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INTRODUCTION
Article 9 of the current own resources decision' calls on the Commission to

‘undertake, before 1 January 2006, a general review of the own resources system,
accompanied, if necessary, by appropriate proposals, in the light of all relevant factors,
including the effects of enlargement on the financing of the budget, the possibility of
modifying the structure of the own resources by creating new autonomous own
resources and the correction of budgetary imbalances granted to the United Kingdom .as
well as the granting to Austria, Germany, the Netherlands and Sweden of the reduction
pursuant to Article 5(1)’,

In response to a request from the European Parliament and in agreement with the
Council, the Commission committed itself to present the abovementioned review on the
functioning of the financing system before the end of 2004.

On 10 February 2004, the Commission adopted its communication® on '‘Building our
common future - Policy challenges and budgetary means of the enlarged Union
2007-2013'. The communication identified two main elements of the current own
resources system deserving closer attention: first, the insufficient transparency of the
system for EU citizens combined with limited financial autonomy from national
treasuries; secondly, the need to reform the existing mechanism for correction of negative
budgetary imbalances.

This report reviews those issues in more detail. For this purpose it is divided in four
parts.

Part I of the report presents the main features of the current system, the relevant
assessment criteria and provides an assessment of the functioning of the current financing
system.

Part II examines the existing mechanism to correct budgetary imbalances and proposes to
replace it with a generalised mechanism for correcting excessive negative budgetary
balances in order to ensure an equitable treatment of net contributors at comparable
levels of prosperity and financing costs that are kept at a reasonable level.

Part IIT reviews alternative scenarios for the system of financing the EU budget and
outlines possible own resources systems that in the longer term might allow certain
drawbacks of the current own resources system to be overcome. It is important to stress
that future modifications of the own resources system in line with what is proposed in
Part Il would probably require a review of the generalised correction mechanism
proposed in Part 11.

Council decision (2000/597, EC, Euratom) on the system of the European Communities' own
resources, OJ 1. 253, 7.10.2000, p. 42.
- COM(2004) 101 final of {0 February 2004.
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Thus, whereas part [1 is to be seen as the short term adjustment of the current system in
order to address the main outstanding issue, part 11 offers for the longer term the outline
of a system that would be more effective, transparent and democratic.

Finally, Part IV of the report presents the final comments.
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PART I - THE PERFORMANCE OF THE CURRENT
OWN RESOURCES SYSTEM

This part provides an overview of the current system of own resources, presents the
criteria used for assessing the performance of own resources individually and together as
a system, and then provides an overall assessment.

1. THE CURRENT OWN RESOURCES SYSTEM

The current own resources system is the result of successive modifications of
the original system introduced in 1970. The latest modifications were decided
by the European Council in Berlin in 1999 and implemented through the own
resources decision of 29 September 2000° (see below).

The current own resources may be divided into three categories that are used to
finance the budget in a sequential way, i.e. recourse is made to the following
category only when the previous one is exhausted. In practice this means that
the third category, the one related to the gross national income (GNI) of
Member States, is the residual one used to balance the budget. It is also the only
resource to be affected by modifications of budgeted expenditure during the
implementation of the budget, i.c. stemming from amendments to the budget.
The three categories of own resources are the following:

(H So-called traditional own resources (TOR). These are mainly* customs
duties and are collected by Member States on behalf of the EU. Member
States retain a fixed percentage of the amounts collected as a
compensation for their costs of collecting them. The percentage was
increased from 10 % to 25 % as from 2001.

(2) The resource based on value added tax (VAT). This resource is levied on
the notional harmonised VAT bases of Member States. The statistical
‘notional’ VAT bases are calculated in order to compensate for
differences in national VAT regimes due to incomplete harmonisation of
VAT at EU level. The notional VAT base is calculated, for each Member
State, by dividing total national VAT receipts by the so-called weighted
average rate of VAT. The weighted average rate is derived from macro-
economic statistics (mainly national accounts). In order to take account
of the specific national procedures and arrive at a harmonised base for all
Member States, changes are made, either to the net revenue collected
(known as ‘corrections'), or to the VAT base (known as 'financial
compensations’). This implies, once again, that statistical elements are
used in the calculation of the VAT base rather than fiscal data.

See footnote 1.

Traditional own resources alse include agricultural duties, i.e. import duties collected on
agricultural products, and sugar levies. Together, these two categories are estimated to account for
around 10 % of total TOR and 1.2 % of total own rescurces in 2004).
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Furthermore, the notional VAT base is 'capped', where applicables, at
50 % of each Member States' GNI to reduce the effect of the ‘regressive’
character® of VAT. In practice, this turns the VAT-based own resource
into a GNI-based resource for the countries concerned by the capping
rule. Any increase in VAT receipts in a Member State whose VAT base
is capped will have no effect on the EU VAT resource.

A uniform percentage rate is levied on the capped and harmonised VAT
bases of all Member States. This call rate cannot exceed 0.5 % of the
base but is furthermore reduced to take into account the theoretical
impact of the amount of the UK correction (see below).

3) The GNI-based resource. This resource is levied as a uniform rate in
proportion to the GNI of each Member State. There is no particular limit
on this rate, other than the own resources ceiling that limits the total
amount of all own resources to a maximum of 1.24 % of the EU's GNI.

Finally, a specific mechanism for correcting the budgetary imbalance of the
United Kingdom is also part of the own resources system. The basic principle of
the correction mechanism is to reimburse the UK by 66 % of its budgetary
imbalance. The mechanism reduces the own resources payments of the UK and
increases the payments of all other Member States, including the 10 new
Member States joining in 2004. The correction mechanism has been modified
on several occasions since its introduction in 1985 in order to neutralise the
impact on the UK budgetary balance of each subsequent modification of the
own resources system. Several additional layers have therefore been added to
the original calculation, rendering the mechanism increasingly complex and
non-transparent.

According to the rules of the own resources system the amount of the UK
correction also has an impact on the rate of call of VAT, which is reduced by a
percentage theoretically needed to finance the correction (‘the frozen rate’). This
is a relic from the time the correction was financed on the basis of Member
States' shares in the EU VAT base, whereas since 1988 the financing is in reality
calculated on the basis of GNI.

The cost of the correction is borne by the other Member States in proportion to
their GNI. However, in order to alleviate the budgetary imbalances of four other
Member States (Austria, Germany, the Netherlands and Sweden) these countries
pay only 25 % of their normal share. The financing of this reduction is added to
the payments of the remaining 20 Member States.

Forecasts for 2005 indicate that for 13 out of 25 Member States their VAT base will exceed 50 %

of their GNI.

The share of consumption in national income tends to be higher in relatively less prosperous
countries. As a result, VAT revenue tends to be proportionally higher than in more prosperous
countries.
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The latest changes to the own resources system were implemented through the
current own resources decision of 29 September 2000 and notably concerned the
following elements:

— An increase in the percentage of traditional own resources retained by
Member States from 10 % to 25 %.

—~ A reduction of the maximum rate of call of the VAT resource from 1| % to
0.75 % in 2002 and 0.5 % in 2004.

— Some changes to the method of calculating the UK correction in order to
compensate for effects related to enlargement and the increase in the
percentage of traditional own resources retained by Member States.

— A reduction of the share of Austria, Germany, the Netherlands and Sweden in
the financing of the UK correction to one fourth of its normal value.
Previously only Germany had a reduction, by one third, of its financing
share.

— The European system of accounts 1995 (ESA 95) replaced the previous
version, ESA 79, also in the budgetary and own resources area. As a
consequence gross national income (GNI) replaced the concept of gross
national product {GNP) in the area of the EU budget.

This package further reinforced the declining trend of traditional and VAT-
based own resources and the corresponding increase in the relative share of the
GNP/GNI- based contributions.

Table I — The composition of EU own resources
{in per cent of total own resources; cash basis)

OWN RESOURCES 1996-2005

1996 | 1997 | 1998 | 1999 : 2000 | 2001 | 2002’ | 2003 | 2004° | 2005°

TOR 191% | 18,8% | 17.2% | 16.8% | 17.4% | 18,1% | 11,9% | 13.0% | 12.0% | 11.4%
VAT 51,3% | 455% | 40,3% | 37.8% | 39.9% | 38,7% | 28,8% | 254% | 14,6% | 14.1%
Capped pavments (% | 5400 | 259 | 24a% | 348% | 116% | 540% | 12.8% 13,9% | 347% | 36.8%
of above}

GNP/GNI 29,6% | 357% | 42,5% | 45.4% | 42.7% | 43.2% | 59,3% | 61,6% | 73.4% | 74.5%
Total own

71,1 75,3 82,2 82,5 88,0 80,7 7.7 83,6 93,3 108,5
resources (€ billion)

! As from 2002 the % of TOR retained by Member States as a compensation for (heir collection costs
was raised from 10 % to 25 %. This difference represented about € 2.2 billion in 2002 as well as in 2003.

2 Preliminary draft amending budget 8/2004 (EU-25).

Preliminary draft budget 2005.
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all criteria. However, a system based on a combination of resources of different
natures may reasonably meet the different criteria. The "systemic’ assessment is
discussed in more detail in part 111 of the report.

The following seven assessment criteria are relevant to this report:

— Visibility and simplicity; i.e. the financing of the EU budget should be visibie
to and understood by EU citizens.

— Financial autonomy; i.e. the financing of the EU budget should provide a
sufficient degree of autonomy from national treasuries to reduce the tendency
towards a narrow focus on national interest. Autonomy is enhanced if the
financing relies to a significant degree on a direct link with
citizens/taxpayers.

~ Efficient allocation; i.e. the financing of the EU should contribute to an
efficient allocation of economic resources, for example by contributing to the
proper functioning of the internal market or by setting a price tag on negative
externalities, such as pollution.

— Sufficiency; i.e. the resources used for financing the EU must be sufficient to
cover the expenditure of the EU in the long run. As for individual own
resources, their yield should be significant in relation to the size of the EU
budget.

— Cost-effectiveness; the administration costs should be low relative to the
yield.

— Stability; the resources should be reasonably stable over time.

— Equity in gross contributions; i.e. the burden should be fairly shared among
Member States as well as citizens.

A more extensive presentation of these criteria can be found in annex [ to this
report.

ASSESSING THE PERFORMANCE OF THE CURRENT OWN RESOURCES SYSTEM

To summarise the conclusions of this section, the current system has performed
well as regards the criteria of sufficiency and stability, but clearly fails to fulfil
the visibility and simplicity criterion and it does not contribute significantly to a
more efficient allocation of economic resources. The financing system has
grown increasingly complex over time, making it difficult even for the
interested citizen to understand how it works. Financial autonomy is,
furthermore, becoming increasingly limited. Although the financing of the
budget is ensured by rules that are binding for all Member States, there is
virtually no direct link to citizens or tax-payers. Instead the financing of the
budget relies on transfers from national treasuries. As for the remaining criteria
the current financing system has shown various shortcomings, as explained
more in detail below.
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3.1. Visibility and simplicity

The current financing system is mainly and increasingly based on national
contributions paid directly by the treasuries of Member States to the
Commission and lacks a visible direct link to citizens. Most citizens do not
know what they pay to the EU budget. This gives much scope for
misperceptions of the costs and for a feeling of unfair burden-sharing.

In the current system, traditional own resources (TOR) is the only direct link
between the EU budget and the citizens, since they are levied directly on the
economic agents paying the import duty. However, since it is a relatively small
number of agents that bear the direct burden of the tax and since TOR only
represent a very small part of total own resources, they do not contribute much
to the visibility of the EU budget.

The lack of a direct and visible link to the EU citizens also results in reduced
accountability of the European Parliament, which might make it less sensitive to
the cost of financing different policy measures.

Furthermore, the current system has grown increasingly complex over time,
making it difficult even for the interested citizen to understand how it works.
The VAT resource is levied on a theoretical harmonised base in order to
compensate for national derogations from Community VAT legislation and
varying tax rates, requiring complicated calculations. Moreover, because of the
tendency of the VAT base to be relatively higher in less prosperous Member
States (i.e. the so-called regressivity of the VAT base), rules for limiting the
base as a percentage of the national income (‘capping’) have been introduced.
The VAT-based contribution from capped countries is therefore in practice
based on their gross national income. The main reason for the lack of
transparency of the system is, however, the UK correction. Not only is the
correction mechanism itself highly complex, the amount of the correction also
influences the rate of call of both the VAT and the GNI resource. Finally, in
order to alleviate the net budgetary position of other large net contributors, some
Member States have been granted a ‘rebate on the rebate’, i.e. a reduction on the
financing of the correction, the cost of which is borne by the remaining Member
States.

3.2. Financial autonomy

The rules governing the financing of the budget are laid down in detail in the
own resources decision and its different implementing provisions, which are
binding for all Member States. The financing of expenditure is therefore
guaranteed up to the own resources ceiling. This also means that the financing
of the annual budget is completely technical with no room for political
discussions. The budgetary authority's room of manoeuvre is extremely
restricted, since the level and composition of revenue are largely determined by
the own resources decision and by the strict application of the rule of budgetary
balance. The financial sufficiency of the EU budget is ensured. As for financial
autonomy from the treasuries of the Member States the picture is, however,
quite different.

10
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Traditional own resources {TOR) currently represent the only truly fiscal own
resources of the EU. They are collected by Member States on behalf of the EU,
after deduction of 25 % of the amount collected. The percentage deducted
represents an increase compared to the 10 % retained by Member States prior to
2001 (see also next section). As a result, the weight of these fiscal resources in
the financing of the EU budget was reduced. TOR do, however, only represent
around 10 % of total own resources.

The other own resources are calculated as a percentage of statistical aggregates
(GNI or the notional harmonised VAT base) and paid directly by the treasuries
of Member States to the Commission. The GNI-resource, initially envisaged as
the 'residual' resource to ensure a balanced budget, has in fact become the
overwhelming source of revenue for the EU budget.

The increasing dependence of the EU budget on inter-governmental transfers
from national treasuries, accounting for almost 90 % of EU total revenue in later
years, encourages Member States to seek to maximise ill-defined concepts of
national benefit from the EU budget. Such a trend may well impair the future
EU budget to adequately reflect the new challenges and needs to meet the
legitimate expectations and concerns of all European citizens. In shaping a
European Union with more than 25 Member States, narrow national interests
will need to be pushed into the background, allowing instead for serious and
more focused discussions about common European concerns. Increased
autonomy of the EU budget from national treasuries would contribute to a more
constructive approach to the benefits of the Union's policies.

Financing the budget by contributions of the members is adequate for an
international organisation. It does not necessarily reflect the status of the
European Union and is in contradiction with the spirit of the treaty provision,
introduced in 1970, whereby the Community budget should be financed by own
resources.

3.3. Efficient allocation of economic resources

As the current own resources are mainly levied directly on the treasuries of the
Member States, they do not have a direct impact on the relative prices in the
economy and the behaviour of the economic agents.

it is only the traditional own resources (TOR) that have a direct impact on
relative prices (on imported goods relative to goods produced in the Union) and
therefore on the allocation decisions of the economic agents. TOR are, however,
the result of common policies such as the customs union and the common
agricultural policy and were not primarily introduced for the purpose of
financing the EU budget. Due to the mismatch between the country collecting
the duties and the country of residence of the economic agents bearing the
economic burden of this tax it was then logical to attribute the corresponding
revenue to the EU level. The introduction of a Common Customs Tarift has
contributed to an efficient allocation of economic resources between Member
States by creating a level playing field for import of goods into the Union.

11
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In this context it could also be mentioned that the increase from 10 % to 25 % in
the percentage of traditional own resources retained by Member States was
introduced irrespective of the actual collection costs. To a large extent it was the
result of difficult negotiations about ways to correct excessive negative
budgetary balances. The current level could, however, be seen as a useful
incentive for Member States to collect TOR. On the other hand, it is not
necessarily the Member States bearing the highest costs related to the protection
of the external border of the Union that collect the duties and retain the
corresponding 25 % of the collected amount. This is because customs operations
are undertaken in stages in different Member States. Under the present system,
Member States undertaking controls at the external frontier may be in a less
favourable position than those Member States actually collecting the duties. In
this regard, it is not surprising that some Member States have concluded
bilateral agreements, especially in the context of simplified customs procedures,
in order to share the 25 % compensation for the costs of collecting import duties
in order to better reflect the actual collection and control costs.

Although the present VAT-based resource has today in practice evolved into a
national contribution, it earlier served as an impetus for establishing a common
VAT system and therefore contributed to the proper functioning of the internal
market.

3.4. Saufficiency and stability

The present system has generated sufficient and stable resources to finance
expenditure plans. The decline of traditional and VAT-based own resources is
automatically compensated by the GNI-based resource, which guarantees
financing up to the own resources ceiling of 1.24 % of total EU GNI. The
margin available under the own resources ceiling in the current financial
perspective is around 0.15 % of EU GNT for the whole 2000-2006 period.

3.5. Cost-effectiveness

The collection of TOR and VAT is the duty of Member States. The collection of
traditional own resources is cumbersome and demands significant administrative
resources. However, import duties are primarily levied to protect producers in
the Union’ and not to finance the EU budget. The costs of collecting them
should therefore only marginally be charged to the financing rules of the EU.
Furthermore, if import duties were not to be attributed to the EU level, given the
mismatch between the country coliecting the duties and the country of residence
of the economic agents bearing the economic burden of this tax, complex tax-
sharing rules would normally have to be defined, which would entail additional
costs.

The VAT-based resource imposes an additional workload on national
administrations, since the harmonised VAT resources base is only calculated for
the purposes of the EU budget. However, this can be considered as acceptable in

Furthermore, in shaping its common commercial policy the Union does not act alone but in the
multilateral context of the World Trade Organisation.

12
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relation to its potential yield. The administrative cost of the GNI resource is
marginal, since it is incurred for the establishment of national accounts,
irrespective of the EU budget.

3.6. Equity

Equity may refer to the situation of individuals or to the fair burden-sharing
among Member States. Since the budget is currently financed almost exclusively
by contributions from Member States, the assessment here focuses on equity
between Member States.

As the ability to contribute to the EU budget can best be measured by a nation's
national income, the increasing importance of the GNI® resource means that
equity between Member States in the financing of the budget has improved over
time. As the GNI resource now accounts for % of total own resources in the
2004 budget, Member States' contributions are, generally speaking, becoming
closely correlated to income levels across Member States.

There is, however, one important exception to this rule. Due to the specific
correction mechanism in its favour, the UK contributes clearly less than the
other Member States in relation to its GNI. Furthermore, the UK correction also
distorts equity indirectly since the financing of the correction by the other
Member States is not proportional to GNI. The distorting effect of the UK
correction is, furthermore expected to increase in the future due to enlargements
of the Union.

