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GLOSSARY AND ABBREVIATIONS

Action plan

Action plans are documents drawn up by Member States after
systemic irregularities or serious deficiencies in the Member
State’s systems were identified. They describe remedial actions
through which these irregularities and/or system deficiencies will
be addressed.

Allocated envelope

Allocated envelope is the total amount assigned to a Member
State or to an Operational Programme in a programme period,
which is the theoretical maximum that can be paid.

Annual activity
report (AAR)

Annual activity reports indicate the results of operations by
reference to objectives set, associated risks and the form of
internal control, inter alia. Since the 2001 budget exercise for the
Commission and since 2003 for all European Union (EU)
institutions, the ‘authorising officer by delegation” must submit
an AAR to his/her institution on the performance of his/her
duties, together with financial and management information.

Article 20 report

An annual statement on withdrawals, recoveries, pending
recoveries and irrecoverable amounts under the provisions of
Article 20(2) of Regulation (EC) No 1828/2006 for the 2007-2013
programmes. It reflects the overall corrective capacity of the
management and control system for each programme,
aggregated at priority axis level, independently from the source
of the correction.

Audit authority

Audit authorities provide assurance to the Commission regarding
the effective functioning of the management systems and
internal controls for an OP (and, as a consequence, the legality
and regularity of the expenditure certified). They must be
functionally independent from the bodies managing the funds. An
audit authority reports the findings of its systems audits and
audits of operations to the managing and certifying authorities
for the OP concerned. Once a year, they report their annual work
in their annual control report to the Commission. If the audit
authority considers that the managing authority has not taken
appropriate corrective action, it must draw the Commission’s
attention to the matter.

Case

The full path of events which links the preventive measures and
financial corrections with the same triggering event.

Certifying authority

Certifying authorities carry out first level checks on the
expenditure declared by managing authorities and certify that
this expenditure is legal and regular.

Cohesion Fund (CF)

The Cohesion Fund aims at strengthening economic and social
cohesion within the European Union by financing environment
and transport projects in Member States with a per capita GNP of
less than 90 % of the EU average.




Commitment

Legal pledge to provide finance subject to certain conditions. The
EU commits itself to reimbursing its share of the costs of an
EU-funded project when the project is completed. Today’s
commitments are tomorrow’s payments. Today’s payments are
yesterday’s commitments.

Cumulative residual
risk rate (CRR)

An estimate of the part of the expenditure declared, for each
programme during the entire programme period, which is not
legal and regular. The CRR takes account of all financial
corrections implemented since the start of the period and the
total expenditure declared at closure.

Decommitment

An act whereby a previous commitment (or part of it) is
cancelled.

European Regional
Development Fund
(ERDF)

The European Regional Development Fund aims to reinforce
economic and social cohesion within the European Union by
redressing the main regional imbalances through financial
support for the creation of infrastructure and productive job-
creating investment, mainly for businesses.

European Social Fund
(ESF)

The European Social Fund aims to strengthen economic and social
cohesion within the European Union by improving employment
and job opportunities (mainly through training measures),
encouraging a high level of employment and the creation of more
and better jobs.

Financial correction
(FC)

The purpose of financial corrections is to protect the EU budget
from the burden of erroneous or irregular expenditure. For
expenditure under shared management, the task of recovering
incorrectly made payments is primarily the responsibility of the
Member State.

Financial corrections can be implemented by the Member State
through deducting irregular expenditure from the Member
State’s payment claim, by the payment of a recovery order issued
by the Commission, or by decommitment. The deduction can take
two forms: withdrawal or recovery from beneficiaries.

Financial correction:
confirmed, decided
or implemented

A ‘confirmed’ financial correction has been accepted by the
Member State concerned.

A ‘decided’ financial correction has been adopted by a
Commission decision and is always a net correction, where the
Member State is required to reimburse irregular funds to the EU
budget, thus leading to a definitive reduction of the allocated
envelope to the Member State concerned.

An ‘implemented’ financial correction once confirmed or decided
has corrected the observed irregularity (i.e. withdrawn or
recovered).

Financial correction:
ex ante or ex post

Ex ante financial corrections are carried out before the irregular
expenditure is declared to the Commission.

Ex post financial corrections are carried out after the irregular
expenditure is declared to the Commission.




Intermediate body

An intermediate body is any public or private body or service
which acts under the responsibility of a managing authority, or
which carries out duties on behalf of such an authority vis-a-vis
beneficiaries implementing operations.

Interruption

The Commission may interrupt the payment deadline of a given
statement of expenditure for a maximum of six months (see
Article 91 of Regulation 1083/2006) if evidence suggests a
significant deficiency in the functioning of the management and
control systems of the Member States or uncorrected irregular
expenditure is certified in a statement of expenditure.

If the Commission finds, based on its own work or the
information reported by audit authorities, that a Member State
has failed to remedy serious shortcomings in the management
and control systems and/or to correct irregular expenditure
which had been declared and certified, it may interrupt or
suspend payments. If the Member State does not remedy
detected system failures or withdraw the irregular expenditure
(which may be replaced by expenditure which is eligible), the
Commission itself may apply financial corrections, leading to a net
reduction in EU funding for the OP.

Irregularity

An irregularity is an act which does not comply with EU rules and
which has a potentially negative impact on EU financial interests,
but which may be the result of genuine errors committed either
by beneficiaries claiming funds or by the authorities responsible
for making payments. If an irregularity is committed deliberately,
it constitutes fraud.

Interruptions,
Suspensions and
Financial Corrections
Committee (ISFCC)

A specific internal committee, which provides a forum within

Commission Directorates-General to discuss matters and take
decisions related to warnings, interruptions, suspensions and

financial corrections

Managing authority

A managing authority is a national, regional or local public
authority (or any other public or private body), which has been
designated by a Member State to manage an operational
programme. Its tasks include selecting projects to be funded,
monitoring how projects are implemented and reporting to the
Commission on financial aspects and results achieved. The
managing authority is also the body which imposes financial
corrections on beneficiaries following audits carried out by the
Commission, the European Court of Auditors (ECA) or any
authority in the Member State.

Management and
control system

The management and control system is a structure which
implements and performs the control activities of an operational
programme. In cohesion policy it consists of the managing
authority (and the intermediate bodies), certifying authority and
audit authority at the Member State level and the Commission.

Measures to protect
the EU budget

The measures to protect the EU budget comprise preventive
measures (interruption, suspensions) and financial corrections




(having monetary impact). These measures are complemented by
action plans agreed between the Commission and the Member
State.

Operational
programme (OP)

An OP sets out a Member State’s priorities and specific objectives
and describes how funding (EU and national public and private
co-financing) will be used during a given period (currently 7 years)
to finance projects. The projects within an OP must contribute to
a certain number of objectives. OP funding may come from the
ERDF, CF and/or ESF. The OP is prepared by the Member State
and has to be approved by the Commission before any payments
can be made from the EU budget. OPs can only be modified
during the programme period if both parties agree.

Preventive measure

Preventive measures, which are at the Commission’s disposal to
protect the EU budget when it is aware of potential deficiencies,
comprise suspensions and interruptions of payments from the EU
budget to the OP.

Priority axis

One of the priorities of the strategy in an Operational Programme
comprising a group of operations which are related and have
specific measurable goals.

Programme period

The multi—-annual framework within which ERDF, ESF and CF
expenditure is planned and implemented.

Projected error rate

An audit authority’s estimate of the part of the annual
expenditure for each OP (or group of OPs) which is not legal and
regular. This rate should be established on the basis of a
statistical sampling approach. Projected error rates must be
representative for the expenditure incurred for the OP (or group
of OPs). This may also be the case for error rates established on
the basis of specific non-statistical sampling methods (in
particular for small populations), as long as they are
representative of the population as a whole.

Recovery

The Member State leaves the expenditure in the programme until
the unduly paid amount is recovered from the beneficiary and
deducts it from the next payment claim once recovery has been
carried out. One of the ways to implement a financial (see also
withdrawal) correction.

Suspension

The Commission may suspend all or part of an interim payment
(see Article 92 of Regulation 1083/2006) if a significant deficiency
exists in the functioning of the management and control system
of the Member State or uncorrected irregular expenditure have
been certified in a statement of expenditure or a serious breach
by the Member State of its management and control obligations
occurred.

Triggering event

Irregularities or serious deficiencies identified by Member State
authorities, by the Commission or by the ECA in the course of
carrying out their verifications and giving rise to preventive
measures and financial corrections.




Withdrawal The Member State withdraws the irregular expenditure from the
programme immediately when the irregularity is detected, by
deducting it from the next statement of expenditure and thereby
releases EU funds for other operations. One of the ways to
implement a financial correction (see also recovery).




EXECUTIVE SUMMARY

About cohesion policy

I.  Cohesion policy aims to reduce development disparities between regions, restructure
declining industrial areas and encourage cross-border, transnational and interregional
cooperation in the European Union. It is the EU’s main source of funding for investments,
making up some 37 % of overall spending from the EU budget. The funds allocated to
cohesion policy were around 230 billion euro in the 2000-2006 programme period, 346

billion euro in 2007-2013 and 349 billion euro in 2014-2020.

[l. Cohesion policy comprises two main parts: regional and urban policy and employment
and social affairs. Regional and urban policy is mostly implemented through the European
Regional Development Fund and the Cohesion Fund. Employment and social affairs are

mainly financed through the European Social Fund.

[ll. Cohesion policy is implemented under shared management, which means that
responsibility is shared between the Commission and the Member States. Although the
Commission remains responsible for the implementation of the EU budget, the actual
management and control of EU funds and programmes is delegated to Member State

authorities, which select beneficiaries and distribute funds.

IV. Itis the Member States’ responsibility to detect, correct and prevent errors in the first
instance. If the Commission finds that irregular expenditure was co-financed or likely to be
co-financed, it can intervene and correct expenditure already co-financed or can prevent its

future co-financing.

V. The Commission can apply preventive measures and/or financial corrections on the
basis of irregularities or serious deficiencies identified by Member State authorities, on the
basis of its own verifications and audits, OLAF investigations and as a result of audits by the

European Court of Auditors.
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How we conducted our audit

VI. We assessed whether the Commission’s preventive measures and financial corrections
were effective in protecting the EU budget from co-financing irregular expenditure in
Cohesion. We focussed on the 2007-2013 programme period. In addition, we also made a
comparison with the 2000-2006 programme period and assessed the likely impact of the

changes in the regulations for 2014-2020. Our audit included:

- areview of relevant Commission guidelines, publications and reports and an assessment

of the Commission’s internal procedures for the 2007-2013 period;

- acomparative analysis of preventive measures and financial corrections for the 2000-
2006 and 2007-2013 periods and an assessment of the impact of financial corrections

after closure of the 2000-2006 programme period;

- an examination of a sample of 72 individual cases closed by the end of 2016. These
accounted for 29 % of financial corrections during the 2007-2013 period. Our field work

was carried out from January 2016 to November 2016.

What we found

VII. Overall, we found that the Commission made effective use of the measures at its
disposal during the 2007-2013 programme period to protect the EU budget from irregular

expenditure.

VIII. Financial corrections for the 2000-2006 period amounted to 8 616 million euro or 3.8 %
of the total budget. For the 2007-2013 period, the Commission used the measures at its

disposal to protect the EU budget more extensively.

IX. Forthe 2007-2013 period, we found that the Commission imposed its preventive
measures and financial corrections in a proportionate manner and we confirmed that the
Commission’s measures for the 2007-2013 period focused on those Member States with the
riskiest programmes. We also found that the Commission’s assessment of weaknesses and
the related financial corrections were in substance confirmed by the European Court of

Justice.
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X. The Commission’s corrective measures put pressure on Member States to address
weaknesses in their management and control systems. However, preventive measures and
financial corrections both generally deal with complex issues which take a considerable time
to resolve. The resulting payment interruptions and suspensions represent a significant
financial risk for Member States. During the 2007-2013 period, the Commission therefore
aimed to gradually lift measures to ensure that reimbursement could be resumed as soon as

the necessary conditions are met.

Xl. We also found that the Commission faced difficulties in monitoring the implementation
of financial corrections. The information provided by the Member States on implementation
in the 2007-2013 period did not yet allow for robust monitoring. We found mixed evidence

of the long-term impact of preventive measures and financial corrections for the 2007-2013

period.

Xll. The Commission’s reporting on preventive measures and financial corrections makes it
difficult to get a comprehensive overview of the situation, largely because the information is
presented in several reports and documents. At the same time, not one of the Commission
reports for the 2007-2013 period provides an analytical overview of preventive measures
and financial corrections. Representatives from the European Parliament and the Council
also considered that the Commission reports do not provide enough Member State
comparisons and “good practice” examples on how to prevent, detect or correct recurrent

problems.

XIll. The regulatory provisions for the 2014-2020 period significantly strengthen the
Commission’s position on protecting the EU budget from irregular expenditure in particular
through net financial corrections. This is mainly due to the fact that the Member State’s
reporting on financial corrections is now integrated into the annual assurance package and
examined by the respective audit authorities. Moreover, the legal provisions introduced for
the 2014-2020 period give more power to the Commission to ensure that irregular
expenditure is no longer reimbursed from the EU budget. Finally, there is increased legal

certainty for Member States due to the rules being set as regulations rather than guidance.
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XIV. We consider that these arrangements are a significant improvement in the design of the

system.

What we recommend

XV. The Commission should:

- apply a strict approach to financial corrections at the closure of the 2007-2013 period
(from March 2017) to ensure that the total amounts reimbursed by the EU budget are

free from material levels of irregular expenditure.

- issue an ad-hoc report on the financial corrections and status of closure of the ERDF/CF
and ESF programmes (at latest by mid-2019) similar to the report prepared in 2013 for
the 2000-2006 period. This report should present and compare all information on
preventive and corrective measures by fund and Member State and display the impact

of financial corrections and the residual risk rate.

- setup anintegrated monitoring system for the 2014-2020 period covering both

preventive measures and financial corrections by 2019.

- make effective use of the significantly strengthened provision for the 2014-2020 period
with immediate effect and impose net financial corrections wherever necessary on the

basis of its own checks and/or the audits we carry out.
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INTRODUCTION

Cohesion policy is the EU’s main source of funding for investments
Policy objectives, budget and funds

1. Cohesion policy aims to reduce development disparities between regions, restructure
declining industrial areas and encourage cross-border, transnational and interregional

cooperation in the European Union (EU).

2. Cohesion expenditure makes up around 37 % of the overall spending from the EU
budget. The funds allocated to cohesion policy, the EU’s main investment policy, were
around 230 billion euro in the 2000-2006 programme period; around 346 billion euro in the

2007-2013 programme period and around 349 billion euro in the 2014-2020 period

3. Cohesion policy comprises two main parts: regional and urban policy and employment
and social affairs. The regional and urban policy is mostly implemented through the
European Regional Development Funds (ERDF) and the Cohesion Fund (CF); while the
employment and social affairs are mainly financed through the European Social Fund (ESF).
The ERDF, CF and ESF are governed by common rules, subject to exceptions in the specific

regulation of each fund.
Cohesion policy management and control system

4. Cohesion policy is implemented under shared management®, which means that
responsibility for implementing the policy and the related funds, including the control
activities, is shared between the Commission and the Member States. Although the
Commission remains responsible for the implementation of the EU budget, the actual
management and control of EU funds and programmes is delegated to the Member State

authorities.

