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

1.2 This Statement is the twenty-sixth in the series. It describes the EC Budget for 
2006 as adopted by the European Parliament; and sets out details of the United 
Kingdom’s gross and net contributions to the EC Budget over the financial years 2000 to 
2005, together with an estimate for 2006. It also includes details of recent developments 
in EC financial management and the fight against fraud. 

1 INTRODUCTION
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2.1 The annual budget of the European Communities is established by the 
budgetary authority, which consists of the Council of Ministers and the European 
Parliament.

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

2.3 The Council has the final say on the amount and structure of compulsory 
expenditure, which is defined as expenditure necessarily resulting from the Treaty 
establishing the European Community or from Acts adopted in accordance with it. 
Compulsory expenditure amounts to 38% of the Budget, of which the Common 
Agricultural Policy (CAP) is the largest part. The European Parliament has the final say 
on all other, non-compulsory, expenditure (i.e. the remainder of the Budget). 

2.4 Since 1988 the annual budget has been set within a multi-annual expenditure 
framework known as the Financial Perspective. The current Financial Perspective sets 
out annual expenditure ceilings for eight broad categories,1 which the budgetary 
authority must respect when it determines the Budget. The expenditure ceilings are set 
in terms of maximum commitments, i.e. legal expenditure obligations entered into 
during the year, which will lead to payments either that year or in future years. 

2.5 The Financial Perspective covering Budget year 2006 results from decisions 
made at the March 1999 European Council. These cover EU expenditure from 2000–
2006, amended at the December 2002 European Council to take account of the 
accession of ten Member States in May 2004. The Financial Perspective is set out in an 
Inter-Institutional Agreement (IIA) between the Commission, the Council and the 
European Parliament.  

2.6 The European Council reached partial agreement on the next Financial 
Perspective on 17 December 2005. This was subsequently confirmed in April 2006 by 
the conclusion of the Inter-Institutional Agreement (IIA) on budgetary discipline and 
improvement of the budget procedure, agreed by the Council, Commission and the 
European Parliament. This confirmed the size, composition and funding of the EC 
budget for the period 2007-13. The table below shows the breakdown by policy heading, 
following agreement of the IIA, which resulted in a budget of  €864.32 billion (£586.2 
billion) in 2004 prices, equivalent to 1.0475%of EU Gross National Income over the 
period. 

1 Agriculture; structural operations; internal policies; external actions; administrative expenditure; reserves; pre-accession 
strategy; and compensations.

2 An explanation of the exchange rates used throughout this Statement can be found in the glossary, on Page 32. 

2 THE 2006 BUDGET
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2.7  The December 2005 European Council also agreed the following policy 
measures:

to increase expenditure on research and development by at least 75% 
between 2006 and 2013; 

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

to respect the October 2002 ceilings for expenditure on CAP pillar one 
(market support and direct payments); 

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

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

that 90% of the external actions budget should be official development 
assistance, and the European Development Fund should remain outside the 
EC budget. 

2.8 On the revenue side, the European Council agreed that: 

the rate at which VAT payments are made is fixed at 0.3% of each Member 
State’s GNI except for the following countries for the period 2007-2013:  
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for the period 2007-2013, Netherlands and Sweden would have their annual 
GNI contributions reduced by €605 million (£414.6 million) and €150 million 
(£102.7 million) respectively;  

the UK abatement would remain; and  

by 2013, the UK abatement would be calculated on all allocated expenditure 
in the EU153 and all CAP direct payments, market support and EAGGF 
guarantee expenditure in the EU124.  Other expenditure in the EU12 would 
be progressively excluded from the abatement calculation according to the 
following schedule: 

2.9 During the period 2007-2013, the additional contribution from the UK would 
not be higher than €10.5 billion (£7.1 billion) by comparison with the application of the 
current Own Resources Decision (ORD).  This amount is subject to adjustment in the 
case of future enlargement. 

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

2.11 This is the first agreement of a Financial Perspective for a European Union of 25 
Member States.  It represents a good deal for the European Union and for the UK not 
least in its continuing commitment to the principle of the UK rebate:   

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

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

3 EU15: Member States as at 30 April 2004. 
4 EU12: Member States that joined on 1 May 2004, plus Romania and Bulgaria. 
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the UK abatement remains in full on all expenditure in the EU15, and on 
CAP market expenditure everywhere in the Union. Expenditure on 
economic development in the new Member States will gradually be 
disapplied from the abatement calculation, from 2009, but the abatement 
will still be worth more in the next financial perspective than between 2000 
and 2006; 

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

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

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

2.12 The European Parliament has now approved the expenditure side of the 
Financial Perspective, with some modifications, through the new Inter-Institutional 
Agreement (IIA). Negotiations between Parliament, Council and Commission were 
concluded in the April 2006, under the Austrian Presidency. The IIA made the following 
changes to the agreement  reached in December 2005: 

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

removal of  the Emergency Aid Reserve and certain pensions elements from 
the budget, worth  €2 billion (£1.37 billion) in total, creating additional 
headroom within the budget for programme spending; 

recognising the need for budget discipline, the Flexibility Instrument 
remains set at €200 million (£137 million) per annum over the 2007-13 
period; and 

introducing measures aimed at increasing budget discipline, such as the 
certification of national accounts by Member States. 

2.13 The revenue side will be taken forward through a new ORD, which must be 
agreed by unanimity in the ECOFIN Council. This is likely to be concluded in the 
second half of 2006, under the Finnish Presidency. The ORD then has to be ratified in all 
Member States. In the UK this will involve primary legislation, amending the 1972 
Communities Act. Ratification should be completed by the beginning of  January 2009, 
with the changes having retrospective effect from 1 January 2007. 
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2.15 The arrangements for financing the EC Budget are set out in the Communities’ 
ORD. The current ORD was agreed in September 2000 and took effect (retrospectively) 
from 1 January 2002.  The current ORD entered into UK law by virtue of the European 
Communities (Finance) Act 2001, which received Royal Assent on 4 December 2001. 
The ORD sets an Own Resources ceiling on the amount the Communities can raise from 
Member States in any one year. This ceiling is currently fixed at 1.24% of EU GNI for 
payments and 1.31% for commitments. As the Communities are not allowed to save or 
borrow, revenue must equal expenditure. Budget payments are therefore limited by the 
amount of Own Resources that can be called up from Member States. 