Prior to 2002 the GNP (gross national product) resource.

13
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PART H - PREVENTING EXCESSIVE NEGATIVE

BUDGETARY IMBALANCES

INTRODUCTION

The European Union creates a community of solidarity with parts of the EU
budget serving a clear cohesion goal, whereas other parts fund the achievement
of specific objectives through EU agreed programmes. As a result, net
beneficiaries of, and net contributors to, the EU budget will always exist,
although the policy benefits accrue to the Union as a whole.

Budgetary balances (also called net balances), measured by the difference
between contributions to and receipts from the EU budget, fail to account fully
for the benefits resulting from EU membership. For example, research or border
protection expenditure benefits not only the immediate recipients but also gives
rise to spill-over effects transcending national borders’. It mmay not be possible to
quantify the extent of these spill-overs, but their consideration would modify the
assessment of the accounting imbalances.

The definition of budgetary balances is also fraught with significant conceptual
and accounting problems. Numerous choices have to be made in computing
budgetary balances on the items to be included in the receipts and expenditure
flows, and on the reference periods (e.g. cash vs. accrual figures, surpluses from
previous years, etc.). The resulting budgetary balances vary significantly
depending on the choices made.

Nevertheless, the size of some of these imbalances has been at the centre of
discussions. After years of budgetary stalemate and agonizing discussions in
1984 the Fontainebleau European Council introduced the existing UK
correction, which was then given effect by the own resources decision of 7 May
1985. The decision was based on the following general principle'’:

... any Member State sustaining a budgetary burden which is excessive in
relation to its relative prosperity may benefit from a correction at the
appropriate time.'

The principle of a generalised correction was therefore already acknowledged
by the European Council in 1984 (‘any Member State'). The decision for
granting a correction should be based on two criteria: the size of the budgetary
imbalance (‘excessive’) and the wealth of a Member State compared to the EU as
a whole ('relative prosperity’).

10

These spill-over effects include the spending of income generated in the receiving Member State
on goods or services produced in another Member State, the purchase of financial asset
denominated in various Member States currencies etc.

See Fontainebleau European Council, ‘Conclusions of the Presidency’, Bulletin of the European
Communities, 6-1984.
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The justifications for granting a correction on an exclusive basis to the UK are
today less justified than at the time of the Fontainebleau European Council,
since several other Member States can legitimately claim that their current
situation is comparable to the UK's. Furthermore, the cost of enlargement should
be fairly shared. Consequently, it is argued that, in light of the principle set in
the Fontainebleau conclusions, the conditions exist for the introduction of a
generalised correction mechanism. The parameters defining such a cotrection
mechanism are examined and a proposal is made with the twin goals of:

— preventing excessive negative budgetary balances combined with a reduction
of differences between net contributors at comparable levels of prosperity;

— ensuring that the financing costs of the mechanism are kept at a reasonable
level.

After briefly recalling the origin and main effects of the existing UK correction
(Section 2), this report provides a brief analysis of the UK's relative prosperity
and net budgetary balance in comparison with the other net contributors (Section
3). The subsequent sections of the report contain an analysis of the likely
evolution of the UK correction till 2013 (Section 4) and examine proposals for a
possible phasing out of that correction in its current form (Section 5). Section 6
defines the key parameters for a generalised correction mechanism and, finally,
Section 7 proposes a new generalised mechanism to correct excessive negative
budgetary imbalances.

2. THE BUDGETARY COMPENSATION FOR THE UNITED KINGDOM
2.1. Origin of the mechanism

The budgetary imbalance of the United Kingdom was at the centre of the
political debate for about a decade (1974-1984), frequently provoking
stalemates in the EU decision-making process. The question appeared
immediately after the accession of the country to the European Community. The
large negative budgetary balance of the UK at that time was essentially due to
two factors:

(a) an agricultural sector relatively smaller and structurally different
from those of other Member States, which results in lower CAP
spending in the United Kingdom;

(b)  a proportionally larger contribution to the financing of the EU
budget''.

! The United Kingdom had a relatively higher share in the harmonised VAT base than in the total

GNP of the EU. At that tirne the VAT resource was the primary source of EU revenue. The GNI
resource was introduced in 1988.
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Furthermore, it should be recalled that during the first years after its accession,
the United Kingdom was one of the least prosperous Member States with a GDP
per capita well below the EU average'”. This tended to exacerbate the problem
of the UK’s negative budgetary balance.

The 1ssue was finally settled at the Fontainebleau European Council of 1984 and
the resulting rebate mechanism constitutes an integral part of the own resources
decisions (ORD) taken subsequently. Being an integral part of the ORD, the UK
rebate continues until modified or abolished by a new ORD. Modifications to
the ORD require unanimity in Council and ratification by all national
Parliaments. The rebate was reviewed in 1988, 1992 and 1999 and on all
occasions the European Council decided to maintain it.

2.2. Description of the mechanism

While technically very complicated to calculate, the underlying principle of the
UK correction mechanism is guite simple: to reimburse to the UK 66% of its net
contribution to the EU budget. In essence this is calculated in three steps.

— The UK’s percentage share in allocated expenditure (i.e. what the UK
receives from the EU budget) is subtracted from the UK's percentage share in
payments to the EU budget"’.

— This difference is multiplied by the total amount of atlocated expenditure'* to
obtain a measure of the UK’s net contribution to the EU budget.

— The result is multiplied by 0.66 (i.e. 66% percent of the whole net
contribution is reimbursed).

Most of the additional complications in the calculation arise from the fact that
the overall contribution to the EU budget actually paid by the UK (including so-
called traditional own resources and the UK correction) has to be equivalent to
the overall contribution that the UK would have paid if the rules of the 1985
ORD (i.e. the rules that were applicable as a result of the Fontainebleau
European Council) were still in force today. In practice this means that all
subsequent modifications to the own resources system, introduced by successive
ORD's, have to be neutralised through the calculation of the UK rebate. This
includes the effect of the introduction of the GNP/GNI resource, the reduction of

In the five years preceding the introduction of the UK correction (1979-1983), only Ireland (and
as of 1981 Greece) had a lower GDP per capita than the UK, expressed in purchasing power
standards (PPS).

These payments exclude payments of so-called traditional own resources, which are considered as
resources that cannot be allocated to individual Member States.

Allocated expenditure includes all utilised appropriations for payments, with the exception of
external expenditure (namely expenditure headings 4, 6 and 7 of the current financial perspective
2000-2006) and expenditure that cannot be reasonable allocated or identified. However, pre-
accession expenditure relating to actual payments in the last year before accession of any acceding
country is also deducted from allocated expenditure.
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3.

the VAT call rate, the capping of the VAT base and the increase of the
traditional own resources collection costs'”.

The financing of the correction for a given year 't' is made up by all the Member
States in accordance with their respective percentage shares in GNI payments in
the year t+1, with the following exceptions:

— the UK does not participate in the financing of its own rebate;

— the share of DE, NL, AT and SE is restricted to 25% of the shares resulting
from the calculation above. The difference is made up by the remaining 10
(20 since May 2004) Member States according to their share in GNI
payments.

CURRENT SITUATION OF THE UK COMPARED TO OTHER NET CONTRIBUTORS

This section examines the relative prosperity and the size of the net budgetary balances
for all net contributors to the EU budget.

3.1. Relative degree of prosperity

The table below gives an overview of the gross national income (GNI) per
capita expressed in purchasing power standards (PPS'®) for the years 2003 and
1984 for all Member States that were net contributor in the year 2002'". (The
2003 figures for all 25 Member States are presented in the annexed Table L

Table 1
GNI per capita for EU-15 selected members (in PPS)
{EU-15 average = 100)

2003 1984
United Kingdom 111.2 90.6
Denmark 111.1 104.0
Austria 109.8 --
Netherlands 106.6 95.0
Sweden 104.6 -
France 104.2 104.0
Germany 98.6 109.6
Italy 97.3 929

16

Besides the issues mentioned in this paragraph, the UK rebate also complicates the calculation of
the VAT own resource through the mechanism of the so-called 'frozen' rate of call for VAT.
While the original logic behind the 'frozen' rate disappeared in 1988 with the introduction of the
GNP own resource, the mechanism continues to exist today. It now functions as a complicated
and roundabout way to reduce the VAT own resource.

The PPS is an artificial currency that reflects differences in national price levels that are not taken
into account by exchange rates. This unit allows meaningful volume comparisons of economic
indicators among countries. Data on PPS are calculated by Eurostat,

Net balances presented in this document, like those used for the UK correction, are calculated
including administrative expenditure. For this reason, Belgium and Luxembourg do not appear
among the net contributors.
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In 2003, GNI per capita of all net contributors to the EU budget, expressed in
PPS, ranges between 97% and 111% of the EU-15 average. At 111.2%, the
UK's relative prosperity is at the top of the range. This is in sharp contrast with
the situation in 1984, when the UK was the least prosperous of the net
contributors and only Greece and Ireland had a lower GNI per capita than the
UK.

In view of the considerable shift in the UK's position compared to the other net

- contributors, it is therefore necessary to reassess whether the UK correction

mechanism as it stands 1s still justified in light of the Fontainebleau principle
whereby a Member State's net balance should be viewed in relation to its
relative prosperity.

3.2. Net budgetary balances before UK correction

The net budgetary balance of the UK for the year 1985 (the first year for which
the correction was calculated) amounted to -0.48% of GNI before correction.
(Although accurate data are not available for the other Member States, Germany
was the only other major net contributor to the EU budget at that time.) As
illustrated in the table below, on average the UK’s net balance has remained at a
comparable level in recent years. Over the period 1996-2002 the net budgetary
balance of EU-15 net contributors — before UK correction and including
administrative expenditure - was on average the following:

Table 2

Net budgetary balances before UK correction
for EU-15 selected members (annual averages 1996-2002)
in % of GNI

United Kingdom -0.47%
Germany -0.44%
Netherlands -0.43%
Sweden -0.38%
Austria -0.24%
Italy -0.06%
France -0.04%

Average net budgetary balances for the period 2008-2013'% will deteriorate for
all net contributors across-the-board because of the financing cost of
enlargement. According to internal Commission estimates and assuming
expenditure levels equal to the financial perspective ceilings as proposed by the

The net balances for the period 2007-2013 have been estimated on the basis of the expenditure
level {(payment appropriations) as proposed by the Commission for the EU-27. Where feasible, the
allocation across Member States was based on a detailed calculation on the basis of an established
methodology (e.g. cohesion expenditure). It other cases, an indicative breakdown was used on the
basis of historical data. Expenditure for the 10 new Member States that acceded on 1 May 2004
was calculated according to an identical methodology as for the EU-15, except for the phasing-in
of the EAGGF Guarantee direct payments. Expenditure for Bulgaria and Romania is included in a
manner which is coherent with the Commission communication Financial package for the
accession negotiations with Bulgaria and Romania, SEC(2004) 160/4 adopted on 10 February
2004.
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Commission in its communication of 10 February 2003', the estimated net
balances of the net contributors would be the following. (The figures for all 25
Member States are presented in the annexed Table II).

Table 3
Estimated net budgetary balances before UK correction
for EU-15 selected members (annual averages 2008-2013"")
' in % of GNI

United Kingdom -0.62%
Netherlands -0.55%
GOermany -0.52%
Sweden -0.47%
Austria -0.37%
Italy -0.29%
France -0.27%
Denmark -0.20%
Finland -0.14%

Under the assumption that the level of agricultural expenditure for the EU-25
agreed by the Brussels European Council in October 2002 and the ‘cohesion’
expenditure proposed by the Commission under the so-calied Objective 1 and
Cohesion fund remained unchanged, a reduction of the overall level of payment
appropriations from the 1.14% of GNI proposed by the Commission to, say,
1.00%, would only have a very limited impact on the size of the estimated net
balances. This is because the expenditure for the new Member States would in
essence not be touched and the reduction could only be achieved by drastically
cutting the other non-agricultural expenditure going to the EU-15 and/or
external expenditure that does not enter in the calculation of net balances. As a
consequence, the resulting reduction of own resources payments for the net
contributors would to a large extent be offset by a corresponding reduction in
EU allocated expenditure in these same Member States.

In the absence of any correction mechanism, the UK would have been on
average the largest net contributor over the last 7 years, and would probably
remain the largest net contributor to the EU budget over the period 2007-2013.
However, the net balances of NL, DE and, to a lesser extent, SE have been and
are expected to remain of a comparable order of magnitude. As shown in the
previous section, all these three Member States are currently relatively less
prosperous than the UK.

Whether the size of net budgetary balances is ‘excessive’ in view of the relative
prosperity of the Member States concermned largely depends on the political
perception of the acceptable degree of financial solidarity within the Umon. If
the UK net balance was judged ‘excessive’, then the application of the
Fontainebleau principle would rather point to the extension of a correction

20

COM(2004) 101 final.

As corrections are reimbursed one vear later, averages in this table and the following ones are
calculated over a six-year period since the 2007 correction is paid in 2008 and the 2013 correction
takes place in 2014.
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mechanism to other Member States, who - at lower levels of prosperity - bear
negative net balances of a similar order of magnitude.

In any event, granting a correction on an exclusive basis to only one Member
State appears to be unjustified, especially when taking into account the expected
evolution of net budgetary balances in the enlarged Union under unchanged
conditions, as illustrated in the next section.

ESTIMATED NET BALANCES WITH UNCHANGED OWN RESOURCES DECISION

Estimates indicate that over the period 2007-2013 the UK correction will
increase by more than 50% compared to the average over the latest 7 years to
reach an estimated € 7.1 billion from € 4.6 billion in the period 1997-2003.

Although the envisaged enlargement to 10 new Member States was
unanimously agreed at the Berlin European Council in March 1999, the UK
insisted and obtained that enlargement-related expenditure be taken into
account” when calculating the UK correction, thus shielding it from most of the
financial consequences of enlargement. That is the main reason for the expected
future increase in the UK correction.

As a consequence, the cost for the Member States that pay a full share in the
financing of the UK correction, including all the new Member States, will
increase proportionally. The average estimated financing cost over the period
2008-2013 for all 25 Member States is presented in the annexed Table I'V.

Should the current own resources decision remain in force, the average net
balance for the net contributors over the 2007-2013 period after UK correction
1s estimated as follows (Table III in annex II provides estimates for all 25
Member States):

Table 4

Estimated net budgetary balances after UK correction
for all expected net contributors

{annual averages 2008-2013)
in % of GN{

Netherlands -0.56%
Germany -0.54%
Sweden -0.50%
Haly -0.41%
Austria -0.38%
Cyprus™ -0.37%
France -0.37%
Denmark -0.31%
Finland -0.25%
United Kingdom -0.25%

Pre-accession expenditure relating to actual payments in the last year before accession of any
acceding country is permanently deducted from the allocated expenditure.
Throughout this document estimates are based on areas controiled by the Republic of Cyprus.
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According to these estimates, the UK will become (together with Finland) the
smallest net contributor to the EU budget, therefore clearly departing from the
Fontainebleau principle mentioned above. The persistence of such a growing
anomaly risks undermining the legitimacy of EU policies in general, particularly
in new Member States. The current system of a unique correction for the UK
therefore cannot continue. Instead, the generalization of the correction
mechanism, evolving from the. existing correction would allow bringing the
system closer to the original objective of avoiding excessive budgetary burdens
in relation to the relative prosperity of Member States. By introducing a sort of
‘safety net’ for large net contributors beyond a certain level, it may also
facilitate a more constructive approach to ensure the budgetary means necessary
to meet the policy challenges of the enlarged Union.

REDUCTION OR PHASING-OUT OF THE UK CORRECTION

5.1. Estimated net balances with a reduction of the refund rate

One simple way to rectify the expected 'overshooting' of the UK correction
would be to reduce the reimbursement percentage from 66% to — for instance —

33%.

The results in terms of net budgetary balances, expressed as a percentage of
each Member State's GNI are summarised below for the net contributors:

Table 5
Estimated net budgetary balances after UK correction
with refund rate reduced to 33%
for all expected net contributors
(annual averages 2008-2013)
in % of GNI
Netherlands -0.55%
Germany -0.53%
Sweden -0.48%
United Kingdom -(.46%
Austria -0.38%
Italy -0.34%
Cyprus”™ -0.32%
France -0.32%
Denmark -0.25%
Finland -0.19%

The UK's net contribution would be more in line with that of other net
contributors, although it would remain rather low in comparison with some of
the other net contributors that have lower levels of relative prosperity. Among
these net contributors, F and I would benefit most from a reduction of the rebate
since these countries unlike AT, DE, NL and SE do not benefit from a reduction
in their financing share of the UK correction.

Estimates based on areas controlled by the Republic of Cyprus.
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Conversely, the net position of NL, DE and SE hardly improves. A reduction of
the UK rebate would therefore not address the perceived excessive net balances
of these Member States. Furthermore, it would perpetuate the situation whereby
one Member State continues to receive a correction on an exclusive basis, while
others in an almost identical, or relatively worse, situation do not.

5.2. Estimated net balances with the UK correction frozen at its current
level

An alternative to the reduction of the refund rate could be to freeze the amount
of the correction at a certain level. For instance, the UK correction could be
frozen at the level actually enjoyed by the UK on average over the period 1996-
2002, which is around € 4.5 billion. However, as the result would be comparable
to a reduction of the refund rate, the same disadvantages would persist.

Table 6

Estimated net budgetary balances after UK correction
with UK correction frozen at its current level
for all expected net contributors

(annual averages 2008-2013)
in % of GNI

Netherlands -0.55%
Germany -0.53%
Sweden -0.49%
United Kingdom -0.38%
Austria -0.38%
[taly -0.37%
Cyprus™ -0.34%
France -0.34%
Denmark -0.27%
Finland -0.21%

5.3. Estimated net balances with a phasing-out of the UK rebate

Phasing-out the UK rebate over the period covered by the next financial
perspective, as advocated by certain Member States, would certainly be the
eastest solution to limit the unintended effects of the existing UK correction. In
its simplest form, this could be done by leaving the calculation method
unchanged, while progressively reducing the result by a given percentage over a
certain number of years, say over seven years. Thus, the 2007 rebate (to be paid
and financed in 2008) could amount to 6/7th of the amount obtained according
to the current calculation method, the 2008 rebate to 5/7th and so on. The 2012
rebate, to be paid and financed in 2013, would amount to 1/7" of the normal
calculation. In this example it would also constitute the last correction.