! Article 59 of Regulation (EU, Euratom) No 966/2012 of the European Parliament and of the

Council of 25 October 2012 on the financial rules applicable to the general budget of the Union
and repealing Council Regulation (EC, Euratom) No 1605/2002 (OJ L 298, 26.10.2012, p. 1).
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5. The tasks of these authorities are defined in sectoral regulations:

(a)

(b)

(c)

6.

managing authorities (whose tasks can be delegated to intermediate bodies) carry out
the day-to-day management of projects co-financed under the respective operational

programme (OP),

certifying authorities aggregate cost declarations prepared by project beneficiaries into
statements of expenditure and declare them to the Commission for reimbursement,

and

audit authorities perform a yearly independent audit of the costs declared to the

Commission and of the functioning of the management and control system.

In particular, these authorities select projects, distribute and control funds. Member

States are also responsible for ensuring that the expenditure subject to reimbursement from

the EU budget is free from irregularities through the prevention, detection and correction of

irregularities®. At the same time the Commission may take actions to recover funds that have

been unduly paid.

7.

Project beneficiaries incur expenditure and declare them in payment claims to managing

authorities (or intermediate bodies). These are then aggregated and sent through the

certifying authority to the Commission. The Commission then pays the amount equalling the

Articles 38 and 39 of Council Regulation (EC) No 1260/1999 of 21 June 1999 laying down general
provisions on the Structural Funds (OJ L 161, 26.6.1999, p. 1), Articles 70 and 98 of Council
Regulation (EC) No 1083/2006 of 11 July 2006 laying down general provisions on the European
Regional Development Fund, the European Social Fund and the Cohesion Fund and repealing
Regulation (EC) No 1260/1999 (OJ L 210, 31.7.2006, p. 25), Articles 122 and 143 of Regulation
(EU) No 1303/2013 of the European Parliament and of the Council of 17 December 2013 laying
down common provisions on the European Regional Development Fund, the European Social
Fund, the Cohesion Fund, the European Agricultural Fund for Rural Development and the
European Maritime and Fisheries Fund and laying down general provisions on the European
Regional Development Fund, the European Social Fund, the Cohesion Fund and the European
Maritime and Fisheries Fund and repealing Council Regulation (EC) No 1083/2006 (OJ L 347,
20.12.2013, p. 320), Article 53b of Council Regulation (EC, Euratom) No 1605/2002 of 25 June
2002 on the Financial Regulation applicable to the general budget of the European Communities
(0OJ L 248, 16.9.2002, p. 1) and Article 59 of Regulation (EU, Euratom) No 966/2012.
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co-financed part of the declared expenditure into the Member State’s budget, from where

the funds are transferred to respective beneficiaries (see Figure 1).

8. The Commission negotiates and approves operational programmes with Member States,
provides guidance and instructions to Member State authorities on carrying out their tasks

and performs Member State level or desk checks to control the implementation of the

policy.

Figure 1 — Management and financial flow of cohesion policy

OPERATIOMNAL PROGRAMME
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Source: European Court of Auditors.

9. Overall, there were 618 OPs and 1119 CF projects for the 2000-2006 programme period?,
440 OPs for the 2007-2013 period and 391 OPs (ERDF, CF, ESF or multi-fund) for the 2014-
2020 period.

3 While in the 2000-2006 programme period CF was implemented through projects directly

approved by the Commission, in the 2007-2013 programme period they were integrated into
OPs.
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The Commission’s measures to protect the EU budget in Cohesion

10. The Commission’s measures to protect the EU budget aim to ensure that only regular
spending (i.e. expenditure which is spent in accordance with the applicable EU and

national/regional legislation) is co-financed from the EU budget.

11. It is the Member States’ responsibility to detect, correct and prevent errors in the first
instance®. If the Commission finds out that irregular expenditure was co-financed or likely to
be co-financed, the Commission can intervene and correct already co-financed expenditure
or can prevent the future co-financing of irregular expenditure in future statements of

expenditure.

12. The regulations for the 2000-2006°, as well as those for the 2007-2013° and 2014-2020’
periods, enable the Commission to apply preventive measures, i.e. payment interruptions
and suspensions, and financial corrections. For the 2000-2006 period, the regulations did not
provide for interruptions as part of the Commission’s preventive measures. The
Directorates-General for Regional and Urban Policy and for Employment, Social Affairs and

Inclusion are responsible for the application of these corrective measures in cohesion policy.

13. The Commission can apply preventive measures and/or financial corrections on the basis
of irregularities or serious deficiencies identified by Member State authorities (e.g. the
managing or audit authority) or on the basis of its own verifications and audits. This also
includes OLAF investigations. They can also be the result of audits by the European Court of

Auditors (see Annex ).

4 Article 30 of Regulation (EC) No 1260/1999, Articles 70 and 98 of Regulation (EC) No 1083/2006
and Article 143 of Regulation (EU) 1303/2013.

> Article 39 of Regulation (EC) No 1260/1999.
6 Articles 91, 92 and 99 to 102 of Regulation (EC) No 1083/2006.

’ Articles 83, 85, 142 and 144 to 147 of Regulation (EU) No 1303/2013.
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Preventive measures: payment interruptions and suspensions

14. Preventive measures result in a deferral of payments from the EU budget. This puts
additional pressure on the Member State to take the necessary corrective action. The main

types of preventive measures are interruptions and suspensions (see Box 1).

Box 1 — Interruptions and suspensions of payments from the EU budget

In principle, the Commission must make the payment to the Member State within two months of
having received the payment claim. The Commission may however interrupt® the payment deadline
for a maximum of six months if there is evidence to suggest a significant deficiency in the functioning
of the management and control system of the Member State’; or if the Commission has to carry out
additional verifications following the receipt of information that uncorrected irregular expenditure

has been certified in a statement of expenditure.

The Commission may suspend™® an interim payment or a part of it, if there is evidence of a serious
deficiency in the management and control system, which was not corrected by the Member State; or
in case irregular uncorrected expenditure linked to a serious irregularity has been declared in a
certified statement of expenditure; or in case there has been a serious breach by a Member State of

its management and control obligations.

The suspension is preceded by a pre-suspension®?, through which the Commission informs the
Member State of deficiencies found. The aim of the pre-suspension is to give the Member State the

possibility to address the deficiencies and the right to be heard before a suspension is decided upon.

15. Payment interruptions were introduced in the 2007-2013 regulation (see Annex Il). The
main advantage of interruptions is that they can be applied immediately without a long

administrative procedure if the Commission has evidence suggesting significant

8 Article 91 of Regulation (EC) No 1083/2006.

This is particularly relevant when the Member State’s audit authority sends its annual control
report containing its audit findings to the Commission at year end.

10 Article 92 of Regulation (EC) No 1083/2006.

1 Article 92 of Regulation (EC) No 1083/2006.
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deficiencies®. To apply a suspension, however, a serious deficiency needs to be established

resulting in prior longer procedure (see Box 1).

16. If there is no payment claim pending (i.e. there is no payment deadline to be
interrupted), the Commission may also issue a warning. The Commission warns the Member
State that if a payment application has been submitted, its payment deadline will be

interrupted. This procedure is, however, not set out in the regulations.

17. Suspensions are applied by a legally binding Commission decision addressed to the
Member State concerned. All other preventive measures (warning, interruption, pre-
suspension) take the form of a letter signed by a director-general of the Commission (acting
in its capacity as Authorising Officer by Delegation) and addressed to Member State

authorities.
Financial corrections by the Commission

18. Where serious deficiencies in the Member State management and control systems have
led to systemic errors or the Commission has identified an individual irregularity, the
Commission can also apply financial corrections (see Annex I)*3. The purpose of financial
corrections is to restore a situation where all of the expenditure declared for co-financing
from the ERDF, CF or ESF and reimbursed by the Commission is in line with the applicable

rules.

19. During the 2000-2006 and 2007-2013 programme periods, Member States were able to
replace irregular expenditure with new expenditure if they took the necessary corrective

actions and applied the related financial correction (confirmed financial correction)®. This

2. Article 91 of Regulation (EC) No 1083/2006.
13 Articles 99 to 102 of Regulation (EC) No 1083/2006.

1 Pparagraph 1.2 of C(2011) 7321 Commission decision of 19.10.2011 on the approval of guidelines

on the principles, criteria and indicative scales to be applied in respect of financial corrections
made by the Commission under Articles 99 and 100 of Council Regulation (EC) N 1083/2006 of
11 July 2006.

1> Articles 38 and 39 of Regulation (EC) No 1260/1999 and Articles 98.2 and 100.4 of Regulation
(EC) No 1083/2006.
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possibility is also set out for the 2014-2020 programme periodls. Whether this happened in
practice depended, however, on the Member State’s ability to declare additional (regular)
expenditure. If the Member State did not have such additional expenditure to declare, the
financial correction resulted in a net correction (loss of funding). In contrast, a Commission
financial correction decision had always a direct and net impact on the Member State: it had
to pay the amount back and its envelope was reduced (i.e. the Member State could spend

less money throughout the programme period).

20. The Commission does not address financial corrections to beneficiaries directly, but to
Member State authorities managing the OPs. Should a financial correction relate to
individual projects implemented by beneficiaries, it is the Member State authorities who

must process the financial correction towards the beneficiary.

21. Annex Il provides an overview of the different scenarios concerning the impact of the

financial corrections on Member States up to the end of the 2007-2013 programme period.

Determining the amount of financial corrections

22. The Commission can determine the amount of a financial correction in different ways

(see Box 2).

Box 2 - Individual, flat rate and extrapolated financial corrections

The Commission has established three different ways to determine the amount of a financial

correction’:

(a) The amount of a financial correction is assessed based on individual cases and equals the amount

of expenditure wrongly charged to the EU budget (individual correction).

(b) When it is not possible or not cost-effective to calculate the amount of expenditure wrongly
charged to the EU budget precisely, a flat rate correction may be applied based on pre-set criteria

and scales. Flat rate financial corrections impact a whole operational programme or a part of it

8 Article 139.10 of Regulation (EU) No 1303/2013.

7" Pparagraphs 1.4 to 1.6 of C(2011) 7321.
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(e.g. one or several priorities, projects related to specific calls for proposal, measures managed by
a specific intermediate body) and usually address horizontal (affecting more projects or priorities),
systematic (occurring several times) or systemic (related to systems) problems or specific

ineligible expenditure (i.e. weaknesses in checks by the managing authority or intermediate body,

problems with public procurement).

(c) When irregularities occur in a large number of cases and it is not cost-effective to examine all
cases affected by the irregularity, extrapolation may be used to determine the amount of financial
correction. This means that the amount to be corrected for all affected cases is estimated based

on a small number of cases examined.

23. If the irregular expenditure leading to the financial correction has already been claimed
for reimbursement from the EU budget, the financial correction corrects the past (ex-post
financial correction). However, if the irregular expenditure had not yet been claimed for
reimbursement from the EU budget, the financial correction addresses the future (ex-ante
financial correction). This latter means that already when declaring expenditure to the
Commission, Member States deduct from eligible expenditure the financial correction. Ex-
ante and ex-post financial corrections can occur simultaneously within the same case

ensuring the correction of the past and the future.

24. Annex | describes the process leading to a preventive measure and/or financial

correction and its resolution.

No preventive measures or financial corrections for underachievement of results

25. During the 2000-2006 and 2007-2013 programme periods, there was no legal provision
which would have permitted the Commission to initiate suspension procedures and impose
financial corrections in the case of underachievement of results at the level of a programme
or a priority axis. There were also limited possibilities to do so at the level of individual

projects. We have criticised this deficiency in the regulations in several reports®®.

8 Special Report No 23/2016 “Maritime transport in the EU: in troubled waters — much

ineffective and unsustainable investment”, paragraph 80 (http://eca.europa.eu), Special Report
No 36/2016 “An assessment of the arrangements for closure of the 2007-2013 cohesion and
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Recovery of unduly paid amounts by Member States

26. Under shared management, Member States are responsible for detecting, correcting
and preventing errors so that only regular expenditure is reimbursed from the EU budget.
Member States are also required to recover unduly paid (from the EU budget) amounts from

beneficiaries'®. However, this is not possible if:

(a) the error was not committed by the beneficiary, but it concerns issues linked to the
functioning of the management and control system (e.g. issues related to the selection

of operations to be co-financed); or
(b) the amount is irrecoverable from the beneficiary (e.g. the beneficiary went bankrupt).

In these cases the Member State budget bears the financial burden of the financial

corrections unless it can be shared with the EU budget.

27. According to the information provided by Member States to the Commission as of the
end of 2015, the publicly (EU and national) financed amount irrecoverable from beneficiaries
is 57 million euro (corresponding to total (private and public) eligible expenditure amounting

to 115 million euro) for all OPs for the entire 2007-2013 period®.

28. Moreover, when an unduly paid amount is recovered from a public body acting as
beneficiary, the financial correction is de facto still borne by a national, regional or local

public budget.

rural development programmes”, paragraph 48 (http://eca.europa.eu), Annual Report
concerning financial year 2013, paragraph 10.9 (OJ C 398, 12.11.2014).

9 Article 70 of Regulation (EC) No 1083/2006.

2 |nformation from the Commission database as of 31 May 2016, based on data reported in

Article 20 reports.
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Financial corrections are a key input to establishing the residual risk for payments from the

EU budget in Cohesion

29. Since 2000, specific regulatory requirements have been added to reinforce the
responsibility of Member States to detect, correct and prevent errors and the OPs’

management and control systems have been changed accordingly.

Annual error rates per programme for a representative sample of operations validated by

the Commission

30. For the 2000-2006 period, dedicated national authorities needed to check 5 % of eligible
expenditure before the winding up of OPs, taking into account their own assessment of the
risks that irregularities could occur and aiming at a representative coverage of the OPs’
spending®’. The Member States also needed to report on amounts awaiting recovery on a
yearly basis?%. There was however no requirement to calculate annually an overall error rate

or to issue any annual audit opinion.

31. For the 2007-2013 period, the regulation introduced Member State audit authorities
who should issue an annual control report (ACR) together with an audit opinion on the
legality and regularity of underlying transactions®. The ACR contained an error rate based
on a representative sample of audits of operations, which was checked, i.e. validated by the

Commission.
Calculation of a cumulative residual risk rate by the Commission

32. The Member States also provide the Commission with more extensive information on

financial corrections made during the year, which is used by the Commission to calculate a

2L Article 10 of Commission Regulation (EC) No 438/2001 of 2 March 2001 laying down detailed
rules for the implementation of Council Regulation (EC) No 1260/1999 as regards the
management and control systems for assistance granted under the Structural Funds (OJ L 63,
3.3.2001, p. 21).

