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INTRODUCTION

I.I  In 1980, following a recommendation by the Public Accounts Committee, the
Government agreed to present an annual Statement to Parliament giving details of the
European Community Budget.

1.2 This Statement is the twenty-third in the series. It describes the Budget for 2003 as
adopted by the European Parliament and the United Kingdom’s gross and net
contributions to the Community Budget over the years 1997 to 2002 together with an
estimate for 2003. It also includes details of recent developments in EC financial
management and the fight against fraud.

I3 From 2002, the Statement has been expanded to include financial year
information previously published in the Departmental Report of the Chancellor of the
Exchequer’s Departments. Detailed information on UK financial transactions with the
EC has therefore now been brought together in a single source.
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THE 2003 BUDGET

2. The annual European Community Budget is established by the budgetary
authority, which consists of the Council of Ministers and the European Parliament,
through a procedure involving several stages, as follows.

2.2 The procedure begins, usually in May, with the establishment of a Preliminary
Draft Budget for the following year by the Commission. On the basis of the Preliminary
Draft Budget, the Council establishes its own Draft Budget in July. This is passed to the
European Parliament for its first reading, which takes place in October. The Budget then
returns to the Council in November for the Council’s second (and final) reading. The
European Parliament makes its second reading in December, after which the Budget is
adopted by the President of the Parliament.

2.3 The budgeting round for 2003 used Activity Based Budgeting (ABB) alongside the
traditional budgeting methodology. ABB provides a new framework for making budget
decisions. See Box 3.1 for further details on ABB.

2.4 The Council has the final say on the amount and structure of compulsory
expenditure, which is defined as expenditure necessarily resulting from the Treaty or
from acts adopted in accordance with it. Spending carried out under the Common
Agricultural Policy — accounting for just under one-half of the Budget — and certain small
items in other sections of the budget, including the Loan Guarantee Reserve, is classed
as compulsory. The European Parliament has the final say on all other, non-compulsory,
expenditure.

2.5 Since 1988 the annual budget has been set within a multi-annual expenditure
framework known as the Financial Perspective. For the 2003 budget the Financial
Perspective sets out annual expenditure ceilings for seven broad expenditure categories
(agriculture, structural operations, internal policies, external actions, administrative
expenditure, reserves and pre-accession aid), which must be respected by the budgetary
authority (Council and European Parliament) when it determines the Budget. The
expenditure ceilings are set in terms of expenditure commitment appropriations, i.e.
legal expenditure obligations entered into during the year which will lead to payment
appropriations, either that year or in future years.

2.6 The Financial Perspective covering the budget year 2003 was part of the wider
agreement at the March 1999 Berlin European Council covering EU expenditure for the
years from 2000 to 2006. This agreement is set out in an Inter Institutional Agreement
between the Commission, the Council and the European Parliament.

2.7 The arrangements for financing the Community Budget are set out in the
Community’s Own Resources Decision (ORD). The ORD sets a ceiling (the Own
Resources ceiling) on the amount the Community can raise from Member States in any
one year, which from 2002 is fixed in terms of a percentage of overall Community Gross
National Income (GNI). It is equivalent to 1.24% of Community GNI which is equivalent to
the 1.27% GNP ceiling set in the previously applicable ORD. The ceiling sets the maximum
amount of Own Resources (in effect, Member States’ contributions to the European
Community Budget), which the Commission is allowed to call up each year. Because the
Community is not allowed to borrow, revenue must equal expenditure. The Budget is
therefore effectively limited by the amount of Own Resources that can be called up from
Member States.

3



THe 2003 BuDGET

The 2003 2.8 Table 2.1 sets out the amounts established for the 2003 Budget at each stage of
Budget the budgetary procedure, which ran from May 2002 to December 2002 and relates these
to the Financial Perspective ceilings.

Table 2.1: 2003 EC Budget

€ million
Council’s Council’s
First European Second
Preliminary Reading Parliament Reading
Draft Budget  Draft Budget First Draft Budget
Financial (including (including Reading (including  Adopted Adopted
Perspective Letters of Letters of Draft Letters of Budget Budget
Ceilings Amendment) Amendment) Budget Amendment) 2003 2002
Commitment
appropriations
Common Agricultural
Policy 47,378 44,780 44,830 45,174 44,780 47,780 44,255
Structural Operations 33,968 34,027 33,968 33,995 33,980 33,980 33,838
Internal Policies 6,796 6,716 6,674 6,793 6,698 6,797 6,558
External Action 4,972 4912 4,892 5,047 4,859 4,949 4,803
Administration 5,381 5,436 5,365 5,362 5,381 5,360 5177
Reserves 434 434 434 434 434 434 676
Pre-accession aid 3,386 3,386 3,386 3,386 3,386 3,386 3,328
Total Commitment
appropriations 102,315 99,693 99,548 100,192 99,454 99,686 98,635
Total Payment
appropriations 102,938 97,880 96,992 99,933 96,896 97,503 95,655
Payment appropriations
as a percentage of
Community GNII' .1 1.02 1.01 1.04 1.0l 1.02 1.06

Notes:

[1] Based on the GNI basis in Table | of the Adopted Budget.
Source: Budget documentation on 2003 budget, adopted budgets 2003 and 2002.

