
expenditure is subject to certain conditions.

3) Headings with a dash

A dash is entered to indicate headings which are no longer operational,
but for which the appropriations entered for year n-1 and the outturn for
year n-2 still have to be shown for reasons of comparison and to satisfy
the technical requirements of budgetary presentation.

Headings with a dash may not be given appropriations by means of trans-
fers. A supplementary or amending budget must be adopted to allocate
appropriations to these headings.

The dash therefore means that the budgetary authority no longer accepts
the principle of expenditure under the heading, as it considers the opera-
tion to be finished.

6.4. Flexibility in application of the rule of specification:
transfers of appropriations

Transfers of appropriations within the budget is the procedure used to
correct the estimates made by the budgetary authority by moving appro-
priations from one heading to another (Article 274 of the EC Treaty).

Transfers therefore help to improve the prospects of budget implementa-

tion which comes in for particularly careful scrutiny on the part of the
budgetary authority (1).

(') See Chapter 14.
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The transfer mechanism is described in Articles 22 to 26 of the Financial
Regulation and is sophisticated. In particular, these articles draw a dis-
tinction between transfers between titles, transfers between chapters and
transfers between articles. They also differentiate between administrative
and staff appropriations and operational appropriations, and between
institutions covered by the budget.

1) Transfers between titles
(a) Operational expenditure of the Commission

Proposals are prepared by the Commission, then submitted to the
budgetary authority, which takes a decision by the following procedure:

(1) non-compulsory expenditure: Parliament approves or rejects the trans-
fer by an absolute majority after consulting the Council;

(2) compulsory expenditure: the Council approves or rejects the transfer
by a qualified majority after consulting Parliament.

In both cases the Commission’s proposals are deemed to be accepted if
the budgetary authority has not taken a decision within six weeks.

Proposals for mixed transfers from compulsory expenditure to non-com-
pulsory expenditure (or vice versa) are deemed to be approved unless:

(1) a veto is entered by one of the arms of the budgetary authority, in
which case the proposal is rejected;

(2) Parliament or the Council reduces the amount, in which case the
transfer is then deemed to be approved at the lowest amount.

The possibility of making such transfers between non-differentiated and
differentiated appropriations is accepted in the Financial Regulation
(Article 24).

(b) Expenditure on staff and administration of the Commission
For these transfers, different procedures may apply, given the impact of

the transfers to be made. As is the case for operational expenditure, the
Commission may propose transfers to the budgetary authority which
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then accepts or rejects the proposals, following the procedures described
under point (a). There are nevertheless two specific procedures related to
particular situations.

— The Commission makes the transfers itself after giving the budget-
ary authority three weeks’ notice. This is the case for transfers from
one title to another up to a maximum of 10 % of the appropriations
for the year on the line from which the transfer is made, and up to a
maximum of 30 % of the appropriations for the year on the line to
which the transfer is made. However, this procedure does not apply if
duly substantiated reasons are raised within the three-week period by
either branch of the budgetary authority, in which case the budgetary
authority takes a decision following the procedures described under
point (a).

— The Commission makes transfers and informs the budgetary author-
ity within two weeks after its decisions. This applies during the last
two months of the financial year to expenditure on staff, external staff
and other agents up to a total limit of 5 % of the appropriations for
the financial year. This also applies to transfers of appropriations from
the ‘provisions’ title, as soon as the basic act is adopted pursuant to the
‘co-decision’ procedure (laid down in Article 251 of the EC Treaty),
in cases where no basic act existed for the action concerned when the
budget was established.

(c) For institutions other than the Commission

The institution concerned may propose transfers within its own section
to the budgetary authority, which then accepts or rejects the proposals,
following the procedures described under point (a).

For transfers from one title to another up to a maximum of 10 % of
the appropriations for the year on the line from which the transfer is
made, the institution concerned makes the transfers itself after giving the
budgetary authority three weeks’ notice, except if duly substantiated rea-
sons are raised within that three-week period by either branch of the
budgetary authority, in which case the budgetary authority takes a deci-
sion following the procedures described under point (a).
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2) Transfers between chapters
(a) For the Commission

As regards operational expenditure, proposals for transfers from one
chapter to another are prepared by the Commission, then submitted to
the budgetary authority, which takes a decision following the procedures
described under point 1(a).

However, for transfers from one chapter to another within the same title up
to a maximum of 10 % of the appropriations for the year on the line from
which the transfer is made, the Commission makes the transfers itself after
giving the budgetary authority three weeks’ notice, except if duly substan-
tiated reasons are raised within that three-week period by either branch
of the budgetary authority, in which case the budgetary authority takes a
decision following the procedures described under point 1(a).

(b) For other institutions

Without any limit, these institutions may, within their own sections of
the budget, transfer appropriations from one chapter to another after giv-
ing the budgetary authority three weeks’ notice, except if duly substanti-
ated reasons are raised within that three-week period by either branch of
the budgetary authority, in which case the budgetary authority takes a
decision following the procedures described under point 1(a).

3) Transfers within chapters

(a) For the Commission

The Commission may transfer appropriations within articles and between
articles within each chapter without any need to inform the budgetary
authority and without any limit.

(b) For the other institutions

Without any limit, each institution may, within its own section of the
budget, transfer appropriations from one article to another after giving
the budgetary authority three weeks’ notice, except if duly substantiated
reasons are raised within that three-week period by either branch of the
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budgetary authority, in which case the budgetary authority takes a deci-
sion following the procedures described under point 1(a).

4) Specific rules for transfers of appropriations
(a) European Agricultural Guarantee Fund

The specific rules concern the time limits for submitting proposals to the
budgetary authority or adopting decisions.

In cases where the Commission may transfer appropriations, it must take
its decision by 31 January of the following financial year at the latest and
inform the budgetary authority three weeks before making the transfers
(Article 153(1) of the Financial Regulation).

Where the Commission is required to submit transfers to the budget-
ary authority, it must submit its proposals to the budgetary authority
by 10 January of the following financial year at the latest. In this case,
the budgetary authority takes a decision in accordance with the normal
procedure, as described under point 1(a), but within a time limit of three
weeks instead of six weeks (Article 153(2) of the Financial Regulation).

(b) Structural Funds, Cohesion Fund and European Fisheries Fund

With regard to the operational expenditure in these three fields, the
Commission may make transfers from one title to another, provided the
appropriations in question are for the same objective within the mean-
ing of the Regulations governing these Funds or are technical assistance
expenditure (Article 158 of the Financial Regulation).

These rules do not apply to the European Agricultural Fund for Rural
Development.

(c) Research and technological development appropriations

With regard to operational expenditure for research and technological
development appropriations, the Commission may make transfers from
one title to another, provided the appropriations in question are used for
the same purpose (Article 160 of the Financial Regulation).
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(d) Reserve for emergency aid for third countries

Decisions on transfers to allow use of the reserve for emergency aid are
taken by the budgetary authority on a proposal from the Commission.
The procedure described under point 1(a) applies.

If the Commission proposal is not agreed to by both arms of the budget-
ary authority and they fail to reach a common position on use of this
reserve, the European Parliament and the Council must refrain from act-
ing on the Commission proposal for a transfer (Article 26(2) of the Finan-
cial Regulation).

(e) Humanitarian aid and crisis management

In duly substantiated exceptional cases of international humanitarian
disasters and crises occurring after 15 December of the budgetary year,
the Commission may transfer unused budgetary appropriations for the
current budgetary year still available in the budget falling under head-
ing 4 of the multiannual financial framework to the budget titles con-
cerning the crisis management aid and humanitarian aid operations. The
Commission must inform the two branches of the budgetary authority
immediately after making such transfers (Article 26(3) of the Financial
Regulation).

(f) Joint Research Centre

In this case, the Commission may, within the budget title relating to the
policy area ‘Direct action research’, make transfers between chapters of
up to 15 % of the appropriation on the line from which the transfer is
made (Article 161(4) of the Financial Regulation).

(g) Offices

Specific rules also apply to European offices such as the Office for Offi-
cial Publications (OPOCE). In such cases, the Director of each European
office will take decisions on transfers within the statement of expenditure
of the Office concerned. The Commission must inform the budgetary
authority of such matters.
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6.5. Reserves

The introduction of reserves in the budget can be considered an exception
to the rule of specification from two points of view:

— in that the reserves set aside are not allocated to any precise purpose;

— in that the limit on authorised appropriations for a specific item of
expenditure is weakened in this way.

Allowance is made in the Financial Regulation for three types of budget
reserve:

(1) provisions (Article 43);
(2) a reserve for emergency aid for third countries (Article 45);
(3) a negative reserve (Article 44) (1).

The purpose of these reserves is to facilitate budget management. They
make it possible, during the financial year, to endow a budget heading
for operations for which full details had not been decided at the time the
budget was adopted, or to increase authorised appropriations to meet
unforeseen situations or to reduce them to make savings, depending on
progress with implementation.

These reserves may be called upon only by means of a transfer procedure:
the rule of specification is therefore restored in any case when the time
comes to use them.

7. The principle of the unit of account
of the Community budget

7.1. The principle of the unit of account

As in other international organisations, the question of which monetary
unit to use arose for the Community budget.

(')  For the definition of negative reserve, see Section 5 (‘The principle of equilibrium’).
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The principle of adopting a unit of account distinct from the national
currencies was established in the earliest days of the ECSC in Decision
No 3/52 of 23 December 1952 and, in the case of the EEC and Euratom,
by the Treaties themselves (Article 279 of the EC Treaty and Article 181
of the Euratom Treaty).

With the exceptions of 1958, 1959 and 1960, when preparations were
being made for applying Article 279 of the EC Treaty and Article 181 of
the Euratom Treaty and the EEC and Euratom budgets were drawn up
in Belgian francs, the Community budget has always been expressed in
units of account.

Finally, with economic and monetary union, the Community budget
adopted the new single currency, the euro, as its unit of account on
1 January 1999, at the same time as the first Member States participating.

This principle is now enshrined in Article 16 of the Financial Regulation.
Subject to two specific exceptions — in the case of imprest accounts or for
the needs of administrative management of the Commission’s External
Service — the budget must be drawn up and implemented in euros and the
accounts must be presented in euros.

7.2. From the dollar to the euro: successive units of account

1) 1951-58: the ECSC adopted the unit of account used by the European
Payments Union, namely the US dollar.

2) 1958-60: The ECSC budget was expressed in a ‘gold parity’
unit of account which corresponded to a given weight of fine gold
(0.88867088 grams) in accordance with the Bretton Woods Agreements.

3) 1961 onwards: Use of this ‘gold parity’ unit of account was extended
to the EEC and Euratom. Following the crisis in the international mon-
etary system in the early 1970s, all reference to gold was dropped, and so
this unit of account was no longer of any use and the search started for
a replacement.

4) 1977/78-80: A unit of account based on a ‘basket’ of different Com-
munity currencies was introduced; this was the European unit of account
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(EUA) which, it was hoped, would be unaffected by external monetary
fluctuations and therefore more stable.

5) 1981-98: The ecu was applied to the general budget; it was based on
the same basket as the EUA but, unlike its predecessor, was subject to
regular revision of the amounts.

6) 1999 onwards: The euro became the single currency of the new eco-
nomic and monetary union and was applied to the EU’s general budget.

7.3. Simplification brought about by use of the euro

The Community budget is now expressed in euros, which is a significant
simplification. The euro is the only instrument used to express and settle
the debts and claims of the Community, eliminating any exchange risks
between the Community unit of account and national currencies, which
still existed with the ecu. Exchange risks have been transferred from the
EU to those Member States not participating in monetary union. Now
the only exchange risks borne by the EU are in its relations with non-EU
countries, where the corresponding debts or claims are expressed in a
unit other than the euro.

The euro money market is the same as that of the participating Member
States and is obviously much bigger than the ecu market, thus safeguard-
ing its stability and the ‘purchasing power’ of the Community budget.

8. The principle of transparency
and the Community budget

Articles 29 and 30 of the Financial Regulation enshrine the principle of
transparency.

Under Article 29, the budget must be established and implemented and
the accounts presented in compliance with the principle of transparency.

The budget, any amending budgets and the consolidated annual accounts
must all be published in the Official Journal of the European Union.
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Information on borrowing-and-lending operations contracted by the Com-
munities for third parties must be given in an Annex to the budget and
information on operations of the Guarantee Fund for external actions in
the financial statement (Article 30(1) and (2) of the Financial Regulation).

The 2006 revision of the Financial Regulation added a new obligation
relating to information on beneficiaries of funds from the EC budget.
This obligation already existed for beneficiaries of funds managed by
the institutions, either directly or indirectly (Articles 90 and 110 of the
Financial Regulation). It has now been extended to all methods of man-
aging the EC budget (Article 30(3) of the Financial Regulation).

9. The principle of sound financial management
of the Community budget

The principle of sound financial management is based on Article 274 of
the EC Treaty, which provides that ‘the Commission shall implement the
budget ... on its own responsibility and within the limits of the appropri-
ations, having regard to the principles of sound financial management’.

Article 27 of the Financial Regulation links this principle to the princi-
ples of economy, efficiency and effectiveness. The principle of economy
requires that the resources used by the institution to engage in its activi-
ties be made available in due time, in appropriate quantity and quality
and at the best price. The principle of efficiency is concerned with the best
relationship between resources employed and results achieved. The prin-
ciple of effectiveness is concerned with attaining the specific objectives set
and achieving the intended results.

In practice, sound financial management is based on setting verifiable
objectives which can be monitored by measurable indicators, in order to
switch from means-based management to results-oriented management.
Allocation of resources to activities (using activity-based budgeting or ABB)
makes it possible to integrate the cost of the activities and their objectives.

Appropriate application of this principle requires that the planning,
budgeting, management and reporting processes take place within a sin-
gle common conceptual framework. Consequently, a common structure
of activities and policy areas provides the framework for defining policy
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priorities, allocating and managing resources in line with those priorities
and reporting the results achieved. In this context, activity-based budget-
ing is the budgetary component of a wider ‘activity-based management’
(ABM) approach. The main instruments of ABM are:

— the annual policy strategy (APS), the purpose of which is to set out the
policy priorities and the overall resources required to meet them;

— the preliminary draft budget (PDB), which includes Activity Statements
as the main instrument for justifying the appropriations proposed by
the Commission in terms of objectives and indicators (see Chapter 11);

— the annual management plans (AMPs), which are prepared by all Com-
mission departments and include specific objectives and performance
indicators for all activities with the resources (financial and human),
which are managed in line with predefined policy priorities; and

— the annual activity reports (AAR), with the declarations by Directors-
General on the legality and regularity of operations and on achieve-
ment of the objectives.

10. Evaluation of Community action
and sound financial management

The concept of evaluation is fully integrated throughout the programme
cycle and is understood as a continuous process which must cover the
entire duration of a measure: from the preparation stage in order to define
the objectives and means, through allocation of resources in the budget to
completion of the measure, when the results will be assessed and conclu-
sions drawn on whether the measure should be renewed.

10.1. Legislative decisions

1) Ex ante evaluation, an essential requirement for sound
and efficient management of Community programmes

Ex-ante evaluation is a process that supports preparation of proposals for
new or renewed Community action. Its purpose is to gather information
and carry out analyses which help to ensure the delivery of policy object-
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ives, the cost-effectiveness of the instruments used and the possibility of
reliable evaluation at a later stage.

An ex ante evaluation should be seen as an analytical process, which
can stretch over a long period of time. Different steps can be followed
separately. An ex-ante exercise is not necessarily a one-off project, which
merely produces a report, but rather a process consisting of separate
phases and different pieces of analysis.

Article 2 of the Financial Regulation of December 1977, as amended by
Council Regulation (EC, Euratom, ECSC) No 2333/95 of September 1995,
already stipulated that ‘... mobilisation of Community resources must be
preceded by an evaluation to ensure that the resultant benefits are in pro-
portion to the resources applied’.

This requirement was maintained in the Financial Regulation adopted in

2002 which states that ex ante and ex post evaluations ‘shall be applied

to all programmes and activities which entail significant spending and

evaluation results disseminated to spending, legislative and budgetary

authorities’ (Article 27 of the Financial Regulation).

Ex ante evaluation must address:

— the need to be met in the short or long term;

— the added value of Community involvement;

— the objectives to be achieved;

— the policy options available, including the risks associated with them;

— the results and impact expected, in particular economic, social and
environmental impact, and the indicators and evaluation arrange-

ments needed to measure them;

— the most appropriate method of implementation for the preferred
option(s);

— the internal coherence of the proposed programme or activity and its
relations with other relevant instruments;
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— the volume of appropriations, human resources and other administra-
tive expenditure to be allocated with due regard for the cost-effective-
ness principle;

— the lessons learned from similar experiences in the past.

In addition to this ex ante evaluation, each proposal for a programme
or activities leading to budget expenditure must set out the monitoring,
reporting and evaluation arrangements. These must take account of the
responsibilities of each level of government that will be involved in imple-
menting the proposed programme or activity. This will avoid any dupli-
cation of evaluations, in particular in case of shared management with
Member States.

2) Legislative financial statement

At the Commission, proposals to be submitted to the legislative authority
are assessed from both the financial and resources point of view by means
of a financial statement, which is submitted to the budgetary author-
ity with expenditure proposals. The same obligation is also imposed on
Member States when they submit proposals in conformity with the rel-
evant provisions of the EU Treaty and on any institution submitting an
amendment to a proposal or initiative which may have appreciable impli-
cations for the budget, including changes in the number of posts (Arti-
cle 28 of the Financial Regulation).

The financial statement is designed to provide information on both
administrative and human resources and operational appropriations. A
financial statement is referred to as ‘budgetary’ when it accompanies the
preliminary draft budget and as ‘legislative’ when it accompanies legisla-
tive proposals with budgetary implications.

A legislative financial statement analyses the reasons for the appropria-
tions requested in two different ways. Firstly, it demonstrates the need for
the Community action envisaged by clarifying its general objective and
value added. It also gives an overall description of the logic behind the
proposal in order to give reasons for the particular action to be financed
and demonstrate its cost-effectiveness in achieving the stated objectives.
Secondly, the financial statement provides output and costing informa-
tion by specifying the predicted nature and volume of output and estab-
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lishing the unit cost. The purpose of this is to facilitate assessment of the
proposed level of funding and of its impact on the expected results.

In addition to these explanations, the legislative financial statement will
also provide information on the fraud prevention and protection meas-
ures in place or planned.

10.2. Budget decisions

In the Commission, the budgetary decision-making process starts with
the annual policy strategy (APS) decision and ends with the preliminary
draft budget (PDB). The role of evaluation is to support this process by
providing fact-based evidence on the performance and progress of the
Community programmes.

The findings of the individual evaluations provide relevant input for
preparation of the annual policy strategy. In addition, the Commission
decides annually on a limited number of strategic evaluations, designed
specially to prepare its APS debate. These evaluations, which cut across a
number of areas, are designed to supplement the results of the evaluations
carried out by operational departments. They assess the impact of any
policy that uses the resources of several departments.

10.3. Implementation of the budget

In order to provide relevant and timely information for subsequent deci-
sion-making, all programmes or activities, including pilot projects and
preparatory action, mobilising resources exceeding EUR § million will
be subject to an interim and/or ex post evaluation of the human and
financial resources allocated and the results obtained (Article 27 of the
Financial Regulation, as defined by the Implementing Rules).

In this context, mid-term and ex post evaluations need to be adapted
both to decision-making needs and to the life-cycle and nature of each
activity. However, as a general guideline, activities should be subject to
an overall evaluation at least every six years. In the case of multiannual
programmes or activities, at least one thorough evaluation during the
life-cycle of the action is needed.
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Mid-term evaluations carried out during implementation of a programme
generally focus on the relevance of the objectives, the implementing arrange-
ments and the initial results. Since new programmes are often prepared
long before their predecessors are completed, mid-term evaluation is an
important source of information for planning the next programme.

Ex post evaluation is typically carried out after the programme expires,
focusing mainly on its impact and cost-effectiveness. Since it is not usu-
ally completed until after the following programme has started, its results
can be used if any revisions or changes are made to the new programme
during its life-cycle.

11. Internal control and sound financial
management

The 2006 revision of the Financial Regulation added a new aspect to the
principle of sound financial management.

Under Article 28a of the Financial Regulation, the budget must be imple-
mented in compliance with effective and efficient internal control, which
is defined as a process applicable at all levels of the management and
designed to provide reasonable assurance of achieving the following
objectives:

— effectiveness, efficiency and economy of operations;

— reliability of reporting;

— safeguarding of assets and information;

— prevention and detection of fraud and irregularities;

— adequate management of the risks related to the legality and regularity
of the underlying transactions.






Chapter 11

The annual budgetary procedure
1. Preliminary remarks

1.1. The institutional and legal aspects
of the budgetary procedure

The Treaty establishing the European Community (Article 272) defines
the successive stages of the budgetary procedure. It establishes the powers
of each of the two arms of the budgetary authority (European Parliament
and Council) and the Commission in this procedure.

From a legal point of view, there are two key moments in the budgetary
procedure: first, the adoption of the draft budget by the Council, which
marks the formal opening of the procedure for the budgetary authority,
and, second, the final adoption of the budget after Parliament’s second
reading, which closes the procedure.

Although the preliminary draft budget, produced by the Commission at
the start of the budgetary procedure, does not have the legal status of
a legislative proposal, it nonetheless reflects the Commission’s power of
initiative as regards the financial implications of Community policies.

1.2. The timetable for the budgetary procedure

Article 272 of the EC Treaty lays down a formal timetable for each stage
of the procedure; this timetable is planned in such a way that the budget
will normally be adopted by 1 January each year.
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However, with the dual aim of ensuring that the draft budget can be
examined properly and of making the best use of the time available to
the budgetary authority, a degree of flexibility has since been built into
the timetable; on the basis of a proposal made by the Commission on
19 March 1975, the budgetary authority agreed in 1976 to adjust the
official timetable set by the Treaty.

The pragmatic timetable brings forward the official deadlines and
provides for documents to be transmitted unofficially to each of the insti-
tutions concerned before the dates set in Article 272.

The letter of this article is still respected, but in practice the time given to
the Council and Parliament during each stage of the budgetary procedure
is appreciably longer.

This pragmatic timetable has been operating since the 1977 financial
year.

1.3. The impact of the 1988 financial reform

The Interinstitutional Agreement (IIA) concluded in 1988 and renewed
in 1993 brought about substantial changes to both the content and the
implications of the budgetary procedure.

Apart from the fact that the annual debate on the budget must now be
integrated into the financial framework defined ('), new procedures for
cooperation between the two arms of the budgetary authority have been
introduced in the budgetary procedure to ensure greater consensus on its
implementation.

Annex III to the 1999 Interinstitutional Agreement set out the arrange-
ments for interinstitutional collaboration in the budgetary sector. These
consist of four trialogue meetings and two conciliation meetings at the
time of the two Council (Budgets) meetings which adopt the draft budget
and subsequently give it a second reading. The trialogue meetings are
attended by the Chairman of the European Parliament’s Committee on
Budgets, the President of the Council (Budgets) and the member of the
Commission with responsibility for the budget. The conciliation meetings

() See Part 2 ‘The characteristics of the present financial system’.
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are attended by the members of the Council (Budgets) and a European
Parliament delegation, with the Commission also taking part.

Annex II to the ITA of 17 May 2006 slightly adapted these provisions,
making the trialogue prior to the first reading by the European Parlia-
ment optional and subject to need.

1.4. The impact of the Lisbon Treaty

The Lisbon Treaty includes changes to the annual budget timetable and
procedure (see Section 4 of Chapter 7).

Under the new provisions, the draft budget will be prepared by the Com-
mission and submitted to the Council. The current second reading pro-
cedure will be replaced by a conciliation procedure, similar to that used
for legislative co-decision. The Council, followed by Parliament, will con-
duct a first reading, which will be followed by convening a conciliation
committee. The budget will then be adopted on the basis of a joint text to
be agreed by Parliament and the Council.

2. The stages in the budgetary procedure

2.1. Definition of the financial framework

1) Updating the financial framework (1)

Under the Interinstitutional Agreement of 17 May 2006 (point 16), the
Commission makes technical adjustments to the financial framework for
the following year, in line with movements in GDP and prices. The results
are communicated to the budgetary authority, usually towards the end
of February. The technical adjustments are made on the basis of a fixed
deflator of 2 % a year.

At the same time, the Commission submits its proposals to the budget-

ary authority for adjustment of the financial framework in the light of
past implementation in accordance with point 18 of the Agreement. The

()  See Chapter 9.
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budgetary authority must take decisions on these proposals before 1 May.
In the absence of a decision, the existing financial framework, after tech-
nical adjustment, continues to apply.

The Interinstitutional Agreement (point 22) also provides that, as a rule,
any proposal to revise the financial framework necessary to implement
unforeseen measures must be presented and adopted before the start of
the procedure for the year or the first of the years concerned. This provi-
sion is designed to ensure, as far as possible, that no procedure to revise
the financial framework interferes with the annual budgetary procedure,
with the risk of weakening the financial framework’s function of setting
a medium-term framework for spending.

2) Establishment of the maximum rate of increase
for non-compulsory expenditure

In accordance with the EC Treaty (Article 272(9)), this rate is set by the
Commission, after consulting the Economic Policy Committee, and com-
municated to the various institutions by 1 May. In practice, this also
takes place towards the end of February.

The fourth and fifth subparagraphs of Article 272(9) of the EC Treaty
allow the maximum rate of increase set by the Commission to be exceeded
in two cases: (i) when the rate of increase for non-compulsory expenditure
resulting from the draft budget established by the Council is over half the
maximum rate, Parliament may further increase that expenditure up to a
limit not exceeding half the maximum rate; (ii) when the Council, acting
by a qualified majority, and the European Parliament, acting by a major-
ity of its members and three-fifths of the votes cast, agree on a new rate.

2.2. Preparation of the preliminary draft budget
by the Commission
1) The statements of estimates of the various institutions
As required by Article 272(2) of the EC Treaty, each institution draws up

an estimate of its revenue and expenditure.

In practice, each institution has its own rules of procedure for examining
and adopting its estimates; procedures are not, therefore, uniform. In the
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Council, for instance, the estimates are adopted by a qualified majority,
whereas a simple majority is sufficient in Parliament.

The Commission prepares its own statement of estimates and also receives
those of the other institutions. In principle, the other institutions must
send the Commission their statements of estimates before 1 July; in prac-
tice, however, under the pragmatic timetable, most institutions do this by
1 May.

The Commission consolidates all these estimates in a preliminary draft
budget, which is the overall forecast of revenue and expenditure for the
year ahead.

If it disagrees with any of the estimates submitted by the other institu-
tions, it may attach a dissenting opinion and its own recommendations,
in accordance with Article 272(2) of the Treaty.

However, this does not usually happen: the principle of institutional
autonomy generally prevails. It would therefore be quite exceptional for
the Commission to submit a duly substantiated dissenting opinion to the
budgetary authority.

2) The internal Commission procedure for preparing
the preliminary draft budget

The internal procedure for preparing the preliminary draft is organised
by DG Budget, which gathers together the requests from the other direc-
torates-general and departments, submits to the Commission problems
which it was not possible to solve at a lower level and prepares the docu-
ments for compilation into the preliminary draft budget.

Stage 1: Annual policy strategy (APS)

The annual policy strategy is the Commission decision launching the
yearly strategic planning and programming cycle. The objective is to set
a limited number of policy priorities which will guide the work of the
Commission throughout the year. Preparations begin in December of
year ‘n-2’ with a policy debate by all the members of the Commission, of
which the outcome is a limited number of policy priorities for the year
in question. Commission departments then propose specific initiatives in
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relation to those priorities. The annual policy strategy decision, in Febru-
ary of year ‘n-1’, presents how the Commission proposes to act in relation
to the priorities and what resources (human and financial) are necessary
to ensure efficient delivery by policy area.

This decision guides the process for drawing up the preliminary draft
budget and, at the same time, programming Commission activities for
year n.

Stage 2: Submission of requests by Commission departments

In February, on the basis of the annual policy strategy decision, the
Director-General for the Budget sends out a circular containing instruc-
tions for the spending departments and providing them with details of
the overall economic and financial framework. This circular marks the
start of the Commission’s internal work on preparing the more detailed
preliminary draft budget and specifies in particular:

— the information and documents to be presented for each activity or
budget line to support the requests for appropriations. In this regard,
it is important to underline the role of activity statements which, since
the introduction of ABB, constitute the main supporting documents
for the operational expenditure proposed by the Commission. Under
Article 33(2)(d) of the Financial Regulation, the Commission must pro-
vide information on SMART (') objectives measured by performance
indicators to support the budget proposal. In addition, a cost-benefit
approach should be applied to proposed changes in appropriations.
Evaluation results should also underpin the Commission proposal.
Activity statements are therefore at the very heart of ABM as they
draw on all the instruments in the Commission’s management cycle to
demonstrate effective use of budgetary resources;

— the framework and parameters for drawing up the indicative financial
programming for the medium term.

()  Specific, measurable, achievable, relevant and timed.
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By the end of February, the spending departments submit their quantified
requests and all the information and grounds, in response to the budget
circular.

Stage 3: Preparation of interdepartmental discussions

In March budget hearings are held between DG Budget and the spending
departments. Given the constraints imposed by the financial framework
and the annual policy strategy decision, the requests for appropriations
are examined on the basis of the priority to be given to the various opera-
tions to be financed, the foreseeable trend in requirements (including pay-
ment appropriations and administrative resources) and the consistency, in
terms of cost-effectiveness, between the resources considered necessary and
the objectives pursued.

The medium-term indicative financial programmes also drawn up by
departments allow the requests for appropriations to be put into perspec-
tive for the year in question and an assessment to be made of the compat-
ibility of the envisaged trend in expenditure with the ceilings set by the
financial framework.

Stage 4: Trialogue on the priorities for the budget

April: This stage was introduced by the Interinstitutional Agreement con-
cluded in 1993 and renewed in 1999 and 2006. It is the first stage of
the collaboration procedure set out in Annex II to the Agreement. This
trialogue meeting between the representatives of Parliament, the Council
and the Commission must take place after the technical adjustment of
the financial framework and before the preliminary draft budget is estab-
lished by the Commission, in order to discuss the possible priorities for
the budget of the next financial year. It takes the form of an exchange of
views on the main policies which may be adopted by each of the two arms
of the budgetary authority at the next stage of the budgetary procedure,
based on the economic and financial context already defined and the ini-
tial preparatory work started by the Commission departments.

Stage 5: Adoption and transmission of the preliminary draft budget

On the basis of the departmental hearings, DG Budget prepares a sum-
mary document and submits to the Commission its proposal for the pre-
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liminary draft budget (incorporating the other institutions’ statements of
estimates).

Early May: After making the technical adjustments to the financial frame-
work (in February) and examining any decisions taken by the budgetary
authority before 1 May concerning adjustment of the financial framework
to reflect implementation, the Commission adopts the preliminary draft
budget. Working versions of the documents adopted are then transmitted
unofficially to the budgetary authority.

Mid-June: The preliminary draft budget is sent to the budgetary author-
ity in all the Community languages.

Article 272(3) of the EC Treaty and Article 33(1) of the Financial Regula-
tion provide that the Commission must send the preliminary draft budget
to the Council by 1 September of year n-1; in practice (in the pragmatic
timetable), the deadline is 15 June. The preliminary draft is also sent to
Parliament for information.

In accordance with Article 33 of the Financial Regulation, the Commis-
sion prepares a general introduction to the preliminary draft budget,
containing financial tables covering the entire budget, explanations and
grounds for the requests for appropriations for the various policy areas
and a detailed statement on borrowing and lending policy. It also pro-
duces various working documents: an analysis of financial management
in the previous year and of commitments outstanding, an establishment
plan of budgetary posts and staff, activity statements containing detailed
information on the performance of the different activities, a summary of
the schedule of payments due in future years, the statement of estimates
of revenue and expenditure of subsidised agencies, etc. The revenue and
expenditure account and financial balance sheet for the previous year are
also available in early May.

Under the 2006 Interinstitutional Agreement, as regards compulsory expend-
iture, the Commission must identify in its preliminary draft budget:

— appropriations connected with new or planned legislation; and

— appropriations arising from the application of legislation existing
when the previous budget was adopted.
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All the documents making up the preliminary draft budget follow the
approach of activity-based budgeting ().

2.3. Adoption of the draft budget by the Council

1) Timetable

In practice, the procedure is conducted in accordance with the pragmatic
timetable: after receiving the preliminary draft budget on 15 June, the
Council adopts the draft by 31 July and sends it to Parliament in the first
half of September (the official deadline set in Article 272(4) of the EC
Treaty is 5 October).

2) Procedure

The Council decisions are prepared by the Budget Committee (made up
of the financial attachés in the Permanent Representations), then by Co-
reper II (Permanent Representatives Committee — Deputy level).

Under Annex II to the 2006 Interinstitutional Agreement, the Council
decision is preceded by ad hoc conciliation with Parliament. This concili-
ation forms the second stage of the institutional collaboration procedure
introduced by the Agreement.

The conciliation is for compulsory expenditure, on the basis of the distinc-
tion made by the Commission in the preliminary draft budget, depending
whether or not the appropriations are requested as a result of new or exist-
ing legislation. The 2006 ITA makes particular reference to this conciliation
for expenditure relating to fisheries agreements (point 41) and financing of
the common foreign and security policy (point 42). The purpose is to
secure agreement on this subject between the two arms of the budgetary
authority. The conciliation takes place in two stages.

Stage 1 consists of a trialogue meeting between the President of the Coun-

cil (Budgets), the Chairman of Parliament’s Committee on Budgets and
the member of the Commission with responsibility for the budget.

(') See Chapter 11.
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Formal conciliation between the Council and a Parliament delegation,
with the Commission also taking part, takes place on the date set by the
Council for establishing the draft budget. The institutions then ratify the
results of the trialogue or take the opportunity to continue their efforts to
reach agreement on the amount of compulsory expenditure. If no agree-
ment is secured, the budgetary procedure continues, with each institution

recovering its powers in full.

3) Voting rules

For adoption of the draft budget, a qualified majority (Article 205(2) of
the EC Treaty) is required in the Council, 255 votes from a majority of
the members, out of a total of 345 votes distributed in accordance with

the weightings shown in Table 11.1.

TABLE 11.1

Qualified majority voting and country weights

Member State

DE, FR, IT, UK
ES, PL

RO

NL

BE, CZ, EL, HU, PT
BG, AT, SE

DK, IE, LT, SK, FI
EE, CY, LV, L, SL
MT

All Member States

Votes for each country
29
27
14
13
12
10

Total votes

116
54
14
13
60
30
35
20
3
345

These voting rules make it possible for ‘blocking minorities’ to be formed,

when Member States with a combined total of 91 votes align.

If the Council fails to muster the majority necessary for adopting the
draft budget by the official deadline of 5 October, Parliament and/or the
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Commission may bring an action before the Court of Justice for failure
to act (Article 232 of the EC Treaty).

Parliament made use of this possibility on 18 December 1987, followed
five days later by the Commission, when the Council failed to adopt the
draft 1988 budget on time; the Court ruled on 12 July 1988 that there
was no need to give a judgment on the two actions, after the budget had
been adopted on 18 May 1988.

2.4. Parliament'’s first reading of the budget (Article 272(4))

1) Timetable

The draft budget must be laid before Parliament not later than 5 October
of the year preceding that in which it is to be implemented.

If Parliament gives its approval in the 45 days after the 5 October deadline
(i.e. by 19 November), the budget stands as finally adopted.

If, within this time, Parliament has neither amended the draft budget nor
proposed modifications to it, the budget is deemed to be finally adopted.

If Parliament adopts amendments or proposes modifications during these
45 days, the draft budget, together with the amendments or proposed
modifications, is returned to the Council (Article 272(4)).

The EC Treaty thus sets a deadline of 19 November for sending the amend-
ments and proposed modifications to the Council, but the unofficial time
limit is around 25 October.

2) Procedure and voting rules

Parliament’s internal procedure begins with its Secretary-General refer-
ring the draft budget to the Committee on Budgets.

The Committee on Budgets then consults the other parliamentary com-
mittees concerned and appoints two of its members as rapporteurs for the
draft budget: one for the Commission section and one for the sections on
the other institutions.
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After studying all the material produced (opinions of the other commit-
tees and work of the rapporteurs), the Committee on Budgets proposes
modifications of compulsory expenditure and amendments of non-com-
pulsory expenditure. These are then laid before the plenary.

Parliament devotes a part-session at the end of October to this first reading
and discusses the proposed modifications and amendments adopted by
the Committee on Budgets. The draft amendments and proposed modifi-
cations rejected by the Committee on Budgets are put to a vote at the part-
session only if another committee or at least 40 members so request.

The amendments to non-compulsory expenditure require an absolute
majority of members (at least 393 votes in favour).

The proposed modifications to compulsory expenditure are approved by
an absolute majority of votes cast.

One basic rule of this procedure should be noted: if, at any stage of the
‘to-ing and fro-ing’ between the Council and Parliament, the two arms of
the budgetary authority reach agreement on the amounts (on the line and
in reserve) and on the remarks on a budget line, no subsequent changes
may be made (except by means of a letter of amendment). The matter is
considered closed. In other words, if Parliament does not modify compul-
sory expenditure on its first reading, the Council cannot return to it on
its second reading unless changes have been proposed in the ad hoc letter
of amendment from the Commission. Similarly, if Parliament accepts an
item of non-compulsory expenditure entered in the draft budget on its
first reading, neither the Council nor Parliament may return to it on its
second reading. Finally, if, on its second reading, the Council accepts an
amendment which Parliament has made to non-compulsory expenditure
on its first reading, Parliament cannot return to it on its second reading.

2.5. The Council’s second reading of the budget (Article 272(5))

1) Procedure

The procedure for the Council’s second reading is very similar to that for
the first reading.
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This second reading takes place at a Council meeting (Budgets) during
the third week of November, after a conciliation meeting with a delega-
tion from Parliament.

The draft budget is revised on the basis of the proposed modifications
accepted by the Council.

If, within 15 days after the draft budget has been returned by Parliament,
the Council has not changed any of the amendments to non-compulsory
expenditure adopted by Parliament and if the proposed modifications to
compulsory expenditure have been accepted, the budget is deemed to be
finally adopted. The Council informs Parliament that it has not changed
any of the amendments and that the proposed modifications have been
accepted.

If, within the same 15-day time limit, the Council changes one or more of
Parliament’s amendments or if Parliament’s proposed modifications are
rejected or altered, the draft budget, as amended, is returned to Parlia-
ment. The Council informs Parliament of the results of its deliberations.

In principle, the Council unofficially informs Parliament of its deci-
sion around 22 November, even if it is not formally transmitted until
4 December.

2) Voting rules

The Council’s decisions on second reading are taken as follows:

For amendments (non-compulsory expenditure), the Council may alter,
by qualified majority, each of the amendments adopted by Parliament.

For proposed modifications (compulsory expenditure):

— if a modification proposed by Parliament does not have the effect of
increasing the total amount of expenditure of an institution, notably
where the increase in expenditure involved is expressly offset by one
or more proposed modifications involving a corresponding reduction
in expenditure, the Council may, acting by a qualified majority, reject
the proposed modification. If no decision is taken to reject it, the pro-
posed modification stands as accepted;
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— if a modification proposed by Parliament has the effect of increasing
the total amount of expenditure of an institution, the Council may,
acting by a qualified majority, accept this proposed modification. If
no decision is taken to accept it, the proposed modification stands as
rejected;

— if, as provided for in the two preceding subparagraphs, the Council
has rejected a proposed modification, it may, acting by a qualified
majority, either retain the amount shown in the draft budget or set
another amount.

These qualified majority voting rules have given rise to the appearance
of ‘overthrown majorities’ or ‘minorities for acceptance’, when the Coun-
cil considers proposals for modifications of compulsory expenditure (not
involving an increase in the total amount of expenditure) and amendments
to non-compulsory expenditure. In these cases 26 votes are sufficient (the
other countries cannot then muster the number of votes required to reject
the proposal).

The results of the Council’s second reading on compulsory expenditure
produce what are, as a rule, the final amounts, since the Council has the
last say on this category of expenditure, unless Parliament subsequently
rejects the entire draft budget.

2.6. Parliament’s second reading and adoption of the budget

1) Procedure, timetable and voting rules (Article 272(6)
of the EC Treaty)

The internal procedure is practically the same as for the first reading.

However, as the Council has already had the last say on compulsory
expenditure on its second reading, Parliament is mainly concerned with
non-compulsory expenditure, where it can either accept or refuse the
Council’s proposals.

Within 15 days after the draft budget has been placed before it, Parlia-
ment, acting by a majority of its members and three fifths of the votes
cast, may therefore amend or reject the changes made by the Council to
its amendments and adopt the budget accordingly.
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If Parliament does not act within these 15 days, the budget is deemed to
be finally adopted in the form of the draft produced by the Council on
second reading.

The timetable is such that Parliament generally gives the budget its sec-
ond reading in the second week of December.

2) Parliament’s second reading of the budget and establishment
of the rate of increase for non-compulsory expenditure
(Article 272(9) of the EC Treaty)

Section 2.1, point 2 of this chapter (‘Establishment of the maximum rate
of increase for non-compulsory expenditure’) sets out the conditions
under which the Commission sets the maximum rate of increase and
under which the budgetary authority may exceed this level.

Until 1987, Parliament’s second reading of the budget produced serious
clashes between the two arms of the budgetary authority on the rate of
increase for non-compulsory expenditure (). Parliament’s endeavours to
extend its budgetary powers (and, thus, to promote or influence certain
Community policies) were directed in particular at the possibility of rais-
ing the rate of increase above the statistical maximum rate referred to in

Article 272(9) of the Treaty.

The new budgetary rationale stemming from the Interinstitutional Agree-
ments of 1988, 1993, 1999 and 2006 has contributed to ‘neutralising’ the
maximum rate of increase.

3) Final adoption of the budget

Article 272(7) provides that, when the budgetary procedure has been com-
pleted, the President of Parliament declares the budget finally adopted.

After the final adoption of the budget, each Member State is bound to
pay over to the Commission the sums due so that it can implement the
budget (Article 17 of the Financial Regulation). This allows commitment
of the appropriations entered in the budget with effect from 1 January
(Article 8).

(')  SeePart 1 ‘The development of the Community’s financial system’.



222 EUROPEAN UNION PUBLIC FINANCE

The declaration of final adoption confirms the status of the budget as
authentic.

In this connection, the Court of Justice stated in its judgment of 3 July 1986
in Case 34/86 that the President of Parliament was not an independent
budgetary authority but simply an organ of one of the two arms of the
budgetary authority. In the event of disagreement between the Council
and Parliament, the President of Parliament should therefore refrain from
declaring the budget finally adopted.

In practice, if there is no adverse reaction from the Council or its rep-
resentatives during the vote in plenary, Parliament’s President notes the
Council’s tacit agreement to the rate of increase for non-compulsory
expenditure resulting from Parliament’s second reading and accordingly
adopts the budget.

3. Amending budgets

3.1. Definition and procedure

‘If there are unavoidable, exceptional or unforeseen circumstances, the
Commission may present preliminary draft amending budgets’ (Article 37(1)
of the Financial Regulation).

The purpose of amending budgets is to provide a suitable means of adjust-
ing budget forecasts to real requirements during the year.

There are also amending budgets relating solely to revenue, which adjust
the forecasts made in the initial budget either upwards or downwards in
line with the actual own resources collected during the year.

Amending budgets are subject to the same rules of procedure as the gen-
eral budget. As regards the date for presentation, Article 37(2) of the
Financial Regulation states: “The Commission shall, save in exceptional
circumstances, submit any preliminary draft amending budget to the
Council by 1 September each year at the latest’.
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3.2. ‘Balance’ amending budget

Closure of the previous year’s accounts on 1 May each year allows cal-
culation of the positive or negative balance resulting from the differences
between the receipts forecast in the budget and those which actually
materialise, and from underspending of the payment appropriations pro-
vided for in the budget.

Article 15 of the Financial Regulation states that ‘the balance from each
financial year shall be entered in the budget for the following financial
year as revenue in the case of a surplus or as a payment appropriation in
the case of a deficit’.

Entry of the balance for year n in the budget is proposed in a preliminary
draft supplementary and/or amending budget presented in late April or
early May of year n+1 once the final balance is known. Part of this balance
may be entered in advance in year n by means of a letter of amendment.

4. Letters of amendment

4.1. Definition and procedure

The Commission may, on its own initiative or at the request of the other
institutions with their own budget section, present a letter of amendment
to the preliminary draft budget in the light of information which was not
available when the preliminary draft was established. Irrespective of the
stage reached in the procedure, the letter of amendment always relates to
the preliminary draft budget and is incorporated into the current budget-
ary procedure after two readings in both Parliament and the Council.

The object of letters of amendment is to adjust forecasts to any significant
changes occurring between establishment of the preliminary draft and
Parliament’s first reading.

However, save in very exceptional circumstances, the Commission must
put any such letter of amendment to the Council at least 30 days before
Parliament’s first reading of the draft budget, and the Council must put
the letter of amendment to Parliament at least 15 days before the first
reading (Article 34 of the Financial Regulation).
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4.2. Ad hoc letters of amendment

Annex II to the Interinstitutional Agreement states that ‘if it considers it
necessary, the Commission may present to the budgetary authority an ad
hoc letter of amendment to update the figures underlying the estimate of
agricultural expenditure in the preliminary draft budget and/or to correct,
on the basis of the most recent information available concerning fisher-
ies agreements in force on 1 January of the financial year concerned, the
breakdown between the appropriations entered in the operational items
for international fisheries agreements and those entered in reserve. That
letter of amendment must be sent to the budgetary authority before the
end of October’. Given the pressure of time, it must usually be adopted
after one reading and, as compulsory expenditure, is incorporated in the
draft budget during the Council’s second reading in November.

In view of the volume of agricultural expenditure in the budget, the ad
hoc letter of amendment often has a considerable impact on the increase
in payment appropriations. For this reason, the Council insists that the
Commission includes an estimate of the balance in this letter of amend-
ment; any surplus reduces the total payment appropriations.

Each year there are usually between one and three letters of amendment dur-
ing the budgetary procedure, including the ad hoc letter of amendment.
5. Rejection of the budget and the consequences

Parliament, as one arm of the budgetary authority, has the power to reject
the budget: this is one of its most important prerogatives.

It made use of this power in December 1979 for the 1980 budget and in
December 1984 for the 1985 budget (1).

5.1. Conditions required to reject the budget

Article 272(8) of the EC Treaty states that Parliament, acting by a major-
ity of its members and two thirds of the votes cast, may, if there are

(')  SeePart 1 ‘The development of the Community’s financial system’.
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important reasons, reject the draft budget and ask for a new draft to be
submitted to it.

The expression ‘if there are important reasons’ has no real legal signifi-
cance; rejection of the budget is a political act.

5.2. The consequences of rejection

1) The ‘third reading’ of the budget

In order to maintain continuity in the public service, it is necessary to
extend the procedure until the budget is finally adopted. To this end,
Article 272(8) of the Treaty provides that Parliament, when rejecting the
budget, will ask for a new draft to be submitted to it.

There then arises a problem of interpretation as regards the stage of the
budgetary procedure at which the deliberations of the budgetary authority
should resume: should the Commission produce a new preliminary draft
or is it sufficient for the Council and Parliament to return to the stage
reached in the budgetary procedure just before the budget was rejected?

As the objective is to complete the procedure as soon as possible, the first
solution has never prevailed (except in the very special case of rejection
of supplementary and amending budget No 1/1982, when the Commis-
sion restarted the procedure by presenting supplementary and amending
budget No 1/1983).

Generally speaking, after a budget has been rejected, the Commission
presents ‘new budget proposals’ to amend the draft budget produced by
the Council on its second reading.

These new proposals are put to the Council and Parliament so that they
can come to an agreement as soon as possible during a ‘third reading’ for
which the Treaties make neither provision nor formal arrangements. In
practice, a pragmatic approach is adopted, the two arms of the budgetary
authority having eventually to come to an agreement so that the Com-
munity can have a budget.
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2) The provisional-twelfths arrangements
(a) The provisions of the Treaty

To ensure continuity of the public service, Article 273 of the EC Treaty
established the provisional-twelfths arrangement.