Estimates based on areas controlled by the Republic of Cyprus.
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The estimated net balances of the net contributors over the period 2007-2013
resulting from such a phasing-out regime are presented below:

Table 7

Estimated net budgetary balances after UK correction
with a linear phasing-out of the UK correction over 7 years
for all expected net contributors

{(annual averages 2008-2013)
in % of GNI

Netherlands -0.55%
Germany -0.53%
Sweden -0.49%
United Kingdom -0.43%
Austria -0.38%
Ttaly -0.35%
Cyprus” -0.32%
France -0.32%
Denmark -0.26%
Finland -0.19%

However, it should be borne in mind that the figures in the table above represent
the average for the phasing-out period. After the period under consideration, the
UK would no longer benefit from any correction mechanism. The phasing-out
of UK correction would have only a minor impact on the net balances of the
other large net contributors, since they are to a large extent protected from the
financing cost of the UK rebate. Therefore, this alternative would not solve the
problem of the 'excessive' net balances of the other net contributors.

5.4. Estimated net balances with a phasing-out of the frozen UK
correction

Alternatively, as advocated by certain Member States, the UK correction could
be frozen at an agreed level (for instance € 4.5 billion, equivalent to the average
over the period 1996-2002) and then phased-out linearly over a number of years.
This is the equivalent of combining the effects discussed in Sections 5.2 and 5.3
above. The disadvantages mentioned in the previous paragraphs would remain
unchanged.

Estimates based on areas controlled by the Republic of Cyprus.
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Table 8

Estimated net budgetary balances after UK correction
with a linear phasing-out of the frozen UK correction over 7
years
for all expected net contributors

{(annual averages 2008-2013)
in % of GNI

Netherlands -0.55%
Germany -0.53%
United Kingdom -0.50%
Sweden -0.48%
Austria -0.37%
Italy -0.33%
Cyprus™ 0.31%
France -0.31%
Denmark -0.23%
Finland -0.17%

5.5. Estimated net balances with enlargement-related expenditure
excluded from the calculation of the UK correction

The calculation of the UK correction takes into account all the expenditure that
is 'internal' to the EU and that can reasonably be allocated to an individual
Member State”’. Expenditure in the new Member States is also taken into
account, with the exception of a small correction related to the amount of the
pre-accession expenditure in the year before accession. The expenditure in the
new Member States 1s the principal cause of the expected 50% increase in the
size of the UK correction. It is therefore appropriate to consider the effect of
continuing the current system while fully excluding the expenditure in the new
Member States from the calculation.

This approach would have the advantage of at least assuring fair burden sharing
between all Member States of the cost related to the current and the future
enlargements of the EU.

If the expenditure going to the 12 new Member States would be excluded, the
UK correction 1s expected to be on average reduced to € 4.2 billion over the
period 2007-2013. The results in terms of net budgetary balances, expressed as a
percentage of each Member State's GNI are summarised below for the net
contributors:

Estimates based on areas controlled by the Republic of Cyprus.
This 1ssue is discussed under Section 6.2.
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Table 9

Estimated net budgetary balances after UK correction
with enlargement-related expenditure excluded
for all expected net contributors

{annual averages 2008-2013)
in % of GNI

Netherlands -0.55%
Germany -0.53%
Sweden -(.49%
United Kingdom -0.39%
Austria -0.38%
Italy -0.37%
Cyprus -0.33%
France -0.33%
Denmark -0.27%
Finland -0.21%

The net balances of DE, AT, SE and NL would only be affected in a very
marginal way compared to the situation under the unchanged own resources
decision, since these countries pay only 25% of their normal financing share of
the financing of the UK correction.

Again, such a solution would not solve the problem whereby only 1 Member
State would be eligible for a correction, while others at comparable or lower
levels of relative prosperity and bearing negative net balances of similar size
would continue to be excluded. Furthermore, it would effectively create in a
durable way two categories of EU expenditure (within the EU-15 and in the new
Member States).

PARAMETERS OF A GENERALISED CORRECTION MECHANISM
6.1. Introduction

The proposed generalised correction mechanism has to be seen in the context of
the Commission overall 'package' for the post-2006 financial framework. The
final outcome is thus likely to be affected by decisions to be taken on the
expenditure side of the package.

If it is accepted that the net contributions of certain Member States are
excessive, then none of the alternatives presented in Sections 3 through 5
namely, unchanged own resources decision, abolishing, reducing or phasing-out
the UK correction - seems to generate acceptable results in terms of equitable
burden sharing among Member States. That ts why the Commission proposes to
introduce a generalised corrective mechanism.

The generalised correction mechanism is a tool for correcting 'excessive' net

budgetary balances in an own resources system primarily financed through
contributions from the Member State's treasuries. Any substantial changes to the
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own resources system (see Part III of this report), would of course require a re-
assessment of the need for a corrective mechanism.

A generalised correction mechanism would be calculated on the basis of the net
budgetary balance of each Member State in relation to the budget of the EU. The
mechanism should be triggered beyond a threshold, expressed as a percentage of
each Member State’s GNI, reflecting the minimum accepted level of unlimited
financial solidarity between Member States and representing a sort of basic
reasonable net contribution. Net positions exceeding such a threshold will be
eligible for a correction (partial refund). The amount of the correction is to be
based on the part of the net balance exceeding this threshold, multiplied by a
refund rate (i.e. the percentage of the amount in excess of the agreed threshold
to be compensated). The amount corresponding to the sum of all corrections
could be capped at a total predetermined volume.

The net balance would be calculated on the basis of a zero-sum situation, i.e. the
sum of the net balances of all Member States should be equal to zero™. (This
principle is also applied in the calculation of the UK correction.)

6.2. Categories of expenditure to be taken into account

The current definition of allocated expenditure used in the calculation of the UK
rebate as well as the Commission's yearly report on the allocation of expenditure
to Member States is based on the principle whereby all expenditure for which it
can reasonably be shown that the recipient is a resident of a certain Member
State 1s being allocated to that Member State. Recipients are not limited to
public bodies but also include private firms, individuals, etc...The allocation is
limited to the first round effect”. The Commission recognises that this
mstrument is an imperfect tool and that certain problems of correct allocation
continue to exist®’.

According to this definition, allocated expenditure includes all categories of
expenditure that are ‘internal’ to the EU. This includes virtually the total amount
of expenditure headings 1 (agriculture) and 2 (structural operations) as well as
the vast majority of expenditure under headings 3 (internal policies) and 5
(administration), excluding only some minor items of expenditure that cannot be

30

For a discussion of the different types of net balances and their calculation methods, see the
Commission’s 1998 own resources report, Annex 3.

This means the Commission does not include possible second-round effects into the allocation.
Often cited examples of these effects are for instance the possible repatriation of profits by foreign
firms or consortia involved in cohesion projects and salaries of European officials residing in
Belgium or Luxembourg that is not necessarily exclusively spent in these countries.

Although the Commission is constantly trying to refine the data to improve the quality of the
allocation, a number of problems continue to persist. Agricultural export subsidies for instance are
allocated to the country exporting the goods, an allocation method which tends to unduly increase
the expenditure allocated to gateway countries such as Belgium and the Netherlands. Likewise it
is not always easy to identify exactly the final beneficiary of certain payments made to
international consortia, for example for research expenditure. Since these consortia often have
their administrative base located near the EU institutions, an exaggerated share in this type of
expenditure may be allocated to Belgium and Luxembourg,
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reasonably allocated to any individual Member State®’. Headings 4 (external
policies), 6 (reserves) and 7 (pre-accession expenditure) relate explicitly to
‘external’ expenditure and are therefore not taken into account when calculating
the net budgetary balance of a Member State.

It has on occasion been argued that certain categories of this internal
expenditure should be fully or partially excluded from the calculation of the net
balances. The arguments advanced to defend this are based on perceived
conceptual and practical difficulties related to expenditure allocation. However,
it should be noted that, whiie the European Council has reviewed the calculation
method of the UK correction on several occasions, it has each time decided to
keep the expenditure categories included in the calculation unchanged. Indeed,
excluding any of these expenditure categories would constitute a different
approach than the basic principle evoked at the beginning of this section. That is
why the Commission proposes to keep the current accepted definition
unchanged®®. Thus, all expenditure that can reasonably be allocated to an
individual Member State (i.e. broadly speaking, the headings 1, 2, 3 and 5 under
the 2000-2006 financial perspective) would continue to be taken into account for
the calculation of the net budgetary balance in the context of the proposed
generalised correction mechanism.

6.3. Categories of revenue to be taken into account

The calculation of the UK rebate excludes the traditional own resources (TOR)
from the categories of revenue to be taken into account. This is justified for 2
reasons. First, TOR are not considered to be a Member State contribution but
constitute revenue belonging to the EU by virtue of the customs union. Second,
TOR are often levied at the port of entry into the EU in application of the
Common Customs Code. Since the final consumer of the imported goods does
not necessarily live in the country of the port of entry there is no clear
geographical link between the collection of the duties and the economic burden
they represent. TOR should therefore continue to be excluded in any future
proposal to introduce a generalised correction mechanism.

Consequently, the combined share in VAT and GNI own resources would be
used as the proper base to calculate any Member States’ share in EU budgetary
revenue.

A proposal for a generalised correction mechanism should be as simple and
transparent as possible. Therefore all existing complications in the UK rebate
calculation which are related to the preservation of the UK’s 1984 revenue

31

In terms of the newly proposed expenditure headings in the Commission communication of 10
February 2003, this corresponds roughly with the content of the new headings la, 1b, 2, 3 and
administrative expenditure.

The only envisageable amendment concerns the agricultural export refunds which could be
excluded on the grounds that there is no clear link between the port of exit and the final
beneficiary of these interventions. A similar argument is used to exclude traditional own resources
from the revenue to be taken into account (cf. section 6.3).
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position (share in uncapped VAT, calculating the ‘advantage’ as well as the
‘TOR windfall gains’), should be abolished.

6.4. The level of the threshold

6.4.1. Fixed threshold
Simulations have been run for different levels of the threshold (using a refund
rate of 66%) ranging from zero to 0.50% of GNI. The results are summarised in
the annexed Tables V through IX**:
— Table V: estimates of the level of the gross corrections;

~ Table VI: estimates of the financing of the corrections;

— Table VII: estimates of the net level of the corrections (= sum of tables V +
VI);

— Table VIII: estimates of the impact of introducing a GCM compared to the
situation with unchanged own resources decision;

— Table IX: estimates of the net budgetary balances as a percentage of GNI;

The total sum of the corrections at different threshold levels is estimated as
follows (details for individual Member States are presented in Table V):

Table 10
Estimated gross corrections

{average 2008-2013)

Level of the threshold Sum of all corrections
{as a % of GNI, EU-27) (in billion of curos)
0.00% 25.8
0.10% 16.8

0.20% 13.8

30% 88
0.40% 5.2
0.50% 1.9

A threshold level of around -0.25% would represent a sort of neutral point
whereby the estimated future cost of financing the generalised correction
mechanism would be equal to the estimated future cost of financing the current
UK correction mechanism. This is illustrated in Table V in annex II: the effect
of introducing a GCM is zero or close to zero at a threshold of 0.25% for all

A minus (-) sign means an increase of a Member State’s total own resources payments compared

to the estimated future (2008-2013 average) situation under an unchanged own resources decision.
Conversely a plus (+} sign means a reduction in total own resources payments for the Member
State concerned.
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Member States that are currently financing a full share in the UK correction®*. A
threshold lower than 0.25% would mean that the Member States paying in full
the UK rebate (they currently bear more than 90% of the total cost) would have
to pay more than the estimated cost of financing the current UK correction
mechanism in the future. With thresholds higher than 0.25% the mechanism
would become less costly for those Member States, including all net recipients
from the EU budget, than financing the estimated future UK correction
mechanism.

The table above (as well as the annexed Table V) illustrates that the total sum of
the corrections with a 0.25% threshold would be substantially higher than the
estimated level of the future UK correction with the current own resources
decision (ORD) unchanged. Applying a threshold of -0.25% would generate a
level of (gross) corrections slightly above € 11 billion, which is significantly

higher than the approximately € 7 billion average (net) UK correction for the

same period. This difference is linked to the assumption that the financing of the
corrections would be shared by all Member States according to their share in
GNI (see section 6.7 below),

Thus, for those Member States who would not benefit from the GCM, an overall
volume of up to € 11 billion of corrections could be financed before the GCM
became more expensive than the continuation of the current ORD.

The impact of introducing a generalised mechanism with a threshold is not
linear. The effect on Member States’ net balances, compared to the current
situation, is influenced by a combination of the following three elements: a) the
level of the Member States” budgetary imbalance before correction; b) the level
of the threshold; and c¢) the financing rules under the existing UK correction.

The estimated impact is shown in the annexed Table VIII on the basis of which
the following observations can be made:

— Net beneficiaries from the budget do not receive any corrections, regardless
of the threshold level. As previously indicated, the cost of financing the
correction mechanism becomes more expensive for these countries compared
to the future financing cost of the UK correction at threshold levels lower
than 0.25%.

— All major net contributors to the EU budget (UK, DE, NL, SE) would benefit
from the correction mechanism with thresholds lower than or equal to 0.50%
of GNL
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This is valid for all Member States that do not receive a gross correction and therefore only
participate in the financing. However. as can be observed in Table V in the annex, at a threshold
of 0.25% a few of the 20 Member States that currently pay a full share in the financing of the UK
correction would actually receive a gross correction. Consequently, as illustrated in Table VIIL,
these Member States would still be better off at 0.25% compared to the future cost of financing
the UK correction.
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— Smaller net contributors would receive corrections depending on the
threshold level. The relative position of each individual net contributor,
compared to their estimated future position under the current ORD, is
determined by a combination of the following two factors:

»  the size of the negative net balance before correction, whereby larger
net contributors such as DE, NL, SE tend to benefit more at lower
threshold levels (compared to smaller net contributors);

»  the current financing regime of the UK correction, whereby Member
States currently benefiting from a special arrangement (DE, NL, SE,
AT) tend to benefit less at higher threshold levels (compared to
smaller net contributors).

— The case of AT merits a specific mention since it illustrates the mechanism at
work here. Since this Member State is expected to be a smaller net
contributor than NL, DE and SE, it would receive smaller corrections
{comparable to the corrections received by FR and IT). However, as it would
lose the 75% reduction in the financing of the UK correction (whereas
countries such as FR and IT do not enjoy such a reduction at present) it
would see its net balance deteriorate at higher threshold levels (compared to
the estimated situation with unchanged own resources decision).

— The UK would experience a deterioration of its net balance at any threshold
level, even in the situation where there is no threshold at all, In this case the
UK would receive a correction of an order of magnitude similar to the current
UK correction but it would have to participate in the financing of both its
own and the other Member States' corrections. It is worth recalling that the
deterioration of the UK net balance illustrated in the tables above is in
comparison with the UK's estimated future position, i.e. in comparison with
the situation where the UK is expected to become the smallest net contributor
to the EU budget.

Any future ‘fairer’ mechanism should ensure in particular that the resulting
financing cost does not lead to a heavier burden than under the current UK
correction mechanism for ‘cohesion” Member States.

6.4.2. Variable threshold

It is possible to include an element of progressivity into the correction
mechanism by introducing a variable threshold related to the relative prosperity
of each Member State rather than the fixed threshold illustrated in the previous
paragraphs. This would ensure a closer link between levels of relative prosperity
and net balances. In other words, relatively more prosperous Member States
would be expected to have proportionally larger negative budgetary imbalances
than less prosperous Member States,

One possible approach would be to use a multi-layer threshold, based on each
Member States' GNI per capita expressed in purchasing power standards (PPS).
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By way of example, the results of a simulation based on the following
differentiation criteria are presented below:

GNI per capita PPS Threshold

(where EU-15 avg. = 100) | (in % of GNI)
110% < PPS - 0.40%

100% < PPS <110% -0.35%
PPS < 100% - 0.30%

The variable threshold, based on the multi-layer schedule given above, would be
the following for the net contributors to the budget:

Member State Threshold
Denmark - 1L.40%
Germany -0.30%

France -0.35%
Italy -0.30%
Cyprus -0.30%
Netherlands -0.35%
Austria -(0.35%
Finland -0.35%
Sweden -0.35%
UK -0.40%

The UK's threshold would be increased to -0.40% while the threshold applied to
DE, IT and CY would be reduced to -0.30%. The threshold for the other net
contributors would not be affected.

Using such a variable rather than a fixed threshold would only have a limited
impact on the gross level of the corrections, since the reduction of the correction
for certain Member states would of necessity be (partially) offset by the
increased correction for others. Fundamentally, any introduction of progressivity
in the correction mechanism will —ceteris paribus— benefit DE (and possibly IT)
while deteriorating the position of the UK. Extending or decreasing the range of
the threshold variability will not modify this.

6.5. Maximum Available Refund Volume

A legitimate concern of many net beneficiaries of the EU budget is that the
financing cost of a generalised correction mechanism could spiral out of control
at some point. Thus, if the financing cost exceeded the future financing cost of
the UK correction, the generalised correction mechanism would become more
expensive to finance than the unchanged UK correction. As a safeguard against
such a risk, a maximum available refund volume (MARV), i.e. a cap, could be
introduced. This cap would be applied automatically to the total level of
corrections in case the sum of these corrections exceeds an agreed MARV. All
corrections would then be linearly reduced. Such a cap (MARV) would be
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determined ex-ante as an ad hoc amount valid for the duration of the financial
perspective.

Fixing the level of the MARYV is clearly a discretionary decision.

In any case, it seems reasonable to assume that the cost of financing the
corrections should not exceed the equivalent of the estimated future financing
cost of the UK correction for those Member States currently finrancing a full
share (1.e. all except UK, DE, NL, SE and AT).

0.6. Percentage of excess negative balance to be corrected

Beyond the agreed threshold, a certain percentage of the net budgetary balance
is to be corrected. The percentage used in the existing UK correction is equal to
66%. This variable is purely linear. For instance, at a given threshold a refund of
66% of the excess balance will yield a correction which is exactly twice as big
as a correction with a 33% refund percentage. Since the European Council of
Fontainebleau agreed on a refund rate of 66%, and given the relatively low
sensitivity of results to different refund rates, it is proposed to keep this
parameter at the same level used for the current UK correction mechanism.

Additionally, the Commission proposes as a safeguard for the net beneficiaries
who might be concerned about the future evolution of the financing cost of the
correction mechanism to make the refund rate the adjustment variable with 66%
being the maximum rate. This maximum rate would normally be applied when
the total amount of corrections is below the maximum available refund volume
(MARYV). However, should the sum of the corrections in any given year exceed
the MARYV at the 66% refund rate, then the refund rate will be automatically
reduced to a lower level generating total corrections equal to the MARYV,

6.7. Financing rules

The financing of the UK rebate is based on the respective shares of the Member
States in EU GNI. The UK itself does not participate in the financing of its own
rebate. The Berlin European Council restricted the financing shares of the four
net contributors (DE, AT, NL and SE) to 25% of their normal share.