2.9 The finally adopted 2003 budget provides for commitment appropriations of
€99,686 million (1.04% of EU GNI) or £64,794 million, an increase of 1.1 per cent over
2002; and payment appropriations of €97,503 million (1.02% of EU GNI) or
£63,375 million, an increase of 1.9 per cent over 2002. The commitment and payment
appropriations are within the Financial Perspectives limits. The breakdown of payment
appropriations for each of the seven categories of the budget are shown in chart 2.1.
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Chart 2.1: 2003 EC Budget — Payment Appropriations by
Budget Category

Pre-accession
Reserves Aid
Administration 5.5%_ 0-4% 2.8%
External Actions 4.9%

Agriculture Policy
45.9%

Internal Policies 6.2%

Structural Operations
34.2%

Source: EC Adopted Budget 2003

2.10 The key changes in the 2003 budget compared with the previous year are
as follows:

e The budget for Agriculture (Category 1) was slightly increased by 1.2% over
the 2002 budget, to €44,780 million. For Category la (traditional CAP
expenditure), a margin of €2.6 billion was established under the Financial
Perspective ceiling, whilst appropriations for Category 1b (rural
development and accompanying measures) were budgeted up to the
Financial Perspective ceiling of €4,698 million.

e The budget for Structural Operations (Category 2) included €12 million
(financed through the mobilisation of the flexibility instrument) to finance the
final tranche of the programme for restructuring the Community fishing fleet
after the non-renewal of the fishing treaty with Morocco.

e The Internal Policies (Category 3) section of the budget included
increases of €27 million for information and communication programmes,
€20 million for measures aimed at labour markets and technological
innovation and €11 million for education programmes.

e In External Actions (Category 4), the budget for the Common Foreign
& Security Policy was increased to €47.5 million, and €42 million was
allocated for the Global Health Fund (complemented by a similar amount
from the European Development Fund), thus securing a seat for the
Commission on the board of the Global Health Fund. Additional funds
of €36 million were made available for the East Timor, Latin America
and Tacis programmes (Technical Assistance to Commonwealth of
Independent States (CIS)), as well as €17.5 million for democracy and
human rights programmes.

e The €5,360 million budget for Administration (Category 5) allowed the
Commission to recruit 500 temporary staff from the accession countries, to
help prepare the Community institutions for enlargement, whilst avoiding
the Commission’s proposed use of the flexibility instrument.
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Multi-annual
programmes
and new
Regulations

2003 Community
Revenue

e The Reserves (Category 6), which is now comprised of the emergency
aid reserve and the loan guarantee reserve, remain consistent with the
Financial Perspective ceiling. The monetary reserve ceased to exist on
31 December 2002.

e Pre-Accession Aid (Category 7) for the applicant countries of central and
eastern Europe was budgeted up to the Financial Perspective ceiling. The
appropriations for the SAPARD (agricultural policies) and ISPA (structural
policies) programmes were increased by €9 million and €20 million
respectively to offset the lower spending levels incurred during the
preliminary years of these instruments.

2.11 During the course of 2002 a number of new multi-annual programmes were
adopted. Among these was the Public Health Programme, which runs from 2002-2006
and contains an overall financial envelope of €312 million - the programme will
enhance the European network infrastructure in areas such as surveillance of
communicable diseases. A new European Union Solidarity Fund was also created to
provide assistance to Member States in the event of major natural disasters to Member
States and countries involved in accession negotiations. This is accompanied by a new
flexibility mechanism allowing an annual maximum of €1 billion to be made available
in the event that relief cannot be financed from within the Financial Perspective ceilings.
In 2002 the Commission made grants from the Fund of €599 million to four Member
States affected by floods earlier in the year which caused total damage estimated at over
€15 billion.

2.12 The Own Resources Decision allows for four sources of Community revenue, or
“Own Resources”: Customs duties, including those on agricultural products, Sugar levies,
Contributions based on VAT and GNI based contributions. The first two Own Resources
are known collectively as ‘Traditional Own Resources’ (TOR). The VAT and GNI-based
contributions are often referred to as the third and fourth resources. A more detailed
explanation of these resources can be found in the glossary.

Chart 2.2: 2003 Community Revenue

TOR - 12.7%

GNI - 62.1%

VAT - 25.2%

Source: EC Adopted Budget 2003
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2.13 Chart 2.2 shows a breakdown of how the 2003 budget will be financed. Tables 2 and
2a (p.38 and p.39) show the gross contributions, after taking account of the UK
abatement, by Member State, to the 2003 EC Budget along with the years 1997 to 2002.
The key points to note in terms of the UK’s contribution to the EC budget are as follows:

e TOR in 2003 is estimated to be around €12.1 billion (£7.9 billion) with the
UK’s share estimated as some 21.5%. In 2002 revenue from this source was
estimated to be some €11.7 billion (£7.4 billion), of which the UK’s share
was 21.3%.

e VAT-based contributions in the 2003 EC Budget are shown as €24.1 billion
(£15.7 billion) with the UK’s share being some 19.9%. In 2002, total VAT
contributions were estimated to be €22.6 billion (£14.2 billion), of which the
UK’s share was 19.8%;

e GNI-based contributions in the 2003 EC Budget, including potential
contributions to Community Reserves are shown as €59.4 billion (£38.6
billion) of which the UK’s share (including potential contributions to
Community reserves) is 18.8%. In 2002 GNI-based contributions were
estimated to be €46.6 billion (£29.3 billion) with a UK share of 18.7%;

e the estimate of the UK’s abatement in 2003 (in respect of our net
contribution in 2002) is €5.0 billion (£3.3billion), compared with €5.1
billion (£3.2 billion) in 2002 (a detailed explanation of how the UK
abatement is calculated can be found in the glossary).



Expenditure

DEVELOPMENTS IN
COMMUNITY FINANCES

3.1 Chart 3.1 shows the developments in Community spending over the period 1993-
2003. The two most significant trends are the reduction in the proportion of spending on
agriculture — which now forms under half of the total budget — and the simultaneous
increase in structural operations expenditure, which has increased to over one-third of
the budget since 1996. Certain repayments to Member States (to new Member States in
the early years of membership or in connection with the depreciation of agricultural
stocks) have been discontinued, and a new budget category of pre-accession aid was
created, to help candidate countries prepare for enlargement, following agreement at the
1999 Berlin Council. The other categories of spending have remained fairly constant over
the period.