If, at the beginning of a financial year, the budget has not yet been voted,
a sum equivalent to not more than one-twelfth of the budget appropria-
tions for the preceding financial year may be spent each month in respect
of any chapter or other subdivision of the budget; this arrangement must
not, however, have the effect of placing at the disposal of the Commission
appropriations in excess of one-twelfth of those provided for in the draft
budget being prepared.

The Council may, acting by a qualified majority, authorise expenditure in
excess of one-twelfth.

If the decision relates to non-compulsory expenditure, the Council trans-
mits it immediately to Parliament; within 30 days Parliament, acting by
a majority of its members and three fifths of the votes cast, may adopt a
different decision on the expenditure in excess of the one-twelfth referred
to above. This part of the Council’s decision is then suspended until Par-
liament has taken its decision.

If, at the end of the 30 days, Parliament has not taken a decision which dif-
fers from the Council’s decision, the latter is deemed to be finally adopted.

(b) Article 13 of the Financial Regulation

Article 13 of the Financial Regulation also states that commitments may
be made per chapter, up to a maximum of one-quarter of the total allot-
ted appropriations in the chapter in question of the previous financial
year plus one-twelfth for each month which has elapsed.

Payments may be made monthly per chapter, up to a maximum of one-
twelfth of the allotted appropriations in the chapter in question of the
preceding financial year.

The limit of the appropriations provided for in the draft budget in prepa-
ration may not be exceeded.
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At the request of the Commission, and without prejudice to the above
rules, to satisfy management requirements the Council, acting by a quali-
fied majority, may, after consulting Parliament, authorise the simultan-
eous expenditure of two or more provisional twelfths.

(c) Problems with operating the provisional-twelfths arrangements

The different cases of application: the provisional-twelfths arrangements
apply not only in the extreme case of rejection of the budget but also
when the Council fails to adopt a draft budget on time (as was the case
for 1988) and when the President of Parliament has not declared the
budget finally adopted (as was the case for 1987).

Utilisation of appropriations by chapter: Article 273 of the Treaty pro-
vides for appropriations to be used by chapter under the provisional-
twelfths arrangements. However, the Financial Regulation provides that
the Council may, exceptionally, authorise the total for a specific chapter
to be exceeded, provided it is offset against another chapter. In practice,
this provision is equivalent to a transfer mechanism under the provisional-
twelfths arrangements.

The dual limit rule determines the amounts available under the twelfths
arrangements for any given budget chapter. The amount available must
always be the lowest possible; as a rule, a level of one-twelfth of the
appropriations provided in the budget for the preceding year must never
be exceeded. However, if the appropriations entered in the draft budget
are lower, then under the dual limit rule only one-twelfth of this lower
amount is available to the Commission.

The object of the dual limit rule is to ensure continuity in the European
public service, but without making available to the Commission more
appropriations than are planned for the budget being prepared, which, in
principle, reflect the Community’s actual needs.

This rule poses a problem of interpretation when a budget is rejected:
the Commission argues that once the budgetary procedure has started,
account must be taken of the stages reached up to the point of rejection
of the budget and that the limit should therefore be the amount proposed
in the draft budget rejected or in the draft at the last stage of exami-
nation. The Council and Parliament, on the other hand, maintain that
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the entire budgetary procedure must begin again from the start and that
there is therefore no real dual limit until the Commission has presented
new budget proposals.

Making revenue available: on the revenue side of the budget, when the
provisional-twelfths arrangements are in operation, there is no problem
with making available traditional own resources (which are collected on
behalf of the Community and made available automatically).

As regards VAT and GNI-based own resources, the own resources deci-
sion states that if, at the beginning of the financial year, the budget has
not been adopted, the existing VAT and GNI rates of call shall remain
applicable until the new rates enter into force.

Moreover, the twelfth subparagraph of Article 10(3) of Regulation (EC,
Euratom) No 1150/2000 of 22 May 2000 implementing the system of
the Communities’ own resources provides for calculation of twelfths on
the basis of the amount entered in the last budget finally adopted. The
adjustment must be made on the first due date following final adoption of
the budget if it is adopted before the 16th of the month. Otherwise, the
adjustment must be made on the second due date following final adoption
of the budget.

This arrangement provides the Community with sufficient resources to
meet its day-to-day requirements.

6. Provisions of the Interinstitutional Agreement
on improvement of the budgetary procedure

The Interinstitutional Agreements of 1988, 1993, 1999 and 2006 consid-
erably improved the course of the budgetary procedure by establishing a
formal procedure for interinstitutional collaboration, which provides a
framework for discussing and resolving disputes between the two arms of
the budgetary authority (see point 1.3 of this chapter: “The impact of the
1988 financial reform’ and Section 2 “The stages in the budgetary proce-
dure’), and by setting out specific provisions in certain areas of dispute,
such as the classification of expenditure, the maximum rate of increase
for non-compulsory expenditure in the absence of a financial framework,
the entry of financial provisions in legislative instruments, legal bases,
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expenditure relating to fisheries agreements and the financing of the com-
mon foreign and security policy (CFSP).

One of the fields for which the 2006 Interinstitutional Agreement does
not include specific provisions is the ‘third pillar’ of the Maastricht and
Amsterdam Treaties relating to cooperation in the fields of justice and
home affairs, for which the expenditure may or may not be incorporated
in the general budget ().

6.1. Classification of expenditure

Point 35 of the 2006 Interinstitutional Agreement (ITA) states that ‘the
preliminary draft budget is to contain a proposal for the classification of
each new budget item and of each item with an amended legal base’.

If they do not accept the classification proposed by the Commission in the
preliminary draft budget, Parliament and the Council will examine the
classification of the budget item concerned on the basis of Annex III, which
forms an integral part of the ITA, and agreement will be sought during the
interinstitutional conciliation procedure provided for in Annex II.

Annex III to the ITA (see Annex) therefore becomes the reference for clas-
sification of budget items, avoiding some of the difficulties with interpret-
ing the definition of compulsory expenditure in the Treaty.

6.2. Maximum rate of increase for non-compulsory
expenditure in the absence of a financial framework

In the absence of a financial framework, the provisions in Article 272(9)
of the EC Treaty on the maximum rate of increase apply. The IIA makes
the following arrangements for applying these provisions.

— Parliament’s margin for manoeuvre, set by these provisions at half
the maximum rate, applies as from the draft budget established by
the Council on first reading. The maximum rate of increase must be
respected in the annual budget, including any amending budgets.

() See Chapter 10 on the principle of unity and Chapter 13, Section 3.
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— If so required, agreement on a new rate, higher than the maximum
rate of increase, for commitment and/or payment appropriations for
non-compulsory expenditure can be secured by means of the concili-
ation procedure.

6.3. Incorporation of financial provisions in legislative acts

Legislative instruments concerning multiannual programmes adopted
under the co-decision procedure contain a provision laying down the
financial allocation for the programme for its entire duration. That
amount will be the prime reference figure during the annual budgetary
procedure. The budgetary authority undertakes not to depart from this
amount except in duly justified circumstances.

On the other hand, legislative instruments concerning multiannual pro-
grammes not subject to the co-decision procedure do not have to con-
tain an ‘amount deemed necessary’. If a financial reference is nevertheless
included by the Council, it must be made clear that it is illustrative, and
the relevant provision of the Interinstitutional Agreement must be cited
(point 38).

These provisions reaffirm the role of the financial statement provided for
in the Financial Regulation.

It reflects, in financial terms, the objectives of the programme and includes
a schedule covering its entire duration.

It will be revised, where necessary, and forwarded to the budgetary
authority when the preliminary draft budget is presented and after the
budget is adopted.

6.4. Legal bases

Implementation of appropriations entered in the budget requires prior
adoption of a basic act (an act of secondary legislation which provides a
legal basis for the Community action — whether a regulation, directive or
decision).

However, the following may be implemented, within certain limits, with-
out a basic act:
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— appropriations for pilot schemes of an experimental nature designed
to test the feasibility of an action and its usefulness. The relevant com-
mitment appropriations may be entered in the budget for not more
than two successive financial years and may not exceed EUR 40 mil-
lion a year for all the pilot projects;

— appropriations for preparatory action in the field of application of the
EC Treaty and the Euratom Treaty and of Title VI of the Treaty on
European Union, designed to prepare proposals with a view to the
adoption of future action (subject to a limit of three financial years
and EUR 50 million per financial year for the total amount of the new
budget lines concerned, and a further limit of EUR 100 million for the
total amount of appropriations actually committed);

— appropriations for preparatory measures in the field of Title V of the
Treaty on European Union (concerning common foreign and secu-
rity policy — CFSP). These measures must be limited to a short period
of time and designed to establish the conditions for European Union
action in fulfilment of the objectives of the CFSP and for the adoption
of the necessary legal instruments;

— appropriations for one-off actions, or even actions for an indefinite
duration, carried out by the Commission by virtue of tasks resulting
from its prerogatives at institutional level pursuant to the EC Treaty
and the Euratom Treaty other than its right of legislative initiative and
under specific powers directly conferred on it by those Treaties;

— appropriations for the operation of each institution under its admin-
istrative autonomy.

The first two exceptions listed above — pilot projects and preparatory
action — introduce an element of flexibility at both institutional and legis-
lative levels: Parliament often initiates these activities, although not exclu-
sively, thus breaching the Commission’s monopoly of initiative within the
strict limits provided for in the Interinstitutional Agreement. It should
also be noted that the budgetary decision relating to these activities pre-
cedes and gives rise to the legislative decision, reversing the usual order.

The pilot projects and preparatory action must not relate to activities
which are already covered by legal bases in force as this would introduce
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some redundancy and impair the budgetary decisions relating to the legal
bases concerned. It is also routine to allow a pilot project to become
preparatory action when there are plans to draw up a legal base. Finally,
preparatory action cannot be adopted for three consecutive years unless
a legal base for it has already been proposed, in which case the prepara-
tory action would maintain continuity pending introduction of the legal
base.

6.5. Expenditure relating to fisheries agreements and the
financing of the common foreign and security policy (CFSP)

Amounts relating to the fisheries agreements in force on 1 January of the
year in question will be entered on the appropriate budget line.

Amounts relating to agreements which are to come into force after that
date are entered in the reserve.

The budgetary authority reaches agreement on these amounts within the
conciliation procedure. If the amounts prove insufficient, a preliminary
consultation takes place, based on information and, possibly, proposals
presented by the Commission on what measures should be taken.

There is still some uncertainty about the classification of the reserve for
fisheries agreements: while fisheries agreements which have already been
concluded are classified in the Interinstitutional Agreement as compulsory
expenditure, the appropriations placed in reserve for agreements which
have not yet been concluded are placed in a reserve chapter which is usu-
ally considered to fall under non-compulsory expenditure. The appropri-
ations in the reserve for fisheries agreements are therefore considered as
compulsory expenditure by the Council and as non-compulsory expendi-
ture by Parliament.

For the financing of the CFSP, the institutions must come to an agree-
ment in the interinstitutional conciliation procedure on the amount of
operational expenditure to be entered in the budget. In the absence of an
agreement, the amount contained in the previous budget or the amount
proposed in the preliminary draft budget is entered, whichever is the
lower. Based on foreseeable needs and allowing a reasonable safety mar-
gin, these appropriations are entered on the budget lines specifically pro-
vided for the purpose and may not be placed in reserve.
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Should the allocations prove insufficient in the course of the financial
year, the two arms of the budgetary authority must seek a solution as a
matter of urgency, on a proposal from the Commission.
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Chapter 12

Revenue

1. General overview

The revenue of the general budget of the European Union can be divided
into two main categories: own resources and other revenue. This is laid
down in Article 269 of the Treaty establishing the European Union,
which states that: “Without prejudice to other revenue, the budget shall
be financed wholly from own resources’.

The main bulk of budgetary expenditure is financed by the system of
own resources, as introduced in 1970 by Council Decision 70/243/ECSC,
EEC, Euratom of 21 April 1970 (ORD 1970). Other revenue represents
only a very minor part of total financing ().

There are now three main categories of own resources: traditional own
resources, the VAT-based resource and the GNI-based resource. These
are supplemented by various correction mechanisms.

Revenue from traditional own resources is not sufficient to cover EU
budget expenditure. On average, the share of traditional own resources
(net 75 %, i.e. after deduction of 25 % retained as collection costs) in
total own resources reached around 15 % over 2000-06.

(') On average, other revenue amounted to around 3 % of total revenue over 2000-06
(excluding the surpluses carried over from the previous year, which themselves are
mainly a consequence of the difference between the outturn of own resources payments
and of expenditure in the preceding year). For detailed historical data on revenue, see
the annexes of the ‘EU Budget Financial Report’, as available on: http://ec.europa.eu/
budget/publications/fin_reports_en.htm.
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This is why ORD 1970 established a second own resource, based on value
added tax (VAT), to finance the Community budget. Revenue from this
resource, which accrued as of 1979, gradually became the main source of
financing, but turned out also to be insufficient to cover Community expend-
iture in the mid-1980s. Thus Council Decision 88/376/EEC, Euratom of
24 June 1988 (ORD 1989) introduced a new resource based on Member
States’ wealth (ESA 79 GNP, later replaced in 2002 by ESA 95 GNI).

The GNI-based resource (the ‘residual’ resource) is determined so that total
revenue balances total expenditure. The GNI-based resource has gradually
become the most important source of financing of the EU budget, repre-
senting on average 60 % of total own resources payments over 2000-06.

The different own resources are explained in more detail in Section 2
and other revenue in Section 3 of this chapter. Finally, the sequential use
of the different sources of revenue to finance budgeted expenditure is
explained in Section 4. Figures and tables presenting the system of own
resources can be found on the European Commission Internet site ().

2. Own resources

2.1. Traditional own resources

Traditional own resources (comprising customs duties, agricultural
duties, and sugar and isoglucose levies) were introduced in 1970 and are
levied on economic operators and collected by Members States on behalf
of the EU. Member States retain 25 % of the amounts collected, to cover
collection costs.

Revenue deriving from traditional own resources are: ‘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 Communities in respect of trade
with non-member countries ... as well as contributions and other duties
provided for within the framework of the common organisation of the
markets in sugar’ (Article 2(1)(a) of Council Decision 2007/436/EC,
Euratom of 7 June 2007 (ORD 2007)). Following the implementation

(Y)  http:/lec.europa.eu/budget/documents/annual_budgets_reports_accounts_en.htm.
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into EU law of the Uruguay round agreements on multilateral trade, there
will no longer be any material difference between agricultural duties and
customs duties. Therefore this distinction will be removed when the ORD
2007 enters into force.

Assigning customs duties to the financing of common expenditure is the
logical consequence of the free movement of goods within the EU.

Since 2001 Member States have retained, as collection costs, 25 % of the
established amounts of traditional own resources. Before 2001, 10 % was

retained, but this percentage was increased to 25 % by Council Decision
2000/597/EC, Euratom of 29 September 2000 (ORD 2000).

2.2. The VAT-based own resource

1) Definition

VAT-based payments derive from the application of a call rate to Member
States” VAT bases set according to harmonised rules (see below).

However, VAT bases are capped at 50 % of GNI. This percentage was
initially 55 % from 1988 to 1994, but was then gradually reduced to
50 % of GNP as of 1999 under Council Decision 94/728/EC, Euratom
of 31 October 1994 (ORD 1994).

The capping of the VAT base reflects the intention to remedy the regres-
sive aspects of the VAT-based resource, which is seen as penalising the
less wealthy Member States.

2) Calculation of the base

The harmonised VAT base is calculated by the relevant Member State
using what is known as the ‘revenue method’. It consists of dividing the
total annual net VAT revenue collected by the Member State in ques-
tion by the weighted average rate of VAT, i.e. an estimate of the average
rate applicable to the various categories of taxable goods and services, to
obtain the intermediate VAT base. The intermediate base is subsequently
adjusted with negative or positive compensations in order to obtain a
harmonised VAT base pursuant to the Sixth Council Directive 77/388/
EEC of 17 May 1977 and subsequent amendments.
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3) The call rate of the VAT-based resource

ORD 2007 fixed the VAT call rate at 0.3 % (with, over the period 2007-13
only, a reduced rate of 0.225 % for Austria, 0.15 % for Germany and
0.10 % for the Netherlands and Sweden).

However, under ORD 2000, the actual VAT call rate (the ‘uniform’ rate)
corresponded to the difference between the ‘maximum’ call rate and what
is known as the ‘frozen’ rate (conditional upon the size of the UK correc-
tion, see hereafter).

The ‘maximum’ call rate, initially set at 1 % over the period 1974-79,
was later increased to 1.4 % by ORD 1985 and then gradually reduced
by ORD 1994 (by 0.08 % per year to 1.32 % in 1995, 1.24 % in 1996,
1.16 % in 1997, 1.08 % in 1998 and 1.0 % in 1999 and onwards). ORD
2000 further reduced the ‘maximum’ call rate to 0.75 % in 2002 and
2003 and, from 2004 onwards, to 0.50 %.

The ‘frozen’ rate is a relic from the pre-1988 period, when it was needed
to ensure that no Member State would contribute more than the maxi-
mum rate of call for the VAT-based resource, including its contribution to
the financing of the UK correction (which was added to Member States’
VAT-based payments). The ‘frozen rate’ corresponds to the ratio between
the amount of the UK correction (') and the sum of the capped VAT bases
of all the Member States, taking into account the fact that the United
Kingdom is excluded from the financing of its correction and that the
share of Austria, Germany, the Netherlands and Sweden in the financ-
ing of the correction is reduced by three-quarters. The ‘frozen rate’ is
deducted from the maximum rate of call. The result gives the actual rate
of call Member States have to pay (the ‘uniform’ rate).

ORD 2007 provided for significant improvements in transparency and
simplicity, as compared to the very complex ‘frozen’ rate system, by fixing
the VAT call rate at 0.30 % (with, for the period 2007-13 only, a reduced
call rate of 0.225 % for Austria, 0.15 % for Germany and 0.10 % for the
Netherlands and Sweden).

(')  The UK correction in question is the one for the preceding year; see hereafter.
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2.3. The GNI-based resource

1) Definition

Since 1988, GNP/GNI-based payments also constitute own resources.
These payments result from the application of a call rate — set so that total
revenue balances total expenditure — to Member States’ GNP/GNI bases.

Since 1988, this resource has been the cornerstone of the own resources
system for financing the EU budget, notably for the following reasons:

— The GNI-based resource is a ‘residual’ resource, providing the revenue
required to cover expenditure in excess of the amount yielded by tradi-
tional own resources and VAT-based payments in any particular year.
By implication, the GNI-based resource ensures that the EU budget is
always balanced ex ante.

— The GNI-based resource guarantees stability in budget revenues in the
medium term, within the overall ceiling for the total amount of own
resources that may be assigned to the EU budget (1.24 % of EU GNI).
ORD 1988 initially created this ceiling, fixed it at 1.15 % of GNP
in 1988 and raised it to 1.20 % in 1992, a level which was further
raised by ORD 1994 from 1.21 % in 1995 to 1.27 % in 1999, later
recalculated as 1.24 % of GNI in 2001 — see COM(2001) 801 final of
28 December 2001.

— The GNI-based resource contributes to improving the equity of gross
contributions across the Member States by making contributions more
proportional to each Member State’s ability to pay. The Berlin Euro-
pean Council of 24 and 25 March 1999, and resulting ORD 2000,
took a step further in this direction by establishing the GNI-based
resource as the dominant resource, thus improving the fairness of the
EU budget financing system.

2) The call rate of the GNI-based resource

The GNI call rate is determined by the additional revenue needed to
finance the budgeted expenditure not covered by the other resources
(VAT-based payments, traditional own resources and other revenue). As
in the case of VAT, a call rate is applied to the GNI of each of the Member
States.
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In addition, over the period 2007-13 only, ORD 2007 introduced a reduction
in annual GNI-based payments for the Netherlands and Sweden correspond-
ing to ‘lump sums’ of respectively EUR 605 million and EUR 150 mil-
lion (in constant 2004 prices). These ‘lump sums’ are financed by all
Member States, including the Netherlands, Sweden and the United Kingdom,
since these lump sums are granted after calculation of the UK correction and
therefore have no impact on the calculation of the UK correction.

2.4 The UK correction

The budgetary imbalance correction mechanism in favour of the United
Kingdom (UK correction) was introduced by the European Council in
Fontainebleau in June 1984 and the resulting ORD 1985. The purpose
of the mechanism was to reduce the UK budgetary imbalance through a
reduction in its payments to the Community. The imbalance was initially
calculated as the difference between the UK share in total EU (uncapped)
VAT-bases and the UK share in total EU expenditure allocated to Member
States, this difference being then multiplied by total EU expenditure allo-
cated to Member States. The UK contribution was subsequently reduced
by 66 % of the budgetary imbalance thus calculated.

The mechanism was subsequently modified by ORD 1988 to neutralise
the introduction of the GNP/GNI-based resource and the capping of the
VAT-based resource. The idea behind this so-called ‘UK advantage’ is to
neutralise for the UK all changes to own resources decisions since 19835,
resulting in a global UK contribution to the Community budget as if the
financing system created by the Fontainebleau European Council were
still in force. ORD 1994 essentially confirmed the previous arrangements.
ORD 2000 established new rules for the UK correction financing (further
reducing the contribution of Germany, from two-thirds as was the case
from 1985 to 2001, to one-quarter as of 2002, and extending this later
reduction to the Netherlands, Austria and Sweden) and provided that cer-
tain windfall gains, resulting from changes extraneous to the UK correc-
tion mechanism but potentially benefiting the United Kingdom, should
be neutralised (notably windfall gains related to the increase, from 10 %
to 25 % as of 2001, in the share of traditional own resources retained as
collection costs and windfall gains related to pre-accession expenditure
in countries which joined the EU after 30 April 2004). ORD 2007 sup-
presses these later windfall gains from 2014 onwards and progressively
introduces a new enlargement-related deduction from 2009 onwards.
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1) Calculation of the amount of the correction

The initial steps, pursuant to ORD 1985, consist of:

(i) calculating the difference, in the preceding financial year, between:
— the UK share of total EU (uncapped) VAT bases, and

— the UK share of total EU expenditure allocated to Member States;

(ii) multiplying the difference thus obtained by total EU expenditure allo-
cated to Member States;

(iii) multiplying the result under (ii) by 0.66.

The result obtained under (iii) is called the ‘original amount’ of the UK
correction.

Additional steps were later introduced, by subtracting the following elements:

(iv) since 1988, from the result under (iii): the effect of the introduction,
under ORD 1988, of the capping on VAT bases and of the GNP/GNI-
based resource, namely the difference between:

— what the UK payments would have been in the absence of the GNP/
GNI resource and of the capping of VAT bases, and

— and the actual UK GNP/GNI- and VAT-based payments.

The difference referred to in step (iv) is called the ‘UK advantage’, since
it corresponds to the (usually positive) effect for the UK following the
reforms introduced by ORD 1988. By deducting this difference from
the original amount of the UK correction, this effect is neutralised. The
resulting amount is called the ‘core UK correction’.

(v) since 2001, from the result under (iii): the effect of the increase, from
10 to 25 %, in the share of traditional own resources (TOR) retained by
Member States as collection costs. This effect, referred to as “TOR wind-
fall gains’ is the result of the multiplication between:

— 20 % of TOR collected, the percentage of 20 % being the ratio of the
additional share of TOR (15 %) retained as collections costs divided
by net TOR collected (75 %), and
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— the difference between the UK share in total TOR collected and the
UK share in EU (uncapped) VAT bases.

Introduced under ORD 2000, the increase in the share of TOR retained
by Member States as collection costs implies a shortfall in EU revenue
that is made up through additional GNI-based payments. Since Member
States’ share of EU GNI is different from their share of traditional own
resources, this affects the level of their overall contribution. According to
a logic similar to that of the ‘UK advantage’, the effect on the overall UK
contribution is being neutralised by deducting the above difference from
the ‘core UK correction’.

(vi) over the period 2004-13, from total allocated expenditure, see
(i) and (ii) above: the amount of EU pre-accession expenditure to each
country which joined the EU after 30 April 2004, in the last year before
its accession. These amounts are carried forward to subsequent years
and adjusted annually by applying the EU GDP deflator.

From 2014 onwards, ORD 2007 removes the above deduction (vi) intro-
duced under ORD 2000 and introduces, from 2009 onwards, a new
enlargement-related deduction, see (vii) below.

Total allocated expenditure used for the calculation of the UK correction
excludes expenditure in non-member countries (notably pre-accession
expenditure in applicant countries) but includes, upon enlargement, EU
expenditure allocated to new Member States. Accession of a new Mem-
ber State therefore decreases the UK share in total allocated expenditure
and increases total allocated expenditure, both leading to an increase in
the UK correction. The above deduction from total allocated expenditure
ensures that expenditure which is unabated before enlargement remains
unabated after enlargement.

(vii) since 2009, from total allocated expenditure, see (i) and (ii) above:
EU expenditure allocated to each Member State which joined the EU after
30 April 2004 except for agricultural expenditure (). Only 20 % of this
expenditure will be deducted in 2009, 70 % in 2010 and 100 % onwards.

(') This includes the share of rural development expenditure (EADRF) deemed to originate
from the EAGGF Guarantee Section. The part originating from the EAGGF Guidance
Section is deducted from allocated expenditure.
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The above deduction aims at full UK participation in the financing of the
costs of enlargement (except for agricultural expenditure). However, the
additional UK contribution resulting from the above deduction may not
exceed a ceiling of EUR 10.5 billion, in 2004 prices, during the period
2007-13. In the event of further enlargement between 2008 and 2013,
this ceiling will be adjusted accordingly.

The final amount of the UK correction is obtained by deducting from (iii)
the elements (iv) and (v) and by deducting from total allocated expend-
iture, as used in steps (i) and (ii), the elements (vi) and (vii).

2) Financing the correction

The financing of the UK correction is distributed among Member States
according to their shares in EU GNI. The United Kingdom is excluded
from the financing of its own correction. From 1985, Germany’s con-
tribution to financing the UK correction was limited to two-thirds of
its normal share. Since 2002, this has been limited to one-quarter and
extended to the Netherlands, Austria and Sweden.

This extension was introduced primarily in response to arguments by
Austria, Germany, the Netherlands and Sweden that their EU budgetary
burden was excessive and that they deserved more favourable budgetary
treatment. An inevitable result of this arrangement is that the burden of
financing the UK correction has now shifted to the remaining Member
States, a group that includes those benefiting from the Cohesion Fund.

3. Other revenue

Other revenue is covered by Titles 4 to 9 of the general statement of rev-
enue of the EU budget (1).

Title 4 covers revenue accruing from persons working with the institu-
tions and other EU bodies (taxes on salaries and pensions, and staff con-
tributions to the pension scheme).

(") The surplus available from the preceding financial year is recorded in Title 3 (Article 300).
However, this surplus is itself mainly a consequence of the difference between the outturn
of own resources payments and expenditure in the previous year.
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Title 5 covers revenue accruing from the administrative operation of the
institutions, such as proceeds from the sale of property, from letting and
hiring, from the supply of services and from bank interest.

Title 6 covers contributions and refunds in connection with EU agreements
and programmes (repayment of miscellaneous expenditure, revenue from
services rendered against payment, contributions under specific agreements,
financial corrections, and revenue relating to the European Agricultural
Guarantee Fund, the European Agricultural Fund for Rural Development,
and temporary restructuring amounts in the EU sugar sector).

Title 7 covers interest on late payments and fines (e.g. interest on late
payment of own resources by Member States or fines on companies for
infringing EU competition rules).

Title 8 covers revenue from EU borrowing and lending operations.
Title 9 covers miscellaneous revenue.

Other revenue is the result of the EU’s normal activities; this revenue
bears witness to the EU’s status as a legal entity and its power of inde-
pendent action.

4. The budgetary logic of financing
the European Union

4.1. Equilibrium ex ante

The EU budget is known as an expenditure budget, in that expenditure
is estimated prior to the calculation of the revenue that will be needed to
finance it. The budget is always in balance ex ante.

Recourse to the different sources of revenue is sequential, i.e. a series of
successive balances is calculated.

First, the expected proceeds from other revenue and any estimated sur-
pluses from the previous year are subtracted from the total forecast
volume of expenditure. The remaining expenditure is financed by own
resources.
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Within the category of own resources, the estimated revenue from tradi-
tional own resources is deducted first. The next step is to calculate the
amount of the VAT-based resource. The remaining amount of expendi-
ture is financed by the GNI-based resource. The GNI-based resource is
the ‘residual’ resource that provides the revenue required to cover expend-
iture in excess of the sum of all the other sources of revenue.

4.2. Balance for the year

The balance of the budgetary year is determined by the actual outturn
of revenue and expenditure. A surplus is carried over to the following
budgetary year, thus reducing the amount of own resources needed in
that year by means of a lower call rate for the GNI resource. A deficit
would be likewise carried over, increasing the rate of call of GNI needed
to balance the budget ex ante. A deficit is, however, exceptional and has
occurred only three times, in 1977, 1984 and 1986.

The precise rules for drawing up the balance of the financial year are
laid down in Council Regulation (EC, Euratom) No 1150/2000 of
22 May 2000 (") and in Council Regulation (EC, Euratom) No 1605/2002
of 25 June 2002.

The balance of a given financial year is made up of the difference
between:

(1) all the revenue collected in respect of that financial year, which means
traditional own resources established and made available to the Com-
mission, called and paid VAT-based and GNI-based resources, and
proceeds from other revenue; and

(2) payments made against appropriations for that financial year increased
by the amount of appropriations for the same financial year carried
over to the following budgetary year.

To this difference is then added (or subtracted from it if the difference is
negative) the net amount of appropriations carried over from the previous

(') Council Regulation (EC, Euratom) No 1150/2000 of 22 May 2000 implementing Deci-
sion 94/728/EC, Euratom on the system of the Communities’ own resources (OJ L 130,
31.5.2000, p.1).
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financial year that have been cancelled, together with some other items
resulting from exchange rate variations.

The resulting surplus is usually included in an amending budget in the
following year. The Commission may, however, anticipate a surplus by
proposing a letter of amendment to the preliminary draft budget in order
to enter part of the expected surplus in the following year’s budget.

4.3. VAT and GNI balances

Member States’ VAT- and GNI-based payments are calculated using the
VAT and GNI bases for the year in question, as forecast at the time of
drafting of the preliminary draft budget. This forecast is later revised
once during the budgetary year in question and budgeted in an amending
budget. Member States’ payments are adjusted accordingly.

However, final data for the VAT and GNI bases are not available until the
end of the year following the budgetary year in question. The difference
between what Member States should have paid according to the final
bases and what they actually paid on the basis of the (revised) budget-
ary forecast is consequently called in the year after the budgetary year
to which they refer. These VAT and GNI balances are calculated by the
Commission, and Member States have to make the balances available for
the first working day of December. Corrections to the final VAT and GNI
bases can also be made in subsequent years. The previously calculated
balances will then be adjusted and the difference called together with the
VAT and GNI balances for the previous year.



Chapter 13

Expenditure by heading
1. Introduction

1.1. Content of the multiannual financial framework

The multiannual financial framework (MAFF) 2007-13 was formally
adopted on 17 May 2006 when the European Parliament, the Council
and the Commission signed the Interinstitutional Agreement (IIA) on

budgetary discipline and sound financial management(!). Three main
priorities have been identified for the 2007-13 MAFF:

— integrating the single market into the broader objective of sustainable
growth, mobilising economic, social, and environmental policies to
that end; the goals for this priority are competitiveness, cohesion and
the preservation and management of natural resources;

— giving more substance to the concept of European citizenship by join-
ing up the area of freedom, justice, and security with access to basic
public goods and services;

— establishing a coherent role for Europe as a global player — inspired
by its core values — in assuming its regional responsibilities, promot-
ing sustainable development and contributing to civilian and strategic
security.

() http:/feur-lex.europa.eu/LexUriServ/site/en/oj/2006/c_139/c_13920060614en00010017.pdf.
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1.2. Structure and ceilings of the multiannual

financial framework 2007-13

Whereas Agenda 2000 (1) contained eight headings (11 including sub-
headings), the framework for 2007-13 has six headings (eight including
subheadings or sub-ceilings) and is therefore simpler and less rigid.
Having a smaller number of headings not only reflects the broad policy
goals, but also creates vital breathing space to allow for developments
that cannot always be precisely predicted 10 years in advance.

— Heading 1: Sustainable growth

()

This heading is divided into two separate, but interlinked components:

la. Competitiveness for growth and employment, encompassing
expenditure on research and innovation, education and training,
trans-European networks, social policy, the internal market and
accompanying policies;

1b. Cohesion for growth and employment, designed to enhance con-
vergence of the least developed Member States and regions, to com-
plement the EU strategy for sustainable development outside the less
prosperous regions and to support inter-regional cooperation.

Heading 2: Preservation and management of natural resources

This includes the common agricultural and fisheries policies, rural develop-
ment, environmental measures, and veterinary and phytosanitary actions.

Heading 3: Citizenship, freedom, security and justice

This heading reflects the growing importance attached to two fields
where the Union has been assigned new tasks:

3a. Freedom, Security and Justice: justice and home affairs, border
protection, immigration and asylum policy;

3b. Citizenship: public health and consumer protection, culture, youth,
information and dialogue with citizens.

http://ec.europa.eu/budget/faq/faq_fin_persp_en.htm#faql1.
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— Heading 4: The European Union as a global player

This covers external action, including pre-accession instruments.
Whereas the Commission proposed to bring the European Develop-
ment Fund (EDF) into the financial framework, the European Council
and the European Parliament agreed to leave it out.

— Heading 5: Administration

This heading covers administrative expenditure for all institutions,
pensions and the European Schools.

— Heading 6: Compensation

Heading 6 includes some temporary post-accession amounts related to
the latest enlargement of the Union (compensation over 2007-13 for
Bulgaria and Romania).

Tables 13.1A and 13.1B present the commitment appropriations for the
financial framework 2007-13 (in constant and current prices). The tables
also take into account the revision of the framework for the financing of
the European Navigation Satellite System programme ‘Galileo’ and the
European Institute of Technology (EIT) (see Chapter 6).

2. Headings

2.1. Heading 1A - Competitiveness for growth and employment

Promoting competitiveness is a key strategic objective of the EU, reflected
in the renewed Lisbon strategy on growth and jobs, which provides a
framework for an ambitious reform process in partnership with the
Member States. The EU budget to promote competitiveness for growth
and employment for 2007-13 comes to EUR 85.6 billion in current prices,
about 8.8 % of the total EU budget. Close to 65 % of this money is being
spent on research and development (R & D). The other main expenditure
areas are transport and energy networks, lifelong learning (education
and training) and the competitiveness and innovation programme (CIP).
Action contributing to the goals of competitiveness, sustainable growth
and employment is being taken in the following areas: internal market,
statistics, the fight against fraud, and taxation and the customs union.
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Table 13.1: Financial framework 2007-13 (revised)
(million EUR at constant 2004 prices)

Commitment 2007 2008 2009 20100 2011 2012 2013 Toel
appropriations 2007-13
1. Sustainable growth 50865 53262 54071 54860 55400 56866 58256 383 580
1a Competitiveness
for growth and 8404 9595 10209 11000 11306 12122 12914 75 550
employment
1b Cohesion for
growth and 42461 43667 43862 43860 44094 44744 45342 308 030
employment
2. Preservation and
management of 51962 54685 54017 53379 52528 51901 51284 369 756
natural resources

of which: market
related expenditure 43120 42697 42279 41864 41453 41047 40645 293105
and direct payments

3. Citizenship,

freedom, security 1199 1258 1380 1503 1645 1797 1988 10770

and justice

3 Eflze?;rgéj““my 600 690 790 910 1050 1200 1390 6630

3b Citizenship 599 568 590 593 595 597 598 4140
4 EUasaglobalplayer 6199 6469 6739 7009 7339 7679 8029 49463
5. Administration (') 6633 6818 6973 7111 7255 7400 7610 49800
6. Compensations 419 191 190 800

Total commitment

.. 117277 122683 123370 123862 124167 125643 127167 864 169
appropriations

as%of GNI  1.08% 1.09% 1.07% 1.05% 103% 1.02% 101% 1.048 %

Total payment 1,00 119805 112182 118540 116178 119659 119161 820 676
appropriations

as%ofGNI  1.06% 1.06% 097% 100% 097% 097% 095% 1.00 %

Marginavailable ~ 0.18%  0.18%  027% 024% 027% 027% 029% 0.24 %

OwnResources Ceiling ) o0 1540 124%  124% 124% 124% 124% 1.24%
as % of GNI

(") The expenditure on pensions included under the ceiling for this heading is calculated net of the staff contributions to
the relevant scheme, within the limit of EUR 500 million at 2004 prices for the period 2007-13.
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Table 13.2: Financial framework 2007-13 (revised)

(million EUR at current prices)

Commitment 2007 2008 2009 2010 2011 2012 2013 Toel
appropriations 2007-13
1. Sustainable growth 53979 57653 59700 61782 63638 66628 69 621 433 001
1a Competitiveness
for growth and 8918 10386 11272 12388 12987 14 203 15433 85 587
employment
1b Cohesion for
growth and 45061 47267 48428 49394 50651 52425 54188 347 414
employment
2. Preservation and
management of 55143 59193 59639 60113 60338 60 810 61289 416 525
natural resources

of which: market
related expenditure 45759 46217 46679 47146 47617 48093 48 574 330 085
and direct payments

3. Citizenship,

freedom, security 1273 136 1523 1693 1889 2105  237% 12221

and justice

3 Eflze?;rgéj““my 637 747 872 1025 1206 1406 166l 7554

3b Citizenship 636 615 651 668 683 699 715 4667
4 EUasaglobalplayer 6578 7002 7440 7893 8430 8997 9595 55935
5. Administration (') 7039 7380 7699 8008 8334 8670 9095 56225
6. Compensations 445 207 210 862

Total commitment

.. 124457 132797 136211 139489 142629 147210 151976 974 769
appropriations

as% of GNI  1.04% 1.06% 1.04% 1.02% 1.00% 099%  0.98% 1.02 %

Total payment
appropriations

as%of GNI  1.02% 1.03% 094% 097% 093% 094% 091% 0.96 %

122190 129681 123858 133505 133452 140200 142408 925294

Marginavailable  0.22%  021% 030% 027% 031% 030%  0.33% 0.28 %

Own Resources Ceiling

25 % of GNI 124% 124% 124% 124% 124% 124% 124% 1.24 %

(") The expenditure on pensions included under the ceiling for this heading is calculated net of the staff contributions to
the relevant scheme, within the limit of EUR 500 million at 2004 prices for the period 2007-13.
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GRAPH 13.1

The structure of expenditure 2007-13
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1) Key initiatives

— The seventh framework programmes (EC and Euratom) for research
and technological development (FP7) set out all the activities of the
Community in that area and in support of research and development
activities in a broad range of scientific disciplines. The programmes are a
crucial instrument in supporting the further development of a European
Research Area (ERA). They play a leading role in supporting European
research and stimulating cooperation across the Union. They finance
collaborative research projects in areas such as health, nanotechnolo-
gies, energy, environment (including climate change) and transport,
taking into account international science and technology cooperation
policy. Another important objective of FP7 is to ensure optimal use and
development of research infrastructure, supporting regional research-
driven clusters and supporting research for the benefit of small and
medium-sized enterprises (SMEs). Through their combined impact,
these programmes will allow for the emergence and reinforcement of
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European poles of excellence in various fields. FP7 also promote mobil-
ity among European researchers and fund individual projects of out-
standing scientific excellence. Through a risk-sharing finance facility
they allow a larger volume of European Investment Bank lending and
guarantee operations, thus improving access to debt financing for pri-
vate investment in research, technological development and demonstra-
tion. A central feature of FP7 is the European Research Council (ERC).
It will be devoted to introducing a new dynamic in research, by putting
a premium on excellence through competition and attracting outstand-
ing scholars. Global amount set for research and technological develop-
ment 2007-13: EUR 54.6 billion.

— With the Trans-European Networks (TEN) programme, the Union
supports the linking of regions and national transport and energy net-
works through modern and efficient infrastructure. The main focus lies
on interconnection and interoperability of national networks together
with access to such networks. In the period 2007-13, TEN for trans-
port will concentrate on 30 priority projects; special attention will be
given to financing the cross-border sections and to projects aiming to
eliminate bottlenecks. Total Community aid for TEN projects in the
field of energy may not exceed 10 % of the total investment cost. For
works in the field of transport, Community financial aid may not in
general exceed 30 % for priority projects for cross-border sections
or 20 % for other priority projects. In addition to the TEN budget
line, trans-European networks are also supported through the Struc-
tural Funds, the Cohesion Fund and loans from the European Invest-
ment Bank. The Marco Polo IT programme supports environmentally
friendly forms of transport such as shipping, rail and inland water-
ways, especially over long distances, in urban areas and on congested
corridors. Global amount set for TEN and Marco Polo 2007-13:
EUR 8.6 billion.

— Galileo is a European flagship industrial project of strategic impor-
tance. It will consist of 30 satellites which will enable maximum cov-
erage of the earth and generate a competitive advantage in measuring
objects in time and space. Global amount 2007-13: EUR 3.4 billion, of
which EUR 400 million is financed under FP7 (see Chapter 6).

— The Lifelong Learning Programme comprises four sectoral programmes
on school education (Comenius), higher education (Erasmus), vocational
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training (Leonardo da Vinci) and adult education (Grundtvig). It con-
tributes to the development of an advanced knowledge society within
the Union, instrumental to sustainable economic growth, more and bet-
ter jobs and greater social cohesion. In concrete terms, the programme
offers opportunities for learners, teachers and trainers to study or teach in
another Member State. Global amount 2007-13: EUR 7.0 billion.

— Erasmus Mundus and Erasmus Mundus II are cooperation and mobility
programmes in the field of higher education, to enhance the quality of
European higher education and to promote intercultural understanding
through cooperation with non-Member States. They also contribute to
increasing the attractiveness of European higher education worldwide.
Global amount 2009-13 (Erasmus Mundus II): EUR 0.5 billion.

— The Competitiveness and Innovation Framework Programme (CIP)
provides a coherent and integrated response to the objectives of the
renewed Lisbon strategy for growth and jobs. The largest of its specific
programmes, the Entrepreneurship and Innovation Programme (EIP),
helps innovative enterprises by providing access to finance through the
European Investment Fund. The EIP also gives SMEs easy access to the
EU via the business support networks. The Information and Commu-
nication Technology (ICT) Policy Support Programme stimulates new
markets for electronic networks, media content and digital technologies.
The Intelligent Energy-Europe Programme supports actions to increase
the uptake and demand for energy efficiency, to promote renewable
energy sources, and to stimulate diversification of fuels and energy effi-
ciency in transport. Global amount 2007-13: EUR 3.6 billion.

— The Community Programme for employment and social solidar-
ity (PROGRESS) groups actions targeting anti-discrimination and
diversity, gender equality, employment incentive measures, working
conditions, social protection and the fight against social exclusion.
It provides financial support for the Social Policy Agenda. Global
amount 2007-13: EUR 0.7 billion.

— Nuclear Decommissioning. The programme aims at closing down
old nuclear power plants and ensures adequate handling of contami-
nated elements and locations. Examples are V-1 Jaslovske Bohunice
in Slovakia and Ignalia in Lithuania. Global amount 2007-13:
EUR 1.3 billion.
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— Fiscalis 2013 and Customs 2013. Customs will support the development
of a pan-European electronic customs environment, contribute to the
implementation of the modernised Customs Code, ensure the mainte-
nance of the current operational trans-European IT systems, and sup-
port actions designed to increase cooperation between Member States’
customs administrations. Fiscalis supports closer cooperation among tax
authorities and better implementation of existing tax rules. It is also tack-
ling tax fraud issues. Global amount 2007-13: EUR 0.5 billion.

2) New financial instruments

— The Interinstitutional Agreement between the European Parliament,
the Council and the Commission on budgetary discipline and sound
financial management introduced new co-financing mechanisms to
reinforce the leverage effect of the EU budget by increasing the fund-
ing incentive. The three institutions agreed to encourage the devel-
opment of appropriate multiannual financial instruments acting as
catalysts for public and private investors with the European Invest-
ment Bank (EIB), the European Investment Fund and the European
Bank for Reconstruction and Development to support investment in
research and development, trans-European networks and small and
medium-sized enterprises.

— The Risk-Sharing Finance Facility (RSFF) is an innovative debt-based
EIB facility supported by the seventh Framework Programme to increase
predominantly private investment in research, technological develop-
ment and demonstration (RTD) and in innovation. The RSFF, which
has been jointly developed by the European Commission and the EIB,
will provide loans and guarantees for RTD and innovation projects
(including support for research infrastructure) which would otherwise
not receive sufficient finance because they are high-risk. The EC and
the EIB, as risk-sharing partners, will make a contribution of up to
EUR 1 billion each to the facility to cover the specific risks of financ-
ing RSFF projects. Based on this risk-sharing partnership, a total of up
to EUR 10 billion could be provided to RTD and innovation projects
under the RSFF. RSFF will increase the EIB’s capacity to finance more
R & D and innovation projects, and thus enable it to provide loans
and guarantees with higher risk profiles than those readily financed
on the European market. By reinforcing the EIB’s financing capacity in
the area of research and innovation, RSFF will facilitate and leverage
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the efforts of a large number of European financial institutions in RDI
financing, thus increasing banking and capital markets financing in that
sector. RSFF is demand driven. The EU and the EIB will be reimbursed
for the risks taken. RSFF will benefit private and public organisations
involved in research and innovation of any size and ownership, and in
particular research-intensive mid-size companies, SMEs, and research
infrastructure or other large research undertakings like Joint Technol-
ogy Initiatives (JTTIs). RSFF is open not only to legal entities involved in
FP7 or EUREKA projects, but to all legal entities and projects carrying
out RDI activities that contribute to FP7 objectives.

— As requested by the Council and the European Parliament, the EIB
will make risk-sharing credit facilities available to its network of part-
ner banks in all Member States and associated countries for smaller
projects and promoters. Such facilities will increase the bank’s lending
capacity in support of eligible RDI projects. The Cooperation Agree-
ment between the European Community (EC) and the European
Investment Bank (EIB) on the Risk-Sharing Finance Facility (RSFF)
was signed on 5 June 2007 by Commission member Janez Poto¢nik
and EIB President Philippe Maystadt. At present, it covers the period
1 January 2007 to 31 December 2008; as from 2009 it will be amended
annually taking into consideration the Decision on the seventh Frame-
work Programme, the relevant decisions on the Specific Programmes
‘Cooperation’ and ‘Capacities’, and market demand.

— The Entrepreneurship and Innovation Programme, which is part of
the Competitiveness and Innovation Framework Programme (CIP),
promotes access to finance for SMEs with a view to encouraging early
stage (seed and start-up) investment, expansion and business trans-
fer. The Community’s financial instruments for SMEs are notably the
High Growth and Innovative SME Facility (GIF) and the SME Guar-
antee (SMEG) Facility; both are operated by the European Investment
Fund (EIF) on behalf of the Commission.

— The GIF contributes to setting up and financing of SMEs and to reduc-
ing the equity and risk capital market gap which prevents SMEs from
exploiting their growth potential; it also supports innovative SMEs
with high growth potential, in particular those undertaking research,
development and other innovation activities. The GIF invests in spe-
cialised venture capital funds which in turn provide capital to SMEs.
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— The SMEG Facility provides support for guarantee schemes or direct
guarantees to facilitate debt financing via loans or leasing, microcredit
financing, guarantees for equity or quasi-equity investments in SMEs
and securitisation of SME debt finance portfolios to mobilise addi-
tional debt financing for SMEs.

— A Loan Guarantee Instrument (LGTT) was created for TEN-T Projects.
As stipulated in the Regulation laying down general rules for the grant-
ing of Community financial aid in the field of the trans-European trans-
port and energy networks, the contribution from the general budget of
the European Union to the LGTT may not exceed EUR 500 million for
the period 2007-13. The EIB contributes an equal amount. The EIB is
a risk-sharing partner and manages the Community contribution to the
loan guarantee instrument on behalf of the Community. Community
exposure to the loan guarantee instrument, including management fees
and other eligible costs, is limited to the amount of the Community
contribution to the loan guarantee instrument, with no further liability
on the general budget of the European Union. The residual risk inherent
in all operations is borne by the EIB.