22 Article 8 of Regulation (EC) No 438/2001.
2 Article 62 of Regulation (EC) No 1083/2006.
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cumulative residual risk rate?®. Since 2012, in its annual activity reports (AAR), the
Commission calculates and publishes an indicator called cumulative residual risk (CRR). The
CRR is the Commission’s estimate of the remaining part which is not legal and regular of the
expenditure paid for each OP (or group of OPs) during the programme period. The CRR is
updated each year. From its first calculation in 2012 the overall CRRs for ERDF/CF and ESF for

the 2007-2013 period were below the 2 % materiality threshold® (see Figure 2).

Figure 2 — Cumulative Residual Risk (CRR) for ERDF/CF and ESF programmes: 2012 to 2015
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Source: European Court of Auditors based on information provided by the Commission.

33. In calculating the CRR, the Commission takes into account the annual error rates
reported by Member State audit authorities as validated by the Commission. On top, it also

uses all financial corrections implemented since the start of the programme period at

22 Article 20 of Commission Regulation (EC) No 1828/2006 of 8 December 2006 setting out rules

for the implementation of Council Regulation (EC) No 1083/2006 laying down general provisions
on the European Regional Development Fund, the European Social Fund and the Cohesion Fund
and of Regulation (EC) No 1080/2006 of the European Parliament and of the Council on the
European Regional Development Fund (OJ L 371, 27.12.2006, p. 1).

2 See AAR 2015 of DG Regional and Urban Policy, p. 75 and AAR 2015 of DG Employment, Social
Affairs and Inclusion, p. 50.
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Member State level (through withdrawals and recoveries as reported by Member States)

and EU level (through formal Commission decisions)?.

The previous special report by the European Court of Auditors on the Commission’s

measures to protect the EU budget

34.1n 2012, in a previous special report, we assessed the Commission’s measures to protect
the EU budget for 2000-2006 programme period. Our audit showed that the Commission
generally took appropriate action when deficiencies were identified, but that the process
was lengthy and that it obtained varying degrees of assurance that deficiencies in national
management and control systems had been adequately addressed as a result of its

corrective actions?’.

AUDIT SCOPE AND APPROACH

35. Through this audit we assessed whether the Commission’s preventive measures and
financial corrections in Cohesion are effective in protecting the EU budget from co-financing

irregular expenditure.

36. Our audit focussed on the 2007-2013 programme period; but we also made a
comparison of the Commission’s preventive measures and financial corrections during this
period with those of the 2000-2006 programme period. We also assessed the likely impact

of the relevant changes made in the regulations for the 2014-2020 programme period.

37. In particular we examined whether:

(a) the Commission’ s financial corrections had sufficient net impact for ERDF and ESF

programmes during the 2000-2006 period;

%6 Box 2 of Special Report No 16/2013 “Taking stock of ‘Single audit’ and the Commission’s

reliance on the work of national audit authorities in Cohesion” (http://eca.europa.eu).

27 Special Report No 3/2012 ‘Structural funds: Did the Commission successfully deal with

deficiencies identified in the Member States’ management and control systems?’
(http://eca.europa.eu).
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(c)
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the Commission made effective use of the preventive measures and financial

corrections during the 2007-2013 period as provided for in the regulations;

whether the Commission, made effective use of the lessons it had learnt when devising

the arrangements for 2014-2020 in order to better protect the EU budget in Cohesion.

38. Our audit work consisted of:

a review of relevant EU legislation and Commission guidelines (both internal and those

addressed to the Member States) for the periods 2000-2006, 2007-2013 and 2014-2020;

a review of the different Commission publications and reports in relation to measures to
protect the EU budget (such as annual activity reports, annual accounts and the

Communication on the protection of the EU budget) for the 2007-2013 period;

a comparative analysis of the distribution over several years of preventive measures and
financial corrections applied by the Commission in the 2000-2006 and 2007-2013
periods and an assessment of the impact of financial corrections on total programme

spending after closure in the 2000-2006 programme period;

a review of all European Court of Justice (ECJ) judgments on Commission financial
correction decisions in the 1994-1999 and 2000-2006 periods which were challenged
before the ECJ;

an assessment of the Commission internal procedures for the 2007-2013 period and a
verification of how these work in practice through desk review. This included an analysis
of the different information sources kept by the Commission and a validation and

reconstruction of the audit trail for the specific cases examined;

an examination of a sample of 72 individual cases that had been closed by the end of
2016 related to 20 ERDF/CF and ESF operational programmes for the 2007-2013 period.
For these 20 OPs we have examined all preventive measures and financial corrections.
These programmes cover around 21 % of the total budget and were randomly selected.

The 72 cases examined account for up to 29 % of all financial corrections for the period;



26

- acomparison of programme risk per Member State and the level of financial corrections
as well as an analysis of the Commission’s validated error rates and preventive measures

and financial corrections during the 2007-2013 period; and

- interviews with members of the European Parliament’s Budgetary Control and Regional
Development committees and with representatives of Member States of the Council of

the European Union’s Structural Actions Working Party.

39. The audit covers the period until 31 December 2015 unless indicated otherwise. The
audit field work was carried out from January 2016 to November 2016. Our examination of
the preventive measures and financial corrections was based on errors accepted by Member
States. Unless indicated otherwise, the figures presented in this report refer to ex-post

financial corrections imposed by the Commission and accepted by Member States.

OBSERVATIONS

Financial corrections already resulted in net corrections for a number of ERDF and ESF

programmes as well as CF projects during the 2000-2006 period

Financial corrections for the 2000-2006 period amounted to 8 616 million euro or 3.8 % of

the total budget for ERDF, CF and ESF

40. In our assessment of the Commission’s effectiveness in protecting the EU budget from
irregular spending we first looked at the 2000-2006 programme period. For this period we
were able to assess the total impact of the financial corrections on Member States since

nearly all OPs were closed by the end of 2015%.

41. We found that that the Commission imposed a total of 8 616 million euro in financial
corrections during the 2000-2006 period. This corresponded to 3.8 % of the total budget

envelope (Table 1).

2 See AAR 2015 of DG Regional and Urban Policy, p. 78 and AAR of DG Employment, Social Affairs
and Inclusion, p. 65.
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42. According to the Commission at the closure of the 2000-2006 programme period all OPs
had been closed with sufficient financial corrections having been imposed to ensure that no

material irregular expenditure had been paid from the EU budget.



Table 1 — Main figures for the implementation of the Commission’s measures to protect the EU budget in Cohesion

Allocated envelope (million euro)

Confirmed/decided financial corrections (million euro)
Confirmed/decided financial corrections /allocated envelope (%)
Interrupted amount (million euro)

Interrupted amount / allocated envelope (%)

Total number of OPs

Number of suspended OPs

Number of suspended OPs / Total number of OPs (%)

Total number of projects

Number of suspended projects

Suspended projects / Total number of projects (%)

2000-2006

ERDF ESF TOTAL

129 607 68 521 228 344

8616

3.8%

Source: European Court of Auditors based on information provided by the Commission.

2007-2013
ERDF/CF ESF

269 879 76 617

TOTAL

346 496

3326

1.0%

28 446

8%

440

64

28
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43. The Commission did not, however, publish an indicator for the whole policy area, similar
to the CRR for the 2007-2013 programme period, to assess if the impact of the above
corrections brought the residual risk rate for the policy area under the materiality threshold

of 2 %.

44. In the context of our compliance audits we examined the closure payment to 12 ERDF
or ESF OPs and to 15 CF projects (altogether 101 projects). Of the 101 projects, 20 were
affected by errors with financial impact, of which at least in 13 projects the Commission
applied financial corrections after the closure procedure has been finalised by the Member
State. This illustrates that the Commission needs to remain vigilant when examining the

closure declaration submitted by Member States.

45. Table 1 summarises our analysis of the Commission’s measures to protect the EU

budget in Cohesion policy for the 2000-2006 and 2007-2013 programme periods.

Net financial corrections for the 2000-2006 period account for an overall amount of 2 423

million euro (or 1.1 % of the total budget)

46. Net financial corrections originate from both Commission decisions, which by default are
net, and confirmed financial corrections which can become net if the Member States do not

introduce new expenditure.

47. Financial corrections were decided by the Commission in seven Member States for the
ERDF (Belgium, Greece, Spain, France, Germany, Italy and the United Kingdom), six Member
States for the CF (Spain, Greece, Ireland, Lithuania, Portugal and Slovakia) and one Member
State for the ESF (France). The corrections decided by the Commission amount to 1 037

million euro or around 0.5 % of the total ERDF, CF, ESF budget (see Figure 3).



30

Figure 3 - Distribution of financial corrections imposed through Commission decisions:

2000-2006 programming period (in million euro)
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Source: European Court of Auditors based on information provided by the Commission.

48. As for confirmed financial corrections, we found that, for the ERDF, five of the 25
Member States (Ireland, Latvia, Lithuania, Luxembourg and Hungary) were able to replace
the whole amount of the confirmed financial correction with new expenditure (indicated in
green on Figure 4). This was also the case for the ESF in five of the 25 Member States
(Ireland, Latvia, Lithuania, Portugal and Slovakia) and for CF in four of 16 Member States
(Latvia, Lithuania, Hungary and Slovenia) (indicated in green on Figures 5 and 6). Taken
together, these Member States accounted for 3 % of the ERDF, 10 % of the ESF and 10 % of
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the CF budget. These Member States were able to declare enough additional expenditure to
compensate for the effect of confirmed financial corrections, so the confirmed financial

corrections had no impact on the use of their budget envelope.

Figure 4 - Impact of confirmed financial corrections on Member States: 2000-2006
programme period — ERDF (in million euro)
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The figures provided above relate to programmes implemented within one Member State.
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financial correction amount to 6 036 million euro and 68 million euro, respectively.

Source: European Court of Auditors based on information provided by the Commission.

49. In the case of 17 Member States for the ERDF, 16 Member States for the ESF and ten
Member States for CF confirmed financial corrections had an impact on the use of the
allocated budget envelope (indicated in red on Figures 4, 5 and 6). Taken together, these

Member States accounted for 96 % of the ERDF, 88 % of the ESF and 89 % of the CF funding.



50. These Member States were not able to use replacement in full and the confirmed

financial correction thus became at least in part a net financial correction. We calculated

that this net financial correction amounts to 1 386 million euro. This corresponds to around

0.6 % of the total ERDF, CF and ESF budget for all 25 Member States.

Figure 5 -Impact of confirmed financial corrections on Members States: 2000-2006

programme period — ESF (in million euro)
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Figure 6 - Impact of confirmed financial corrections on Member States: 2000-2006
programme period — CF (in million euro)
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51. For the ERDF there were three Member States (Cyprus, Malta and Slovenia), for the ESF
there were four (Czech Republic, Cyprus, Malta and Finland) and for the CF there were two
(Cyprus and Malta) where no confirmed financial corrections were applied in the 2000-2006

programme period.
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The Commission’s assessment of weaknesses and financial corrections were in substance

confirmed by the European Court of Justice

52. Where the Commission enforces suspensions or financial corrections by way of a
Commission decision, the Member State is entitled to challenge this decision before the
European Court of Justice (ECJ). We therefore looked at whether the Commission decisions

for previous programme periods were upheld in substance by the ECJ.
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Table 2 - Commission decisions on financial corrections (1994-1999 and 2000-2006 programme periods)

Financial correction decisions Status (fo Judgement
a Number of cases
Programme period Member state challenged in front of ECJ Commis
DG REGIO DG EMPL Closed
confirmed annulled

Belgium 1 3 4
Germany 16 1 17 11 11 10 1
Ireland 5 1 6
Greece 7 7 2 2 2
Spain 14 2 16 5 5 1 4
France 4 8
Italy 7 7 4 4 4
Luxembourg 5 5
Netherlands 3 3 1 1 1
Austria 3 3
Portugal 5 5 2 2 1 1
Finland 1 1 2
United Kingdom 7 2 9
Interreg1 4 4 1 1 1

Subtotal for 1994-1999: 77 19 96 26 26 (0] 20 6
Belgium 1 1
Germany 1 1
Ireland 1 1
Greece 2 2
Spain 21 21 11 8 3 6 2
France 1 2 3 1 1 1
Italy 3 1 4 2 1 1 1
Lithuania 1 1
Portugal 4 4 1 1 1
Slovakia 1 1
United Kingdom 1 1
Interreg1 1 1

! Interregional programmes are implemented by more than one Member State.

Source: Information provided by the Commission.
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53. Up to the end of 2015, from a total of 137 financial correction decisions, 41 cases were
brought to the ECJ in relation to the 2000-2006 and the 1994-1999 periods (see Table 2). Of
the 41 cases, 37 were closed by the end of 2016.

54. Around half of the ECJ cases covered by our analysis concern issues linked to non-
compliance with public procurement rules. Some other issues include submission of costs
incurred outside the eligibility period, switching of funds between operational programmes

and identification of weaknesses in management and control procedures.

55. In nine of the 37 closed cases, the ECJ annulled the Commission’s financial correction
decision. In all nine cases the annulment was due to procedural issues without any
conclusions on the substance of the case. Three of the four open cases with the same issues
are under appeal. In all other cases, the Commission decision was confirmed by the ECJ both

on form and on substance.

56. This suggests that the Commission has generally made robust interpretations of the
articles governing the application of financial corrections and had applied proportionate

financial corrections during the 1994-1999 and 2000-2006 periods.

57. So far there were no Commission decisions on financial correction for the 2007-2013
programme period. There was only one case where a Member State challenged a
Commission decision in relation to a payment suspension for the 2007-2013 period, but this

case is still on-going and thus not covered by our analysis.

The Commission makes increasing use of preventive measures and financial corrections

during the 2007-2013 period

58. For the 2007-2013 period no final assessment is possible at this stage since the closure
process for ERDF/CF and ESF OPs will be initiated only in 2017. We therefore looked at the
way in which the Commission has made use of the regulatory provisions which were
available during this period to protect the EU budget from irregular spending. Where

appropriate, we also made a comparison with the 2000-2006 period.
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During the 2007-2013 period the Commission used the measures at its disposal to protect

the EU budget more extensively than in the past

59. The Commission should make use of the measures to protect the EU budget set out in
the regulations as soon as significant weaknesses are detected in the management and
control system and these may result in irregular expenditure being claimed by Member
States. This is necessary so that Member States can improve their systems and avoid
claiming additional irregular expenditure from the EU budget. We have therefore compared
the use made by the Commission of preventive measures and financial corrections for the

2007-2013 period with that for the previous period.

60. For the 2007-2013 period, financial corrections of around 3 326 million euro had been
imposed by the end of 2015 (see Table 1). This corresponds to 1.0 % of the total budget
envelope. In addition, payments for around 28 446 million euro had been interrupted (8 % of

the total allocated envelope).