Since the introduction of a generalised correction mechanism would limit and
reduce the budgetary net balances of these countries, it does not seem warranted
to maintain this distortion in the financing of the correction. The financing
should therefore be simplified accordingly.

Technically the correction could be financed in three different ways:

— Member States who receive a correction do not participate in the financing,
Under this option the entire burden of the financing would be concentrated on
countries representing less than 50% of the total EU-27 GNI, many of them
with relatively low levels of prosperity. Consequently, their net budgetary
position would either deteriorate in an unacceptable manner, or the volume of
the corrections would have to be severely restricted. Furthermore, distortions
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could result when a Member State with a net position just below the
threshold would have to participate in the financing of the corrections and
another Member State just above the threshold would be excluded from the
financing.

— Member States would participate in the financing of all corrections except
their own. This alternative would add considerable complexity to the
proposal, since it would entail a separate financing round for each of the
corrections.

— All Member States would participate in the financing of the total corrections.
Their financing share in the global amount of the corrections would be

determined by their share in GNL

For sake of feasibility, transparency and simplicity, all Member States should
participate in the financing of all corrections (third option).

Under these financing rules, the impact of adding the corrections to either the
expenditure side or the revenue side of the EU budget would be identical. In
both cases the corrections would be financed exclusively through an increase of
the marginal resource GNI. However, adding the corrections to expenditure
would artificially inflate the level of budgetary expenditure with a
corresponding decrease of available margins under the global expenditure
ceilings. That is why it seems preferable to maintain the GCM on the revenue
side of the budget, as 1s currently the case for the existing UK correction
mechanism.

6.8. General outline of the mechanism

On the basis of the above considerations, the calculation of the corrections
stemming from a generalised mechanism would entail the following steps:

1. Calculating the aggregate amount of all expenditure allocated to each
Member State. Allocated expenditure, as for the current correction
mechanism, includes all categories of expenditure that are ‘internal’ to the
EU (see section 6.2 above).

2. Calculating the percentage share of each Member State in total allocated
expenditure.

3.  Determining the percentage share of each Member State in own resources
payments. Since traditional own resources are excluded from the
categories of revenue to be taken into account, the combined share in VAT
and GNI own resources would be used to calculate any Member States’
share in EU budgetary revenue.

4.  Deducting (2) from (3} above for each Member State, to obtain the
percentage corresponding to the positive/negative balance.
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Where:

5. For each Member State, multiplying the percentage resulting from (4)
above by total allocated expenditure, to obtain the net budgetary
contribution/benefit expressed in euros.

6.  Multiplying the threshold corresponding to the pre-determined reasonable
net contribution (RNC) by the GNI (in €) of each Member State and
deduct from the result obtained under (5).

7. If the result obtained under (6) is greater than zero, multiplying the result
under (6) by the refund rate to obtain the correction for each Member State
and reduce the refund rate as necessary if the sum of all corrections
exceeds the predetermined maximum refund volume (see section 6.5
above).

The total cost of the correction mechanism, i.e. the sum of all corrections would
be limited by a maximum available refund volume (MARV), to be agreed ex-
ante as a yearly pre-determined amount.

Net posttions exceeding the RNC are eligible for a partial refund: the corrective
percentage or the refund rate (RR), to be applied to the part of the Member
State's net budgetary balance exceeding the threshold (RNC). This refund rate is
a dependent variable for which an upper limit of 66% (currently used for the UK
correction) applies. The actual refund rate will be derived from the available
refund volume. Thus, the refund rate is automatically reduced when the
application of the 66% maximum refund rate breached the MARV.

The partial refund is made ex-post as currently done for the UK correction.

The resulting formula for calculating the generalised correction mechanism is
the following:

CFF = TPX“E{J*E—RNC*K- * RR
P E

if Cf >0

where RR = 0.66 if > €™ < MARYV and

_ MARV

S

¥

RR *0.66if > I > MARV

TP = Total VAT and GNI-based payments made by all Member States in
respect of year ¢

TPy = VAT- and GNI-based payments made by Member State x in respect of
year ¢
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E = Total allocated expenditure in respect of year ¢

Ex = Expenditure allocated to Member State x in respect of year ¢

CH = Correction (at refund rate RR) to be granted to Member State x in respect
of year ¢

RNC = Reasonable net contribution (= threshold) expressed in % of GNI

Y, = GNI of year ¢ of Member State x

RR = Refund rate (i.e. percentage of the excess contribution to be compensated)
MARYV = Maximum available refund volume

> C = Total sum of corrections if RR is equal to 0.66

X

6.9. Comparing corrections levels

A threshold set at -0.35% of GNI will give rise to an estimated average volume
of gross corrections of around € 7 billion for the period 2007-2012 (to be
financed in 2008-2013).

The generalisation of the correction mechanism combined with the change in the
financing rules means that the comparison with the level of the correction under
the current system is somewhat blurred. As all Member States, including those
benefiting from such a mechanism, will participate in the financing of all
corrections, the overall net correction will always be lower than the gross
correction, whereas under the current system there is no difference between net
and gross correction (what the UK gets is what other Member States pay).

The resulting net balances of the large net contributors after the correction will
be higher than the established threshold because of the combined effect of the
partial refund and the participation in the financing of the correction system.
Conversely, the burden for Member States having to pay fully their share of the
financing cost and not benefiting from the correction is lower than at present
even if the overall gross correction is larger. Thus, with a threshold set at 0.35%
of GNI and a maximum predetermined correction volume set at € 7.5 billion, the
combined burden for these Member State would be even lower (by about € 1
billion) than the average level paid during the 2001-2004 period and much lower
{by about € 2.7 billion) when compared to the estimated cost of the current UK
correction over the next financial framework.

6.10. A system based on the pooling of net balances

Extending from the original Fontainebleau principle, which inspired the current
UK correction mechanism, a system could be envisaged that is not restricted to
correcting the net balances of excessive net contributors but which would
redistribute the net balances of all net contributors. The principal aim of such an
approach would be to obtain a higher correlation between the net balances of the
Member States concerned and their relative prosperity.

This could be achieved by first pooling the net balances of a specific group of

Member States and, secondly, by sharing (redistributing) the total sum of the net
balances among a (possibly different) group of Member States.
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A number of alternative approaches could be envisaged. Choices to be made
include:

e determining the group of Member States whose net balances would be pooled
and determining which group of Member States would finance the sum of the
negative net balances;

e deciding whether the financing should be proportional to GNI or if it should
be progressive on the basis of GNI shares adjusted for relative prosperity.

In the alternative presented below net balances of net contributors closely reflect
the PPS per capita ranking. However, it would entail considerable conceptual
and technical complexity.

The system would pool together the net balances of the 12 Member States
whose GNI per capita exceeds 100% of the EU-25 average. Over the period
2007-2013, 12 countries are expected to be in this category: UK, NL, DE, SE,
AT, IT, FR, DK, BE, IE, LU and FI. The total sum of their net balances would
be financed by the same 12 Member States. The financing is done on the basis
of GNI shares adjusted for relative prosperity, which would be achieved by
adjusting the GNI of each Member State in the group according to the relative
level of prosperity expressed in PPS, and then recalculate the corresponding
share of each Member State in the new total GNI.

This alternative would have major implications for Belgium, Luxembourg and
Ireland, countries that for various reasons™ are net beneficiaries from the EU
budget, despite the fact that they have a relative prosperity above the EU
average. To alleviate this effect, a second round of corrections is needed in
which a further constraint would be added which limits the impact of the
correction to a deterioration of 0.25% points of any Member State's net balance
expressed as a percentage of GNI. This constraint reduces the contributions to
the system from BE, IE and LU. These reductions are then financed by the other
9 Member States belonging to the group according to their share in GNI.

The table below illustrates the net balances for all Member States in comparison
with their situation without any correction and under the current UK correction.

i3

In the case of Belgium and Luxembourg this is because they are allocated the bulk of the
administrative expenditure and thus appear as net beneficiaries. Ireland receives a relatively high
share in agricultural expenditure and also continues to benefit from some cohesion policies.
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Table 11
Estimated net budgetary balances
for all Member States
(annual averages 2008-2013)
in % of GNI
Without Current UK Pooling system
correction correction
(1) (2) (3)
Belgium 1,32% 1,21% 0,98%
Czech Republic 3,26% 317% 3,26%
Denmark -0,20% -0,31% -0,44%
Germany -0,52% -0,54% -0,40%
Estonia 3,85% 3,76% 3,85%
Greece 2,25% 2,16% 2,25%
Spain 0,32% 0,23% 0,32%
France -0,27% -0,37% -0,42%
Ireland 0,56% 0,47% 0,22%
Ttaly -0,29% -0,41% -0,40%
Cyprus -0,28% -0.37% -0,28%
Latvia 4.51% 4,40% 4,51%
Lithuania 4,50% 4,41% 4,50%
Luxembourg 5.89% 5,80% 5,55%
Hungary 3,15% 3,06% 3,15%
Malta 1,16% 1,06% 1,16%
Netherlands -0,55% -0,56% 0,43%
Austria -0,37% -0,38% -0,44%
Poland 3,85% 3,76% 3.85%
Portugal 1,60% 1,50% 1,60%
Slovenia 1,40% 1,31% 1.40%
Slovakia 3,36% 3,27% 3,36%
Tinland -0,14% -0,25% -0,41%
Sweden -047% -0,50% -0,42%
United Kingdom -0,62% -0,25% -0,44%

The basic effect of any correction mechanism based on the pooling of the net
balances of all the net contributors, regardless of the parameters chosen, is to
deteriorate — significantly — the net balances of those net contributors who are
allocated a larger share of EU expenditure (more specifically agricultural and
administrative expenditure) than the other net contributors. Mainly affected by
this logic would be France, Denmark and Finland. Conversely, the current major
net contributors (UK, NL, DE and SE) would all benefit accordingly. Moreover,
under the parameters of this specific system, BE, IE and LU would see their net
balance deteriorate by 0.25% points compared to the current system.

A correction mechanism based on pooling of the net balances has intuitive
appeal, since all net contributors would end up with net contributions grouped
within a narrower range (expressed as a percentage of GNI) and in correlation
with their GNI per capita ranking. The fact that the poorer Member States would
be excluded from the financing could be construed as an advantage from the
point of view that relatively poorer Member States would not have to contribute
to correcting the negative imbalances of relatively richer ones.
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Besides the issue of the technical complexity and lower transparency, the system
is however fraught with a number of conceptual disadvantages:

* A major threshold effect could theoretically occur: A net beneficiary with a
relative prosperity just below the EU average would be excluded from the
financing while a Member State with relative prosperity just above the
average could participate up to the equivalent of 0.25% of its GNI.

* It would represent a departure from the Fontainebleau European Council
conclusions, which evoke only the possibility to correct excessive net
balances.

» The impact of such a correction mechanism, which would have a gross
average volume of approximately € 40 billion annually, would be so
important that it would fundamentally change the structure of the own
resources system.

In theory this pooling system could be part of a mixed correction system, based
on equal weighting of this pooling system and a GCM based on a threshold.
Obviously such a solution would add further complexity.

THE COMMISSION'S PROPOSAL

Any correction mechanism entails an additional complication to the financing of
the budget. Therefore the basic proposal should be relatively simple and
sufficiently transparent. In this respect, the current parameters of the UK
correction calculation should be modified only where necessary and simplified
whenever feasible.

The Commission therefore proposes to use the following parameters for a
generalised correction mechanism:

- keeping the categories of revenue to be taken into account (VAT + GNI)
unchanged. Any other existing complication®® should be abolished:;

— keeping the expenditure headings included in the allocated expenditure
unchanged;

— the financing should be simplified and based only on GNI shares, whereby all
Member States would participate in the financing of the global amount of the
corrections on the basis of their relative prosperity;

— 1tis proposed to set the threshold level at -0.35% of GNI

~ the refund rate will be the dependent variable with a maximum rate of 66%,
to be reduced automatically when the agreed maximum refund volume is
exceeded in a given year;

30

Such as the calculation of the 'UK advantage' and the TOR windfall gains.

38

EN



EN

— the maximum available refund volume could be set at € 7.5 billion.

The amount of the gross corrections, their financing and the combined net effect
are illustrated for all Member States in the annexed Tables X through XIV.

In absolute terms, the UK would be by far the largest beneficiary from the
generalised correction mechanism, receiving on average an estimated net
compensation in excess of € 2 billion per year, approximately twice as much as
the net amount DE would receive.

The table below illustrates the estimated net budgetary balances for the period
under consideration. (The results for all Member States are presented in the
annexed Tables XIIL, 1II and IT respectively.)

Table 12
Estimated net budgetary balances
(average 2008-2013)
in % of GNI
GCM Current ORD | No correction
United Kingdom -0.51% -0.25% -0.62%
Netherlands -0.48% -0.56% -0.55%
Germany -0.48% -0.54% -0.52%
Sweden -0.45% -0.50% -0.47%
Austria -0.41% -0.38% -0.37%
Italy -0.35% -0.41% -0.29%
Cyprus” -0.33% -0.37% -0.28%
France -0.33% -0.37% -0.27%
Denmark -0.25% -0.31% -0.20%
Finland -0.19% -0.25% -0.14%

With the proposed mechanism, the average net balances of the largest net
contributors would be at comparable levels, with the UK, DE, NL and SE all
between -0.51% and -0.45% of their respective GNI, while with the current
system their estimated future net balances would range between -0.56% and -
0.25% (and between -0.62% and -0.47% with no correction). Several Member
States (FR, IT, CY and AT) would have net balances averaging between -0.40%
and -0.30%, with AT somewhat higher than the other three. DK and FI would be
the two remaining smaller net contributors with estimated average net balances
of -0.19 and -0.25%, respectively.

Even with a threshold level of -0.35%, the net balances of the largest net
contributors would end up at a higher percentage of their GNI because of the
combined effect of the partial refund and the participation in the financing of the
correction system. Nonetheless, the resulting net budgetary balances for net
contributors would be more in line with the Fontainebleau principle when
compared to the current system.

Estimates based on areas controlled by the Republic of Cyprus.
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On the other hand, the estimated burden of financing the overall correction for
all the other Member States would be lower than under the current system.

It would be appropriate that the introduction of the generalised system for
correcting budgetary imbalances is accompanied by transitional measures for the
UK to alleviate the financial impact of the changeover for this Member State. In
order not to increase excessively the total cost of the corrections, the application
of the generalised system should be progressively phased in for the other
eligible Member States.

CONCLUSION

On the basis of its review of the own resource system, the Commission is of the
view that the existing correction mechanism on an exclusive basis is no longer
justified and proposes to introduce a generalised mechanism to correct excessive
negative budgetary imbalances.

A generalization of the correction mechanism, evolving from the existing
correction, would allow bringing the system closer to the original objective of
avoiding excessive budgetary burdens. By introducing a sort of ‘safety net’ for
large net contributors whose net contribution exceed a certain level, it may also
facilitate a more constructive approach to ensure the budgetary means to meet
the policy challenges of the enlarged Union.

The Commission proposes a generalization of the correction mechanism
calculated on the basis of the net budgetary balance of each Member State in
relation to the budget of the EU. The mechanism should be triggered if net
contributions exceed a threshold, expressed as a percentage of each Member
State’s GNI, reflecting the minimum accepted level of unlimited financial
solidarity between Member States. Net positions exceeding such a threshold will
be eligible for a correction (partial refund), thus giving an insurance against
excessive net contributions. Conversely, the total volume of corrections (refund
volume) will be limited to a maximum amount, thus insuring those not
benefiting from a correction against excessive costs of the mechanism. If the
sum of all corrections exceeds the total predetermined volume, the refund rate is
reduced accordingly.

The proposed generalized correction mechanism will decrease the negative net
balances, reduce the spread among net contributors, and, on the other hand,
lessen the financing burden of those who do not benefit from the mechanism,
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PART III - THE OWN RESOURCES STRUCTURE

FINDING THE OPTIMAL OWN RESOURCES STRUCTURE

The pros and cons of alternative financing systems are analysed in light of the
preceding assessment of the current financing system. Three basic alternatives
for the financing of the EU budget are discussed below:

(1) Maintaining the present financing system unchanged,
(2) A purely GNI-based financing system,
(3) A financing system based on fiscal own resources.

All alternatives examined in the sections below assume that TOR would
continue to be part of the own resources, as the collection of import duties”®
constitutes an instrument of the Union's trade policy whose yield ‘naturally’
accrues to the Union. The assessment will focus on own resources other than the
TOR.

1.1. Maintaining the present financing system unchanged

It could be argued that despite its weaknesses in terms of complexity, opacity,
limited autonomy from national treasuries and the European Parliament's limited
political accountability for its expenditure decisions, the present financing
system has ensured a smooth financing of the EU budget.

However, in its present form the financing system is unable to give visibility to
the budgetary consequences of the Union’s policies to the general public, The
UK correction mechanism has become increasingly and exceedingly complex
over time, adding to the opacity of the system. Furthermore, due to the tendency
of the UK correction to increase with the present and future enlargements the
system will become less equitable over time. The possibilities for margmal
adjustments have reached their limit. The system unmistakably contains an
increasing incentive for Member States to adopt a narrow juste refour’ stance,
which influences negatively the decision-making process in the Council.
Member States, in particular net contributors, tend to judge the merit of new
Community initiatives exclusively in terms of their financial consequences with
little regard to the substance of policies, leading to the risk of obscuring the
added value of EU policies.

The present system resembles very much a GNI-based system without offering
the advantages in terms of cost-effectiveness and simplicity that would derive

TOR also include sugar levies. These are, however, not levied on imports but on sugar producers
in the EU for the purpose of financing sugar export refunds. These levies amount to less than | %
of total own resources.
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from a system based exclusively on GNI (see section 0 below). The small part of
the income corresponding to the current 'statistical’ VAT resource will remain.
Member States will be confronted with the complex and time-consuming task of
reconstructing the VAT base at a time when the share of VAT in total financing
only represents around 15 %. Moreover, the VAT bases of around half of the 25
Member States will most likely exceed the ‘capping’ limit of 50 % of their GNL
This turns the VAT contribution into a de facto GNI contribution, as any
increase in VAT receipts in a Member State whose VAT base is 'capped’ will
have no effect on the EU VAT resource.

1.2. A purely GNI-based financing system

This scenario would mean pursuing the trend observed since the late eighties to
its logical extreme, abolish the current statistical VAT resource and finance the
budget entirely by GNI-based contributions from Member States (apart from the
small share of current TOR that would stay).