— The overall goal of the LGTT is to leverage limited public resources
and stimulate private capital investment in transport infrastructure
projects of European significance whose financial viability is based,
in whole or in part, on revenues, tolls or other income paid by or on
behalf of the users or beneficiaries; the LGTT aims at countering the
problem of the low private sector ability to assume initial traffic rev-
enue risk. This objective is achieved by providing security for standby
credit facilities aimed at covering post-construction risks during the
early operational phase of the project.

2.2. Heading 1B - Cohesion for growth and employment

The EU’s cohesion policy aims at strengthening the economic and social
cohesion of the enlarged Union in order to promote balanced and sustain-
able development. It is designed to reduce disparities between the levels
of development of the various regions and Member States and the back-
wardness of the least favoured regions or islands, including rural areas.
Cobhesion aid is implemented by the Commission and the Member States
under shared management. The aid is intended to complement rather than
replace structural expenditure by a Member State. Cohesion policy has
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undergone significant development over time. While the European Social
Fund and the European Regional Development Fund were set up in 1958
and 1975 respectively, it was the Single European Act in 1986 that laid the
basis for a genuine cohesion policy. One of the objectives of the policy was
to counterbalance the effects of the completion of the internal market on
less developed Member States. While the budget for cohesion amounted
to about 17 % of the first financial framework, the EU cohesion budget
for 2007-13 is EUR 347.4 billion (including EUR 0.8 billion for technical
assistance), in current prices, about 36 % of the total EU budget.

1) Key initiatives

— Convergence is the main objective, representing just over 81 % of cohe-
sion expenditure. It aims at stimulating the growth potential of the least
developed Member States and regions, by improving the investment
required to increase long-term competitiveness, job creation and sustain-
able development. Seventy-one per cent of convergence funding is allo-
cated to regions whose gross domestic product (GDP) per capita is less
than 75 % of the average GDP of the 25 Member States at the time of
the adoption of the cohesion instruments (EU-25) and 24 % (Cohesion
Fund) to Member States whose gross national income (GNI) per capita
is less than 90 % of the average GNI of the EU-25. The remaining 5 %
are allocated to transitional support to regions that lost eligibility due
to the statistical effect of enlargement. Financial allocations for specific
Member States are calculated on the basis of objective criteria such as the
eligible population, regional prosperity, national prosperity, surface area
and unemployment. Global amount 2007-13: EUR 282.9 billion.

— Regional competitiveness and employment capacity: 16 % of cohe-
sion expenditure is dedicated to strengthening this area. It is invested
in non-convergence regions through a menu of tools fostering inno-
vation and the knowledge economy and reducing regional isolation
from digital and transport networks. Seventy-nine per cent of these
funds are distributed among Member States on the basis of eligible
population, regional prosperity, employment and population density
criteria, while the remaining 21 % are spent on transitional and spe-
cific support for regions whose GDP has risen above the 75 % aver-
age EU-25 threshold. Seventy-five per cent of regional competitiveness
and employment expenditure on the EU-15 is earmarked for action
directly contributing to the Lisbon strategy for growth and jobs. Glo-
bal amount 2007-13: EUR 55.0 billion.
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— Territorial cooperation: 3 % of cohesion expenditure goes on terri-
torial cooperation at cross-border, trans-national and inter-regional
levels. Together with the EU contribution to the International Fund for
Ireland, the PEACE programme under the cross-border cooperation

objective also promotes peace and reconciliation in Northern Ireland.
Global amount 2007-13: EUR 8.7 billion.

2) Main financial instruments

Cohesion policy is implemented through three main financial instru-
ments:

— The European Regional Development Fund operates in all Member
States and co-finances infrastructure and productive investment together
with other measures supporting regional and local development.

— The Cohesion Fund co-finances trans-European networks in the
area of transport infrastructure and environment projects (including
energy efficiency, renewable energy and sustainable transport modes)
in Member States whose GDP per capita is less than 90 % of the aver-
age GNI of the EU-25.

— The European Social Fund supports measures to improve employment
opportunities for workers to increase their mobility and to facilitate
their adaptation to industrial change throughout the Union.

The Funds also provide technical assistance. This may be used to help
regions and Member States prepare major funding projects (Jaspers), to
leverage additional loan resources for public private partnerships in urban
areas (Jessica) or to improve access to finance and risk capital for SMEs
(Jeremie). These initiatives are implemented in close cooperation with the
European Investment Bank Group, the European Bank for Reconstruc-
tion and Development and others.

2.3. Heading 2 - Preservation and management
of natural resources

The EU has a strong mandate and policy responsibility in the fields of
agriculture and rural development, fisheries, and the environment. The
EU budget to preserve and manage natural resources for 2007-13 comes
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to EUR 416.5 billion, which is about 43 % of the total EU budget. Fund-
ing is provided mainly to agriculture, rural development, fisheries, envi-
ronment projects and veterinary and phytosanitary actions with more
than 79 % of the money going to agriculture.

In terms of funding mechanisms, 85 % of the budget for the common
agricultural policy (CAP) will be channelled through direct payments to
farmers subject to ‘cross-compliance’. Most of the remaining funds will
be used for interventions aimed at stabilising agricultural markets for
various products.

Financing for rural development takes the form of co-financing. While
overall priorities are agreed at EU level, there is plenty of scope for Mem-
ber States and regions to design their programmes so they reflect an
appropriate balance between the three principal objectives.

With regard to fisheries, the European Fisheries Fund (EFF) operations
are mainly implemented by the Member States as a part of shared man-
agement.

1) Key initiatives

— The objectives of the CAP derive directly from the Treaty. The CAP
should, in particular, ensure a fair standard of living in the farming
community, stabilise markets and guarantee security of supplies. Over
time, the CAP has undergone significant change, including substantial
reforms and simplification efforts. The latest major reform took place
in 2003 with an emphasis on:

* ‘single farm payments’ to farmers, irrespective of production;

¢ linking payment to environmental, food safety, animal and plant
health, and animal welfare standards (‘cross-compliance’);

e astronger rural development policy;
e areduction in direct payments for bigger farms (‘modulation’);
e a ceiling on CAP expenditure until 2013;

e sectoral reforms.
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The key aim of these reforms was to shift the slant of the farm econ-
omy towards the market in order to make the agricultural sector
more competitive. Reflecting the multipurpose application of agricul-
tural activity, the CAP must also be fully compatible with sustainable
development, in particular by promoting environmentally friendly
production methods and the effective use of resources. Over the last
two decades the CAP’s share of the EU budget has fallen from 70 %
to less than 45 %. At the end of the 2007-13 period it should amount
to 39 % of the EU budget. Global amount 2007-13: EUR 316.6 bil-
lion (after transfer to rural development).

— Rural development is considered to be a second pillar of the CAP.
The rural development policy for 2007-13 will focus on three major
themes:

® improving competitiveness for farming and forestry;

e enhancing the environment and the countryside through support
for land management;

e improving the quality of life in rural areas while diversifying the
rural economy.

Resources will be used to co-fund rural development, mainly through
rural development programmes under the European Agricultural
Fund for Rural Development (EAFRD). Part of these resources
will co-fund the management of the Natura 2000 network, which
is a European ecological network of sites set up to protect habitat
types and plant and animal species of particular importance. Global
amount 2007-13: EUR 92.0 billion.

— Of the budget for fishery and maritime affairs, 64 % will be invested
in the EFF. The EFF contributes to the economic diversification of
regions affected by a reduction in fishing activity, to the adjustment of
fleet capacity and to fleet renewal that does not involve an increase in
fishing. The remaining part of the budget will be used to fund fisheries
and maritime affairs through other channels. Activities financed out-
side the EFF include expenditure arising from EC fisheries agreements
with third countries, monitoring and controlling the Common Fisher-
ies Policy (CFP), and support for the management of fishery resources
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through collection of basic data, studies and pilot projects. Global
amount 2007-13: EUR 6.8 billion.

— The European environment programme LIFE+ promotes biodiversity,
aims to develop environmental policy and governance, and will sup-
port information and communication activities. Forty per cent of the
amount allocated to LIFE+ will fund projects promoting biodiversity,
for example to conserve habitats or protect wild birds. Global amount
2007-13: EUR 2.1 billion.

2.4. Heading 3A - Freedom, Security and Justice

The protection of life, freedom and property of citizens is a core objec-
tive of the European Union. In a context of ever stronger security inter-
dependence, responsibilities in that area include the management of the
Union’s external borders, the development of a common asylum area,
cooperation between law enforcement agencies and judicial authorities to
prevent and fight terrorism and crime, respect for fundamental rights and
a global approach to drug issues.

Expenditure on freedom, security and justice will have increased in real
terms by 163 % in 2013 compared with the last year of the previous finan-
cial framework. In the current financial framework, around 0.77 % of the
EU’s overall budget is being used for programmes in the fields of solidarity
in managing migration flows, security and safeguarding liberties, and fun-
damental rights and justice. Global amount 2007-13: EUR 7.6 billion.

1) Key initiatives

Solidarity and management of migration flows

— The European External Borders Fund supports the implementation
of the common integrated border management system and coopera-
tion by consular services. Among the measures financed by that fund
are the development and application of surveillance systems together
with the setting up of strategic and operational coordination between
authorities. Global amount 2007-13: EUR 1.82 billion.

— A European Refugee Fund aids Member States in receiving and bear-
ing the consequences of receiving refugees and displaced persons,
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in accordance with their international protection obligations. It co-
finances actions linked to reception conditions and asylum procedures,
such as accommodation infrastructure, medical or legal assistance and
integration measures. Global amount 2008-13: EUR 628 million.

— Support for integration and return policies is provided through the
European Fund for the Integration of Third-country Nationals and
the European Return Fund. The integration fund supports Member
States in enabling third-country nationals to settle and actively take
part in European societies. This includes measures conveying basic
knowledge about the host society’s language, institutions and funda-
mental values. The return fund assists Member States with improv-
ing the management of common return standards. Global amounts:
EUR 825 million for the integration fund (2007-13), EUR 676 million
for the return fund (2008-13).

— In addition, specific instruments allow for the development and opera-
tion of important large-scale IT systems, such as the second genera-
tion Schengen Information System, the Visa Information System or the
EURODAC system for comparing the fingerprints of asylum seekers to
determine the Member State responsible for an asylum application.

Security and safeguarding liberties

— A programme to help prevent, prepare for and manage the conse-
quences of terrorism contributes to protecting citizens against acts
that may threaten individual liberties, democratic society and the rule
of law. Support measures include actions aiming at improved risk and
threat assessment and enhanced cooperation between security serv-
ices. Global amount 2007-13: EUR 139 million.

— A second security programme aims at promoting coordination, coop-
eration and best practice in the fields of law enforcement, crime pre-
vention and criminology, together with witness and victim protection.
Global amount 2007-13: EUR 606 million.

Fundamental rights and justice

— Actions combating violence, providing information on and prevent-
ing the use of drugs and actively promoting fundamental rights are
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financed under a framework programme on fundamental rights and
justice. The same instrument also supports judicial cooperation in
criminal and civil matters, aiming at promoting mutual recognition
of judicial decisions, avoiding conflicts of jurisdiction, and promoting
the rights of defendants. Global amounts 2007-13: EUR 117 million
for actions combating violence, EUR 21 million for drugs prevention
and information, EUR 97 million for fundamental rights and EUR
308 million for judicial cooperation.

— The EU budget also finances the Agency for Fundamental Rights in
Vienna, the Agency for the Management of Operational Cooperation
at the External Borders (Frontex) in Warsaw, the European Monitor-
ing Centre for Drugs and Drug Addiction in Lisbon, the European
Police College in Bramshill, the judicial cooperation network Eurojust
in the Hague and, once it has been transformed into an EU body, the
European Police Office Europol.

2.5. Heading 3B - Citizenship

The European Union currently invests around 0.5 % of its budget in
actions promoting active citizenship, health and consumer protection,
programmes fostering European culture and diversity and an instru-
ment for major emergencies to increase the efficiency and effectiveness
of civil protection. In the latter, the European Union carries out support-
ing, coordinating or complementary actions with the Member States —
which retain primary responsibility. The most significant increase under
the citizenship heading has been made for health and consumer policies
(including the European Centre for Disease Prevention and Control in
Stockholm and the European Food Safety Authority in Parma), the allo-
cation of which will be 33 % higher (in 2004 prices) at the end of the
current period than it was in 2006.

Financial assistance under the citizenship heading usually takes the form
of grants, on the basis of calls for proposals, or public procurement con-
tracts, depending on the specific needs. As a general rule, programmes
are managed centrally by the Commission, but it may also delegate man-
agement to external bodies. Global amount 2007-13: EUR 4.7 billion.
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1) Key initiatives (in current prices) for the period 2007-13

— Action in the field of public health is financed to promote healthier
ways of living and generate and disseminate health knowledge. Con-
crete actions in this area include measures aiming to identify health
threats posed by diseases or physical and chemical agents, the devel-
opment of vaccination policies, EU surveillance of communicable dis-
eases or the development of contingency or health emergency plans.
Global amount 2008-13: EUR 322 million.

— Action in the field of consumer policy includes monitoring market
developments, providing scientific advice and risk evaluation and pro-
moting co-regulatory and self-regulatory initiatives. The EU budget
also contributes to the functioning of European consumer organisa-
tions, the development of Community-wide standards for products and
services and consumer education measures. Global amount 2007-13:
EUR 157 million.

— The Youth in Action programme finances actions such as youth
exchanges, measures to encourage active participation of young peo-
ple in the democratic life of their community, expenses and subsistence
costs for voluntary participation by young people in non-profit activi-
ties to the general benefit or support for youth bodies active Europe-
wide. Global amount 2007-13: EUR 885 million.

— The Media 2007 programme contributes to the promotion of Euro-
pean cultural values and the creation of highly skilled jobs in the
audiovisual sector. It aims at enhanced cultural and linguistic diver-
sity, increased circulation of European audiovisual works and a more
competitive audiovisual sector. Examples of co-financing are: training
for audiovisual professionals, development of European projects,
financing plans, dubbing and subtitling. Global amount 2007-13:
EUR 755 million.

— The Culture 2007 programme promotes cultural exchange and
cooperation, in particular the mobility of cultural players and trans-
national circulation of cultural and artistic products of European
interest. It supports cultural bodies and cooperation projects in the
form of festivals, master classes, international expositions, workshops,
translations and conferences. Significant funding is also provided for
the European Capitals of Culture to help implement activities stressing
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European visibility and trans-European cultural cooperation. Global
amount 2007-13: EUR 400 million.

— The Europe for Citizens programme promotes active European citi-
zenship, giving citizens the opportunity to interact, developing a sense
of European identity and enhancing tolerance and mutual understand-
ing between Europeans. Examples are town-twinning activities, local
trans-national citizens’ projects and Europe-wide civil society organi-
sations. Global amount 2007-13: EUR 215 million.

— The Union’s civil protection financial instrument supports and com-
plements the efforts of the Member States to protect people, the envi-
ronment and property in the event of natural and man-made disasters
and to facilitate cooperation in the field of civil protection. It finances
studies, scenarios, exercises, staff exchanges and information provi-
sion, and also contributes to the development of detection and early
warning systems. Global amount 2007-13: EUR 134 million.

— Further actions and initiatives include the EU visitors’ programme, the
European Year of Intercultural Dialogue in 2008 and pilot informa-
tion networks.

2.6 Heading 4 - Europe as a global partner

The EU is founded on the values of liberty, democracy, respect for human
rights and fundamental freedoms and the rule of law. The European
Union has allocated around 5.8 % of the ceiling of the multiannual
financial framework to the external projection of its policies, representing
an overall amount of EUR 55.9 billion for the period 2007-13 (NB: all
figures are in current prices at a standard deflator of 2 % per year). This
money is being used, in particular:

— to support candidate countries and the western Balkans region on
their path towards accession;

— to provide stability, security and prosperity in our neighbourhood;
— to support democracy and human rights across the globe;

— to provide economic and development assistance;
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— to respond to ‘global challenges’ (the fight against HIV/AIDS or cli-
mate change);

— to respond to instability and crises;
— to provide humanitarian aid and macro financial assistance.

The European development aid policy is essentially channelled through
the European Development Fund (see Chapter 18), which is an important
part of external policy but is financed as a separate instrument and out-
side the general budget.

Further to enlargement, the EU has been entrusted with even greater
responsibilities in the field of external actions. These responsibilities are
channelled towards three main objectives: providing stability, security and
prosperity in its neighbourhood (“The EU and its neighbourhood policy’);
working actively to support sustainable development at international level
(‘The EU as a sustainable development partner’); and promoting global
political governance and ensuring strategic and civilian security (‘The EU
as a global player’). In order to address these responsibilities, the Com-
munication ‘Building our Common Future — Policy Challenges and Budg-
etary Means of the Enlarged Union 2007-13” adopted on 10 February
2004 set an ambitious goal of a stronger voice for the Union, supported
by more efficient tools. A further Communication on the Instruments
for External Assistance under the future Financial Framework 2007-13,
adopted on 29 September 2004, detailed the approach to be followed in
order to achieve these political objectives and proposed the instruments
to support them. In an effort to streamline the multitude of legal bases
for external activities, a balance had to be struck between geographically
focused and thematic instruments, and between policy-driven and crisis-
reaction instruments.

1) Policy-driven instruments

The key action envisaged is the intensification, after the 2007 start-up
of the new programmes, of assistance on the basis of the Instrument for
Pre-accession (IPA), European Neighbourhood and Partnership Instru-
ment (ENPI), Development Cooperation Instrument (DCI), Cooperation
with Industrialised and High-income Countries (ICI) and the European
Instrument for Democracy and Human Rights (EIDHR).
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— The Pre-Accession Instrument. Recent progress and achievements

on ‘enlargement’ notably include the accession of Bulgaria and Ro-
mania on 1 January 2007, which completed the fifth round of accession.
The EU prepared the ground for future enlargement by opening acces-
sion negotiations with Croatia and Turkey, while the former Yugoslav
Republic of Macedonia was granted candidate status. The key goals
are to continue the accession negotiations with Croatia and Turkey, the
preparation of the former Yugoslav Republic of Macedonia as a candi-
date country, and to strengthen the EU’s relationship with the rest of the
western Balkans through the Stabilisation and Association Process. A
further and central important task will relate to the obligations that the
EU is expected to take on as regards the implementation of the Kosovo
status settlement. Since 1 January 2007, pre-accession assistance has
been provided on basis of the new Instrument for Pre-accession (IPA),
which replaced the range of former instruments (Phare, ISPA, Sapard,
CARDS, and assistance to Turkey). Under IPA, pre-accession assist-
ance is available to candidate countries and potential candidates. The
instrument addresses the need for a flexible approach in order to accom-
modate new priorities quickly. It covers Institution Building, Regional
and Cross-border Cooperation, Regional Development, Rural Develop-
ment and Human Resources Development. The last three components
are accessible only to recognised candidate countries as a preparation
for the structural funds, the European Agricultural Guarantee Fund
and the Rural Development Fund. They are budgeted under the respec-
tive policy areas: Enlargement, Regional Policy, Agriculture and Rural
Development, and Employment and Social Affairs. Global amount
2007-13: EUR 11.5 billion.

The European Neighbourhood and Partnership Instrument. The
Commission will pursue its efforts to create an area of peace, stabil-
ity and prosperity between the EU and its neighbours through the
development of the partnerships in the framework of the European
Neighbourhood Policy (ENP). The relationship between the EU and
the Russian Federation is distinct from the ENP and is covered by a
wide-ranging strategic partnership expressed through the Common
Spaces('). Roadmaps for the achievement of the Common Spaces

There are four so-called ‘common spaces’ of cooperation between the EU and Russia:
the common economic space, the common space of freedom, security and justice, the
common space of cooperation in the field of external security, and the common space of
research, education and culture.
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have been agreed. Financial assistance is delivered through the new
ENPI instrument, which covers the countries targeted by the Euro-
pean Neighbourhood Policy, i.e. the countries of the south and eastern
Mediterranean, including Palestine, together with countries in Eastern
Europe and the southern Caucasus. This instrument also supports the
strategic partnership with Russia.

The ENPI has two main objectives, namely to:

promote progressive economic integration and deeper political coop-
eration between the EU and partner countries;

address the specific opportunities and challenges of the geographical
proximity common to the EU and its neighbours.

The ENPI is a ‘policy-driven’ instrument which replaces MEDA,
Tacis, and other, fragmented, former instruments. It supports the
implementation of ENP Action Plans, in particular. A specific feature
is the cross-border cooperation component, which will take the form
of joint programmes bringing together regions of Member States and
partner countries sharing a common border. The ENPI countries will
benefit also from the thematic programmes covered by the Develop-
ment Cooperation Instrument (DCI), for which part of their respective
budgets is set aside, in particular as regards the migration and asylum
programme. Global amount 2007-13: EUR 11.2 billion.

The new Development Cooperation Instrument (DCI) was adopted on
18 December 2006 (') with the overarching objective of supporting eli-
gible developing countries, territories and regions in the eradication of
poverty in the context of sustainable development, including pursuit
of the Millennium Development Goals (MDGs), as well as the promo-
tion of democracy, good governance and respect for human rights and
for the rule of law. However, it does not include the 10th European
Development Fund (EDF) covering the ACP countries, because the
proposal for budgetisation of the EDF did not go through (2). Neverthe-
less, the thematic programmes may include activities aimed at various

Regulation (EC) No 1905/2006 of the European Parliament and of the Council estab-
lishing a financing instrument for development cooperation (O] L 378, 27.12.2006,
p. 41).

See Chapter 18.
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()

regions or groups of partner countries, or an international operation
that is not geographically specific. Assistance will be given in line with
the relevant strategy papers adopted and discussed with the Council
under the comitology procedure and with the Parliament as part of
the dialogue introduced under the democratic scrutiny mechanism.
Reinforcing the political role of the EU in Asia will be one of the main
priorities, in particular by reinforcing the partnerships with China
and India, and concluding global agreements with key ASEAN coun-
tries. Cooperation with Latin America will continue under the stra-
tegic orientations set out in the December 2005 Communication ().
Global amount 2007-13: EUR 16.9 billion.

The European Instrument for Democracy and Human Rights
(EIDHR). This instrument is designed to complement the various
other tools of EU policy on democracy and human rights, which range
from political dialogue and diplomatic demarches to various finan-
cial and technical cooperation instruments, including geographic and
thematic programmes and the crisis-related Instrument for Stability.
Interventions under the EIDHR have a specific complementary and
additional role because it is global and does not require the consent of
third country governments or other public authorities. This provides
scope for cooperation with civil society and international interven-
tions which are neither geographically linked nor crisis related, and
which may require a transnational approach. It provides the necessary
framework for operations such as support for independent EU Elec-
tion Observation Missions, which contributes significantly and suc-
cessfully to democratic processes in third countries. Global amount
2007-13: EUR 1.1 billion.

The Instrument for Cooperation with Industrialised and Other High-
Income Countries. Cooperation with these countries is an important
factor in strengthening the European Union’s role and place in the
world, in consolidating multilateral institutions and in contributing
to balanced development of the world economy. The overarching
objectives are managing and developing the existing frameworks for
bilateral relations with the EU’s main industrialised partners and high-

Communication from the Commission to the Council and the European Parliament, ‘A
stronger partnership between the European Union and Latin America’, COM(2005) 636
final.
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income countries, enhancing the EU’s economic interests through eco-
nomic cooperation and business promotion activities, and facilitating
people-to-people exchanges through educational, scientific and aca-
demic contacts. Global amount 2007-13: EUR 0.2 billion.

2) Specific crisis-response instruments

— The Instrument for Stability (IfS) is a new instrument designed to pro-
vide an adequate response both to instability and crises and to longer-
term challenges with a stability or security aspect. It is complementary
to the Pre-Accession, European Neighbourhood and Partnership
and Development Cooperation instruments, and provides assistance
designed to establish the necessary conditions for implementing poli-
cies supported by the IPA, ENPI and DCI. In particular, the Stability
Instrument allows the Community to:

— deliver an effective, immediate and integrated response to situations
of crisis and instability in third countries, within a single legal instru-
ment, until normal cooperation under one of the general instruments
for cooperation and assistance can resume; this will build on the
added value already demonstrated by the Rapid Reaction Mecha-
nism and on the emergency provisions already provided for in a
number of existing external relations financial instruments;

— addpress global and regional trans-border challenges with a security
or stability dimension arising in third countries, including issues
such as nuclear safety and non-proliferation, the fight against
trafficking, organised crime and terrorism, and unforeseen major
threats to public health;

— deliver a timely response to any urgent policy challenges faced by
the Union, by piloting measures unforeseen under the three pol-
icy-driven instruments, until such time as they can be adequately
incorporated into the policy framework of those instruments.

The Stability Instrument operates purely under the first pillar. How-
ever, its design takes into account the need for effective operational
coordination between Community actions and measures adopted
under the Common Foreign and Security Policy. Global amount for
the Stability Instrument 2007-13: EUR 2.1 billion.
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— The new activity ‘Crisis management and global threats to security’
provides for funding to cover crisis-response and preparedness opera-
tions, action on non-proliferation of weapons of mass destruction,
action on organised crime, trafficking, protection of critical infra-
structure and threats to public health, and the fight against terrorism.
Assistance in the nuclear sector, although governed by a distinct and
specific regulation, is also budgeted under that activity, as are appro-
priations for civil protection intervention in third countries.

— The Humanitarian Aid Instrument. Humanitarian aid activities will
continue to have the existing regulation on humanitarian aid as their
sole legal basis. The Humanitarian Aid Instrument is regarded as being
sufficiently clear in terms of objectives and as performing well in terms
of delivery and efficiency. The year 2005 is remembered for the impact
of two huge natural disasters — the tsunami in South-East Asia on
26 December 2004 and the earthquake in Pakistan in October 2005.
However, the Commission also continues to fund assistance in forgot-
ten and complex crisis situations; in 2006, the focus was mainly on
Darfur, Sudan, and the Middle East, to assist the Lebanese population
following the war and the Palestinian population, for whom additional
resources needed to be mobilised. Since 2007, food aid activities and
part of the aid to uprooted people which were funded under Develop-
ment and External Relations have come under the Humanitarian Aid
Instrument. Global amount 2007-13: EUR 5.6 billion.

3) Common foreign and security policy (CFSP)

Common foreign and security policy (CFSP) activities will continue with
an increased budget, in line with the financial framework 2007-13. The
bulk of the resources is likely to be used to finance the ESDP opera-
tion in Kosovo, where the EU is expected to play a central role in the
implementation of the settlement. Increased involvement is also expected
in Afghanistan, while the EU will still have to perform its international
role in conflict resolution and stabilisation activities in the Middle East,
Africa and other difficult regions of the globe. Since the CFSP is an ‘inter-
governmental’ instrument not subject to first-pillar decision procedures,
all CFSP expenditure has to be based on joint action under Title V of the
EU Treaty. Global amount 2007-13: EUR 2.0 billion.
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4) Macro-financial assistance and loan guarantee

Since its inception in 1990, Macro-Financial Assistance has proved to be
an efficient instrument for economic stabilisation and a driver of structural
reform in the beneficiary countries. Speeding up reform in neighbour-
ing countries in line with the neighbourhood policy, and the adjustment
and reform efforts of candidate and potential candidate countries dur-
ing the pre-accession period, might increase external funding needs. The
resources for provisioning the Guarantee Fund for External Actions are
budgeted directly under Heading 4 in the regular annual budget pro-
cedure. Global amount 2007-13: EUR 0.8 billion.

5) Emergency aid reserve

The Emergency Aid Reserve is financed outside the budget (a more detailed
explanation follows in part 3 of this chapter). For external action, the
EU now has several new instruments at its disposal. They are designed
to allow quick reaction and long-term investment in different political
and geographical contexts, while maintaining the flexibility necessary in
a dynamic global environment. These instruments will consequently see
resources increase: by 2013, overall external relations expenditure under
the financial framework will have increased by 29 % in real terms com-
pared to 2006. The rate of increase for the common foreign and security
policy over the same period is 245 %, for pre-accession assistance 52 %,
for the neighbourhood policy and Russia 35 % and for development coop-
eration, economic cooperation and human rights policy 25 %. Neverthe-
less, the adequacy of the level of funding available for EU external relations
in the light of its ambitious objectives remains a point of contention.

2.7. Heading 5 — Administration

Administrative expenditure for all institutions accounts for 5.8 % of
the overall EU budget, covering expenditure on active and retired staff,
buildings, offices, equipments, furniture, European schools, missions or
conference and meeting costs. Of these appropriations 47 % are being
spent on the Commission, 37 % on the other institutions and bodies
(e.g. European Parliament, Council, etc) and the rest on Pensions and
European Schools. The ceiling for administrative expenditure has been
increased by 17 % in real terms between the last year of the previous
financial framework (2006) and 2013.
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Enlargement from 15 to 27 Member States, including the increase from
11 official languages in 2003 to 23 in 2007, the overall evolution of the
Commission’s responsibilities and the management of a larger spending
volume over the period 2007-13 have been important factors influencing
the workload and staffing requirements of the institutions.

The Commission has made considerable efforts in the follow-up to its
2000 proposals on administrative modernisation to focus on core activi-
ties and priorities and rationalise working methods. Since 2002, all needs
with the exception of enlargement-related requirements have been cov-
ered by redeployments freed by efficiency gains. Between 2003 and 2007,
excluding enlargement, the actual number of staff effectively declined. In
its most recent report on planning and optimising Commission human
resources to serve EU priorities ('), the Commission committed itself
to serving the priorities identified up to 2013 under constant human
resources and to striving for a stronger concentration of resources on
operational activities in priority policy areas.

In the annual budget, the Commission’s administrative resources are
largely included in the appropriations for each policy area. This provides
a comprehensive view of the costs of the different EU policies and reflects
the objective of matching resources to political priorities. Global amount
2007-13: EUR 56.2 billion.

2.8. Heading 6 - Compensation

Heading 6 (Compensation) is temporary and includes some compensation
amounts related to the enlargement of the Union. Compensations, provided
for in the accession treaties, ensure that new Member States retain a posi-
tive budgetary balance during the first three years of accession. For Bulgaria
(resp. Romania), these compensations were fixed at EUR 130 million (resp.
EUR 315 million) in 2007, EUR 64 million (resp. EUR 143 million) in 2008 and
EUR 65 million (resp. EUR 145 million) in 2009, that is a total of EUR 862
million over 2007-09. Bulgaria and Romania will no longer receive compensa-
tions as of 2010. The 10 Member States that acceded in 2004, which received
compensations over 2004-06, no longer receive compensations as of 2007.

(") See ‘Planning and optimising Commission human resources to serve EU priorities’,
SEC(2007) 530 of 24.4.2007.
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GRAPH 13.2

Long-term evolution of the financial framework (% of GNI and billion EUR)
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3. Other instruments outside
the financial framework

Flexibility of the financial framework is enhanced by a number of instruments
which are globally set outside the financial framework. The mechanisms con-
cerned are the Emergency Aid Reserve, the EU Solidarity Fund, the Flexibility
Instrument and the European Globalisation Adjustment Fund. However, the
ITA lays down their management rules and mobilisation procedure.

The Emergency Aid Reserve is intended to allow a rapid response to
the specific aid requirements of third countries following events which
could not be foreseen when the budget was drawn up, first and foremost
for humanitarian operations, but also for civil crisis management and
protection where circumstances so require. The annual reserve is set at
EUR 221 million.

The EU Solidarity Fund provides rapid financial assistance in the event of
major disasters occurring on the territory of a Member State or of a can-
didate country. Payments made by this fund are implemented under the
responsibility of the beneficiary state to restore basic infrastructures, pay
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for emergency services, provisional housing and clean-up operations, or
to protect the population against imminent health threats. The amount
available annually for extraordinary regional disasters is 7.5 % of the
EUSF’s annual budget (or EUR 75 million). Global amount 2007-13:
EUR 7 billion.

The Flexibility Instrument: the resources available for external action have
in the past often proved insufficient to adequately react to the rapidly chang-
ing and volatile policy environment. This situation has repeatedly led to
the mobilisation of the flexibility instrument. This instrument is intended
to allow the financing, for a given financial year and up to the amount of
EUR 200 million, of clearly identified expenditure which could not be
financed within the ceilings available for one or more headings.

The European Globalisation Adjustment Fund: the funding provided under
this title is intended to provide additional support for workers who suffer
from the consequences of major structural changes in world trade patterns,
to assist them with their reintegration into the labour market. The maxi-
mum annual amount available under this fund is EUR 500 million.

4. Bodies with legal personality set up
by the Commission

The ‘bodies’ set up by the Communities are also called ‘decentralised
bodies’, ‘traditional agencies’ or ‘regulatory agencies’.

They are independent bodies, with their own legal personality and their
own legal base — so all have been set up on the basis of a Commission
proposal, adopted by the Council or by Council and Parliament. Their
legal basis defines their mandate and structure, and the Commission’s
role in their work — but always with the agency working at arm’s length
from the Commission.

They include different types of bodies: they were created to meet specific
needs on a case-by-case basis over a period spanning more than 30 years
of EC/EU history (the eldest were created in 1975, the youngest in 2007;
most of them started up in two waves following the Brussels Councils of
October 1993 and October 2003).
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The first regulatory agencies, Cedefop (Vocational training) and Euro-
found (Improvement of living and working conditions), were created in
1975. During the 1990s, the deepening of the internal market led to a
series of new agencies with roles more focused on tasks of a technical
and/or scientific nature, such as authorisation of plant varieties and medi-
cines. Extra tasks — and perhaps also the wish to see agencies spread
around the EU - led to further waves of agencies.

Decentralised bodies exert a wide range of functions: undertaking strate-
gic or applied studies, monitoring developments, networking and pooling
good practice, self-regulation and co-regulation, policy and regulatory
recommendations, and referral to scientific authority. Frequently they rep-
resent a pooling at EU level — with a view to achieving greater effective-
ness — of competences formerly exercised by Member States’ departments
in areas of shared competence, rather than performing tasks previously
carried out by Commission departments. Grants to decentralised agen-
cies are financed from appropriations in the relevant expenditure head-
ings under the relevant Policy Area(s).

The EU budget contributes to the funding of the decentralised agencies by
granting a subsidy to their individual budgets. The extent to which their
budgets depend on the EU subsidy varies considerably: two are financially
independent from EU grants, while others rely totally on them.

The 2007 budget provided for 25 regulatory agencies (). Two of these
are ‘third pillar’ agencies dealing with issues under freedom, security and
justice.

According to the establishment plans these regulatory agencies employ
some 3 495 staff, with an annual budget of around EUR 852.7 million,
of which Community contributions amount to EUR 441.8 million ().

(') There exists another group of agencies not financed under the EU budget, which fall
under the second (foreign and security policy) and third (police and judicial cooperation
in criminal matters) pillars of the Treaty on the European Union. The second-pillar agen-
cies are the European Institute for Security Studies, located in Paris (France), European
Union Satellite Centre, located in Torrején de Ardoz (Spain), and European Defence
Agency, located in Brussels (Belgium). The third-pillar agency not entered in or financed
by the Community budget is the European Police Office (Europol), located in The Hague
(the Netherlands).

(?)  Figures for first and second-pillar agencies only.
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The agencies vary widely in size, from 20 people in the case of the Gen-
der Institute to over 647 in the case of OHIM (Community trademarks).
Most of the agencies are financed entirely from the EU budget but four
are mainly or entirely self-financed (1).

Heading 1A covers 12 agencies with total revenues estimated at
EUR 575.0 million, of which Community contributions amount to
EUR 217.8 million. Heading 2 covers three agencies with total revenues
estimated at EUR 51.9 million, of which Community contributions
amount to EUR 34.0 million. Heading 3A covers five agencies with total
revenues estimated at EUR 87.8 million, of which Community contribu-
tions amount to EUR 86.8 million. Heading 3B covers two agencies with
total revenues estimated at EUR 83.5 million; this amount is equal to
Community contributions. Heading 4 covers two agencies with total rev-
enues estimated at EUR 19.7 million; this amount is equal to Community
contributions (2). Heading 5 covers one agency with revenues estimated at
EUR 34.7 million and no contribution from the EU budget.

As decentralised bodies, the agencies publish their budgets separately in
the EU Official Journal under their own responsibility. However, the EU
budget also includes extensive information on their budget parameters:
the authorised EU subsidy to their respective budgets, an estimate of each
body’s own budget and their authorised establishment plans.

(') EMEA, OHIM, CVPO, all of which are able to charge fees, and the Translation Centre
for the Bodies of the European Union, which receives financial contributions from its
clients (the other agencies in particular).

(*)  The Heading 4 amount does not include the budget for the European Agency for Recon-
struction. In 2007 this agency was already being phased out and no contribution was
provided for in the EU budget.



Part 5
IMPLEMENTATION AND EXTERNAL CONTROL

Chapter 14  Implementation of the budget
Chapter 15  Consolidated accounts of the European Union

Chapter 16  Internal control and external scrutiny of the budget






Chapter 14

Implementation of the budget
1. Assignment of implementing powers

1.1. The role of the Commission

1) Principle: Commission responsibility
Under Article 274 of the EC Treaty:

‘The Commission shall implement the budget, in accordance with the
provisions of the regulations made pursuant to Article 279, on its own
responsibility and within the limits of the appropriations, having regard
to the principles of sound financial management. Member States shall
cooperate with the Commission to ensure that the appropriations are
used in accordance with the principles of sound financial management.’

2) Application of the principle

The way in which this principle is applied is determined by the provi-
sions laid down in Articles 48 to 52, 56, 57 and 59 of the 2003 Financial
Regulation (1), which are more detailed and explicit than in the previous
1977 Financial Regulation.

() Council Regulation (EC, Euratom) No 1605/2002 of 25 June 2002 (OJ L 248, 16.9.2002,
p- 1) on the Financial Regulation applicable to the general budget of the European Com-
munities entered into force on 1 January 2003. It was last amended by Council Regula-
tion (EC, Euratom) No 1995/2006 of 13 December 2006 (O] L 390, 30.12.2006, p. 1),
which entered into force for the majority of its provisions on 1 May 2007.
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(a) Prior adoption of a basic act

The Financial Regulation requires a legal basis separate from the budget
for the implementation of appropriations for any action, with the excep-
tion of certain cases defined in the Financial Regulation (pilot schemes,
preparatory actions, etc). The notion of ‘basic act’ is defined in Article 49
of the Financial Regulation.

(b) Delegation of implementing powers

The Financial Regulation provides for delegation of the budgetary implemen-
tation powers of the institutions in accordance with the conditions they lay
down in their internal rules and within the limits of the act of delegation.

The Financial Regulation clarifies the conditions under which the Com-
mission may delegate powers ('): the Commission may not delegate to third
parties the implementing powers it enjoys under the Treaties where they
involve a large measure of discretion implying political choices. Within
these limits, the Commission may delegate tasks of public authority, and
in particular budget implementation tasks, to certain entities (see point
2.1 below); in any case, the implementing tasks delegated must be clearly
defined and fully supervised as to the use made of them.

As a general rule, the Commission may not entrust measures for the
implementation of funds deriving from the budget, including payment
and recovery, to external private-sector entities unless they have a public
service mission. Only technical expertise tasks and administrative, pre-
paratory or ancillary tasks involving neither the exercise of public author-
ity nor the use of discretionary powers of judgment can be entrusted, by
contract, to external private-sector entities.

1.2. Limits to the Commission’s implementing powers

1) Principle of institutional autonomy

Under Article 50 of the Financial Regulation, the Commission’s implement-
ing powers do not extend to the sections of the budget relating to the other
institutions, given the principle of institutional autonomy on budgetary

@ See Section 2.
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matters: each institution exercises the requisite powers for the implementa-
tion of these sections, in accordance with the Financial Regulation.

2) Committee procedures

The existence of management committees set up by various regulations
represents a further, more political restriction.

(a) The first management committees

These committees, consisting of national experts appointed by the Member
States, are intended to help the Commission with its implementation tasks;
in practice, they often reduce the Commission’s implementing powers.

Such committees were set up in the earliest days of the Community. For
instance, Article 124 of the Treaty of Rome stipulates that ‘the (Euro-
pean Social) Fund shall be administered by the Commission’, but that
‘the Commission shall be assisted in this task by a committee’. This com-
mittee has a purely advisory role and if the Commission does not wish to
follow its opinions, it has only to inform it of this within six weeks.

In the case of the committees associated with the common agricultural pol-
icy, the Commission must, if it wishes to go against a committee’s opinion,
first inform the Council, which has one month in which to take a decision.

On the other hand, the European Development Fund (EDF) Committee,
set up for the implementation of the revised Cotonou Agreement, is more
restrictive of the Commission’s powers: the Commission must ask the
EDF Committee’s opinion for the adoption of programming and imple-
mentation decisions regarding national, regional or intra-ACP strategies,
as well as for their modification where this involves more than 20 % of
the initial amount or more than EUR 10 million. If the Committee’s opin-
ion differs from the Commission proposal, the matter is then brought to
the Council, which can adopt a different decision.

(b) The Council’s desire for control
The EC Treaty provides that:

— ‘the Council shall confer on the Commission in the acts which the
Council adopts, powers for the implementation of the rules which the
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Council lays down. The Council may impose certain requirements in
respect of the exercise of these powers. The Council may also reserve
the right, in specific cases, to exercise directly implementing powers
itself. The procedures referred to above must be consonant with the
principles and rules to be laid down in advance by the Council, acting
unanimously on a proposal from the Commission and after obtamlng
the opinion of the European Parliament.” (Article 202)

— ‘the Commission shall ... exercise the powers conferred on it by the Council
for the implementation of the rules laid down by the latter.” (Article 211)

On the strength of these provisions, the Council has sought to control the
manner in which the Commission implements the budget, by setting up
management committees to take part in the implementation procedure.
The existence and operation of these committees have been the source of
many conflicts between the Council, on the one hand, and the Parliament
and Commission, on the other, which would prefer to confine the com-
mittees to an advisory role.

After the Single Act had strengthened the Commission’s implementing
powers, Council Decision 87/373/EEC of 13 July 1987 (the original Comi-
tology Decision) laid down the main types of committee. This decision was
replaced by Decision 1999/468/EC of 28 June 1999 (). The implementation
of this decision is still a regular source of contention, in particular on the
part of the European Parliament, which sees the existence of any commit-
tees other than advisory ones as an obstacle to the sound management of
the Community budget. This Decision was amended by Decision 2006/512/
EC of 17 July 2006 (?) in order to create a new procedure, the regulatory
procedure with scrutiny, and in order to ensure that the European Parlia-
ment receives better information on the work of the committees.

(c) The committees provided for in the Comitology Decision

This decision provides for the following four procedures.

— The advisory procedure, at the end of which the Commission must
take the utmost account of the opinion delivered by the committee

(but is not bound by it), and informs the committee of the manner in
which the opinion has been taken into account.

() OJ L269,29.10.1999, p. 45.
() OJL200,22.07.2006, p. 11.
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— The management procedure, at the end of which the Commission adopts
measures that apply immediately. However, if these measures are not in
accordance with the opinion of the committee, they are communicated
to the Council, which may take a different decision within a period laid
down in the basic instrument, but which may not exceed three months.
The Commission may defer application of the measures decided.

— The regulatory procedure, at the end of which the Commission adopts
the measures envisaged if they are in accordance with the opinion of the
committee, or, if the measures are not in accordance with the opinion
of the committee or if no opinion is delivered, submits a proposal to
the Council on the measures to be taken. The Council acts by a quali-
fied majority on this proposal within a period laid down in the basic
instrument, but which may not exceed three months. Where the basic
instrument has been adopted by the co-decision procedure, the Euro-
pean Parliament may inform the Council of its position if it feels that
the measures proposed exceed the Commission’s implementing powers
as provided for in the basic instrument. The Council may, but need
not, take account of Parliament’s position. If the Council opposes the
Commission’s proposal, the Commission may present an amended pro-
posal, resubmit its proposal or present a legislative proposal based on
the Treaty. If the Council has not taken a position upon expiry of the
period allowed, the Commission takes the implementing measures.

— The regulatory procedure with scrutiny, at the end of which the Com-
mission adopts the measures proposed only if they are in accordance
with the opinion of the committee, and if the legislative authority does
not oppose them. Whatever the position of the committee regarding
the measures proposed by the Commission, the legislative authority is
fully involved, and required to react.

The 1999 Decision also provides that the choice of procedure in the basic
instrument is guided by the following criteria.

— The management procedure applies in respect of the common agri-
cultural and common fisheries policies and for the implementation of
programmes with substantial budgetary implications.

— The regulatory procedure applies in respect of the essential provisions
of basic instruments (including measures concerning the protection of
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the health or safety of humans, animals and plants) and for the adap-
tation or updating of non-essential provisions of the basic instrument,
where that instrument provides for such adaptation or updating.

— The advisory procedure applies ‘in any case in which it is considered
to be the most appropriate’.

— The regulatory procedure with scrutiny applies for measures of general
scope designed to amend non-essential elements of a basic instrument
adopted in accordance with the procedure referred to in Article 251 of
the Treaty, including by deleting some of those elements or by supple-
menting the instrument by the addition of new non-essential elements.

Since 1999, the basic instruments providing for the establishment of a
committee have been renewed, and now comply with these criteria. It is
worth noting that a given committee may apply more than one of the pro-
cedures provided for in the Decision, depending on the type of measures
presented by the Commission.

It should also be noted that Parliament was given some say in the opera-
tion of these committees for the first time in 1999, at least for committees
applying the regulatory procedure and where the basic instrument was
adopted by the co-decision procedure (in which Parliament carries the
same weight as the Council). However, Parliament’s involvement con-
cerns compliance with this basic instrument, not the substance of the
measures proposed. The 2006 Decision has reinforced the powers of the
legislative authority, especially the Parliament.

3) Non-centralised implementation of the budget

The extent of the Commission’s powers in the field of budget implementa-
tion is also limited by the fact that the Commission manages only a very
small part of the budget directly. The 2003 Financial Regulation takes
full account of this fact in defining the different methods for the manage-
ment of the Community budget, spelling out their characteristics and
establishing the criteria and conditions under which they are to be used.

(a) Expenditure
The bulk of budget funds are spent either by virtue of powers delegated

or assigned to Member States, through economic organisations, agencies
or national authorities (common agricultural policy, Structural Funds),
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or in conjunction with third countries (external action). However, some
budget implementing tasks are directly delegated to national or interna-
tional entities, under different modes of management.

(b) Revenue

Responsibility for the collection of own resources, which make up the
bulk of revenue, is delegated to the national authorities. The rules are laid
down in the own resources decision and the implementing regulation (see
Section 3 of this chapter).

Under Article 256 of the EC Treaty, Council or Commission decisions
which impose a pecuniary obligation on persons other than States are
enforceable.

Enforcement is governed by the rules of civil procedure in force in
the State in whose territory it is carried out. The enforcement order is
attached to the decision, without any formality other than verification of
the authenticity of the decision by the national authority designated by
the government of each Member State for this purpose and notified to the
Commission and the Court of Justice.

When these formalities have been completed upon application by the
party concerned, that party may proceed to enforcement in accordance
with the national law by bringing the matter directly before the compe-
tent authority.

Enforcement may be suspended only by a decision of the Court of Justice.
However, the courts of the country concerned have jurisdiction over com-
plaints that enforcement is being carried out in an irregular manner.

2. Implementation of expenditure

2.1. The principles governing the various management methods

These principles were reviewed in the financial reform undertaken by the
Commission in 2000. A particular aim was to provide a clearer defini-
tion of the various methods of management involving partners outside
the Commission.
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1) Three different types of management

Enlargement of the European Union, the growing volume of amounts to
administer and, in particular, the gradual extension of the Commission’s
tasks as Community policies have developed have prompted the Commis-
sion to adopt a variety of management methods. The Financial Regula-
tion provides for three types of management:

— shared or decentralised;

— joint;

— centralised.

(a) Shared and decentralised management

Shared management receives only partial recognition in the Treaty, which
provides that ‘the Commission shall implement the budget ... on its own
responsibility’, although it adds that ‘Member States shall cooperate with
the Commission to ensure that the appropriations are used in accordance
with the principles of sound financial management’ (Article 274 EC). Dis-
charge is granted to the Commission alone (Article 276 EC).