Chart 3.1: Developments in Community Spending 1993-2003
(€ billion)
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3.2 Further details on spending in recent years are given in Table 1 and 1a (page 37).
These tables show commitments and payments for the years 1998-2003, in euros and
sterling. These tables also show the main spending programmes broken down by
Financial Perspective category.

3.3 From 2002, the budget has also been presented using the ABB system — a new
budget framework, aimed at ensuring that budget allocations more closely reflect
political priorities and objectives. Box 3.1 provides an outline of the rationale behind the
new ABB methodology.



DEVELOPMENTS IN COMMUNITY FINANCES

Box 3.1: Activity Based Budgeting = An update

Activity Based Budgeting (ABB) is a new system for making budget decisions. It is a key part
of the Commission reform agenda, which will improve the decision making process by
ensuring budget allocations more closely reflect pre-defined political priorities and
objectives. Just as in the UK — where Public Service Agreements have replaced the old input
driven approach - the setting of the EC budget will reflect evaluation evidence, it will be
linked to measurable outputs and it will focus much more on what can be delivered for EU

taxpayers.

ABB aims to provide a common conceptual framework for planning, budgeting and
managing resources, but its full potential will only be realised when the Commission and
others are able to link programming of work, management information systems,
performance indicators and evaluation of results to indicators.To help improve decision-
making on resource allocation, information on the full cost of running activities will be linked

to the objectives being pursued and results achieved.

The 2002 and 2003 budgeting rounds use ABB alongside the traditional budgeting
methodology. This involves:

o fully transformed working documents in ABB format;
® new activity statements; and

e information on outputs.

For 2004 the budget will be presented in ABB format, with the traditional budget operating
alongside it. For 2005 the budget will be presented wholly in ABB format.

The Commiission first introduced a strategic planning and programming function in 2001.
In 2002, a more meaningful Annual Policy Strategy was adopted and the first Annual Activity
Reports were produced by each Directorate-General (DG).The Annual Reports evaluate the
DGs’ achievement of the objectives stated in the Commission policy strategy. The reports
also include a declaration of assurance signed by the Director-General - this represents an
explicit demonstration of the Director-General’s personal responsibility and accountability
for the management of the resources at their disposal. The Commission has now analysed
the working of the process and produced further guidance on the content of the Annual
Management Plan (which replaces the Annual Policy Strategy) and on the content of the

Annual Activity Reports.

The adoption of the new Financial Regulation on 25 July 2002 provided the legal base to set
the annual budget using Activity-Based Budgeting allowing negotiations in 2003 on the 2004
budget to be conducted within the ABB framework.

Revenue 3.4 The current Own Resources Decision (ORD) came into effect on 1 March 2002
retrospectively to 1 January 2002. It sets a ceiling on Own Resources of 1.24% of GNI,
which is equivalent to the 1.27% GNP ceiling set in the previously applicable ORD.
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Box 3.2: Enlargement

The Copenhagen European Council on 12-13 December 2002 marked the completion of the
enlargement negotiations with 10 candidate countries, paving the way for their accession to
the European Union on | May 2004. The Council also agreed the terms of the financial
package for the new member states, which manages enlargement within the sums provided
for at the 1999 Berlin European Council. Key elements of the package, tailored specifically at
the candidates economic and development needs, include:

e A Structural and Cohesion Funds package worth a total of €21.7bn (all figures in 1999
prices) tailored towards Cohesion funding — with its emphasis on transport
infrastructure and environmental programmes - to help increase the absorbability
and effectiveness of EU funding.

e A special Schengen facility worth €860m over 2004-06 to help beneficiary member
states finance actions at the new EU external borders for the Schengen acquis.

e A temporary institution building facility worth €380m over 2004-06 to continue
progress in this area.

e A transitional cash flow facility and temporary budgetary compensation together
worth €3.4bn over 2004-06 which will ensure that no new Member State’s net
receipts (after their contribution to budget revenues) will be lower in 2004-06 than in
2003 before enlargement.

The total value of the package was €40.9bn, excluding additional money for Cyprus in case
of a settlement allowing Cyprus to join as a united island. This left a margin of €1.7bn
beneath the 2004-06 ceilings for enlargement related expenditure agreed at the 1999 Berlin
European Council.

The UK’s Net 3.5 The UK’s net contribution varies considerably from year to year, as illustrated in

Contribution chart 3.2. This is the result of a number of factors: variation in payments made to the EC
budget, due to the nature of the ORD (see Technical Annex I); variations in public sector
receipts; and as a result, the fluctuation of the UK abatement (see glossary). Table 3 (page
40) shows the UK’s contributions to, abatement, and public sector receipts from, the
Community Budget for the years 1997 to 2003. The figures for 2003 are estimates; those
for earlier years are outturn.’

I The amounts for the UK’s gross contributions in Table 3 reflect payments made during each calendar year.They differ from the figures for gross

contributions in Table 2 in that these figures, drawn from Commission documents, relate to payments to particular Community Budgets.
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Chart 3.2: Profile of UK Gross and Net Contributions
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3.6 UK public sector receipts in 2003, mainly from the Agricultural Guidance and
Guarantee Fund (EAGGF) and the Social and Regional Development Funds, are expected
to be around £4.3 billion. The majority of these receipts are either paid to the private
sector or used in its support.

3.7 The Community pays some monies direct to the private sector. In 2003 these
receipts are expected to be around £390 million. As these payments go direct to the
private sector, they do not appear in Public Sector accounts and thus do not appear in
Table 3 (page 40).

3.8 The UK’s net contribution in 2003 is forecast to be some £4.1 billion, compared
with an outturn of some £3.6 billion in 2002.