The suppression of the statistical VAT resource, with its specific rules and
corrections, would simplify the present system. Sufficiency and stability of
revenue within the agreed own resources ceiling would be guaranteed, with low
operating costs.

Under this scenario the Union would almost entirely depend on 'contributions’
from Member States. The advantage of such a system is that it would be simple
and casy to understand. The ‘contributions’ would correspond closely to
Member States’ relative prosperity. However, financing the budget by
contributions of the Member States is adequate for an international organization
such as the United Nations, but it does not reflect the status of the European
Union.

It would imply an idea of the Union in which citizens would be represented
purely indirectly by their Member States. The status of the EU as a Union of
Member States and the citizens, which is currently reflected in the Treaty, would
be abandoned on the financing side of the budget. This, in turn, would imply
ditching the concept of 'own' resources, which has been a cornerstone of EU
finances since the first own resources decision in 1970.

As a consequence, the debate on fair burden-sharing among Member States and
Juste retour' would be brought to the forefront of the European debate even
more than at present. There would be virtually no visibility of the financing for
EU citizens and it would risk precluding any future re-opening of the debate on
fiscal revenue replacing national contributions.

1.3. A financing system based on fiscal own resources

Under this scenario all or a large part of the EU budget would be financed from
tax-based resources paid by citizens and economic operators. All or a large part
of the GNI resource and the entire current ‘statistical’ VAT resource paid by
Member States would be replaced by one or several fiscal resources.
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This approach would allow for increased financial autonomy of the EU budget,
by assigning (part of) taxes to the EU level, preferably those characterised by a

high level of regional arbitrariness™.

Financing the budget by tax-based resources would also allow for a more direct
financial relationship between the EU budget and EU citizens. This would imply
a shift towards individuals and economic operators as contributors, and the
corresponding reduction of Member States' contributions, in the financing of the
EU budget. Such an approach would entail increased visibility of the financing
of the EU budget to the citizens. It would also contribute to shifting the political
discussion away from the narrow, and often ill-defined, focus on national
interest contributions towards the merits of EU policy and the general European
interest.

As citizens/taxpayers tend to question the use and the amount of taxes they pay,
a direct link between the financing of the budget and the citizen would thus
induce increased political accountability of the budget authority for its spending
decisions. This in turn could have positive consequences in terms of efficiency,
budgetary discipline, and transparency. Within the limits delegated by the own
resources decision, income responsibility might be given to both arms of the
budget authority, thus increasing accountability of the European Parliament
towards EU taxpayers.

A financing system based exclusively on fiscal own resources would mean that
a fiscal resource would take over the current role of GNI as 'residual’ balancing
resource™, involving a variable tax rate according to budgetary requirements.
Thus, the adoption of the annual budget, as well as any increase in budgeted
expenditure during budget execution, would entail a variation in the call rate on
the residual tax resource through changes in the tax rate or require a higher
flexibility on the expenditure side than the current financial perspective
framework allows. However, frequent amendments to the tax rate would in
practice be very unwelcome by taxpayers (legal uncertainty, technically and
administratively cumbersome procedures) and could conflict with national tax-
setting. This speaks in favour of maintaining a residuval balancing GNI-based
resource. The GNI based resource could continue to play such a buffer role also
in this scenario, although with a significantly reduced weight in total financing.
Alternatively, the possibility of financing budget deficits through borrowing
from the financial markets would be necessary (combined with the possibility of
running surpluses too). However, that would require departing from the
principle that ‘revenue and expenditure shown in the budget shall be in balance’
as re-affirmed in the constitution (article 1-52) agreed by the inter-governmental
conference in June 2004. This principle should not be put into question.

kM

H)

Regional arbitrariness refers to a situation where it is difficult to determine the exact share of a tax
base to be allocated to individual Member States or where there is a high (potential) mismatch
between the country collecting the tax and the country of residence of the economic agents
bearing the burden of the tax.

That is, offsetting the difference between total expenditure and other revenue to ensure a balanced
budget.
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The introduction of fiscal own resources relies on a sufficient harmonisation of
tax bases at EU level (indispensable for equity reasons). In some areas
significant progress has already been made (e.g. VAT and mineral oils) whereas
in other areas steps towards harmonisation have been much more limited.
Further progress in this field depends upon the political will to achieve such
harmonisation. In recognition of the political and institutional constraints,
ambitions for what can be achieved for the next financial framework have to be
limited.

1.4. Conclusion

The present financing system works and has ensured a smooth financing of EU
expenditure. However, if left unchanged it will perpetuate its shortcomings in
terms of complexity, opacity, lack of visibility to EU citizens, deficient equity
and excessive dependence on transfers from national treasuries, with the result
of exacerbating Member States' narrow focus on 'juste refour'. This may
undermine support for policies pursuing the general European interest and the
integration process. The introduction of a generalised correction mechanism (see
Part II above) would address the lack of equity and the unsustainability of the
existing correction mechanism which needs urgent remedy. However, a
generalised correction mechanism would not bring a direct link to
citizens/taxpayers nor reduce the EU budget’s growing reliance on transfers
from national trcasuries.

Moving to a system based only on the GNI resource would mean that most of
the drawbacks and deficiencies linked to the current system would be further
reinforced. It would depart from the idea of a Union of Member States and the
citizens of Europe and would imply abandoning the very idea of fiscal ‘own'
resources.

A system based to a large degree on tax-based own resources has the potential to
increase the financial autonomy of the EU budget and to create a more direct
link to EU citizens. It could also contribute to shifting the attention towards the
merit of the EU policy and the general European interest. Some of the candidate
taxes may also contribute to a more efficient allocation of resources within the
internal market. However, at this stage of the EU integration process, a fully tax-
based financing of the EU budget does not appear realistic. A progressive
approach, consisting in maintaining a limited GNI resource while increasing the
share of tax-based resources, appears preferable.

TOWARDS A FINANCING SYSTEM BASED ON CONTRIBUTIONS BY MEMBER
STATES AND CITIZENS
2.1. Increasing the share of tax-based own resources

The previous analysis shows there is a need to reform the current financing
system by giving a larger role to tax-based own resources. A reformed own
resources system could combine additional tax-based own resources and the
existing GNI-based resource as the residual resource.
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At the same time, the current ‘statistical’ VAT-based resource should be
abolished. It is in practice a resource levied on Member States and not on
citizens that imposes an additional workload on national administrations and
complicates the financing system, without providing any advantages compared
to the GNI-based resource.

As the financing system is to be based on several own resources, there 1s no
need for each individual resource to meet all assessment criteria. Indeed, there 1s
no such thing as a perfect own resource able to meet all criteria simultaneously.
Each resource has advantages and disadvantages and performs well according to
some criteria and less well according to others. In short, it is the overall system,
rather than each individual own resource, that should be assessed against the
criteria mentioned in Part I above.

In particular, the reform of the financing system should be aimed at overcoming
the drawbacks of the current system, i.e. the absence of a direct link to EU
citizens, dependence on transfers from national treasuries and unjustified
complexity, while contributing as far as possible to an efficient allocation of
resources. Other criteria become less relevant for the new resources, as long as
the overall system allows them to be met to a reasonable degree.

For reasons of equity between citizens in different Member States, the
introduction of new fiscal resources requires a sufficient prior harmonisation of
the tax base. The choice of the most appropriate tax-based resource crucially
depends on the actual degree of tax base harmonisation.

The existence of regional arbitrariness’’ or the presence of cross-border
externalities are strong arguments for harmonising tax bases and rates, which
could also justify assigning the corresponding tax revenue to the higher EU
level.

Increasing the share of tax-based own resources in the financing of the EU
budget does not require any new taxes. It does, however, imply a decision on
sharing either revenue or tax rates between the national or the EU level. The EU
share could be levied as part of the national rate paid by taxpayers. The total EU
budget is in any case limited by the own resources ceiling to a maximum of
1.24 % of EU-GNI, and would not increase, as revenue from the tax-based
resource would be offset by a corresponding decrease of the current GNI-based
resource.

The following sections illustrate three main options in order to improve the
functioning of the EU financing system. All three options retain the current
GNI-based resource as a residual balancing resource as well as the traditional
own resources, but assume that a significant part of the budget is financed by a
new fiscal resource. It is assumed that the new resource would also replace the
current statistical VAT. The exact percentage of the budget to be financed by
fiscal resources is a matter of political choice and acceptability but as a working
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See footnote 11.
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hypothesis it has been assumed that the new fiscal resource would cover around
half the EU budget.

A common assumption for the three options is that the total tax burden should
not increase as a result of a reform of the EU financing, since any increase in EU
fiscal resources is offset by a corresponding decrease in the GNI-based resource
called in from Member States. This gives leeway to Member States for
corresponding tax decreases,

The first two options concern consumption-related own resources, based on
energy consumption and on transactions subject to value added tax (VAT),
respectively. Both of these potential resources, and particularly VAT, would
allow for a direct and visible link to EU citizens. It could, furthermore, be seen
as ‘natural’ to levy certain energy taxes at the EU level because of the mismatch
between the geographical pattern of tax collection and tax burden, which makes
any national reapportioning arbitrary. The degree of harmonisation at the EU
level has made good progress in both of these areas.

The third option concerns revenue from an EU levy on company income. A
single EUJ company tax base and system for all companies in replacement of the
existing national systems would contribute to the proper functioning of the
internal market by contributing to a level playing field for foreign direct
investments and by further enhancing the potential for cross-border activities.
Such a tax-based resource would be closely related to the need for a general
harmonisation or at least approximation of company taxation in the EU in order
to eliminate fiscal obstacles to the proper functioning of the internal market.

It is apparent that, for any of the three options, the pace of progress towards
harmonisation and for the technical preparatory work related to the introduction
of a new fiscal resource will crucially depend on the underlying political will.

It is also worth mentioning that the introduction of new fiscal resources,
especially if they involve tax bases involving regional arbitrariness, should
entail a reassessment of the justifications for any mechanism of correcting
budgetary imbalances (see Part II of this report).

An overview of other potential candidates for own resources that have not been
retained in any of the three options can be found in the 1998 Commission report
on the operation of the own resources system (annex 2)*.

Agenda 2000, Financing the European Union, Bulletin of the European Union. Supplement 2/98,
also available at http://europa.eu.int/comm/budget/agenda2000/reports_en.htm. An update of such
an assessment is to be found in ‘Tax-based EU own resources: An assessment’, Working Paper
no. 1/2004, Taxation Papers, Directorate General Taxation & Customs Union, European
Commission.
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2.2. Option 1 — An own resources system with fiscal resources related to
energy consumption

Under the new directive on energy taxation®’, which entered into force on 1
January 2004, most energy products are subject to Community taxation. The
directive widens the scope of the Community~-wide minimum rates of taxation,
previously limited to mineral oils, to all energy products, such as natural gas,
electricity and coal and provides for harmonisation of tax bases.

Although the adopted directive on energy taxation was not prepared for the
purpose of introducing new own resources, it nevertheless creates suitable
conditions by harmonising tax bases and establishing minimum rates.

A fiscal resource on energy products would, however, not need to be based on
all products covered by the directive. It would be sufficient to set an EU levy on
the tax base related to motor fuel used for road transport. This would be
relatively simple from an administrative point of view as the tax base is already
harmonised at the EU level and since most possibilities of tax differentiation
allowed by the directive apply to other products, such as heating fuel and
electricity and to some specific uses of motor fuel. A possible further
development might include a levy on aviation fuel or related emissions.

2.2.1. Outline of an energy-based fiscal resource

The tax base for taxation of motor fuel used for road transport is already
harmonised at EU level. Motor fuel used for road transport mainly includes
leaded and unleaded petrol, diesel, LPG and natural gas used for transport.
Energy products used as motor fuel for certain industrial and commercial
purposes would thus not be subject to the EU levy.

The main issue for discussion would be the level of taxation in the context of
defining an own resource as well as the concrete operation of the system,
including the practical arrangements for the possibility of displaying the EU
levy on receipts and invoices. The EU rates used for the own resources revenue
collection could be set at levels equivalent to the minimum rates defined in the
energy taxation directive or at different levels. EU rates below half of the
minimum rates would be enough to finance half of the current EU budget.

In this context it could be mentioned that for at least one subcategory of motor
fuel for road transport there is a strong case for complete harmonisation also of
the tax rates at EU level, Diesel used for professional transport is a tax base with
a significant degree of mobility mainly due to the possibility of hauliers and
coach operators engaged in international activities to take advantage of the very

Directive 2003/96/EC of 27.10.2003 of the Council restructuring the Community framework for
the taxation of energy products and electricity (OJ L 283 of 31.10.2003).
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significant differences in national excise duties on diesel by filling up in
Member States where prices are lower*.

A single EU-wide rate on diesel used for professional transport, as already
proposed in the Commission proposal for a Council directive to introduce
special tax arrangements for diesel fuel used for commercial purposes®, would
avoid distortions in the internal market.

It may be interesting to compare the distribution of potential revenue from a
levy on motor fuel for road transport across Member States. The table below
compares the shares of Member States in the consumption of motor fuel used for
road transport with their shares in EU GNI.

Table 1: Impact of a fiscal resource based onp motor fuel for road transport in relation to GN1

Year 2002
Difference Difference
Fmal consumption Final consumprion EU levy Share in pavments | between share in betwees share in
y Share in GNI of leaded and ) 230 euro1000 fitres | of EUlevy on | molor fuel and
Member Siates GNI o of diesel . maotor fuel and
(%a) unleaded petral . of motor fuel maotor fuel for GN1 .
- ! (mtllion litres) . . GN1
{million litres) {eure million) road wansport {in percontage
. v {in percent)
points)
o 2) 3 d} 15}={G1+410.330 (6} {7}=1{6)-(2} #Y = (7
Belgium 263 DAY 2770 28195 64712 30859 2.79%| 4,02%) 0,62
Czech Republic 74 123 4] 0.77%) 2 62 28989 18183 1.a5%%) 0, 88% 113.77%
Denmark 18113339 1 %47 25831 19636 1 500.4 1.3 7% 0,514 S213 T
Germany 210K B30.0) 21.99%) 36 436.5] 297671 21 847.2] 19,855 2 hg -9 5T
Egtemia | ... rea| o vamel asal sl L mes 2% AL BT
Greece 141 476.7 T 4RY 4714.0 22118 22872 2,08% 0.61% 41,1 %y
Spain GR7 643,10 707 10863 22 0597 1093%,2 9,960 of 2.79%) KE R
France 1 527 794.0 15,93%) 17 153.6] 33 279.6] 1h 6430 15,15% (1. 78%) 4.91%I
Ireland 104 691,0 1,09%)) 2 1413 29, B 17.50%
maly Lo vmseasa| mossl 21502 2, - L S 0.78%
('ypr:us Hr 7834 0,11% 309.4 3540, R L H LEAv T
Larvia 2T (L) 4593 4343 294.9) 0.27%, .17% 163.02%,|
Lithuania 14 7398 . 15% 483.7] 0228 345.1 0,33%) ), 18%0} 6,22
Luxembourg 202122 2 1% 7512 13099 6801 1,624 0, 41%0) 193,72%
Hungary [ 85 1316 0,68% 25 s 65.63%
Malta 4 084.2] L
Netherlands 435 501,0
Austria 216 3428 LIk L11%
Poland 2003015 50, LS4%
Pomugal | s 577 K9
Slovenia 213336 ST, 532, X .24%
Slovak Republic 251954 T 085,91 6677 0.61%) 0.35%) 131.31%
Finland 139 5820 2 141,7] 158213 13K 0.07%| R T
Sweden 255 2087 T ALY 27667 2.52%,) 0.14%| SS3M
United Kingdom 1691 6X7.7] 19 564,0 155065 14.20m%) 3 44%)| 19,5240
Total Y 38R 1956 TOO 15949233 1729417 109 8455 100, 00%)

N.B. For illustrative purposes. the minimum rate for diesel in the energy taxation directive {330 €/1000 litres) has been applied to both petrol and

diesel. whereas for reasons of simplicity, LPG and natural gas used for road {ransport have not been included in the table. As far as read transpor is
concerned, those fuels are. however, of minor importance compared to petrol and diesel. It could be noted that EU rates below half of the minimum
rates would be enough to finance half of the current EU budget.
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‘Big trucks have tanks of huge capacity, which allow them to cover between 1 500 and 3 000

kilometres on a single tank. That means in reality that hauliers involved in intemational activities
conduct a kind of fiscal planning: they take advantage of the very significant differences in
national excise duties on diesel by filling up in Member States with the lowest taxes.’
(Commuission propesal for a Council directive to introduce special tax arrangements for diesel fuel
used for commercial purposes, COM(2002) 410 final of 24 July 2002). See also a study by
OECD, (OCDE/GIN9TY6S: CO2 emissions from road vehicles),
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COM(2002) 410 final of 24 July 2002,
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Seen from a Member State perspective, differences between the share in total
EU consumption of motor fuel for road transport and the share in GNI are very
substantial (see columns 7 and 8). This is the case, in particular, for several of
the new Member States, such as Estonia, Latvia, the Slovak Republic, Lithuania
or the Czech Republic. The high share of Luxembourg is partly related to
consumption by non-residents taking advantage of the lower tax rates on motor
fuel in that country. However, a uniform EU rate, integrated in the national tax
rate and applied in all Member States, would be levied on consumers and not on
Member States. Seen from a consumer perspective, the impact would be the
same on the comparable consumer across the Union.

An EU levy on aviation fuel or related emissions might be a useful complement
to a levy on motor fuel for road transport. The European air transport system is
highly integrated and aviation emissions transcend national borders. There
would therefore be a certain logic in attributing revenue stemming directly from
the taxation of such emissions or from aviation fuel taxes to the EU level. It
would also be a way of internalising the external socio-economic costs of
climate change and other environmental effects caused by aviation into the price
of air travel. Contrary to other motor fuels, aviation fuel (kerosene) is currently
exempted from taxation for cross-border flights, which gives a competitive
advantage to this mode of transport.

The coverage of an emission charge or a fuel tax may range from national
flights only to all flights for all carriers to all destinations worldwide (from the
EU). Whereas one may assume that ail intra-EU flights would be submitted to a
system of emission charges or fuel taxes, the inclusion in the scheme of flights
departing from or arriving in the EU would require further steps and decisions.

A specific difficulty related to a possible aviation levy is that, unlike other
existing taxes, it would mean taxing a base that is currently not taxed, and might
therefore be perceived as an additional tax burden rather than reflecting a
different sharing between national and EU level of existing tax revenue.

Policy discussion on aviation taxation is currently evolving. For the time being,
there are ongoing discussions on the idea of emissions-trading related to
aviation, on the taxation of kerosene for aviation in the context of open methods
of coordination or enhanced cooperation, and with regard to the own resources.
Particular attention should be paid in the future to the links between these issues.