Although shared management has been a long-established practice, it was
governed for a long time only by rules laid down in secondary legisla-
tion which stipulate, for each sector, the respective roles of the Commis-
sion and the national authorities(!). The same applied to management
decentralised to non-member countries (), where the respective roles of
the Commission and the beneficiary countries and the various types of

(')  The obligation on Member States to supply the Commission with information, the
Commission’s powers of control and the clearance of accounts procedure in the com-
mon agricultural policy are laid down in Council Regulation (EC) No 1290/2005 of
21 June 2005 on the financing of the common agricultural policy (OJ L 209, 11.8.20035,
p. 1). For the Structural Funds the relevant provisions are those in Council Regula-
tion (EC) No 1083/2006 of 11 July 2006 laying down general provisions on the Euro-
pean Regional Development Fund, the European Social Fund and the Cohesion Fund
(O] L 210, 31.7.2006, p. 25).

(?)  Seein particular the provisions of Council Regulation (EC) No 1085/2006 of 17 July 2006
establishing an Instrument for Pre-Accession Assistance (IPA) (OJ L 210, 31.7.2006,
p. 82) and those of Commission Regulation (EC) No 718/2007 of 12 June 2007 imple-
menting Council Regulation (EC) No 1085/2006 establishing an Instrument for Pre-
Accession Assistance (O] L 170, 29.6.2007, p. 1).
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control applicable depend on the agreements signed by the Commission
and these countries.

Management shared with Member States now applies to the bulk of
the budget: the EAGGF Guarantee Section and the Structural Funds.
It is understood to refer to ‘the management of those Community pro-
grammes where the Commission and the Member States have distinct
administrative tasks which are interdependent and set down in legislation
and where both the Commission and the national administrations need
to discharge their respective tasks for the Community policy to be imple-
mented successfully’ (1). This expenditure, which is financed in full or in
part by the EU budget, is handled by the Member States in accordance
with the Community rules via national structures. A check is conducted
to establish the eligibility of such expenditure. It is also audited by the
Court of Auditors. Some expenditure is also managed in a similar way, in
particular under pre-accession programmes, by non-member countries.
This is known as decentralised management.

The relevant provisions of the Financial Regulation (Articles 53b and
53c¢) determine, without prejudice to complementary provisions in rel-
evant sector-specific regulations, the main principles applicable to shared
and decentralised management:

— the responsibilities of the Member States and third countries, which
are required to take all the legislative, regulatory and administrative
or other measures necessary for protecting the Communities’ financial
interests;

— the setting up by the Member States and third countries of an effective
and efficient internal control system, and presentation by the Member

States of an annual summary of the available audits and declarations;

— the clearance of accounts and financial corrections, for the Member
States and third countries.

These provisions are in line with the EC Treaty, which, since the Treaty
of Amsterdam, imposes obligations on Member States for the implemen-

(')  The definition given by the Committee of Independent Experts in its second report.
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tation of the budget: cooperation with the Commission to ensure sound
financial management (Article 274) and combating fraud (Article 280).

(b) Joint management

Joint management is the implementation of the budget by an interna-
tional organisation in the following cases:

— wherever the Commission and the international organisation are
bound by a long-term framework agreement laying down the admin-
istrative and financial arrangements for their cooperation;

— wherever the Commission and the international organisation elabo-
rate a joint project or programme;

— where the funds of several donors are pooled and are not earmarked
for specific items or categories of expenditure, that is to say, in the case
of multi-donor actions.

(c) Centralised management

Finally, the Commission may implement the budget on a centralised basis,
which means that implementation is handled:

— directly by its departments (implementation tasks performed by the
financial actors as explained in point 2.2 below); in this case the Com-
mission and its departments perform the operations required to carry
out the measures concerned without any involvement of the Member
States or non-member countries where the recipients of the expendi-
ture reside; this method of management concerns the administrative
appropriations and some operational appropriations (mainly for the
internal policies under heading 3 of the multiannual financial frame-
work 2007-13 and some external actions);

— or indirectly, by various entities to which such tasks have been
entrusted.

This last form, further developed and refined as part of the reform of the
Commission, needs further detailed explanation.
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2) Indirect centralised management and externalisation

(a) Concept of externalisation

The multiplication and diversification of the management tasks of the Com-
mission, along with the impossibility to expand indefinitely the number of
officials, has justified the recourse to an externalisation policy.

Up to the end of the 1990s, externalisation also took the form of technical
assistance offices (TAQOs), i.e. private-law bodies entrusted with technical
tasks or the management of large numbers of minor operations, including
payments to recipients. This form of externalisation was criticised on two
grounds: because tasks involving public service missions were performed
by private bodies, including tasks involving budget implementation, and
also because the Commission’s control mechanisms were inadequate.

The reform of the Commission offered an opportunity to develop and
refine this concept of externalisation, understood as the delegation of
tasks, in whole or in part, to entities outside the Commission.

First, the 2003 Financial Regulation provides for strict limits on exter-
nalisation by subcontracting, specifying that the implementation of funds
deriving from the budget, including payment and recovery, may not be
entrusted to external private-sector entities or bodies.

Secondly, the Financial Regulation defines the different categories of enti-
ties to which the implementation of tasks, especially budgetary tasks,
may be delegated.

The first criterion to be met is that the delegation of budget implementa-
tion tasks must comply with the principle of sound financial manage-
ment. This obligation requires effective and efficient internal control and
compliance with the principles of non-discrimination and the transpar-
ency of Community action. No implementing tasks delegated in this way
may give rise to conflicts of interests.

Externalised management today applies, in a variety of forms, to a large
number of programmes.
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(b) Entities to which the implementation of the budget may be externalised

— First of all, a new category of entities acting on behalf of the Commis-

>

P

sion has been created: the executive agencies, intended to replace the
TAOs. Executive agencies are legal persons under Community law,
created by Commission Decision, to which powers may be delegated
to implement all or part of a Community programme or project on
behalf of the Commission and under its responsibility in accordance
with a statute adopted by the Council (1) (2). The originality of the exec-
utive agency concept lies in the combination of the autonomy of the
agency (with a legal personality), which allows more flexible manage-
ment, and supervision by the Commission (of the Steering Committee
and the performance of the tasks), which guarantees the protection of
Community interests.

The specific feature of these executive agencies is that they are consid-
ered to be authorising officers for the Community budget: the director
of each agency implements directly the operational appropriations in
the Community budget for the programmes or projects the manage-
ment of which has been entrusted to the agency, in accordance with
the rules of the Financial Regulation.

Secondly, existing bodies already set up by the Communities (*), and
other specialised Community bodies such as the European Investment
Bank or the European Investment Fund, may be entrusted with the
management of Community funds, provided that this is compatible
with the tasks of each body as defined in the basic act in question.
Unlike with the executive agencies, funds are transferred globally to
these bodies for the implementation of their tasks.

Thirdly, ‘national agencies’, i.e. national public-sector bodies or bod-
ies governed by private law with a public-service mission which pro-

Regulation (EC) No 58/2003 of 19 December 2002.

OJ L 11, 16.1.2003, p. 1.

Almost 30 Community agencies managing a wide range of activities are potentially con-
cerned. These agencies are engaged in a Community activity on behalf of the European
Union, but under specific arrangements adapted to the features of this activity: they have
legal personality and their own budget, separate from the general budget of the Com-
munities, even though in many cases all or part of the revenue comes from a subsidy paid
from the general budget.
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vide adequate financial guarantees and comply with the conditions
provided for in the implementing rules, may be designated:

— by the Member State or the country concerned in accordance with
the provisions of the relevant basic act in the case of management
by a network, requiring the designation of at least one body or
entity by the Member State or country concerned;

— by the Commission in all other cases, in agreement with the Mem-
ber States or countries concerned.

This management method had already been used in certain sectors
(education and culture), and has now been extended since its inclusion
in the Financial Regulation.

Fourthly, a new possibility of delegation was added in the triennial
revision of the Financial Regulation in December 2006, to allow the
delegation of tasks to persons entrusted with the implementation of
specific actions pursuant to Title V of the Treaty on European Union,
and identified in the relevant basic act within the meaning of Article
49 of the Regulation. These persons are designated by the Council.

2.2. Roles of the various actors

Expenditure operations are governed by a set of technical rules for using
appropriations which are contained in the Financial Regulation and its
Implementing Rules (*). The management reform put in place since 2003
has been designed to enhance the responsibility of authorising officers,
under the supervision of the internal audit service, and to do away with
centralised ex ante controls.

Commission Regulation (EC, Euratom) No 2342/2002 of 23 December 2002 (OJ L 357,
31.12.2002, p. 1) laying down detailed rules for the implementation of Council Regula-
tion (EC, Euratom) No 1605/2002 on the Financial Regulation applicable to the general
budget of the European Communities, as last amended by Commission Regulation (EC,
Euratom) No 478/2007 of 23 April 2007 (OJ L 111, 28.4.2007, p. 13).
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1) Separation of duties

The budget is implemented by the two actors referred to in Article 279 of
the Treaty: the authorising officer and the accounting officer. Their tasks
and responsibilities are set out in the Financial Regulation.

The financial controller referred to in Article 279 of the Treaty no longer
exists and has been replaced by the internal auditor. The internal auditor
is not an actor involved in financial operations and does not exercise con-
trol over these operations, which are under the full responsibility of the
authorising officers, who now assume complete responsibility for such
decisions. The internal auditor performs his or her duties in accordance
with international audit standards. His/her role is to verify the proper
functioning of the management and control systems put in place by the
authorising officers.

The principle of the segregation of duties is clearly stated in Article 58 of
the Financial Regulation, as the basic rule for the implementation of the
budget.

(a) Role of the authorising officer

The institution performs the duties of authorising officer, but may delegate
these duties to staff. The scope of the powers delegated and the possibility
for persons to whom these powers are delegated to subdelegate them are
laid down in the internal administrative rules of the institution.

The authorising officers are now responsible for the entire management
process, from determining the measures deemed necessary to meet the
targets set by the institution to the production of results and the evalua-
tion of these results.

To this end, authorising officers should themselves, more so and more
effectively than before, perform a whole series of control functions within
their departments. They must therefore put in place the appropriate
organisational structures (internal management and control systems) and
equip their departments with practical instruments and tools satisfying
minimum standards in terms of rules and effectiveness, control lists, etc.
Authorising officers should also be able to benefit at all times from advice
given by horizontal departments. For this reason, a central financial ser-
vice has been set up within Budget DG.
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The tasks of authorising officers by delegation are to implement revenue
and expenditure in accordance with the principles of sound financial
management and to ensure that the requirements of legality and regular-
ity are complied with. To do so, they:

— make budgetary commitments and legal commitments that bind the
institution to third parties;

— validate expenditure and authorise payments;

— undertake the preliminaries for the implementation of appropria-
tions;

— establish entitlements to be recovered and issue recovery orders.

Authorising officers by delegation report to their institution on the per-
formance of their duties in the form of an annual activity report together
with financial and management information, confirming that the infor-
mation contained in the report presents a true and fair view except as
otherwise specified in any reservations regarding certain areas of revenue
and expenditure. The report sets out the results of the operations per-
formed with reference to the objectives set, the risks associated with these
operations, the use made of the resources provided, and the efficiency and
effectiveness of the internal control system. The internal auditor takes
note of the annual report and any other items of information supplied.
No later than 15 June of every year, the Commission sends to the budget-
ary authority a summary of the annual reports for the previous year.

In the performance of their duties, authorising officers have to apply the
principles of legality, regularity and sound financial management, and
to set up and maintain local management systems to ensure compliance
with these principles and the quality of the financial information relating
to these operations.

In compliance with the minimum standards adopted by each institution
and having due regard to the risks associated with the management envi-
ronment and the nature of the actions financed, they must put in place
the organisational structure and the internal management and control
procedures suited to the performance of their duties, including where
appropriate ex post verifications. Before an operation is authorised, the
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operational and financial aspects have to be verified by members of staff
other than the person who initiated the operation. The initiation and the
ex ante and ex post verification of an operation must be separate func-
tions. These responsibilities have been reinforced since the financial con-
troller no longer exists following the 2003 Financial Regulation.

(b) Role of the accounting officer
In each institution, the accounting officer is responsible for:

— proper implementation of payments, collection of revenue and recov-
ery of amounts established as being receivable;

— keeping the accounts; preparing and presenting the accounts;
— laying down the accounting rules and methods and the chart of accounts;

— laying down and validating the accounting systems and, where appro-
priate, validating systems put in place by the authorising officer to sup-
ply or justify accounting information, whereby the accounting officer
is empowered to verify compliance with validation criteria;

— treasury management.

The 2003 Financial Regulation has enhanced the powers of the account-
ing officer in relation to the authorising officer at the level of accounting
rules and the supply of accounting information. Authorising officers will,
for example, be formally required to supply whatever information the
accounting officer requests in specific cases.

To ensure harmonisation, the Commission accounting officer has to lay
down accounting standards (accounting and consolidation methods) to
apply to the accounts of all the institutions. It is also the duty of the Com-
mission accounting officer, in the presentation of the accounts process, to
consolidate the financial statements prepared by each institution.

Finally, following the triennial revision of the Financial Regulation, the role
of the accounting officer has been further extended: before the adoption of
the accounts by the institution, the accounting officer has to sign them off,
thereby certifying that (s)he has a reasonable assurance that the accounts
present a true and fair view of the financial situation of the institution.
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For that purpose, the accounting officer must satisfy him/herself that the
accounts have been prepared in accordance with the accounting rules,
methods and accounting systems established under his/her responsibil-
ity as laid down in the Financial Regulation for the accounts of his or
her institution, and that all revenue and expenditure is entered in the
accounts. For that purpose, the accounting officer is empowered to check
the information received as well as to carry out any further checks (s)he
deems necessary in order to sign off the accounts.

(c) Role of the internal auditor

At central level, an internal auditor is required to supply the institution, in
accordance with international standards, with an assurance concerning
the sound operation of budget implementation systems and procedures.
This auditor is responsible for evaluating the effectiveness and efficiency
of internal control and management systems put in place by authorising
officers. In order to be able to work effectively, the internal auditor must
have a strong and independent position within the institution, in accord-
ance with the principle of the separation of duties. His or her independ-
ence is guaranteed by the Financial Regulation.

Unlike the financial controller, the internal auditor is not involved in the
implementation of the budget and is not therefore a financial actor.

An audit progress committee has the task of ensuring that Commission
departments take appropriate action to improve internal control systems
in response to the Internal Audit Service’s recommendations. This com-
mittee is chaired by the commissioner with responsibility for the budget,
with the head of the Internal Audit Service as vice-chair. The committee
has three other members: two commissioners designated by the institu-
tion and an outside person with the necessary experience and qualifica-
tions in internal audit and business management.

2) Liability
(a) General principles
The responsibilities of authorising officers or the accounting officer may

be withdrawn at any time temporarily or definitively by the authority that
appointed them.
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Following the reform, there are no longer any special rules of liability
in financial matters. The staff regulations, themselves to be revised, will
apply, with the general rule that officials are liable to disciplinary action
for any negligence on their part and may be required to pay compensation
in cases of serious misconduct.

For the first time, the 2003 Financial Regulation prohibits any conflict of
interests and defines the concept, which applies not only to the financial
actors but to every person involved in budget implementation.

Finally, the Financial Regulation provides for cases where financial actors
carry liability.

(b) Authorising officers
The obligation to pay compensation applies in particular:

— if the authorising officer determines entitlements to be recovered or
issues recovery orders, commits expenditure or signs a payment order
without complying with the Financial Regulation and its Implement-
ing Rules;

— if the authorising officer omits to draw up a document establishing
an amount receivable, neglects to issue a recovery order or is late in
issuing it, or is late in issuing a payment order, thereby rendering the
institution liable to civil action by third parties.

Each institution is to set up a specialised financial irregularities panel or par-
ticipate in a joint panel established by several institutions, the role of which
should be to determine whether a financial irregularity has occurred and
what the consequences, if any, should be. On the basis of the opinion of
this panel, the institution decides whether to initiate proceedings leading to
disciplinary action or to payment of compensation. In addition, if the panel
detects systemic problems, it is to send a report with recommendations.

(c) Accounting officer
For the accounting officer, any of the following forms of misconduct may

render him or her liable to disciplinary action and payment of compensa-
tion:
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— (s)he loses or damages monies, assets and documents in his/her keep-
ing;

— (s)he wrongly alters bank accounts or postal giro accounts;

— (s)he recovers or pays amounts that are not in conformity with the cor-
responding recovery or payment orders;

— (s)he fails to collect revenue due.

3) OLAF
(a) The role of OLAF

In order to step up the fight against fraud, the Commission replaced the
Task Force for the Coordination of the Fight against Fraud (UCLAF)
in the Secretariat-General, which was set up in 1988, by a new depart-
ment, OLAF (French acronym for the European Anti-Fraud Office) ().
OLAF began operating on 1 June 1999, and the institutions have granted
it independence in its investigation function (2). OLAF continues to be a
Commission department under the authority of the Commissioner with
responsibility for the budget. Given its special independence in its inves-
tigation function, however, it is subject to scrutiny by a supervisory com-
mittee made up of five independent persons from outside the Community
institutions, qualified in the fight against fraud.

In order to coordinate Member States’ action in combating fraud against
the Communities’ interests, OLAF organises close and regular coopera-
tion between the relevant national authorities.

Outside the Community institutions, OLAF exercises the investigation
powers conferred by the Regulation on checks and inspections in Member
States for the protection of the Communities’ financial interests against

(")  1999/352/EC, ECSC, Euratom: Commission decision of 28 April 1999 establishing the
European Anti-Fraud Office (OLAF) (OJ L 136, 31.5.1999, p. 20).

(*)  Regulation (EC) No 1073/1999 of the European Parliament and of the Council of
25 May 1999 and Council Regulation (Euratom) No 1074/1999 of 25 May 1999 con-
cerning investigations conducted by OLAF.
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fraud and other irregularities(!) and performs the checks and inspec-
tions provided for by the Regulation on the protection of the European
Communities’ financial interests (2). Where cooperation agreements exist,
OLAF may also carry out such checks and inspections in non-member
countries and on the premises of business operators (*).

Within the institutions, OLAF may conduct administrative investigations
into any activities of departments of Community institutions and bodies
which could be detrimental to the Communities’ financial interests (4).

(b) New developments

The Commission reform puts the accent on preventing fraud as far
upstream as possible.

The action proposed in the Reform White Paper concerning ‘Fraud-
proofing of legislation and contract management’ requires Commission
departments, before proposing new legislation with a potential impact on
the Community budget, to submit proposals to OLAF for a risk assess-
ment. Similarly, OLAF must advise all the institution’s departments on
fraud prevention aspects throughout the legislative process and must also
advise Budget DG on setting up its central database on contracts and
contractors.

(') Council Regulation (Euratom, EC) No 2185/96 of 11 November 1996 concerning on-
the-spot checks and inspections carried out by the Commission in order to protect
the European Communities’ financial interests against fraud and other irregularities
(O] L 292, 15.11.1996, p. 2).

(*)  Council Regulation (EC, Euratom) No 2988/95 of 18 December 1995 on the protection
of the European Communities’ financial interests (OJ L 312, 23.12.1995, p. 1).

()  Council Regulation (Euratom, EC) No 2185/96 of 11 November 1996 concerning on-
the-spot checks and inspections carried out by the Commission in order to protect
the European Communities’ financial interests against fraud and other irregularities
(O] L 292, 15.11.1996, p. 2).

* 1999/394/EC, Euratom: Council Decision of 25 May 1999 concerning the terms and
conditions for internal investigations in relation to the prevention of fraud, corruption
and any illegal activity detrimental to the Communities’ interests (O] L 149, 16.6.1999,
p- 36); 1999/396/EC, ECSC, Euratom: Commission Decision of 2 June 1999 concerning
the terms and conditions for internal investigations in relation to the prevention of fraud,
corruption and any illegal activity detrimental to the Community’s interests (O] L 149,
16.6.1999, p. 57).
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Any department launching a legislative proposal is thus required to sub-
mit drafts of instruments to OLAF if they concern sectors identified as
being at risk on the basis of criteria laid down by OLAF and the reports of
the Court of Auditors. OLAF is also to be involved in the work of Budget
DG in drafting a set of harmonised standard contracts. It will also feed
into the central contract and contractors database whatever information
comes to its notice.

Various other actions in the White Paper are designed to improve coordi-
nation between OLAF and other departments.

2.3. Stages in the expenditure procedure

1) The stages in the expenditure procedure

An expenditure operation is divided into four parts: every item of expend-
iture has to be committed, validated, authorised and paid.

— Commitment of expenditure by the authorising officer: the budgetary
commitment is the operation reserving the appropriation necessary
to cover subsequent payments to honour a legal commitment('). The
commitment may be individual (when the beneficiary and the amount
are known in advance), global (if one of these elements is still not
known), or provisional (for administrative and agriculture expendi-
ture). The definition of the various forms of commitments marks a
clear improvement compared with the previous Financial Regulation.

— Validation of expenditure: the act whereby the authorising officer
verifies the existence of the creditor’s entitlement, and determines or
verifies the reality and the amount of the sum due and the conditions
under which payment is due. Validation is based on supporting docu-
ments within the meaning of Article 104 of the Implementing rules
of the Financial Regulation attesting the creditor’s entitlement, and
is confirmed by the signing of a ‘passed for payment’ voucher by the
authorising officer.

(') Confusion has to be avoided with the concept of legal commitment, which is the act
whereby the authorising officer enters into or establishes an obligation that results in a
charge.
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— Authorisation: the act whereby the authorising officer, by issuing a
payment order after having verified that the appropriations are avail-
able, instructs the accounting officer to pay an item of expenditure
that he or she has validated.

— Payment: the final action whereby the institution is discharged of its
obligations towards its creditors; payment is made by the accounting
officer within the limits of the funds available. For payment of certain
categories of expenditure, imprest accounts may be set up. Payments
are divided into four types: payment of the entire amount due; payment
of part of the amount due in any of the following ways: pre-financing,
which may be divided into a number of payments, one or more interim
payments, and payment of the balance of the amount due.

2) Conditions under which expenditure is made

The completion of these different stages is subject to compliance with
certain conditions. The main conditions are the following:

— the budget commitment must come before the legal commitment.
However, in order to bring the Financial Regulation into line with
sectoral provisions authorising the use of annual instalments, the
Financial Regulation provides explicitly for the possibility of splitting
budget commitments where they relate to operations that will extend
over more than one financial year, provided this is allowed by the
relevant basic act;

— every payment has to be justified by supporting documents;

— the stages in the expenditure procedure must be completed within
certain time limits, whereby creditors paid late are entitled to receive
default interest charged to the Community budget.

3. The own resources collection system

Under Article 8 of the Decision on the own resources system, Member

States collect own resources in accordance with their national provisions,
which must be adapted to Community requirements.
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The various categories of own resources (traditional own resources, the
resource accruing from VAT and the GNI-based own resource) are assigned
to the Communities in order to finance the budget of the European Union.

Member States can be required to make good any shortfall in traditional
own resources resulting from deficiencies in the way they manage the col-
lection system.

The detailed rules for making available own resources are spelt out in
Regulation (EC, Euratom) No 1150/2000 (') implementing the basic own
resources decision.

3.1. The procedure for making available own resources

1) Collection

Own resources are collected by the Member States’ administrative
authorities, acting on behalf of the Community, which does not have its
own customs and tax authorities to carry out these tasks.

2) Establishment and entry in the accounts

(a) Establishment of own resources by the Member States

— Traditional own resources: In accordance with Article 2 of Regulation
(EEC, Euratom) No 1150/2000, these resources are established as soon
as the conditions provided for in the customs regulations have been met
for the entry of the entitlement in the accounts and the notification of the
debtor (for sugar levies, the relevant date is that of the notification pro-
vided for in the Community regulations governing the sugar sector).

— VAT own resources: Member States inform the Commission of the
calculations made under Regulation (EEC, Euratom) No 1553/89 of
29 May 1989 (2.

(')  Council Regulation (EC, Euratom) No 1150/2000 of 22 May 2000 implementing
Decision 2000/597/EC, Euratom on the system of the Communities’ own resources
(OJ L 130, 31.5.2000, p. 1), as amended by Regulation (EC, Euratom) No 2028/2004
(OJ L 352, 27.11.2004, p. 1).

(*)  Council Regulation (EEC, Euratom) No 1553/89 of 29 May 1989 on the definitive uni-
form arrangements for the collection of own resources accruing from value added tax
(OJ L 155,7.6.1989, p. 9).
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— GNI-based own resource: Member States inform the Commission of

the calculations made under Council Directive 89/130/EEC of 13 Feb-
ruary 1989 (') and Council Regulation (EC, Euratom) No 1287/2003
of 15 July 2003 (2.

(b) Entry of own resources in the accounts

— Traditional own resources: All established amounts of traditional own

resources must be entered in one or other of the accounts kept by the
competent authorities.

— In the ordinary account provided for in Article 6(3)(a) of Regu-
lation (EC, Euratom) No 1150/2000: all amounts recovered or
secured and not challenged.

— In the separate account provided for in Article 6(3)(b) of Regu-
lation (EC, Euratom) No 1150/2000: all amounts that have not
yet been recovered and for which no security has been provided;
amounts for which security has been provided and that have been
challenged and might, upon settlement of the disputes, be subject
to change may also be entered in this account.

Traditional own resources must be entered in the accounts no later
than the first working day after the 19th of the second month follow-
ing the month in which the entitlements were established.

VAT resource and GNI-based resource: one-twelfth of the total amount
of such resources appearing in the Community budget must be entered
in the accounts on the first working day of each month. The balances
of VAT and GNI resources are adjusted each year on the first working
day of December.

(c) Making resources available to the Commission

Member States make available own resources to the Commission by cred-
iting the amounts of traditional own resources and VAT and GNI-based
own resources to an account opened in the name of the Commission with

()
)

Council Directive 89/130/EEC, Euratom of 13 February 1989 on the harmonisation of
the compilation of gross national product at market prices (O] L 49, 21.2.1989, p. 26).
Council Regulation (EC, Euratom) No 1287/2003 of 15 July 2003 on the harmonisation
of gross national income at market prices (OJ L 181, 19.7.2003, p. 1).
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their treasury or other appointed body. For traditional own resources
payments, however, Member States deduct 25 % in order to cover the
collection costs borne by them.

Member States belonging to the Economic and Monetary Union make
their own resources payments in euros and other Member States in their
national currency. Any delay in making own resources available gives rise
to the payment of interest by the Member State concerned.

3.2. System of scrutiny

As resources are collected at national level, it is firstly for the Member
States’ authorities to put in place an appropriate (internal) control infra-
structure. As the Commission is the authorising body for revenue and
therefore accountable to the budgetary authority, it must, of course, obtain
assurances that the Member States collect own resources in accordance
with the Community rules. It may therefore ask to be associated with
national inspections and also ask Member States to conduct additional
inspections. For traditional own resources, the Commission may, itself
and on its own initiative, carry out on-the-spot inspections. For VAT own
resources the Commission checks that the national authorities have cor-
rectly performed the calculations for determining the amounts.

These controls and inspections are carried out on behalf of the Com-
munity by agents authorised by the Commission under Regulation (EC,
Euratom) No 1026/1999 of 10 May 1999 (1).

Inspection findings are set out in a report sent to the Member State con-
cerned. This report, together with the Member State’s comments, is then
considered by the Advisory Committee on Own Resources (ACOR), made
up of representatives of the Member States and the Commission (which
chairs the meetings and provides secretariat services). This ensures open-
ness, as each Member State is aware of the findings of controls carried out
in the other Member States. After discussion in ACOR, the Commission
finalises its position and follows up the observations made until the mat-
ter is settled.

(') Council Regulation (EC, Euratom) No 1026/1999 of 10 May 1999 determining the
powers and obligations of agents authorised by the Commission to carry out controls
and inspections of the Communities’ own resources (OJ L 116, 20.5.1999, p. 1).



308 EUROPEAN UNION PUBLIC FINANCE

ACOR can also examine any matters relating to the collection of own
resources.

For the control of VAT resources, the Commission draws up a report
every three years on the procedures applied in the Member States and on
any improvements envisaged. A similar report on the system for collect-
ing traditional own resources is also produced every three years and sent
to the budgetary authority.

4. Management of cash resources

The Commission has different types of accounts where its funds are kept
and from which its treasury transactions are executed.

4.1. Accounts with Member State treasuries or with national
central banks (pursuant to Article 9 of Council Regulation
(EC, Euratom) No 1150/2000 on own resources) (')

Article 9 of Council Regulation (EC, Euratom) No 1150/2000 requires
each Member State to credit own resources to an account opened in the
name of the Commission with its treasury or the body it has appointed.

A number of Member States have opened these accounts with their
national treasuries while in other cases they have been opened at national
central banks.

The national treasuries do not usually operate as banks. Consequently,
where ‘Article 9° accounts are opened with them, most of the Commis-
sion’s transfers of funds from these accounts are routed through the
national central banks, where the Commission also has accounts.

The ‘Article 9” accounts are kept in euros for Member States whose cur-
rency is the euro and in national currencies in the other Member States.
These accounts serve for collecting own resources and, in several cases,

(') Council Regulation (EC, Euratom) No 1150/2000 of 22 May 2000 implementing Deci-
sion 94/728/EC, Euratom on the system of the Communities’ own resources, as amended
by Council Regulation (EC, Euratom) No 2028/2004 of 16 November 2004.



IMPLEMENTATION OF THE BUDGET 309

for payments to Member State governments (in particular for the EAGGF
and the Structural Funds).

‘Article 9° accounts are not interest-bearing but are free of charge
(Article 9(1) of Council Regulation (EC, Euratom) No 1150/2000). Arti-
cle 12(1) of this Regulation requires that the Commission funds be kept
on these accounts and be drawn on only to meet budgetary needs.

This means that only funds actually needed for immediate payments are
placed on commercial bank accounts (see below). The remainder is kept
on the accounts opened with the Member State treasuries and/or national
central banks.

Under Article 12(4) of Regulation (EC, Euratom) No 1150/2000, the
funds are divided among accounts held in the different Member States in
proportion to the estimated budget revenue from each of them.

While the main own resources, i.e. those based on VAT and GNI, are
generally credited to the Commission’s account in equal monthly instal-
ments, the Commission’s payments are not spread evenly over the year.
At present, around half of EAGGF payments are made in January and
February. As a consequence, additional amounts may have to be called
in from the Member States during the first months of each year. This is
authorised by Article 10(3) of Regulation (EC, Euratom) No 1150/2000.
Depending on the Commission’s cash position, Member States may be
invited to bring forward by one or two months in the first quarter of a
budget year the entry in the Commission account of the VAT resource
and/or the GNI-based resource. After the first quarter the monthly entry
may not exceed one-twelfth of the VAT and GNI-based resources. These
advance payments are calculated each month on the basis of actual cash
flow and credited at the same time as the current VAT and GNI resources.
An aboveaverage proportion of non-EAGGF payments are usually made
in the month of December.

4.2. Accounts with commercial banks

At present there is at least one such account, chosen by open tender, in
each Member State, with few exceptions.



310 EUROPEAN UNION PUBLIC FINANCE

These accounts are used for payments to beneficiaries with accounts in
the Member State concerned.

They are held in euros and, where still necessary, in national currency
and are interest-bearing.

Even with the introduction of the euro, the Commission has, up to now,
kept its accounts in each Member State. The main reason for this is that
cross-border payments normally attract higher charges than domestic
payments. The cash needs of commercial bank accounts are covered by
funds transferred from the ‘Article 9” accounts in the Member States con-
cerned.

The adoption of SEPA (Single Euro Payments Area) is expected to result,
in the course of the next couple of years, in a reduction in the number of
accounts held by the Commission with commercial banks for the execu-
tion of its payments within the EU.

The Commission’s accounts must not go into debit.

Since most Commission payments (with very few exceptions) are made in
euros, the majority of currency exchange operations concern the conver-
sion into euros of own resources paid in national currency by the Member
States not belonging to the euro zone. All such currency conversions are
currently performed, on the instruction of the Commission, by national
central banks.

All payments ordered by the Commission’s treasury are sent to banks
electronically.

The Commission is a member of SWIFT (Society of Worldwide Interbank
Financial Telecommunication), has its own SWIFT code, and uses the
SWIFT network to communicate with banks.

For transactions with national treasuries, which are not connected to
SWIFT, messages in SWIFT format are generated and sent via secured
email.

The number of payments executed by the Commission in 2006 was
approximately 1.5 million.



Chapter 15

Consolidated annual accounts
of the European Union

The annual accounts of the European Communities are drawn up in
accordance with Articles 121 to 129 of Council Regulation (EC, Euratom)
No 1605/2002 of 25 June 2002. The annual accounts of the European
Communities are set out in two volumes:

Volume I Consolidated financial statements and consolidated reports
on implementation of the budget

Volume I Commission: financial statements and reports on imple-
mentation of the budget

Each volume of the annual accounts has two distinct parts: the financial
statements (based on accrual accounting rules) and the reports on budget
implementation (prepared on a modified cash basis). Volume I represents
the consolidated annual accounts of the European Communities includ-
ing explanatory notes, while Volume II is the same but for the Commis-
sion alone, while also providing more details on the implementation of
the budget.

A dual accounting system is thus in place in the European Communi-
ties so as to produce these two sets of accounts — there is both a general
accounting system (based on accrual accounting rules) and a budgetary
accounting system (based on cash accounting principles).

The general accounting system and rules framework as well as the finan-
cial statements were modernised in 2005 as part of a move to full accrual-
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based accounting financial statements — more details are given below.
No changes were made to the budgetary accounting system, which con-
tinues to follow a (modified) cash basis of accounting.

1. Content of the financial statements

The financial statements of the European Communities comprise the fol-
lowing elements:

1.1. Balance sheet

The balance sheet shows the financial position of the European Commu-
nities at the end of each year, differentiated between assets and liabilities.
Both the assets and liabilities are further differentiated between current
and non-current amounts. The difference between total assets and total
liabilities is referred to as the ‘net assets’ of the European Communities.

1.2. Economic Outturn Account

The economic outturn account presents the income and expenditure of the
European Communities, on an accrual basis, for a given year. Both income
and expenditure are recorded when the income is earned and the expendi-
ture is incurred, rather than simply when the cash is received or paid out.

Income is split on the face of the economic outturn account between own
resource and contribution revenue (such as VAT and other Member State
contributions) and operating revenue. Operating revenues include such
amounts as fines issued, agricultural levies and the recovery of amounts
previously paid out.

Expenditure is shown on the face of the economic outturn account under
the headings ‘Administrative expenses’ (such as staff and building costs)
and the more significant ‘Operating expenses’. Information is given on
the split of operating expenses between the different types of manage-
ment.

Finally, information is also presented in a ‘segment’ report, which pro-
vides a breakdown of operating revenues and expenses by policy area.
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1.3. Cashflow table

The cashflow table provides an overview of the cash movements during
the year. Cashflow information is used to assess the ability of the Com-
munities to generate cash and cash equivalents, and its need to utilise
such cash flows.

1.4. Statement of changes in net assets

The statement of changes in net assets shows the movements in reserves
and net assets during the year.

1.5. Notes to the financial statements

The notes to the financial statements provide further details and expla-
nations of the items mentioned above, including accounting policies and
other disclosures. The notes also include the off-balance sheet, which
provides details of the contingent assets and liabilities of the European
Communities.

2. Accounting principles

The objective of financial statements is to provide information about
the financial position, performance and cashflows of an entity in a form
useful to a wide range of users. For a public sector entity such as the
European Communities, the objectives are more specifically to provide
information useful for decision-making, and to demonstrate the account-
ability of the entity for the resources entrusted to it.

If they are to present a true and fair view, financial statements must not
only supply relevant information to describe the nature and range of an
entity’s activities, explain how it is financed and supply definitive infor-
mation on its operations, but also do so in a clear and comprehensible
manner allowing comparisons between financial years. It is with these
goals in mind that the European Communities’ financial statements are
drawn up.

The general accounting system allows for the preparation of the financial
statements as it contains all charges and income recorded for the financial
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year (shown in the economic outturn account) and all assets and liabili-
ties recorded (used to establish the financial position in the form of a bal-
ance sheet as at 31 December). It also provides the necessary accounting
information for the preparation of the cashflow table and the statement
of changes in net assets.

Article 124 of the Financial Regulation sets out the accounting principles
to be applied in drawing up the financial statements:

— Going-concern basis;

— prudence;

— consistent accounting methods;
— comparability of information;
— materiality;

— no netting;

— reality over appearance;

— accrual-based accounting.

3. The Financial Regulation and accounting rules

3.1. The Financial Regulation

The accounts are kept in accordance with Council Regulation (EC,
Euratom) No 1605/2002 of 25 June 2002 (O] L 248 of 16 September 2002,
p. 1, last amended by Council Regulation (EC, Euratom) No 1995/2006
of 13 December 2006, OJ L390 of 30 December 2006) on the Finan-
cial Regulation applicable to the general budget of the European Com-
munities and Commission Regulation (EC, Euratom) No 2342/2002 of
23 December 2002 laying down detailed rules for the implementation of
this Financial Regulation, last modified on 28 March 2007.
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3.2. The European Communities’ accounting rules

In accordance with Article 133 of the Financial Regulation, all bodies
that are included in the European Communities consolidated annual
accounts apply the European Communities accounting rules, as adopted
by the Accounting Officer of the Commission. These rules are based on
the International Public Sector Accounting Standards (IPSAS) and, for
accounting transactions not yet covered by IPSAS, on the relevant Inter-
national Accounting Standards (IAS)/International Financial Reporting
Standards (IFRS). These accrual-based rules were adopted following the
opinion of an Advisory Expert Group for Accounting Standards, which
provided independent professional guidance on this matter.

4. Accounting policies

A summary of the most important accounting policies applied in the
European Communities is provided below.

4.1. Consolidation

The scope of consolidation for the European Communities comprises
controlled entities, associates and joint ventures. The complete list of
consolidated entities can be found in the financial statements. Controlled
entities are all entities over which the European Communities have the
power to govern their financial and operating policies so as to be able to
benefit from their activities. This power must be currently exercisable. In
practise this means the institutions, bodies and executive agencies of the
European Communities. These entities are consolidated using the full
consolidation method.

4.2. Currency and basis for conversion

The consolidated financial statements are presented in euros, the
euro being the European Communities’ functional and reporting cur-
rency. Foreign currency transactions are converted into euros using the
exchange rates prevailing at the dates of the transactions. Year-end bal-
ances of monetary assets and liabilities denominated in foreign currencies
are converted into euros on the basis of the exchange rates applying on
31 December of that year.
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4.3. Balance sheet

1) Tangible and intangible fixed assets

Fixed assets are stated at historical cost less depreciation (excluding land)
and impairment. Leases of tangible assets, where the European Com-
munities have substantially all the risks and rewards of ownership, are
classified as financial leases.

2) Investments and loans

Investments in associates (for example the European Investment Fund)
and joint ventures are accounted for using the equity method. Other
investments such as financial assets held at fair value and available-for-
sale assets are carried at fair value. Loans and receivables and held-to-
maturity investments are carried at amortised cost.

3) Stocks

Stocks are stated at the lower of cost and net realisable value, cost being
determined using the first-in, first-out (FIFO) method. Net realisable
value is the estimated selling price in the ordinary course of business, less
the costs of completion and selling expenses.

4) Pre-financing amounts

Pre-financing is a payment intended to provide the beneficiary with a cash
advance, i.e. a float. At year-end, outstanding pre-financing amounts are
valued at the original amount(s) paid, less amounts returned, eligible
amounts cleared, estimated eligible amounts not yet cleared at year-end,
and value reductions.

5) Receivables

Receivables are carried at original amount less write-down for impair-
ment. A write-down for impairment of receivables is established when
there is objective evidence that the European Communities may not be
able to collect all amounts due under the original terms of receivables.
This does not mean that the European Communities will not continue its
efforts to recover these amounts.



CONSOLIDATED ANNUAL ACCOUNTS OF THE EUROPEAN UNION 317

6) Cash and cash equivalents

Cash and cash equivalents are defined as short-term assets. They are val-
ued at their face value converted into euros at the rate applying at the end
of the year.

7) Employee benefit obligations

The European Communities include a liability on its balance sheet to
cover its employee benefit obligations, primarily pensions. The liability
is valued at each year-end using actuarial techniques, in accordance with
international accounting rules.

8) Provisions for risks and charges

Provisions for risks and charges are recognised when the European Com-
munities have a present legal or constructive obligation as a result of
past events, it is more likely than not that an outflow of resources will
be required to settle the obligation, and the amount can be reliably esti-
mated.

9) Financial liabilities

Financial liabilities include borrowings and ‘held for trading’ liabilities.
Borrowings are recognised initially at fair value, i.e. their issue proceeds
(fair value of consideration received) net of transaction costs incurred,
then subsequently carried at amortised cost using the effective interest
method. ‘Held for trading’ liabilities include derivatives that do not qual-
ify for hedge accounting when their fair value is negative.

10) Payables

A significant amount of the payables of the Communities are not related
to the purchase of goods or services — instead they are unpaid cost claims
from beneficiaries of grants or other Community funding. They are val-
ued at the accepted and eligible amount.

11) Accrued and deferred income and charges

In applying accrual accounting, it is necessary to ensure that income and
expenditure are included in the correct accounting periods, regardless
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of when the cash is received or paid out. Therefore a significant effort
is needed at each year-end to identify such amounts. In particular, an
assessment has to be made of eligible expenses incurred by beneficiaries
of Community funds but not yet reported to the Communities (accrued
charges). Different methods are used depending on the type of activities
and the information available so as to arrive at a best estimate of these
amounts. Conversely, some expenses are recorded in the current year
although they relate to subsequent periods (deferred charges), so they
have to be identified and included in the relevant future period.

Revenue should also be accounted for in the period to which it relates. At
year-end, when a service has been rendered or supplies have been deliv-
ered or a contractual agreement exists (i.e. by reference to a contract)
even though the invoice has not been sent, the amount should be assessed
and recorded in the financial statements as accrued revenue. Conversely,
when an invoice has been sent but does not relate to the reporting period,
the amount should be deferred to a future period.

4.4. Revenue

Exchange revenue: revenue from the sale of goods is recognised when the
significant risks and rewards of ownership of the goods are transferred
to the purchaser. Revenue from a transaction involving the provision of
services is recognised by reference to the stage of completion of the trans-
action at the reporting date.

Non-exchange revenue makes up the vast majority of the Communities’
revenue and includes mainly direct and indirect taxes and own resource
amounts. In addition to taxes, the European Communities may also
receive payments from other parties, such as duties, fines and donations.

4.5. Expenditure

Exchange expenses arising from the purchase of goods are recognised
when the supplies are delivered and accepted by the European Communi-
ties and are valued at original invoice cost.

Non-exchange expenses account for the majority of the expenditure of
the European Communities. They relate to transfers to beneficiaries and
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can be of three types: entitlements, transfers under agreement, and dis-
cretionary grants, contributions and donations.

Transfers are recognised as expenses in the period during which the
events giving rise to the transfer occurred, on condition that: the nature
of the transfer is allowed by regulation (Financial Regulation, Staff Regu-
lations, or other regulation) or a contract has been signed authorising the
transfer; any eligibility criteria have been met by the beneficiary; and a
reasonable estimate of the amount can be made.

When a request for payment or cost claim is received and meets the rec-
ognition criteria, it is recognised as an expense for the eligible amount. At
year-end, incurred eligible expenses already due to the beneficiaries but
not yet reported are estimated and recorded as accrued expenses.

4.6. Off-balance sheet

1) Contingent assets

A contingent asset is a possible asset that arises from past events and
whose existence will be confirmed only by the occurrence or non-occur-
rence of one or more uncertain future events not wholly within the con-
trol of the European Communities. A contingent asset is disclosed when
an inflow of economic benefits or service potential is probable.

2) Contingent liabilities

A contingent liability is a possible obligation that arises from past events
and whose existence will be confirmed only by the occurrence or non-
occurrence of one or more uncertain future events not wholly within the
control of the European Communities. In addition, a contingent liability
may be a present obligation that arises from past events but is not recog-
nised, either because an outflow of resources embodying economic ben-
efits or service potential is unlikely to be required to settle the obligation
or, very rarely, because the amount of the obligation cannot be measured
with sufficient reliability. A contingent liability is disclosed unless the
possibility of an outflow of resources embodying economic benefits or
service potential is remote.
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3) Commitments for future funding

A commitment for future funding represents a legal or constructive com-
mitment, usually contractual, that the European Communities have
entered into and which may require a future outflow of resources.

4) Guarantees

Guarantees are possible assets or obligations that arise from past events
and whose existence will be confirmed by the occurrence or non-occur-
rence of the object of the guarantee. Guarantees thus qualify as contin-
gent assets or liabilities.

4.7. Use of estimates

In accordance with generally accepted accounting principles, the Euro-
pean Communities’ financial statements necessarily include amounts
based on estimates and assumptions by management based on the most
reliable information available. Significant estimates include, but are not
limited to, amounts for pensions, provision for future charges, valuation
of publication stocks, financial risk on inventories and accounts receiv-
able, accrued income and charges, contingent assets and liabilities, and
degree of impairment of fixed assets. The methodology applied must be
consistent. Actual results could differ from those estimates. Changes in
estimates are reflected in the period in which they become known.

5. Budgetary accounts

The budgetary accounts give a detailed picture of the implementation of
the budget. They are designed to establish the consolidated reports on the
implementation of the budget, as referred to in Article 121 of the Finan-
cial Regulation. The budgetary accounts are based on the modified cash
accounting principle (1). The budget implementation reports comprise the
budgetary outturn account and annexes (which provide more detail and
comment on the information presented).

(') This differs from pure cash-based implementation because of elements such as carry-
overs.
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5.1. Budgetary principles

The budgetary principles are explained in Chapter 10, but in summary
they are: unity and budget accuracy; annuality; equilibrium; unit of
account; universality; specification; sound financial management; and
transparency.

5.2. The budgetary outturn account

Under Article 127 of the Financial Regulation, the budgetary outturn
account sets out all budgetary operations for a year in terms of revenue
and expenditure. Its structure is the same as that of the budget itself.

The budget outturn comprises the result of the European Union and the
result of the participation of the EFTA countries. It represents the dif-
ference between total revenue received for that year and total payments
made against that year’s appropriations plus the total amount of that
year’s appropriations carried over to the following year.

The following are added to or subtracted from the resulting figure:

— the net balance of cancellations of payment appropriations carried
over from previous years and any payments which, because of fluctua-
tions in the euro rate, exceed non-differentiated appropriations car-
ried over from the previous year,

— the balance of exchange-rate gains and losses recorded during the
year.

A budget outturn surplus is paid back to the Member States the following
year by deduction of their contributions for that year.

5.3. Revenue

The amounts of own resources entered in the accounts are those credited
in the course of the year to the accounts opened in the Commission’s
name by the national treasuries and other bodies appointed by the Mem-
ber States. The difference between the amount of VAT own resources and
GNI-based resources entered in the budget and the amount actually due
is calculated by the Commission and the resulting amount has to be set-
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tled by 1 December of the following year. This amount can be entered in
the budget of that year via an amending budget. Other revenue entered in
the accounts is the amount actually received in the course of the year.

5.4. Expenditure

For calculating the budget outturn for the year, expenditure comprises
payments made against the year’s appropriations for payments plus any
of these appropriations that are carried over. Payments made against
the year’s appropriations for payments are payments validated by the
authorising officer by 31 December. The payments taken into account for
the European Agricultural Guarantee Fund and the European Agricul-
tural Fund for Rural Development are those made by the Member States
between 16 October year n and 15 October year n+1.

6. Modernisation of the European Communities’
accounting system

6.1. Why change?

As an information system, public-sector accounting has substantially
broadened its objectives from a mere record of budget execution to a
more dynamic and complete management tool, setting out the economic,
financial and asset/liability implications that arise. The European Com-
munities therefore decided to fall into line with the approach adopted by
many states, and supported by international bodies such as the Interna-
tional Federation of Accounts (IFAC) and the OECD, by modernising
their accounts. This entailed a change from a system of accounts focusing
on a cash-based description of budget expenditure and revenue opera-
tions, to an accrual accounting system.

The objective was to provide better information to management for their
decision-making and to improve the transparency and quality of the
accounting information presented annually. A new system was envisaged
so as to ensure that both the internal users of the system and the external
readers of the accounts have more reliable and relevant information.
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6.2. The work done

Work began in earnest in 2003 with the commencement of the ‘modernisa-
tion of the accounting system’ project, which aimed to place the European
Communities at the forefront of the international movement towards the
modernisation of public sector accounting. As planned, the new accounting
system came into use in January 2005, together with a new set of account-
ing rules and a new chart of accounts. Since 2005, therefore, the financial
statements of the European Communities have been prepared under full
accrual accounting rules as explained in point 3.2 above. It should be noted
that the budget accounts are still based on movements of cash, so a dual
system is in operation to allow all reporting requirements to be met.