2.16 The 2006 Budget was negotiated under the UK Presidency of the EU. Table 2.1 
sets out the amounts established at each stage of the budgetary procedure, which ran 
from May to December 2005, and relates these to the Financial Perspective ceilings. 
Tables 1 and 1A (page 41) provide figures for previous years’ adopted Budgets. 

2.17 The adopted 2006 Budget provides for commitment appropriations of €121.2 
billion (1.09% of EU GNI) or £83.1 billion, an increase of 4.5% compared to 2005; and 
payment appropriations of €112.0 billion (1.01% of EU GNI) or £76.7 billion, an increase 
of 5.9 per cent over 2005. The commitment and payment appropriations are within the 
limits provided under the Financial Perspective and the ORD. The payment 
appropriations for each of the eight categories of the Budget are shown in Chart 2.1. 

The Own 
Resources

Decision

The 2006 
Budget
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2.18 The key changes in the 2006 Budget compared with previous years are as 
follows:

Heading 1: Agriculture – this includes under the Common Agricultural 
Policy (CAP) spending and rural development. Commitments were set at 
€51.1 billion (£35 billion), an increase of 4.1% compared to 2005, while 
payments rose by 5.2% to €51.0 billion (£35 billion). For Sub-heading 1a 
(traditional CAP expenditure), there is an unspent margin of €1.6 billion (£1 
billion), under the Financial Perspective ceiling, while appropriations for 
Sub-heading 1b (rural development and accompanying measures) were 
budgeted up to the ceiling of €7.8 billion (£5.3 billion). 2006 is the first 
budget to take account of modulation in Heading 1, which involves the 
transfer of €655 million (£448 million) from Sub-heading 1a to 1b. 

Heading 2: Structural Operations – this is aimed at developing poorer EU 
regions and member states, for instance via the European Regional 
Development Fund and the European Social Fund. Commitments increased 
by 5.0% to €44.6 billion (£30.5 billion), while payment appropriations 
increased by 10.0% to €35.6 billion (£24.3 billion). The increase to payments 
is largely due to increases in the expected implementation rates in 2005 
compared to 2004 especially in the new Member States. The increase to 
commitments is in line with existing agreements, and includes €60 million 
(£41 million) for the extension of the PEACE II programme in Northern 
Ireland.

Heading 3: Internal Policies – this includes actions to develop EU-wide 
priorities such as education, trans-European networks and research & 
development. Commitments were set at €9.4 billion (£6.4 billion), a 2.4% 
increase compared to 2005, while payments rose by 10.9% to €8.9 billion (£6 
billion),. A margin of €12 million (8.2 million) was established under the 
Financial Perspective ceiling. Around 55% of the total spending 
commitments under this heading were allocated to Research and 
Development.  

Heading 4: External Actions – this contributes to the EU’s foreign policy and 
international development providing assistance to non-EU partners (apart 
from Africa, the Caribbean, and Pacific countries which are funded from the 
off budget European Development Fund). Payments were set at €5.4 billion 
(£3.7 billion), a decrease of 2% compared to 2005, while commitments 
increased by 5.9% to €5.5 billion (£3.7 billion). Appropriations for 
commitments exceeded the Financial Perspective ceiling by €275 million 
(£188 million). This sum was financed by deployment of the budget 
flexibility instrument: €100 million (£68.5 million) towards Iraq 
reconstruction; €95 million (£65 million) towards Tsunami reconstruction; 
€40 million to help address the consequences of sugar reform in sugar 
protocol countries; and €40 million (£27 million) towards the Common 
Foreign and Security Policy. 

Heading 5: Administration – this part finances the EU institutions and 
agencies, including salaries and infrastructure costs. Commitments and 
payments totalled €6.7 billion (£4.6 billion), an increase of 5.8% over 2005. 
This included funding for 800 new posts, most of which are enlargement-
related. An unspent margin of €51.6 million (£35 million) under the ceiling. 
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Heading 6: Reserves – this covers emergency aid and the provision of 
financial guarantees for external lending. Commitments and payments 
increased by 2.7%. Appropriations were budgeted up to the ceiling for both 
commitments and payments of €458 million (£314 million), and split equally 
between the two instruments. 

Heading 7: Pre-Accession Strategy – EU candidate countries receive funds 
from this Heading to help prepare them for membership. Commitments 
were set at €2.5 billion, (£1.7 billion) an increase of 19.2% compared to 2005, 
while payment appropriations decreased by 12.0% to €2.9 billion (£1.9 
billion). The increase in commitments is in line with agreed pre-accession 
strategies for Romania, Bulgaria, Croatia and Turkey (the latter accounts for 
half of the overall increase), while the decrease in payments was a 
consequence of the phasing out of outstanding payments to the new 
Member States from the 2004 enlargement. There is a margin of €1.1 billion 
(£0.7 billion) under the ceiling. 

Heading 8: Compensations – this is a temporary measure designed to 
ensure that new Member States should not become net contributors at the 
start of their membership. Expenditure decreases by 17.7% in 2006 in terms 
of both commitments and payments (from €1.3 billion to €1.1 billion), in 
line with the 2002 Copenhagen agreements. 

Chart 2.1: 2006 EC Budget – Payment Appropriations
by Budget Category 
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2.19 A number of replacement multi-annual programmes came into effect, following 
the passage of relevant legislation and EU Regulations. These included: 

Culture 2000: a programme supporting cultural cooperation projects in all 
artistic and cultural fields, extended to run throughout 2005-2006 with a 
budget of €70 million (£47 million); 

Civil Protection: a programme intended to prevent and prepare for natural 
and man-made disasters, extended to run throughout 2005-2006 with a 
budget of €4 million (£2.7 million); 

European Refugee Fund: a programme for helping Member States receive 
asylum seekers, refugees and displaced persons, extended to run throughout 
2005-2010 with a budget of €114 million (£78.1 million) for 2005 and 2006;  

LIFE: a programme for environmental protection, provides financial support 
for projects that contribute to the development, updating and 
implementation of Community environmental policy, extended to run 
throughout 2005-2006 with a budget of €317 million (£217 million); 

MEDIA +: a programme for the development, distribution and promotion of 
European audiovisual works, extended to run throughout 2006 with a 
budget of €104 million (£71 million) which also reflects the impact of 
enlargement in previous years; and 

Media training: a training programme for professionals in the European 
audiovisual programme industry, extended to run throughout 2006 with a 
budget of €7 million (£4.7 million), which also reflects the impact of 
enlargement in previous years. 