Revenue estimates

From an administrative point of view, setting an EU levy on motor fuel used for
road transport would be feasible. The main decision would bear on the precise
rates to apply. Potential revenue would be abundant. EU rates below half of the
minimum rates in the energy taxation directive would be enough to finance half
of the EU budget (see also table 1 above). In practice, the EU rate could vary
according to product and use. Finally, since the levy would be based on
quantities sold and not ad valorem, and due to the low price elasticity of
demand, revenue would be relatively insensitive to the price of energy on
international markets.
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Estimates of revenue from aviation emissions charges are surrounded by a large
degree of uncertainty, but ultimately depend on the charges deemed necessary to
internalise the external costs of climate change and other negative
environmental effects of aviation. Other political and economic considerations
may obviously also come into play. Based on data for EU-15%, an aviation
emissions charge limited to internalise the negative external climate costs of
CO; and NOy emissions could bring up to around €9 billion a year. Should other
emissions be taken into an emissions charges scheme, e.g. water responsible for
the condensation trail, amounts could be substantially higher, maybe up to €20-
25 billion.

Introducing an EU levy of €330/1000 litre (the minimum level for non-
exempted kerosene in 2010 according to the energy taxation directive) would
bring up to around €17 billion, according to preliminary estimates based on
actual consumption in 2001 in the current 25 Member States.

However, two mmportant caveats have to be made. First, proceeds from aviation
taxation (charge or fuel tax) would be substantially lower if the tax covers only
intra-EU routes. Second, imposing aviation fuel taxation may face difficulties
due to bilateral Air Service Agreements (ASA's) which exist between individual
Member States and other countries. The issue is being addressed in the ongoing
reform of the Community’s external aviation relations but the state-of-play
would need to be taken into account in designing an aviation taxation scheme.

Time-table for introducing the new resource

Since the possible harmonised tax base would be directly drawn from the energy
taxation directive and since there exist minimum rates that could constitute the
basis for the EU own resource rates, only relatively limited technical work
would be required in order to develop a resource based on motor fuel for road
transport.

The following main steps would be required:

- Decision as to the base, i.e. define the energy products and use covered by
the directive that should come into consideration for EU taxation,

— Decision as to the EU rates,

— Rules regarding the information to the taxpayers (element of the tax paid
accruing to the EU budget vs. the national budget),

— Legal and administrative rules on the collection and allocation of the tax
proceeds.
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Wit and Dings, ‘Economic incentives to mitigate economic greenhouse gas emissions from air
transport in Europe’, July 2002.
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In a first analysis, it could be estimated that between 2 and 4 years would be
required to design this fiscal resource. Since a transition phase would be
required to allow economic operators to adapt, a reasonable estimate for the
launch of the EU levy may be 3 to 6 years.

As for a resource based on aviation fuel or emissions, between 2 and 3 years
could be necessary for the technical preparation. However, the existence of the
infrastructure of the European Organisation for the Safety of Air Navigation
(EUROCONTROL) and the nature of taxpayers involved could facilitate
operational implementation®’. Overall, about 4-5 years may seem a reasonable
estimate for the lead time required before a system of aviation fuel taxes or
emissions charges could come into effect.

2.3. Option 2 — An own resources system with a fiscal VAT resource

This option focuses on introducing a fiscal resource that can serve as a direct
link between the citizens and the EU budget in order to increase visibility and
financial autonomy.

The main objective of a fiscal VAT-based own resource would be to enhance
the link with citizens, rather than with Member States or economic operators
(see above), as EU taxpayers. The application of an EU rate to national VAT
bases would give visibility to the financing of the EU budget, increase
awareness of the costs of the Union and contribute to a better identification of
citizens with Europe. For this, the VAT resource ought to be levied directly on
the national VAT base rather than on the theoretical VAT base which would
exist under a fully harmonised and uniformly applied system, as done at present.

As explained in part I of this report, the current VAT-based resource is not a
truly fiscal resource. It has only an indirect link with national VAT, and thus
with the taxpayer/citizen. The VAT paid by citizens constitutes only the base on
which statistical methods and macro-economic data are applied to arrive at the
VAT-based resource. It therefore means sharing the tax revenue derived from a
statistical tax base. Despite being formally a tax on citizens' consumption, the
current VAT-based resource has the character of a national contribution since in
practice it is levied on Member States and not on citizens.

2.3.1. Outline of a genuinely fiscal resource based on VAT

A genuinely fiscal VAT resource would be implemented through an EU rate as
part of the national VAT rate paid by taxpayers. It would imply a specific
percentage rate of VAT that would be levied for the benefit of the EU. The rate
would be incorporated in, and levied together with, the national rate and thus on
the same taxable base. Citizens would not have to support an additional tax
burden as the Community rate would be offset by an equivalent decrease of the
national VAT rate. For example, if the national VAT rate is 21 %, and assuming

An agreement would in that case have to be reached with EUROCONTROL to use their
infrastructure as a vehicle for collecting the tax.
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the introduction of an EU rate of 1 %, the national rate would come to 20 %.
The total VAT rate levied would still be 21 %.

For visibility purposes, the Community VAT and national VAT should appear
as separate taxes on the invoice or receipt that a taxable person provides to his
customer. There would be no need to make a similar distinction in the tax
returns.

Since different VAT rates are applied across the EU, Member States would
transfer a different share of their VAT revenue, but the revenue transferred
would correspond to the same percentage of each national VAT base.

Payments would be made to the EU budget as and when the tax was collected
nationally. The corresponding amounts would not necessarily pass through the
national budgets, which would merely record the balance of VAT collected after
deduction of the direct contribution to the EU budget. This would enhance its
nature as an EU *own’ resource and establish a direct link between the Union
and its citizens.

Such a system may require a modification of Community VAT legislation as
regards the elements that tax returns and invoices should contain, the tax periods
and the deadlines for submission of tax returns and resulting payments.

Other issues that would have to be taken into account when designing a
genuinely fiscal VAT-based resource include the possible uneven burden
sharing. This is related to incomplete harmonisation (in particular zero-rated
supplies*) and the tendency for the VAT base to be higher relative to national
income in less prosperous Member States (the so-called regressivity of VAT),
which since 1988 has pushed Member States to reduces its share in own
resources.

The table below compares Member States' shares in the sum of national
(unharmonised) VAT bases with their shares in total EU GNI. The relative
importance of zero-rated transactions is also indicated (see column 4).
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Zero-rated transactions refer to transactions that are not subject to output VAT but entitles to
deduction of input VAT. Where national administrations apply a zero rate, it is difficult to apply
any EU rate to be compensated for by an equivalent reduction in the national rate, Indeed, the rate
in these cases would have to remain zero and, therefore, corresponding revenues would be nil. Not
applying an EU surcharge at all to these goods would lead to important national differences, while
applying enly the EU rate to these zero-rated goods would lead to considerable administrative and
political problems. Alternatively, a higher EU VAT rate could be levied generally in the
concerned countries, or a financial compensation calculated, in order to offset the effect of zero-
rated transactions,
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Table 2a: Impact of a fiscal VAT-based resource compared to GNI

Year 2001 (in euro million if not otherwise indicated)

National VAT | Increase if zero- . Difference . Difference

Share in GNI | hase, uncapped | rated wansactions EU levy Share in fiscal | benween share in between share in
Member Siates GN] o ' . {1 % of VAT VAT -based VAT and GN1
(%4} and are included b ) " VAT and GN1
unharmonised |{in % of columm 3) Esc) paymeats {n p@:en & {in per cent)
points}

i (2) [E3] (] {5i=1%*(H (3] (N =8} -(2) ®y= (DN
Belgium - 258 0070 2,79% 105 4327 0.61%| 10543 2,57%) -0,22%] -7,76%)
Czech Republic C 65 500.4 0.71%) 32.650,0] 326.5 0,80%)| 0,09%} 12,52%)
Denmark - 175 4119 1,50%) 74 8430 0,72%} 7484 L.K3%| -0, 07 % -3.6%%,
Germany - 2 165 640.0) 22,35% 9442172 94422 23,06% 0,71% 3 18%|
Egonia_ . c| . sealsl _____ogew B0l [RIL7 I MO oowl ______owew| 29,18%
Greece (o 131 144.0 1.42% 68 5534 6855 167 % 0,26% 17.99%]
Spain C 644 (53,0 6,97%) 35051400 3 505,1 R, 56%! 1.59%| 22.84%)|
France - 1487 126,00 16,05% 720 5528 72085 17,60%) 1,51% 4.37%)
Treland C 97 4803 1,05%] 48 099,4 11,39% 4810 1,3 7% 0,12% 1128%
[ R N vaezany| o (R0 awemos| oo ooooaswal o nsed daeel L 9.6%
Cyprus C 102304 0.11% & 7605 2 R5%) 67,6 1,17 %) 0.05%) 49,17%
Latvia 8 642,0 0,09%)| 3 462.0 4,7 1,08%] 0,01 %) 4,44%|
Lithuania 133043 0.14%) $9125 391 03,14% 0,00% 0,11%)|
lLuxemboury < 204412 0,229 126371 1264 0,31%) 0,09%] 19,.55%
e B I SI0B]__059%| oM sapwl ____oasal oo Gaul L08R 354%
Malta C 40438 0,04% 20032 15,5 2%] 20,0 0,05%) .01%] 1 R2%
Netherlands 423 246,0 4.60% 206 1077 20611 5.03% 0,435 9.4r%|
Austria 208 7118 2.26% 100 B78,6) 1 008 8 2.46%] 0,21% 9.10%|
Poland C 205 578.5 2,22% 105 142,2 0,71%| 10514 2,57% 0,34%) 15,45%
Pomeal el ... neseng| 129w LN B LT P LK IO & ! N osswl 2.36%
Slovenia C 21 R838,0. 0,247 12 7757 127,8 0.3 1%} 0,0%%) 31L75%
Slovak Republic - 23327 0,25% 108218 198,2 0,26%} 0.01%)| 4.74%
Finland 134 615,0] 1.86%) 48 2252 1,65% K23 1.1%%; -0, 2%%] -19.19%
Sweden 242 B28,% 2.63%) 100 1221 2,16%) 10012 2.44%) -0 1R %) -6,93%
United Kingdom - 1610 577,8 17,42%) 544 430,06 30,59%) 5 444.5 13,29%] -4,13%) -23,69%

Total 9247 8310 100,00% 4095 167.6 409517 100,00%

Countries indicated by 4 C are countries whose (harmonised) VAT bases were capped at 50 % of their GNI in 2001, according to the rules of the current own resources sysiem.
The harmonised VAT base for the 10 new Member States is the resull of a simulation carried out by the Member States concerned and verified by the Commission services.

Seen from a Member State perspective there is, in several cases, a considerable
difference between the share in a fiscal resource based on VAT and a levy based
on GNI (see columns 7 and 8). In general, countries that benefit from the current
capping rule (i.e. countries for which the current harmonised VAT base exceeds
50 % of their GNI) do, not surprisingly, have a much higher share in a fiscal
VAT based on the national VAT bases compared to their share in EU GNL
Inversely, the presence of zero-rated transactions tends to decrease the VAT
base, as can be seen in the case of the United Kingdom. On the other hand, for
countries such as Cyprus or Malta the effect of the zero-rates is more than
compensated by the high share of (taxable) consumption in national income.
However, a uniform EU rate applied in all Member States would be levied on
consumers and not on Member States. Seen from a consumer perspective, the
impact would be the same on the comparable consumer across the Union, except
where zero rates are applied. Several possibilities of off-setting the impact of
zero-rates can be envisaged.

The following table compares Member States” shares in the sum of national

(unharmonised) VAT bases with their shares in the current harmonised and
capped EU VAT base.
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Table 2b: Impact of a fiscal VAT-based resource compared to the current harmonised and capped VAT-hase

Year 2007 (in eurc million il not otherwise indicaied)

Share in . B Difference between | .
Harmonised and | harmonised and National VA; Ineresise ’ht,,m_ Elilevy Share in fiscal |share in fiscal and in D|ﬁ'ere_ncfe_ _bml\\‘ecdn
Member States capped VAT  |capped EU VAT base, uncapp rated transactions (1 % of national VAT-based harmonised VAT share in iscalam
base base and . _aw included VAT base) payiments (in percentape " ha?’"mm“d
. unharmenised | (in % of column 3} N ) VAT (in per cent)
(%) points)
(1} (2) (3) 4 {S1=1%*(3) (6} iN= (). () (%)= (2]

Belgium - 10d 1%%.4 245% 1054327 0,61% 10543 257% ,12% 5,017%

Czech Republic C 127502 0.77% 12630, 3205 0K 0113% 1.52%

Denmark - 75139% LI T4 4430 0,72% 7484 1.83% 006% 142%

Giermany 9429927 22,18% 9442172 04422 23.00% {1.KR% 397%

Estonia C __ 29708 Ay I 06 (0811 I RN I ML EC R 18858

Greece 77 €177 wsi TTREsA T [ Tama] 77777 i.13% B3

Spain C 122 16,5 150 514,1 35051 %50% 0,99% 130%,

France - T09 3187 720552 % 72085 17.60% 091% 34K%

Ireland C AR 7402 450994 11,34% 481,0 1175 103% ,47%

Ltaly 450 6660 L ARRRINS 4 868.2] I LY A% .

Typrs T (ol ST T et T [T R EII Y 37 I AT .64% EERECH

Latvia - 17013 0.09%) 14670 147 008% 0,008 \2,74%
Lithuania - 6102 0,]4% s912.8 59,1 T.14%
Luxembourg C to 2206 0.24% 12637,1 1264 )L
Mungary 0 PO mows) I posasl Sawal ______zsenf o1t
Malta C 20219 2003,2 35,820 26,0 0,05%
Netherlands 207 385 1) 206 107,7 20651 5.003%
Austria - YR A4,2 300 875.6 10088 2.46%
Poland C 02 TRY 3 1415 142,2 0.71% 10514 TET
Pormugal Cl .. seres L Lan mase L Qusaf oo ey L85%
Stovenia € 16 244 dzav]” T 2Ry T 1274 0,51%]
Slovak Republic 19337 0,26% 105218 1082 0.260%
Finland 554530 1,30% 4R 2242 Lo3% 4823 1.1%%
Sweden - 1011192 234% 100122, 216% 10012 244%
United Kingdom - TY0676,9 1%,59% 44 4506 34,508 54445 13,29%
Total 4252 193.2 100,00% 4005 167,06/ 09517 100,00°%

Counines indicated by a € are countrics whose (harmontsed) Y AT hases were capped 1 50 % of thar GNIin 2001, acot rding o (hie reles of the cafrend own resonrees systent
The harmonised VAT base for the 10 new Member States is the result of a simuiation carried cut by the Member States concerned and verified by the {ommission services.

Seen from a Member State perspective there is, in several cases, a considerable
difference between the share in a fiscal resource based on VAT and the share in
the current harmonised and capped ‘statistical’ VAT resource (see columns 7
and 8). As in the above comparison with GNI, countries that benefit from the
current capping rule (i.e. countries for which the current harmonised VAT base
exceeds 50 % of their GNI) generally have a much higher share in a fiscal VAT
compared to their share in the harmonised ‘statistical” VAT base. Conversely,
the presence of zero-rated transactions tends to decrease the fiscal VAT base,
which is clearly seen in the case of the United Kingdom. However, for some
countries, the variations go in different directions depending upon whether the
fiscal VAT is compared with GNI or with the current harmonised ‘statistical’
VAT resource™.

Revenue estimates

VAT 1s a buoyant source of revenue representing on average around 7 % of
GDP in the current 25 Member States during the period 1995-2002. Assigning
to the EU level a rate of 1 % of the existing national VAT bases of all Member
States would be enough to finance roughly half of the EU budget.
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There may be several reasons for this. Apart from the impact of the capping rule and the zero-
rated transactions the comparison is also influenced by the corrections to gross VAT receipts and
positive or negative compensations added to the national VAT base in order to establish the
harmonised base. Furthermore, the relation between the VAT base and GNI may vary
considerably also among the non-capped countries.

Structures of the taxation systems in the European Union, Data 1995-2002, European Commission
2004.
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Time—table for introducing the new resource

Harmonisation in the area of VAT is quite advanced. However, there are several
issues outstanding that would need to be discussed in parallel. The first set of
issues bear on the adjustment of the existing system. In particular, decisions
would need to be taken on the following issues:

— the treatment of zero-rated goods,

— the treatment and the possible harmonisation of exemptions and restrictions
to the right to deduct,

— (possibly) the improvement of collection mechanisms.

Secondly, concerning the EU VAT as such, decisions would need to be taken on
the following topics:

— the EU rate and which goods to submit to this rate,

— the requirements for the economic operators (information on EU and Member
States' VAT on invoices, etc.),

— the collection of VAT revenues and their transfer to the EU budget.

In principle, all these issues could be discussed and negotiated in two or three
years. The necessary modifications of national rules and their implementation,
as well as a transition phase to allow a smooth adaptation of economic
operators, could require an additional two to three years.

In total, a reasonable estimate might be that it would require up to 6 years to
actually put in place a fiscal VAT assigned to the EU level.

2.4. Option 3 — An own resources system with a fiscal resource based on
corporate income

As for the previous two options, also an EU fiscal resource based on corporate
income would require the definition of a common (consolidated) tax base, in this
case for companies. Such a harmonisation would contribute to the proper
functioning of the internal market and a more efficient allocation of economic
resources due to the cross-border externalities observed in the area of company
taxation. Today, the existence of 25 separate national tax systems and the
multiplicity of tax laws, conventions and practices represent in themselves a
barrier to cross-border economic activity. They impose substantial compliance
costs on companies operating across borders in the EU and lead to numerous
loopholes in the tax system.

2.4.1. Outline of a possible fiscal resource based on corporate income

The main obstacle to be overcome for using corporate income tax as an EU
fiscal resource is the existing high degree of diversity across Member States as
regards the taxable base (rules on depreciation, deduction of losses, inventories,
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dividends etc.). A common EU rate on Member States' existing bases would
lead to an inequitable distribution of the tax payments between companies as
well as countries.

Current work on a comprehensive reform of company taxation is focusing on
the concept of a common (consolidated) tax base, in all likelihood for a sub-
group of interested Member States, to remove tax obstacles to the internal
market. This work does not envisage any action on tax rates, nor is it conceived
as a method for raising revenues for the EU budget. Optional schemes, which is
currently discussed as one possibility, whereby companies can choose between
belonging to the EU scheme or belonging to the national system would not be
suitable in the context of own resources, since that could lead to ‘vertical’ tax
competition between the EU and the Member States.