The IT architecture was also updated to ensure that each accounting
event, and not just cash movement, would be fully registered when it
occurs. Improvements continue to be made to the IT systems to further
the integration of systems, to improve the quality of accounting data and
to provide better management reporting.

All services made an inventory of their assets and liabilities as at 31 Dec-
ember 2004. The end result of this was the complete restatement of the
European Communities’ balance sheet as at 31 December 2004 based on
accrual accounting rules.

6.3. Main impact on the financial statements

The application of accrual accounting principles essentially means that
income and expenditure are recorded in the accounts when earned/
incurred and not just if cash is received/paid. This change in accounting
rules has had five major impacts on the financial statements:

1) Pre-financing amounts shown as an asset on the balance sheet

An asset called ‘pre-financing’ is recognised on the Communities’ bal-
ance sheet representing advances paid to beneficiaries with the intention
to provide them with a float. The amount on the balance sheet represents
money that beneficiaries have not yet used or for which they have not yet
submitted reports or claims detailing how the money was spent. These
amounts are quite significant as they concern the core of the Communi-
ties’ activities.
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2) Current payables

Under accrual accounting rules, amounts are recognised in the account-
ing system as costs and payables as soon as they are deemed incurred and
eligible by the authorising services. Therefore the amount of payables on
the Communities’ balance sheet is considerably higher than before full
accrual methods were used.

3) Year-end cut-off exercise

A key element of accrual accounting is ensuring that income and expenses
are recorded in the accounting period to which they relate. Therefore, a
significant exercise has to be performed by the European Communities at
each year-end to estimate the accounting entries that need to be made to
assign income and expenses to the correct accounting periods. The result
of this exercise is a very significant amount of accrued expenses appear-
ing on the Communities’ balance sheet.

4) Amounts to be called in from Member States

Based on its accounting rules, the Communities must evaluate and recog-
nise in its financial statements the expenditure to be financed by the general
budget but which has not yet been declared by year-end. Consequently,
many expenses are recognised under accrual accounting rules in the year
n although they may be actually paid in year n+1 using the budget of year
n+1. Nevertheless, the Communities can only call in resources from the
Member States when they need money to pay an amount due. This inclu-
sion of the Communities’ liabilities in the accounts, coupled with the fact
that the corresponding amounts needed to fund these are only recognised
in future years, results in liabilities greatly exceeding assets at year-end
(i.e. negative net assets).

To present this situation in the most comprehensible way, a vertical bal-
ance sheet showing the Communities’ assets first, then its liabilities, was
adopted. The difference represents principally the amounts to be called in
from Member States. The existence of negative net assets simply reflects
the difference between cash-based accounting and accrual accounting for
an entity financed according to its cash-flow needs by the general budget.
The budget does not take into account the obligation of Member States
to provide the necessary resources in the future to pay for the expenditure
incurred when it falls due. It should be remembered that the Communi-
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ties cannot make a payment unless it is provided for in the budget, and all
budgeted expenditure is covered by budgeted revenue from the Member
States.

5) Disclosures and explanations

The financial statements of the European Communities now provide
more complete and clear explanations and notes that should allow for
a better understanding of the financial position and results of the Com-
munities for a given year.






Chapter 16

Internal control and external scrutiny
of the budget

1. Principles

1.1. Internal control
Article 274 of the EC Treaty (') states:

‘The Commission shall implement the budget:

— in accordance with the provisions of the regulations made pursuant to
Article 279;

— on its own responsibility; and

— within the limits of the appropriations, having regard to the principles
of sound financial management.

Member States shall cooperate with the Commission to ensure that the
appropriations are used in accordance with the principles of sound finan-
cial management.’

(') See European Union — Consolidated versions of the Treaty on European Union and of the
Treaty establishing the European Community (2002) (O] 2002/C325/01, 24.12.2002).
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The principle of sound financial management is spelled out in the Finan-
cial Regulation ('), which requires that appropriations are used in accord-
ance with the principles of economy, efficiency, and effectiveness.

The Commission has a wide range of financial and managerial tasks. In
line with existing financial rules, the internal arrangements set up by the
Commission constitute a structure of robust controls and management
tools that enable the Commission to assume its political responsibilities
for management by its Directors-General and heads of service. The over-
all responsibility for the implementation of the budget lies with the Euro-
pean Commission.

While parts of the operational budget are implemented directly by the
Commission services (centralised direct management), a high proportion
of the budget is managed in association with the Member States, notably
for the structural funds and agriculture (shared management) (2). Some
tasks are also delegated to agencies (centralised indirect management),
implemented through the Commission delegations in third countries
(decentralised management), or carried out jointly with international
organisations (joint management). In all these cases, the control mecha-
nisms to ensure the legality and regularity of the underlying transactions
and the reliability of the accounts have to be defined.

In order to ensure that the funds are used in accordance with the appli-
cable rules, the Commission applies clearance-of-accounts procedures or
financial correction mechanisms that enable it to assume final responsibil-
ity for the implementation of the budget. These procedures, like the con-
trol procedures for programmes and actions, are multiannual in nature.

(') Council Regulation (EC, Euratom) No 1605/2002 of June 2002 on the Financial
Regulation applicable to the general budget of the European Communities (O] L 248,
16.9.2002, p. 1), as last amended by Council Regulation (EC, Euratom) No 1995/2006
of 13 December 2006 (OJ L 390, 30.12.2006), Articles 27-28a, ‘principle of sound finan-
cial management’.

(*)  Council Regulation (EC, Euratom) No 1605/2002 of June 2002 on the Financial Regula-
tion applicable to the general budget of the European Communities (O] L 248, 16.9.2002,
p- 1), as last amended by Council Regulation (EC, Euratom) No 1995/2006 of 13 Decem-
ber 2006 (O] L 390, 30.12.2006), Articles 53-57, ‘methods of implementation’.
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1.2. External scrutiny and accountability

Democratic control of the executive means, among other things, that the
executive has to account in public to the parliament for its use of the pub-
lic funds voted by parliament for its activities. This is the crucial moment
for the executive. Does the democratically elected body consider that the
executive has correctly used the funds voted by it for the policy purposes
it agreed? The parliament needs an independent examiner or auditor to
scrutinise what the executive has done and verify whether it has done
what it was instructed to do and to report to parliament. If the execu-
tive is judged not to have acted as instructed, the parliament can, in the
extreme case, sack the executive.

These principles are also reflected in the Treaties. Article 274 of the EC
Treaty requires the Commission to implement the annual budget voted by
Parliament and Council in accordance with Article 272 of the EC Treaty.
Article 275 requires the Commission to submit the annual accounts and
a financial statement of assets and liabilities to the Council and the Euro-
pean Parliament. Articles 246, 247 and 248 establish an independent
Court of Auditors that carries out the annual audit and reports to Parlia-
ment each year. Article 276 gives the European Parliament the power to
discharge the budget implemented by the Commission each year, upon a
recommendation from the Council and taking into account the work of
the Court of Auditors. Finally, Article 201 gives the European Parliament
the power to censure the Commission, and if the motion of censure is
passed then the Commission must resign as a body.

However, the reality is not as simple as that described. The Council is also
part of the budgetary authority that votes the budget for the following
year. Though the Commission has the final responsibility for implement-
ing the budget, about 80 % of the budget — agriculture and structural
actions — is in fact managed by the Member States themselves. So the
Council also represents the implementers. Furthermore, it makes recom-
mendations on how the budget has to be implemented in the discharge
procedure. Parliament and Council agree the laws governing the Union’s
activities, though the Council has the final say on the financial rules (see
Chapter 11), at least until the new treaty is adopted.

Parliament is helped in the discharge procedure by the European Court of
Auditors, which ‘shall carry out the audit’ (Article 246 of the EC Treaty).
The Court is an independent institution of the Union (Article 247) and
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assists the European Parliament and the Council in exercising their pow-
ers of control over the implementation of the budget (Article 248).

2. Internal control in the Commission

The European Commission’s governance structure is defined by the trea-
ties. It has evolved to match the Commission’s changing role and to reflect
advances in European governance. In the reform launched in the year 2000,
the Commission established a new governance framework, fully empower-
ing authorising officers by delegation and specifying the control and account-
ability structures to be put in place to facilitate sound management. Over the
years, this framework has been adapted in the light of experience.

2.1. Decentralised accountability arrangements

The EC Treaty (Articles 211-219) sets out in detail what is required of
Commissioners — as a college and as individuals — under law. The College
of Commissioners represents the apex of this architecture, defining policy
and taking decisions: it carries political responsibility for the actions of
the Commission.

The operational implementation of the budget is formally delegated to the
various Directors-General or heads of service. The Financial Regulation
constitutes the legal basis for such decentralised financial and accountabil-
ity arrangements and defines the responsibilities of each financial actor.
This delegation is decided annually via the Commission’s internal rules,
based on the approved budget structure for the year. Delegated Author-
ising Officers are responsible for the sound and efficient management of
their resources and for setting up adequate and efficient control systems
to ensure the legality and regularity of expenditure in their departments.
Delegated Authorising Officers may formally sub-delegate responsibility to
appropriate staff to authorise expenditure and revenue on their behalf.

In executing the budget, Delegated Authorising Officers must respect
the provisions of the Financial Regulation and its Implementing Rules
and should establish appropriate internal control systems in line with
the Commission’s Internal Control Standards for Effective Management.
These Standards constitute the basic internal control principles and prac-
tices to be applied across the whole Commission. The standards specify
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the requirements, actions and expectations necessary to build an effective
internal control system.

The control system is intended to provide reasonable assurance that oper-
ational activities are effective and efficient, that transactions are legal and
regular, that financial and management reporting is reliable, that fraud
and irregularities are prevented or detected, and, finally, that assets and
information are safeguarded.

Internal control systems are reviewed regularly to ensure effective control
at a reasonable cost. Each Delegated Authorising Officer is supported by a
Resource Director and/or an Internal Control Coordinator to oversee and
monitor the implementation of internal control systems within the Commis-
sion department in question. The competent Commissioner supervises the
implementation of the budget by the Director-General or head of service.

At the end of each year, the Directors-General and heads of service must
give an account to the Commission in an Annual Activity Report of the
achievement of key policy objectives and provide a management report
and a declaration of assurance on the exercise of their responsibility as
Delegated Authorising Officers. The Director-General defines the neces-
sary control mechanisms and includes in the Annual Activity Reports
a description of the control environment and of the different tasks and
responsibilities of all actors involved. The Director-General also declares
that the information contained in the report gives a true and fair view
and confirms that resources were used as intended and in accordance
with sound financial management and that the internal control proce-
dures in place give reasonable assurance as to the legality and regularity
of the underlying transactions. The declaration may contain reserva-
tions regarding the assurance provided where there are particular issues
affecting internal control. In all cases, action plans must be established to
address any weaknesses identified.

Subsequently, the Commission adopts every year a ‘synthesis of manage-
ment achievements’, through which it assumes its political responsibility
under Article 274 of the EC Treaty for management by its Directors-Gen-
eral and heads of service, on the basis of their Annual Activity Reports.
In cases where the Directors-General or heads of service have made res-
ervations regarding their declaration of assurance, the annual synthesis
presents a first analysis of how these shortcomings will be addressed.
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It also examines important cross-cutting issues raised by other bodies,
including the Internal Auditor, the European Court of Auditors, the
European Parliament and the Council of Ministers.

The synthesis is transmitted to the Discharge Authority and to the European
Court of Auditors at the latest by 15 June following each budget year.

The Commission’s Accounting Officer executes payment and recovery
orders approved by authorising officers and is responsible for manag-
ing the treasury, laying down accounting rules and methods, validating
accounting systems, keeping the accounts and drawing up the institu-
tion’s financial statements, as well as for consolidating these accounts
with those of the other institutions. The Accounting Officer also signs off
the accounts, certifying that (s)he has made the checks that (s)he consid-
ers necessary and is satisfied that they have been prepared in accordance
with the accounting rules, methods and accounting systems established
under his/her responsibility, that (s)he has made any adjustments neces-
sary for a true and fair presentation of the accounts in accordance with
the financial rules, and that they are therefore reliable.

The Central Financial Service of the Commission is the lead service as
regards the Financial Regulation and the internal control framework. It
also provides support and advice to other services on matters relating to
financial management, including interpretation of legislation and internal
control and risk management. The Service develops standards and guide-
lines, and facilitates the exchange of good practices in the field to help
authorising officers to assume their financial management responsibilities.

2.2. Internal audit architecture

Following the administrative reform in 2000 the internal audit archi-
tecture was restructured to include a centralised internal audit function
(Internal Audit service), a decentralised audit function within the services
(Internal Audit Capabilities) and an Audit Progress Committee.

The Internal Audit Service (IAS) is a service of the Commission headed
by the Internal Auditor of the Commission, whose mission is to issue
independent audit opinions on the quality of management and internal
control systems and to present recommendations aimed at ensuring the
efficient and effective achievement of the Commission’s objectives.
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Internal Audit Capabilities (IAC) exist for all Commission departments.
Their role is to assist Director-Generals and management within the
Directorates-General in controlling risks and monitoring compliance
with internal control standards. They provide an independent and object-
ive opinion on the quality of management and internal control systems
and make recommendations in order to improve the efficiency of opera-
tions and to ensure economic use of the Directorate-Generals’ resources.

The Audit Progress Committee (APC) is composed of a number of Com-
missioners, some of whom are responsible for the management of large
parts of the EU budget, together with external experts in audit matters.
Under its Charter, the Audit Progress Committee reports annually to the
College of the Commission on the quality of internal audit work and on the
follow-up given by Commission departments to recommendations from a
variety of sources: the Internal Auditor, the Internal Audit Capabilities, the
European Court of Auditors ('), and audit-related matters in the resolutions
adopted by the Discharge Authority (2). Beyond these formal reporting obli-
gations, the APC’s role is preventive, drawing attention to situations which,
if left unattended by the Commission departments, could seriously affect
the reputation of the Commission. Accordingly, the Committee strives to
increase the effectiveness of follow-up given by Commission departments
to relevant audit recommendations, whatever their source.

2.3. Actions to improve the internal control framework

The Commission adopted an Action Plan towards an Integrated Internal
Control Framework (*) in January 2006 to strengthen its internal control
architecture. Drawing on recommendations by the European Court of

(')  The European Court of Auditors provides, amongst others, the European Parliament
and the Council with a statement of assurance as to the reliability of the accounts and
the legality and regularity of the underlying transactions.

(?)  The Discharge Authority is made up of the European Council and the European Parlia-
ment. The European Parliament adopts a yearly discharge resolution, upon recommen-
dation by the Council. The Commission follows up the recommendations contained in
the discharge resolution.

(®)  Communication from the Commission to the Council, the European Parliament and the
European Court of Auditors: Commission Action Plan towards an Integrated Internal
Control Framework [COM(2006) 9 of 17.1.2006].
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Auditors (1) and on work with experts from Member States, this Plan
underlined the Commission’s determination to further improve financial
management and to ensure an effective and efficient control framework.
The Action Plan addresses identified gaps with regard to simplifying legal
and control frameworks, obtaining improved assurance from all actors
in the management chain, sharing audit results and addressing specific
issues that lead to a negative statement of assurance from the European
Court of Auditors. The different actions are programmed to be com-
pleted by the end of 2007 and their results are then expected to become
progressively visible and demonstrable in terms of increased assurance.
This should lead to a reduction in the error rate through improved pre-
vention, detection and correction.

3. External scrutiny by the European
Court of Auditors

3.1. Historical background and Treaty mandate

The Court of Auditors was set up by the 1975 Brussels Treaty and was
installed on 1 July 1977, meeting for the first time on 18 October 1977.

The Maastricht Treaty promoted the Court of Auditors in 1993 to the rank
of a European Community institution (Article 7 of the EC Treaty) and
introduced the requirement for the Court to publish an annual statement of
assurance (known as DAS, from the French declaration d’assurance) on the
reliability of the Communities’ accounts and on the legality and regularity
of the transactions underlying these accounts.

The Amsterdam Treaty gave the Court the status of a European Union
institution, thus enlarging the Court’s audit scope to include the second
and third pillars of the Union (foreign and security policy, and justice and
home affairs).

The Nice Treaty provided that the statement of assurance ‘may be sup-
plemented by specific assessments for each major area of Community
activity’.

(') Opinion No 2/2004 on the ‘single audit’ model (and a proposal for a Community Inter-
nal Control Framework) O] C 107, 30.4.2004.
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Unlike certain national supreme audit courts, the Court has no judicial
powers. Nor does it have any power to take decisions, impose penalties or
give orders. Article 248 of the EC Treaty requires the European Court of
Auditors to examine the accounts and audit the revenue and expenditure
of the European Union. The Court aims to contribute to improving the
financial management of European Union funds, so as to ensure maximum
value for money for all citizens of the Union. All bodies set up by the Com-
munity are included where the relevant constituent instrument does not
preclude such examination.

The Treaty provisions appear to give greater emphasis in the Court’s scru-
tiny work to compliance audits — whether the Commission has followed
the rules — rather than to performance audits — whether the funding has
achieved the aims for which it was intended.

Since the Maastricht Treaty, the Court has had to provide the European
Parliament and the Council with public statements of assurance as to
the reliability of the accounts and to the legality and regularity of the
underlying transactions. This statement is published as part of the annual
report. The Amsterdam Treaty extended the Court’s mandate, asking it
to assess the assurance by major sector of the budget. The statement of
assurance (DAS) constitutes a genuine certification of the accounts, a task
very different in nature from the traditional tasks of the Court, which were
preparing and publishing observations or drawing up opinions on legisla-
tive and other proposals with important financial consequences. The Court
also provides a separate statement of assurance relating to the accounts of
the European Development Fund (EDF) and the underlying transactions.

The Court can also prepare special reports and may give an opinion on
draft legislation; it is required to do so particularly on matters with finan-
cial and control provisions.

3.2. The Court’s mission

The European Court of Auditors audits independently the collection and
spending of European Union funds and, through this, assesses the way
that the European institutions discharge these functions. It examines
whether financial operations have been properly recorded, legally and
regularly executed, and managed so as to ensure economy, efficiency and
effectiveness. It makes the results of its work known through the publica-
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tion of relevant, objective and timely reports. In its work, the Court aims
to contribute to improving the financial management of European Union
funds at all levels, so as to ensure maximum value for money for the citi-
zens of the Union.

1) Coverage of the annual audit

The accounts of the European Community to be scrutinised comprise the
financial statements and reports on the implementation of the budget of
the institutions as set out in Article 126 of the Financial Regulation, those
of the bodies set up by the Community (), where the relevant constituent
instrument does not preclude such scrutiny (Article 248(1) EC) (2), and
those of other bodies whose accounts must be consolidated in accordance
with Article 121 of the Financial Regulation and Community accounting
rules, together with the consolidated financial statements and consoli-
dated reports on the implementation of the budget. A description of the
content of these annual accounts is to be found in Chapter 15.

The annual audit covers these accounts relating to the general budget and
the accounts of the EDF (Statement No 1 attached to the Brussels Treaty
of 22 July 1975), which is not included in the budget.

The Commission also has to present a report on financial and budget-
ary management for the financial year in question with the provisional
accounts, which are sent to the Court by 31 March of the following
year.

The audit also encompasses borrowing and lending operations carried
out outside the general budget.

(") Article 185 of the Financial Regulation.

()  For example, the statute of the European Investment Bank (EIB) precludes scrutiny by
the Court of Auditors of accounts and commitments from the EIB’s own resources (the
Court’s audit powers cover only Community funds for which management has been
delegated to the EIB; pursuant to Article 248(3) third subparagraph, EC, the detailed
rules governing such audits are laid down in a tripartite agreement between the Court of
Auditors, the EIB and the Commission). Another example is the Statute of the European
Central Bank, which places strict limits on the prerogatives of the Court of Auditors.
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Its coverage of the ‘second and third pillars’ (common foreign and secu-
rity policy, cooperation in the field of justice and home affairs) is confined
to operations financed from the general budget.

It covers revenue and expenditure operations that have already been
carried out. On the revenue side, the yardsticks used are established
entitlements and payments to the Community, while for expenditure,
commitments and payments are taken into account. The audit is there-
fore an ex post exercise, although it may be carried out before the closure
of accounts for the budgetary year in question.

2) Documentation and information required

The Court’s investigative powers are very extensive (!). It may, among
other things, request the institutions, the Member States, Community
bodies, beneficiaries, and the national audit bodies to provide any docu-
ment or information it considers necessary to carry out the tasks entrusted
to it by the Treaties.

The audit is based on records and, if necessary, performed on the spot in
the Community institutions and in the Member States, at the premises of
any body that manages revenue and expenditure on behalf of the Com-
munity or any natural or legal person in receipt of payments from the
Community budget.

The Court receives regular information about the implementation of the
budget throughout the year. Once a month within 10 working days fol-
lowing the end of each month, the Commission’s accounting officer sends
to the European Parliament and to the Council, as well as to the Court, in
electronic form, figures, aggregated at chapter level at least, on the imple-
mentation of the budget, both for revenue and for expenditure against all
appropriations.

Three times a year, within the 30 working days following 31 May,
31 August and 31 December, the Commission’s accounting officer sends
to the European Parliament and to the Council, as well as to the Court,
a report on the implementation of the budget, covering both revenue and

(') Set out in Article 248(3) of the EC Treaty and detailed in Articles 139 to 144 of the
Financial Regulation.
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expenditure broken down by chapter, article and item (Article 131 of the
Financial Regulation).

The Commission also sends to the European Parliament and to the
Council, as well as to the Court, information twice a year on budget-
ary guarantees and the corresponding risks (Article 130 of the Financial
Regulation).

The Commission also provides to the Court the annual activity reports
of the Directors-General and heads of service, the ‘Synthesis’ report and
the Commission’s annual summary of the audits undertaken by the Inter-
nal Audit Service, which keeps the Court fully informed of the work it
undertakes.

3) The Court’s reports

The findings of the Court’s audit are set out in an annual report ('), the
draft of which is sent to the institutions not later than 30 June of the year
following the closure of the year under audit.

They are based on statements of preliminary findings (SPFs) or ‘sector
letters’ to Commissioners, Commission Directorates-General or national
government departments, via their supreme audit institutions, in which it
sets down its observations arising from findings made during audits. The
statements are sent to the auditees to obtain their replies, and can form part
of the content of a special report or part of the annual report. The Court
requests confirmation of the accuracy of its findings, proof where the find-
ings are contested, the provision of further details or even that particular
action be taken.

The annual report is published in the Official Journal of the European
Communities, together with the replies of the institutions, by 15 Novem-

ber of the same year (2) (31 October for the report on the activities funded
by the EDF).

In addition to this annual report, the Court may at any time submit obser-
vations on specific questions — for example in the form of special reports —

(') Article 248(3) EC Treaty.
(?)  First subparagraph of Article 248(4) of the EC Treaty and Article 143(5) of the Financial
Regulation.
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and deliver opinions at the request of a Community institution ('). These
too are published as a rule.

The Court adopts its reports and opinions by a majority of its 27 members (2).

4) The work of the Court of Auditors has three facets

These clearly reflect the two complementary approaches that generally
underpin the external scrutiny of public finances:

a) Audits of the annual accounts — the more traditional approach — are
common to all external audit bodies. This involves examining the accounts
and supporting documents to assess whether the annual accounts provide
a true and fair view of the Community’s financial activities during the
year and the Community’s financial position at year-end.

b) Audit of the underlying transactions to ensure that the accounting
and financial operations have been conducted in a proper manner and in
accordance with the relevant legal rules (treaties, secondary legislation,
agreements, contracts, etc). This is the ‘financial audit’ in the strict sense
of the term. This leads to statements of compliance.

¢) The audit of sound financial management represents a higher level of
scrutiny that is essentially qualitative: the object is to ensure that the
internal control systems and decisions and the decisions actually taken
by the Community executive allow an optimum balance to be achieved
between attaining a given objective and the means used, in terms of econ-
omy, efficiency and effectiveness:

— the check on economy consists of verifying that the resources used are
acquired at the most appropriate time and at the lowest cost;

— the check on efficiency seeks to determine the degree to which the
objectives assigned to the body under audit have been attained;

— the measurement of effectiveness consists of comparing the results
obtained with the means used, i.e. ensuring that the resources were
used in optimum fashion.

(") Second subparagraph of Article 248(4) of the EC Treaty.
() Third subparagraph of Article 248(4) of the EC Treaty.
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d) The statement of assurance as to the reliability of the accounts and the
legality and regularity of the underlying transactions, which encompasses
two conceptually independent tasks.

The Court’s own DAS audit manual (!) describes the method as follows.

An audit of the accounts

The opinion on the reliability of the accounts states whether the final con-
solidated accounts of the European Communities for a given year com-
pletely and accurately report the cash flows and financial results for that
particular year and whether assets and liabilities at year-end are properly
registered so as to reflect faithfully the financial position.

Here, the Court sets out to establish whether the European Commission
has ensured the effective application of the relevant accounting rules and
whether the consolidated final accounts give a true and fair view of the
EU finances within the framework of the generally accepted accounting
principles and methods.

The approach followed by the Court in auditing the accounts of the Euro-
pean Communities follows standard financial audit methodology, i.e.
comprises the following basic elements:

a) evaluating the central accounting system;

b) checking the functioning of the key accounting procedures;

¢) analytical checks (consistency and reasonableness) on the main account-
ing data;

d) analyses and reconciliations of accounts and/or balances;

e) substantive tests of commitments, payments and certain balance sheet
items.

(') http://eca.europa.eu/portal/pls/portal/docs/1/348495.PDF.
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Audit of the legality and regularity of the underlying
transactions (1)

The second task concerns the legality and regularity of the underlying
transactions. The audit examines whether EU funds have been received
and spent in conformity with contractual and legislative conditions and
have been correctly and accurately calculated. Payments are audited down
to the level of the final beneficiaries, given that a high percentage of Com-
munity expenditure payments are made on the basis of claims submitted
by the final beneficiaries themselves.

The resulting audit opinion, presented in the form of an overall conclu-
sion covering all revenue and expenditure transactions, is derived from
audits of the major areas of EU revenue and expenditure (called specific
assessments).

The task presents significant challenges, for example:

— about 80 % of the budget is implemented under shared management
between the Commission and the Member States;

— much of the expenditure concerns claims made by many diverse final
beneficiaries in the Member States and some even in third countries;

— the complexity of the rules applied in the implementation of so many
different expenditure programmes in the 27 Member States.

The Court’s DAS methodology has evolved since the DAS was first sub-
mitted on 15 November 1995, relating to the implementation of the 1994
budget. It was accompanied by a special report published at the same
time as its annual report.

The statements of assurance for the general budget provided by the
Court in more recent years can be summarised as follows. The Court
has declared, albeit with certain reservations or observations attached,
that the Communities” accounts accurately reflected their revenue and
expenditure and financial position and that the transactions underlying
the revenue and commitment of expenditure operations were in order and

(') This text is drawn from the European Court of Auditors DAS Methodology manual
(April 2007 © European Court of Auditors).
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in accordance with the law. This was also the case with the new accrual
accounting system in its first years in 2005 and 2006.

However, the Court felt unable to issue a positive statement of assur-
ance for payment operations. Since the Amsterdam Treaty its statement
has become more nuanced, since it has been able to give positive state-
ments for own resources, commitments, administrative expenditure and.
in more recent years, part of the payments (agricultural expenditure cov-
ered by the integrated administration and control system, where properly
applied, external actions at the level of Commission delegations, and pre-
accession aid, except recently Sapard).

5) Legality

While it assesses the legality and regularity of underlying transactions, the
European Court of Auditors nevertheless cannot make any pronounce-
ments on the legality or otherwise of acts by the institutions. Only the
Court of Justice, the Court of First Instance and the Civil Service Tribu-
nal have jurisdiction in this field.

In preparing its reports, the Court of Auditors often makes critical assess-
ments of the legislative provisions with financial implications adopted by
the Council. Also, since the entry into force of the Amsterdam Treaty, it
must report on any cases of irregularity it uncovers in the course of its
audits (first subparagraph of Article 248(2) of the EC Treaty). In recent
DAS audits, of the 800 samples taken only four appeared to be irregulari-
ties to be reported to the European Anti-Fraud Office and only two were
taken up for investigation by that body.

6) Cooperation with national supreme audit courts

The European Court of Auditors, as the EU’s external audit institution,
seeks good contacts and working relations with similar organisations all
over the world. Particular attention is given to the Supreme Audit Institu-
tions (SATIs) in Europe, where cooperation with the SAIs of EU Member
States (required under Article 248(3) of the EC Treaty (')) and EU candidate

(')  Since the Amsterdam Treaty, EC Treaty Article 248(3) calls on the Court and national
audit institutions to ‘cooperate in a spirit of trust while maintaining their independ-
ence’.
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and potential candidate countries is amply justified by the fact that the
Member States collect and pay out the lion’s share of Community revenue
and expenditure and that accession states also have control responsibili-
ties over pre-accession funding.

The objective of this cooperation is closely linked to the Court’s responsi-
bility for the audit of EU funds. As these funds generally pass through the
national administrations of the countries concerned and the respective
SAIs audit those administrations, close cooperation between the Court
and national SAIs is essential for effective and efficient implementation
of the Court’s tasks.

The Court applies generally accepted international public sector auditing
standards, and international cooperation provides valuable opportunities
to exchange views and experiences on their use.

4. Political control exercised
by the European Parliament

Although budgetary powers are shared between the Council and the
European Parliament, the latter assumes the essential responsibility for
political control over the implementation of the budget under Article 276
of the EC Treaty and Article 180b of the Euratom Treaty, and under Arti-
cles 145 to 147 of the Financial Regulation.

4.1. Constant monitoring of budget implementation during
the financial year

1) Development of the procedure

Historically, Parliament as an institution was first given responsibility
for ex post control through preparation of the decision giving discharge.
Parliament set up a specialised committee, the Committee on Budgetary
Control (which began life as a mere subcommittee of the Committee on
Budgets), which gradually imposed a system whereby budget implemen-
tation is monitored constantly.

The Maastricht Treaty enshrined this in law through changes to Arti-
cle 276(2) of the EC Treaty, which introduced a system for hearing evi-
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dence from the Commission on the implementation of expenditure or
the operation of financial control systems, as part of the preparation of
the discharge. This Article also provides that the Parliament can ask for
documents concerning ‘any other purpose in connection with the exercise
of [the Commission’s] powers over the implementation of the budget’.

In practice, in agreement with the Commission, the Committee on
Budgetary Control acquired the right to obtain relevant documents or
information from the Commission departments in the field of budgetary
control, subject to specific request and confidential handling in a secure
archive upon agreement between the Parliament or its relevant body and
the Commission. The Commission also accepted that Community offi-
cials could be called on by the committee to give evidence.

Since 1 January 2001, the Framework Agreement of 5 July 2000 on
relations between the European Parliament and the Commission for-
malised the arrangements for transmitting information to Parliament,
particularly as regards the annual discharge procedure (see Article 17 and
Annex ITI). These provisions have been taken over in the new Framework
Agreement of 26 May 2005 and its Annex 1.

The Committee of Budgetary Control has also been refining its compe-
tences and responsibilities in successive revisions of Parliament’s internal
rules of procedure (see Annex VI for a full list). These permit scrutiny
on many different fronts, although the discharge procedure forms the
main component. The Committee on Budgetary Control examines the
accounts, financial statements and analyses mentioned above and sub-
mits its conclusions to the full House, which adopts the decision giving
discharge (see Section 4.2. below).

2) Powers of inquiry

Since the entry into force of the Treaty on European Union, Parliament
also has extensive powers of investigation under Article 193 of the EC
Treaty, which reads as follows:

‘In the course of its duties, the European Parliament may, at the request
of a quarter of its Members, set up a temporary committee of inquiry to
investigate, without prejudice to the powers conferred by this Treaty on
other institutions or bodies, alleged contraventions or maladministration
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in the implementation of Community law, except where the alleged facts
are being examined before a court and while the case is still subject to
legal proceedings.

The temporary committee of inquiry shall cease to exist on the submis-
sion of its report.

The detailed provisions governing the exercise of the right of inquiry shall
be determined by common accord of the European Parliament, the Coun-
cil and the Commission.’

Although this article is not designed exclusively to cover financial mat-
ters, it may enable Parliament, in appropriate cases, to examine the sub-
stance of allegations of infringements or maladministration relating to
budget implementation.

3) The traditional ‘Notenboom procedure’ and the global transfer

The examination of the Commission’s regular implementation reports
and a motion for a resolution prepared by the Committee on Budgetary
Control used to give rise, each year, to a major debate in the House on
the implementation of the budget for the current year in September or
early October.

The ‘global transfer’ has now become the responsibility of the Parlia-
ment’s Committee on Budgets, and has assumed importance in the annual
budget procedure. The procedure generally concludes with a series of
transfers of appropriations being voted with a view to adjusting budget
appropriations in line with the rate of implementation in the final months
of the year.

4) Budget implementation and control following reforms since 1988

The 1988 Interinstitutional Agreement, including the 1988-92 financial
framework, aimed to improve budgetary discipline and sound financial
management. Provisions in successive agreements concluded between
Parliament, the Council and the Commission have tightened control of
budget implementation:
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— The financial framework now places ceilings on commitment appro-
priations for particular policies or major categories of expenditure;

— More systematic spending forecasts are made in agriculture (the early
warning system);

— Tighter control is exercised over implementation during the year; and

— A strict check is made of the existence of a proper legal basis for
expenditure.

Under paragraphs 10, 28 and 29 of the Interinstitutional Agreement (ITA)
of 6 May 1999 on budgetary discipline and improvement of the budget-
ary procedure, which entered into force on 1 January 2000, the Commis-
sion was obliged to ensure that preliminary draft budgets were consistent
with the Community’s actual financing requirements. To do so, it had
to take account of the following considerations (strictly observing the
2000-06 financial framework while allowing for some flexibility):

— the capacity for using appropriations, maintaining a strict relation-
ship between appropriations for commitments and appropriations for
payments;

— the possibilities for launching new policies or new preparatory operations
or continuing multiannual operations that were coming to an end;

— the need to ensure that any change in expenditure in relation to the
previous year was in accordance with the constraints of budgetary
discipline;

— the need to avoid entering items in the budget carrying insignificant
amounts of expenditure on operations.

Under the terms of Annex III to the ITA of 6 May 1999, as regards com-
pulsory expenditure, the Commission had to assess and, where necessary,
adapt proposals for appropriations in line with the financial implications
of existing legislation or legislation about to be adopted. Under para-
graph 29 of the ITA, the Council and Parliament had to bear in mind the
assessment of the scope for implementing the budget made by the Com-
mission in its preliminary draft.
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These provisions focused on improved forecasting, rapid feedback on
problems of implementation identified during the process of establishing
the budget, more rigorous financial programming, and a closer tie-up
between the financial and budgetary processes and the legislative proc-
ess. They have been considerably extended under parts II and IIT and
Annex II of the new Interinstitutional Agreement (ITA) of May 2006 ().
Articles 33, 44 and 46 are perhaps the most noteworthy. Though Parlia-
ment’s Committee on Budgets is mainly involved in these matters, the
Committee on Budgetary Control may also pursue such matters particu-
larly in the discharge procedure.

In particular, the three institutions agreed to incorporate aspects of the
developing integrated internal control framework within the ITA, for the
first time in soft law measures (point 44):

‘The institutions agree on the importance of strengthening internal con-
trol without adding to the administrative burden for which the simpli-
fication of the underlying legislation is a prerequisite. In this context,
priority will be given to sound financial management aiming at a positive
Statement of Assurance, for funds under shared management. Provisions
to this end could be laid down, as appropriate, in the basic legislative acts
concerned. As part of their enhanced responsibilities for structural funds
and in accordance with national constitutional requirements, the relevant
audit authorities in Member States will produce an assessment concerning
the compliance of management and control systems with the regulations
of the Community. Member States therefore undertake to produce an
annual summary at the appropriate national level of the available audits
and declarations.’

These soft law provisions have now been included in the Financial Regu-
lation, with the unanimous approval of the Member States, and in the
implementing rules.

Under Article 53a(3) of the Financial Regulation that came into force in
May 2007, Member States are required, in cases of shared management,
to produce an annual summary at the appropriate national level of the
available audits and declarations.

(') Interinstitutional Agreement between the European Parliament, the Council and the
Commission on budgetary discipline and sound financial management (O] C 139,
14.6.2006).
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Article 42a of the implementing rules specify that the summary is to be
provided by the appropriate authority or body designated by the Mem-
ber State for the area of expenditure concerned in accordance with the
sector-specific rules. It further states that:

‘2. The part related to audits shall:

— include, as concerns agriculture, the certificates established by the cer-
tification bodies, and, as concerns structural and other similar meas-
ures, the audit opinions provided by the audit authorities;

— be provided by 15 February of the year following the year of the audit
activity for agricultural expenditure and for structural and other simi-
lar measures.

3. The part related to declarations shall:

— include, as concerns agriculture, the statements of assurance provided
by the paying agencies, and, as concerns structural and other similar
measures, certifications by the certifying authorities;

— be provided by 15 February of the following financial year for agricul-
tural expenditure and for structural and other similar measures.’

These innovations are likely to have effects on the controls exercised by
Member States in these areas and on the assurance given by the Mem-
ber States to the Commission for the latter’s reporting to the discharge
authority.

4.2. Budget discharge
1) Definition and significance

The discharge is the decision taken by the authority empowered to do so
(Parliament), after having received a recommendation from the Council,
releasing the executive (Commission) from any further liability in respect
of its management of the budget, thus marking final closure of the budget.
It is a decisive moment. At worst, it can lead to a vote of no confidence in
the Commission or similar actions.
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The discharge procedure is provided for in Article 276 EC and set out in
detail in Articles 145 to 147 of the Financial Regulation and in Annex V of
Parliament’s rules of procedure, to which Rule 93 of these rules refers.

The discharge decision is the culmination of a procedure that starts in
year n+1 (n being the year in which the budget concerned is implemented)
and is normally completed by 30 April of year n+2.

After the Council has drawn up a recommendation, Parliament examines
the accounts and the balance sheet referred to in Article 275 EC, the
annual report and any relevant special reports by the Court of Auditors,
together with the replies of the audited institutions to the observations of
the Court of Auditors, and the statement of assurance referred to in Arti-
cle 248 EC. For this purpose, the Court of Auditors examines whether
revenue and expenditure have been properly and lawfully received and
incurred, checks that financial management has been sound and, in par-
ticular, points out any irregularities. The statement of assurance deals
specifically with the reliability of the accounts and the legality and regu-
larity of the underlying transactions.

By 30 April of year n+2 Parliament gives a discharge by voting on the
draft decision and resolution drawn up by its Committee on Budgetary
Control. In accordance with Article 198 EC, Parliament takes the deci-
sion by an absolute majority of the votes cast.

The Commission must take all appropriate steps to act on the observa-
tions in the decision giving discharge and on the comments accompa-
nying the Council’s discharge recommendations. If so requested by the
European Parliament or the Council, the Commission must report on the
measures taken in the light of these observations and in particular on the
instructions given to the departments responsible for the implementation
of the budget. These reports are also sent to the Court of Auditors.

In preparation for the discharge debate, Parliament (or the Council in the
course of drawing up its recommendations) may request further infor-
mation. In this event, it postpones the discharge decision and notifies
the Commission of the reasons, so that it can take as quickly as possible
whatever steps may be necessary to overcome the obstacles preventing
Parliament from taking action.
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The discharge decision has a double significance. First, it is the budget-
ary authority’s political verdict on the manner in which the Commission
exercises its responsibility for implementing the budget. Secondly, in a
purely technical, accounting sense, it paves the way for the final closure
of the accounts.

As a rule, discharge is based on the examination of:

— the accounts, the balance sheet and the analysis of financial manage-
ment transmitted by the Commission;

— the annual report and relevant special reports by the Court of Audi-
tors;

— the statement of assurance as to the reliability of the accounts and the

legality and regularity of the underlying transactions, as provided for
in Article 248(1) of the EC Treaty;

— the Council’s recommendation prior to discharge;

— the reports and information provided by the Commission on the
implementation of the budget.

2) Annual discharge procedure

In accordance with Article 276 of the EC Treaty, the Financial Regula-
tion (various articles from 128 to 147) lays down the following stages and
timetable.

— The accounting officers of the other institutions and bodies send to
the Commission’s accounting officer and to the Court of Auditors by
1 March of the following year at the latest their provisional accounts
together with the report on budgetary and financial management dur-
ing the year.

— The Commission’s accounting officer consolidates these provisional
accounts with the Commission’s provisional accounts and sends to
the Court of Auditors, by 31 March of the following year at the latest,
the Commission’s provisional accounts accompanied by its report on
budgetary and financial management during the year together with
the provisional consolidated accounts.
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— The accounting officer of each institution and body also sends a report
on budgetary and financial management to the European Parliament
and the Council by 31 March of the following year.

— By 15 June at the latest, the Court of Auditors makes its observations
on the provisional accounts of each institution and each body.

— The institutions other than the Commission and each of the Com-
munity bodies draw up their final accounts in accordance with Arti-
cle 61 of the Financial Regulation and send them to the Commission’s
accounting officer and the Court of Auditors by 1 July of the following
year at the latest for the final consolidated accounts to be drawn up.

— The Commission’s accounting officer prepares the final consolidated
accounts on the basis of this information presented by the other insti-
tutions. The final consolidated accounts are accompanied by a note
drawn up by the Commission’s accounting officer in which he/she
declares that they were prepared in accordance with Title VII and
with the accounting principles, rules and methods set out in annex to
the financial statements.

— After approving the final consolidated accounts and its own final
accounts, the Commission sends them both to the European Parlia-
ment, the Council and the Court of Auditors before 31 July of the
following financial year.

— The final consolidated accounts are published in the Official Journal
of the European Communities together with the statement of assur-
ance given by the Court of Auditors in accordance with Article 248 of
the EC Treaty and Article 160¢ of the Euratom Treaty by 15 Novem-
ber of the following financial year.

— The Court of Auditors transmits to the Commission and the institu-
tions concerned, by 30 June at the latest, any observations that are in
its opinion such that they should appear in the annual report. These
observations must remain confidential. Each institution sends its reply
to the Court of Auditors by 15 October at the latest. The replies of
institutions other than the Commission are sent to the Commission at
the same time.
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— The Court of Auditors transmits to the authorities responsible for giv-
ing discharge and to the other institutions, by 15 November at the
latest, its annual report accompanied by the replies of the institutions
and ensures their publication in the Official Journal of the European
Union.

— As soon as the Court of Auditors has transmitted the annual report, the
Commission informs the Member States concerned immediately of the
details in the report which relate to the management of the funds for
which they are responsible under the applicable rules. Following receipt
of this information, the Member States must reply to the Commission
within 60 days. The latter transmits a summary to the Court of Audi-
tors, the Council and the European Parliament before 28 February.

— The European Parliament may ask to hear the Commission give evi-
dence on the execution of expenditure or the operation of financial
control systems. After having heard the Commission and assessing the
information provided, and upon a recommendation from the Council
acting by a qualified majority, the Parliament gives discharge to the
Commission, by 15 May of year n+2, for the implementation of the
budget for year n.

— If this date cannot be met, the European Parliament or the Council
informs the Commission of the reasons for postponement (Article 145
of the Financial Regulation). If the European Parliament postpones the
decision giving discharge, the Commission has to make every effort to
take measures, as soon as possible, to remove or facilitate removal of
the obstacles to that decision.

— Parliament decides on the discharge by voting on the draft decisions
and motions for a resolution prepared by its Committee on Budgetary
Control by a majority of votes cast (in accordance with the general
rules in Article 198 of the EC Treaty). Parliament gives discharge not
only in respect of the implementation of the general budget, by the
Commission and by each of the other institutions and consultative
bodies, but also for the budgets of the agencies or satellite bodies and
for operations under the various European Development Funds (inter-
nal financing agreements annexed to the Lomé Conventions).
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3) The role of the Council

The Council’s scope for intervention as the other arm of the budgetary
authority is, formally speaking, limited to the drafting of the recommen-
dation addressed to Parliament at the outset of the discharge procedure.
Although not legally binding, this recommendation is significant. In practi-
cal terms, the Council’s Budgets Committee analyses the annual report of
the Court of Auditors and questions the Commission and the Court before
submitting a draft recommendation to the ECOFIN Council. The Council
President presents the recommendation to the Parliament’s Budgetary Con-
trol Committee before that committee votes its discharge report.

Parliament pays close attention to the technical analysis underpinning
the recommendation, and the Commission is required to follow up the
recommendation.

4) The role of the Member States

Since the Member States are entrusted with the management of a large
portion of Community funds, it is reasonable that they should be involved,
albeit modestly, in the process leading up to discharge.

The Commission therefore sends them a questionnaire to obtain their
opinions on the observations of the Court of Auditors that directly con-
cern them. In their replies, the Member States must give the Commission
all the information it needs to make a sound assessment of the reasons for
the shortcomings identified by the Court.

5) Postponement and refusal of discharge

Parliament has gradually and substantially expanded the political dimen-
sion of discharge by using it as a lever to obtain much more influence over
the way in which the Commission exercises its prerogatives and manages
the business entrusted to it. As a result, events that can prevent the adop-
tion of the discharge decision by the prescribed deadlines are now more
than just textbook cases.

(a) Postponement of discharge

When preparing the discharge debate, Parliament (possibly assisted by
the Council’s work in drafting its recommendation) may find that certain
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points relating to implementation have not been made sufficiently clear.
In this case, the discharge decision is postponed and the Commission is
informed of the reasons for this postponement (Article 145 of the Finan-
cial Regulation).

Thus, Parliament may postpone the discharge decision:

— in order to impose on the Commission certain conditions which must

be fulfilled beforehand (1996 discharge) (');

— in order to have more time to examine all the documents (as was the
case, on the eve of the June 1979 elections, with the discharge for
1977);

— when the Commission has been asked to amend some of the docu-
ments on which the discharge is to be based (as was the case for the
1980 and 1985 discharges) or to provide further information (1990
discharge). The procedure for dialogue between the Commission and
Parliament laid down in Article 276 of the EC Treaty, introduced by
the Maastricht Treaty, is designed to avoid recourse to refusal of dis-
charge where Parliament’s reluctance to vote the discharge may be
overcome by obtaining supplementary information.

Should it be decided to postpone the discharge, Article 145 of the Finan-
cial Regulation calls for the rapid removal of the obstacles.

(b) Refusal of discharge

Neither Article 276 of the EC Treaty nor the Financial Regulation makes
any provision for the principle of refusing discharge, let alone the proce-
dure for doing so. These points are covered by Articles 3 and 5 of Annex
V to Parliament’s rules of procedure.

A decision by Parliament to refuse the Commission a discharge because
of serious objections must be considered exceptional. Discharge has in
fact only been refused twice — in 1984 in respect of the 1982 financial
year and more recently in 1998 in respect of the 1996 financial year.

(') Resolution of 31 March 1998 (O] C 138, 4.5.1998, p. 29).
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When Article 276 of the EC Treaty entered into force in 1977, it was
argued that such a refusal amounted to the expression of a vote of no
confidence in the Commission and, like a censure motion, would there-
fore mean that the Commission had to resign.

Experience has shown that this political reasoning has no legal relevance.
First, after the discharge for 1982 was refused in November 1984, the
Commission (presided over by Gaston Thorn and only a few weeks from
the end of its term) did not resign. Acknowledging that the closure of
the budgetary cycle was unavoidable, Parliament eventually gave the dis-
charge for 1982 on 15 March 1985.

Second, when the discharge for 1996 was refused in 1998, the Commis-
sion, under Jacques Santer, did not resign until March 1999 following a
report by a ‘Committee of Independent Experts’, the content of which
suggested that Parliament might adopt a censure motion.

A special procedure governs the adoption of a censure motion, which
requires a majority of Parliament’s members and two thirds of the votes
cast.

6) Follow-up
Article 276 of the EC Treaty requires that:

‘The Commission shall take all appropriate steps to act on the observa-
tions in the decisions giving discharge and on other observations by the
European Parliament relating to the execution of expenditure, as well as
on comments accompanying the recommendations on discharge adopted
by the Council.’