Preventive measures were applied earlier and more extensively in the 2007-2013

programme period than in the previous period

61. Our analysis shows that the Commission started to use preventive measures in 2010, i.e.
the 4% year of the 2007-2013 programme period. This was two years earlier than for the
2000-2006 programme period and five years before the eligibility period finished (see
Figure 7 and Table 1).

62. Moreover, the preventive measures covered a larger share of the OPs earlier and the
Commission also imposed more serious measures earlier. For example, for the 2000-2006
period, payment suspensions were applied to the first OPs in 2007 (the 8" year of the 2000-
2006 period). For the 2007-2013 period, this was already the case in 2010 (the 4t year of the
2007-2013 period. In addition, while for the previous programme period around 20 % of all
OPs with a payment suspension had been suspended in year 2007 (the gt year of the

period), for the 2007-2013 period this was the case for 68 % of such OPs.

63. This earlier, more comprehensive and stricter application of preventive measures by the

Commission allows for more timely improvements to a larger number of management and
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control systems, and also increases the incentives for Member States to make the necessary

improvements.

Relative increase in financial corrections during the 2007-2013 period when compared to the

level of irregular spending detected

64. Our analysis also shows that in the 2007-2013 period the level of financial corrections
and the implementation rate of the imposed financial corrections were similar to those
observed during the previous 2000-2006 period (see Figure 8). The levels of financial
corrections in the two periods need, however, to be put into perspective and must be
compared with the underlying level of irregular expenditure. Our audits since 2009 have
shown that the level of error for the 2007-2013 period is significantly lower than for the
2000-2006 programme period. This means that there was significantly more irregular
expenditure during the 2000-2006 than during the 2007-2013 period. In turn, this implies

that the level of financial corrections has increased in relative terms.

2 Annual Report concerning financial year 2015, paragraph 6.74 (0J C 375, 13.10.2016).



Figure 7 — Preventive measures applied to cohesion by the Commission in the 2000-2006
and 2007-2013 programme periods (cumulative figures)
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Source: European Court of Auditors based on information provided by the Commission.




Figure 8 — Financial corrections applied to cohesion by the Commission in the 2000-2006
and 2007-2013 programme periods (cumulative figures)
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Final impact of financial corrections for the 2007-2013 period can be determined only at

closure

65. The final impact of the confirmed financial corrections on the 2007-2013 OPs (i.e.
whether the financial corrections lead to loss of funds) can however be assessed only once
the final payment claim has been submitted by the Member State and assessed by the

Commission. As for the 2007-2013 programme period, submission of final payment claims
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must be done by 31 March 2017%, so it is too early to assess at the time of drafting this
report the impact on Member States of financial corrections for the 2007-2013 programme

period.

66. Annex IV provides more detailed information per Member State related to the

implementation by the end of 2015 of the Commission’s measures for the 2007-2013 period.

The Commission applied its preventive measures and financial corrections in a

proportionate manner in the 2007-2013 period

The Commission’s measures in the 2007-2013 period focussed on the Member States with

the riskiest programmes

67. Since the 2007-2013 programme period the Commission has calculated the “amount at
risk” for each programme. These amounts are then aggregated at Member State level and

published in the AAR. These indicators present the programmes’ risk for the given year and
they show the potential amount of ineligible expenditure co-financed for each programme

or Member State on the basis of the information available to the Commission.

68. As the Commission’s measures should mostly affect the riskiest programmes, there is
likely to be a correlation between the distribution of the amount at risk and the distribution
of financial corrections imposed by the Commission. We therefore analysed whether such a

correlation exists.

Programme risk indicator by Member State correlated with confirmed/decided financial

corrections

69. The difference between the “amount at risk” and the Commission’s and Member State’s
financial corrections is the cumulative residual risk (CRR) (see paragraphs 32 to 33). When

assessing the OPs, the Commission requires that financial corrections imposed by Member

3 Article 89.1a of Regulation (EC) No 1083/2006.
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States and by the Commission are high enough to ensure that this indicator is below a 2 %

materiality threshold>.

70. Figure 9 shows the programme risk level by Member State as indicated by the
Commission’s amount at risk and the level of Commission’s financial corrections per
Member State for the 2007-2013 period. The correlation analysis also displays the trend line
(the overall relation for the Member States between the programme risk and the financial
corrections imposed by the Commission) as well as the 45 line (points where financial

corrections would equal the programme risk level).

71. Our correlation analysis shows that the trend line is below the 45 line (see Figure 9). This
indicates that financial corrections imposed by the Commission are generally at a lower level

than the amount at risk. This can be explained by two factors:

- the risk of co-financing ineligible expenditure (amount at risk) is partly addressed by the
financial corrections already imposed as a result of Member State controls without the

issue reaching the Commission; and

- the Commission requires that financial corrections bring the CRR below the 2 %

materiality threshold (and not to zero).

72. Most of the Member States are close to the trend line. This indicates that the level of
financial corrections imposed by the Commission overall correlates with the Commission’s

assessment of the amount at risk32.

31 See AAR 2015 of DG Regional and Urban Policy, p. 75 and AAR of DG Employment, Social Affairs
and Inclusion, p. 50.

32 The 0.65 correlation coefficient suggests a positive moderate correlation between the amount

at risk and the level of financial corrections at Member State level. The correlation coefficient is
an indicator, which shows the degree to which the movement in two variables are associated.
Its possible values range between -1 and 1, the two extreme points indicating a perfect negative
or positive link and zero indicating no link, i.e. the two variables move independently of each
other.
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73. Where Member States are significantly above the trend line, the level of financial
corrections is higher than the potential amount at risk indicated for the Member State’s

programmes. This is, for example, the case for Slovakia, Romania and Ireland.

74. Where Member States are significantly below the trend line, the level of financial
corrections imposed by the Commission is lower than the potential amount at risk indicated
for the Member State’s programmes. This is, for example, the case for France and Spain,
which both applied financial corrections on their own initiative. By doing this, they avoided

additional financial corrections being imposed by the Commission.
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Figure 9 - Comparison between the amount at risk and confirmed/decided Commission financial corrections in the 2007-2013 programme period
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75. The relation between the level of financial correction and the amount at risk is also
influenced by ongoing cases. Cases which have not yet reached the final stage of the
procedure are included in the amount at risk, while the possible future financial corrections
resulting from these cases are not yet reflected in the numbers. This is particularly the case
for Spain where 20 operational programmes were under suspension and for a further seven
programmes, payment claims were interrupted as of the end of 2015 (representing 70 % of

all on-going preventive measures).

The Commission’s internal procedures for the 2007-2013 period aim to ensure harmonised

treatment of cases across programmes and Member States

76. The Commission should ensure harmonised treatment of cases across programmes and
Member States and that preventive measures and financial corrections are implemented
before payments are resumed. We therefore analysed the Commission’s internal procedures
for imposing preventive measures and financial corrections, for accepting preventive
measures and financial corrections as implemented and verified how these procedures work

in practice.

Decisions on payment interruptions and suspensions and financial corrections are discussed

and agreed upon by senior management committees.

77. For the 2007-2013 programme period, the Directorate-General for Regional and Urban
Policy and the Directorate-General for Employment, Social Affairs and Inclusion set up their
own Interruptions, Suspensions and Financial Corrections Committees (ISFCC). These
committees provide a forum within each directorate-general to discuss matters and take
decisions related to warnings, interruptions, suspensions and financial corrections (see also
Annex I). Both committees meet on a regular basis and consist of the director-general, the

deputy director-general(s), relevant directors and representatives of the legal units.

78. The meetings of the ISFCC ensured a better overview and discussion of all cases and
procedures related to preventive measures and financial corrections within the Directorate-
General to help to harmonise treatment of cases and inform senior management of the

ongoing issues.
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The management and follow-up of preventive measures and financial corrections required a

significant commitment in terms of time and staff resources

79. In order to lift preventive measures and resume payments Member State authorities
must generally propose measures aimed at correcting systems so as to prevent errors
occurring in the future. These are called remedial action plans (see Annex I). Within our
sample of 20 programmes, the Commission requested a remedial action plan to be set up in

44 of the 72 cases examined (see paragraph 38).

80. Member States then need to inform the Commission that a remedial action plan has
been implemented. The Commission has several ways of assessing whether the conditions

for lifting have been fulfilled:

(a) first, the Commission systematically reviews the information sent by Member State

authorities (generally by the managing authorities of the OPs concerned).

(b) second, the Commission may also ask the audit authority to confirm the information
provided by the managing authority. Of these 44, the audit authority’s validation was
requested in 31 cases for 18 of the 20 programmes. In these cases, the Commission
obtained additional assurance regarding the appropriateness of the actions proposed by

the Member State authorities.

(c) third, the Commission can perform its own follow-up of cases in the Member States.
Cases for follow up audits are selected on a risk basis: where the Commission cannot
rely on the work of the audit authority or where additional information is needed.
Overall, the Commission carried out 62 follow-up audits of action plans in relation to 70

OPs in the 2007-2013 programme period.

81. The management and follow-up of preventive measures and financial corrections
required a significant commitment in terms of time and staff resources from the
Directorates-General. Holding back large payments from the EU budget to Member States is
also politically sensitive and the Commission is in close contact with Member States to
ensure that the conditions for lifting measures are in place. Some cases are even discussed

between ministers or heads of state and Directors-General and Commissioners.
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The Commission’s corrective measures put pressure on Member States to address

weaknesses in their management and control systems

Preventive measures and financial corrections generally deal with complex issues which take

a considerable time to resolve

82. Commission procedures related to preventive measures and financial corrections should
be as quick as possible, while taking account of the complexity of the issues. We therefore
analysed the 72 cases in our sample to determine the total duration and the length of the

different phases of the procedures.

83. The duration of the Commission’s procedures does not equal the length of the payment
blockage (see paragraph 93). The Commission’s procedure starts with the triggering event
and lasts either until the preventive measure is lifted or until the financial correction is
implemented. It is therefore longer than the payment blockage which starts with the first

preventive measure and lasts until the lifting of the preventive measure (see Annex I).

Procedures resulting in financial corrections took up to 21 months in the 2007-2013 period

84. Figure 10 presents the results of our analysis of the cases in our sample as regards the
time taken to carry out preventive measures and financial correction procedures. The
average length of the procedures from the triggering event until the preventive measure
was lifted or the financial correction was implemented varied from 10 to 21 months. The
longest was when both preventive measures and financial corrections were involved and the

shortest was when there were only preventive measures.
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Figure 10 — Average length of preventive and financial correction procedures for cases
examined from the 2007-2013 programme period (month)

cases with only financial corrections
(28 cases)

cases with a combination of preventive
measures and financial corrections
(28 cases)

cases with only preventive measures
(16 cases)

0 6 12 18 24
(months)

Source: European Court of Auditors based on information provided by the Commission.

Procedures resulting in preventive measures were mostly triggered by Member State’s own

audits and take half the time

85. According to the Commission, two thirds of preventive measures were triggered by
national audit results®>. This is also the case for 12 of the 16 cases in our sample. The
duration of these procedures is significantly shorter: there is no need to spend time on

establishing the problems; the time is spent on finding ways of resolving them.

86. Most of the remaining financial corrections are triggered by Commission audits. In our
sample, 17 of the 28 cases involving only financial corrections and 13 of the 28 mixed cases
were triggered by Commission audits. These cases take much longer to resolve, in particular
if the Commission imposes financial corrections. One reason for the lengthy procedures
involving financial corrections is that these usually relate to complex problems and Member
States almost always initially contest the Commission’s findings. In order to establish an
error, the issues found need to go through a fact clearing procedure between the Member

State and the Commission, which takes time.

3 See AAR 2015 of DG Regional and Urban Policy, p. 68.
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87. The regulation specifies deadlines for Member States’ replies to the Commission’s
information requests. However, in 34 % of our sampled cases the Commission did not accept
the first Member State reply in which the detailed actions taken by the Member State to
address the shortcomings were laid down, as Member States did not provide the
Commission with information sufficient in volume and in quality. This means that in these
cases the reply provided by the Member State is such that these procedures need to be

repeated.

88. We also examined whether another reason for the long procedure could be that the
Commission does not formulate its requirements specifically enough. However, our analysis
showed that in nine out of ten cases, the Commission requests were specific enough for the

Member State to undertake the required actions.

89. In addition, when financial corrections are set up, time is needed to determine the
appropriate level of correction once the error has been accepted by the Member State. In
many cases the Commission agrees with the Member State concerned that additional checks
should be carried out to establish the seriousness of the errors and the appropriate

correction.

Payment interruptions and suspensions represent a significant financial risk for Member

States

90. The Commission’s actions should make the OP’s management and control system more
effective in preventing, detecting and correcting errors. Such improvements are often made
faster if there is a financial cost associated with not acting swiftly. We therefore assessed the

impact of the preventive measures at Member State and Commission level.
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Payments interrupted or suspended for a significant share of programmes for between three

and nine months

91. Until the end of 2015 the Commission interrupted the payment deadline for the amount
corresponding to 10 % of all payments made for ERDF/CF and ESF**. Suspension decisions
were issued for 15 % of all programmes. Moreover, payments to programmes or part of the
programmes for the 2007-2013 period were stopped due to interruptions and/or
suspensions for more than eight months on average. There were only five Member States
(Croatia, Cyprus, Denmark, Finland and Ireland) where no OPs were interrupted or

suspended.

92. For the vast majority of Member States the average period when payments to at least
one of their programmes were withheld by the Commission due to interruptions and/or
suspensions was between three and nine months. We calculated an overall median of 146
days for payment blockages. In Italy and Spain, however, the average length was almost one

year (see Table 3).

3 Data source: Annual activity reports of DG Regional and Urban Policy and DG Employment,

Social Affairs and Inclusion for years 2010 to 2015.
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Table 3 — Ageing table by Member State of average length of payment blockage to OPs in
the 2007-2013 programme period

<3 months 3-6 months 6-9 months >9 months
Estonia France Belgium Spain
Greece Latvia Bulgaria Italy
Lithuania Luxembourg Czech Republic
Poland Malta Germany
Sweden Netherlands Hungary
Portugal Austria
Romania Slovakia
Slovenia

United Kingdom
Cross border
cooperation

TOTAL 5 10 7 2

Note: The table shows the payment blockage per OP averaged for each Member State. Nor does it
mean that all OPs for a given Member State were blocked, or that all blockages happened at the
same time.

Source: European Court of Auditors based on information provided by the Commission.
Preventive measures also incentivise Member States to improve their systems

93. Assuming an even payment rhythm and taking all expenditure in all 28 Member States
together, for the 2007-2013 programme period the Commission paid on average 110 million
euros each day from the ERDF, CF and ESF*. This illustrates the potential monetary impact
of delaying payments from the EU budget to the Member States, and in particular those

countries receiving the bulk of the Cohesion spending.

94. When a payment deadline for a payment claim is interrupted or the interim payments or
parts of them are suspended, Member States are not reimbursed by the Commission even if
they submit payment claims. During this period, Member States need to finance projects

through their own budgets or payments to projects are stopped.