3.9 Chart 3.3 shows how the UK’s net contribution compares with net contributions or
net receipts of the other Member States in 2000 and 2001. In 2001 the UK was, according
to figures released by the European Commission, one of 9 net contributors to the EC
budget. Germany was the highest net contributor paying almost 2.5 times as much as
any other Member State. The Netherlands, Italy, France, the UK and Sweden were other
significant net contributors in 2001.



DEVELOPMENTS IN COMMUNITY FINANCES

Financial Year
Transactions

Chart 3.3: Net Receipts/Contributions of Member States in
2000 & 2001, € millions
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Source: European Commission Report on the Allocation of
2001 EU Operating Expenditure by Member States.

3.10 The Community financial year runs to 31 December (calendar year) whereas the
UK’s runs to 5 April. The calendar year equivalent estimate of the UK’s net contribution
in 2003, shown in Table 3 (page 40), differs from the estimate for the UK financial year
2003-04 contained in Table 3.3 for two main reasons:

e first, the estimates relate to different time periods;

e second, the figure in Table 3 reflects the actual net contribution expected to
be paid in 2003, whereas the figure for 2003-04 reflects the trend in the UK’s
net contribution.

3.11 Tables 3.1 gives a breakdown of the UK’s transactions with the European

Communities on a financial year basis between 1997-98 and 2002-03. Table 3.2 provides
a breakdown of UK receipts from the EC budget over the same period.

13
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Table 3.1: Cash payments and receipts

£ million
1997-98 1998-99  1999-2000 2000-01 2001-02 2002-03
Outturn Outturn Outturn Outturn Outturn  Estimated
outturn
Gross payments(') 8,603 10,507 9,207 10,640 9,213 9,737
Public sector receipts —4.472 -3,950 -3,676 —4,099 -3,298 -3,407
UK Abatement —1,563 —2,447 -2,206 -2,223 —4,427 —-3,234
Net contributions to
EC Budget® 2,567 4,111 3,325 4,318 1,488 3,097
Contributions to reserves
and capital of the EIB 0 0 0 0 0 0
Grants received from
European Coal and
Steel Community —6.255 - - - - 0
Payments to EC budget
attributed to the aid
programme®) —408 -520 =519 -584 —672 —806
Net payments to EC
institutions (excluding
Overseas Aid)® 2,153 3,590 2,807 3,734 816 2,290
Notes:

* Signifies receipts of less than £0.5 million

! Gross payment figures include Traditional Own Resources payments at 90%, 75% from March 2002. The remaining 10%, 25% from March 2002,

is retained by the UK to cover the costs of administering collection on behalf of the European Community.
2 Due to rounding, totals may not exactly correspond to the sum of individual items.
3 For domestic/public expenditure planning purposes, part of the UK’s contribution to the Community budget is attributed to the overseas aid

programme. The aid programme also includes payments to the European Development Fund, not included here.

Source: HM Treasury.

Table 3.2: Public Sector Receipts from the Community Budget

£ million
1997-98 1998-99  1999-2000 2000-01 2001-02 2002-03
Outturn Outturn Outturn Outturn Outturn  Estimated
outturn
Agricultural Guarantee Fund 2,904 3,028 2,456 2,647 2,631 2,548
Agricultural Guidance Fund 51 52 103 35 18 :
Social Fund 867 511 698 523 146 501
Regional Development Fund 640 348 411 887 501 358
Other Receipts I 10 7 7 2
Total® 4,472 3,950 3,676 4,099 3,298 3,407

Notes:
: Signifies receipts of less than £0.5 million.

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

Source: HM Treasury.

3.12 The Community’s financing system produces considerable fluctuations in
Member States’ contributions from year to year. The fluctuations are caused by factors
such as adjustments made to Member States’ gross contributions in previous years, as
later information becomes available, differences in the level and timing of receipts and
changes in the size of the UK’s abatement. In terms of UK financial year data, the effects
are particularly marked as we use a different financial year to that of the Community.
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3.13 In view of these fluctuations and the difficulties of predicting the net position
accurately, Government forecasts of the UK’s net contributions to the EC budget have
since 1996 been made on the basis of the statistical trend in future Community costs.
Table 3.3 shows a trended net contributions forecast for the period 2003-04 to 2005-06.

Table 3.3: Forecast of the trend in the UK’s net contribution!

£ million

2003-04 2004-05 2005-06

Plans Plans Plans

Trended Net Contributions to European Community budget 3,175 3,650 3,975
Contributions to reserves and capital of the EIB 0 0 0
Grants received from European Coal and Steel Community 0 0 0
Payments to EC budget attributed to the aid programme® -868 —-608 —608
Net payments to EC institutions (excluding Overseas Aid) 2,307 3,042 3,367

Notes:

! An exchange rate of £1 = €1.50 has been assumed.

2 For domestic/public expenditure planning purposes, part of the UK’s contribution to the Community budget is attributed to the overseas aid
programme. The aid programme also includes payments to the European Development Fund, not included here.

Source: HM Treasury.

Comparison 3.14 In its Tenth Report, of 21 February 1996, the Public Accounts Committee asked
between the the Government to provide each year an explanation for the difference between the
Government’s Government’s own outturn figure for the UK’s net contribution and the figure for the
and the UK’s net contribution that can be derived from the European Court of Auditors’ (ECA)
European annual report for the same year. As the ECA report no longer includes full details of this
Commission’s information, this statement reports on the likely differences for the 2001 calendar year
figures for the using data published in the European Commission’s report on the allocation of 2001
UK’s net EU operating expenditure. A full comparison and account of the main factors causing
contribution this discrepancy can be found in Technical Annex II.