Article 147 of the Financial Regulation provides that the institutions must
take all appropriate steps to act on the observations on the implementa-
tion of expenditure appearing in the decisions giving discharge and the
comments accompanying the recommendations for discharge adopted by
the Council. At the request of Parliament or the Council, they must report
on measures taken in the light of these comments and, in particular, on
the instructions given to their departments. These reports are also sent to
the Court of Auditors.
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Chapter 17

Community borrowing
and lending operations

1. General presentation and development
of lending operations

Under the principle of budgetary equilibrium, the Community may not
finance its activities by borrowing. A budget deficit cannot therefore be
financed through recourse to borrowing. However, a certain number of
express provisions of the Treaties establishing the Communities, together
with the need to achieve the Treaty objectives, have led to the gradual
creation of various instruments authorising the Commission, on behalf
of the Community, to borrow on the financial markets to make loans
in order to enable their final recipients to benefit from the advantageous
conditions which the Community can secure with its very high credit
rating.

The Community has developed several instruments enabling it to obtain
access to the capital markets to finance various categories of loan.

Several periods can be identified in the development of the Community’s
financial instruments supported by the general budget.

— The first period is characterised by the total absence of activities of
this type under the EEC Treaty, since they were only carried out by the
ECSC, Euratom and the EIB.
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— Towards the end of the 1960s, the need for Community solidarity
within the Customs Union that had been created led to the emergence
of operations to support Member States facing balance-of-payments
problems. Euratom operations were also integrated into the general
budget. The economic crisis that arose in 1973 after the first oil price
shock gave rise to an even greater need to strengthen solidarity within
the Community.

— In the 1970s, two instruments emerged. First, there was the New
Community Instrument (NCI) to support investment by small and
medium-sized firms. The second instrument was the blanket guaran-
tee given from the general budget to EIB loans for microeconomic
purposes in Mediterranean countries.

— The events that started in eastern Europe in 1989 led to an extension
of the guarantee given to the EIB, enabling it to grant loans in central
and eastern Europe (Poland and Hungary, to start with, then Czecho-
slovakia, Bulgaria and Romania) and to start the first borrowing and
lending operation for a third country, Hungary, at the start of 1990.

— The European Parliament, the Council and the Commission agreed
under point 49 of the new Interinstitutional Agreement of 17 May 2007
on budgetary discipline and sound financial management to encour-
age the development of new financial instruments to act as catalysts
for public and private investors. Three new instruments were created
under three Community programmes (Research, Competitiveness
and Innovation, and Trans-European Networks — Transport). These
instruments and their objectives are described in Chapter 13.2.

In addition, other borrowing and lending operations for macroeconomic
purposes have been launched, not only for the countries of central and
eastern Europe but also for Mediterranean countries such as Israel and
Algeria.
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2. Characteristics of borrowing
and lending instruments

2.1. Sectoral instruments

1) ECSC

Article 49 of the ECSC Treaty empowered the High Authority to borrow
funds, provided they were used solely to grant loans.

Loans were granted for three main purposes:
— To finance investment in the coal and steel sector;

— To finance conversion programmes for restructuring the coal and steel
industry;

— To finance the construction of subsidised housing for workers in the
coal and steel industries (second paragraph of Article 54).

In 1990 and 1991, the scope for loans was extended to certain eastern
European countries, principally to finance projects promoting the sale of
Community steel and industrial products which could be implemented
within joint ventures.

Under the second paragraph of Article 54, the ECSC financed major
infrastructure projects of Community interest between 1990 and 1994.

In 1994, the ECSC decided to review its borrowing and lending policy in
preparation for the expiry of the Treaty (23 July 2002). On the basis of
this decision, the last loans were made in 1997, except for loans for subsi-
dised housing, which ended in 1998 with the 12th programme.

Over the course of its existence, the ECSC disbursed loans amounting
to EUR 24.7 billion, of which EUR 24.08 billion came from borrowed
funds and EUR 644 million from own funds (special reserve and former
pension fund). On 31 December 2006, loans from borrowed funds worth
EUR 281.8 million and loans from own funds worth EUR 55.5 million
were still outstanding.
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2) Euratom

Borrowing and lending operations are authorised under Article 172 of
the Euratom Treaty of 25 March 1957.

Council Decision 77/270/Euratom of 29 March 1977 empowers the
Commission to issue Euratom loans to finance investment projects in
the Member States relating to industrial nuclear fuel cycle installations
(mainly for the production of electricity).

Council Decision 94/179/Euratom of 21 March 1994 introduced a simi-
lar possibility for certain non-EU countries, for projects to increase the
safety and efficiency of installations that are in service or under construc-
tion and for the dismantling of installations that cannot be preserved for
technical or economical reasons.

The non-EU countries eligible for such loans were Armenia, Bulgaria, the
Czech Republic, Hungary, Lithuania, Romania, Slovenia, Slovakia, the Rus-
sian Federation and Ukraine, some of which later became Member States.

Council Decision 77/271/Euratom of 29 March 1977, last amended in
1990, set a ceiling on the borrowing operations required for the fund-
ing of Euratom loans. The overall ceiling is EUR 4 000 million. Loans
approved since 1977 total EUR 3 414 million.

2.2. Macroeconomic instruments

1) Borrowing and lending for balance-of-payments support

After the first oil shock, a Community borrowing facility was devised to
help Member States whose balance of payments had been upset as a result
of the rise in oil prices. The first loans were granted in 1976. The Council
increased the volume of Community borrowings authorised under this
facility to EUR 8 billion in 1984 and to EUR 16 billion in 1988. By
31 December 2000, all borrowings had been repaid. Under Regulation
(EC) No 332/2002, the European Union may grant loans to Member
States that are experiencing, or are seriously threatened with, difficulties
in their balance of current payments or capital movements. Only Member
States that have not adopted the euro may benefit from this Community
facility. The outstanding amount of loans is limited to EUR 12 billion in
principal. As of 31 December 2006, the outstanding amount under this
instrument was zero.
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2) Borrowing and lending in connection with cooperation
with non-member countries

The Community grants financial assistance in the form of medium-term loans
to a number of non-EU countries experiencing serious but generally short-term
balance-of-payments or budget difficulties. This assistance is designed to sup-
port the implementation of strong adjustment and structural reform measures
to remedy these difficulties, but is to be discontinued as soon as the country’s
external financial situation has been brought back onto a sustainable path.
The loans are financed from the Community borrowing operations. They are
in some cases complemented or combined with a grant component.

This form of cooperation started in the early 1990s to help the countries
of central and eastern Europe to implement economic reforms (Hungary,
Czechoslovakia, the Baltic states, Bulgaria, and Romania) and was sub-
sequently extended to some Mediterranean countries (Israel, Algeria). In
the second half of the 1990s, it was mainly the New Independent States
which benefited from such assistance (Ukraine, Moldova, Belarus, Geor-
gia, Armenia, and Tajikistan). In the years 2000-06, the main recipients
of macro-financial assistance were the Balkan countries for the recon-
struction and stabilisation of the region.

For the central and eastern European recipients, which have since become Mem-
ber States, the total volume of loans disbursed amounted to EUR 2 780 mil-
lion, which have been almost fully repaid. At the end of 31 December 2006,
the outstanding loans for these countries totalled EUR 365 million.

For the New Independent States, the total volume of loans disbursed
amounted to EUR 631 million, which have been almost fully repaid. At
the end of 31 December 2006, the outstanding loans for these countries
totalled EUR 185 million.

For the Balkan countries, the total volume of loans disbursed amounted
to EUR 419 million. At the end of 31 December 2006, the outstanding
loans for these countries totalled EUR 419 million.

2.3. European Investment Bank (EIB) loans outside
the Community

These loans from EIB own resources are covered by a Community guar-
antee underwritten by the general budget against possible default by ben-
eficiary countries. A guarantee agreement signed between the Community
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and the European Investment Bank specifies the conditions of the Com-
munity guarantee. The use of such guaranteed loans dates from the 1990s
under various mandates to support the Community’s external policies. A
more structured Community guarantee was established for the period
2000-07 by Council Decision 2000/24/EC of 22 December 1999 for EIB
loans outside the Community. The total ceilings for each area under this
general mandate, after modifications to take into account the enlarge-
ment of the EU and the European Neighbourhood Policy, amounted to
EUR 19 460 million, broken down between the ‘South-Eastern Neigh-
bours’ and Turkey (EUR 9 635 million), Mediterranean countries (EUR
6 520 million), Latin America and Asia (EUR 2 480 million), and the
Republic of South Africa (EUR 825 million). This general mandate was
supplemented by Council Decision 2001/777/EC on the Baltic Sea basin
of Russia under the Northern Dimension (EUR 100 million) and Coun-
cil Decision 2005/48/EC for specific lending actions in Russia, Ukraine,
Moldova and Belarus (EUR 500 million).

At the end of 2006, the EIB had signed loan agreements for a total amount
corresponding to 96 % of the ceilings under the second general mandate.

The third general mandate to cover the period 2007-13 was adopted under
Council Decision 2006/1016/EC of 19 December 2006. The maximum ceiling
for EIB financing operations carried out under this mandate is EUR 27 800 mil-
lion, consisting of a basic ceiling of EUR 25 800 million and an optional
mandate of EUR 2 000 million, the activation of which will be decided by the
Council based on the outcome of the midterm review in 2010.

The different regional ceilings (with indicative sub-ceilings) are as fol-
lows (in EUR million):

— Pre-Accession countries: EUR 8 700 million;
— Neighbourhood and Partnership countries: EUR 12 400 million
(of which Mediterranean countries EUR 8 700 million and Eastern

Europe, Southern Caucasus and Russia EUR 3 700 million);

— Asia and Latin America: EUR 3 800 million (of which Latin America
EUR 2 800 million and Asia EUR 1 000 million);

— Republic of South Africa: EUR 900 million,

— Optional mandate: EUR 2 000 million.
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The Council Decision calls for strengthening of the consistency of the
EIB outside lending mandate with the external policy objectives of the
EU in order to maximise synergies between EIB financing and the budg-
etary resources of the EU available under the various instruments (IPA,
ENPI, Instrument for Stability, DCI for South Africa). This objective is
to be reached through regular dialogues and consultations on strategic
programming between the Bank and the Commission. The EIB loans
are intended to support investment in sectors such as the environment,
transport, telecommunications and energy infrastructure, depending on
the specific characteristics and priorities of each region.

For pre-accession countries, the objective is to help facilitate their inte-
gration within the EU and prepare them for accession, in particular by
financing investment to integrate their infrastructure with that of the EU,
and by assisting SMEs.

In the Mediterranean region, the EIB is to continue and consolidate its
focus on support for the private sector and on creating an investment-
friendly environment, mainly by financing infrastructure that will enable
economic development.

In Eastern Europe, the Southern Caucasus and Russia, the EIB is to
finance projects of significant interest to the European Union in trans-
port, energy, telecommunications and environmental infrastructure with
priority for the major Trans-European network (TEN) axes. In Central
Asia, the focus is on major energy supply and energy transport projects
with cross-border implications.

In Asia and Latin America, the Bank is to finance projects that are of
interest to both the Community and the countries concerned — cofinanc-
ing with EU promoters, transfer of technology and know-how, and coop-
eration in the fields of energy and environmental protection.

In the Republic of South Africa, the Bank is to focus on infrastructure
projects of public interest and private sector support, including SMEs.
The Bank’s operations also have to complement Community assistance
policies, programmes and instruments in South Africa, the overriding
objective of which is the reduction of poverty and inequality.
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3. The guarantee provided by the Community’s
general budget for borrowing operations

3.1. Borrowing and lending operations

This involves borrowings contracted by the Commission on behalf of the
Community, which are then on-lent to third parties on the same condi-
tions regarding the amount, term, rate and dates of payment of interest.
The risk for the budget therefore derives from the need to ensure reim-
bursement of the sum borrowed by the Community in the event of default
by the beneficiary of the loan on the due date of payment.

This type of guarantee to lenders concerns the macroeconomic-type ‘bal-
ance-of-payments’ and ‘medium-term financial assistance’ loans and the
microeconomic loans (Euratom).

3.2. Loan guarantees

In the other cases, the Community provides a guarantee for loans granted
by the European Investment Bank to finance projects outside the Commu-
nity. The guarantee covers all or part of the amount of the loans granted.
Depending on the protocol concerned, the guarantee covers between
100 % and 65 % of the amount. Most current outstanding loans are
guaranteed at a rate of 65 %.

In these cases, the Community’s undertaking is in the form of the signing
of a contract of guarantee between the Community and the institution
thus secured.

4. The relationship between the general budget
and borrowing and lending operations
and loan guarantees

4.1. The budget and lending operations

1) The non-inclusion of borrowing and lending operations
in the budget

Unlike the first Euratom borrowings, current borrowing and lending
operations do not appear in the budget as revenue and expenditure. In
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1978, at the instigation of the European Parliament, the Commission
proposed that these operations be shown in full in the budget assimilat-
ing borrowing to revenue and loans to expenditure, in a ‘part II’ of the
general budget. The Council’s rejection of this proposal was one of the
‘important reasons’ which led Parliament to reject the draft budget for
1979. The Council’s stance derived from the wish to maintain exclusive
control over decisions concerning borrowing and lending.

2) Limited consequences for the budget

Under its structure resulting from the Financial Regulation as last
amended on 13 December 2006 (Council Regulation (EC, Euratom)
No 1995/2006), the budget does, however, contain a document showing
all borrowing and lending operations, which is annexed to the Commis-
sion section. This document serves solely for guidance.

Furthermore, while the basic decision authorising an operation is adopted
by the Council, after Parliament has given its opinion, it is the budget-
ary authority which authorises the granting of the guarantee. This ‘per-
formance guarantee’ is granted by including a budget heading carrying a
token entry in the ‘expenditure’ side of the Budget. When the guarantee
is activated, appropriations are allocated to these headings by transfer or
by means of a supplementary and amending budget.

4.2. The search for greater transparency in the treatment
of these operations in the budget and providing against
the risk of default

A statement annexed to the Financial Regulation resulting from the 1990
revision spec1ﬁes that: ‘The Commission undertakes to study the pos-
sibility of improving the treatment of borrowing/lending operations in
Community budget documents. It will submit the conclusions of its study
before the end of 1991°. Although the outcome of this exercise was then
incorporated in the procedure for establishing the budget, the principles
of transparency and sound financial management were introduced in
the Financial Regulation of 2002, setting out clear requirements in this
respect. Moreover, the development of the Community’s external action
and the growing use of the budget guarantee instrument made it necessary
to apply the rules of budgetary discipline to these operations as well: the
economic, social and political instability of certain countries benefiting
from the Community guarantee for their loans increases the probability
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that the guarantee will in fact be activated. For example, the Community
has had to pay the EIB substantial amounts under this guarantee follow-
ing the defaults of Lebanon, Syria and the Republics of the former Yugo-
slavia between 1988 and 1993, and in relation to loans granted to the
Federal Republic of Yugoslavia and to Bosnia and Herzegovina between
1992 and 2000. The latter eventually paid the amounts due. In 2003 and
2004, the guarantee was called upon to cover EIB loans to Argentina.

1) A new structure for budget documents

Articles 30 and 46 of the Financial Regulation ensure greater transparency
in the presentation of budget documents by providing that information on
borrowing and lending operations contracted by the Communities for third
parties is to appear in an Annex to the budget. In addition to the information
in this annex, the Financial Regulation requires the budget to show:

— In the general statement of revenue, the budget lines that correspond
to the relevant operations and are intended to record any reimburse-
ments received from beneficiaries who have initially defaulted, leading
to activation of the performance guarantee. These lines carry a token
entry (p.m.) and are accompanied by appropriate remarks;

— In the Commission section, the budget lines containing the Communi-
ties’ performance guarantees in respect of the operations in question.
These lines carry a token entry (p.m.), so long as no effective charge
to be covered by actual resources has arisen, and are accompanied
by remarks indicating the basic act and the volume of the operations
envisaged, the duration, and the financial guarantee given by the Com-
munities in respect of these operations.

2) Better cover of potential risks related to loan guarantees
for non-member countries

(a) Guarantee Fund for external actions

The Guarantee Fund, introduced by Council Regulation (EC, Euratom)
No 2728/94 of 31 October 1994, is intended to cover the activation of
general budget guarantees for non-member countries in order to avoid
possible disruptions to the implementation of the budget in the event
of defaults. Its function is to provide a cushion for external shocks that
would otherwise affect the budget directly. It intervenes in cases of default
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and activation of the Community guarantee for the following three types
of loans guaranteed by the budget (as described in the above sections):

— Euratom loans to certain non-EU countries, for projects to increase
the safety and efficiency of installations that are in service or under
construction or for the dismantling of installations that cannot be pre-
served for technical or economical reasons;

— Macro-financial assistance loans to non-EU countries to tackle short-
term balance-of-payments or budget difficulties;

— EIB loans to non-EU countries covered by a Community guarantee.

EIB loans represent the bulk of the loans with around 90 % of the out-
standing volume.

(b) The budget provisioning of the Guarantee Fund

The Regulation was amended by Council Regulation (EC, Euratom)
No 89/2007 of 30 January 2007 to adjust the provisioning rules of the
Guarantee Fund to the suppression of the reserve for loan guarantees to
non-member countries. Under the new financial framework 2007-13, it
was decided that the financial resources necessary to provision the Guaran-
tee Fund would be budgeted directly under the heading for external actions
‘The EU as a global player’, since such expenditure directly supports the
Community’s external policies. The basic principle of the Guarantee Fund is
not affected by the new provisioning mechanism. The relationship between
the amount of outstanding loans and the Guarantee Fund at the target level
of 9 % is maintained. It reflects the best assessment of the risk profile of
the Guarantee Fund. Under the new provisioning rules, the amount neces-
sary to keep the Fund at its target level is now budgeted directly on the
basis of the amount in the Fund and the amount of outstanding loans as at
31 December of the year n-1. This budgetary treatment is fully transparent,
following the normal budgetary procedure as for any other expenditure,
replacing the provisioning of the Fund on an ongoing basis throughout the
year. There is to be a mid-term review of the functioning of the new provi-
sioning mechanism and the target level. The indicative financial envelope
under the heading ‘EU as a global player’ over the period 2007-13 amounts
to EUR 200 million per year.
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TABLE 16.1

Total annual risk borne by the budget in million EUR due
under all loans disbursed as at 31.12.2006

Total annual risk borne by the budget in million EUR based on the amounts (capital and interest) due under all operations
(MFA, Euratom and EIB) disbursed at 31.12.2006

Member State as of 01.01.2007.

Ranking Country 2007 | 2008 | 2009 | 2010 [ 2011 2012 | 2013 | 2014 until2035 | Total outstanding
1 Romania* 2634 | 252.0 | 2387 | 2289 | 2397 | 1856 | 1854 1,191.5 2,785.2
2 Turkey 151.0 | 189.0 | 195.0| 217.7| 221.2 | 213.2 | 196.5 1,070.8 2,454.6
3 Eqypt 1529 | 1838 | 1842 | 164.0 | 1447 | 1367 | 1217 7439 1,831.8
4 Morocco 174 1207 | 1219 121.9| 1243| 1216 | 1189 833.9 1,680.6
5 Tunisia 1122 1156 | 1172 | 1214] 1162 | 1140| 1102 604.3 14110
6 Serbia and Montenegro 435| 503 | 537 55.4 61.9] 994 963 587.4 1,047.9
7 Bulgaria* 1557 | 1495| 852| 752| 588| 714| 569 319.5 9721
8 Czech Republic 102.2 978 | 1515 90.8 81.6 79.7 74.5 2321 910.3
9 Poland 98.4 89.0 81.8 779 754 73.0 67.3 231.1 800.5
10 South Africa 93.6 742 | 1222 76.9 58.2 70.5 4.2 250.0 786.9
11 Slovakia 72.8 732 67.9 66.8 66.3 514 3.7 1151 5511
12| Croatia 333| 352| 278| 278| 362| 379| 372 314.9 550.5
13 Brazil 130.3 | 105.2 778 61.6 45.5 39.3 29.3 515 540.5
14 Lebanon 56.4 56.7 62.2 515 50.0 38.4 33.6 52.2 401.0
15 Jordan 44.8 44.2 452 4.0 39.3 36.0 29.4 78.8 358.8
16 Syria 16.1 19.5 20.2 23.6 23.6 23.6 21.6 167.0 315.2
17 Bosnia and Herzegovina 23.3 23.7 23.5 25.2 24.6 23.6 20.6 1194 283.9
18 former Yugoslav Republic of Macedonia 174 231 24.5 23.2 22.0 23.7 204 106.6 260.6
19 | Hungary 356 310| 200| 262| 253| 228| 139 24.2 208.0
20 | Slovenia 392| 32| 259 208| 143 1.4 94 139 173.2
21 Indonesia 12.7 12.3 16.1 19.9 12.3 9.6 9.6 43.0 1354
22 Lithuania 14.8 14.3 135 124 11.9 114 10.9 39.9 129.0
23 Albania 8.1 8.8 9.8 10.0 10.0 9.8 7.3 59.0 122.8
24 Argentina 19.5 21.0 181 11.5 11.3 109 111 .7 111.0
25 Mexico 4.2 245 245 249 3.5 3.5 35 21.0 109.6
26 China 10.0 9.6 9.7 9.9 8.6 74 75 387 101.3
27 Pakistan 3.7 8.8 10.7 12.6 12.6 12.6 9.6 271 979
28 Cyprus 157 15.7 15.8 15.9 15.5 9.0 5.0 3.4 96.0
29 Georgia 30.5 2.3 24.3 23.4 14.0 0.0 0.0 0.0 94.6
30 Peru 8.4 74 72 10.3 1041 9.9 9.7 21.6 84.5
31 Vietnam 6.9 6.6 9.6 101 10.0 9.9 9.8 16.0 79.0
32| Philippines 08| 108) 108) 109] 109 11.0 33 43 72.9
33 | Latvia 85 81 73 71 6.9 53 5.2 244 72.8
34 Ukraine 36.8 15.7 151 0.0 0.0 0.0 0.0 0.0 67.5
35 Russia 2.7 2.0 44 4.4 4.4 5.9 5.9 34.8 64.6
36 Sri Lanka 14 1.3 2.8 3.4 5.0 6.6 6.6 374 64.6
37 Algeria 8.0 78 75 73 Al 6.3 5.6 2.4 519
38 Gaza-Westbank 3.6 3.6 44 4.4 44 44 44 19.6 48.8
39 | Thailand 6.0 57 6.3 53 49 6.6 91 22 464
40 Tajikistan 9.2 11 11 11 11 129 124 41 431
4 Panama 0.5 0.0 17 2.6 2.6 2.6 2.6 25.9 38.5
42 Laos 0.0 0.0 0.0 0.0 0.2 0.4 0.4 341 351
43 Bangladesh 4.4 44 44 4.4 44 44 4.4 0.0 311
44 Costa Rica 3.9 39 39 3.9 39 39 3.9 0.0 271
45 Israel 4.2 3.0 3.0 3.0 3.0 3.0 3.0 4.5 26.8
46 Regional -Central America 6.6 5.1 3.3 2.6 26 14 14 2.7 257
47 India 3.2 3.2 3.2 3.2 3.2 3.2 3.2 0.0 22.5
48 Estonia 4.7 4.2 34 2.5 24 19 13 0.6 211
49 Regional -Andean Pact 3.4 3.2 3.2 32 1.9 1.9 1.0 0,0 179
50 Maldives 0.4 11 18 1.8 1.8 1.8 1.8 5.3 15.6
51 Malta 1.0 0.8 0.7 0.7 0.7 0.7 0.3 0.0 4.7
52 | Uruguay 1.7 0.0 00 0.0 0.0 00 0.0 0.0 1.7
Total Qutstanding 20152 | 1988.4 | 2003.4 | 18305 | 1720.2 | 1651.3 | 1481.6 7594.5 20285.1
Sub-total for Member States 8121 | 7738 | 7207 | 6251 | 598.7 | 5235 | 467.8 2202.3 67241
Member State



Chapter 18

The European Development Fund

1. The European Development Fund (EDF)
and agreements with the ACP
(African, Caribbean and Pacific) countries

Since 1958, the European Development Fund has been the main geo-
graphic instrument for financial and technical cooperation between the
European Community and developing countries and territories which,
for historic reasons, maintained special links with certain Member States.
Unlike other external policy actions (see Chapter 13), the EDF is not
financed from the general budget of the European Community.

The EDF comes within the broader context of comprehensive cooperation
agreements signed between the Community and the group of African,
Caribbean and Pacific States (ACP), the Member States being signato-
ries to these Conventions independently of the Community. Seventy-eight
ACP countries are now parties to the ACP-EC Partnership Agreement (?)
and 21 overseas countries and territories (OCTSs) come under the Council
Decision on the association of overseas countries and territories.

Apart from the EDF, the ACP Partnership Agreement covers the follow-
ing:

(') Geographic cooperation with South Africa, although signatory to the Agreement, is
funded from the Community budget and not from the European Development Fund.
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— at financial level: loans from the own resources of the European
Investment Bank to finance national and regional development pro-
grammes;

— at trade level: a trade regime based on duty-free entry, without quo-
tas, to the EC market for almost all ACP exports and specific proto-
cols for sugar, beef, veal and bananas, which expires on 31 December
2007 and will be replaced by WTO-compatible Economic Partnership
Agreements or the Generalised System of Preferences as from 1 Janu-
ary 2008 onwards.

First EDF: 1959-64 Convention on overseas countries and
territories annexed to the Treaty

Second EDF:  1964-70 First Yaoundé Convention
Third EDF: 1970-75 Second Yaoundé Convention
Fourth EDF:  1975-80 First Lomé Convention

Fifth EDF: 1980-85 Second Lomé Convention
Sixth EDF: 1985-90 Third Lomé Convention
Seventh EDF:  1990-95 Fourth Lomé Convention

Eighth EDF:  1995-2000 Fourth (revised) Lomé Convention
Ninth EDF: ~ 2000-07 Cotonou Agreement
Tenth EDF:  2008-13 Revised Cotonou Agreement

The Partnership Agreement, known as the ‘Cotonou Agreement’, signed
on 23 June 2000 and revised on 25 June 20035, replaces all previous con-
ventions and is notable for the long period it covers (20 years). It contains
all the principles, objectives and rules governing cooperation between the
EC and ACP states. Its financial aspects are specified in a financial proto-
col annexed to the Partnership Agreement (ninth EDF) and in a multian-
nual financial framework for the period 2008 to 2013 determined by a
separate decision of the ACP-EC Council of Ministers, funded from the
tenth EDF. Such a protocol or financial framework determines the contri-
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bution key and volume of resources that Member States commit to make
available to the EDF and the EIB.

2. The resources of the EDF

The Member States provide resources amounting to nearly EUR 22 bil-
lion (excluding support expenditure) to the ACP countries under the tenth
EDF, of which EUR 1.5 billion are contributions to risk capital, (conces-
sional) loans and quasi-capital managed by the EIB through the Invest-
ment Facility. The ninth EDF, which entered into force on 1 April 2003,
had an initial allocation of EUR 13.5 billion, plus EUR 4.0 billion
uncommitted or decommitted funds from previous EDFs. In addition,
EUR 286 million are available to the overseas countries and territories
under the tenth EDF, as against EUR 175 million under the ninth EDF,
increasing to EUR 325 million after taking into account the transfers
from previous EDFs.

3. The financial regime of the EDF

3.1. Non-inclusion in the budget

Like the rest of Community expenditure, the resources of the EDF origi-
nally came from financial contributions by the Member States, but the
cost-sharing formula or contribution keys were different from those used
to determine the expenditure of the general budget. This EDF formula
took into account the special relations between certain Member States
and the ACP countries.

With the introduction of the own resources system, designed to replace
the Member States’ contributions, the Commission proposed on
12 June 1973 that the financing of the EDF by contributions be replaced
by own resources as well, so that the EDF could be integrated into the
Community’s general budget. The Council rejected this idea.

The Commission likewise proposed the incorporation of the fifth EDF in
the budget. The Council did not concur and maintained the contribution
scheme based on a political scale through another internal agreement
signed on 20 November 1979. This refusal to incorporate the EDF in the
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budget was one of the ‘important reasons’ put forward by Parliament
when rejecting the budget for 1980 on 13 December 1979. In seeking
an agreement on the 1980 budget, the Commission annexed to its new
budget proposal of 29 February 1980 a document providing annual esti-
mates for the EDF together with other budget information and ever since
has provided the two arms of the budgetary authority with a document
entitled ‘Financial information’ on the EDF together with its preliminary
draft budget. Furthermore, Parliament, using its power to create new
budget headings for non-compulsory expenditure, has since the 1977
budget added two headings with token entries that could be used to
accommodate the EDF if it were incorporated in the budget.

The non-inclusion of the EDF in the budget has since been confirmed
on several occasions: on 11-13 February 1988 in Brussels, the European
Council affirmed that the EDF would continue to be financed outside
the budget. Furthermore, the Final Act of the Intergovernmental Confer-
ence leading to the Maastricht Treaty (7 February 1992) ‘agrees that the
European Development Fund will continue to be financed by national
contributions in accordance with the current provisions’.

Following the 2003 Commission communication assessing the advantages
and disadvantages of incorporating the EDF in the budget, the Com-
mission proposed the incorporation of the EDF into the general budget
together with its proposals for the new financial framework 2007-13. The
European Council of December 2005 confirmed its position on financing
the EDF separately from the budget. However, it adopted contribution
keys closer to those used for the budget, which might facilitate future
integration of the EDF within the budget.

The headings concerning the EDF nevertheless remain in the budget
documents (some years with a token entry, others with a dash), together
with comments providing precise information on the financial activities
organised under the Fund.
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3.2. The cost-sharing formula for national contributions
of Member States to the financing of the tenth EDF

The scale applicable to the tenth EDF following the latest enlargement of
the EU:

Code Country %
BE Belgium 3.53
BG Bulgaria 0.14
Cz Czech Republic 0.51
DK Denmark 2.00
DE Germany 20.50
EE Estonia 0.08
IE Ireland 0.91
EL Greece 1.47
1S Spain 7.85
FR France 19.55
IT Italy 12.86
CY Cyprus 0.09
LV Latvia 0.07
LT Lithuania 0.12
LU Luxembourg 0.27
HU Hungary 0.55
MT Malta 0.03
NL Netherlands 4.85
AT Austria 2.41
PL Poland 1.30
PT Portugal 1.15
RO Romania 0.37
SI Slovenia 0.18
SK Slovakia 0.21
FI Finland 1.47
SE Sweden 2.74

UK United Kingdom 14.82
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3.3. A distinctive financial regime

1) Control by the Member States

Through the Council of Ministers and Committee of Ambassadors, set up
by the Cotonou Agreement itself, and the EDF Committee, which issues
an opinion prior to any Commission decision on country or regional
strategy papers and on annual action programmes prepared jointly with
the ACP partners, the Member States retain a direct influence on these
financial measures.

2) Financial execution

Although the European Development Fund, unlike the other European
funds (EAGGF, ESF, ERDF, Cohesion Fund, etc), is a true financial
instrument separate from the general budget, it has neither legal person-
ality nor real autonomy of management since its administrators are Com-
mission departments: the Directorate-General for Development, which
is responsible for programming, and the EuropeAid Cooperation Office,
which is responsible for implementation.

Given the specificities of the EDF rules, the EDF accounts are not con-
solidated with those of the general budget. However, financial statements
comply with accrual accounting principles, i.e. conform to accounting
rules and methods drawn up for the EDF on the basis of International
Accounting Standards (IPSAS/TAS) and Generally Accepted Accounting
Principles (GAAPs). The rules of valuation and the accounting methods
adopted by the Accounting Officer of the European Development Fund
were validated by the Accounting Standards Committee in July 2006.

The EDF also has an accounting officer, in accordance with the princi-
ple that authorising officers and accounting officers should not be one
and the same person, responsible for collecting revenue and disbursing
expenditure. To make this principle of separate roles more consistent, the
EDF accounting officer’s department has been made part of DG Budget
and the Commission’s accounting officer has taken on the role of EDF
accounting officer.

However, a large proportion of expenditure is implemented at local level
through the decentralised management method, by a national authorising
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officer designated by each ACP country and under the supervision of a
Commission delegation.

The implementing rules for expenditure and revenue under each EDF are
the subject of a specific Financial Regulation, as far as possible aligned
with the Community Financial Regulation.

The EDF’s revenue and expenditure, like operations under the general
budget, are subject to internal financial control and to the external con-
trol of the Court of Auditors, the latter regularly devoting a special chap-
ter of its annual report to the management of the EDF.

3.4. Multiannual management

Unlike the management of the general budget, the principle of annuality
is not applicable to the implementation of the EDF. After commitment,
expenditure may be executed over several calendar years. This is the
reason for the distinction between ‘global commitments’ (which consist
in setting aside overall allocations for projects and programmes on the
basis of a financing agreement) and ‘specific commitments’ (which are the
actual actions giving rise to expenditure).

The European Development Fund is thus an important part of the EU’s
spending, even though it remains outside the general budget. Political
pressure from the European Parliament for the inclusion of the EDF is
high, but the different priorities of Member States make such a decision
difficult. The simultaneous execution of several EDFs also introduces
confusion and leads to criticism. However, the EDF also has a distinctive
financial regime and has proven its usefulness. Reforming it would there-
fore be a very sensitive issue.
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Comparison of existing budgetary Treaty provisions
with the provisions of the Treaty on the Functioning
of the European Union (Lisbon Treaty)

Note to the reader: this annex contains abstracts of the consolidated ver-
sion of the Treaty on the Functioning of the European Union as it will
result from the amendments introduced by the Treaty of Lisbon, signed on
13 December 2007 in Lisbon. The Treaty of Lisbon is still in the process
of being ratified by the Member States, in accordance with their respec-
tive constitutional requirements. As provided for in Article 6 thereof, the
Treaty will enter into force on 1 January 2009, provided that all the instru-
ments of ratification have been deposited, or, failing that, on the first day of
the month following the deposit of the last instrument of ratification. This
publication is provisional in nature. Until the entry into force of the Treaty
of Lisbon, a number of rectifications may be made to one or other language
version of the text, in order to correct possible errors which may come to
light in the Treaty of Lisbon or in the prior treaties. This text has been pro-
duced for documentary purposes and does not involve the responsibility of

the institutions of the European Union.

Consolidated version of the Treaty
establishing the European Community

Treaty on the Functioning
of the European Union

Article 268

All items of revenue and expenditure
of the Community, including those
relating to the European Social Fund,
shall be included in estimates to be
drawn up for each financial year and
shall be shown in the budget.

Administrative expenditure occasioned
for the institutions by the provisions of
the Treaty on European Union relating
to common foreign and security

policy and to cooperation in the fields
of justice and home affairs shall be
charged to the budget. The operational
expenditure occasioned by the
implementation of the said provisions
may, under the conditions referred to
therein, be charged to the budget.

Article 310
(ex Article 268 TEC)

1. All items of revenue and expenditure of
the Union shall be included in estimates to
be drawn up for each financial year and
shall be shown in the budget.

The Union’s annual budget shall be
established by the European Parliament
and the Council in accordance with
Article 314.

The revenue and expenditure shown in
the budget shall be in balance.

2. The expenditure shown in the budget
shall be authorised for the annual
budgetary period in accordance with the
regulation referred to in Article 322.
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The revenue and expenditure shown in
the budget shall be in balance.

3. The implementation of expenditure
shown in the budget shall require the
prior adoption of a legally binding
Union act providing a legal basis for

its action and for the implementation
of the corresponding expenditure in
accordance with the regulation referred
to in Article 322, except in cases for
which that law provides.

4. With a view to maintaining
budgetary discipline, the Union shall
not adopt any act which is likely to
have appreciable implications for the
budget without providing an assurance
that the expenditure arising from such
an act is capable of being financed
within the limit of the Union’s own
resources and in compliance with

the multiannual financial framework
referred to in Article 312.

5. The budget shall be implemented in
accordance with the principle of sound
financial management. Member States
shall cooperate with the Union to
ensure that the appropriations entered
in the budget are used in accordance
with this principle.

6. The Union and the Member States,
in accordance with Article 325, shall
counter fraud and any other illegal
activities affecting the financial
interests of the Union.

Article 269

Without prejudice to other revenue, the
budget shall be financed wholly from
own resources.

CHAPTER 1
THE UNION’S OWN RESOURCES

Article 311
(ex Article 269 TEC)

The Union shall provide itself with the
means necessary to attain its objectives
and carry through its policies.
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The Council, acting unanimously

on a proposal from the Commission
and after consulting the European
Parliament, shall lay down provisions
relating to the system of own resources
of the Community, which it shall
recommend to the Member States for
adoption in accordance with their
respective constitutional requirements.

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’s own resources system in so far
as this is provided for in the decision
adopted on the basis of the third
paragraph. The Council shall act after
obtaining the consent of the European
Parliament.

Article 270

With a view to maintaining budgetary
discipline, the Commission shall not
make any proposal for a Community
act, or alter its proposals, or adopt
any implementing measure which is
likely to have appreciable implications
for the budget without providing the
assurance that that proposal or that
measure is capable of being financed
within the limit of the Community’s
own resources arising under provisions
laid down by the Council pursuant to
Article 269.

Repealed
Content included in Article 310(4)
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CHAPTER 2

THE MULTIANNUAL FINANCIAL
FRAMEWORK

Article 312

1. The multiannual financial
framework shall ensure that Union
expenditure develops in an orderly
manner and within the limits of its
own resources.

It shall be established for a period of at
least five years.

The annual budget of the Union shall
comply with the multiannual financial
framework.

2. The Council, acting in accordance
with a special legislative procedure,
shall adopt a regulation laying down
the multiannual financial framework.
The Council shall act unanimously
after obtaining the consent of the
European Parliament, which shall be
given by a majority of its component
members.

The European Council may,
unanimously, adopt a decision
authorising the Council to act by a
qualified majority when adopting
the regulation referred to in the first
subparagraph(*).

3. The financial framework shall
determine the amounts of the annual
ceilings on commitment appropriations
by category of expenditure and

of the annual ceiling on payment
appropriations. The categories of
expenditure, limited in number, shall
correspond to the Union’s major sectors
of activity.

(") Subject to a Proces-Verbal of Rectification under examination at the time of editing this book.
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The financial framework shall lay
down any other provisions required for
the annual budgetary procedure to run
smoothly.

4. Where no Council regulation
determining a new financial framework
has been adopted by the end of

the previous financial framework,

the ceilings and other provisions
corresponding to the last year of that
framework shall be extended until such
time as that act is adopted.

5. Throughout the procedure leading
to the adoption of the financial
framework, the European Parliament,
the Council and the Commission shall
take any measure necessary to facilitate
its adoption.

Article 271

The expenditure shown in the budget
shall be authorised for one financial
year, unless the regulations made
pursuant to Article 279 provide
otherwise.

In accordance with conditions to be
laid down pursuant to Article 279,
any appropriations, other than those
relating to staff expenditure, that are
unexpended at the end of the financial
year may be carried forward to the
next financial year only.

Appropriations shall be classified
under different chapters grouping
items of expenditure according to their
nature or purpose and subdivided, as
far as may be necessary, in accordance
with the regulations made pursuant to
Article 279.

Becomes Article 316
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The expenditure of the European
Parliament, the Council, the
Commission and the Court of Justice
shall be set out in separate parts of the
budget, without prejudice to special
arrangements for certain common
items of expenditure.

Article 272

1. The financial year shall run from
1 January to 31 December.

2. Each institution of the Community
shall, before 1 July, draw up estimates
of its expenditure. The Commission
shall consolidate these estimates in

a preliminary draft budget. It shall
attach thereto an opinion which may
contain different estimates.

The preliminary draft budget shall
contain an estimate of revenue and an
estimate of expenditure.

3. The Commission shall place the
preliminary draft budget before the
Council not later than 1 September of
the year preceding that in which the
budget is to be implemented.

CHAPTER 3
THE UNION’S ANNUAL BUDGET

Article 313
(ex Article 272(1), TEC)

The financial year shall run from
1 January to 31 December.

Article 314
(ex Article 272(2) to (10), TEC)

The European Parliament and the
Council, acting in accordance with
a special legislative procedure, shall
establish the Union’s annual budget
in accordance with the following
provisions.

1. With the exception of the European
Central Bank, each institution shall,
before 1 July, draw up estimates of its
expenditure for the following financial
year. The Commission shall consolidate
these estimates in a draft budget. which
may contain different estimates.

The draft budget shall contain an
estimate of revenue and an estimate of
expenditure.
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The Council shall consult the
Commission and, where appropriate,
the other institutions concerned
whenever it intends to depart from the
preliminary draft budget.

The Council, acting by a qualified
majority, shall establish the draft
budget and forward it to the European
Parliament.

4. The draft budget shall be placed
before the European Parliament

not later than § October of the year
preceding that in which the budget is
to be implemented.

The European Parliament shall have
the right to amend the draft budget,
acting by a majority of its Members,
and to propose to the Council, acting
by an absolute majority of the votes
cast, modifications to the draft budget
relating to expenditure necessarily
resulting from this Treaty or from acts
adopted in accordance therewith.

If, within 45 days of the draft budget
being placed before it, the European
Parliament has given its approval, the
budget shall stand as finally adopted.
If within this period the European
Parliament has not amended the draft
budget nor proposed any modifications
thereto, the budget shall be deemed to
be finally adopted.

If within this period the European
Parliament has adopted amendments
or proposed modifications, the draft
budget together with the amendments
or proposed modifications shall be
forwarded to the Council.

5. After discussing the draft budget
with the Commission and, where
appropriate, with the other institutions
concerned, the Council shall act under
the following conditions:

2. The Commission shall submit a
proposal containing the draft budget
to the European Parliament and to the
Council not later than 1 September of
the year preceding that in which the
budget is to be implemented.

The Commission may amend the draft
budget during the procedure until such
time as the Conciliation Committee,

referred to in paragraph 3, is convened.

3. The Council shall adopt its position
on the draft budget and forward it to
the European Parliament not later than
1 October of the year preceding that in
which the budget is to be implemented.
The Council shall inform the European
Parliament in full of the reasons which
led it to adopt its position.

4. 1f, within 42 days of such
communication, the European
Parliament:

(a) approves the position of the
Council, the budget shall be
adopted;

(b) has not taken a decision, the budget
shall be deemed to have been
adopted;

(c) adopts amendments by a majority
of its component members, the
amended draft shall be forwarded to
the Council and to the Commission.
The President of the European
Parliament, in agreement with
the President of the Council, shall
immediately convene a meeting
of the Conciliation Committee.
However, if within 10 days of
the draft being forwarded the
Council informs the European
Parliament that it has approved all
its amendments, the Conciliation
Committee shall not meet.
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(a) the Council may, acting by a
qualified majority, modify any of
the amendments adopted by the
European Parliament;

(b) with regard to the proposed
modifications:

— where a modification proposed
by the European Parliament
does not have the effect of
increasing the total amount of
the expenditure of an institution,
owing in particular to the fact
that the increase in expenditure
which it would involve would be
expressly compensated by one
or more proposed modifications
correspondingly reducing
expenditure, the Council may,
acting by a qualified majority,
reject the proposed modification.
In the absence of a decision to
reject it, the proposed modification
shall stand as accepted;

— where a modification proposed
by the European Parliament has
the effect of increasing the total
amount of the expenditure of an
institution, the Council may, acting
by a qualified majority, accept
this proposed modification. In the
absence of a decision to accept it,
the proposed modification shall
stand as rejected;

— where, in pursuance of one of the
two preceding subparagraphs,
the Council has rejected a proposed
modification, it may, acting by a
qualified majority, either retain the
amount shown in the draft budget
or fix another amount.

The draft budget shall be modified on
the basis of the proposed modifications
accepted by the Council.

5. The Conciliation Committee, which
shall be composed of the members of
the Council or their representatives
and an equal number of members
representing the European Parliament,
shall have the task of reaching
agreement on a joint text,

by a qualified majority of the members
of the Council or their representatives
and by a majority of the representatives
of the European Parliament within

21 days of its being convened, on the
basis of the positions of the European
Parliament and the Council.

The Commission shall take part in the
Conciliation Committee’s proceedings
and shall take all the necessary
initiatives with a view to reconciling
the positions of the European
Parliament and the Council.

6. If, within the 21 days referred

to in paragraph 3, the Conciliation
Committee agrees on a joint text, the
European Parliament and the Council
shall each have a period of 14 days
from the date of that agreement in
which to approve the joint text.

7. If, within the period of 14 days
referred to in paragraph 6:

(a) the European Parliament and the
Council both approve the joint text
or fail to take a decision, or if one
of these institutions approves the
joint text while the other one fails to
take a decision, the budget shall be
deemed to be definitively adopted in
accordance with the joint text; or
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If, within 15 days of the draft being
placed before it, the Council has not
modified any of the amendments
adopted by the European Parliament
and if the modifications proposed

by the latter have been accepted, the
budget shall be deemed to be finally
adopted. The Council shall inform the
European Parliament that it has not
modified any of the amendments and
that the proposed modifications have
been accepted.

If within this period the Council

has modified one or more of the
amendments adopted by the European
Parliament or if the modifications
proposed by the latter have been
rejected or modified, the modified draft
budget shall again be forwarded to the
European Parliament. The Council
shall inform the European Parliament
of the results of its deliberations.

6. Within 15 days of the draft budget
being placed before it, the European
Parliament, which shall have been
notified of the action taken on its
proposed modifications, may, acting
by a majority of its Members and three
fifths of the votes cast, amend or reject
the modifications to its amendments
made by the Council and shall adopt
the budget accordingly. If within this
period the European Parliament has
not acted, the budget shall be deemed
to be finally adopted.

7. When the procedure provided for in
this Article has been completed, the
President of the European Parliament
shall declare that the budget has been
finally adopted.

(b) the European Parliament, acting
by a majority of its component
members, and the Council both
reject the joint text, or if one of
these institutions rejects the joint
text while the other one fails to take
a decision, a new draft budget shall
be submitted by the Commission; or

(c) the European Parliament, acting
by a majority of its component
members, rejects the joint text while
the Council approves it, a new draft
budget shall be submitted by the
Commission; or

(d) the European Parliament approves
the joint text whilst the Council
rejects it, the European Parliament
may, within 14 days from the
date of the rejection by the
Council and acting by a majority
of its component members and
three-fifths of the votes cast,
decide to confirm all or some of
the amendments referred to in
paragraph 4(c). Where a European
Parliament amendment is not
confirmed, the position agreed in
the Conciliation Committee on the
budget heading which is the subject
of the amendment shall be retained.
The budget shall be deemed to be
definitively adopted on this basis.

8. If, within the 21 days referred

to in paragraph 5, the Conciliation
Committee does not agree on a joint
text, a new draft budget shall be
submitted by the Commission.

9. When the procedure provided for
in this Article has been completed, the
President of the European Parliament
shall declare that the budget has been
definitively adopted.
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8. However, the European Parliament,
acting by a majority of its Members
and two thirds of the votes cast, may, if
there are important reasons, reject the
draft budget and ask for a new draft to
be submitted to it.

9. A maximum rate of increase in
relation to the expenditure of the same
type to be incurred during the current
year shall be fixed annually for the total
expenditure other than that necessarily
resulting from this Treaty or from acts
adopted in accordance therewith.

The Commission shall, after consulting
the Economic Policy Committee,
declare what this maximum rate is as it
results from:

— the trend, in terms of volume, of
the gross national product within
the Community;

— the average variation in the budgets
of the Member States; and the
trend of the cost of living during
the preceding financial year.

The maximum rate shall be
communicated, before 1 May, to all

the institutions of the Community. The
latter shall be required to conform to this
during the budgetary procedure, subject
to the provisions of the fourth and fifth
subparagraphs of this paragraph.

If, in respect of expenditure other
than that necessarily resulting from
this Treaty or from acts adopted in
accordance therewith, the actual

rate of increase in the draft budget
established by the Council is over
half the maximum rate, the European
Parliament may, exercising its right of
amendment, further increase the total
amount of that expenditure to a limit
not exceeding half the maximum rate.

10. Each institution shall exercise the
powers conferred upon it under this
Article in compliance with the treaties
and the acts adopted thereunder, with
particular regard to the Union’s own
resources and the balance between
revenue and expenditure.
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Where the European Parliament, the
Council or the Commission consider that
the activities of the Communities require
that the rate determined according to the
procedure laid down in this paragraph
should be exceeded, another rate may be
fixed by agreement between the Council,
acting by a qualified majority, and

the European Parliament, acting by a
majority of its Members and three fifths
of the votes cast.