95. This does not necessarily mean that the EU funds are lost for the Member State, as the

Commission will pay out the expenditure accumulated during the blocked period once the

3 Calculation done by dividing the total paid amount to the policy area until 31 December 2015 by

the time elapsed between the first interim payment for the programme period (22 April 2008)
and 31 December 2015.
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preventive measure is lifted. However, if the Member State needs to finance projects from
the national budget, it is still likely to cause cash flow problems due to the reduced volume
of funds coming in. The situation can be aggravated if the volume of projects to be financed
is significant and/or if the reasons for interruption or suspension are complex, resulting in
lengthy remedial actions. Moreover, towards the end of the programme period the risk

increases that the blocked expenditure may actually be lost.

96. Uncertainty about calls for payments can also lead to difficulties for the Commission in
its budgetary management. On the one hand, the Commission may not be able to use the
allocated payment appropriations. On the other hand, if several payment interruptions or
suspensions are simultaneously lifted, it might have problems with fulfilling all its payment
obligations, i.e. it would face a cash-flow problem. In addition, the Commission might face
difficulties in planning payments and setting up the budget. We examined whether to avoid
such uncertainties, there could be a risk that a payment blockage was lifted before year end
in order to avoid loss of funds by a Member State. However, this was not the case for any of

the cases examined.

Gradual lifting of measures by the Commission to ensure that expenditure can be

reimbursed as soon as possible

97. Blocking of payments usually affects either the whole programme or a part of it (e.g. a
priority or several measures). This also may lead to withholding payments of expenditure
related to projects which may not be affected by the problems triggering the preventive
measures but for which there is lack of assurance on the legality and regularity of the

spending pending the Member State reply.

98. During our file review we found several cases where the Commission, based on the
information provided by Member States to ring-fence problems applied a proportionate
approach and gradually lifted its preventive measures so that the reimbursement of
expenditure from the EU budget could be resumed as soon as possible for the part of the

programme not affected by the shortcomings which initially led to the interruption or
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suspension (Box 3). During the 2014-2020 programme period, the Commission is required to

follow this proportionate approach®.

Box 3 — Good practice example of a case where the Commission limited its measures to affected

cases to help achieve the objectives of the programme

In April 2015, the Commission interrupted the payment deadline for a payment claim in Romania
because weaknesses were detected in the verification by the managing authority and intermediate
bodies of the SME (small and medium sized enterprise) status of applicants. In July 2015, based on
information received from the Member State, the Commission lifted the interruption for expenditure
declared for financial instruments, since it was established that these funding schemes were not

affected by the weaknesses detected.

The Commission faced difficulties in monitoring the Member States’ implementation of
financial corrections and assessing the long-term effects of the Commission’s corrective

measures

Information provided by the Member States on their implementation of financial corrections

for the 2007-2013 period did not allow for robust monitoring

The Commission should ensure that the financial corrections imposed have been

implemented by the Member States in full in all cases

99. For the 2007-2013 period, the Commission relies on certificates or letters sent by
certifying authorities to ascertain that the agreed amount of financial correction has been
deducted by the Member State from its payment claim so that the subsequent interim
payment can be authorised. The format and the content of these documents are not
governed by any rules or guidelines, they contain information that the given certifying
authority considers relevant. In some of the cases examined, the information received by the

Commission was insufficient for it to check the execution of financial corrections.

100. Moreover, the 2007-2013 regulations do not require audit authorities to check the

content of these certificates and to assess whether the financial corrections imposed have

% See Article 83 of Regulation (EU) No 1303/2013.
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been deducted in full. So far, the Commission has also not systematically asked them to do
so. Thus, the Commission did not have an independent confirmation of how financial
corrections were implemented on the ground. This was particularly the case in the early

years of the programme period.

Shortcomings in the Member States’ reporting on withdrawals and recoveries during the

2007-2013 period identified by the Commission

101.1In the 2007-2013 programme period, Member States were required to send a
statement to the Commission each year identifying the amounts withdrawn, recovered, to
be recovered and irrecoverable®’. This report covers financial corrections imposed by the
Commission and those imposed by the Member States themselves. In 2010, the European
Parliament and the Council asked the Commission to provide information on the Member

States’ corrective capacity for the 2007-2013 programme period38.

102.Between 2011 and 2015 the Commission conducted 47 audits on recoveries covering 19
Member States and 113 OPs selected on the basis of risk. For 72 of these 113 OPs the

Commission detected important shortcomings.

103. Our analysis of all reports related to these audits showed that the shortcomings were in

particular related to

(a) the management of irregularities by the national authorities (60 %). In several Member
States the time periods between the detection of an irregularity and its registration in
the management information system, and/or the registration of an irregularity and the

decision to withdraw or recover the related amounts were considered too long;

(b) the completeness and correctness of the Article 20 reports submitted by the Member

States (40 %). In these cases the Member States either did not report all relevant

3 Article 20 of Regulation (EC) No 1828/2006.

3 European Parliament decision on discharge in respect of the implementation of the general
budget of the European Union for the financial year 2009, Section Ill — Commission

(P7_TA(2011)0194), paragraphs 19 and 24.
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amounts of withdrawals, recoveries, pending recoveries and irrecoverable amounts or
reported amounts which had never been certified and declared to the Commission or
which did not relate to irregularities, but to administrative/clerical mistakes or to

projects which were no longer (or had never been) part of the OP; and

(c) inadequate recovery procedures (15 %). Cases were observed where irregular amounts
were not recovered from the beneficiaries, or the certifying authority did not ensure the

proper follow-up of the recovery measures taken by the managing authority.

104. We note that the Directorates-General for Regional and Urban Policy and for
Employment, Social Affairs and Inclusion apply similar methodologies to account for
unreliable data on financial corrections reported by the Member States. Overall, for 2015,
the Commission estimates that around 9 % of the amounts reported for ERDF/CF and 4 %

reported for ESF are unreliable.

105. Overall, the Commission audits indicated that significant improvements need to be
made by Member States to improve their reporting on the amounts withdrawn, recovered,
to be recovered and irrecoverable during the 2007-2013 period. Our own work also indicates
that Member State reporting on financial corrections is not sufficiently reliable®. This risk

will however be mitigated in the 2014-2020 programme period (see paragraphs 124 to 126).

Mixed evidence on the long-term impact of preventive measures and financial corrections

on the error level of a programme during the 2007-2013 period

106.The error rates reported by audit authorities in the Member States for each OP (or
group of OPs) and validated each year by the Commission can be considered as an indicator
of the effectiveness of the Member States’ management and control systems to prevent and
detect errors. If these systems work effectively, the level of irregular expenditure should be

below materiality. These validated error rates are reported in the Directorate-Generals’

¥ Annual Report concerning financial year 2015, paragraph 6.70 and Special Report No 16/2013,

paragraphs 29-40 (http://eca.europa.eu).
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annual activity reports and are a key element in the Commission’s assessment of the

management and control systems.

107.1f the Commission’s preventive measures and financial corrections are effective, the
validated error rates of an OP (or group of OPs) should in general decrease in the long term

subsequent to the Commission’s action.

108. For the 20 OPs selected, we therefore examined the relationship between the evolution
of validated error rates and the Commission’s preventive measures and confirmed financial

corrections (see Table 4).

109. Our analysis showed that preventive measures and financial corrections have a mixed
long term impact on the error levels of an OP (or group of OPs). Based on our analysis, we

grouped the OPs examined into three categories:

(a) for around one third of the programmes, the OPs (or group of OPs) had validated error

rates below the Commission’s 2 % materiality level (seven out of 20);

(b) for one fifth the error level was significantly lower than before the Commission took

action (four out of 20); and

(c) for nearly half of the programmes, there was no evidence that the Commission’s actions

had resulted in a decrease in the validated error rates (nine out of 20).

Table 4 - Impact of the Commission’s action on the programmes’ error rates in subsequent
years

Category Number of OPs

7

9
Total 20

Source: European Court of Auditors based on information provided by the Commission.

110.From our point of view however the validated error rates are not a perfect indicator of

the long-term effectiveness of the Commission’s preventive measures and financial
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corrections, in particular since they relate to the whole OP (or group of OPs). As the rules for
implementation (e.g. eligibility rules, rules for public procurement, rules for state aid) are
quite complex, many different types of errors may occur within an OP. Moreover, the
Commission’s measures usually address specific priorities or intermediate bodies, groups of
projects or certain calls for proposals within an OP. Finally, the measures address particular
types of errors (e.g. specific restrictive selection criteria or problems with the method of
selecting projects to be co-financed). Therefore, the Commission’s measures in many cases
correct/prevent errors related to a part of an OP and are related to certain specific types of

errors.

111.The Commission made efforts to increase the effect of its preventive measures and
financial corrections by extending these measures to other programmes where similar

weaknesses have been noted. This led to an increased impact (see Box 4).

Box 4 — Commission good practice in increasing the impact of its measures: Hungary

In autumn 2012 the Commission carried out an audit on public procurement related to the
Hungarian OPs for the Environment and for Public Administration. This audit revealed that one of the
selection criteria used (compulsory requirement for registration with the Hungarian Chamber of
Engineers at the tender submission stage) was discriminatory and the audited programmes were pre-
suspended in spring 2013. The Commission considered these shortcomings to be systematic and to
go beyond the remit of the OPs audited. This is why the Commission also interrupted payment claims
introduced by Hungary for two additional programmes (OPs for Transport and Social Infrastructure).
The managing authorities of these programmes were asked to analyse if the same erroneous
practices had occurred in these programmes as well. As a result of these verifications by the national

authorities, the Commission imposed financial corrections on all four programmes.

The Commission’s reporting on preventive measures and financial corrections made it

difficult to get a comprehensive and analytical overview

Information on preventive measures and financial corrections is presented in several reports

and documents

112.The Commission should report on preventive measures and financial corrections in a

comprehensive and coherent way to ensure that relevant information is accessible and easy
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for the stakeholders to understand. In this context, we therefore reviewed all publications
for the 2007-2013 programme period containing information in relation to measures

protecting the EU budget.

113.The Commission reported information concerning its measures to protect the EU
budget in several publications. The main ones were the annual activity reports of the
operational directorates-general, the consolidated annual accounts of the EU, and the yearly
“Communication on the protection of the EU budget”. These were complemented by the
guarterly reports on financial corrections and the “Annual Management and Performance
Report” (until 2014 the “Annual Synthesis Report on the Commission’s management

achievements”) (see Table 5).



Table 5 - Commission publications in relation to preventive measures and financial corrections

Title To whom

European Parliament and the
Council

European Parliament, the Council
and the Court of Auditors

European Parliament, the Council
and the Court of Auditors

European Parliament

European Parliament and the
Council

Presented by

31 March®

31 July

31 October®

End of each quarter

15 June

Coverage

specific policy area

whole budget

whole budget

specific policy area

whole budget

! As of financial year 2015 the annual activity reports are presented by 30 April.
2 As of financial year 2015 the Communication document is presented as part of the so-called ‘integrated financial reporting package’ together with the

consolidated annual accounts by 31 July.

Content

The annual activity report details the achievements and
initiatives taken during the year and provided for in the
management plan, as well as the resources used. It also
contains detailed Member State level information
concerning the Commission's control activities and
related preventive measures and financial corrections.
The EU's annual accounts consist of the financial
statements (and its notes) and the consolidated reports
on the implementation of the budget. It contains
aggregate information per fund on financial corrections.
Concerning preventive measures till 2012 (incl.) the
information was provided per Member State, from 2013
however, only aggregated figures per fund are published.
As of 2015 the information on preventive measures is no
longer reported in the annual accounts, but only in the
Communication.

The Communication describes the functioning of the
preventive and corrective mechanisms used to protect
the EU budget from illegal or irregular expenditure, and
to provide a best estimate of the figures resulting from
their use. On preventive measures it contains aggregated
information and on financial corrections it contains
aggregated information as well as information at Member
State level.

The quarterly reports provide regular information on the
financial corrections per fund under the cohesion policy.
The synthesis reports detail the previous year's
management achievements based on the annual activity
reports presented by the different Directors-General.

* From financial year 2015 the Synthesis Report is part of the Annual Management and Performance Report.

Source: European Court of Auditors.

Published since

2007

2007

2012

2008

2007
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114. All reports, except for the annual activity reports, were compiled by the Commission’s
Directorate-General for Budget, based on the information provided by the Directorate-
General for Regional and Urban Policy and the Directorate-General for Employment, Social
Affairs and Inclusion according to the instructions or guidelines (for the annual activity

reports of the Directorates-General) issued by the Directorate-General for Budget.

So far, none of the Commission reports have provided an analytical overview of preventive

measures and financial corrections for the 2007-2013 programme period

115. Cohesion spending is based on multi-annual programming. We consider therefore that
the Commission should provide the European Parliament and the Council with a
consolidated report containing key information on preventive measures and financial

corrections relating to the programme period to date®.

116.The analysis of the relevant reports listed in Table 5, however, showed that collectively
they present preventive measures and financial corrections in relation to a number of years.
However, no specific report providing an analytical overview was envisaged for the

programme period as a whole.

117.As regards the 2000-2006 period, we note that the Commission issued an ad hoc report
on the financial corrections and status of closure of the ERDF and ESF programmes and CF

projects in 2013. So far, no such report is planned for 2007-2013 programme period.

Commission reports did not provide enough Member State comparisons and “good practice”

examples on how to prevent, detect or correct recurrent problems

118.The Commission reports should provide relevant information which improves
understanding of the situation regarding preventive measures and financial corrections, so
that appropriate action can be taken to improve management and control systems. We
therefore asked members of the European Parliament’s Budgetary Control and Regional

Development committees and representatives of Member States of the Council of the

% Special Report No 36/2016 on the assessment of the arrangements for closure of the 2007-2013

cohesion and rural development programmes (paragraph 56) (http://eca.europa.eu).
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European Union’s Structural Actions Working Party about their perception of the usefulness

of the available reports.

119. Most of the interviewees found the information provided by the Commission to be

sufficient, or even too much, in volume. Interviewees from Member States found the annual
activity reports the most useful source of information as they contain information which can
be used to benchmark their own programmes against those of other Member States. Finally,

very few of the interviewees were aware of the quarterly reports.

120. While most of the interviewees considered that the Commission clearly communicates
the system and set-up of the measures to protect the EU budget, half of them would like to
have more information on the actual application of the measures and their practical
implications. During our interviews the following issues were raised: explanations of
recurrent problems in relation to declaring irregular expenditure, causes of typical or
repetitive errors and “best practices” on how to prevent, detect or correct them. Such
information would help Member States to improve their own management and control

systems.

