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distributive pattern of the previous one—but also on a sizeable package of an ad-
ditional temporary recovery fund (mainly directed towards member states in the form
of grants and loans) financed for the first fime by large-scale borrowing on the capital

markets by the Union.

Introduction

Historically, budgets have been of immense importance in the evolution of the mod-
ern state and they remain fundamental to contemporary government.! This chapter
enters the labyrinth of EU budgetary procedures in an attempt to unravel the char-
acteristics of budgetary politics and policy-making. Where EU money comes from,
how itis spent, and the processes by which it is distributed are the subjects of intense
political bargaining. Budgets matter politically, because money represents the com-
mitment of resources to the provision of public goods and involves political choices
across sectors and regions.

The politics of making and managing budgets has had considerable salience in
the evolution of the EU because budgets involve both allocative and redistributive
politics (see Chapter 3). Typical distributive (or allocative) expenditure is that spent
on research, trans-European networks, and the environment, while cohesion policy
and agriculture are examples of redistributive spending. The significance and chal-
lenges of budgetary politics are accentuated in difficult economic times. The euro
area crisis with its attendant policy prescription of budgetary cutbacks and fiscal
consolidation further politicized budgetary politics, including the politics of the EU
budget. Turmoil in Europe’s southern neighbourhood has increased pressures for
the provision of adequate budgetary resources to manage migration and Europe’s
external borders. With Brexit, the EU has lost a big member state that paid more in
to the EU budget than it has received, thus leaving a gap. The ongoing retrenchment
in United States foreign policy and related calls for a stronger role of Europe in the
burden-sharing of security costs have fuelled discussions on the higher provision of
resources devoted to European defence. Most prominently, the Covid-19 pandemic
and the high financial needs to support the recovery brought the EU budget to centre
stage with intensive debates on burden-sharing but also a remarkable readiness to
find innovative solutions for a sizeable common fiscal response.

Budgetary issues have inevitably become entangled with debates about the nature
of the EU, the competences of individual EU institutions, and the balance between
the European and the national levels of governance. Budgetary flows to the member
states are highly visible so that ‘winners’ and ‘losers’ can be calculated with relative
ease. As a result, budgetary politics are more likely to become embroiled in national
politics and national electoral competition than is rule-making.

Questions about the purpose of the budget and the principles that govern the
use of public finance in the Union are linked to wider questions about the nature
of the EU and its evolution as a polity that goes beyond the set-up of a traditional



the budget is also a useful yardsticy Wit
2 tion of a sj
on. (hat differs from the crea E.l single mg..
e of integration . ons (see Chapter 5). This utility Wag
ure 2 ‘t}’P of rules an f Europe, in which the Comp;g Sion

the Future 9 . ;
d the 1::1;1(1)117 white Paper % " ° e of the Union by 2025 depending op g,

rio (carry om, nothing buF the single Market,
doing less more efﬁcien.ﬂy’ coing H%uCh 0T to.
e et’s size and composition (Commission 20178)-
lg also have implications for the operation of 5 vast
he EU budgE_ body of literature finds that EU budgetary de.
growmgt for European integration (Chalmers anq Del]
suppor Gross and Debus 2017; Schraff 2013 2017)
EU budget has often been justiﬁ?d ne explained by is gy
The existence of the f side-payments O specific states or groups thay o
ferent functions: (2) as 2 meﬁns T]SZHSHS and political cement on further econom;,
g Overjati(;i- (b) as the source for financing European pub]i;;
%y indi\,zidual member §tates but also Europearg c}iltizens at
large; (c) as the basis for redistrii::utlon2 ffo’m r%Cherfto D part§ SRy
which—following the value of European solidarity—tosters ROREIRALLS convergence
towards a higher standard of living across the EU; and (d), in particular since the
Covid-19 pandemic, as an insurance mechanism that allows for a temporary com-

gether) implied :
The size and scope O £
range of policies. Moreover,

cisions and management alffezc(;l6 o
muth 2015; Dellmuth et al. ]

necessary to |
particularly market, inte

goods that benefit not on

mon response to a shock .
The process of managing, rather than just formulating, budgets raises questions

about the management capacity of the Commission, but also about that of national
authorities. All EU institutions and bodies, in particular the European Court of
Auditors, are paying increasing attention to the impact of fraud on the budget and
searching for better ways to protect the financial interests of the EU.
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domestic budgets, which collectively represent between 30 and 40% of European GNI.
Although the budget has little macroeconomic significance for the Uhionass
whole, it is very important for those member states that receive extensive transfers
from the structural funds. For example, net receipts from the EU budget amounted
n2017 to 3.14% of GNI for Lithuania, 2.92% for Bulgaria, and 2.66% for Hungary.
Moreover, its leverage effect and its capacity to mobilize resources are significant
(De Feo and Laffan 2017). When considering co-financing obligations for member
states, the mobilized funds have been estimated at roughly double the nominal
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EU budget (Nunez Ferrer and Katarivas 2014). European Union spending Pro.
grammes also mobilize constituencies within the member states, such as farmer
(see Chapter 8) and regional groups (see Chapter 10), which have a material inge,.
est in the maintenance of their receipts.

