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The Community’s financial year runs from 1 January to 31 December.

The rules governing decisions on the Community Budget are set out in Article 272 of the
Amsterdam Treaty. These rules have been built on by the Inter-Institutional Agreement. The
timetable is as follows:

. establishment of the preliminary draft budget by the Commission, normally
by end-April;

* establishment of the draft budget by the Council in late-July;
¢ first reading by the Parliament in late-October;
. second reading by the Council in mid-November; and

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

The Inter-Institutional Agreement (IIA) is a political and legally binding, agreement, which
clarifies the Community’s budgetary procedure. Under the Treaty, the Council and the
European Parliament have joint responsibility for deciding the Community Budget on the
basis of proposals from the Commission. The IIA sets out the way the three institutions will
exercise their responsibilities in accordance with the Treaty, and respecting the revenue
ceilings which are laid down in the Own Resources Decision. In particular, it provides for the
annual Community budget to be set in the context of a multi-annual financial framework.

The Agenda 2000 package included the new Inter-Institutional Agreement and financial
perspective together with reforms to the CAP and structural and cohesion funds, and new
pre-accession aid programmes. The main lines of the package were agreed at the Berlin
European Council in March 1999. Agreement on the implementing legislation was reached
between Council and Parliament in May 1999.

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

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

The Parliament has the last say in determining the amount and pattern of non-compulsory
expenditure. The growth of this expenditure is governed by the “maximum rate”. Article
272(9) of the Amsterdam Treaty provides a formula for determining this rate unless an
alternative figure is agreed by the budgetary authority. Under the Inter-Institutional
Agreement the Council and Parliament agree to accept the maximum rates implied by the
financial perspective ceilings.
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The agricultural guideline is a legally binding limit under which spending on agricultural
market support can grow each year by no more than 74 per cent of the change in Community
GNP,

At present, there are four Structural Funds through which the European Union grants
financial assistance to resolve structural economic and social problems: the European
Regional Development Funds (ERDF), which promotes economic and social cohesion within
the Union through the reduction of imbalances between regions or social groups; the
European Social Fund (ESF), which promotes the EU’s employment objectives by providing
financial assistance for vocational training, retraining and job creation schemes; the
European Agricultural Guidance and Guarantee Fund (EAGGF - Guidance Section), which
contributes to the structural reform of the agriculture sector and to the development of rural
areas; and the Financial Instrument for Fisheries Guidance (FIFG), the specific Fund for the
structural reform of the fisheries sector.

In addition, the EU supports Member States whose GDP is less than 90% of the European
average through the Cohesion Fund, which finances projects linked to the environment and
trans-European transport systems. The Instrument for Structural Policies for Pre-Accession
(ISPA) supports development of infrastructure in the candidate countries.

The Own Resources Decision lays down four sources of Community revenue, or ‘Own
Resources’:

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

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

* Contributions based on VAT. Essentially, the VAT resource is the amount
yielded by applying a notional rate of 1% to a VAT base assuming an identical
range of goods and services in each Member State. Each Member State’s VAT
base is, however, subject to a cap of, currently, 50% of 1% of its GNP; and

° GNP-based contributions. The amount due is calculated by taking the same
proportion of each Member States’ Gross National Product. Because the
Community is not allowed to borrow, revenue must equal expenditure. The
GNP resource is the budget-balancing item; it covers the difference between
total expenditure in the budget and the revenue from the other three
resources, subject to the overall own resources ceiling.

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

The UK’s VAT contributions are abated according to a formula set out in the Own Resources
Decision. Broadly this is equal to 66 per cent of the difference between what the UK
contributes to the Community budget and the UK’s receipts, subject to the following points:

¢  the abatement applies only in respect of spending within the Community.
Expenditure outside the Community (mainly aid), amounting to some 7 per
cent of total expenditure in 2001, is excluded;
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¢  the UK’ contribution is calculated as if the budget were entirely financed by
VAT; and

¢  the abatement is deducted from the UK’s VAT contribution a year in arrears.

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

The Commission is directly, and solely, responsible for determining the UK’s abatement. It
calculates the abatement on the basis of a forecast of payments from the Budget to Member
States and of Member States’ contributions to the budget. This is subsequently corrected in
the light of outturn figures. Corrections may be made up to three years after the year in
respect of which the abatement relates, after which a final reckoning is made in the fourth
year.