2.20 Activity Based Budgeting (ABB) was introduced in 2002. It is intended to 
improve decision making by ensuring budget allocations more closely reflect pre-
defined political priorities and objectives. Similar to Public Service Agreements in the 
UK, ABB requires the EC Budget to be based on a clear justification for intervention and 
an evaluation of past performance. It also requires SMART (Specific, Measurable, 
Achievable, Relevant and Time-bound) objectives and future performance targets that 
focus on delivering value for money for the EU taxpayer. 

2.21  The ABB approach was reinforced during the 2006 Budget negotiations, and is 
gradually becoming embedded as a planning tool. The UK will continue to work closely 
with the Commission and other Member States to improve further the implementation 
of ABB in preparation for the 2007 Budget. 

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

New Regulations 
in 2004

Activity Based 
Budgeting

Community
Revenue
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2.23 Chart 2.2 shows a breakdown of how the 2006 Budget will be financed. Tables 2 
and 2a (page 42 to page 45) show the gross contributions by Member State, after taking 
account of the UK abatement, between 2000 and 2006. The key points to note in terms 
of the UK’s contribution are: 

TOR in 2006 is estimated to be around €14.2 billion (£8.8 billion), with the 
UK’s share estimated at 17.9%. In 2005, revenue from this source was 
estimated to be €13.9 billion (£9.5 billion), of which the UK’s share was 
18.0%; 

VAT-based contributions in the 2006 EC Budget are shown as €15.9 billion 
(£10.9 billion), with the UK’s share some 18.6%. In 2005, total VAT 
contributions were estimated to be €15.6 billion (£10.6 billion), of which the 
UK’s share was 18.0%; 

GNI-based contributions in the 2006 EC Budget, including potential 
contributions to Community Reserves, is shown as €80.6 billion (£55.2 
billion), of which the UK’s share is 17.2%. In 2005, GNI-based contributions 
were estimated to be €68.9 billion (£47.1 billion) with a UK share of 16.7%; 
and

the estimated value of the UK’s abatement in 2006 is €5.7.billion (£3.9 
billion), compared with a total abatement in the 2005 EC Budget of €5.1 
billion (£3.5 billion). A detailed explanation of how the UK abatement is 
calculated, and how it operates, is in the glossary. 

2.24 Chart 2.3 shows each Member State’s share of financing the 2006 EC Budget, 
after taking account of the UK abatement. 

Chart 2.2: 2006 EC Budget Revenue
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Chart 2.3: 2006 EC Budget Revenue: Percentage Shares 
by Member State after abatement 
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3.1 Chart 3.1 shows the developments in Community spending commitments over 
2000-2006. The two most significant trends are the increase in structural operations 
expenditure, which has been over one-third of the Budget since 1996; and increased 
spending on internal policies and external actions, which reflects the growing focus on 
policy areas such as freedom, security & justice, research & development, transport and 
energy, and international assistance. Certain repayments to Member States5 have been 
discontinued. Additionally, two new Budget categories were created: pre-accession aid, 
agreed at the 1999 Berlin Council, to help candidate countries prepare for enlargement; 
and temporary compensations, agreed at the Copenhagen Council in 2002, to help to 
ensure that the ten accession countries were left no worse off financially in the first 
three years of joining the EU than they would have been as Candidate Countries 
receiving pre-accession aid. Under the new Financial Perspective agreement for 2007-
13, Pre-Accession Strategy (Heading 7) is incorporated into Heading 4 (External 
Actions), and Heading 8 (Compensations) is discontinued.  

5Spain and Portugal in the early years of membership, or in connection with the depreciation of agricultural stocks. 

3 DEVELOPMENTS IN COMMUNITY

FINANCES

Expenditure

Chart 3.1: Developments in Community Spending 
(commitments) 2000-2006 (€ billion)
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3.2 Further details on spending in recent years are given in Tables 1 and 1a (page 
35). These illustrate commitments and payments for the years 2000-2006. They also 
show the main spending programmes broken down by Financial Perspective category.  

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

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

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

Reform of the 
Common

Agricultural 
Policy (CAP)

Chart 3.2: Profile of UK Gross and Net Contributions  
(€ billion)
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3.6 Chart 3.2 shows how volatile the UK’s net contribution is from year to year. This 
is because of variations in payments made due to the nature of the ORD; variations in 
public sector receipts; and, as a result, fluctuations in the UK abatement. For further 
details, refer to Technical Annex 1 on (page 35) and glossary on (page 29). Table 3.1 
shows the UK’s gross contributions before abatement, public sector receipts, and net 
contributions to the EC Budget for calendar years 2000-2006. The figures for 2006 are 
estimates; those for earlier years are outturn. Table 3 (page 46) gives a more detailed 
breakdown.

3.7 UK public sector receipts in 2006, mainly from the European Agricultural 
Guidance and Guarantee Fund (EAGGF) and the Social and Regional Development 
Funds, are expected to be around £5.2 billion. The majority of these receipts will either 
be paid to or used in its support of the private sector, but are channelled through 
government departments. 

3.8 The Community makes some payments direct to the private sector, which do 
not appear in public sector accounts. These are therefore not included in Tables 3 (Page 
46), 3.1, 3.2 or 3.3. In 2006, these receipts are expected to be around £575 million. 

3.9 The UK’s 2006 net contribution is forecast at  £4.3 billion; outturn in 2005 was 
£3.6 billion.  The 2005 outturn figure reflects changes resulting from Amending Budgets 
during the course of the year where as the 2006 figure reflects only the 2006 Adopted 
Budget.  Amending Budgets in 2005 included the return of the surplus from the 2004 EC 
Budget, which served to reduce Member States contributions to the 2005 EC Budget.  
Any surplus from the 2005 EC Budget will reduce Member States contributions in 2006 
and will impact on the UK's 2006 net contribution forecast.  This will be returned by an 
Amending Budget later this year. 

3.10 Chart 3.3 shows how the UK’s net position compares with those of the other 
Member States in 2003 and 2004. In 2004, the UK was one of nine net contributors to 
the EC Budget. Germany was the highest net contributor, paying almost twice as much 
as any other Member State. The UK, Netherlands, Italy, France, and Sweden were the 
other significant net contributors.

The UK’s Net 
Contribution
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3.11 The Community financial year runs from 1 January to 31 December, whereas 
the UK’s runs from 6 April to 5 April.  