15



European Court
of Auditors’
annual report
on the

2001 budget

FINANCIAL MANAGEMENT AND
ANTI-FRAUD ISSUES

4.1 The latest Annual Report and Statement of Assurance from the Court of Auditors
relate to implementation of the budget for the 2001 financial year, and were published
in the Official Journal on 28 November 2002. As usual, the report covers the main areas
of the budget — Own Resources, agriculture, structural funds, internal policies, external
aid and administrative expenditure, and financial instruments and banking activities.
For the second time, the Court includes a chapter examining pre-accession aid.

4.2 Technical Annex III gives details of the European Court of Auditors and its
requirement to publish an annual report on the Commission’s implementation of the
general budget, as part of the discharge process.

4.3 The Court notes that the implementation of Commission reforms has continued
with the adoption of the new Financial Regulation in July 2002 (it entered into force on
1 January 2003) and the publication of the first Annual Activity Reports by the
Commission’s Directorates General. The Court still considers that the Financial
Regulation should have been revised even more radically; however it does acknowledge
a number of positive changes, including the requirement to comply with internationally
accepted accounting principles and the introduction of activity-based budgeting. The
Court criticises some aspects of the Annual Activity Reports — such as inconsistencies in
the approaches adopted by the different Directorates General — but recognises that these
documents will form a useful source of information in the consideration of future
Statements of Assurance.

4.4 The Court reserves its harshest criticism for the second large budget surplus in
succession. The budget surplus of €11.6 billion at the end of the 2000 calendar year was
heavily criticised — in 2001 the surplus rose to €15 billion (16% of the final budget for the
year). Because of the way in which it is financed some degree of surplus in the EC budget
is inevitable and this is returned to Member States in the following year. The Government
agrees with the Court’s comment that “there is no valid reason to call on own resources
which are significantly in excess of the needs for the year”. The most significant factor
contributing to the 2001 surplus was insufficient take-up of Structural Funds. Since the
level of the Structural Funds budget is based on Member States’ forecasts of the amount
of funds they will need, the Government has called for the accuracy of the forecasts to be
examined and improved, and has taken action to revise its own forecasts to a more
appropriate level. The Government also shares the Court’s disappointment that the
Commission did not take its advice and issue a Supplementary and Amending Budget for
the year to reduce the surplus and will continue to press for this action to be taken in
future if necessary.

17
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European Court

18

of Auditors’
Statement of
Assurance

4.5 As in previous years, the Court of Auditors has given a positive opinion on the
reliability of the accounts, and on the legality and regularity of revenue, commitments
and administrative payments. But, for the eighth successive year, it has declined to give
a positive opinion on the legality and regularity of other payments because of the
persistence of errors affecting their amount, regularity or eligibility (see Technical
Annex III).

4.6 The Court has again given an assessment for each budget sector in the context of
the Statement of Assurance:

e own resources: the Court was unable to obtain assurance, that all own
resources had been correctly made available to the Commission (mainly
because of shortcomings in the computer system and internal control
procedures), and also considered that the negative expenditure shown in
the agriculture budget should instead be entered in the general statement of
revenue;

e common agricultural policy: the Court considered that off-balance sheet
commitments have been overstated in the accounts by 149 million euro,
and did not agree with the Commission’s application of a second
depreciation of agricultural stocks;

e structural measures: the Court criticised errors in the entering of
commitments applicable to 2000-2006 programmes on the accounts;

e external aid: the Court’s audit revealed that legal commitments exceeded
the appropriations available, by 239 million euro and that old protocols
(including some which were concluded more than 20 years ago) should now
be wound up; and

® accounting principles and practices: the Court has repeatedly criticised the
Commission’s failure to remedy weaknesses in its accounting systems. While
the Commission has now begun to implement reforms, the Court pointed
out that these will not be fully implemented until 2005.

During its presentation of the Annual Report to the Council’s Budget Committee, in
response to an enquiry from the UK, the Court explained that it was working on
developing indicators, which could provide a better assessment of level of assurance and
would enable progress to be measured year-on-year. These indicators would be

developed from four main sources:

e appraisal of internal control systems eg Integrated Administrative and
Control System (IACS);

e evaluation of other audit results (Commission, Member States etc);
e examination of declarations (eg in Annual Activity Reports from DGs); and

e substantive tests on transactions.
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Council

Box 4.1: Accounting Reform

For a number of years, and particularly since the fall of the Santer Commission, the EU
institutions have been under pressure from the ECA and Member States to improve the
quality and reliability of the accounts. For eight years running the ECA has felt unable to give
a positive Statement of Assurance on the accounts, citing among other reasons, weaknesses
in the Commission’s accounting system, including low levels of awareness in the operational
DGs about record keeping and control.

The newly adopted Financial Regulation requires the General budget of the European
Communities to be produced on an accruals basis by 2005.To address this the Commission
has undertaken two related pieces of work:

® a modernisation of the accounting framework, introducing elements of accrual
accounting and improving financial statements so they give an accurate picture
of assets and liabilities, budget implementation, outturn and cash flow; and

e the implementation of a new integrated IT system for handling the accounts. The
Commission’s current financial management IT system — SINCOM2, will be replaced
with SAP Enterprise 4.7 which offers the possibility of accessing the system using a
web-based approach. The migration will begin during 2003 and be completed by
August 2004.

This is an ambitious project to a tight timetable, but when fully implemented should deliver
substantial improvements in the quality and reliability of the EU’s accounts.

4.7 The Council’s recommendation to the European Parliament on the terms of the

recommendation discharge to be granted to the Commission for implementation of the 2000 budget was
to the European discussed by ECOFIN on 7 March 2003. As in previous years, the Council recommended

Parliament

that the Parliament grant discharge, but its recommendation was accompanied by
detailed comments, which criticised financial management in some of the areas
discussed and called for improvements. The Council’s approach, as in the past, has been
to work constructively to bring about improvements reflecting an awareness that failings
lay not only with the Commission but also with all those who have a part in the
administration of the budget (i.e. including the Council, the Member States and the
European Parliament). The Council therefore makes a number of recommendations —
not just for the Commission, but also for itself, the Member States and for the Court
of Auditors.