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

Irregularity (as defined by Council Regulation 2988/95) covers both simple omissions due to
errors or negligence, which undermine the Community budget, and also intentional and
deliberate acts. Member States are required by Regulations to report irregularities on a
quarterly basis, in the three main budget sectors (own resources, agriculture and structural
funds)

eg a genuine payment made after the closing date for claims represents an irregularity, but
import of goods under false papers is definitely fraud.

The sterling figures for 1997 to 2001 in this White Paper are based on actual sterling cash
receipts or payments where these took place and are known: elsewhere the appropriate
average annual sterling/euro exchange rate has been used to convert euro figures into
sterling’. Generally the 2002 euro figures have been converted into sterling using the
sterling/euro exchange rate on 28 December 2001, when the rate was £1=€1.6434
(regulations state that VAT and GNP payments will be made using the exchange rate on the
last working day of the preceding year). However, there may be some exceptions, for example
where figures have previously been published at a different exchange rate — but these are
noted where necessary. Note too that euro has been used for consistency throughout the
publication rather than ecu.

The European Court of Auditors’ annual report is subject to consideration by the budgetary
authority (Council and European Parliament) under the “discharge procedure” set out in
Article 276 of the Treaty. In particular, they consider how the budget for the year in question
was implemented. The European Parliament, acting on a recommendation from the Council,
considers whether to grant the Commission a discharge in respect of the budget in question,
thus bringing the budgetary process for that year to a formal close. The Commission is
obliged under Article 276 of the Treaty to take “all appropriate steps” to act on comments
made by the European Parliament and by the Council during the discharge process. If so
asked, it must also report back on its actions with such reports going to the European Court
of Auditors.

* The annual average rate for 1997 is £1= 1.4510
The annual average rate for 1998 is £1=1.4896
The annual average rate for 1999 is £1= 1.5192
The annual average rate for 2000 is £1=1.6410

The annual average rate for 2001 is £1=1.6082
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Substantive and The Court of Auditors has always distinguished between substantive errors and formal errors
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formal errors

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

The budgetary process relating to revenue involves a chain of inter-related calculations.
These can be summarised as follows:

at the beginning of the budgetary process, which occurs in the year prior to
the budget in question, the amounts due from each Member State are
assessed in that Member State’s national currency, ie sterling for the UK;

the initial process involves estimating the amounts due to be received from
each Member State in respect of the Traditional Own Resources (TOR), the
amount relating to VAT if it were applied at 1 per cent across the Community
and the amount of 1 per cent of each Member State’s GNP. These estimates
rely on the Member States’ estimates of their economic activity during the
budget year;

the Member States’ national currency estimates are then converted into euro
at a rate known as the “budget exchange rate” (this is the exchange rate at the
time the estimates are being drawn-up - in recent years an early April
exchange rate has been used);

the amount of VAT-and GNP-based contributions each Member State has to
pay to the Community Budget is derived from its share of the total VAT-and
GNP-based contributions described above, so that when added to the
amounts for the TOR the total does not exceed the value of the Own Resources
required to fund the proposed budget for the coming year, subject to ensuring
that the value of these Own Resources does not also exceed the Own
Resources ceiling for the year in question (eg 1.24% of Community GNI in
2002);

the sum produced (in euros) is entered into the Preliminary Draft Budget
(PDB) for the following budgetary year;

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

the sterling/euro exchange rate on the last day of quotation before the start of
the budget year is established as the rate by reference to which VAT and GNP-
based Own Resources contributions will be paid in the budget year, so the
amount which a Member State has to pay over in respect of the third and
fourth resources in the budget year will be different from its original estimates
if the last-day of quotation rate is different from the budget exchange rate;

during the course of the budget year, the UK pays its VAT and fourth resource
contributions to meet its obligations as denominated in euro in the adopted
budget. These payments are made in sterling, at the last day of quotation rate.
However, TOR payments reflect actual amounts collectible in local
currencies, rather than the estimated euro amounts in the budget;
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Member States pay their contributions for a given budget year in monthly
instalments (VAT and GNP-based contributions on the first working day of
each calendar month, TOR on the first working day following the 19th of each
month). The VAT and GNP-based contributions are subsequently adjusted in
the light of a number of factors such as outturn figures for GNP. If outturn
expenditure is below the amount raised from Member States, excess
contributions are refunded in a subsequent budget (a Supplementary and
Amending Budget (S&AB) for the year);