3.12 Table 3.2 gives a breakdown of the UK’s transactions with the European 
Communities on a financial year basis between 2000-01 and 2005-2006 (estimated 
outturn). This Table also includes future plans for the period 2006-2007 and 2007-2008. 
Table 3.3 provides a breakdown of UK receipts from the EC Budget over the same 
period. 

Chart 3.3: Net Receipts/Contributions of Member 
States in 2003 and 2004 (€ million) 

Financial Year
Transactions
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3.13 Net payments to EC institutions in 2005-2006 are estimated to be £0.8 billion 
higher than they were in the Pre-Budget Report in November 2005. This is largely due to 
receipts that were forecast for 2006-07 having come through earlier.  
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3.14 The latest estimate also takes into account a change in the pattern of the UK’s 
VAT-based and GNI-based contributions, together with the UK abatement, in the first 
quarter of 2006. Payments to the EC Budget are scheduled on a monthly basis, but the 
Commission can ask Member States for earlier payments to take account of the high 
CAP payments, which take place in the first months of the year. At the time of the 
November 2005 pre-Budget Report no draw forward was estimated.  A draw-forward of 
(1.1/12ths) was subsequently requested, which meant that a total of (4.1/12ths) was 
paid in the first quarter of 2006. As a result, payments for the rest of 2006, which will all 
fall into the 2006-2007 financial year estimate, will be lower. 

3.15 The forecast net contribution for 2006-2007 is £1.4 billion lower than at the time 
of the 2005 pre-Budget Report. This is because some CAP receipts previously estimated 
for 2007-2008 are now expected in 2006-2007. The forecast for 2007-2008 is £0.3 billion 
higher. This reflects the first full financial year impact of the new Financial Perspective, 
and a lower abatement figure for 2006-07 that stems from the increase in receipts now 
expected in 2006-07.   

3.16 In accordance with a commitment to the PAC, Technical Annex II explains the 
main differences between the Government’s figures and those which can be derived 
from the European Commission report on the allocation of 2004 operating expenditure.  

Measuring Net 
Contributions
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4.1 The European Commission adopted on 15 June 2005 its Communication on a 
‘Roadmap to an Integrated Internal Control Framework’. The initiative builds on the 
European Court of Auditors’ (ECA’s) Opinion 2/2004 on the ‘single audit’ model. This 
included a proposal for a ‘chain-based’ model of a Community internal control 
framework that would apply to all levels of administration in the Institutions and the 
Member States. The framework would be based on common principles and standards 
and would enable the ECA to place reliance on well-developed and implemented 
financial control systems. See Box 4.1 (page 22). 

4.2 The Annual Report and Statement of Assurance from the Court of Auditors on 
the 2004 Budget was published on 15 November 2005. As usual, the report covered the 
main areas of the Budget – own resources, agriculture, structural funds, internal 
policies, external and pre-accession strategy, administrative expenditure, and financial 
instruments and banking activities. The report also included a separate Statement of 
Assurance on the European Development Funds (EDFs), which are separate from the 
general Budget. 

4.3 Technical Annex III gives details of the ECA and its requirement to publish an 
annual report on the Commission’s implementation of the general Budget, as part of 
the discharge process. 

4.4 The Court acknowledged changes to the EU in 2004 in respect of the accession 
of ten new Member States on 1 May 2004; further reform of the Commission’s financial 
management; and application for the first time of the Activity Based Budgeting (ABB) 
format. ABB has led to changes in the presentation of financial information, by ABB 
policy area.  

4.5 The Court acknowledged the Commission’s continued efforts to prepare for the 
introduction of full accruals-based accounting – representing a fundamental reform in 
the way that the accounts are kept and in the financial information that would be 
presented for the 2005 financial year. The Court’s audit work indicated that further 
efforts were needed if the Commission was to provide accurate accounting information 
for the 2005-year end.  

4.6 The Court noted the improvements that had been made since the reform 
process was initiated in 2000, particularly in the controls exercised by the Commission. 
However, the Court noted that significant effort was still required in areas where 
management was shared with Member States. It was felt to be of critical importance 
that the Commission work with Member States to identify weakness in the design and 
operation of schemes, and introduce appropriate remedial action. 

4.7 The ECA audit of the EC accounts shows, as usual, that they faithfully reflect the 
revenue and the expenditure of the Communities for the year, and their financial 
position. As in previous years, the ECA has given a positive opinion on the reliability of 
the accounts, and on the legality and regularity of revenue, commitments, pre-
accession aid and administrative payments.   

4 FINANCIAL MANAGEMENT AND ANTI-FRAUD

ISSUES

European Court 
of Auditors’ 

annual report 
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Assurance (DAS)



4  FINANC IAL  MANAGEMENT AND ANT I -FRAUD ISSUES

20 European Community Finances 

4.8  The ECA was unable to give a positive Statement of Assurance concerning the 
reliability of the accounts and the legality and regularity of the other payments for the 
eleventh year running, because of the level of errors identified in various payment 
transactions. However around 35% of the 2004 Budget expenditure has, been cleared 
compared with only around 6% in 2003 (see Technical Annex III).  

4.9 The Court again gave an assessment for each Budget sector in the context of the 
Statement of Assurance: 

Own resources (revenue): the Commission’s review of Member States’ 
supervisory and control systems were soundly based and the 
documentation was in good order. The recording of own resources was 
generally satisfactory. The reliability of the accounts and legality and 
regularity of underlying transactions in the accounts continued to be 
unreliable in some Member States. Data supplied by Member States on GNI 
and VAT resources had been correctly calculated, collected and entered in 
the accounts. But the Court made recommendations on improving the 
quality of supervisory and control systems. The audit of the GNI own 
resources identified weaknesses that could impact on the quality of the data 
on the basis of which Member States’ GNI contributions are established, and 
the Court made a number of recommendations to the Commission; 

CAP: expenditure as a whole, drawing on all available sources of evidence, 
was still affected by significant errors. However, the Integrated 
Administration and Control System was an effective tool, when properly 
applied, in limiting the risk of irregular expenditure in CAP for the first time 
to an acceptable level. The Court made a number of recommendations on 
how supervisory systems and controls could be improved; 

Structural measures: weaknesses were found in management and control 
systems in all programmes in the Court’s sample, as well as numerous errors 
of legality and regularity. Delays and weakness were found in closing 1994-
1999 programmes. Improvements were made in annual activity reports and 
declarations, although further efforts were required. The Court was generally 
satisfied with progress, but noted that there were sometimes delays in action 
to be taken on previous Court observations; 