4.8 The Council’s recommendations included:
e the Commission should examine Member States’ budget forecasts, identify
best practice and draw lessons in order to provide better support to Member

States;

e support for the Court’s commitment to develop measurable indicators to
allow progress in financial management to be measured from year to year;

e structural fund legislation should be implemented and interpreted in a
more consistent manner; and

e calls for payments for external aid measures should be spread more evenly
through the year.
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Box 4.2: Update on Commission Reform

Progress was made in 2002-03 on three major strands of the Commission Reforms:

e the first Annual Activity Reports were published — an important step in the cultural
change which requires the Commission to set objectives and evaluate achievement
against them;

o the new Financial Regulation came into force on | January 2003. This is one of the
major elements of the reforms which will improve accountability, by making
authorising officials responsible for their financial decisions. It also provides for
modernisation of the Commission’s accounting systems, the introduction of
objective-setting and evaluation into the budgeting process, and backs up all
budgetary rules with clear and prudent financial principles; and

e work began on the revision of the Staff Regulation. This will overhaul the complex
systems of pay and allowances for European Civil Servants, as well as revising career
structures and disciplinary codes, helping to reinforce the radical management
change agenda that is underway in the Commission and other institutions.

4.9 During the process of considering its discharge recommendation, the Council also
considered the Court of Auditors’ Special Reports 1/2002, 2/2002, 5/2002, 6/2002 and
712002 (NB - not all ECA special reports have financial implications). A full list of all the
Special Reports published in 2002 can be found in the Bibliography section of this
Statement.

4.10 The European Parliament’s Budgetary Control Committee will consider the
Council’s recommendations on discharge and make its own report consisting of many
detailed recommendations. The European Parliament voted in favour of giving
discharge on 8 April 2003.

4.11 The UK Government argued in 1995 in favour of a procedure for Member States
to make responses to the Court of Auditors on the observations about them in its
reports. This has become established procedure, and the Commission now requests
Member States to comment also on general issues in the report. A copy of the UK
response is always sent to both Houses of Parliament.

4.12  As usual, there were some specific criticisms of the UK in the Court of Auditors’
report on 2000. Remedial action has been implemented where necessary, but not all the
Court’s findings are accepted. Some examples are as follows:

4.13 Audit finding: in the United Kingdom, following reorganisation of customs offices,
one of the largest warehouses has had no routine physical controls for more than a year.

4.14 Response: because of departmental reorganisation, responsibility for the sector
including this particular warehouse had changed and the planned checks were not
completed. Nevertheless, checks were carried out at another warehouse belonging to the
same trader — and these gave a good indication that no serious problems would be
encountered — a fact that was confirmed when the delayed check was carried out.
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4.15 Audit finding: in Northern Ireland (during the outbreak of foot-and-mouth
disease), cross checks revealed that 103 farmers had claims for more sheep than were
culled and that 17 of them had no sheep on the farm when the cull took place.

4.16 Response: the UK authorities detected the erroneous nature of these claims before
payment was made. The claims were therefore rejected.

4.17 Audit finding: errors discovered in the audit of an Objective 2 programme in South
Wales included possible ineligible expenditure and expenditure without supporting
documents.

4.18 Response: the UK continues to correspond with the Court of Auditors on this case,
as it has not yet been established that these errors exist.

4.19 The National Audit Office produces an annual report to Parliament explaining
the findings in the Court of Auditors’ Annual Report and Statement of Assurance, and
considering other relevant financial management issues.

Box 4.3: Anti-Fraud Measures in the Accession and Candidate Countries

® OLAF has worked closely with the accession and candidate countries to help them
develop acceptable anti-fraud structures and organisations.

e Twinning arrangements have enabled accession and candidate countries to take
advantage of existing Member States’ experience in fighting fraud.

e The Contact Group for European Financial Control organisations meets annually
to enable Member States to share experience and knowledge of public internal
financial control and anti-fraud measures with the accession and candidate countries,
and to develop informal networks and contacts.

e The European Court of Auditors and OLAF have already begun to carry out audits
and investigations in the accession and candidate countries.

4.20 The European Anti-Fraud Office (known by its French acronym, OLAF) was set
up on 1 June 1999 to replace the Commission’s Unité de coordination de la lutte anti-
fraude (UCLAF). (Technical Annex IV describes OLAF)

4.21 OLAF compiles the Commission’s Annual Report on the Fight against Fraud.
The report covering the 2001 calendar year (the 13th annual report) was published on
6 August 2002. The report includes an analysis of irregularities reported by Member
States (See Glossary, which defines irregularity, and explains how it differs from fraud).
The following table compares the totals of cases and amounts involved between 2000
and 2001:

2000 2001

No of cases  Amounts No of cases = Amounts

(€ million) (€ million)

Traditional Own Resources 2,450 527 1,846 256
Agriculture 2,967 475 2,607 231
Structural Funds 1,217 114 1,194 201
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The table shows that the number of cases detected and the amounts involved fell
between 2000 and 2001 in all sectors except Structural Funds. Care must always be taken
in interpreting these figures — a sharp rise may simply reflect the inclusion of figures for
one or more long-running cases which have only just been resolved (for example, the
inclusion of figures in the own resources sector from just two cases — the New Zealand
butter case in the UK and an Italian butter fraud — caused the figures for 2000 to double).

The report includes a description of developments in anti-fraud policy, reports of certain
cases investigated by OLAF and an update on progress with the Commission’s Action
Plan for the protection of the financial interests of the Communities and the fight against
fraud, 2001-2003. The report also includes, for the second time, a summary of measures
taken by Member States as required by Article 280 of the Treaty.