because there are generally differences between the sterling/euro exchange
rates (a) used to set up the budget and (b) to make VAT and fourth resource
contributions to it, the UK will generally have paid either more or less in
sterling than the amount established for them for the budgetary year in
question. These differences were, up until 1998, adjusted in December of the
year after the budget year. That is, an adjustment had either to be paid by or
to the Member States to reflect any over or under payment in the budget year
as described above. Thus the UK’s gross contribution in the year after the
budget year was affected by these adjustments;

because the system led to large variations in the Member States’ gross
contributions between EC budgetary years, the Member States accepted a
European Commission proposal that effectively led to their making the
adjustments during the course of the budgetary year to which their
contributions relate. Under the new arrangements, in place since 1998,
Member States re-estimate their 1% VAT and GNP bases during the course of
the budgetary year and the conversion of their national currency estimates is
then carried out at the last day of quotation rate. The revised figures are then
included in a S&AB for the budgetary year to which they relate. In practice,
converting the revised figures to euro at the last day of quotation rate means
that in-year contributions are no longer affected by exchange rate differences.
Furthermore, re-estimating the value of the 1% bases using much later
information means that any differences between these estimates and the
actual outturn for the year are very much reduced. The Member States thus
contribute in year virtually what they should on the basis of their national
currency obligations. Thus in the year following the budgetary year, any
adjustments to correct for any under or overpayment should, from 1998, be
relatively small compared to the adjustments made in years prior to 1998;

numerous small further adjustments are, however, required to be made over
several years following the budget year, for example to reflect updates to VAT-
and GNP-based statistics.
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When converted at the average exchange rate for 2000 of £1=1.6410 euro, the
figures in the European Commission/ECA publications break down as follows:

€ million £ million
UK gross contribution before abatement 17,292 10,537
UK abatement -3,425 -2,087
UK receipts -7,686 -4,684
UK net contribution 6,181 3,767

The Government’s figure for the UK’s net contribution in 2000 is £4,192
million.

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

The UK figure includes only transactions between the Community
Budget and the UK public sector, whereas the ECA figure includes
private sector receipts. It is estimated that this accounts for around
£390 million of the difference;

In February 2000 the UK made a payment of £8 million in respect of the
1999 EC Budget and in February 2001 the UK made a payment of £4
million in respect of the 2000 EC Budget. Both payments were in
respect of the Loan Guarantee Fund;

The late adoption of S&AB No. 5 /1999 meant that associated changes
were not implemented until January 2000. The result of which leads to
the Government’s figures for 2000 being £2 million lower; and

The UK’s outturn figure is based on cashflow within a calendar year,
whereas ECA figures attempt to match transactions to a particular
Community Budget. Some payments to and receipts from a
Community Budget for a given year take place in the early weeks of the
subsequent year. These are scored in the UK to the year in which the
transactions happened, and by the ECA to the Budget for the previous
year. Up to £61 million of Structural Funds payments to the UK in 2000
may have been in respect of the 1999 Budget and up to £96 million of
Structural Funds payments in 2001 may have been in respect of the
2000 Budget.
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There may be other factors which cause the two sets of figures to differ.

The table below reconciles the two figures:

£ million

UK Government cashflow outturn for 2000 4,192
Private sector receipts -390
Loan Guarantee Fund payments:

2000 in respect of 1999 Budget -8

2001 in respect of 2000 Budget +4
Late implementation, in January 2000, of
Supplementary & Amending Budget No. 5/1999 -2
Structural Fund receipts paid in 2000 which may have been
from the 1999 Budget +61
Structural Fund receipts paid in 2001 which may have been
from the 2000 Budget -96
UK cash flow figure adjusted to reflect main differences
compared to European Commission/ECA figure 3,761
European Commission/ECA figure for 2000 outturn 3,767

Net difference due to other factors (such as exchange rate) -6
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The European Court of Auditors (ECA) is the institution of the Community which is

Court of responsible for the external audit of the other Community institutions. Article 248 of the

Auditors and the
Discharge
Process

Treaty requires the Court of Auditors to make an Annual Report to the European Parliament
and the Council on the implementation of the Community budget, together with a Statement
of Assurance as to the reliability of the Community’s financial accounts and the legality and
regularity of the transactions underlying them. The Court of Auditors also looks at whether
the amounts of Own Resources which are due have been calculated and paid over correctly.
The Court of Auditors scrutinises the expenses of the Community institutions and the direct
expenditure on the Community’s interventions, which is managed by the Commission (eg
humanitarian aid, research and development). Expenditure managed by Member States
(some 85% of the Community budget, mainly on agricultural and structural policies) is also
scrutinised. The Court of Auditors is also required to look at the “soundness” of the
Community’s financial management.