Internal policies: minimum baseline level requirements were complied 
with; but further improvements were needed, particularly in respect of risk 
management, management information, internal audit capability and 
reporting exceptions. Annual Activity reports in 2004 improved in structure, 
presentation, and content compared to 2003; 

External actions: further improvements were made to the Commission’s 
supervisory and control systems, in line with some of the Court’s 
recommendations in the 2003 Annual Report. But the effects have not as yet 
been completely felt at the implementing organisation level; improvements 
were needed at both Commission HQ and in Delegations; 

Pre-accession strategy: for the first time since 2002, the Court gave a 
positive assurance on pre-accession expenditure. The supervisory and 
control systems had improved and provided a reasonable level of assurance 
on the legality and regularity of underlying transactions, apart from the 
parallel co-financing requirements; 
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Administrative expenditure: improvements had been made in the 
supervisory and control systems in all institutions, as required by the revised 
(2002) Financial Regulation. However, risks identified in 2003 linked to the 
implementation of the Financial Regulation and the new staff regulation, 
and computerised systems for calculating salaries and pensions, had not 
been adequately addressed by the supervisory and control systems in 2004; 
and

Commission’s Internal Control system: the Commission made progress in 
reforming its internal control system, with a positive impact on the legality 
and regularity of the Commission’s internal management of expenditure. 
Further effort was still required in terms of operational effectiveness.    
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Box 4.1: DAS reform -  “roadmap to an integrated 
internal control framework” 

The Commission published a “roadmap to an integrated internal control system” in June 2005. This 
was based on the framework proposed by the ECA, and responded to calls from Council and the 
ECA made in relation to the 2003 budget report. The “roadmap” set out a chain of control 
procedures and proposed action for the Commission, Member States and for the ECA, for 
example:

for the Commission, to produce a gap analysis by budget sector of the gaps which exist 
between the existing control framework and that proposed by the ECA; and to improve 
the Commission’s annual activity reports so that for 2006 they contain a clear basis for an 
annual declaration of assurance; 

for Member States, to provide annual ex ante disclosure statements and ex post
declarations of assurance, signed at the highest Member State level, audited by their 
Supreme Audit Institutions (e.g. National Audit Office) and supported by similar 
declarations from each paying authority and managing authority; and 

for the ECA, to continue to work on the DAS methodology, to be able to measure 
progress better and point out more precisely where improvements are needed. 

Following discussion by a Panel of Experts in September 2005, co-chaired by the UK Presidency 
and the Commission, ECOFIN (Economic and Financial Affairs Council) agreed detailed 
conclusions in November.  These included, for the first time, a political commitment to achieve a 
positive Statement of Assurance.

The conclusions also included many important action points, for example: 

the Commission, working with the Member States, is to provide an assessment of the 
present controls at sector and regional level and the value of existing statements and 
declarations. This will allow a realistic evaluation of how the information provided can be 
made more effective and useful; 

the ECA is invited to report on how the integrated internal control framework would 
affect its audit approach, taking account of current International Auditing Standards. This 
will help drive further the changes the Court has already introduced into its methodology 
and bring it closer into line with the methods used by National Audit Offices; and 

the Council and European Parliament should determine appropriate levels of risk for each 
policy area. At present the ECA audits against a materiality level of 2% for the whole 
budget, but acknowledges that the tolerable risk of error may vary. 

The Commission’s Action Plan will be discussed at the 5 May ECOFIN meeting, due to be 
presented by Commissioner Kallas. The UK will continue to work with the Presidency, 
Commission and Parliament to implement a more effective integrated internal control framework. 
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4.10 The Council’s recommendation to the European Parliament on the terms of the 
discharge to be granted to the Commission for implementation of the 2004 Budget was 
discussed by ECOFIN on 14 March 2006. As in previous years, the Council 
recommended that the Parliament grant discharge. However, its recommendation was 
accompanied by detailed comments that criticised financial management in some 
areas and called for improvements. The Council was disappointed that the Court 
remained unable to give a positive Statement of Assurance in relation to most of the 
expenditure. The Council’s approach, as in the past, has been to work constructively to 
bring about improvements reflecting an awareness that failings and hence 
responsibility for action rest with all parties (i.e. the Commission, the Council, the 
Member States and the European Parliament). The Council had a number of 
recommendations for the Commission, for itself, for the Member States and for the 
ECA.

4.11  The Council’s recommendations included that:  

the Commission should improve the use and presentation of indicators, so 
that there is a better comparability of year on year developments; 

the ECA should improve the clarity of the DAS; 

Certifying Bodies’ reports on agriculture should cover the legality and 
regularity of expenditure; and 

the Commission should assess the implementation of the current 
regulations in the Structural Funds, including sample checks, the role of 
paying authorities and the activities of winding-up bodies. 

4.12 The ECA’s Annual Report is complemented by a number of ‘Special Reports’ 
each year on selected Budget sectors or issues. These reports examine the impact and 
effectiveness of policies, and whether they give value for money. The appropriate 
Council working group considers the reports. And the Commission is required to 
produce a written response, which is normally published with the Special Report. 
During the discharge process, the Council may also consider these Special Reports. A 
full list of Special Reports published in 2005 is in the Bibliography section on (page 49).  

4.13 The European Parliament’s Budgetary Control Committee considered the 
Council’s recommendations on discharge and issued its own resolution, including a 
number of detailed recommendations. The European Parliament is due to vote on 
discharge before the end of April 2006. 

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

4.15 The ECA 2004 report included some specific criticisms of the UK. Remedial 
action has been implemented where necessary, but not all the Court’s findings were 
accepted. Some examples are as follows: 
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Own Resources 

Audit finding: the Court’s audit and the Commission’s inspections found systematic 
problems with B accounts, such as delays in making entries, erroneous entries, 
omissions, and incorrect cancellations, in nine Member States (including the UK). 

Response: the B Accounts have been centralised and significant progress has been made 
with the transfer of cases from regional offices. The central site will monitor the 
progress of cases referred to the central Debt Management Unit. A new form has been 
introduced to support cancellations. Procedures for write-offs will be reviewed to 
ensure that they are justified in terms of own resources and that accounting action is 
correct and timely. Systematic checks will be introduced on the aggregation and 
production of the B statements. The new measures will produce improvements in the 
accuracy and completeness of the B Accounts. 

Agriculture 

Audit finding: the Commission approved the accounts of 86 of the 91 paying agencies, 
and postponed its clearance of the accounts of five paying agencies because of 
imprecise or insufficient work by the certifying bodies concerned. Financial corrections 
were being made to a further four paying agencies, two of which were in the UK. 