The Commission’s information systems do not provide a consolidated overview of

preventive measures and financial corrections

121.The Commission’s Directorates-General record the information necessary for
monitoring and reporting on preventive measures and financial corrections in its accounting
system and in different electronic spreadsheets. We found that the latter suffered from
various shortcomings which made it difficult to get an easy overview and to perform in-

depth analyses:

(a) the different systems are not integrated and data needs to be entered manually;

(b) thereis no overview for individual cases of all measures taken by the Commission to
protect the EU budget. Instead, information is kept separately for preventive measures
and financial corrections. As there is no link between the two, it is difficult to see how
cases evolve from the triggering event to the lifting of preventive measures or the

implementation of financial corrections; and
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(c) the databases do not always contain the necessary information for a comparative
analysis between cases. This would facilitate the work of the ISFC Committee to ensure

that similar cases are treated in a similar way.

Regulatory provisions for the 2014-2020 period significantly strengthened the

Commission’s position in protecting the EU budget from irregular expenditure

122.When setting up and designing the system of preventive measures and financial
corrections for a new programme period the Commission should build on the lessons learnt
and should mitigate the weaknesses identified during the implementation of the
programmes in previous periods. We therefore reviewed relevant EU legislation and
compared it with the shortcomings found, to assess to what extent this has been done for

the 2014-2020 programme period.

Reporting on financial corrections integrated in the annual assurance package and

examined by the audit authority

123.For 2007-2013 programme period, the Commission itself identified shortcomings in
relation to the correctness and completeness of information provided in the Article 20
reports and our own audits also identified risks in relation to the Member States’ reported
financial corrections that were used by the Commission to calculate the CRR (see paragraphs

103 to 106).

124.The regulations for the 2014-2020 period introduced an annual examination and
acceptance of accounts by the Commission. Each year Member States need to submit an
assurance package as part of the annual clearance procedure for each OP (or group of OPs).
This package consists of the annual accounts, including information on amounts withdrawn
and recovered*!; the management declaration and annual summary of the controls carried
out. The audit authorities issue an audit opinion and provide an annual control report. The

first assurance packages were produced in the first half of 2016.

1 Article 137 of Regulation (EU) No 1303/2013.
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125.Unlike in previous periods, the information on withdrawn and recovered amounts is
now required to be reported in the annual accounts and included in the Member State’s
calculation of the CRR for the OP (or group of OPs). The completeness and reliability of this

information is now also subject to verifications by the Member State’s audit authorities.

126.0n the basis of these documents the Commission is required to perform an annual
examination of the operational programme, in the course of which it determines the amount
of expenditure eligible for the given year. Member States will be required to correct all
irregularities before the annual clearance procedure (i.e. withdraw or recover irregular
expenditure with the possibility of replacing it with new expenditure). If this is not done the

Commission can launch a financial correction procedure.

Legal provisions introduced for the 2014-2020 period give more power to the Commission

to protect the EU budget

10 % retention from all interim payments during the 2014-2020 period

127.The 2014-2020 legislative framework established the instrument of 10 % retention from
interim payments®. This means that during the accounting year the Commission pays only
90 % of the declared interim expenditure. The remaining 10 % is cleared after the
submission and acceptance of the assurance package. This 10 % retention by the
Commission can be compared to a general conditional precautionary measure, which can be

paid to the Member State if everything is found to be in order at the annual clearance.

128.Given the error levels observed during the 2007-2013 period, we consider that this has
the potential to ensure better protection of the EU budget since this creates an adequate
buffer for the Commission to take corrective action even in a situation where the Member

State fails to implement any financial corrections at all.

4 Articles 127 and 137 of Regulation (EC) No 1303/2013.
3  Article 130 of Regulation (EU) No 1303/2013.
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Net financial corrections possible each year if serious weaknesses are detected that were

not identified by the Member State

129.For the 2007-2013 programme period, the criteria for applying a net financial correction
depended on whether the Member State accepted the observation (i.e. the error) and
confirmed the related impact (i.e. applied the amount of financial correction) or not*. If this
was not the case, the Commission needed to adopt a financial correction decision. Only the

Commission decision had a direct net effect (see paragraph 19).

130.This arrangement has been replaced by a self-correcting system, where the Member
State needs to apply the financial correction up front. During the 2014-2020 programme
period, if serious system deficiencies are found that have not been detected by the Member
State in the context of its verifications or audits before the annual acceptance of accounts
(either by the Commission or through our audits), the Commission will apply a net financial

correction leading to loss of funding for the Member State™®.

131.This system aims to further incentivise Member States, and in particular their audit
authorities, to ensure that EU funds are spent in a legal and regular manner and that all
necessary financial corrections have been applied at national level to protect the EU budget
from irregular expenditure. This responsibility lies primarily with the managing authorities.
The audit authorities will, however, act as a last line of defence to avoid part of the national
envelopes already being lost during programme implementation. Moreover, the financial
corrections will be applied on an annual basis and be clearly linked to the release of the
subsequent interim payment. A comparison between the arrangements for the 2007-2013

and 2014-2020 period is provided in Annex V.

132.We also observed that procedures resulting in financial corrections during the 2007-
2013 period took a long time to resolve (see paragraph 87). Similar issues were identified for

the 2000-2006 programme period in one of the Court’s previous special reports“’.

% Article 100.4 of Regulation (EC) No 1083/2006.
% Article 145.7 of Regulation (EU) No 1303/2013.
% Special Report No 3/2012.
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133. We consider that the duration of these procedures will be significantly shortened by the
requirement to close the accounts and submit the assurance package by a set deadline (15
February of the following year). This will incentivise the Member States to remedy problems
faster in order to be able to include related expenditure in the accounts, and is likely to

contribute to a significant speeding-up of the process compared to the 2007-2013 period.

Payment suspensions and financial corrections at closure are also possible for non-

achievement of performance targets

134.During the 2014-2020 programme period it will also be possible to initiate suspension
procedures and impose financial corrections if the performance indicators set are not
achieved. This under-performance must, however, be due to clearly identified
implementation weaknesses and the Commission is required to communicate these
weaknesses to the Member State’. If the Member State has failed to take corrective action
to address these weaknesses, the Commission may suspend payments to the Member State.
At the end of the programme period, if the Member State has still failed to take corrective

action to address the weaknesses, the Commission may apply financial corrections.

135. We consider that this is a first step towards addressing our long-standing criticism that
there were no adequate legal provisions to impose financial corrections for under-
performance during the 2007-2013 programme period (see paragraph 25). However there
are still no real financial incentives or sanctions in the 2014-2020 framework relating to the

results achieved with EU funding®.

47 Article 22 of Regulation (EU) No 1303/2013 and Articles 2 and 3 of Commission Delegated
Regulation (EU) No 480/2014 of 3 March 2014 supplementing Regulation (EU) No 1303/2013 of
the European Parliament and of the Council laying down common provisions on the European
Regional Development Fund, the European Social Fund, the Cohesion Fund, the European
Agricultural Fund for Rural Development and the European Maritime and Fisheries Fund and
laying down general provisions on the European Regional Development Fund, the European
Social Fund, the Cohesion Fund and the European Maritime and Fisheries Fund (OJ L 138,
13.5.2014, p. 5).

*  Annual Report concerning financial year 2013, paragraph 10.16.
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Measures linked to sound economic governance issues introduced, but difficult to apply in

practice

136. Moreover, in 2014-2020 programme period, the Commission can also apply suspensions
for issues related to wider sound economic governance issues®. In particular, the
Commission may propose that the Council suspend payments or commitments if the
Member State has not taken appropriate action to amend its Partnership Agreement®° or if

the Member State has not taken effective action to correct its excessive deficit.

137.However, in situations linked to economic governance, the decision to suspend
payments does not lie entirely with the Commission. The Commission must keep the
European Parliament (EP) informed whenever such a situation arises and must enter into a
structured dialogue with the EP if asked to do so. Following this, the Commission needs to
make a proposal to the Council to suspend the payment, and the Council then takes its
decision in an implementing act. For suspensions linked to economic governance, the
maximum levels of suspension as a percentage of payments or commitments is also set in

the regulation.

138.The Commission envisaged proposing payment suspensions linked to economic
governance (and in particular the excessive deficit) issues for the first time in the case of
Spain and Portugal in 2016°*. In November 2016, the Commission decided not to propose a
suspension in the above cases, in view of the challenging economic and fiscal situation.
Instead, the Commission recommended that Portugal put an end to its excessive deficit by
2016 and that Spain did so by 2018. On this basis it may be difficult to apply this provision in
practice during the 2014-2020 programme period.

4 Article 23 of Regulation (EU) No 1303/2013.

®  See Special Report No 2/2017 “The Commission's negotiation of 2014-2020 Partnership
Agreements and programmes in Cohesion: spending more targeted on Europe 2020 priorities,
but increasingly complex arrangements to measure performance” (http://eca.europa.eu).

> Based on the Council’s decision of 12 July 2016 under Article 126(8) of the Treaty on the
Functioning of the European Union establishing that Spain and Portugal did not take effective
action under the Excessive Deficit Procedure.
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Increased legal certainty due to setting rules as regulations rather than guidance

139. During the 2014-2020 period, the rules applicable for financial corrections have a

different legal form (and, as a result, corresponding stricter legal value). For example,

(a) the method of determining financial corrections and the indicative rates of corrections

to be applied for public procurement errors have, since the 2000-2006 programme
period, been set out in Commission guidelines®2. These guidelines describe the method
used by the Commission in the relevant cases and their use was recommended to
Member States. The 2013 update of these rules to be used by the Commission was

issued as a Commission Decision53;

(b) The Commission’s methodology for applying flat rate corrections for the 2007-2013

programme period was set in a 2011 Commission Decision®*. Similar rules for the 2014-

2020 programme period were included in a Commission Delegated Regulation®>.

140. This puts the Commission into a stronger position to enforce those provisions and to

ensure a more consistent approach across Member States during the 2014-2020 period.

Setting out the applicable rules as a Regulation or Commission Decision rather than guidance

also leaves less discretion to the Commission when deciding on the level of correction and

thus increases legal certainty for Member States.

52

53

54

55

COCOF 07/0037/03 Guidelines for determining financial corrections to be made to expenditure
co-financed by the Structural Funds or the Cohesion Fund for non-compliance with the rules on
public procurement.

Commission Decision C(2013)9527 of 19.12.2013 on the setting out and approval of the
guidelines for determining financial corrections to be made by the Commission to expenditure
financed by the Union under shared management, for non-compliance with the rules on public
procurement.

Commission Decision C(2011)7321.

Article 31 of Regulation (EU) No 480/2014.
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CONCLUSIONS AND RECOMMENDATIONS

141.0Overall, until end 2015 (i.e. before the closure of the 2007-2013 programme period) the
Commission has made effective use of the measures at its disposal for the 2007-2013

programming period to protect the EU budget from irregular expenditure.

142.0ur audit showed that financial corrections for the 2000-2006 period amounted to
8.616 million euro or 3.8 % of the total ERDF, CF and ESF budget. At closure there were net
financial corrections for a number of ERDF and ESF programmes and CF projects in 17
Member States for the ERDF, 16 Member States for the ESF and eleven Member States for
CF. The overall amount of these net corrections was 2 423 million euro (or 1.1 % of the total
budget). We also found that the Commission’s assessment of weaknesses and financial
corrections was in substance confirmed by the European Court of Justice. While we expect
the situation to be similar for the 2007-2013 period, the final impact of financial corrections
can be determined only at closure. Based on our examination of the 2000-2006 closure
payments, we also consider that the Commission needs to remain vigilant when checking the

closure declaration submitted by the Member States.

143.For the 2007-2013 period the Commission used payment suspension more extensively
than in the past and the newly introduced payment interruptions were a helpful additional
tool. Preventive measures were also applied earlier than in the previous period. In relative

terms, we expect that more financial corrections will be implemented for the 2007-2013

period than in the previous period.

144.We also found that the Commission imposed its preventive measures and financial
corrections in a proportionate manner. The Commission’s internal procedures for the 2007-
2013 period aimed at ensuring harmonised treatment of cases between programmes and
Member States. Our analysis also confirmed that the Commission’s measures for 2007-2013

period focussed on those Member States with the riskiest programmes.

145.The Commission’s corrective measures put pressure on Member States to address
weaknesses in their management and control systems. However, preventive measures and
financial corrections both generally deal with complex issues which take a considerable time

to resolve. The resulting payment interruptions and suspensions represent a significant
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financial risk for Member States. For the 2007-2013 period the Commission therefore aimed
to gradually lift measures to ensure that the reimbursement of expenditure could be
resumed as soon as possible for the part of the programme not affected by the

shortcomings which initially led to the interruption or suspension.

146.We also found, however, that the Commission faces difficulties in monitoring the
implementation of financial corrections. The information provided by the Member States on
their implementation of financial corrections in the 2007-2013 period does not yet allow for
robust monitoring. We also found mixed evidence of the long-term impact of preventive

measures and financial corrections on programme error levels in the 2007-2013 period.

Recommendation 1

The Commission should apply a strict approach to financial corrections at the closure of the
2007-2013 period to ensure that the total amounts reimbursed from the EU budget are free

from material levels of irregular expenditure.

Target implementation date: from March 2017 (start of closure exercise).

147.The Commission’s reporting on preventive measures and financial corrections makes it
difficult to get a comprehensive and analytical overview. This is mainly due to the fact that
the information on preventive measures and financial corrections is presented in several
reports and documents, one of which was not even known by stakeholders. At the same
time, none of the Commission reports provides an analytical overview of preventive
measures and financial corrections for the 2007-2013 programme period as a whole.
Representatives from the European Parliament and the Council also considered that the
Commission reports do not provide enough Member State comparisons and “good practice”

examples on how to prevent, detect or correct recurrent problems.

Recommendation 2

The Commission should issue an ad-hoc report on the financial corrections and status of
closure of the ERDF/CF and ESF programmes similar to the report prepared in 2013 for the

2000-2006 period. This report should present and compare all information on preventive
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and corrective measures by fund and Member State and display the impact of financial

corrections and the residual risk rate.

Target implementation date: at the latest mid-2019.

148. We noted shortcomings in information systems used by the Commission to monitor
and report on preventive measures and financial corrections for 2007-2013 programmes. In
particular, the information systems are not integrated and they do not provide an overview

for individual cases of all preventive measures and financial corrections.

Recommendation 3

For the 2014-2020 period, the Commission should set up an integrated monitoring system

covering both preventive measures and financial corrections.

Target implementation date: 2019.

149.The regulatory provisions for the 2014-2020 period significantly strengthen the
Commission’s position on protecting the EU budget from irregular expenditure. This is
mainly due to the fact that the Member State’s reporting on financial corrections is now
integrated into the annual assurance package and examined by the audit authority.
Moreover the legal provisions introduced for the 2014-2020 period give more power to the
Commission to ensure that irregular expenditure is no longer reimbursed from the EU
budget. Finally, there is also increased legal certainty for Member States due to the rules

being set as regulations rather than guidance.

150. Overall, we consider that these arrangements for the 2014-2020 period are a significant

improvement in the design of the system

Recommendation 4

The Commission should make effective use of the significantly strengthened provisions for
the 2014-2020 period and impose net financial corrections wherever necessary on the basis

of its own checks and/or the audits carried out by the European Court of Auditors.

Target implementation date: immediately.