10. Each institution shall exercise
the powers conferred upon it by
this Article, with due regard for the
provisions of the Treaty and for acts
adopted in accordance therewith,

in particular those relating to the
Communities’ own resources and
to the balance between revenue and
expenditure.

Article 273

If, at the beginning of a financial year,
the budget has not yet been voted, a
sum equivalent to not more than one
twelfth of the budget appropriations
for the preceding financial year may
be spent each month in respect of

any chapter or other subdivision

of the budget in accordance with

the provisions of the Regulations
made pursuant to Article 279; this
arrangement shall not, however, have
the effect of placing at the disposal

of the Commission appropriations in
excess of one twelfth of those provided
for in the draft budget in course of
preparation.

The Council may, acting by a qualified
majority, provided that the other
conditions laid down in the first
subparagraph are observed, authorise
expenditure in excess of one twelfth.

Article 315
(ex Article 273 TEC)

If, at the beginning of a financial year,
the budget has not yet been definitively
adopted, a sum equivalent to not

more than one twelfth of the budget
appropriations for the preceding
financial year may be spent each month
in respect of any chapter of the budget
in accordance with the provisions

of the regulations made pursuant

to Article 322; that sum shall not,
however, exceed one twelfth of the
appropriations provided for in the same
chapter of the draft budget.

The Council on a proposal by the
Commission, may, provided that the
other conditions laid down in the first
paragraph are observed, authorise
expenditure in excess of one twelfth in
accordance with the regulations made
pursuant to Article 322. The Council
shall forward the decision immediately
to the European Parliament.
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If the decision relates to expenditure
which does not necessarily result from
this Treaty or from acts adopted in
accordance therewith, the Council
shall forward it immediately to the
European Parliament; within 30 days
the European Parliament, acting by

a majority of its Members and three
fifths of the votes cast, may adopt a
different decision on the expenditure
in excess of the one twelfth referred
to in the first subparagraph. This

part of the decision of the Council
shall be suspended until the European
Parliament has taken its decision. If
within the said period the European
Parliament has not taken a decision
which differs from the decision of the
Council, the latter shall be deemed to
be finally adopted.

The decisions referred to in the second
and third subparagraphs shall lay
down the necessary measures relating
to resources to ensure application of
this Article.

The decision referred to in the second
paragraph shall lay down the necessary
measures relating to resources to
ensure application of this Article, in
accordance with the acts referred to in
Article 311.

It shall enter into force 30 days
following its adoption if the European
Parliament, acting by a majority of its
component Members, has not decided
to reduce this expenditure within that
time-limit.

Article 316
(ex Article 271 TEC)

In accordance with conditions to be
laid down pursuant to Article 322,
any appropriations, other than those
relating to staff expenditure, that are
unexpended at the end of the financial
year may be carried forward to the
next financial year only.

Appropriations shall be classified
under different chapters grouping
items of expenditure according to their
nature or purpose and subdivided in
accordance with the regulations made
pursuant to Article 322.
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The expenditure of the European
Parliament, the European Council and
the Council, the Commission and the
Court of Justice of the European Union
shall be set out in separate parts of the
budget, without prejudice to special
arrangements for certain common
items of expenditure.

Article 274

The Commission shall implement
the budget, in accordance with the
provisions of the regulations made
pursuant to Article 279, on its own
responsibility and within the limits
of the appropriations, having regard
to the principles of sound financial
management. Member States shall
cooperate with the Commission to
ensure that the appropriations are used
in accordance with the principles of
sound financial management.

The regulations shall lay down detailed
rules for each institution concerning its
part in effecting its own expenditure.

Within the budget, the Commission
may, subject to the limits and
conditions laid down in the regulations
made pursuant to Article 279, transfer
appropriations from one chapter to
another or from one subdivision to
another.

CHAPTER 4

IMPLEMENTATION OF THE
BUDGET AND DISCHARGE

Article 317
(ex Article 274 TEC)

The Commission shall implement

the budget in cooperation with the
Member States, in accordance with
the provisions of the regulations made
pursuant to Article 322, on its own
responsibility and within the limits

of the appropriations, having regard
to the principles of sound financial
management. Member States shall
cooperate with the Commission to
ensure that the appropriations are used
in accordance with the principles of
sound financial management.

The regulations shall lay down the
control and audit obligations of the
Member States in the implementation
of the budget and the resulting
responsibilities. They shall also lay
down the responsibilities and detailed
rules for each institution concerning its
part in effecting its own expenditure.

Within the budget, the Commission
may, subject to the limits and
conditions laid down in the regulations
made pursuant to Article 322, transfer
appropriations from one chapter to
another or from one subdivision to
another.
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Article 275

The Commission shall submit
annually to the Council and to the
European Parliament the accounts of
the preceding financial year relating

to the implementation of the budget.
The Commission shall also forward to
them a financial statement of the assets
and liabilities of the Community.

Article 318
(ex Article 275 TEC)

The Commission shall submit annually
to the European Parliament and

to the Council the accounts of the
preceding financial year relating to

the implementation of the budget. The
Commission shall also forward to them
a financial statement of the assets and
liabilities of the Union.

The Commission shall also submit to
the European Parliament and to the
Council an evaluation report on the
Union’s finances based on the results
achieved, in particular in relation to
the indications given by the European
Parliament and the Council pursuant to
Article 319.

Article 276

1. The European Parliament, acting
on a recommendation from the
Council which shall act by a qualified
majority, shall give a discharge to

the Commission in respect of the
implementation of the budget. To this
end, the Council and the European
Parliament in turn shall examine

the accounts and the financial
statement referred to in Article 275,
the annual report by the Court of
Auditors together with the replies of
the institutions under audit to the
observations of the Court of Auditors,
the statement of assurance referred to
in Article 248(1), second subparagraph
and any relevant special reports by the
Court of Auditors.

Article 319
(ex Article 276 TEC)

1. The European Parliament, acting
on a recommendation from the
Council, shall give a discharge to

the Commission in respect of the
implementation of the budget. To this
end, the Council and the European
Parliament in turn shall examine the
accounts, the financial statement and
the evaluation report referred to in
Article 318, the annual report by the
Court of Auditors together with the
replies of the institutions under audit
to the observations of the Court of
Auditors, the statement of assurance
referred to in Article 287(1), second
subparagraph, and any relevant special
reports by the Court of Auditors.
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2. Before giving a discharge to the
Commission, or for any other purpose
in connection with the exercise of its
powers over the implementation of
the budget, the European Parliament
may ask to hear the Commission

give evidence with regard to the
execution of expenditure or the
operation of financial control systems.
The Commission shall submit any
necessary information to the European
Parliament at the latter’s request.

3. The Commission shall take all
appropriate steps to act on the
observations in the decisions giving
discharge and on other observations
by the European Parliament relating
to the execution of expenditure, as
well as on comments accompanying
the recommendations on discharge
adopted by the Council.

At the request of the European
Parliament or the Council, the
Commission shall report on the
measures taken in the light of these
observations and comments and in
particular on the instructions given to
the departments which are responsible
for the implementation of the budget.
These reports shall also be forwarded
to the Court of Auditors.

2. Before giving a discharge to the
Commission, or for any other purpose
in connection with the exercise of its
powers over the implementation of
the budget, the European Parliament
may ask to hear the Commission

give evidence with regard to the
execution of expenditure or the
operation of financial control systems.
The Commission shall submit any
necessary information to the European
Parliament at the latter’s request.

3. The Commission shall take all
appropriate steps to act on the
observations in the decisions giving
discharge and on other observations

by the European Parliament relating to
the execution of expenditure, as well

as on comments accompanying the
recommendations on discharge adopted
by the Council.

At the request of the European
Parliament or the Council, the
Commission shall report on the
measures taken in the light of these
observations and comments and in
particular on the instructions given to
the departments which are responsible
for the implementation of the budget.
These reports shall also be forwarded
to the Court of Auditors.

Article 277

The budget shall be drawn up in the unit
of account determined in accordance
with the provisions of the regulations
made pursuant to Article 279.

CHAPTER §
COMMON PROVISIONS

Article 320
(ex Article 277 TEC)

The multiannual financial framework
and the annual budget shall be drawn
up in euro.
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Article 278

The Commission may, provided it
notifies the competent authorities of
the Member States concerned, transfer
into the currency of one of the Member
States its holdings in the currency of
another Member State, to the extent
necessary to enable them to be used for
purposes which come within the scope
of this Treaty. The Commission shall
as far as possible avoid making such
transfers if it possesses cash or liquid
assets in the currencies which it needs.

The Commission shall deal with each
Member State through the authority
designated by the State concerned. In
carrying out financial operations the
Commission shall employ the services of
the bank of issue of the Member State
concerned or of any other financial
institution approved by that State.

Article 321
(ex Article 278 TEC)

The Commission may, provided it
notifies the competent authorities of
the Member States concerned, transfer
into the currency of one of the Member
States its holdings in the currency of
another Member State, to the extent
necessary to enable them to be used for
purposes which come within the scope
of the Treaties. The Commission shall
as far as possible avoid making such
transfers if it possesses cash or liquid
assets in the currencies which it needs.

The Commission shall deal with each
Member State through the authority
designated by the State concerned. In
carrying out financial operations the
Commission shall employ the services of
the bank of issue of the Member State
concerned or of any other financial
institution approved by that State.

Article 279

The Council, acting unanimously

on a proposal from the Commission
and after consulting the European
Parliament and obtaining the opinion
of the Court of Auditors, shall:

(a) make Financial Regulations
specifying in particular the
procedure to be adopted for
establishing and implementing
the budget and for presenting and
auditing accounts;

(b) lay down rules concerning
the responsibility of financial
controllers, authorising officers and
accounting officers, and concerning
appropriate arrangements for
inspection.

Article 322
(ex Article 279 TEC)

1. The European Parliament and the
Council, acting in accordance with
the ordinary legislative procedure, and
after consulting the Court of Auditors,
shall adopt by means of regulations:

(a) the financial rules which determine
in particular the procedure to
be adopted for establishing and
implementing the budget and for
presenting and auditing accounts;

(b) rules providing for checks on the
responsibility of financial actors, in
particular authorising officers and
accounting officers.
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From 1 January 2007, the Council
shall act by a qualified majority on

a proposal from the Commission

and after consulting the European
Parliament and obtaining the opinion
of the Court of Auditors.

2. The Council, acting unanimously
on a proposal from the Commission
and after consulting the European
Parliament and obtaining the opinion
of the Court of Auditors, shall
determine the methods and procedure
whereby the budget revenue provided
under the arrangements relating to the
Community’s own resources shall be
made available to the Commission, and
determine the measures to be applied if
need be, to meet cash requirements.

2. The Council, acting on a proposal
from the Commission and after
consulting the European Parliament
and the Court of Auditors, shall
determine the methods and procedure
whereby the budget revenue provided
under the arrangements relating to the
Union’s own resources shall be made
available to the Commission, and
determine the measures to be applied,
if need be, to meet cash requirements.

Article 323

The European Parliament, the Council
and the Commission shall ensure that
the financial means are made available
to allow the Union to fulfil its legal
obligations in respect of third parties.

Article 324

Regular meetings between the
Presidents of the European Parliament,
the Council and the Commission

shall be convened, on the initiative

of the Commission, under the
budgetary procedures referred to in
this Title (*). The Presidents shall take
all the necessary steps to promote
consultation and the reconciliation of
the positions of the institutions over
which they preside in order to facilitate
the implementation of this Title.

(") Subject to a Proces-Verbal of Rectification under examination.
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Article 280

1. The Community and the Member
States shall counter fraud and any other
illegal activities affecting the financial
interests of the Community through
measures to be taken in accordance with
this Article, which shall act as a deterrent
and be such as to afford effective
protection in the Member States.

2. Member States shall take the same
measures to counter fraud affecting the
financial interests of the Community as
they take to counter fraud affecting their
own financial interests.

3. Without prejudice to other provisions
of this Treaty, the Member States

shall coordinate their action aimed

at protecting the financial interests of
the Community against fraud. To this
end they shall organise, together with
the Commission, close and regular
cooperation between the competent
authorities.

4. The Council, acting in accordance with
the procedure referred to in Article 251,
after consulting the Court of Auditors,
shall adopt the necessary measures in
the fields of the prevention of and fight
against fraud affecting the financial
interests of the Community with a view
to affording effective and equivalent
protection in the Member States.

These measures shall not concern the
application of national criminal law or
the national administration of justice.

5. The Commission, in cooperation with
Member States, shall each year submit
to the European Parliament and to the
Council a report on the measures taken
for the implementation of this Article.

CHAPTER 6
COMBATTING FRAUD

Article 325
(ex Article 280 TEC)

1. The Union and the Member States
shall counter fraud and any other illegal
activities affecting the financial interests
of the Union through measures to be
taken in accordance with this Article,
which shall act as a deterrent and be such
as to afford effective protection in the
Member States, and in all the Union’s
institutions, bodies, offices and agencies.

2. Member States shall take the same
measures to counter fraud affecting the
financial interests of the Union as they
take to counter fraud affecting their own
financial interests.

3. Without prejudice to other provisions
of the Treaties, the Member States

shall coordinate their action aimed at
protecting the financial interests of the
Union against fraud. To this end they shall
organise, together with the Commission,
close and regular cooperation between the
competent authorities.

4. The European Parliament and the
Council, acting in accordance with the
ordinary legislative procedure, after
consulting the Court of Auditors, shall
adopt the necessary measures in the fields
of the prevention of and fight against
fraud affecting the financial interests

of the Union with a view to affording
effective and equivalent protection in
the Member States and in all the Union’s
institutions, bodies, offices and agencies.

5. The Commission, in cooperation with
Member States, shall each year submit
to the European Parliament and to the
Council a report on the measures taken
for the implementation of this Article.
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(Acts whose publication is not obligatory)

COUNCIL

COUNCIL DECISION
of 29 September 2000
on the system of the European Communities' own resources

(2000/597/EC, Euratom)

THE COUNCIL OF THE EUROPEAN UNION,

Having regard to the Treaty establishing the European
Community, and in particular Article 269 thereof,

Having regard to the Treaty establishing the European Atomic
Energy Community, and in particular Article 173 thereof,

Having regard to the proposal from the Commission ('),
Having regard to the opinion of the European Parliament (3),
Having regard to the opinion of the Court of Auditors (}),

Having regard to the opinion of the Economic and Social
Committee (),

Whereas:

(1) The European Council meeting in Berlin on 24 and 25
March 1999 concluded, inter alia, that the system of the
Communities' own resources should be equitable, trans-
parent, cost-effective, simple and based on criteria which
best express each Member State's ability to contribute.

(2) The Communities' own resources system must ensure
adequate resources for the orderly development of the
Communities' policies, subject to the need for strict
budgetary discipline.

(3) It is appropriate that the best quality data be used for the
purposes of the budget of the European Union and the
Communities' own resources. The application of the
European system of integrated economic accounts (here-
inafter referred to as the ‘ESA 95’) in accordance with

() O] C 274 E, 28.9.1999, p. 39.
(?) Opinion delivered on 17 November 1999 (O] C 189, 7.7.2000,

p- 79)-
() 0] C 310, 28.10.1999, p. 1.
() O] C 368, 20.12.1999, p. 16.

Council Regulation (EC) No 222396 () will improve
the quality of measurement of national accounts data.

(4) It is appropriate to use the most recent statistical
concepts for the purposes of own resources and accord-
ingly to define gross national product (GNP) as being
equal for these purposes to gross national income (GNI)
as provided by the Commission in application of the
ESA 95 in accordance with Regulation (EC) No 2223/
96.

(5) It is, moreover, appropriate, should modifications to the
ESA 95 result in significant changes in GNI as provided
by the Commission in accordance with Regulation (EC)
No 2223/96, that the Council decide whether these
modifications apply for the purposes of own resources.

(6)  According to Council Decision 94/728/EC, Euratom of
31 October 1994 on the system of the European
Communities' own resources (°), the maximum ceiling of
own resources for 1999 was set equal to 1,27 % of the
Communities' GNP at market prices and an overall
ceiling of 1,335 % of the Communities' GNP was set for
appropriations for commitments.

(7) It is appropriate to adapt these ceilings expressed as a
percent of GNP in order to maintain unchanged the
amount of financial resources put at the disposal of the
Communities by establishing a formula for the deter-
mination of the new ceilings, in relation to GNP as
defined for the present purposes, to be applied after the
entry into force of this Decision.

() OJ L 310, 30.11.1996, p. 1. Regulation as amended by Regulation
(EC) No 448/98 (O] L 58, 27.2.1998, p. 1).
() O L 293, 12.11.1994, p. 9.
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(8) It is appropriate that the same method be used in the
future on the occasion of changes in the ESA 95 which
may have effects on the level of GNP.

(9 In order further to continue the process of making
allowance for each Member State's ability to contribute
to the system of own resources and of correcting the
regressive aspects of the current system for the least
prosperous Member States, the European Council
meeting in Berlin of 24 and 25 March 1999 concluded
that the Union's financing rules would be amended as
follows:

— the maximum rate of call of the VAT resource would
be reduced from 1% to 0,75 % in 2002 and 2003
and to 0,50 % from 2004 onwards,

— the value added tax base of the Member States would
continue to be restricted to 50 % of their GNP.

(10) The European Council of 24 and 25 March 1999
concluded that it is appropriate to adapt the amount
retained by Member States to cover the costs related to
collection in connection with the so-called traditional
own resources paid to the budget of the European
Union.

(11)  Budgetary imbalances should be corrected in such a way
as not to affect the own resources available for the
Communities' policies and be resolved, to the extent
possible, by means of expenditure policy.

(12) The European Council of 24 and 25 March 1999
concluded that the manner for calculating the correction
of budgetary imbalances in favour of the United
Kingdom as defined in Decision 88/376/EEC,
Euratom (') and confirmed by Decision 94/728[EC,
Euratom, should not include the windfall gains resulting
from changes in the financing systems and from future
enlargement. Accordingly, at the time of enlargement,
an adjustment will reduce ‘total Allocated Expenditure’
by an amount equivalent to the annual pre-accession
expenditure in the acceding countries, thereby ensuring
that expenditure which is unabated remains so.

(13)  For reasons of clarity, the description of the calculation
of the correction in respect of budgetary imbalances
granted to the United Kingdom has been simplified. This
simplification has no impact on the determination of the
amount of this correction granted to the United
Kingdom.

(14)  The European Council of 24 and 25 March 1999
concluded that the financing of the correction of budg-
etary imbalances in favour of the United Kingdom
should be modified to allow Austria, Germany, the
Netherlands and Sweden to see a reduction in their
financing share to 25 % of the normal share.

(15)  The monetary reserve, hereinafter referred to as ‘the
EAGGF monetary reserve’, the reserve for the financing
of the Loan Guarantee Fund and the reserve for emer-

(') O L 185, 15.7.1988, p. 24.

gency aid in non-member countries are covered by
specific provisions.

(16) The Commission should undertake, before 1 January
2006, a general review of the operation of the own
resources system, accompanied, if necessary, by appro-
priate proposals, in the light of all relevant factors
including the effects of enlargement on the financing of
the budget of the European Union, the possibility of
modifying the own resources structure by creating new
autonomous own resources and the correction of budg-
etary imbalances granted to the United Kingdom as well
as the granting to Austria, Germany, the Netherlands
and Sweden of the reduction in the financing of the
budgetary imbalances in favour of the United Kingdom.

(17)  Provisions must be laid down to cover the changeover
from the system introduced by Decision 94/728[EC,
Euratom to that arising from this Decision.

(18) The European Council of 24 and 25 March 1999
concluded that this Decision should take effect on 1
January 2002,

HAS LAID DOWN THESE PROVISIONS, WHICH IT RECOMMENDS
TO THE MEMBER STATES FOR ADOPTION:

Atticle 1

The Communities shall be allocated own resources in accord-
ance with the rules laid down in the following Articles in order
to ensure, in accordance with Article 269 of the Treaty estab-
lishing the European Community (hereinafter referred to as the
‘EC Treaty) and Article 173 of the Treaty establishing the
European Atomic Energy Community (hereinafter referred to as
the ‘Euratom Treaty’), the financing of the budget of the Euro-
pean Union.

The budget of the European Union shall, without prejudice to
other revenue, be financed wholly from the Communities' own
resources.

Article 2

1. Revenue from the following shall constitute own
resources entered in the budget of the European Union:

(a) levies, premiums, additional or compensatory amounts,
additional amounts or factors and other duties established
or to be established by the institutions of the Communities
in respect of trade with non-member countries within the
framework of the common agricultural policy, and also
contributions and other duties provided for within the
framework of the common organisation of the markets in
sugar;

(b) Common Customs Tariff duties and other duties estab-
lished or to be established by the institutions of the
Communities in respect of trade with non-member coun-
tries and customs duties on products coming under the
Treaty establishing the European Coal and Steel
Community;
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(¢) the application of a uniform rate valid for all Member
States to the harmonised VAT assessment bases determined
according to Community rules. The assessment base to be
taken into account for this purpose shall not exceed 50 %
of GNP for each Member State, as defined in paragraph 7;

=

the application of a rate — to be determined pursuant to
the budgetary procedure in the light of the total of all other
revenue — to the sum of all the Member States' GNPs.

2. Revenue deriving from any new charges introduced
within the framework of a common policy, in accordance with
the EC Treaty or the Euratom Treaty, provided that the proce-
dure laid down in Article 269 of the EC Treaty or in Article
173 of the Euratom Treaty has been followed, shall also consti-
tute own resources entered in the budget of the European
Union.

3. Member States shall retain, by way of collection costs,
25 % of the amounts referred to in paragraph 1(a) and (b),
which shall be established after 31 December 2000.

4. The uniform rate referred to in paragraph 1(c) shall corre-
spond to the rate resulting from the difference between:

(a) the maximum rate of call of the VAT resource, which is
fixed at:

0,75 % in 2002 and 2003,
0,50 % from 2004 onwards,
and

(b) a rate (frozen rate’) equivalent to the ratio between the
amount of the compensation referred to in Article 4 and
the sum of the VAT assessment bases (established in
accordance with paragraph (1)(c)) of all Member States,
taking into account the fact that the United Kingdom is
excluded from the financing of its correction and that the
share of Austria, Germany, the Netherlands and Sweden in
the financing of the United Kingdom correction is reduced
to one fourth of its normal value.

5. The rate fixed under paragraph 1(d) shall apply to the
GNP of each Member State.

6. If, at the beginning of the financial year, the budget has
not been adopted, the previous uniform VAT rate and rate
applicable to Member States' GNPs, without prejudice to the
provisions adopted in accordance with Article 8(2) as regards
the EAGGF monetary reserve, the reserve for financing the
Loan Guarantee Fund and the reserve for emergency aid in
third countries, shall remain applicable until the entry into
force of the new rates.

7. For the purposes of applying this Decision, GNP shall
mean GNI for the year at market prices as provided by the
Commission in application of the ESA 95 in accordance with
Regulation (EC) No 2223/96.

Should modifications to the ESA 95 result in significant
changes in the GNI as provided by the Commission, the
Council, acting unanimously on a proposal of the Commission

and after consulting the European Parliament, shall decide
whether these modifications shall apply for the purposes of this
Decision.

Atticle 3

1. The total amount of own resources assigned to the
Communities to cover appropriations for payments may not
exceed a certain percentage of the total GNPs of the Member
States. This percentage, expressed in two decimal places, will be
calculated by the Commission in December 2001 on the basis
of the following formula:

Maximum own resources =

1998 + 1999 + 2000 GNP ESA second edition
1998 + 1999 + 2000 GNP ESA 95

1,27 % x

2. Appropriations for commitments entered in the general
budget of the European Union must follow an orderly progres-
sion resulting in a total amount, which does not exceed a
certain percentage of the total GNPs of the Member States. This
percentage, expressed in two decimal places, shall be calculated
by the Commission in December 2001 on the basis of the
following formula:

Maximum appropriations for commitments =

1998 + 1999 + 2000 GNP ESA second edition
1998 + 1999 + 2000 GNP ESA 95

1,335 % x

An orderly ratio between appropriations for commitments and
appropriations for payments shall be maintained to guarantee
their compatibility and to enable the ceilings pursuant to para-
graph 1 to be respected in subsequent years.

3. The Commission shall communicate to the budgetary
authority the new ceilings for own resources before 31
December 2001.

4. The method described in paragraphs 1 and 2 will be
followed in the case of modifications to the ESA 95 which
result in changes in the level of GNP.

Article 4

The United Kingdom shall be granted a correction in respect of
budgetary imbalances.

This correction shall be established by:
(a) calculating the difference, in the preceding financial year,
between:
— the percentage share of the United Kingdom in the sum
of uncapped VAT assessment bases, and
— the percentage share of the United Kingdom in total
allocated expenditure;
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(b) multiplying the difference thus obtained by total allocated
expenditure;

(c) multiplying the result under (b) by 0,66;

(d) subtracting from the result under () the effects arising for
the United Kingdom from the changeover to capped VAT
and the payments referred to in Article 2(1)(d), namely the
difference between:

— what the United Kingdom would have had to pay for
the amounts financed by the resources referred to in
Article 2(1)(c) and (d), if the uniform rate had been
applied to non-capped VAT bases, and

— the payments of the United Kingdom pursuant to
Article 2(1)(c) and (d);

(e) from the year 2001 onwards, subtracting from the result
under (d) the net gains of the United Kingdom resulting
from the increase in the percentage of resources referred to
in Article 2(1)(a) and (b) retained by Member States to
cover collection and related costs;

(f) calculating, at the time of each enlargement of the Euro-
pean Union, an adjustment to the result under (e) so as to
reduce the compensation, thereby ensuring that expendi-
ture which is unabated before enlargement remains so after
enlargement. This adjustment shall be made by reducing
total allocated expenditure by an amount equivalent to the
annual pre-accession expenditure in the acceding countries.
All amounts so calculated shall be carried forward to subse-
quent years and shall be adjusted annually by applying the
euro GNP deflator used for the adaptation of the Financial
Perspective.

Article 5

1. The cost of the correction shall be borne by the other
Member States in accordance with the following arrangements:

The distribution of the cost shall first be calculated by reference
to each Member State's share of the payments referred to in
Article 2(1)(d), the United Kingdom being excluded; it shall
then be adjusted in such a way as to restrict the financing share
of Austria, Germany, the Netherlands and Sweden to one
fourth of their normal share resulting from this calculation.

2. The correction shall be granted to the United Kingdom by
a reduction in its payments resulting from the application of
Article 2(1)(c) and (d). The costs borne by the other Member
States shall be added to their payments resulting from the
application for each Member State of Article 2(1)(c) and (d).

3. The Commission shall perform the calculations required
for the application of Article 4 and this Article.

4. If, at the beginning of the financial year, the budget has
not been adopted, the correction granted to the United
Kingdom and the costs borne by the other Member States as

entered in the last budget finally adopted shall remain applic-
able.

Article 6

The revenue referred to in Article 2 shall be used without
distinction to finance all expenditure entered in the budget. The
revenue needed to cover in full or in part the EAGGF monetary
reserve, the reserve for the financing of the Loan Guarantee
Fund and the reserve for emergency aid in third countries,
entered in the budget shall not be called up from the Member
States until the reserves are implemented. Provisions for the
operation of those reserves shall be adopted as necessary in
accordance with Article 8(2).

Article 7

Any surplus of the Communities' revenue over total actual
expenditure during a financial year shall be carried over to the
following financial year.

Any surpluses generated by a transfer from EAGGF Guarantee
Section chapters, or surplus from the Guarantee Fund arising
from external measures, transferred to the revenue account in
the budget, shall be regarded as constituting own resources.

Article 8

1. The Communities' own resources referred to in Article
2(1)(a) and (b) shall be collected by the Member States in
accordance with the national provisions imposed by law, regu-
lation or administrative action, which shall, where appropriate,
be adapted to meet the requirements of Community rules.

The Commission shall examine at regular intervals the national
provisions communicated to it by the Member States, transmit
to the Member States the adjustments it deems necessary in
order to ensure that they comply with Community rules and
report to the budget authority.

Member States shall make the resources provided for in Article
2(1)(a) to (d) available to the Commission.

2. Without prejudice to the auditing of the accounts and to
checks that they are lawful and regular as laid down in Article
248 of the EC Treaty and Article 160C of the Euratom Treaty,
such auditing and checks being mainly concerned with the
reliability and effectiveness of national systems and procedures
for determining the base for own resources accruing from VAT
and GNP and without prejudice to the inspection arrangements
made pursuant to Article 279(c) of the EC Treaty and Article
183 point (c) of the Euratom Treaty, the Council shall, acting
unanimously on a proposal from the Commission and after
consulting the European Parliament, adopt the provisions
necessary to apply this Decision and to make possible the
inspection of the collection, the making available to the
Commission and payment of the revenue referred to in Articles
2 and 5.
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Article 9

The Commission shall undertake, before 1 January 2006, a
general review of the own resources system, accompanied, if
necessary, by appropriate proposals, in the light of all relevant
factors, including the effects of enlargement on the financing of
the budget, the possibility of modifying the structure of the
own resources by creating new autonomous own resources and
the correction of budgetary imbalances granted to the United
Kingdom as well as the granting to Austria, Germany, the
Netherlands and Sweden of the reduction pursuant to
Article 5(1).

Atticle 10

1. Member States shall be notified of this Decision by the
Secretary-General of the Council and the Decision shall be
published in the Official Journal of the European Communities.

Member States shall notify the Secretary-General of the Council
without delay of the completion of the procedures for the
adoption of this Decision in accordance with their respective
constitutional requirements.

This Decision shall enter into force on the first day of the
month following receipt of the last of the notifications referred
to in the second subparagraph. It shall take effect on 1 January
2002 except for Article 2(3) and Article 4, which shall take
effect on 1 January 2001.

2. (a) Subject to (b), Decision 94/728/EC, Euratom shall be
repealed as of 1 January 2002. Any references to the
Council Decision of 21 April 1970 on the replacement
of financial contributions from Member States by the

Communities' own resources ('), to Council Decision 85/
257[EEC, Euratom of 7 May 1985 on the Communities'
system of own resources (), to Decision 88/376/EEC,
Euratom, or to Decision 94/728/EC, Euratom shall be
construed as references to this Decision.

(b) Articles 2, 4 and 5 of Decisions 88/376/EEC, Euratom
and 94/728[EC, Euratom shall continue to apply to the
calculation and adjustment of revenue accruing from the
application of a uniform rate valid for all Member States
to the VAT base determined in a uniform manner and
limited between 50 % to 55 % of the GNP of each
Member State, depending on the relevant year, and to
the calculation of the correction of budgetary imbal-
ances granted to the United Kingdom for the years
1988 to 2000.

For amounts referred to in Article 2(1)(a) and (b) which
should have been made available by the Member States
before 28 February 2001 in accordance with the applic-
able Community rules, Member States shall continue to
retain 10 % of these amounts by way of collection costs.

(c

Done at Brussels, 29 September 2000.

For the Council
The President
L. FABIUS

) O] L 94, 28.41970, p. 19.
() O] L 128, 14.5.1985, p. 15. Decision repealed by Decision 88/
376/EEC, Euratom.
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II

(Acts adopted under the EC Treaty/Euratom Treaty whose publication is not obligatory)

DECISIONS

COUNCIL

COUNCIL DECISION

of 7 June 2007

on the system of the European Communities’ own resources

(2007/436[EC, Euratom)

THE COUNCIL OF THE EUROPEAN UNION,

Having regard to the Treaty establishing the European
Community, and in particular Article 269 thereof,

Having regard to the Treaty establishing the European Atomic
Energy Community, and in particular Article 173 thereof,

Having regard to the proposal from the Commission,

Having regard to the opinion of the European Parliament ('),

Having regard to the opinion of the Court of Auditors (3),

Having regard to the opinion of the European Economic and
Social Committee (%),

Whereas:

1)

The European Council meeting in Brussels on 15 and 16
December 2005 concluded, inter alia, that the own
resources arrangements should be guided by the overall
objective of equity. Those arrangements should therefore
ensure, in line with the relevant conclusions of the 1984
Fontainebleau European Council, that no Member State
sustains a budgetary burden which is excessive in relation
to its relative prosperity. It is therefore appropriate to
introduce provisions covering specific Member States.

(') Opinion delivered on 4 July 2006 (not yet published in the Official

Journal).

() 0J C 203, 25.8.2006, p. 50.
() 0] C 309, 16.12.2006, p. 103.

@

The Communities' own resources system must ensure
adequate resources for the orderly development of the
Communities’ policies, subject to the need for strict
budgetary discipline.

For the purposes of this Decision, gross national income
(GNI) should be defined as annual GNI at market prices
as provided by the Commission in application of the
European system of national and regional accounts in
the Community (hereinafter referred to as the ESA 95)
in accordance with Council Regulation (EC) No
2223/96 (4.

In view of the changeover from ESA 79 to ESA 95 for
budgetary and own resources purposes, and in order to
maintain unchanged the amount of financial resources
put at the disposal of the Communities the Commission
recalculated, in accordance with Article 3(1) and 3(2) of
Council Decision 2000/597/EC, Euratom of 29
September 2000 on the system of the European
Communities’ own resources (°), the ceiling of own
resources and the ceiling for appropriations for
commitments, expressed to two decimal places, on the
basis of the formula in that Article. The Commission
communicated the new ceilings to the Council and the
European Parliament on 28 December 2001. The ceiling
of own resources was set at 1,24 % of the total GNIs of
the Member States at market prices and a ceiling of
1,31 % of the total GNIs of the Member States was set
for appropriations for commitments. The European
Council of 15 and 16 December 2005 concluded that
these ceilings should be maintained at their current levels.

() O] L 310, 30.11.1996, p. 1. Regulation as last amended by Regu-

lation (EC) No 1267/2003 of the European Parliament and of the
Council (O] L 180, 18.7.2003, p. 1).

() O] L 253, 7.10.2000, p. 42.
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)

(10)

In order to maintain unchanged the amount of financial
resources put at the disposal of the Communities, it is
appropriate to adapt those ceilings expressed in per cent
of GNI in case of modifications to the ESA 95 which
entail a significant change in the level of GNI

Following the implementation in European Union law of
the agreements concluded during the Uruguay round of
multilateral trade negotiations there is no longer any
material difference between agricultural duties and
customs duties. It is therefore appropriate to remove
this distinction from the field of the general budget of
the European Union.

In the interests of transparency and simplicity, the
European Council of 15 and 16 December 2005
concluded that the uniform rate of call of the Value
Added Tax (VAT) resource shall be fixed at 0,30 %.

The European Council of 15 and 16 December 2005
concluded that Austria, Germany, the Netherlands and
Sweden shall benefit from reduced VAT rates of call
during the period 2007-2013 and that the Netherlands
and Sweden shall benefit from gross reductions in their
annual GNI-based contributions during the same period.

The European Council of 15 and 16 December 2005
concluded that the correction mechanism in favour of
the United Kingdom shall remain, along with the
reduced financing of the correction benefiting Germany,
Austria, Sweden and the Netherlands. However, after a
phasing-in period between 2009 and 2011, the United
Kingdom shall 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
European Agricultural Guidance and Guarantee Fund
(EAGGF), Guarantee Section. The calculation of the
correction in favour of the United Kingdom shall
therefore be adjusted by progressively excluding expen-
diture allocated to Member States which have acceded to
the EU after 30 April 2004, except for the agricultural
and rural development expenditure mentioned above.
The additional contribution of the United Kingdom
resulting from the reduction in allocated expenditure
shall not exceed EU-10,5 billion in 2004 prices during
the period 2007-2013. In the event of further enlar-
gement before 2013, except for the accession of
Bulgaria and Romania, the amount will be adjusted
accordingly.

The European Council of 15 and 16 December 2005
concluded that point (f) of the second paragraph of
Article 4 of Decision 2000/597/EC, Euratom regarding

the exclusion of the annual pre-accession expenditure in
acceding countries from the calculation of the correction
in favour of the United Kingdom shall cease to apply at
the end of 2013.

(11)  The European Council of 15 and 16 December 2005
invited the Commission to undertake a full, wide-
ranging review covering all aspects of EU spending,
including the Common Agricultural Policy (CAP), and
of resources, including the United Kingdom rebate, and
to report in 2008/2009.

(12)  Provisions should be laid down to cover the changeover
from the system laid down by Decision 2000/597/EC,
Euratom to that introduced by this Decision.

(13)  The European Council of 15 and 16 December 2005
concluded that this Decision shall take effect on 1
January 2007,

HAS LAID DOWN THESE PROVISIONS, WHICH IT RECOMMENDS
TO THE MEMBER STATES FOR ADOPTION:

Atticle 1

The Communities shall be allocated own resources in
accordance with the rules laid down in the following Articles
in order to ensure, in accordance with Article 269 of the Treaty
establishing the European Community (hereinafter referred to as
the EC Treaty) and Article 173 of the Treaty establishing the
European Atomic Energy Community (hereinafter referred to as
the Euratom Treaty), the financing of the general budget of the
European Union.

The general budget of the European Union shall, without
prejudice to other revenue, be financed wholly from the
Communities’ own resources.

Atticle 2

1. Revenue from the following shall constitute own resources
entered in the general budget of the European Union:

(a) 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 Communities in respect of trade with
non-member 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 organi-
sation of the markets in sugar;
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(b) without prejudice to the second subparagraph of paragraph
4, the application of a uniform rate valid for all Member
States to the harmonised VAT assessment bases determined
according to Community rules. The assessment base to be
taken into account for this purpose shall not exceed 50 % of
GNI for each Member State, as defined in paragraph 7;

©

without prejudice to the second subparagraph of paragraph
5, the application of a uniform rate — to be determined
pursuant to the budgetary procedure in the light of the total
of all other revenue — to the sum of all the Member States’
GNIs.

2. Revenue deriving from any new charges introduced within
the framework of a common policy, in accordance with the EC
Treaty or the Euratom Treaty, provided that the procedure laid
down in Article 269 of the EC Treaty or in Article 173 of the
Euratom Treaty has been followed, shall also constitute own
resources entered in the general budget of the European Union.

3. Member States shall retain, by way of collection costs,
25 % of the amounts referred to in paragraph 1(a).

4. The uniform rate referred to in paragraph 1(b) shall be
fixed at 0,30 %.

For the period 2007-2013 only, the rate of call of the VAT
resource for Austria shall be fixed at 0,225 %, for Germany at
0,15 % and for the Netherlands and Sweden at 0,10 %.

5. The uniform rate referred to in paragraph 1(c) shall apply
to the GNI of each Member State.

For the period 2007-2013 only, the Netherlands shall benefit
from a gross reduction in its annual GNI contribution of EUR
605 million and Sweden from a gross reduction in its annual
GNI contribution of EUR 150 million, measured in 2004 prices.
These amounts shall be adjusted to current prices by applying
the most recent GDP deflator for the EU expressed in euro, as
provided by the Commission, which is available when the preli-
minary draft budget is drawn up. These gross reductions shall
be granted after the calculation of the correction in favour of
the United Kingdom and its financing referred to in Articles 4
and 5 of this Decision and shall have no impact thereupon.

6. If, at the beginning of the financial year, the budget has
not been adopted, the existing VAT and GNI rates of call shall
remain applicable until the entry into force of the new rates.

7. For the purposes of this Decision, GNI shall mean GNI for
the year at market prices as provided by the Commission in
application of the ESA 95 in accordance with Regulation (EC)
No 2223/96.

Should modifications to the ESA 95 result in significant changes
in the GNI as provided by the Commission, the Council, acting
unanimously on a proposal of the Commission and after
consulting the European Parliament, shall decide whether
these modifications shall apply for the purposes of this
Decision.

Article 3

1. The total amount of own resources allocated to the
Communities to cover annual appropriations for payments
shall not exceed 1,24 % of the sum of all the Member States’
GNIs.

2. The total annual amount of appropriations for
commitments entered in the general budget of the European
Union shall not exceed 1,31 % of the sum of all the Member
States’ GNIs.

An orderly ratio between appropriations for commitments and
appropriations for payments shall be maintained to guarantee
their compatibility and to enable the ceiling pursuant to
paragraph 1 to be respected in subsequent years.

3. Should modifications to the ESA 95 result in significant
changes in the GNI that apply for the purposes of this Decision,
the ceilings for payments and commitments as determined in
paragraphs 1 and 2 shall be recalculated by the Commission on
the basis of the following formula:

GNI—; 4+ GNI—y + GNI, ESA current

1,24 % (1,31 %) k
6 ®) % GNIL> + GNIy T GNI, ESA modified

where t is the latest full year for which data according to
Council Regulation (EC, Euratom) No 1287/2003 of 15 July
2003 on the harmonisation of gross national income at
market prices (GNI Regulation) (') is available.

Atticle 4

1. The United Kingdom shall be granted a correction in
respect of budgetary imbalances.

This correction shall be established by:

(a) calculating the difference, in the preceding financial year,
between:

— the percentage share of the United Kingdom in the sum
of uncapped VAT assessment bases, and

(') OJ L 181, 19.7.2003, p. 1.
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— the percentage share of the United Kingdom in total
allocated expenditure;

G

multiplying the difference thus obtained by total allocated
expenditure;

=

multiplying the result under (b) by 0,66;

=

subtracting from the result under () the effects arising for
the United Kingdom from the changeover to capped VAT
and the payments referred to in Article 2(1)(c), namely the
difference between:

— what the United Kingdom would have had to pay for
the amounts financed by the resources referred to in
Article 2(1)(b) and (c), if the uniform rate had been
applied to non-capped VAT bases, and

— the payments of the United Kingdom pursuant to Article

2(1)(b) and (c);

©)

subtracting from the result under (d) the net gains of the
United Kingdom resulting from the increase in the
percentage of resources referred to in Article 2(1)(a)
retained by Member States to cover collection and related
costs;

(f) calculating, at the time of each enlargement of the EU, an
adjustment to the result under (¢) so as to reduce the
compensation, thereby ensuring that expenditure which is
unabated before enlargement remains so after enlargement.
This adjustment shall be made by reducing total allocated
expenditure by an amount equivalent to the annual pre-
accession expenditure in the acceding countries. All
amounts so calculated shall be carried forward to
subsequent years and shall be adjusted annually by
applying the latest available GDP deflator for the EU
expressed in euro, as provided by the Commission. This
point shall cease to apply as from the correction to be
budgeted for the first time in 2014;

&

adjusting the calculation, by reducing total allocated expen-
diture by total allocated expenditure in Member States that
have acceded to the EU after 30 April 2004, except for
agricultural direct payments and market-related expenditure
as well as that part of rural development expenditure origi-
nating from the EAGGF, Guarantee Section.

This reduction shall be phased in progressively according to the
schedule below:

Percentage of enlargement-related
expenditure (as defined above) to be
excluded from the calculation of the
correction in favour of the United

United Kingdom correction to be
budgeted for the first time in the year

Kingdom
2009 20
2010 70
2011 100

2. During the period 2007-2013 the additional contribution
of the United Kingdom resulting from the reduction of allocated
expenditure referred to in paragraph (1)(g) shall not exceed EU-
10,5 billion, measured in 2004 prices. Each year, the
Commission services shall verify whether the cumulated
adjustment of the correction exceeds this amount. For the
purpose of this calculation, amounts in current prices shall be
converted into 2004 prices by applying the latest available GDP
deflator for the EU expressed in euro, as provided by the
Commission. If the ceiling of EU-10,5 billion is exceeded, the
United Kingdom'’s contribution shall be reduced accordingly.

In the event of further enlargement before 2013, the ceiling of
EU-10,5 billion shall be adjusted upwards accordingly.

Atticle 5

1. The cost of the correction shall be borne by the other
Member States in accordance with the following arrangements:

(a) the distribution of the cost shall first be calculated by
reference to each Member State’s share of the payments
referred to in Article 2(1)(c), the United Kingdom being
excluded and without taking account of the gross reductions
in the GNI-based contributions of the Netherlands and
Sweden referred to in Article 2(5);

(b) it shall then be adjusted in such a way as to restrict the
financing share of Austria, Germany, the Netherlands and
Sweden to one fourth of their normal share resulting from
this calculation.

2. The correction shall be granted to the United Kingdom by
a reduction in its payments resulting from the application of
Article 2(1)(c). The costs borne by the other Member States
shall be added to their payments resulting from the application
for each Member State of Article 2(1)(c).

3. The Commission shall perform the calculations required
for the application of Article 2(5), Article 4 and this Article.

4. 1f, at the beginning of the financial year, the budget has
not been adopted, the correction granted to the United
Kingdom and the costs borne by the other Member States as
entered in the last budget finally adopted shall remain
applicable.
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Article 6

The revenue referred to in Article 2 shall be used without
distinction to finance all expenditure entered in the general
budget of the European Union.

Atticle 7

Any surplus of the Communities’ revenue over total actual
expenditure during a financial year shall be carried over to
the following financial year.

Article 8

1. The Communities own resources referred to in Article
2(1)(a) shall be collected by the Member States in accordance
with the national provisions imposed by law, regulation or
administrative action, which shall, where appropriate, be
adapted to meet the requirements of Community rules.

The Commission shall examine at regular intervals the national
provisions communicated to it by the Member States, transmit
to the Member States the adjustments it deems necessary in
order to ensure that they comply with Community rules and
report to the budgetary authority.

Member States shall make the resources provided for in Article
2(1)(a), (b) and (c) available to the Commission.

2. The Council shall, in accordance with the procedures laid
down in Article 279(2) of the EC Treaty and Article 183 of the
Euratom Treaty, adopt the provisions necessary to apply this
Decision and to make possible the inspection of the collection,
the making available to the Commission and payment of the
revenue referred to in Articles 2 and 5.

Atticle 9

In the framework of the full, wide-ranging review covering all
aspects of EU spending, including the CAP, and of resources,
including the United Kingdom rebate, on which it shall report
in 2008/2009, the Commission shall undertake a general review
of the own resources system.

Article 10

1. Subject to paragraph 2, Decision 2000/597/EC, Euratom
shall be repealed as of 1 January 2007. Any references to the
Council Decision of 21 April 1970 on the replacement of
financial contributions from Member States by the Commu-
nities’ own resources (!), to Council Decision 85/257/EEC,
Euratom of 7 May 1985 on the Communities’ system of own
resources (), to Council Decision 88/376/EEC, Euratom of 24
June 1988 on the system of the Communities own
resources (), to Council Decision 94/728/EC, Euratom of 31

() O] L 94, 28.4.1970, p. 19.
() OJ L 128, 14.5.1985, p. 15.
() O] L 185, 15.7.1988, p. 24.

October 1994 on the system of the European Communities’
own resources () or to Decision 2000/597/EC, Euratom shall
be construed as references to this Decision.

2. Articles 2, 4 and 5 of Decisions 88/376/EEC, Euratom,
94/728[EC, Euratom and 2000/597[EC, Euratom shall continue
to apply to the calculation and adjustment of revenue accruing
from the application of a uniform rate valid for all Member
States to the VAT base determined in a uniform manner and
limited between 50 % and 55 % of the GNP or GNI of each
Member State, depending on the relevant year, and to the calcu-
lation of the correction of budgetary imbalances granted to the
United Kingdom for the years 1988 to 2006.

3. Member States shall continue to retain, by way of
collection costs, 10 % of the amounts referred to in Article
2(1)(a) which should have been made available by the
Member States before 28 February 2001 in accordance with
the applicable Community rules.

Atticle 11

Member States shall be notified of this Decision by the
Secretary-General of the Council.

Member States shall notify the Secretary-General of the Council
without delay of the completion of the procedures for the
adoption of this Decision in accordance with their respective
constitutional requirements.

This Decision shall enter into force on the first day of the
month following receipt of the last of the notifications
referred to in the second subparagraph.

It shall take effect on 1 January 2007.

Atticle 12

This Decision shall be published in the Official Journal of the
European Union.

Done at Luxembourg, 7 June 2007.

For the Council
The President
M. GLOS

() OJ L 293, 12.11.1994, p. 9.
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EUROPEAN PARLIAMENT

COUNCIL
COMMISSION

INTERINSTITUTIONAL AGREEMENT

between the European Parliament, the Council and the Commission on budgetary discipline and
sound financial management

(2006/C 139/01)

THE EUROPEAN PARLIAMENT, THE COUNCIL OF THE EUROPEAN
UNION AND THE COMMISSION OF THE EUROPEAN COMMU-
NITIES,

hereinafter referred to as the ‘institutions’,

HAVE AGREED AS FOLLOWS:

1.