Response: the Commission findings are in line with UK expectations, and related to 
under-declared interest in the Forestry Commission and unidentified corrections for 
the Scottish Executive Environment and Rural Affairs Department. These observations 
relate to findings made by the UK Certifying Body during the 2004 Certification of 
Accounts.

Structural Funds 

Audit finding: weakness found in the management and control systems had given rise 
to an increased risk on the legality and regularity of underlying expenditure. Problems 
found were wide ranging and included instances of the declaration of ineligible items of 
expenditure; declaring expenditure twice and inadequate supporting documentation 
held at projects.   

Response:  A new directive on procurement came into effect in January 2006 and will 
form part of the UK guidance to Government Offices and grant applicants. The UK has 
also reviewed and issued a guidance note on the method to be used for the calculation 
of overhead expenditure to projects.  

4.16 The National Audit Office published its annual report on the ‘Financial 
Management in the European Union on the 29th March 2006. The report explains the 
findings in the ECA Annual Report and Statement of Assurance and considers other 
relevant financial management issues.  
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4.17 The European Anti-Fraud Office (OLAF)6 compiles the Commission’s Annual 
Report on the Fight against Fraud. The report covering the 2004 calendar year was 
released on 19 July 2005. It included an analysis of irregularities reported by Member 
States7.

4.18 This year’s report details fraud and irregularities detected during 2004. The 
report includes a summary of Member States’ activities in the fight against fraud and 
the protection of the Communities’ financial interests and national measures, as 
required under Article 280 of the Treaty. This information is presented in parallel in 
each area, unlike previous years when the information was treated separately in two 
different parts. The aim of this new presentation is to give a fuller overview of an area 
where the Community and national powers complement each other.  

4.19 Two supplementary reports accompany the report: Statistical Evaluation of 
Irregularities and Implementation of Article 280 of the Treaty by the Member States in 
2004. The report examines action taken by the national authorities and the Commission 
to prevent and fight against economic and financial crime. The following table 
compares the totals of cases, and amounts involved, between 2003 and 2004:  

4.20 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. The number of cases of fraud and irregularities communicated in 2004 
was higher in all sectors compared to 2003. However, the amounts involved decreased 
in Agriculture and Traditional Own Resources. 

4.21 The number of cases of fraud and irregularities reported for Traditional Own 
Resources increased by 2.9% compared to 2003. The amounts affected have fallen since 
2002 and represented 1.5% of own resources collected in 2004. The products most 
affected by the irregularities were cigarettes, televisions and sugar. 

4.22 In agriculture the number of cases of irregularities detected by Member States 
increased slightly compared with 2003. However the financial impact decreased, and 
represented around 0.19% of the agriculture budget. This represents a huge 
improvement compared to the preceding years’ figures. The Commission estimates that 
11% of total irregularities reported, or 0.0.2% of total agriculture payments, represented 
cases of suspected fraud. 

6 An explanation of OLAF can be found in Technical Annex IV 
7 A definition of irregularities and fraud can be found in the glossary. 
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4.23 In Structural Funds, both the number of irregularities notified and their 
financial impact increased compared with 2003. The financial impact represents 2% of 
the structural and cohesion fund appropriations. The Commission’s estimates reveal 
that 20% of the irregularities notified, or 0.4% of total structural fund payments, can be 
classified as fraud. The most affected areas appeared to be in the European Social Fund.  

4.24 The report gives a summary and overview of the measures taken and the results 
achieved by the 25 Member States. The report sets out the major developments in 2004; 
results of the fight against fraud; statistical analyses and new measures taken by the 
Commission and the Member States; co-operation in agriculture and customs matters; 
and recovery of amounts unduly paid by the Communities as the result of an error, 
fraud or other irregularity, and the collection of own resources. 

4.25 The report makes reference to the accession of the ten new Member States, and 
their achievements in preparation to taking on full financial responsibility for the 
correct implementation of EU funds.  

4.26 The Commission intends to be more transparent and informative about the 
types of frauds and other irregularities that threaten the Community’s financial 
interests, the consequences that may occur and the measures taken to avoid them. The 
emphasis is on the Commission and Member States working together for the benefit of 
the Community and country involved, to be transparent and to fight against fraud.  

4.27 The Director of the European Anti-Fraud Office (OLAF) is required to make 
regular reports to the European Parliament, the Council, the Commission and the Court 
of Auditors.   

4.28   This report was published in July 2005, and provides a statistical analysis of 
OLAF’s work since 1999 and activities and progress in 2004. In the past OLAF has 
produced its annual activity report on the basis of the 12 months ending June each year. 
The last such report covered the period up to 30 June 2004. OLAF has now accepted a 
request by the European Parliament, endorsed by the Commission and the Court of 
Auditors, to publish the Activity Reports on a calendar year basis. This Supplementary 
Activity Report prepares the way for this new approach. The report covers the activities 
and progress for the whole of 2004. The statistical data from the last report has been 
recalculated and revised where more accurate information has become available.  

4.29 This report notes that at 31 December 2004, OLAF had 4,366 cases on its books. 
Over this period the total financial impact is estimated at €5.8 billion (£4.0bn). OLAF 
created 720 new case records in 2004, a 20% increase compared to 2003. OLAF 
recovered at least €198.2m (£135.4m), in 2004, a record level. 

4.30 OLAF maintained a policy of “zero tolerance” when assessing an investigation of 
allegations of corruption within European Union Institutions. The third edition of the 
OLAF manual was concluded at the end of 2004. Further improvements were also made 
to its case management system. The report shows that OLAF is making good progress 
working with the new Member States and Candidate Countries to combat fraud.                    
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4.31 In this special report the ECA presents the findings of its audit of OLAF, and 
provides recommendations for follow-up by OLAF and the Commission. The report is 
accompanied by the Commission’s response. 

4.32     The aim of the report is to audit and appraise the quality of OLAF’s investigations 
management. The ECA assessed how the Office had discharged its investigative duties; 
the contribution made by each OLAF department to the investigative function; and the 
effectiveness of the Office’s work. The audit was carried out between April and October 
2004 and started where previous observations (in Special Report 8/98) by the Court had 
been made. The report focuses on the systems, structures and staff measures. 