The option of a corporate income tax as an EU resource would imply setting a
minimum tax rate to the harmonized tax base.

Due to limited data available it is difficult to properly evaluate the impact across
Member States of a possible EU levy on a harmonised tax base. However, it
may be useful fo present Member States’ current revenue from taxes on
company income in order to show the impact by Member State of the potential
loss of national revenue if taxation of this base was transferred to EU level.

The table below shows collected taxes on corporate income in the current
Member States in % of GNI over the period 1995-2002.

Tahle 3: Revenue from taxes on corperate income* in % of gross nationai income

Member States 1995 1996 1997 1998 1995 2000 2001 2002 . 9'?)‘:; 6“;:
Belgium 2,37% Z.67% 2,863% 3,38% 3.21% 3.21% 3,14% 3.05% 2.98%
Czech Republic 6,05% 4,27% 3,36% 3,39% 3,54% 3.63% 4,30% NA. 4,08%
Denmark 1,99% 2,35% 261% 2.88% 3,05% 2,45% 3.18% 2,90% 2,67%
Germany 0.92% 1.19% 1,30% 1.38% 1,52% 1.70% 0.59% 0,58% 1,15%
Estoma _________[._____ NA) NA NAL NAL . NAL NAL L, NAL _2.28%(  1.28%
Greece TTT 2y, 2,19% T 250% 3.05% 3,48% 4.60% 3,76% 3.75% 3.23%
Spain 1.83% 2.67% 2.78% 2,63% 3.02% 3.25% 3.03% 3,49% 277%
France 1.78% 2,02% 2.25% 2,30% 2.66% 281% 3,10% 2,62% 2,44%
Ireland 3.06% 3,42% 3.57% 3.78% 4.43% 4,37% 4.25% 4,59% 3,93%
Wby o .. 347%| ____ 388%) 420%( ____250%) 2.84%) 245% | 302%] ____264%| _ 3.12%
Cyprus N.A. NA NA 3.74% 4,49% 462% 4.98% 4.98%| 4.57%
Latvia 1,83% +,85% 2.19% 2,32% 2,07% 1,79% 1,93% 1.96% 1,99%
Lithuania 1,27% 1,21% 161% 1,34% 0.85% 0,70% 0.54% 0,60% 1.02%
Luxemboury 7.05% 7.23% 7.81% 7.83% 7.25% 7.96% 8,07% 5,53% 7.84%
Humgary NAL . NAL .. NA NAL NAL L NAL O NAL O RAL L NA
Malia N.A TTTTUNA NAT T N.A. TTTUNA TTUNA. TTTTNALT T KA 7 TTNA
Netherlands 3.23% 4,00% 4,55% 4,62% 4,55% 4,41% 4.42% 3.80% 4,21%
Austria 1,70% 2.21% 2,22% 2.36% 2.02% 2.25% 3,37% 3,10% 2,40%
Poland 3.37% 2,30% 3,09% 2,82% 2.47% 2,42% 2,00% 1,85% 2.63%
Porwgal | _. 251%|( . 283%) ____. 339%| _338%1 3.89%) 4.20%| . 3.85%] | 383%|  347%
Slovenia 0.54% 0.74% 0.95% 0,96% 1.07% 1.17% 1.20% 1,37% 1.00%
Slavak Republic 6,00% 4,13% 3,68% 3.43% 3,13% 2.86% N.A. N.A. 3,87%
Finland 2,41% 2,90% 3.57% 4,44% 4,48% 6,06% 433% 4.29% 4,06%
Sweden 2.73% 267% 297% 271% 317% 3,83% 3,04% 2,57% 2.96%
United Kingdom 271% 314% 3.82% 3,76% 3,39% 3,37% 3.27% 2,68% 3.27%

EL 23 2.08% 2.41% 277% 2 60% 273% 283% 2 63% 2.35% Z55%

* Corresponding to "Taxes on the income or profits of corporations including holding gains™ under the European system of accounts 1995,

Although the average for EU-25 ranges between 2.08 % and 2.83 % over the
period, there are much larger differences between Member States (see table
above). During the period under consideration, revenue from taxes on corporate
income has been comparatively low for instance in Slovenia (1.00% of GNI on
average), Lithuania (1.02%) and Germany (1.15 %), and comparatively high for
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example in Luxembourg (7.84%), Cyprus (4.57%), the Czech Republic
(4.08 %), the UK (3.27 %) and Italy (3.12 %), whereas France (2.44 %), Spain
(2.77 %) and Poland (2.63 %) are close to the EU average. Variations over the
period are also significant,

Revenue estimates

Corporate income tax represented on average 2.6 % of total EU-25 GNI during
the period 1995-2002, which by far exceeds the financing needs of the EU
budget. It should be noted that revenues from corporate taxation are highly
variable over time as a result of the business cycle. In an EU financing system
composed of a tax on corporate income as well as of GNI-based contributions
(and traditional own resources) such variations would, however, be compensated
by the residual balancing GNI-based resource.

Time-table for introducing the new resource

It is particularly difficult to draw a clear time frame for an EU fiscal resource
based on corporate income. Indeed, the degree of harmonisation already
achieved in the area of energy taxation and VAT at EU level is considerably
higher than in the corporate income tax area.

The implementation of an EU own resource based on corporate income would
first require an in-depth preparation on the following issues:

— the definition of a possible EU consolidated tax base,

— the implications for the current network of bilateral tax treaties linking EU
Member States with other countries,

— the implications for national rules regarding personal income taxation.

In a second stage, a number of further practical issues would need to be
examined, in particular:

_ the rate of the tax and the allocation of the base or the revenue between the
Member States,

- the responsibilities regarding the collection of the tax and related legal and
administrative 1ssues.

Part of the latter preparations could be done in parallel to the issues mentioned
for the first stage above. It would then be necessary to count on an adjustment
period of one to two years to allow national legislators to modify existing rules
and effectively implement the tax.

Provided that the necessary political consensus exists it might be reasonable to
estimate an effective preparatory period of between 5 to 10 years before a fiscal
resource based on corporate income could be implemented. A road map for
implementation would first require a political agreement on the principle of
achieving harmonization of the tax base. A target date could, for example, be set
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by the European Council as an element of the decision on the next financial
perspective.

2.5. Conclusion

The introduction of a new tax-based own resource replacing the current
statistical VAT-based resource and financing a significant part of the EU budget
would make it possible to overcome the main drawbacks of the current system,
i.e. the absence of a direct link to EU citizens, overwhelming dependence on
transfers from national treasuries and unjustified complexity. It could also
contribute to a better allocation of economic resources in the EU. The existing
traditional own resources should remain as well as the GNI-based resource as
the residual resource. Even if accounting for a lower share of total own
resources than under the current system, the GNI-based resource should
continue to play an important role in order for the overall system to be able to
reasonably fulfil all the relevant criteria.

The Commission proposes three main candidates as possible future fiscal own
resources: a resource based on 1. energy consumption; 2. national VAT bases:
and 3. corporate income.

A resource based on energy consumption and conceived as an EU levy on motor
fuel for road transport would be a sufficient and stable financing source for the
EU budget and would create a direct link to the citizens. The tax base is already
harmonised at the EU level. An EU levy on aviation fuel or the related
emissions could also be envisaged as a possible future development to end the
current tax exemption for jet fuel and set a price on the environmental costs of
aviation.

Tax base harmonisation in the field of VAT is quite advanced and it is a buoyant
and stable source of revenue. A fiscal VAT resource would make the financing
of the EU highly visible to EU citizens. It would also be evolutionary, since it
would entail a reform of existing provisions rather than the introduction of a
completely new resource. From an administrative point of view, its introduction
would not present any insurmountable difficulties.

Due to the link to a common EU policy and the presence of cross-border
externalities, revenue from a harmonised company tax base would also be a
suitable financing source for the EU budget. Potential revenue is abundant, but
varies with the business cycle. However, any shortfall would automatically be
compensated by the residual balancing GNI-based resource. Unanimous
agreement on the introduction of an EU fiscal resource levied on corporate
income would also give additiona! momentum to harmonisation of the tax base.

The European Union is a Union of Member States and citizens. Assuming a
financing share of half the EU budget, and due to the direct link with
citizens/economic operators, any of the three candidates for fiscal own resources
examined above would transpose this concept into the area of financing the EU
budget. Strengthening the direct link between citizens and the EU budget would
help focusing expenditure debates on substance rather than on purely “national”
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budgetary “net positions”. It would also entail higher visibility and thus
increased political accountability of the budgetary authority for spending
decisions.

Any new assignment of a resource to the EU budget has not only to be decided
unanimously by Council, but must also be ratified by all Member States’
parliaments.

From an administrative perspective, the implementation of energy- and VAT-
based resources would be feasible over the medium-term, whereas a fiscal
resource based on corporate income is to be seen as a much longer-term option.

What is needed now is a political orientation to prepare the conditions for
reforming the structure of the existing own resources.

In this regard, the Commission invites the Council to discuss the options
proposed in this report and take note of the Commission’s intention to prepare a
roadmap in view of replacing, on the basis of a Commission proposal, the
current VAT resource by a genuinely tax-based own resource by 2014.
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Part IV — General conclusions

The European Union is a Union of Member States and citizens. Assuming a
financing share of half the EU budget, and due to the direct link with
citizens/economic operators, any of the three candidates for fiscal own resources
examined above would transpose this concept into the area of financing the EU
budget. Strengthening the direct link between citizens and the EU budget would
help focusing expenditure debates on substance rather than on purely “national”
budgetary “net positions”. It would also entail higher visibility and thus
increased political accountability of the budgetary authority for spending
decisions.

From an administrative perspective, the implementation of energy- and VAT-
based resources would be feasible over the medium-term, whereas a fiscal
resource based on corporate income is to be seen as a much longer-term option.

What is needed now is a political orientation to prepare the conditions for
reforming the structure of the existing own resources. In this regard, the
Commission invites the Council to

»  discuss the options proposed in this report,

»  take note of the Commission’s intention to prepare a roadmap in
view of replacing, on the basis of a Commission proposal, the
current VAT resource by a genuinely tax-based own resource by
2014.

In order to provide a short-term solution to the issue of excessive budgetary
imbalances, the Commission is of the view that

»  the existing correction mechanism on an exclusive basis is no longer
justified and proposes to introduce instead a generalised mechanism
to correct excessive negative budgetary imbalances.

In this context it is important to stress that the introduction of a new fiscal
resource, as discussed above, would probably require a review of the generalised
correction mechanism.

A generalization of the correction mechanism, evolving from the existing
cotrection, would allow bringing the system closer to the original objective of
avoiding excessive budgetary burdens. By introducing a sort of ‘safety net’ for
large net contributors whose net contribution exceed a certain level, it may also
facilitate a more constructive approach to ensure the budgetary means to meet
the policy challenges of the enlarged Union.

The Commission proposes a generalization of the correction mechanism
calculated on the basis of the net budgetary balance of each Member State in
relation to the budget of the EU. The mechanism should be triggered if net
contributions exceed a threshold, expressed as a percentage of each Member

60

EN



EN

State’s GNI, reflecting the minimem accepted level of unlimited financial
solidarity between Member States. Net positions exceeding such a threshold will
be eligible for a correction (partial refund), thus giving an insurance against
excessive net contributions. Conversely, the total volume of corrections (refund
volume) will be limited to a maximum amount, thus insuring those not
benefiting from a correction against excessive costs of the mechanism. If the
sum of all corrections exceeds the total predetermined volume, the refund rate is
reduced accordingly.

The proposed generalized correction mechanism will decrease the negative net
balances, reduce the spread among net contributors, and, on the other hand,
lessen the financing burden of those who do not benefit from the mechanism.
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ANNEX 1

CRITERIA FOR ASSESSING OWN RESOURCES

Visibility and simplicity

Visibility of the financing of the EU to the citizens is essential in order for the public at
large to be aware of the cost of financing the Union, whereas simplicity is an important
condition for a system to be understood by the public at large or by the interested
citizens, thereby facilitating public scrutiny of policies. Indeed, as taxpayers tend to
question the use and the amount of the contributions they pay, they also force the
authorities to better justify the use of their resources and to make the best use of them.
Thus, visibility and simplicity may impact on the accountability and on the overall
efficiency of the system.

A tax-based own resource levied on citizens and economic agents to finance the EU
budget could increase the visibility of the financing and therefore also awareness of the
Union and its cost. Furthermore, an increased reliance on fiscal resources could
contribute to a greater involvement of the European Parliament also on the revenue side
of the budget, which could have positive consequences in terms of efficiency.

Financial autonomy

In this report financial autonomy is defined as autonomy of the EU budget from national
treasuries. Autonomy is enhanced if there is a direct link to citizens, i.e. if the budget
derives (at least a significant part of) its resources directly from taxpayers.

A high degree of financial autonomy weakens the foundation for discussions on national
budgetary balances vis-a-vis the EU budget, allowing instead for a focus on common
concerns and the general benefit of EU policies.

Fiscal resources assigned to the supranational EU level may also lead to stronger public
scrutiny of policy-making at this level and to increased direct responsibility of, notably,
the European Parliament towards EU citizens. This may, in turn, enhance the democratic
accountability of the EU financing system and contribute to closing the gap between EU
institutions and EU citizens.

Furthermore, if a tax is directly related to Union policies (e.g. customs duties) there is
clearly a rationale for at least part of the tax to accrue directly to the EU budget, in
particular if it entails a mismatch between the geographical pattern of collecting the tax
and the geographical pattern of the tax burden.

Efficient allocation of resources

Taxes may modify the structure of prices in the economy. This may in turn affect the
behaviour of economic agents. In some cases, 2 change of behaviour is precisely the
objective underlying the creation of a tax. This is, in particular, the case where market
imperfections or externalities exist, such as in the environmental field. In other cases,
such a change of behaviour is not desirable and it can be a source of economic
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inefficiency. This is, for instance, the case when the tax treatment of a specific
investment differs according to its location in the internal market. The ultimate location
of the investment may then be determined by tax rather than by productivity concerns.

Hence, the introduction of a tax-based own resource may facilitate the efficient allocation
of resources on two grounds. It can increase efficient allocation of economic resources by
setting a price-tag on negative externalities when this is not possible on a national level
(e.g. cross-border pollution). Furthermore, if the attribution of a resource to the European
Union makes it necessary to harmonise a tax base, it can also have potential benefits for
the internal market, by contributing to a more optimal allocation of economic resources
based on relative productivity and not on differences in taxation levels between Member
States. Assessing a tax-based EU own resource requires taking into account these
allocation effects.

Sufficiency

As a general principle, it is essential that the resources used for financing the EU be
sufficient to cover the expenditures of the EU in the long run. An own resources system
should offer the flexibility needed to respond to the evolution of the financial needs of
the EU.

If a new fiscal own resource were to replace the VAT and GNI contributions, it would
need to be a substantial resource, bringing about revenues equivalent to close to 1% of
the EU GNI. Furthermore, should the EU budget increase over time, one would have to
make sure that the own resource did not rely upon a base that tended to decrease over
time.

At the same time, it is always possible to combine several fiscal own resources to obtain
sufficient revenues. However, a combination of too many small resources might result in
a system that is too complex. Fiscal own resources can also be combined with resources
of a different nature, such as direct contributions from Member States as in the current
system. In short, the sufficiency criterion has to be placed within the broader context of
the overall financing of the EU budget, rather than at the level of individual own
resources.

Cost-effectiveness

The operating costs for individual own resources and for the system as a whole are a
matter of interest, both to the economic operators and taxpayers and for the public
administrations. Increased co-ordination related to the collection of an EU own resource
could under certain circumstances lead to substantial cost-savings for taxpayers and/or
administrations of Member States. In other cases, an EU own resource could, on the
contrary, be applied in addition to existing taxes, even if the overall tax burden remains
unchanged, thus imposing a new administrative burden on taxpayers and/or
administrations. It should, however, be noted that a financing system implying higher
costs at EU level would not necessarily imply the existence of more inefficiency from a
global perspective. Operating costs could decrease particularly in the case of transfer of
tax revenue to the EU level that is characterised by so-called ‘regional arbitrariness’ (see
previous section). In this case, complex tax-sharing rules have to be defined, e.g. for
customs duties or corporate income taxation, which sometimes prove costly to both
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taxpayers and tax administrations. In these cases, it may be more efficient to assign the
tax to the ‘higher’ level of authority as, for instance, in the case of customs duties in the
EU.

Stability
The need for a balanced budget requires stable resources.

Own resources can bring about more or less stable revenues across time. For example,
some revenues may be very sensitive to the business cycle or to the price of
commodities. As a consequence, EU revenue may be insufficient for a given vear, while
it may exceed the needs in the following year. In short, even though the sufficiency
criterion might be respected in an average year, short term variations in the European
Union's own resource revenues may prove particularly difficult to manage.

However, this is not so relevant for the assessment of an individual resource if the
appropriate adjustment mechanism within the EU financing system is ensured by another
resource that ensures overall stability of EU revenue. In particular, it may be useful that
the financing system includes a residual resource, which automatically adjusts revenue to
changes in budgeted expenditure in order to maintain balanced budgets. Alternatively,
increased tax autonomy of the Community could also be accompanied by more
autonomy in terms of capacity to borrow from (or lend to) the financial markets. This
would allow the Community to soften the budgetary impact of exogenous revenue
shocks. However, this last, politically sensitive, issue falls beyond the scope of this report
and is not dealt with further in what follows.

Equity

The design of a financing system has implications in terms of equity. Equity criteria may
refer to the situation of individuals or to the fair burden-sharing among Member States.

Two concepts are usually used when it comes to equity applied to citizens. First,
'horizontal' equity refers to the principle whereby ‘equals should benefit from equal
treatment’. At European level, this principle has an important symbolic value. Equity
between citizens implies a large degree of harmonisation of the relevant tax base and a
common tax rate.

The 'vertical equity criterion focuses on distribution of income among citizens. Vertical
equity would in particular require that the burden of the financing system would be
consistent with the ability to pay of citizens. Given the relatively small size of the EU
budget (about 1% of the Union's GNI) and taking into account the prime responsibility of
Member States in relation to redistribution policies, however, vertical equity is not
considered here.

Equity between Member States, expressed as proportionality of gross contributions to the
national income is an important political criterion. It is, however, less relevant for a tax-
based resource levied directly on citizens or economic operators, in particular if it is
characterised by ‘regional arbitrariness’. Regional arbitrariness refers to a situation where
it 1s difficult to determine the exact share of a tax base to be allocated to individual
Member States or where there is a high (potential) mismatch between the country
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collecting the tax and the country of residence of the economic agents bearing the burden
of the tax.