This Report was adopted by Chamber Il, headed by Mrs lliana IVANOVA, Member of the

Court of Auditors, in Luxembourg at its meeting of 8 March 2017.

For the Court of Auditors

Klaus-Heiner LEHNE

President
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Annex |

Commission processes for preventive measures and financial corrections

An OP can be affected by different preventive measures and/or financial corrections several
times during its lifetime and for several reasons. The full path of events for an issue which
links the preventive measures and financial corrections with the same triggering event(s) is
referred to as a ‘case’ in this report. One case might therefore involve one or more

preventive measure(s) and/or one or more financial correction(s).

From the triggering event until the lifting of the preventive measure

Preventive measures applied by the Commission are triggered by irregularities or serious
deficiencies identified by Member State authorities (e.g. managing or audit authority), by the
Commission or by the European Court of Auditors (ECA) in the course of carrying out their

verifications and audits

The Commission can initiate a payment interruption or a warning at any time if evidence
suggests a serious deficiency in the OP’s management and control system. The Member

State then has two options: it can

(a) dispute the existence of the deficiency identified and give further information to explain

its position, or

(b) accept the existence of the deficiency and propose remedial actions. The remedy can
take the form of an action plan and/or a financial correction (‘confirmed’ financial

correction).

If the Commission is satisfied with the reply of the Member State, it lifts the interruption or
the warning. Otherwise, the Commission initiates a suspension procedure after having

obtained evidence of a serious deficiency in the management and control system.

The first step in the suspension procedure is to send a pre-suspension letter in which the
Commission informs the Member State of the deficiency. Then, the Member State may again

choose to dispute the deficiency or accept the deficiency and propose remedial action.



These steps in the procedure, and the correspondence between the Commission and the

Member State, might take place in several rounds.

If the Commission finds the Member State's reply satisfactory, it lifts the pre-suspension.
This can be done at any time in the procedure. Otherwise, the Commission decides to
suspend payments to the OP, which is a legally binding act. The, the Member State is

required to propose a remedial act in order that the Commission to lift the suspension.

The lifting of an interruption and pre-suspension takes the form of a letter informing the

Member State about the lifting, while the suspension is lifted by issuing a repealing decision.

From the triggering event until implementation of the financial correction

The triggering events for financial corrections are similar to those for preventive measures.
Again, the Commission will first proceed by clearing the facts with the Member State (via
exchange of letters and potentially by a hearing of the Member State). Following this, a

financial correction can be established in two ways. The Member State can

(a) voluntarily accept the correction, in which case it can replace the erroneous amount
with new expenditure, i.e. the EU co-financing is not lost for the Member State

(‘confirmed’ financial correction); or

(b) disagree with the proposed correction in which case the Commission issues a
Commission decision followed by a recovery order, which imposes a net financial
correction on the OP (‘decided’ financial correction), i.e. the EU financing is reduced for

the OP.

After the amount to be corrected has been established, the Member State needs to
implement the financial correction (‘implemented’ financial correction). With regard to the
EU budget, the Member State can deduct the amount from the next statement of
expenditure and may later replace it by new expenditure. Depending on the time when the
deduction takes place, the Member State immediately withdraw the amount from the next
statement of expenditure (withdrawal) releasing the funds to other projects, and recover the

amount from the beneficiaries later.



Otherwise, the Member State can wait until the amount is paid back by the beneficiary

(recovery from beneficiary) and deduct it from a later statement of expenditure.

In the case of net financial corrections, the OP envelope is reduced (by way of
decommitment) and the Member State needs to pay back the amount already received (or

at closure it gets a lower amount of final payment).

For financial corrections with regard to the beneficiaries, Member States must take all the
necessary measures in order to recover the unduly paid amounts *°. In the first instance this
means recovering all irregular amounts from beneficiaries. However, this is not possible in all
cases e.g. due to the bankruptcy of the beneficiary. It may also be that the error leading to
the correction was not committed by the beneficiary, but was due to the weaknesses in the

management and control system set up by the Member State.

If the Member State cannot recover the irregular amounts in full from beneficiaries, it is the
national/regional budget which bears the financial correction. If the beneficiary is insolvent,

the amount lost can be shared between the EU and the national budget®’.

Action plans

When imposing preventive measures and/or financial corrections, the Commission can also
request Member States to set up action plans. In these action plans Member States describe
how the deficiencies in their management and control systems will be corrected in order to

prevent problems occurring in the future.

In most cases the Commission addresses a letter to a Member State which sets out the
conditions that must be met to exit from the Commission’s preventive or financial correction
procedures (exit points). The Member States use such letters to set up actions which are

followed up by the Commission or, on its behalf, by the Member State’s audit authority.

% Article 70 of Regulation (EC) No 1083/2006.
>” Article 20 of Regulation (EC) No 1828/2006.
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Annex Il

Comparison of regulatory provisions: 2000-2006, 2007-2013 and 2014-2020 periods

2000-2006

2007-2013

2014-2020

Interruption

N/A

Criteria: Evidence from a Member State or
Commission report suggests a significant
deficiency in the functioning of the
management and control system of the OP;
or the authorising officer has evidence to
suggest a statement of expenditure is linked
to an irregularity.

Implementation: Letter from the
Commission informing the Member State of
the interruption.

Timing: The Interruption can run for a
maximum of six months.*®

Criteria: Evidence to suggest a deficiency in the
management and control system of the OP; or the
authorising officer has evidence to suggest a
statement of expenditure is linked to an irregularity.

Implementation: The Commission shall interrupt
only those parts of the expenditure covered by the
payment claim affected by the identified deficiencies
where this is possible. It shall inform the Member
State immediately of the interruption in writing
(letter).

Timing: The payment deadline for an interim
payment claim may be interrupted for a maximum
period of six months. The Member State may agree
to an extension of the interruption period for
another three months.*

Suspension

Criteria: Lack of Member State compliance
with its obligations to detect irregularities
and impose FC; part or whole of

Criteria: A serious deficiency in the
management and control system of the OP,
expenditure in a certified statement is linked

Criteria: A serious deficiency in the effective
functioning of the management and control system
of the OP; expenditure in a statement of

8 Article 91 of Regulation (EC) No 1083/2006.
> Article 83 of Regulation (EU) No 1303/2013.




contributions from EU fund not justified or
serious deficiency in the management and
control system of the OP.

Implementation: The Commission informs
the Member State of the issue and gives the
Member State the opportunity to reply. At
the end of the procedure the Commission
issues a formal decision.

Timing: Once the Commission has notified
the Member State of the suspension
decision, it has five months to
respond/resolve the issue before a FC
decision is initiated.®

to a serious irregularity which has not been
corrected.

Implementation: All/part of interim
payments are suspended after the
Commission has given the Member State the
opportunity to present observations. At the
end of the procedure the Commission issues
a formal decision.

Timing: The Member State has two months
to respond to a Commission request for
observations, after which a suspension
decision can be adopted.®*

expenditure is linked to an irregularity; the Member
State has failed to take the necessary action to
remedy the situation giving rise to an interruption;
serious failure to achieve financial and output
indicators; failure to comply with ex-ante
conditionalities.

Implementation: Implementing act suspending all or
part of interim payments.

Timing: There is no timing specified unless the
suspension follows an interruption under Article 83
in which case it would be applied six to nine months
after the initial interruption letter.®?

Financial
correction

Criteria: Member States have primary

responsibility for investigating irregularities
and imposing FCs. If the Member State does
not comply with this obligation or there are

Criteria: Member State have primary
responsibility for investigating irregularities
and imposing FCs. The Commission may
make FCs when it concludes that there is a

Criteria: Member State have primary responsibility
for investigating irregularities and imposing FCs. The
Commission may make FCs if there is a serious
deficiency in the effective functioning of the

8 Articles 38 and 39 of Regulation (EC) No 1260/1999, and Article 6 of Commission Regulation (EC) No 448/2001 of 2 March 2001 laying down detailed rules for the
implementation of Council Regulation (EC) No 1260/1999 as regards the procedure for making financial corrections to assistance granted under the Structural
Funds (OJ L 64, 6.3.2001, p. 13).

81 Article 92 of Regulation (EC) No 1083/2006.

2 Article 142 of Regulation (EU) No 1303/2013.




serious failings in the management or
control systems which could lead to
systemic irregularities, the Commission may
impose its own FC.

Implementation: Member State FC is done
by cancelling all or part of the EU
contribution. Commission FC is done
through reducing the payment on account
or cancelling all or part of the contribution
of the Funds to the assistance concerned. If
there is no agreement between the
Commission and Member State on the
observation or its impact, the Commission
issues a formal decision (net correction, loss
of funds). In other cases, the amount of the
correction may be reused to finance other
projects.

Timing: The Commission gives the Member
State two months to comment on its
provisional conclusions. If the Commission

serious deficiency in the management and
control system or expenditure contained in a
certified statement of expenditure is irregular
and had not been corrected by the Member
State.

Implementation: Member State FC is done
by cancelling all or part of the contribution to
the OP. Commission FC is done by cancelling
all or part of the EU contribution to the
Member State concerned. If there is no
agreement between the Commission and
Member State on the observation or its
impact, the Commission issues a formal
decision (net correction, loss of funds). In
other cases, the amount of the correction
may be reused to finance other projects.

Timing: The Commission gives the Member
State two months to comment on its
provisional conclusions. If the Commission
proposes a flat rate or extrapolated FC, the

management and control system of the OP; Member
State failure to comply with its obligation to
investigate irregularities and impose FC; serious
failure to achieve the targets set out in the
performance framework.

Implementation: Member State FC is done by
cancelling all or part of the public contribution to an
operation or OP. Commission FC is done by means of
implementing acts cancelling all or part of the EU
contribution to an OP. If system deficiencies are
found by Commission or by ECA ex post, the FC is by
definition net.

Timing: The Commission gives the Member State
two months to comment on its provisional
conclusions. If the Commission proposes a flat rate
or extrapolated FC, the Member State has a further




proposes a flat rate or extrapolated FC, the
Member State has a further two months to
respond. If the Member State does not
accept the Commission’s provisional
conclusions, it is invited to a hearing. In the
absence of an agreement at this stage, the
Commission has three months to impose a
FC.%

Member State has a further two months to
respond. If the Member State does not
accept the Commission’s provisional
conclusions, it is invited to a hearing. In the
absence of an agreement at this stage, the
Commission has six months to impose a FC.%*

two months to respond. If the Member State does
not accept the Commission’s provisional
conclusions, it is invited to a hearing. In the absence
of an agreement at this stage, the Commission has
six months to impose a FC.*

Source: European Court of Auditors.

63

64

65

Article 39 of Regulation (EC) No 1260/1999, and Articles 4 and 5 of Regulation (EC) No 448/2001. As a result of recent European Court of Justice judgement (C-
139/15), Article 145 of the CPR now applies to all financial corrections procedure regardless of the programming period. Article 39(3) of Regulation (EC)

No 1260/1999 is no longer applicable.

Articles 98 to 100 of Regulation (EC) No 1083/2006. As a result of recent European Court of Justice judgement (C-139/15), Article 145 of the CPR now applies to all
financial corrections procedure regardless of the programming period. Article 100 of Regulation (EC) No 1083/2006 is no longer applicable.

Articles 85 and 143 to 145 of Regulation (EU) No 1303/2013.




Annex Il

Scenarios for the impact of financial corrections

DURING IMPLEMENTATION OF THE OP

Confirmed financial correction
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possible to declare

Decided financial correction

FC

1
| possible to declare
1

decommitment

LEGEND

I OP envelope (total allocated)

IT™™" New OP envelope (new total allocated)

[
Declared in interim payment claim

2 Paid in previous interim payment claims

r

# 4 Financial correction

% paid in interim payment claim

: Loss of funds (allocated but not used) due to financial correction

Source: European Court of Auditors.




AT CLOSURE OF THE OP - Confirmed financial correction

A. With buffer B. Without buffer
A.1 Baseline — no financial correction B.1 Baseline — no financial correction
OP envelope OP envelope
.
Y A N
buffer/overdeclaration paid paid
A.2 Financial correction < buffer B.2 Financial correction < final payment
OP envelope OP envelope
I ryra A
paid paid (less)

FC compensated by buffer decommitment <«
FC implemented by decommitment

A.3 Financial correction > buffer

B.3 Financial correction > final payment

OP envelope

OP envelope

paid (less)

¢

Recovery (money paid back by

FC compensated by buffer
decommitment
FC implemented by decommitment
the Member State)

A.4 Financial correction > buffer + final payment FC implemented by decommitment

OP envelope

FC compensated by buffer

FC implemented by decommitment

Recovery (money paid back

LEGEND by the Member State)

: OP envelope (total allocated)
: Declared in final payment claim
Paid before final payment
Final payment
?ﬁ Financial correction at closure

D Recovery (money paid back by the Member State)

Loss of funds (allocated but not used) due to financial correction

Source: European Court of Auditors.




AT CLOSURE OF THE OP —Decided financial correction

A. With buffer

A.1 Baseline — no financial correction

OP envelope

=
buffer/overdeclaration paid

A.2 Financial correction < final payment

OP envelope )
Decided FC amount

paid (less)

FC implemented by decommitment

A.3 Financial correction > final payment

OP envelope Decided FC amount

Recovery (money paid back by

the Member State)
FC implemented by decommitment

LEGEND

: OP envelope (total allocated)
: Declared in final payment claim
Paid before final payment

Final payment

r
oy Financial correction at closure

D Recovery (money paid back by the Member State)

Loss of funds (allocated but not used) due to financial correction

Source: European Court of Auditors.

B. Without buffer

B.1 Baseline — no financial correction

OP envelope

paid

B.2 Financial correction < final payment

OP envelope Decided FC amount

==
paid (less)
decommitment

FC implemented by decommitment

B.3 Financial correction > final payment

OP envelope Decided FC amount

decommitment Recovery (money paid back

by the Member State)
FC implemented by decommitment




Annex IV

Commission’s preventive measures and financial corrections per Member State for the 2007-2013 programme period as at end 2015

Financial corrections

Financial corrections

Allocated Payments from Total Number of Interrupted Number of Number of . S rorieeHe implemented®
Member state envelope 2007 to 2015 number of programmes amount programmes programmes confirmed/decided (million euro) (million euro)
(million euro) (million euro) programmes interrupted (million euro) pre-suspended suspended .
X-post
2059 1916 10 5 182 7 2 24 17 0
6 595 5621 7 2 311 3 115 28 110 28
25819 21868 17 8 2401 7 5) 399 410 395 341
510 484 2 0 0
25458 23 542 36 19 1485 18 B 179 31
3403 3233 3 1 50 2 1 12 10
751 675 3 1 22 21
20210 19 824 14 10 550 5 266 72 250 72
34521 29023 45 40 6856 39 28 488 416
13 546 12478 36 36 1063 4 2 41 23 31 21
858 485 4
27 940 22171 52 31 4996 26 6 293 156
612 563 2
4530 4304 3 3 121 46 2 46 2
6775 6437 4 3 165 0 0
50 48 2 1 1 1 0 0
24 893 22019 15 12 2965 12 10 273 184 267 159
840 686 2 1 5 1 0 0
1660 1513 5 1 44 3
1170 1090 11 10 150 11 16 8
67 186 63735 21 3 1470 1 263 71 223 18
21412 20337 14 1 103 22 22
19 058 13323 7 5 1020 4 395 566 379 557
4101 3896 3 2 502 2 33 33
11483 9798 11 9 1073 11 2 364 61 218 56
1596 1516 7 n/a 0 0
1626 1540 9 8 57 8 1 1
9878 8693 22 19 2557 21 5 71 71
7 956 7 260 73 26 319 19 2 3 3
TOTAL 346 496 308 078 440 256 28446 206 64 3326 1418

! As a result of Commission level work.