4.22 The Director of OLAF published a report on OLAF’s third full year of existence,
covering the period to June 2002. The report gives details and statistics of OLAF’s work —
for example, as at 1 June 2000, OLAF was investigating a total of 2900 cases. 552 new
cases were considered during this reporting period — and of these, 174 had been closed
by the end of the period, 263 were still being investigated and 115 were still being
evaluated (i.e. assessing whether a case should be opened). The report gives a detailed
analysis of these cases — including the sector in which they fall, the type of investigation
and the source of information. A sample case study from each budget sector is also
included. During this period, OLAF’s Directorate of Intelligence, Operational Strategy
and Information Technology was set up. Its major functions will be:

e improving the accuracy of OLAF’s annual statistics on irregularity and fraud
affecting the Community budget drawing on information on irregularities
which Member States transmitted to the Commission;

® monitoring trade patterns in sensitive goods; and

e studying in depth the patterns of irregularity concerning the main areas
of the budget.

Most of the detailed analysis, which has since been published, has derived from the work
of this Directorate, and the Government believes this work is an important contribution
to the identification of the extent of fraud against the Community budget. OLAF has also
continued to update its IT systems — in particular AFIS (the anti-fraud information
system), which is the main method of providing communication of data between
Member States and OLAE

An Annex to the report gives further details on how OLAF carried out its investigations.

4.23 1In order to ensure OLAF’s independence, the Regulation, which set up the new
Anti-Fraud Office, also set up a Supervisory Committee, to monitor regularly its
investigative function. The Supervisory Committee comprises 5 independent Members,
is required to meet at least ten times a year, provides opinions on OLAF’s activities and is
required to make at least one report each year to the other institutions.



FINANCIAL MANAGEMENT AND ANTI-FRAUD ISSUES

Ratification of
the Convention
on the protection
of the European
Community’s
financial interests
(the “Fraud
Convention”)

European Public
Prosecutor
and Eurojust

4.24 On 18 June 2002 the Committee published its third report, covering the period
September 2001 to June 2002. This year the Committee has not formulated any new
proposals or recommendations, as it did in its first two reports, but has concentrated
on presenting an assessment of progress in achieving the objectives of the Regulation
(1073/99) and of OLAF’s status. On the basis of this stock-taking exercise, the Committee
feels that OLAF’s tasks must now be consolidated. Since the report was published,
the current Committee’s mandate has expired and negotiations on its renewal are
in progress.

4.25 The 1995 Fraud Convention specifies minimum rules, which Member States
should adopt through their criminal law to deal with fraud against the Community
Budget. It also requires all Member States to ensure that frauds are punishable with
imprisonment and are extraditable. The UK completed the formal process to ratify the
Fraud Convention and its three protocols on 11 October 1999. All other Member States
have now notified the Commission of the completion of the ratification process for the
Convention, and it entered into force on 17 October 2002.

4.26 Of the three Protocols to the Convention, only the second Protocol remains to be
ratified. This protocol sets out the requirement to make laundering the proceeds of fraud
against the EU’s finances a criminal offence. Five Member States (Germany, Finland,
Italy, Luxembourg and Italy) have yet to ratify this protocol.

4.27 The Commission outlined proposals for the establishment of a European Public
Prosecutor (EPP) at the Nice Inter-Governmental Conference of December 2000. The
proposal was for an EPP to have responsibility for prosecuting offences, deciding
whether to prosecute, bringing and closing prosecutions and executing sentences where
the offences concerned two or more Member States. However, a majority of Member
States opposed this proposal.

4.28 In the light of this the Commission launched a wider consultation on the issue,
and published a Green Paper, titled “Criminal Law protection of the financial interests of
the Community and the establishment of a European Public Prosecutor” in December
2001. Member States were asked to provide responses to the paper by 1 June 2002. The
Home Office after wide consultation with HM Treasury, other governmental
departments and a wide range of NGOs, responded for the UK.!

4.29 The Commission held a public hearing for interested parties later in September
2002. At the hearing there was very little support for the EPP from most Member States,
including the UK, but strong support from Community institutions, NGOs, candidate
countries and the Commission’s own network of anti-fraud practitioners. The
Commission has set out its proposals for the EPP to the JHA Working Group on the
Convention on the Future of Europe. They wish to see an EPP, for the protection of the
Communities’ budget, incorporated into the new Treaty. The government is opposed
to this.

I Notes of this public hearing are available on the European Commission’s website.
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4.30 The Government has argued that it is unnecessary to create a new EU body to
prosecute criminal offences against the EC budget. Member States can and should
do this themselves because they are responsible under Article 280 of the Treaty to treat
fraud against the EC budget as they would fraud against their own budget. Moreover
the Government has argued that the EPP would be expensive, would generate an extra
layer of bureaucracy and there was no evidence to suggest it would be effective at solving
the problem.

431 The Government believes that Eurojust? has the potential to make a significant
contribution to the fight against cross-border fraud and officials are examining ways in
which Eurojust’s role can be developed. The post of President of Eurojust, elected by
the other national members, is currently held by the UK National Member, Michael
Kennedy, a former Chief Crown Prosecutor. In addition to enforcing severe penalties for
convicted fraudsters, the Government has also been arguing in favour of enhancing the
EU’s fraud prevention strategy, encouraging greater mutual cooperation between
Member States, and better fraud proofing of regulations.

2 In December 2000, a Council decision established a provisional unit made up of a magistrate, prosecutor or police officer of equivalent

competence from each Member State to reinforce the fight against serious organised crime. On 28 February 2002, the Council decision for the

final Eurojust body was adopted. Full implementation of Eurojust took approximately 18 months from adoption of the Council decision.
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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 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,

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

The Budget distinguishes between appropriations for commitments and
appropriations for payments. Commitment appropriations are the total cost of legal
obligations, 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 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.