In many multi-tier government organisations, problems related to fairness are dealt with
using equalisation mechanism to redistribute revenues. 1f the burden of a tax-based own
resource falls too heavily on taxpayers in one Member State, some form of financial
transfer may be organised to compensate that country. The need for such a transfer is
closely related to the degree of regional arbitrariness of the fiscal resource.

Notwithstanding the wide recognition of the importance of solidarity between the
Member States in the context of the European Union, some budgetary adjustments may
be required in order to avoid 'excessive' contributions to the EU budget. This issue is
addressed in part II of this report.
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ANNEX 11

BUDGETARY BALANCES AND CORRECTION MECHANISMS

— As corrections for the year 't' are reimbursed and financed one year later, averages in
the tables are calculated over the six-year period 2008-2013 since the 2007 correction
1s paid in 2008 and the 2013 correction takes place in 2014.

— Tables illustrate the data for the 25 current Member States. Where necessary for the
overall coherence the data for Bulgaria and Romania have been included as well.
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TABLE | - GNI per capita in PPS*
EU-15 average = 100

2003
Luxembourg 170.,0
United Kingdom 111,2
Denmark 111,14
Austria 109.8
Belgium 108,9
The Netherlands 1086,6
Sweden 104,86
France 104,2
Finland 100,86
Ireland 100.1
Germany 98,6
ltaly ‘ 97,3
Spain 86,6
Cyprus 77,6
Greece 73,0
Slovenia 70,7
Portugal 67,4
Malta 66,3
Czech Republic 60,4
Hungary 52,4
Slovakia 48,2
Lithuania 426
Poland 42,0
Estonia 40,7
Latvia 36,7

* Purchasing power standards

TABLE Il - Estimated net budgetary balances
BEFORE UK CORRECTION
with unchanged own resource decision (ORD)

Average
2008-2013

Luxembourg 5,88%
Latvia 4.51%
Lithuania 4,50%
Poland 3.85%
Estonia 3,85%
Slovakia 3,36%
Czech Republic 3,26%
Hungary 3,15%
Greece 2,25%
Portugal 1,60%
Slovenia 1,40%
Belgium 1,.32%
Malta 1,16%
ireland 0,56%
Spain 0,32%
Finland -0,14%
Denmark -0,20%
France -0,27%
Cyprus -0,28%
itaty -0,29%
Austria -0,37%
Sweden -0,47%
Germany -0.52%
The Netherlands -0,55%
United Kingdom -0,62%
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TABLE IH - Estimated net budgetary balances
(as a percentage of GNI)

AFTER UK CORRECTION (with unchanged ORD)

Average

2008-2013
Luxembeurg 5,80%
Lithuania 4.41%
Latvia 4,40%
Poland 3,76%
Estonia 3,76%
Slovakia 3.27%
Czech Republic 3.17%
Hungary 3,06%
Greece 2,16%
Portugal 1,.50%
Slovenia 1,31%
Belgium 1,21%
Maita 1,06%
Iretand 0,47%
Spain 0,23%
Finland -0.25%
United Kingdom -0,25%
Denmark -0,31%
Cyprus -0,37%
France -0,37%
Austria -0,38%
ltaly -0,41%
Sweden -0,50%
Germany -0,54%
The Netherlands -0,56%

TABLE IV - Estimated net financing cost of UK

correction with unchanged ORD
{(in million of euro, in 2004 prices)

Average

2008-2013
France 1.893
Italy 1.568
Spain 935
Germany 443
Belgium 325
Poland 248
Denmark 226
Greece 200
Finland 174
Pertugal 157
Ireland 141
Hungary 106
Czech Republic 98
The Netherlands 93
Romania 75
Sweden 57
Austria 46
Slovakia 40
Slovenia 34
Bulgaria 28
Luxembourg 25
Lithuania 23
Cyprus 18
Latvia 13
Estonia 11
Malta 5
United Kingdom -6.982
EU-27 total 0
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TABLE V - Estimated Gross Corrections at different threshold levels*
Average Years 2008 - 2013 (in million of euro, in 2004 prices}

Threshold level 0.00% -0.10% -0.20% -0.25% -0.30% «0.35% -0.40% -0.50%
Belgium
Czech Republic
Denmark 283 140 19 5
Gemany 8289 6676 5063 4 256 3449 2642 1836 275
Estonia
Greece
Spain
France 317 1969 766 220 10
Ireland
Haly 2732 1736 740 315 a7
Cyprus 32 21 10 6 3 1 o
Latvia
Lithuania
Luxembourg
Hungary
Malta
The Netherdands 1863 1523 1184 1014 844 674 504 164
Austria 639 470 302 218 133 55 24
Poland
Portugal
Slovenia
Slovakia
Finland 160 50
Sweden 997 790 583 479 375 2714 168 23
United Kingdom 7 643 6 406 5169 4 550 3932 3313 2695 1458
TOTAL 25810 19 780 13834 11 061 8792 6 957 5226 1920

* Estimates in tables V through XIV are all based on the assumption of a 66% refund rate and participation of all Member States in

the financing of the cormections.

TABLE VI - Estimated financing of the Corrections at different threshold levels
Average Years 2008 - 2013 (in million of euro, in 2004 prices}

Threshold level 0.00% 0.10% -0,.20% -0.25% -0.30% -0.35% -0.40% -0.50%,
Belgium 702 538 376 301 239 189 142 52
Czech Republic 211 162 113 90 72 57 43 16
Denmark 488 374 261 209 166 131 29 36
Germany 5483 4 202 2939 2350 1868 1478 1110 408
Estonia 23 18 12 10 8 6 5 2
Greece 432 331 232 185 147 117 88 32
Spain 2018 1547 1082 865 688 544 408 150
France 4 086 3131 2190 1751 1392 1101 827 304
Ireland 305 234 164 131 104 82 62 23
Italy 3384 2594 1814 1450 1153 912 685 252
Cyprus 38 29 20 16 13 10 8 3
Latvia 28 21 15 12 9 7 8 2
Lithuania 49 37 26 21 17 13 10 4
Luxembourg 54 41 29 23 18 14 11 4
Hungary 228 175 122 98 78 61 46 17
Malta 12 9 6 5 4 3 2 1
The Netherdands 1154 885 619 495 393 311 234 86
Austria 572 439 307 245 195 154 116 43
Poland 536 411 287 230 182 144 108 40
Portugal 340 260 182 146 116 92 69 25
Slovenia 74 57 40 32 25 20 15 6
Slovakia 86 66 46 37 29 23 17 6
Fintand 376 288 202 161 128 101 76 28
Sweden 705 540 378 302 240 190 143 52
United Kingdom 4203 322t 2253 180 1432 1133 851 313
Bulgaria &1 47 33 26 21 16 12 5
Romania 162 124 87 69 55 44 33 12
TOTAL 25810 19 780 13834 11 061 B 792 6 957 5 226 1920
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TABLE VI (Table V + VI combined) - Estimated level of the Gross Corrections at different

threshold levels + their financing cost
Average Years 2008 - 2013 {in million of euro, in 2004 prices)

Threshold level 0.00% <0.10% -0.20% -0.25% -0.30% -0.35% -0.40% 0.50%|
Belgium - 702 - 538 - 376 - 301 - 239 -189 -142 - 52
{Czech Republic - 211 - 162 - 113 -90 -72 -57 -43 -16
Denmark - 204 -234 - 243 - 204 - 168 -131 -99 - 36
Germany 2 807 2474 2124 1906 1581 1164 725 - 133
Estonia -23 -18 -12 -10 -8 -B -5 -2
Greece -432 -331 -232 - 185 - 147 - 117 - 88 -32
Spain -2019 -1 547 -1082 - 865 - 688 - 544 - 409 -150
France - 915 -1163 -1424 -1 531 -1382 -1101 - 827 - 304
lreland - 305 - 234 - 164 -131 -104 -82 -62 -23
Italy - 853 - 858 -1074 -1135 -1 106 - 912 - 685 - 252
Cyprus -6 -8 -10 -1 -10 -9 -8 -3
Latvia -28 -21 ~15 -12 -9 -7 -6 -2
Lithuania -49 -37 -26 - 21 - 17 - 13 -10 -4
Luxembourg - 54 -41 - 29 -23 -18 =14 -11 -4
Hungary -228 -175 -122 -98 -78 - 61 -46 -17
Malta -12 -9 -8 -5 -4 -3 -2 -1
The Netherlands 709 639 565 519 451 363 270 79
Austria 66 32 -5 -28 -62 - 99 -92 ~43
Poland - 536 - 411 - 287 - 230 -182 -144 - 108 -40
Portugal - 340 - 260 -182 - 146 -116 -92 -69 -25
Slovenia -74 -57 - 40 -32 -25 -20 -15 -6
Slovakia - 86 - 66 -46 -37 - 29 -23 -17 -6
Finland -216 - 239 ~202 - 161 -128 - 101 -76 -28
Sweden 292 250 205 177 135 81 25 -29
United Kingdom 3439 3184 2916 2749 2500 2180 1843 1145
Bulgaria - 61 - 47 -33 -26 -21 - 16 -12 -5
Romania - 162 -124 - 87 - 69 -55 - 44 -33 -12
TOTAL 0 0 0 0 0 0 0 0

TABLE VIl - Introducing a Correction Mechanism: estimated change in budgetary

balance at different threshold levels
Average Years 2008 - 2013 (in percentage of GNI, after correction,

Threshold level 0.00% -0.10% -0.20% -0.25% -0.30% -0.35% -0.40% -0.50%
Belgium -0,11% -0,05% 0,00% 0,02% 0,04% 0.05% 0,07% 0.10%
Czech Republic -0,13% -0,07% -0.02% 0,00% 0.02% 0,03% 0,05% 6.08%
Denmark 0,02% 0.01% 0,01% 0.02% 0,04% 0.06% 0.07% 0,10%
Germany 0.13% 0,12% 0,10% 0,09% 0,08% C.07% 0,65% 0,01%
Estonia -0,13% -0,07% -0.02% 0,00% 0,02% 0,03% 0.05% 0,08%
Greece -0,13% -0,07% -0,02% 0,00% 0,02% 0.03% 0,05% 0,08%
Spain -0,13% -0.67% -0,.02% C,00% 0,02% 0.03% 0,05% 0,08%
France 0,05% 0.04% 0.02% 0.02% 0,03% 0,04% 0,06% 0,08%
Ireland -0,13% -0,07% -0,02% 0.00% 0,02% 0,03% 0,05% 0.08%
Italy 0.08% 0,06% 0,05% 0,04% 0,05% 0,06% 0,07% 0,10%
Cyprus 0,06% 0,05% 0.04% 0,03% 0.04% 0,04% 0,05% 0.08%
Latvia -0,41% -0.08% -0,01% 0,01% 0,03% 0,05% 0,06% 0,09%
Lithuania -0.13% -0,07% <0,02% 0,00% 0,02% 0.03% 0.05% 0.08%
Luxembaourg -0,13% -0.07% -0,02% 0,00% 0,02% 0.03% 0,05% 0.08%
Hungary -0,13% -0,07% -0,02% 0,00% 0,02% 0,03% 0,05% 0,08%
Maifta -0,13% -0,07% -0,02% 0,00% 0,02% 3,03% C.05% 0,08%
The Netherlands 0,14% 0,13% 0.12% 0,11% 0,09% 0,08% 0,06% 0,02%
Austria 0,04% 0.03% 0,01% 0,00% -0,01% -0,02% -0,02% 0.00%
Poland -0,13% -0,067% -0,02% 0.00% 0.02% 0,03% 0,05% 0.08%
Portugal -0,13% -0,07% -0,02% 0,00% 0,02% 0.03% 0,05% 0.08%
Slovenia -0.13% -0,07% -0,02% 0,00% 0,02% 0,03% 0.05% 0.08%
Slovakia -0,13% -0.07% -0,02% 0,00% 0,02% 0,03% 0.05% 0,08%
Finland -0,01% -0.03% G.00% 0,02% 0,04% 0.05% 0.07% 0,10%
Sweden 0.12% 0,11% 0,09% 0,08% 0,07% 0.05% 0.04% 0,02%
United Kingdom -0,19% -0.21% -0,.22% -0.23% -0.24% -0.26% -0,28% -0.31%

A minus (-) sign means an increase of a Member State's total own resources payments compared to the estimated future
situation under an unchanged own resources decision. Conversely a plus (+) sign means a reduction in total own

resources payments for the Member State concerned.
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TABLE IX - Estimated net budgetary balance (as a percentage of GNI)

Threshold level 0.00% -0.10% -0.20% -0.25% -0.30% -0.35% -0.40% -0.50%
Belgium 1,10% 1,16% 1,21% 1,23% 1,25% 1,26% 1,28% 1,31%
Czech Republic 3.04% 3,10% 3,15% 3,17% 3,19% 3,20% 3,22% 3.25%
Denmark -0,29% -0,30% -0,30% -0,29% -0.27% -0,26% -0.24% -0,21%
Germany -0.41% -0,42% -0,44% -0,45% -0,46% -0,48% -0,49% -0,53%
Estonia 3,63% 3,68% 3,73% 3,76% 3.77% 3,79% 3,80% 3.83%
Greece 2.03% 2.09% 2,14% 2,16% 2,18% 2,19% 2,21% 2,24%
Spain 0,10% 0,15% 0.20% 0,23% 0,25% 0,26% 0,28% 0.30%
France -0,32% -0,34% -0,35% -0,36% -0,35% -0,33% -0,32% -0,29%
ireland 0,35% 0,40% 0,45% 0.47% 0,49% 0.51% 0,52% 0,55%
ltaly -0,34% -0,35% -0,36% -0,37% -0,36% -0,35% -0,34% -0,31%
Cyprus -0,31% -0,32% -0,33% -0,33% -0.33% -0,33% -0,32% -0,29%
Latvia 4,29% 4,34% 4,39% 4,41% 4,43% 4,45% 4,46% 4,49%
Lithuania 4,28% 4,33% 4,38% 4,41% 4,43% 4,44% 4,46% 4,48%
Luxembourg 5,67% 5,73% 5,78% 5,80% 5,82% 5,83% 5,85% 5,88%
Hungary 2,93% 2,98% 3,04% 3,06% 3,08% 3,00% 3,11% 3,14%
Malta 0.94% 0,99% 1,04% 1,06% 1,08% 1,10% 1.11% 1,14%
The Netherlands -0.41% -0,43% -0,44% -0,45% -0,46% -0,48% -0.50% -0,53%
Austria -0,34% -0,36% -0,37% -0,38% -0,39% -0,41% -0,40% -0,39%
Peland 3,63% 3,69% 3.74% 3,76% 3,78% 3.7%% 3,81% 3,84%
Portugal 1,38% 1,43% 1,48% 1,50% 1,52% 1,54% 1,55% 1,58%
Slovenia 1,18% 1,23% 1,28% 1.31% 1.33% 1,34% 1,36% 1,38%
Slovakia 3,14% 3,20% 3,25% 3,27% 3,29% 3,30% 3,32% 3,35%
Fintand -0,26% -0,27% -0,25% -0,23% -0,21% -0,20% -0,18% -0,15%
Sweden -0,38% -0,39% -0,41% -0,42% -0,43% -0,45% -0,46% -0,48%
United Kingdom -0,44% -0,46% -0,47% -0,48% -0,49% -0,51% -0,53% -0,56%
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TABLE X - Estimated gross level of the Corrections
(threshold at -0,35% and gross correction capped at € 7,5 billion)
{in million of euro, in 2004 prices)

Average

2008-2013
United Kingdom 3226
Germany 2575
The Netherlands 655
Sweden 263
Austria 52
Cyprus 1
TOTAL 6771

TABLE Xl - Estimated financing of the Corrections
(threshold at -0,35% and Gross Correction capped at € 7,5 billion)
(in million of euro, in 2004 prices)

Average

2008-2013
Germany 1438
United Kingdom 1103
France 1072
italy 888
Spain 530
The Netherlands 303
Sweden 185
Belgium 184
Austria 150
Poland 141
Denmark 128
Greece 113
Finland 99
Portugal 89
Ireland 80
Hungary 60
Czech Republic . b5
Romania 42
Slovakia 23
Slovenia 19
Bulgaria 16
Luxembourg 14
Lithuania 13
Cyprus 10
Latvia 7
estonia 6
Malta 3
TOTAL 6771
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TABLE Xl - Estimated net level of the corrections
including financing
(threshold at -0,35% and gross correction capped at €7,5 billion)
(in mitlion of euro, in 2004 prices)

Average

2008-2013
United Kingdom 2123
Gemany 1137
The Netherlands 352
Sweden 78
Malta -3
Estonia -6
Latvia -7
Cyprus -8
Lithuania -13
Luxembourg -14
Bulgaria -16
Slovenia -19
Slovakia -23
Romania - 42
Czech Republic - 55
Hungary - 60
Ireland - 80
Portugal - B9
Austria -98
Fintand - 99
Greece =113
Denmark -128
Poland -141
Beigium -184
Spain - 530
italy - 888
France -1072
TOTAL 0

TABLE XIll - Estimated net balances

as a percentage of GNI
(threshold at -0,35% and gross correction capped at €7,5 billion)

Average

2008-2013
Luxembourg® 5.84%
Latvia 4 .45%
Lithuania 4,44%
Poland 3,80%
Estonia 3,79%
Siovakia 3.31%
Czech Republic 3.21%
Hungary 3.09%
Greece 2,20%
Portugal 1,54%
Slovenia 1,34%
Belgium® 1.27%
Malta 1,10%
Ireland 0.51%
Spain 0,26%
Finland -0,19%
Denmark -0,25%
Cyprus -0,33%
France -0,33%
ltaly -0,35%
Austria -0,41%
Sweden -0,45%
Germary -0,48%
The Netherlands -0,48%
United Kingdom -0,51%

*: When excluding administrative expenditure, Belgium and Luxembourg
would appear as net contributors.
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TABLE XIV - Estimated change in net balances

compared to unchanged own resource decision
(threshold at -0,35% and gross correction capped at € 7,5 billion)

Average

2008-2013
Belgie/Belgique 0,06%
Ceska Republika 0,04%
Danmark 0,06%
Deutschland 0,06%
Eesti 0,04%
Ellas 0,04%
Espang 0,04%
France 0,04%
Ireland 0,04%
italia 0,06%
Kypros 0,04%
Latvija 0,05%
Lietuva 0,04%
Luxembourg 0,04%
Magyarorszag 0,04%
Malta 0,04%
Nederland 0,08%
Osterreich -0,02%
Polska 0,04%
Portugal 0,04%
Siovenija 0,04%
Slovensko 0,04%
Suomi-Finland 0,06%
Sverige 0,05%
United Kingdom -0,26%
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