)

'

The purpose of this Agreement is to implement budgetary
discipline and to improve the functioning of the annual
budgetary procedure and cooperation between the institu-
tions on budgetary matters as well as to ensure sound
financial management.

. Budgetary discipline under this Agreement covers all

expenditure. It is binding on all the institutions for as long
as this Agreement is in force.

. This Agreement does not alter the respective budgetary

powers of the institutions, as laid down in the Treaties.
Where reference is made to this Point, the Council will act
by a qualified majority and the European Parliament by a
majority of its members and three fifths of the votes cast,
in compliance with the voting rules laid down in the fifth
subparagraph of Article 272(9) of the Treaty establishing
the European Community (hereinafter referred to as the
‘EC Treaty’).

. Should a Treaty revision with budgetary implications

occur during the multiannual financial framework 2007
to 2013 (hereinafter referred to as ‘the financial frame-
work), the necessary adjustments will be made accord-
ingly.

o

5. Any amendment of this Agreement requires the consent

of all the institutions. Changes to the financial framework
must be made in accordance with the procedures laid
down for that purpose in this Agreement.

. This Agreement is in three parts:

— Part I contains a definition and implementing provi-
sions for the financial framework and applies for the
duration of that financial framework.

— Part 11 relates to improvement of interinstitutional
collaboration during the budgetary procedure.

— Part III contains provisions related to sound financial
management of EU funds.

7. The Commission will, whenever it considers it necessary

and in any event at the same time as it presents a proposal
for a new financial framework pursuant to Point 30,
submit a report on the application of this Agreement,
accompanied where necessary by a proposal for amend-
ments.

8. This Agreement enters into force on 1 January 2007 and

replaces:

— the Interinstitutional Agreement of 6 May 1999
between the European Parliament, the Council and the
Commission on budgetary discipline and improvement
of the budgetary procedure (!),

() 0J €172, 18.6.1999, p. 1.
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— the Interinstitutional Agreement of 7 November 2002
between the European Parliament, the Council and the
Commission on the financing of the European Union
Solidarity Fund supplementing the Interinstitutional
Agreement of 6 May 1999 on budgetary discipline

and improvement of the budgetary procedure ().

PART I — FINANCIAL FRAMEWORK

DEFINITION AND IMPLEMENTING PROVISIONS

A. Contents and scope of the financial framework

9. The financial framework is set out in Annex L It consti-
tutes the reference framework for interinstitutional

budgetary discipline.

10. The financial framework is intended to ensure that, in the
medium term, European Union expenditure, broken down
by broad category, develops in an orderly manner and

within the limits of own resources.

1

—

ments and appropriations for payments.

All those amounts are expressed in 2004 prices.

The financial framework does not take account of budget
items financed by revenue earmarked within the meaning
of Article 18 of the Financial Regulation of 25 June 2002
applicable to the general budget of the European Commu-
nities (%), hereinafter referred to as the ‘Financial Regu-

lation’

Information relating to operations not included in the
general budget of the European Union and the foreseeable
development of the various categories of Community own
resources is set out, by way of indication, in separate
tables. This information will be updated annually when
the technical adjustment is made to the financial frame-

work.

12. The institutions acknowledge that each of the absolute
amounts shown in the financial framework represents an
annual ceiling on expenditure under the general budget of
the European Union. Without prejudice to any changes in
those ceilings in accordance with the provisions of this
Agreement, the institutions undertake to use their respec-
tive powers in such a way as to comply with the various
annual expenditure ceilings during each budgetary proce-
dure and when implementing the budget for the year

concerned.

13. By concluding this Agreement, the two arms of the
budgetary authority agree to accept the rates of increase

() OJ € 283,20.11.2002, p. 1.
() OJ L 248,16.9.2002, p. 1.

. The financial framework establishes, for each of the years
2007 to 2013 and for each heading or subheading,
amounts of expenditure in terms of appropriations for
commitments. Overall annual totals of expenditure are
also shown in terms of both appropriations for commit-

16.

for non-compulsory expenditure deriving from the
budgets established within the ceilings set by the financial
framework for its entire duration.

Except in sub-heading 1B ‘Cohesion for growth and
employment’ of the financial framework, for the purposes
of sound financial management, the institutions will
ensure as far as possible during the budgetary procedure
and at the time of the budget’s adoption that sufficient
margins are left available beneath the ceilings for the
various headings.

. No act adopted under the codecision procedure by the

European Parliament and the Council nor any act adopted
by the Council which involves exceeding the appropria-
tions available in the budget or the allocations available in
the financial framework in accordance with Point 12 may
be implemented in financial terms until the budget has
been amended and, if necessary, the financial framework
has been appropriately revised in accordance with the
relevant procedure for each of these cases.

. For each of the years covered by the financial framework,

the total appropriations for payments required, after
annual adjustment and taking account of any other adjust-
ments or revisions, must not be such as to produce a call-
in rate for own resources that exceeds the own resources
ceiling.

If need be, the two arms of the budgetary authority will
decide, in accordance with Point 3, to lower the ceilings
set in the financial framework in order to ensure compli-
ance with the own resources ceiling.

B. Annual adjustments of the financial framework

Technical adjustments

Each year the Commission, acting ahead of the budgetary
procedure for year n+1, will make the following technical
adjustments to the financial framework:

(a) revaluation, at year n+1 prices, of the ceilings and of
the overall figures for appropriations for commitments
and appropriations for payments;

(b) calculation of the margin available under the own
resources ceiling.

The Commission will make those technical adjustments
on the basis of a fixed deflator of 2 % a year.

The results of those technical adjustments and the under-
lying economic forecasts will be communicated to the two
arms of the budgetary authority.

No further technical adjustments will be made in respect
of the year concerned, either during the year or as ex-post
corrections during subsequent years.
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17. In its technical adjustment for the year 2011, if it is estab- budgetary procedure for the year or the first of the years

lished that any Member State’s cumulated GDP for the
years 2007-2009 has diverged by more than +/- 5 %
from the cumulated GDP estimated when drawing up this
Agreement, the Commission will adjust the amounts allo-
cated from funds supporting cohesion to the Member
State concerned for that period. The total net effect,
whether positive or negative, of those adjustments may
not exceed EUR 3 billion. If the net effect is positive, total
additional resources shall be limited to the level of under-
spending against the ceilings for sub-heading 1B for the
years 2007-2010. The required adjustments will be spread
in equal proportions over the years 2011-2013 and the
corresponding ceilings will be modified accordingly.

Adjustments connected with implementation

18.

When notifying the two arms of the budgetary authority
of the technical adjustments to the financial framework,
the Commission will present any proposals for adjust-
ments to the total appropriations for payments which it
considers necessary, in the light of implementation, to
ensure an orderly progression in relation to the appropria-
tions for commitments. The European Parliament and the
Council will take decisions on those proposals before 1
May of year n, in accordance with Point 3.

Updating of forecasts for payment appropriations after 2013

19.

In 2010, the Commission will update the forecasts for
payment appropriations after 2013. That update will take
into account the real implementation of budget appropria-
tions for commitments and budget appropriations for
payments, as well as the implementation forecasts. It will
also consider the rules defined to ensure that payment
appropriations develop in an orderly manner compared to
commitment appropriations and the growth forecasts of
the European Union Gross National Income (GNI).

Adjustments connected with excessive government deficit

20.

2

—

22.

In the case of the lifting of a suspension of budgetary
commitments concerning the Cohesion Fund in the
context of an excessive government deficit procedure, the
Council, on a proposal from the Commission and in
compliance with the relevant basic act, will decide on a
transfer of suspended commitments to the following
years. Suspended commitments of year n cannot be re-
budgeted beyond year n+2.

C. Revision of the financial framework

. In addition to the regular technical adjustments and

adjustments in line with the conditions of implementation,
in the event of unforeseen circumstances the financial
framework may, on a proposal from the Commission, be
revised in compliance with the own resources ceiling.

As a general rule, any proposal for revision under Point
21 must be presented and adopted before the start of the

23.

concerned.

Any decision to revise the financial framework by up to
0,03 % of the European Union GNI within the margin for
unforeseen expenditure will be taken jointly by the two
arms of the budgetary authority acting in accordance with
Point 3.

Any revision of the financial framework above 0,03 % of
the European Union GNI within the margin for unfore-
seen expenditure will be taken jointly by the two arms of
the budgetary authority, with the Council acting unani-
mously.

Without prejudice to Point 40, the institutions will
examine the scope for reallocating expenditure between
the programmes covered by the heading concerned by the
revision, with particular reference to any expected under-
utilisation of appropriations. The objective should be that
a significant amount, in absolute terms and as a percen-
tage of the new expenditure planned, should be within the
existing ceiling for the heading.

The institutions will examine the scope for offsetting any
raising of the ceiling for one heading by the lowering of
the ceiling for another.

Any revision of the compulsory expenditure in the finan-
cial framework must not lead to a reduction in the
amount available for non-compulsory expenditure.

Any revision must maintain an appropriate relationship
between commitments and payments.

D. Consequences of the absence of a joint decision on the

24,

25.

adjustment or revision of the financial framework

If the European Parliament and the Council fail to agree
on any adjustment or revision of the financial framework
proposed by the Commission, the amounts set previously
will, after the annual technical adjustment, continue to
apply as the expenditure ceilings for the year in question.

E. Emergency Aid Reserve

The Emergency Aid Reserve is intended to allow a rapid
response to the specific aid requirements of third countries
following events which could not be foreseen when the
budget was established, first and foremost for humani-
tarian operations, but also for civil crisis management and
protection where circumstances so require. The annual
amount of the Reserve is fixed at EUR 221 million for the
duration of the financial framework, in constant prices.

The Reserve is entered in the general budget of the Euro-
pean Union as a provision. The corresponding commit-
ment appropriations will be entered in the budget, if
necessary, over and above the ceilings laid down in
Annex L.
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26.

When the Commission considers that the Reserve needs
to be called on, it will present to the two arms of the
budgetary authority a proposal for a transfer from the
Reserve to the corresponding budgetary lines.

Any Commission proposal for a transfer to draw on the
Reserve must, however, be preceded by an examination of
the scope for reallocating appropriations.

At the same time as it presents its proposal for a transfer,
the Commission will initiate a trilogue procedure, if neces-
sary in a simplified form, to secure agreement of the two
arms of the budgetary authority on the need to use the
Reserve and on the amount required. The transfers will be
made in accordance with Article 26 of the Financial Regu-
lation.

F. European Union Solidarity Fund

The European Union Solidarity Fund is intended to allow
rapid financial assistance in the event of major disasters
occurring on the territory of a Member State or of a
candidate country, as defined in the relevant basic act.
There will be a ceiling on the annual amount available for
the Fund of EUR 1 billion (current prices). On 1 October
each year, at least one quarter of the annual amount will
remain available in order to cover needs arising until the
end of the year. The portion of the annual amount not
entered in the budget may not be rolled over in the
following years.

In exceptional cases and if the remaining financial
resources available in the Fund in the year of occurrence
of the disaster, as defined in the relevant basic act, are not
sufficient to cover the amount of assistance considered
necessary by the budgetary authority, the Commission
may propose that the difference be financed through the
annual amounts available for the following year. The
annual amount of the Fund to be budgeted in each year
may not, under any circumstances, exceed EUR 1 billion.

When the conditions for mobilising the Fund as set out in
the relevant basic act are met, the Commission will make
a proposal to deploy it. Where there is scope for reallo-
cating appropriations under the heading requiring addi-
tional expenditure, the Commission shall take this into
account when making the necessary proposal, in accord-
ance with the Financial Regulation, by means of the
appropriate budgetary instrument. The decision to deploy
the Fund will be taken jointly by the two arms of the
budgetary authority in accordance with Point 3.

The corresponding commitment appropriations will be
entered in the budget, if necessary, over and above the
ceilings of the relevant headings laid down in Annex 1.

At the same time as it presents its proposal for a decision
to deploy the Fund, the Commission will initiate a trilogue
procedure, if necessary in a simplified form, to secure

27.

28.

agreement of the two arms of the budgetary authority on
the need to use the Fund and on the amount required.

G. Flexibility Instrument

The Flexibility Instrument with an annual ceiling of
EUR 200 million (current prices) is intended to allow the
financing, for a given financial year and up to the amount
indicated, of clearly identified expenditure which could
not be financed within the limits of the ceilings available
for one or more other headings.

The portion of the annual amount which is not used may
be carried over up to year n+2. If the Flexibility Instru-
ment is mobilised, any carryovers will be drawn on first,
in order of age. The portion of the annual amount from
year n which is not used in year n+2 will lapse.

The Commission will make a proposal for the Flexibility
Instrument to be used after it has examined all possibilities
for re-allocating appropriations under the heading
requiring additional expenditure.

The proposal will concern the principle of making use of
the Flexibility Instrument and will identify the needs to be
covered and the amount. It may be presented, for any
given financial year, during the budgetary procedure. The
Commission proposal will be included in the preliminary
draft budget or accompanied, in accordance with the
Financial Regulation, by the appropriate budgetary instru-
ment.

The decision to deploy the Flexibility Instrument will be
taken jointly by the two arms of the budgetary authority
in accordance with Point 3. Agreement will be reached by
means of the conciliation procedure provided for in
Annex II, Part C.

H. European Globalisation Adjustment Fund

The European Globalisation Adjustment Fund is intended
to provide additional support for workers who suffer from
the consequences of major structural changes in world
trade patterns, to assist them with their reintegration into
the labour market.

The Fund may not exceed a maximum annual amount of
EUR 500 million (current prices) which can be drawn
from any margin existing under the global expenditure
ceiling of the previous year, andfor from cancelled
commitment appropriations from the previous two years,
excluding those related to heading 1B of the financial
framework.

The appropriations will be entered in the general budget
of the European Union as a provision through the normal
budgetary procedure as soon as the Commission has iden-
tified the sufficient margins andfor cancelled commit-
ments, in accordance with the second paragraph.
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When the conditions for mobilising the Fund, as set out
in the relevant basic act, are met, the Commission will
make a proposal to deploy it. The decision to deploy the
Fund will be taken jointly by the two arms of the
budgetary authority in accordance with Point 3.

At the same time as it presents its proposal for a decision
to deploy the Fund, the Commission will initiate a trilogue
procedure, if necessary in a simplified form, to secure
agreement of the two arms of the budgetary authority on
the need to use the Fund and on the amount required, and
will present to the two arms of the budgetary authority a
proposal for a transfer to the relevant budgetary lines.

Transfers related to the Fund will be made in accordance
with Article 24(4) of the Financial Regulation.

The corresponding commitment appropriations will be
entered in the budget under the relevant heading, if neces-
sary over and above the ceilings laid down in Annex I.

I. Adjustment of the financial framework to cater for

enlargement

29. If new Member States accede to the European Union

during the period covered by the financial framework, the
European Parliament and the Council, acting on a
proposal from the Commission and in accordance with
Point 3, will jointly adjust the financial framework to take
account of the expenditure requirements resulting from
the outcome of the accession negotiations.

J. Duration of the financial framework and consequences

of the absence of a financial framework

30. Before 1 July 2011, the Commission will present propo-

sals for a new medium-term financial framework.

Should the two arms of the budgetary authority fail to
agree on a new financial framework, and unless the
existing financial framework is expressly terminated by
one of the institutions, the ceilings for the last year
covered by the existing financial framework will be
adjusted in accordance with Point 16 so that the 2013
ceilings are maintained in constant prices. If new Member
States accede to the European Union after 2013, and if
deemed necessary, the extended financial framework will
be adjusted in order to take into account the results of
accession negotiations.

PART II

IMPROVEMENT OF INTERINSTITUTIONAL COLLABORATION

DURING THE BUDGETARY PROCEDURE

A. The interinstitutional collaboration procedure

31. The institutions agree to set up a procedure for interinsti-

tutional collaboration in budgetary matters. The details of
this collaboration are set out in Annex II.

32.

33.

B. Establishment of the budget

The Commission will present each year a preliminary
draft budget showing the Community’s actual financing
requirements.

It will take into account:

(a) forecasts in relation to the Structural Funds provided
by the Member States,

(b

the capacity for utilising appropriations, endeavouring
to maintain a strict relationship between appropria-
tions for commitments and appropriations for
payments,

©

the possibilities for starting up new policies through
pilot projects and/or new preparatory actions or conti-
nuing multiannual actions which are coming to an
end, after assessing whether it will be possible to
secure a basic act, within the meaning of Article 49 of
the Financial Regulation (definition of a basic act,
necessity of a basic act for implementation and excep-
tions),

(d) the need to ensure that any change in expenditure in
relation to the previous year is in accordance with the
constraints of budgetary discipline.

The preliminary draft budget will be accompanied by
Activity Statements including such information as required
under Article 27(3) and Article 33(2)(d) of the Financial
Regulation (objectives, indicators and evaluation informa-
tion).

The institutions will, as far as possible, avoid entering
items in the budget involving insignificant amounts of
expenditure on operations.

The two arms of the budgetary authority also undertake
to bear in mind the assessment of the possibilities for
implementing the budget made by the Commission in its
preliminary drafts and in connection with implementation
of the current budget.

Before the Council's second reading, the Commission will
send a letter to the Chairman of the European Parliament’s
Committee on Budgets, with a copy to the other arm of
the budgetary authority, containing its comments on the
executability of the amendments to the draft budget
adopted by the European Parliament at first reading.

The two arms of the budgetary authority will take those
comments into account in the context of the conciliation
procedure provided for in Annex II, Part C.

In the interest of sound financial management and owing
to the effect of major changes in the budget nomenclature
in the titles and chapters on the management reporting
responsibilities of Commission departments, the two arms
of the budgetary authority undertake to discuss any such
major changes with the Commission during the concilia-
tion procedure.
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C. Classification of expenditure
34. The institutions consider compulsory expenditure to be

35.

expenditure necessarily resulting from the Treaties or
from acts adopted in accordance therewith.

The preliminary draft budget is to contain a proposal for
the classification of each new budget item and of each
budget item with an amended legal base.

If they do not accept the classification proposed in the
preliminary draft budget, the European Parliament and the
Council will examine the classification of the budget item
concerned on the basis of Annex IIl. Agreement will be
sought by means of the conciliation procedure provided
for in Annex II, Part C.

D. Maximum rate of increase of non-compulsory expendi-

36.

ture in the absence of a financial framework

Without prejudice to the first paragraph of Point 13, the
institutions agree on the following provisions:

(a) the European Parliament's autonomous margin for
manoeuvre for the purposes of the fourth sub-
paragraph of Article 272(9) of the EC Treaty — which
is to be half the maximum rate — applies as from the
establishment of the draft budget by the Council at
first reading, including any letters of amendment.

The maximum rate is to be observed in respect of the
annual budget, including amending budgets. Without
prejudice to the setting of a new rate, any portion of
the maximum rate which has not been utilised will
remain available for use and may be used when draft
amending budgets are considered;

G

without prejudice to paragraph (a), if it appears in the
course of the budgetary procedure that completion of
the procedure might require agreement on the setting
of a new rate of increase for non-compulsory expendi-
ture to apply to appropriations for payments and/or a
new rate to apply to appropriations for commitments
(the latter rate may be at a level different from the
former), the institutions will endeavour to secure
agreement between the two arms of the budgetary
authority by means of the conciliation procedure
provided for in Annex II, Part C.

E. Incorporation of financial provisions in legislative acts

37.

Each legislative act concerning a multiannual programme
adopted under the codecision procedure will contain a
provision in which the legislative authority lays down the
financial envelope for the programme.

That amount will constitute the prime reference for the
budgetary authority during the annual budgetary proce-
ure.

The budgetary authority and the Commission, when it
draws up the preliminary draft budget, undertake not to

3

3

4

41.

o

o

0.

=

depart by more than 5 % from that amount for the entire
duration of the programme concerned, unless new, objec-
tive, long-term circumstances arise for which explicit and
precise reasons are given, with account being taken of the
results obtained from implementing the programme, in
particular on the basis of assessments. Any increase
resulting from such variation must remain within the
existing ceiling for the heading concerned, without preju-
dice to the use of instruments mentioned in this Agree-
ment.

This Point does not apply to appropriations for cohesion
adopted under the codecision procedure and pre-allocated
by Member States which contain a financial envelope for
the entire duration of the programme.

. Legislative acts concerning multiannual programmes not

subject to the codecision procedure will not contain an
‘amount deemed necessary’.

Should the Council wish to include a financial reference,
this will be taken as illustrating the will of the legislative
authority and will not affect the powers of the budgetary
authority as defined by the EC Treaty. This provision will
be mentioned in all legislative acts which include such a
financial reference.

If the amount concerned has been the subject of an agree-
ment pursuant to the conciliation procedure provided for
in the Joint Declaration of the European Parliament, the
Council and the Commission of 4 March 1975 ('), it will
be considered a reference amount within the meaning of
Point 37 of this Agreement.

. The financial statement provided for in Article 28 of the

Financial Regulation will reflect in financial terms the
objectives of the proposed programme and include a sche-
dule covering the duration of the programme. It will be
revised, where necessary, when the preliminary draft
budget is drawn up, taking account of the extent of imple-
mentation of the programme. The revised statement will
be forwarded to the budgetary authority when the preli-
minary draft budget is presented and after the budget is
adopted.

Within the maximum rates of increase for non-compul-
sory expenditure specified in the first paragraph of Point
13, the two arms of the budgetary authority undertake to
respect the allocations of commitment appropriations
provided for in the relevant basic acts for structural opera-
tions, rural development and the European Fund for fish-
eries.

F. Expenditure relating to fisheries agreements

The institutions agree to finance expenditure on fisheries
agreements in accordance with the arrangements set out
in Annex IV.

() OJ C 89,22.4.1975,p. 1.
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G. Financing of the common foreign and security policy

(CFSP)

42. As regards CFSP expenditure which is charged to the

general budget of the European Communities in accord-
ance with Article 28 of the Treaty on European Union,
the institutions will endeavour, in the conciliation proce-
dure provided for in Annex II, Part C, and on the basis of
the preliminary draft budget established by the Commis-
sion, to secure agreement each year on the amount of the
operating expenditure to be charged to the Community
budget and on the distribution of this amount between
the articles of the CFSP budget chapter suggested in the
fourth paragraph of this Point. In the absence of agree-
ment, it is understood that the European Parliament and
the Council will enter in the budget the amount contained
in the previous budget or the amount proposed in the
preliminary draft budget, whichever is the lower.

The total amount of operating CFSP expenditure will be
entered entirely in one budget chapter (CFSP) and distrib-
uted between the articles of that chapter as suggested in
the fourth paragraph of this Point. That amount is to
cover the real predictable needs, assessed in the framework
of the establishment of the preliminary draft budget, on
the basis of forecasts drawn up annually by the Council,
and a reasonable margin for unforeseen actions. No funds
will be entered in a reserve. Each article will cover instru-
ments already adopted, instruments which are foreseen
but not yet adopted and all future — that is unforeseen —
instruments to be adopted by the Council during the
financial year concerned.

Since, under the Financial Regulation, the Commission has
the authority to transfer appropriations autonomously
between articles within the CFSP budget chapter, the flex-
ibility deemed necessary for speedy implementation of
CFSP actions will accordingly be assured. In the event of
the amount of the CFSP budget chapter during the finan-
cial year being insufficient to cover the necessary
expenses, the European Parliament and the Council will
seek a solution as a matter of urgency, on a proposal from
the Commission, taking into account Point 25.

Within the CFSP budget chapter, the articles into which
the CFSP actions are to be entered could read along the
following lines:

— crisis management operations, conflict prevention,
resolution and stabilisation, monitoring and imple-
mentation of peace and security processes,

— non-proliferation and disarmament,

— emergency measures,

— preparatory and follow-up measures,

— European Union Special Representatives.

The institutions agree that at least EUR 1 740 million will
be available for the CFSP over the period 2007-2013 and
that the amount for measures entered under the article

43,

44,

mentioned in the third indent may not exceed 20 % of the
overall amount of the CFSP budget chapter.

Each year, the Council Presidency will consult the Euro-
pean Parliament on a forward-looking Council document,
which will be transmitted by June 15 for the year in ques-
tion, setting out the main aspects and basic choices of the
CFSP, including the financial implications for the general
budget of the European Union and an evaluation of the
measures launched in the year n-1. Furthermore, the
Council Presidency will keep the European Parliament
informed by holding joint consultation meetings at least
five times a year, in the framework of the regular political
dialogue on the CFSP, to be agreed at the latest at the
conciliation meeting to be held before the Council's
second reading. Participation in these meetings shall be as
follows:

— European Parliament: the bureaux of the two Commit-
tees concerned,

— Council: Ambassador (Chairman of the Political and
Security Committee),

— The Commission will be associated and participate at
these meetings.

Whenever it adopts a decision in the field of the CFSP
entailing expenditure, the Council will immediately, and in
any event no later than five working days following the
final decision, send the European Parliament an estimate
of the costs envisaged (financial statement), in particular
those regarding time-frame, staff employed, use of
premises and other infrastructure, transport facilities,
training requirements and security arrangements.

Once a quarter the Commission will inform the budgetary
authority about the implementation of CFSP actions and
the financial forecasts for the remaining period of the
year.

PART III

SOUND FINANCIAL MANAGEMENT OF EU FUNDS

A. Ensuring effective and integrated internal control of

Community funds

The institutions agree on the importance of strengthening
internal control without adding to the administrative
burden for which the simplification of the underlying
legislation is a prerequisite. In this context, priority will be
given to sound financial management aiming at a positive
Statement of Assurance, for funds under shared manage-
ment. Provisions to this end could be laid down, as appro-
priate, in the basic legislative acts concerned. As part of
their enhanced responsibilities for structural funds and in
accordance with national constitutional requirements, the
relevant audit authorities in Member States will produce
an assessment concerning the compliance of management
and control systems with the regulations of the Com-
munity.
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46.

Member States therefore undertake to produce an annual
summary at the appropriate national level of the available
audits and declarations.

B. Financial Regulation

The institutions agree that this Agreement and the budget
will be implemented in a context of sound financial
management based on the principles of economy, effi-
ciency, effectiveness, protection of financial interests,
proportionality of administrative costs, and user-friendly
procedures. The institutions will take appropriate
measures, in particular in the Financial Regulation, that
should be adopted in accordance with the conciliation
procedure established by the Joint Declaration of the Euro-
pean Parliament, the Council and the Commission of
4 March 1975, in the spirit which enabled agreement in
2002.

C. Financial Programming

The Commission will submit twice a year, the first time in
May/June (together with the documents accompanying the
preliminary draft budget) and the second time in
December/January (after the adoption of the budget), a
complete financial programming for Headings 1A, 2 (for
environment and fisheries), 3A, 3B and 4 of the financial
framework. This document, structured by heading, policy
area and budget line, should identify:

(a) the legislation in force, with a distinction being drawn
between multiannual programmes and annual actions:

— for multiannual programmes the Commission
should indicate the procedure under which they
were adopted (codecision and consultation), their
duration, the reference amounts, the share allo-
cated to administrative expenditure;

— for annual actions (pilot projects, preparatory
actions, Agencies) and actions financed under the
prerogatives of the Commission, the Commission
should provide multiannual estimates and (for
pilot projects and preparatory actions) the margins
left under the authorised ceilings fixed in Annex II,
Part D;

=

pending legislative proposals: ongoing Commission
proposals referenced by budget line (lower level),
chapter and policy area. A mechanism should be
found to update the tables each time a new proposal
is adopted in order to evaluate the financial conse-
quences.

The Commission should consider ways of cross-referen-
cing the financial programming with its legislative
programming to provide more precise and reliable fore-
casts. For each legislative proposal, the Commission
should indicate whether or not it is included in the May-
December programme. The budgetary authority should in
particular be informed of:

(a) all new legislative acts adopted but not included in the
May-December document (with the corresponding
amounts);

(b) all pending legislative proposals presented but not
included in the May-December document (with the
corresponding amounts);

(c) legislation foreseen in the Commission’s annual legisla-
tive work programme with an indication of actions
likely to have a financial impact (yes/no).

Whenever necessary, the Commission should indicate the
reprogramming entailed by new legislative proposals.

On the basis of the data supplied by the Commission,
stocktaking should be carried out at each trilogue as
provided for in this Agreement.

D. Agencies and European Schools

47. When drawing up its proposal for the creation of any new

agency, the Commission will assess the budgetary implica-
tions for the expenditure heading concerned. On the basis
of that information and without prejudice to the legislative
procedures governing the setting up of the agency, the
two arms of the budgetary authority commit themselves,
in the framework of budgetary cooperation, to arrive at a
timely agreement on the financing of the agency.

A similar procedure is to be applied when the creation of
a new European school is envisaged.

E. Adjustment of Structural Funds, Cohesion Fund, Rural

48

49.

Development and the European Fund for Fisheries in
the light of the circ ances of their impl

ion

. In the event of the adoption after 1 January 2007 of new
rules or programmes governing the Structural Funds, the
Cohesion Fund, Rural Development and the European
Fund for Fisheries, the two arms of the budgetary
authority undertake to authorise, on a proposal from the
Commission, the transfer to subsequent years, in excess of
the corresponding expenditure ceilings, of allocations not
used in 2007.

The European Parliament and the Council will take deci-
sions on Commission proposals concerning the transfer of
unused allocations for the year 2007 before 1 May 2008,
in accordance with Point 3.

F. New financial instruments

The institutions agree that the introduction of co-finan-
cing mechanisms is necessary to reinforce the leverage
effect of the European Union budget by increasing the
funding incentive.

They agree to encourage the development of appropriate
multiannual financial instruments acting as catalysts for
public and private investors.
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When presenting the preliminary draft budget, the Commission will report to the budgetary authority on
the activities financed by the European Investment Bank, the European Investment Fund and the European
Bank for Reconstruction and Development to support investment in research and development, trans-
European networks and small and medium-sized enterprises.

Done at Strasbourg, 17 May 2006.

For the European Parliament For the Council For the Commission

The President The President D. GRYBAUSKAITE
J. BORRELL FONTELLES W. SCHUSSEL Member of the Commission
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ANNEX I

Financial Framework 2007-2013

(EUR million — 2004 prices)

Commitment appropriations 2007 2008 2009 2010 2011 2012 2013 20;;‘;]01 5
1. Sustainable Growth 51267 52415 53616 54294 55368 56 876 58303 382139
la Competitiveness  for ~ Growth  and 8404 9097 9754 10 434 11295 12153 12961 74098
Employment
1b Cohesion for Growth and Employment 42863 43318 43862 43 860 44073 44723 45342 308 041
2. Preservation and Management of Natural 54985 54322 53 666 53035 52 400 51775 51161 371344
Resources
of which: market related expenditure and 43120 42697 42279 41 864 41453 41047 40 645 293105
direct payments
3. Citizenship, freedom, security and 1199 1258 1380 1503 1645 1797 1988 10770
justice
3a. Freedom, Security and Justice 600 690 790 910 1050 1200 1390 6630
3b. Citizenship 599 568 590 593 595 597 598 4140
4. EU as a global player 6199 6 469 6739 7009 7339 7679 8029 49 463
5. Administration (') 6633 6818 6973 7111 7255 7 400 7610 49 800
6. Compensations 419 191 190 800
Total commitment appropriations | 120702 121473 122564 122952 124007 125527 127091 864 316
as a percentage of GNI 1,10 % 1,08 % 1,07 % 1,04 % 1,03 % 1,02 % 1,01 % 1,048 %
Total payment appropriations | 116650 119620 111990 118280 115860 119410 118970 820 780
as a percentage of GNI 1,06 % 1,06 % 0,97 % 1,00 % 0,96 % 0,97 % 0,94 % 1,00 %
Margin available 0,18 % 0,18 % 0,27 % 0,24 % 0,28 % 0,27 % 0,30 % 0,24 %
Own Resources Ceiling as a percentage of GNI 1,24 % 1,24 % 1,24 % 1,24 % 1,24 % 1,24 % 1,24 % 1,24 %

(') The expenditure on pensions included under the ceiling for this heading is calculated net of the staff contributions to the relevant scheme, within the limit of EUR 500
million at 2004 prices for the period 2007-2013.
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ANNEX II

Interinstitutional collaboration in the budgetary sector

A. After the technical adjustment of the financial framework for the forthcoming financial year, taking into account the
Annual Policy Strategy presented by the Commission and prior to its decision on the preliminary draft budget, a
meeting of the trilogue will be convened to discuss the possible priorities for the budget of that year. Due account
will be taken of the institutions’ powers as well as the foresecable development of the needs for the financial year to
come and for the following years covered by the financial framework. Account will also be taken of new elements
which have arisen since the establishment of the initial financial framework and which are likely to have a significant
and lasting financial impact on the budget of the European Union.

=

As regards compulsory expenditure, the Commission, in presenting its preliminary draft budget, will identify:
(a) appropriations connected with new or planned legislation;
(b) appropriations arising from the application of legislation existing when the previous budget was adopted.

The Commission will make a careful estimate of the financial implications of the Community’s obligations based on
the rules. If necessary, it will update its estimates in the course of the budgetary procedure. It will supply the
budgetary authority with all the duly justified reasons it may require.

If it considers it necessary, the Commission may present to the two arms of the budgetary authority an ad hoc letter
of amendment to update the figures underlying the estimate of agricultural expenditure in the preliminary draft
budget and/or to correct, on the basis of the most recent information available concerning fisheries agreements in
force on 1 January of the financial year concerned, the amounts and their breakdown between the appropriations
entered in the operational items for international fisheries agreements and those entered in reserve.

That letter of amendment must be sent to the budgetary authority before the end of October.

If it is presented to the Council less than one month before the European Parliament’s first reading, the Council will,
as a rule, consider the ad hoc letter of amendment when giving the draft budget its second reading.

As a consequence, before the Council's second reading of the budget, the two arms of the budgetary authority will
try to meet the conditions necessary for the letter of amendment to be adopted on a single reading by each of the
institutions concerned.

C. 1. A conciliation procedure is set up for all expenditure.
2. The purpose of the conciliation procedure is to:

(a) continue discussions on the general trend of expenditure and, in this framework, on the broad lines of the
budget for the coming year in the light of the Commission’s preliminary draft budget;

(b) secure agreement between the two arms of the budgetary authority on:

— the appropriations referred to in Points (a) and (b) of Part B, including those proposed in the ad hoc letter
of amendment referred to that Part,

— the amounts to be entered in the budget for non-compulsory expenditure, in accordance with Point 40 of
this Agreement, and

— in particular, matters for which reference to this procedure is made in this Agreement.

w

. The procedure will begin with a trilogue meeting convened in time to allow the institutions to seek an agreement
by no later than the date set by the Council for establishing its draft budget.

There will be conciliation on the results of this trilogue between the Council and a European Parliament delega-
tion, with the Commission also taking part.

Unless decided otherwise during the trilogue, the conciliation meeting will be held at the traditional meeting
between the same participants on the date set by the Council for establishing the draft budget.

B

If necessary, a new trilogue meeting could be held before the European Parliament’s first reading on a written
proposal by the Commission or a written request by either the chairman of the European Parliament's Committee
on Budgets or the President of the Council (Budgets). The decision whether to hold this trilogue will be agreed
between the institutions after the adoption of the Council draft budget and prior to the vote on the amendments
at first reading by the European Parliament’s Committee on Budgets.
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. The institutions will continue the conciliation after the first reading of the budget by each of the two arms of the

budgetary authority in order to secure agreement on compulsory and non-compulsory expenditure and, in par-
ticular, to discuss the ad hoc letter of amendment referred to in Part B.

A trilogue meeting will be held for this purpose after the European Parliament’s first reading.

The results of the trilogue will be discussed at a second conciliation meeting to be held on the day of the Council’s
second reading.
If necessary, the institutions will continue their discussions on non-compulsory expenditure after the Council’s
second reading.

. At those trilogue meetings, the institutions’ delegations will be led by the President of the Council (Budgets), the

Chairman of the European Parliament Committee’s on Budgets and the Member of the Commission responsible
for the budget.

. Each arm of the budgetary authority will take whatever steps are required to ensure that the results which may be

secured in the conciliation process are respected throughout the budgetary procedure.

In order for the Commission to be able to assess in due time the implementability of amendments envisaged by the
budgetary authority which create new preparatory actions/pilot projects or prolong existing ones, both arms of the
budgetary authority will inform the Commission by mid-June of their intentions in this regard, so that a first discus-
sion may already take place at the conciliation meeting of the Council's first reading. The next steps of the concilia-
tion procedure provided for in Part C will also apply, as well as the provisions on implementability mentioned in
Point 36 of this Agreement.

Furthermore, the institutions agree to limit the total amount of appropriations for pilot schemes to EUR 40 million
in any budget year. They also agree to limit to EUR 50 million the total amount of appropriations for new prepara-
tory actions in any budget year, and to EUR 100 million the total amount of appropriations actually committed for
preparatory actions.
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ANNEX IIT

Classification of expenditure

HEADING 1 Sustainable growth

1A Competitiveness for growth and employment Non-compulsory expendi-
ture (NCE)

1B Cohesion for growth and employment NCE

HEADING 2 Preservation and management of natural resources NCE

Except:

— Expenditure of the common agricultural policy concerning | Compulsory expenditure
market measures and direct aids, including market measures for | (CE)
fisheries and fisheries agreements concluded with third parties

HEADING 3 Citizenship, freedom, security and justice NCE
3A Freedom, Security and Justice NCE
3B Citizenship NCE
HEADING 4 EU as a global player NCE

Except:

— Expenditure resulting from international agreements which the | CE
European Union concluded with third parties

— Contributions to international organisations or institutions CE

— Contributions provisioning the loan guarantee fund CE

HEADING 5 Administration NCE

Except:

— Pensions and severance grants CE

— Allowanccs and miscellaneous contributions on termination of | CE
service

— Legal expenses CE

— Damages CE

HEADING 6 Compensations CE
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ANNEX IV

Financing of expenditure deriving from fisheries agreements

Expenditure relating to fisheries agreements is financed by two items belonging to the ‘fisheries’ policy area (by refer-
ence to the activity based budget nomenclature):

(a) international fisheries agreements (11 03 01);

(b) contributions to international organisations (11 03 02).

All the amounts relating to agreements and protocols which are in force on 1 January of the year in question will be
entered under heading 11 03 01. Amounts relating to all new or renewable agreements which come into force after
1 January of the year in question will be assigned to heading 40 02 41 02 — Reserves|Differentiated appropriations
(compulsory expenditure).

. In the conciliation procedure provided for in Annex I, Part C, the European Parliament and the Council will seek to

agree on the amount to be entered in the budget headings and in the reserve on the basis of the proposal made by
the Commission.

. The Commission undertakes to keep the European Parliament regularly informed about the preparation and conduct

of the negotiations, including the budgetary implications.

In the course of the legislative process relating to fisheries agreements, the institutions undertake to make every
effort to ensure that all procedures are carried out as quickly as possible.

If appropriations relating to fisheries agreements (including the reserve) prove insufficient, the Commission will
provide the budgetary authority with the necessary information for an exchange of views in the form of a trilogue,
possibly simplified, on the causes of the situation, and on the measures which might be adopted under established
procedures. Where necessary, the Commission will propose appropriate measures.

Each quarter the Commission will present to the budgetary authority detailed information about the implementation
of agreements in force and financial forecasts for the remainder of the year.
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DECLARATIONS

1. DECLARATION OF THE COMMISSION ON THE ASSESSMENT OF THE FUNCTIONING OF THE INTERINSTITU-
TIONAL AGREEMENT

In relation to Point 7 of the Interinstitutional Agreement, the Commission will prepare a report on the
functioning of the Interinstitutional Agreement by the end of 2009 accompanied, if necessary, by rele-
vant proposals.

N}

. DECLARATION ON POINT 27 OF THE INTERINSTITUTIONAL AGREEMENT

Within the framework of the annual budgetary procedure, the Commission will inform the budgetary
authority of the amount available for the Flexibility Instrument referred to in Point 27 of the Interinsti-
tutional Agreement.

Any decision to mobilise the Flexibility Instrument for an amount exceeding EUR 200 million will
imply a carry-forward decision.

3. DECLARATION ON THE REVIEW OF THE FINANCIAL FRAMEWORK

1. In accordance with the conclusions of the European Council, the Commission has been invited to
undertake a full, wide-ranging review covering all aspects of EU spending, including the Common
Agricultural Policy, and of resources, including the United Kingdom rebate, and to report in
2008/2009. That review should be accompanied by an assessment of the functioning of the Interin-
stitutional Agreement. The European Parliament will be associated with the review at all stages of
the procedure on the basis of the following provisions:

— during the examination phase following the presentation of the review by the Commission, it
will be ensured that appropriate discussions take place with the European Parliament on the
basis of the normal political dialogue between the institutions and that the positions of the
European Parliament are duly taken into account,

— in accordance with its conclusions of December 2005, the European Council ‘can take decisions
on all the subjects covered by the review’. The European Parliament will be part of any formal
follow-up steps, in accordance with the relevant procedures and in full respect of its established
rights.

N

. The Commission undertakes, as part of the process of consultation and reflection leading up to the
establishment of the review, to draw on the in-depth exchange of views it will conduct with Euro-
pean Parliament when analysing the situation. The Commission also takes note of the European
Parliament’s intention to call for a conference involving the European Parliament and the national
parliaments to review the own-resources system. It will consider the outcome of any such confer-
ence as a contribution in the framework of that consultation process. It is understood that the
Commission’s proposals will be put forward entirely under its own responsibility.

4. DECLARATION ON DEMOCRATIC SCRUTINY AND COHERENCE OF EXTERNAL ACTIONS

The European Parliament, the Council and the Commission acknowledge the need for rationalisation
of the various instruments for external actions. They agree that such rationalisation of instruments,
while enhancing the coherence and the responsiveness of European Union action, should not affect
the powers of either the legislative authority —notably in its political control of strategic choices — or
the budgetary authority. The text of the relevant regulations should reflect those principles and include
where appropriate the necessary policy content and an indicative breakdown of resources and, where
necessary, a review clause aiming at evaluating the implementation of the regulation, after three years
at the latest.

Under the basic legislative acts adopted under the codecision procedure, the Commission will systema-
tically inform and consult the European Parliament and the Council by sending draft country, regional
and thematic strategy papers.

Where the Council decides on the transition of potential candidates to pre-accession status during the
period covered by the Interinstitutional Agreement, the Commission will revise and communicate to
the European Parliament and the Council an indicative multi-annual framework according to Article 4
of the Regulation establishing an Instrument for Pre-Accession Assistance (IPA) to take account of the
expenditure requirements resulting from such a transition.
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The Commission will provide in the preliminary draft budget a nomenclature which ensures the prero-
gatives of the budgetary authority for external actions.

. DECLARATION OF THE COMMISSION ON THE DEMOCRATIC SCRUTINY AND COHERENCE OF EXTERNAL

ACTIONS

The Commission undertakes to enter into a regular dialogue with the European Parliament on the
content of the draft country, regional and thematic strategy papers and to take due account of the
position of the European Parliament when implementing the strategies.

That dialogue will include a discussion on the transition of potential candidates to pre-accession status
during the period covered by the Interinstitutional Agreement.

. DECLARATION ON THE REVISION OF THE FINANCIAL REGULATION

Within the framework of the revision of the Financial Regulation the institutions commit themselves
to improve implementation of the budget and increase the visibility and the benefit of Community
funding towards the citizens without calling in question the progress achieved in the 2002 recasting
of the Financial Regulation. They will also seek, as far as possible, during the final stage of the negotia-
tions on the revision of the Financial Regulation and its Implementing Rules, the right balance
between the protection of financial interests, the principle of proportionality of administrative costs,
and user-friendly procedures.

The revision of the Financial Regulation will be carried out on the basis of a modified proposal from
the Commission in accordance with the conciliation procedure established by the Joint Declaration of
the European Parliament, the Council and the Commission of 4 March 1975, in the spirit which
enabled agreement in 2002. The institutions will also seek close and constructive interinstitutional
cooperation for the swift adoption of the Implementing Rules in order to simplify procedures for
funding whilst ensuring a high level of protection of the Community’s financial interests.

The European Parliament and the Council are firmly committed to concluding the negotiations on the
Financial Regulation so as to allow its entry into force, if possible, on 1 January 2007.

. DECLARATION OF THE COMMISSION ON THE REVISION OF THE FINANCIAL REGULATION

Within the framework of revision of the Financial Regulation, the Commission commits itself:

— to inform the European Parliament and the Council if, in a proposal for a legal act, it considers it
necessary to depart from the provisions of the Financial Regulation, and to state the specific
reasons for it;

— to ensure that regular legislative impact assessments, having due regard to the principles of subsi-
diarity and proportionality, are conducted on important legislative proposals and any substantive
amendments thereof.

. DECLARATION ON NEW FINANCIAL INSTRUMENTS

The European Parliament and the Council invite the Commission and the European Investment Bank
(EIB), in their respective spheres of competence, to make proposals:

— in accordance with the conclusions of the European Council of December 2005, to increase the
EIB’s capacity for research and development loans and guarantees up to EUR 10 billion in the
period 2007-2013, with an EIB contribution of up to EUR 1 billion from reserves for risk-sharing
financing;

— to reinforce the instruments in favour of Trans-European Networks (TENs) and Small and Medium-
sized Enterprises up to an approximate amount of loans and guarantees of EUR 20 billion and
EUR 30 billion, respectively, with an EIB contribution of up to EUR 0,5 billion from reserves
(TENs) and up to EUR 1 billion (Competitiveness and Innovation) respectively.
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DECLARATION OF THE EUROPEAN PARLIAMENT ON VOLUNTARY MODULATION

The European Parliament takes note of the conclusions of the European Council of December 2005
concerning voluntary modulation from market-related expenditure and direct payments of the
Common Agricultural Policy to rural development up to a maximum of 20 % and the reductions for
market-related expenditure. When the modalities of this modulation are laid down in the relevant legal
acts, the European Parliament will evaluate the feasibility of these provisions in respect of EU princi-
ples, such as competition rules and others; the European Parliament currently reserves its position on
the outcome of the procedure. It considers it would be useful to assess the issue of co-financing of
agriculture in the context of the 2008-09 review.

10. DECLARATION OF THE COMMISSION ON VOLUNTARY MODULATION

The Commission takes note of Point 62 of the conclusions of the European Council of December
2005 whereby Member States may transfer additional sums from market-related expenditure and
direct payments of the Common Agricultural Policy to Rural Development up to a maximum of 20 %
of the amounts that accrue to them from market-related expenditure and direct payments.

When laying down the modalities of this modulation in the relevant legal acts, the Commission will
endeavour to make voluntary modulation possible whilst making all efforts to ensure that such a
mechanism reflects as closely as possible the basic rules governing the rural development policy.

. DECLARATION OF THE EUROPEAN PARLIAMENT ON NATURA 2000

The European Parliament expresses its concern about the conclusions of the European Council of
December 2005 relating to the reduction of the market-related expenditure and direct payments of the
Common Agricultural Policy and its consequences on Community co-financing of Natura 2000. It
invites the Commission to evaluate the consequences of these provisions before making new propo-
sals. It considers that appropriate priority should be given to the integration of Natura 2000 in Struc-
tural Funds and Rural Development. As part of the legislative authority, it currently reserves it position
on the outcome of the procedure.

12. DECLARATION OF THE EUROPEAN PARLIAMENT ON PRIVATE CO-FINANCING AND VAT FOR COHESION
FOR GROWTH AND EMPLOYMENT

The European Parliament takes note of the conclusion of the European Council of December 2005 on
the application of the N+3 automatic decommitment rule on a transitional basis; the European Parlia-
ment invites the Commission, when the latter lays down in the relevant legal acts the modalities for
the application of this rule, to ensure common rules for private co-financing and VAT for cohesion for
growth and employment.

—_
w

. DECLARATION OF THE EUROPEAN PARLIAMENT ON FINANCING THE AREA OF FREEDOM, SECURITY AND
JUSTICE

The European Parliament considers that when presenting the preliminary draft budget the Commission
should give a careful estimate of planned activities for Freedom, Security and Justice, and that the
financing of these activities should be discussed in the framework of the procedures provided for in
Annex II to the Interinstitutional Agreement.
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