The Court of Auditors sets out its findings in the Annual Report, which is specifically required
by the Treaty, and in special reports on specific areas, which it may produce from time to time.
The Annual Report includes a separate report on the management of the Sixth and Seventh
European Development Funds and a statement of assurance on these. The Court of Auditors
also produces separate observations on the accounts of various “satellite bodies” set up by the
Community, which are subject to separate discharge procedures under the financial
regulations governing them.

The Maastricht Treaty introduced a requirement for the Court of Auditors to supplement its
annual reports with annual Statements of Assurance as to the reliability of the accounts and
the legality and regularity of underlying transactions. To do this, the Court of Auditors
examines a sample of transactions selected from the whole budget using statistical sampling
techniques, such that the results from the audit of the sample can be used, with a good level
of confidence, to form conclusions about the level of errors, and their likely value, in the
whole budget. The first annual Statement of Assurance was produced in respect of the 1994
financial year.

The Court of Auditors’ findings inform the Council and the European Parliament (the two
arms of the Community’s budgetary authority) when they come to consider, under Article 276
of the Treaty, whether to “discharge” the Commission from its responsibilities for execution of
the budget for the year in question. The discharge granted to the Commission usually
includes comments and requests for further action, on which the Commission has to report
back.
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The European The European Anti-Fraud Office (OLAF) succeeded the Commission’s Task Force for the Co-
Anti-Fraud Office ordination of Fraud Prevention (UCLAF) on 1 June 1999. The Director of OLAE Franz-
(OLAF) Hermann Bruener, took up his post on 1 March 2000. OLAF is a service of the Commission,
and is also based in Brussels, but has strong safeguards for its independence. OLAF will
eventually have 300 staff (around twice that of its predecessor), and although recruitment of
the right staff has been a slow process, OLAF had 260 staff on its books in February 2002.

OLAF is organized into three main Directorates:

®  Policy, Legislation and Legal Affairs;
¢ Investigations and Operations; and
¢ Intelligence, Operational Strategy and Information Technology.

It was a key aim in establishing OLAF that it should have access to other institutions and
bodies of the EU rather than be limited to fraud, which takes place in the Commission.
Because of its position as part of the Commission, this required the other institutions and
bodies to implement decisions allowing OLAF such access. Most of them have done so,
including the European Court of Auditors, which attaches understandable importance to its
independence.

OLAF’s procedures are governed by Regulations 1073/9 and 1074/99. All investigations, both
external (in Member States) or internal (in EC institutions), are now opened by a decision of
the OLAF Director, either on his own initiative or following a request from the Member State
or the institution concerned. When external investigations are concluded. OLAF draws up a
report, under the Director’s authority, which is sent to the relevant Member State
administrative or judicial authorities. (If an external investigation is still in progress after nine
months, the Director has to inform OLAF’s Supervisory Committee of the reasons why it has
not been wound up, and the expected completion date.) Reports on concluded internal
investigations are sent to the institution concerned, which must then inform the OLAF
Director of action taken.

OLAF’s activities in the field of co-ordination include supply of information to Member States,
direction or co-ordination of operations in transnational cases, bi-lateral or multi-lateral
assistance and the provision of forums (Working Parties inherited from UCLAF) for
monitoring and co-ordination of investigations in the most sensitive sectors (alcohol,
cigarettes and olive oil).

OLAF carries out four principal operational activities:
. gathering and processing operational data;
o administrative investigations;
. co-ordination/ assistance for operational actions by Member States; and
®  monitoring information received and operational results.

OLAF gathers information from various sources: irregularities reported by Member States or
the European Court of Auditors, from the Commission, from members of the public via a
telephone hotline, professional contacts, press, media etc. Information received prompts the
opening of an initial file, and OLAF is building up a risk-analysis system.
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