4.33   The report is fairly positive and makes some useful recommendations on how 
OLAF’s performance could be better focused.  The Court also considers that OLAF’s 
hybrid status, as a semi-independent service of the Commission, has worked well and 
has even brought some benefits. The report concludes that the right decision was made 
in 1999 to establish OLAF, as a service of the Commission, and that continued efforts 
should be made by OLAF to improve the effectiveness of its investigations.   
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The Agenda 2000 package included the new IIA 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% of the change in 
Community GNI. 

The Community’s financial year runs from 1 January to 31 December. The rules 
governing decisions on the EC Budget are set out in Article 272 of the Amsterdam 
Treaty, June 1997. These rules have been built on by the Inter-Institutional Agreement 
(IIA), which is described in the glossary.  

The timetable is as follows: 

establishment of the preliminary draft Budget by the  Commission, normally 
in May; 

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

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

The Parliament has the final say in determining the amount and pattern of non-
compulsory expenditure. The growth of this expenditure is governed by the “maximum 
rate”. Article 272(9) of the Amsterdam Treaty provides a formula for determining this 
rate, unless the budgetary authority agrees an alternative figure. Under the IIA, the 
Council and Parliament agree to accept the maximum rates implied by the financial 
perspective ceilings. 
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The European Court of Auditors’ (ECA) 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, it considers how the Budget 
for the year in question was implemented. The European Parliament, acting on a 
recommendation from the Council, considers whether to grant the Commission a 
discharge in respect of the Budget in question, thus bringing the budgetary process for 
that year to a formal close. The Commission is obliged under Article 276 of the Treaty to 
take “all appropriate steps” to act on comments made by the European Parliament and 
by the Council during the discharge process. If so asked, it must also report back on its 
actions, with such reports going to the ECA. 

The flexibility instrument was established under paragraph 24 of the 1999 IIA, which 
allows for expenditure in any given Budget year of up to €200 million above the 
Financial Perspective ceilings established for one or more Budget headings. Any portion 
of the flexibility instrument unused at the end of one year may be carried over for up to 
two subsequent years, but the flexibility instrument should not as a rule be used to 
cover the same needs two years running. The flexibility instrument is intended for 
extraordinary expenditure and may only be used after all possibilities for reallocating 
existing appropriations have been exhausted. Both arms of the budgetary authority 
must agree to a mobilisation of the flexibility instrument following a proposal from the 
Commission.

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

the abatement applies only in respect of spending within the EU. 
Expenditure outside the EU (mainly aid), amounting to some 9% of total 
estimated expenditure in 2005, is excluded; 

the UK’s 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, 
e.g. the abatement in 2005 relates to UK payments and receipts in 2004. 

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

The Commission is directly and solely responsible for determining the UK’s abatement. 
It calculates the abatement on the basis of a forecast of contributions to the EC Budget 
and of receipts from it. This is subsequently corrected in the light of outturn figures. 
Corrections may be made for up to three years after the year in respect of which the 
abatement relates, with a final calculation then being made in the fourth year, e.g. a 
final calculation of the abatement in respect of 2004 will take place in 2008. 

The effect of the abatement is to reduce the amount of the UK’s VAT-based and GNI-
based payments to the EC Budget. It does not involve any transfers of money from the 
Commission or other Member States to the Exchequer. 
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Fraud (as defined by the penal convention) covers intentional acts or omissions, in 
respect of both expenditure and revenue, which involve the use or presentation of false, 
incorrect or incomplete statements or documents, or specific non-disclosure of 
information, or misapplication of funds or benefits. 

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

4.34 The IIA is a politically and legally binding agreement that 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 in which the three institutions 
will exercise their responsibilities in accordance with the Treaty, and their respect for 
the revenue ceilings that are laid down in the ORD. In particular, it provides for the 
annual EC Budget to be set in the context of a multi-annual financial framework.

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

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

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

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

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

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

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

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

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

Fraud and 
Irregularity

Inter-
Institutional 

Agreement (IIA) 
and Financial 

Perspective

Own Resources



 GLOSSARY

32 European Community Finances 

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

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

The Sterling figures for 2000-2006 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 Sterling8. Generally, the 2006 Euro figures have been converted into Sterling 
using the Sterling/Euro exchange rate on 30 December 2005, namely £1=€1.459215 
(regulations state that VAT and GNI payments will be made using the exchange rate on 
the last working day of the preceding year). However, there may be some exceptions, for 
example where figures have previously been published at a different exchange rate, but 
these are noted where necessary.  

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

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

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. 

8The 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 

 The annual average rate for 2003 is £1 = €1.4320 

 The annual average rate for 2004 is £1 = €1.4742 

 The annual average rate for 2005 is £1 = €1.4629 
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4.35 The ECA 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. 
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TECHNICAL ANNEX I 

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

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 TOR, the amount relating to VAT if it were applied at 1% 
across the Community, and the amount of 1% of each Member State’s GNI. 
These estimates rely on the Member States’ estimates of their economic 
activity during the Budget year; 

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

the amount of VAT and GNI each Member State has to pay to the EC Budget 
is then determined by the limits described above for these Own Resources, 
so that when added to the amounts for the TOR the total does not exceed the 
value of the Own Resources required to fund the proposed Budget for the 
coming year, subject to ensuring that  the value of these Own Resources 
does not also exceed the Own Resources ceiling for the year in question (e.g. 
1.24% in 2006); 

the sum produced (in Euro) is entered into the Preliminary Draft Budget  
(PDB) for the Community, by the end of April 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 UK 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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during the course of the Budget year, the UK pays its VAT and GNI 
contributions to meet its obligations as denominated in Euro in the adopted 
Budget. These payments are made at the Sterling/Euro rate 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 
instalments (VAT and GNI-based contributions on the first working day of 
each month, TOR on the first working day following the 19th of each 
month). The VAT and GNI-based contributions are subsequently adjusted in 
the light of a number of factors, such as outturn figures for GNI. If outturn 
expenditure is below the amount raised from Member States, excess 
contributions are refunded in a subsequent Budget, an Amending Budget 
(AB) for the year; 

since there are generally differences between the Sterling/Euro exchange 
rates (a) used to set up the Budget and (b) to make VAT and GNI 
contributions to it, the UK would generally have paid more or less in Sterling 
compared with the amount established for them for the budgetary year in 
question. These exchange variations are accounted for in-year under 
arrangements in place since 1998. Member States re-estimate their 1% VAT 
and GNI bases during the course of the budgetary year and the conversion of 
their national currency estimates is carried out on the last day of quotation 
rate. The revised figures are then included in an AB to the budgetary year to 
which they relate. In practice, converting the revised figures to Euro using 
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% base using much later information means that any differences 
between these estimates and the actual outturn for the year are very much 
reduced. The Member States thus contribute in-year virtually what they 
should on the basis of their national currency obligations. In the year 
following the budgetary year, any adjustments to correct for any under or 
overpayment should be relatively small, compared to the adjustments made 
in years prior to 1998; and  

numerous small further adjustments are however, required to be made over 
several years following the Budget year, for example, to reflect later 
adjustments in the amount of GNI statistics.  
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TECHNICAL ANNEX II 

When converted at the average exchange rate for 2004 of £1= €1.4742, the figures in the 
European Commission’s report break down as follows: 

The Government’s figure for the UK’s net contribution in 2004 is £3,008 million. 