Source: European Court of Auditors based on information provided by the Commission.




Calendar and Accounting Year N (Jan-Dec)

Annex V

2007 — 2013 PROGRAMMING PERIOD

Calendar and Accounting Year N+2 (Jan-

March 31

March 31

All expenditure subject to correction is replaceable at any time during the programming period, regardless of whether the correction arises from an AA or
Commission audit so long as the MS accepts the FC. If not, the FC will be the subject of a Commission decision and therefore a net FC.

Source: European Court of Auditors
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2014 - 2020 PROGRAMMING PERIOD

Calendar Year N (Jan-Dec) Calendar Year N+2 (Jan-Dec)

Accounting Year Y+2

>

Interim payments subject to 10% retention

retention

Commission

Interim payments subject to 10% retention

Interim payments subject to 10%

erim payment claims Accounting Year Y+1

Ifiterim payment claims Accounting Yea

Int¢rim payment claims Accounting Year Y>

|
|
|
I
|
|
|
I ! .
I 1
| : | P
| i SRR
1 1
1 ! [ 1 \
Member state I ’ : ~ 5
systems | ’ : % ?,
(Audit Authority 1 3 b
(AA), Certifying | ! il » =
Authority (CA), | i il £ 3
Managing 1 : § §
Authority (MA)) | | z < 2
I | | E| |2
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I ) | S| |8
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| i . 1 1 | -
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before July 1 January 1 ! July 31 February 15 April 30: :
before July 1 May 31 :
\ l \ June 30 l
Expenditure corrected by MS, still replaceable (not net)* net corrections®

1
2
3
4
5

FIPA: Final Interim Payment Application.

The assurance package comprises the management declaration, the ACR and related audit opinion and the certified accounts (including amounts withdrawn and recovered).

The Commission has three years to finalise verifications.

Till the submission of the assurance package (February 15), the irrecoverable corrections related to expenditure certified to the Commission in the accounting year are not to be reimbursed by the MS (i.e. loss is born by the EU).
A financial correction is not net, even after February 15, if the MS can demonstrate that it had detected the issue before that date and if it is not linked to a system deficiency.

Source: European Court of Auditors



REPLIES OF THE COMMISSION TO THE SPECIAL REPORT OF THE EUROPEAN
COURT OF AUDITORS

"PROTECTING THE EU BUDGET FROM IRREGULAR SPENDING: THE
COMMISSION MADE INCREASING USE OF PREVENTIVE MEASURES AND
FINANCIAL CORRECTIONS IN COHESION DURING THE 2007-2013 PERIOD™

EXECUTIVE SUMMARY

XI. Before lifting an interruption of the payments' deadline or a suspension, the Commission
requests the certifying authorities that the necessary financial corrections have been introduced in
their IT system. This should subsequently be clearly evidenced through the audit trail of the
payment claim.

The Commission confirms that all financial corrections imposed during 2000-2013 are followed up
individually and the cases are closed only after receiving sufficient evidence from the Member
States. The Commission's audits on the spot also aim to verify on a risk basis the implementation of
the confirmed financial corrections.

Furthermore, in recent years the Commission has increasingly asked the audit authorities to confirm
the correctness of the proposed financial corrections. This is now standard practice.

As regards the 2014-2020 programming period the Member States will provide in the programme’s
annual accounts complete information on the financial corrections applied and this will be audited
by the audit authorities in view of their annual audit opinions.

XIl. The different reports prepared by the Commission are pursuing different objectives. The
Communication on the protection of the EU budget was requested by the Parliament as part of the
2011 discharge process and provides historical information on the corrective work of the
Commission- It includes multi-annual information, detailed per Member State and programming
period. The Annual Management & Performance Report (AMPR)® estimate amounts at risk at
payment for the year considered as well as the amount at risk at closure based on the future
corrective capacity.

Overall, the Commission considers that its existing reporting on preventive measures and financial
corrections is comprehensive, coherent and easily accessible to its stakeholders.

XV.

First indent: The Commission accepts the recommendation. As already stated to different stake
holders, including to Member States, the Commission considers the closure of multi-annual
programmes as the last filter to ensure that no material level of errors remain in programme
expenditure.

Second indent: The Commission accepts the recommendation. The reporting on the final outcome
of closure for the programme period as a whole can also take place in the context of the annual
activity report of the respective Directorates-General.

Third indent: The Commission accepts the recommendation.

! In 2016 the first Annual Management & Performance Report (AMPR) was produced incorporating the previous Article 318
Evaluation report and the Synthesis report.



Fourth indent: The Commission accepts the recommendation and will impose net financial
corrections when the conditions set by the regulation are fulfilled. The Commission will closely
work with the Court to clarify and define the applicable criteria.

INTRODUCTION

25. For two CF projects in the 2000-2006 programme period, the Commission has imposed
financial corrections for failure to comply with specific performance conditions set in the Cohesion
Fund decision approving the project. This is foreseen in Article (H) 2 of Annex Il to Regulation
1164/94 which provides for corrections for "failure to comply with one of the conditions in the
Decision to grant assistance".

For the 2014-2020 programming period, the Commission will implement the legal provisions of
Regulation (EU) No 1303/2013 to safeguard the EU budget in case of underperforming
programmes.

34. Protecting the EU budget has always been a priority for the Commission. The process has been
reviewed in the 2007-2013 programming period. The length of the process depends on the
willingness of the Member States to effectively implement the requested corrective measures.

The Commission also refers to its replies to the Special Report N° 3/2012 (‘Structural funds: did the
Commission successfully deal with the deficiencies identified in the Member States’ management
and control systems?").

OBSERVATIONS

43. The Commission did not publish an indicator on the corrective capacity for the whole policy
area as the information was not available. Firstly, the system for determining the risk to the EU
budget in the 2000-2006 programming period had different characteristics than the 2007-2013 one.
Audits of operations were greatly determined based on risk and representativeness. Hence, the
results did not always reflect the ‘average error rate' in the programme. Moreover, Member States
were not obliged to report on financial corrections implemented.

However, as regards the 2000-2006 programming period, the Commission has issued an ad hoc
report on the financial corrections and status of closure of the ERDF and ESF programmes and CF
projects in 2013.

44. The closure procedures aim to ensure that no material errors remain after closing programmes.
However, after closure the Commission can, if needed, still apply the necessary financial
corrections as shown by the cases quoted by the Court.

48. Replacement is only allowed for new eligible operations within the same operational
programme affected by the financial corrections.

74. The Commission takes into consideration the financial corrections applied by the Member
States on their own initiative, which also contribute to the overall corrective capacity and to reduce
the risks identified. This reflects the whole corrective capacity, in particular for those Member
States which have a robust management and control system in place to detect and correct errors.

When taking into consideration also the financial corrections applied by France and Spain on their
own initiative, they are not significantly below the trend line indicated by the Court.

Furthermore, the Commission would like to highlight that both Member States have a cumulative
residual risk below the materiality level of 2% as disclosed in the annual activity reports for 2015.

This practice under the 2007-2013 programming period to apply financial corrections at national
level before submitting the annual control reports to the Commission will be the general rule for the



2014-2020 programming period where the Member States are requested to bring the level of
residual risk to the materiality level before submitting the annual accounts.

81. In order to ensure political steer, Member States can bring the discussion on the implementation
of the remedial actions to a higher level. This forms part of the contradictory procedure to ensure
that the conditions for lifting the interruptions or suspensions are in place.

92. The Commission notes that the protection of the EU budget always prevails, independently of
the average length of the interruptions and/or suspensions. The length of the procedure depends on
the time it takes for the Member State to implement the corrective measures and is independent
from the Commission.

A few longstanding procedures for complicated cases, such as in Italy or Spain, have influenced the
average length of the payment blockage in those Member States.

99. Before lifting an interruption or suspension the Commission requested the certifying authorities
that the necessary financial corrections had been introduced in their IT system, which can
subsequently be clearly evidenced through the audit trail of the payment claim.

As to the statements of expenditure certified to the Commission, they follow the format established
by the Regulation which does not require detailed reporting on implementation of financial
corrections.

100. The financial corrections usually stem from audit findings that lead to interruptions and/or
suspensions and as a result of the contradictory procedure there is a common understanding
between the two parties on the amount of financial correction required to be implemented to correct
past expenditure. This amount is deducted in a future payment claim and checked by the
Commission services. Furthermore, in recent years the Commission has increasingly asked the audit
authorities to confirm the correctness of the proposed financial corrections. This is now standard
practice.

105. The Commission notes that all errors or deficiencies found in the Member States' reporting on
withdrawals and recoveries are duly reported in audit reports transmitted to the Member States
which are requested to submit corrected statements of withdrawals and recoveries as a follow-up
action.

At closure the remaining risk will be mitigated as the audit authority will audit the implementation
of the financial corrections carried out during the programming period, as part of the audit work to
underpin its closure declaration.

113. The Commission considers that its existing reporting on preventive measures and financial
corrections is comprehensive, coherent and easily accessible to its stakeholders.

The annual "Communication on the protection of the EU budget™ was requested by the Parliament
as part of the 2011 discharge procedure and provides historical information on preventive and
corrective measures taken by the Commission. The Annual Activity Reports (AARs) and the
Annual Management and Performance Report (AMPR) estimate the amounts at risk for the year
considered. The 2015 AMPR presented for the first time an outlook of the amount at risk at closure,
i.e. a consolidated estimation of errors remaining after all corrective measures have been
implemented at the end of the programme. As from 2017 (in respect of financial year 2016), this
information should also be included in the AARs.

117. The Commission considers that such specific reporting on the final outcome of closure for the
2007-2013 programming period as a whole can take place, for example, in the context of existing
reporting, namely the Annual Activity Report of the respective Directorates-General which contain
detailed information per programming period. The Commission refers also to its replies to Special



report 36/2016 on the assessment of the arrangements for closure of the 2007-2013 cohesion and
rural development programmes.

120. In its Communication to the Council and the European Parliament on the root causes of error
and actions taken, the Commission has provided a thorough analysis of the main sources of
persistently high level of errors in the context of the implementation of the EU budget in the most
important policy areas in financial terms, including cohesion, and the actions taken, in line with
Article 32(5) of the Financial Regulation. It responds to the requests of the European Parliament
and the Council to present a report on 'persistently high levels of error and their root causes'. The
Communication is based on information available to the Commission mostly covering payments for
the 2007 - 2013 programming period.

121. The current system ensures that regulatory requirements in relation to the procedures were met
but was not conceived as an integrated tool to provide an overview of underlying causes of
preventive measures and financial corrections. The Commission has an overview at case level of the
interruptions/suspensions procedures. In addition it keeps separately a monitoring of each case of
financial corrections in accordance with the respective procedural frame foreseen in the regulations.

CONCLUSIONS AND RECOMMENDATIONS

142. As was the case for the 2000-2006 programming period, the Commission confirms that it has
put all necessary measures in place in order to perform a rigorous checking of the closure
declarations submitted by the Member States in the framework of the closure of the 2007-2013
programming period.

146. Before lifting an interruption of the payments' deadline or a suspension, the Commission
requests the certifying authorities that the necessary financial corrections have been introduced in
their IT system. This should subsequently be clearly evidenced through the audit trail of the
payment claim.

The financial corrections usually stem from audit findings that lead to interruptions and/or
suspensions, and as a result of the contradictory procedure, there is a common understanding
between the two parties on the amount of financial correction required to be implemented to correct
past expenditure. This amount is deducted in the next payment claim and checked by the
Commission services. Furthermore, in recent years the Commission has increasingly asked the audit
authorities to confirm the correctness of the proposed financial corrections. This is now standard
practice.

The Commission confirms that all financial corrections imposed during 2000-2013 are followed up
individually and the cases are closed only after receiving sufficient evidence from the Member
States. The Commission's audits on the spot also aim to verify on a risk basis the implementation of
the confirmed financial corrections.

Recommendation 1

The Commission accepts the recommendation. As already stated to different stakeholders, including
to Member States, the Commission considers the closure of multi-annual programmes as the last
filter to ensure that no material level of errors remain in programme expenditure.

147. The Communication on the protection of the EU budget is the central place for comprehensive
and coherent historic information on preventive measures and financial corrections. It was
requested by the Parliament as part of the 2011 discharge procedure and includes multi-annual
information, detailed per Member State and programme period. Both Parliament and Council have
welcomed the Commission's reporting in the communication on the protection of the EU budget in
the context of the 2016 discharge discussions.



The different reports prepared by the Commission are pursuing different objectives. While the
Communication on the protection of the EU budget provides historical information on the
corrective work of the Commission, the AMPR? estimates amounts at risk at closure on the basis of
the future corrective capacity. The Commission also refers to its reply to paragraph 113.

Overall, the Commission considers that its existing reporting on preventive measures and financial
corrections is comprehensive, coherent and easily accessible to its stakeholders.

Recommendation 2
The Commission accepts the recommendation.

The reporting on the final outcome of closure for the programme period as a whole can also take
place in the context of the annual activity report of the respective Directorates-General.

Recommendation 3
The Commission accepts the recommendation.
Recommendation 4

The Commission accepts the recommendation and will impose net financial corrections when the
conditions set by the regulation are fulfilled. The Commission will closely work with the Court to
clarify and define the applicable criteria.

2 In 2016 the first Annual Management & Performance Report (AMPR) was produced incorporating the previous Article 318
Evaluation report and the Synthesis report.



Event Date
Adoption of Audit Planning Memorandum (APM) / Start of audit 13.1.2016
Official sending of draft report to Commission (or other auditee) 6.2.2017
Adoption of the final report after the adversarial procedure 8.3.2017
Commission’s (or other auditee’s) official replies received in all 14.4.2017

languages




We assessed whether the Commission’s preventive
measures and financial corrections were effective in
protecting the EU budget from irregular expenditure in the
area of Cohesion. Cohesion policy accounts for 37 % of
spending from the EU budget and is to be some 350 billion
euro for each of the periods 2007-2013 and 2014-2020.
Responsibility for Cohesion spending is shared between the
Commission and the Member States. Overall, we find the
Commission has made effective use of the measures at its
disposal. The Commission needs to remain vigilant in
ensuring payments are free from error, improving its
reporting procedures and making use of its new, stronger
powers.
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