A financial mechanism which provides €200m of additional financing within one or
more EC budget categories, for expenditure which cannot be financed within the
Financial Perspective ceilings due to unforeseen circumstances. The decision to use the
Flexibility Instrument is taken jointly by the Council and European Parliament.

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:

e the abatement applies only in respect of spending within the Community.
Expenditure outside the Community (mainly aid), amounting to some 8 per
cent of total expenditure in 2003, is excluded;

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

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

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

The Commission is directly, and solely, responsible for determining the UK’s abatement.
It calculates the abatement on the basis of a forecast of 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) e.g. a genuine payment made after the closing
date for claims represents an irregularity, but import of goods under false papers is
definitely fraud.
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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 Own Resources Decision lays down four sources of Community revenue, or
‘Own Resources’:

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

e 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;

e 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
GNI; and

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

The first two Own Resources are known collectively as “Traditional Own Resources”

(TOR). The VAT and GNI-based contributions are often referred to as the ‘third’ and
‘fourth’ resources.
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The sterling figures for 1998-2002 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 2003 euro figures have been converted into sterling using the
sterling/euro exchange rate on 30 December 2002, when the rate was £1= €1.5385
(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.

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 Court of Auditors has always distinguished between substantive errors and formal
errors in its audit reports. A substantive error is a quantifiable error directly affecting the
amount of the transactions underlying the payments made from 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.

Technical Assistance to Commonwealth of Independent States (CIS). An EU regional
programme which provides financial assistance to promote the transition of the CIS
countries to a market economy and to reinforce democracy and the rule of law.

3 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
The annual average rate for 2002 is £1 = €1.5903
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The budgetary process relating to revenue has to respect the rules governing the size
and structure of own resources. It involves a chain of inter-related calculations.
These can be summarised as follows:

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

the initial process involves estimating the amounts due to be received 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 GNI. 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 GNI each Member State has to pay to the
Community Budget is then determined by the limits described above for
these Own Resources, so that when added to the amounts for the TOR the
total does not exceed the value of the Own Resources required to fund the
proposed Budget for the coming year, subject to ensuring that the value of
these Own Resources does not also exceed the Own Resources ceiling for the
year in question (e.g. 1.24% of Community GNI in 2003);

the sum, in euro, produced is entered into the Preliminary Draft Budget
(PDB) for the Community, in June usually, of the year preceding the
Budgetary year;

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

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
GNI-based Own Resources contributions will be paid in the budget year.
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;
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e 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 at the sterling/euro rate
described above (because Member States hand over only what they collect,
their TOR payments are not determined by the euro amounts in the Budget);

member states pay their contributions for a given Budget year in monthly
installments (VAT and GNI-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 GNI-based contributions are subsequently
adjusted in the light of a number of factors such as outturn figures for GNI.
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 were 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 GNI 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 to 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 later
adjustments in the amount of GNI statistics.
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TeECcHNICAL ANNEX I

e When converted at the average exchange rate for 2001 of £1 = €1.6082, the figures
in the European Commission break down as follows:

€ million £ million
UK gross contribution before abatement 15,086 9,381
UK abatement -7,343 -4,566
UK receipts -5,938 -3,692
UK net contribution 1,805 1,123

e The Government’s figure for the UK’s net contribution in 2001 is £1,396 million.

e There could 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:

e The UK figure includes only transactions between the Community Budget
and the UK public sector, whereas the European Commission’s figures
include private sector receipts. It is estimated that this accounts for around
£350 million of the difference in 2001;

e The late adoption of Supplementary & Amending Budget (S&AB) No. 4/2001
meant that associated changes were not implemented until January 2002.
The result of which leads to the Government’s figures for 2001 being £3
million lower; and

e The UK’s outturn figure is based on cashflow within a calendar year, whereas
European Commission 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 European Commission to the Budget for the previous year. Up to
£96 million of Structural Funds payments to the UK in 2001 may have been
in respect of the 2000 Budget and up to £12 million of Structural Funds
payments in 2002 may have been in respect of the 2001 Budget.

There may be other factors, which cause the two sets of figures to differ.
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The table below reconciles the two figures:

£ million
UK Government cashflow outturn for 2001 1,396
Private sector receipts -350
Loan Guarantee Fund payments:
2001 in respect of 2000 Budget -4
2002 in respect of 2001 Budget +4
Late implementation, in January 2002, of S&AB No. 4/2001 +3
Structural Fund receipts paid in 2001 which may have been
from the 2000 Budget +96
Structural Fund receipts paid in 2002 which may have been
from the 2001 Budget -12
UK cash flow figure adjusted to reflect main differences
compared to European Commission figure 1,133
European Commission figure for 2001 outturn 1,123
Net difference due to other factors (such as exchange rate) 10




The European
Court of
Auditors and
the Discharge
Process

TeECHNICAL ANNEX I

The European Court of Auditors (ECA) is the institution of the Community, which is
responsible for the external audit of the other Community institutions. In November
2002, the Court celebrated its 25th anniversary. Article 248 of the 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 (e.g. 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 Statement 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
Anti-Fraud
Office (OLAF)

TECHNICAL ANNEX IV

The European Anti-Fraud Office (OLAF) succeeded the Commission’s Task Force for
the Co-ordination of Fraud Prevention (UCLAF) on 1 June 1999. The Director of
OLAE Franz-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 350 staff (around twice that of its predecessor),
and although recruitment of the right staff has been a slow process, OLAF had 300 staff
on its books in March 2003.

OLAF is organized into three main Directorates:
e Policy, Legislation and Legal Affairs
e Investigations and Operations
e 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:

e Gathering and processing operational data

e Administrative investigations

e Co-ordination/ assistance for operational actions by Member States

e Monitoring information received and operational results.
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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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