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

the UK figure includes only transactions between the EC Budget and the UK 
public sector, whereas the European Commission’s figures include receipts 
paid direct to the UK private sector. It is estimated that this accounted for 
around £560 million of the difference in 2004; 

the late adoption of Amending Budget Nos. 6/2003 and 7/2003 meant that 
associated changes were not implemented until January 2004. The result of 
which leads to the Government’s figures for 2004 being some £588 million 
lower;

the late adoption of Amending Budget 10/2004 meant that associated 
changes were not implemented until January 2005.  The result of which 
leads to the Government’s figures for 2004 being around £60 million lower; 
and

the UK’s outturn figure was based on cash flow within a calendar year, 
whereas European Commission figures attempt to match transactions to a 
particular 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 £52 million of Structural Funds payments to the UK 
in 2004 may have been in respect of the 2003 Budget, and up to £48 million 
of Structural Funds payments in 2005 may have been in respect of the 2004 
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: 
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Technical Annex III 

The European Court of Auditors’ (ECA’s) is the institution of the Community 
responsible for the external audit of the other Community institutions. Article 248 of the 
Treaty requires the ECA to make an Annual Report to the European Parliament and the 
Council on the implementation of the EC Budget, together with a Statement of 
Assurance as to the reliability of the Communities’ financial accounts and the legality 
and regularity of the transactions underlying them. The ECA also looks at whether the 
amounts of Own Resources, which are due, have been calculated and paid over 
correctly. The ECA scrutinises the expenses of the Community institutions and the 
direct expenditure on the Communities’ interventions that is managed by the 
Commission (e.g. humanitarian aid, research and development). Expenditure managed 
by Member States (some 80% of the EC Budget, mainly on agricultural and structural 
policies) is also scrutinised. The ECA is also required to look at the “soundness” of the 
Community’s financial management.  

The ECA sets out its findings in the Annual Report, which is specifically required by the 
Treaty. It also produces special reports on specific areas from time to time. The Annual 
Report includes a separate report on the management of the European Development 
Funds and a statement of assurance on these. The ECA 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 of February 1992 introduced a requirement for the ECA to 
supplement its annual reports with an annual Statement of Assurance as to the 
reliability of the accounts and the legality and regularity of underlying transactions. To 
do this, the ECA examines a sample of transactions selected from the whole Budget, 
employing statistical sampling techniques, so 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 ECA findings inform the Council and the European Parliament 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 is obliged to report back.  
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Technical Annex IV 

The European Anti-Fraud Office (known by its French acronym, OLAF) succeeded the 
Commission’s Task Force for the Co-ordination of Fraud Prevention (UCLAF) on 1 June 
1999.  OLAF is a service of the Commission and is based in Brussels, but has strong 
safeguards to preserve its independence. OLAF has about 300 staff (around twice that of 
its predecessor). 

OLAF is organised 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 investigating fraud that took 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.  

Regulations 1073/99 and 1074/99 govern OLAF’s procedures. 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 that is sent to the 
relevant Member State’s 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 trans-national cases, bilateral or 
multilateral 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; 

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 ECA; from the Commission; from members of the public via a telephone 
hotline; professional contacts; and the press. OLAF is now building up a risk-analysis 
system to help prioritise its workload. 
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EC Budget 

Amending Budgets No. 1, 2, 3, 4, 5, 6, 7 and 8 to the General Budget for 2005. 

Amending Letters No. 1, 2 and 3 to the General Budget for 2006. 

Berlin European Council 24 & 25 March 1999: Presidency Conclusions. 

Commission Working Document on calculation, financing, payment and entry in the 
Budget of the correction of budgetary imbalances. 

Copenhagen European Council 12 & 13 December 2002: Presidency Conclusions. 

Council Regulation (EC, Euratom) No. 1150/2000 of 22 May 2000 implementing 
Decision 94/728/EC, Euratom on the system of the Communities’ own resources. 

Council Regulation (EC, Euratom) No. 2028/2004 of 16 November 2004 amending 
Regulation (EC, Euratom) No. 1150/2000 implementing Decision 94/728/EC, Euratom; 
on the system of the Communities own resources. 

Council Regulation (EC) No 2040/00 of 26 September 2000: Budgetary discipline. 

Council Regulation (EC, Euratom) No 1605/2002 of 25 June 2002: The Financial 
Regulation applicable to the general Budget of the European Communities. 

Council Decision (2000/597/EC, Euratom) of 29 September 2000 on the system of the 
European Community’s own resources. 

Council Decision of 2 December 2004 establishing the European Refugee fund for the 
period 2005 – 2010 (Official Journal No. L 38; of 28.12.2004, page 52). 

Council Decision of 20 December 2004 amending decision 1999/847/EC as regards the 
extension of the Community action programme in the field of civil protection. (Official 
Journal No. L 6 of 08.01.2005, page 7). 

Decision No 2003/00063; (COD) of the European Parliament and of the Council of 7 
April 2003 on the revision of the Financial Perspective. 

Decision No (2003) 70 of the European Parliament and the Council of 11 February 2003 
on the Adjustment of the Financial Perspective for Enlargement of 11 February 2003. 
Presented by the Commission in accordance with point 25 of the Inter-institutional 
Agreement of 6 May 1999 on Budgetary Discipline and Improvement of the Budgetary 
Procedure.  

Decision No 626/2004/EC of the European Parliament and of the Council of 31 March 
2004 amending Decision No 508/2000/EC establishing the Culture 2000 programme. 

Decision No 845/2004/EC of the European Parliament and of the Council of 29 April 
2004 amending Decision No 163/2001/EC on the implementation of a training 
programme for professionals in the European Audiovisual programme industry 
(MEDIA-training) 2001-2005. 
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