The small overall size of the budget masked impressive increases in financig)
resources in the Delors-1 (1988-92) and Delors-2 (1993-99) budgetary agree.
ments. The Berlin Agreement (1999-2006) and the Brussels Agreement (2007-13)
included smaller increases. The agreement on the 2014-20 financial perspectiye
represented a decrease in the EU budget as a share of EU GNI when including the
UK expenditure; the 2021-2027 MFF proposal, agreed by the European Council i
July 2020, envisaged (again) a decrease when comparing the EU27 averages (see
Figure 9.1). This is, however, coupled with a temporary package of an extra €750
billion (in loans and grants) financed by borrowing on the capital markets (called
‘Next Generation EU’), an increase in the own resource ceiling (on a structural basis
to 1.4% of GNI and temporally for the purpose of borrowing by an additional 0.6%),
and a commitment to introduce a new own resource based on non-recycled plastic
waste and to further discussions on additional new own resources.

Despite the recent decision to borrow temporarily for the Union a significant
sum for financing the recovery, the slenderness of EU budgetary resources high-
lights an important feature of the emerging European polity, namely the significance

FIGURE 9.1 The size of the EU budget as a percentage of gross national

income (GNI)

0.03

Percent

Average Average Average Average Average  2021-2027**
1993-1999 2000-2006 2007-2013 2014-2020 2014-2020 EU27*
EU27*

B Commitments ceiling in % EU GNI I European Development Fund

*2014-2020 estimated commitments (UK expenditure excluded) in % EU27 GNI
** Own calculation based on European Council conclusions.The figure does not include
Next Generation EU (see figure 9.5). European Development Fund integrated ("budgetized’)

Source: (mainly) European Commission 2018 (https://ec.europa.eu/commission/sites/
et~ mAlitical ffilae falico-bil idaet-baaklatin ira?N1 8 am AR
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The European sovereign debt crisis placed the question
the euro area’s fiscal capacity, back on the agenda.

Since the mid-‘l9905, the co'nstra'mts set by the fiscal framework of EMU and other
pressures on national expenditure have made many member states reluctant to a
cept significant transfers of financial resources to the EU level. Enlargements in 20(;::
and 2007 have further intensified this trend (see Chapter 19). Although enlargement
increased the economic diversity among member states significantly, expansion of the
Union-wide redistribution of funds has been strongly opposed by the wealthier mem-
ber states. In the context of the discussion around a more sustainable EMU, the idea
ofa euro area budget for stabilization (either within or outside the EU budget) gained
«ome momentum (see Chapter 7). Yet, the fear of permanent transfers led member
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combination of a dominant European Council, a1 ‘
_setting role in relation to the overall MFF and the setting of draft

cause of its agenda .
of the consent requirement,

MFF regulations, and also a rather powerful EP because ' |
The dominance of the Furopean Council in MFF negotialions represents intensive

transgovernmentalism that occurs whenever the big budgetary packages have to
be agreed. The practice of the European Council exemplifies political reality rather
than treaty provisions. In fact, the Treaty of Lisbon (Art. 312(2) TFEU) provides for
the Council not the European Council, which does not have legislative powers, to
adopt the MFF by unanimity after receiving the consent of the EP. The gap between
practice and treaty provision underlines the political salience and visibility of the
MFF negotiations. The significance of the Commission and the EP in the MFF nego-
tiations is characteristic of the distributional mode of policy, as is the annual budget-
ary cycle which follows the traditional Community method with a strong role for
the Commission in preparing the draft budget, qualified majority in the Budgetary
Council, and a significant role for the EP. The day-to-day management of the budget
is characterized by a distributional mode that engages many layers of government,
from the Commission to central, regional, and local governmental agencies in the

member states in a system of multi-level implementation.
The Commission has traditionally been an advocate of a bigger EU budget in

order to fund policy integration, but in the 1990s it was forced to pay more attention
to managing EU spending. Having repeatedly faced resistance to increasing the
budget, the Commission has resorted to options external to the MFF, starting with
the European Fund for Strategic Investment (formally established within the
European Investment Bank and partly funded by it) and the proposal for a euro area
budget (financed potentially by externally assigned revenue) (Becker et al. 2017). In
addition, the Commission tries to play the role of honest broker in budgetary bat-

tles, charged by the member governments with drafting reports on sensitive issues,
such as ‘own resources’ and net flows to the member states. Its role in proposing and
implementing the budget has also allowed the Commission to intervene in policy
areas that have traditionally been the exclusive domain of the intergovernmental
method, such as the establishment of the European Defence Fund within the MFF
(Haroche 2019 and see Chapter 17). Similarly, in the context of the Covid-19 pan-
demic, the Commission skilfully managed to link the discussion on the financing of
the recovery with the review of the MFE thus preventing member states opting for
intergovernmental alternatives outside the EU budget framework.

Difterent configurations of the Council play central roles in budgetary negotia-
tions. The Budget Council, consisting of representatives from finance ministries
who approve the annual budget, has well-established operating procedures and
decision-making rules. The General Affairs Council (GAC), the Economic and Fi-
nancial Affairs Council (Ecofin), and the Agriculture and Fisheries Council (AG-
RIFISH) each play a key role in negotiating the big budgetary deals. However, the
European Council, where heads of state or government broker the final stages of
the ‘history-making’ bargains, still provides the most important forum for striking
the big budgetary deals. Unlike the annual budget procedure, where the Council de-

cides by qualified majority, these big bargains are agreed by unanimity. They set the

R



frame for EU budgetary politics for a seven-year period—thus limiting the degree of

flexibility—Dbut also the scope for potential conflict in the decision-making process
for the annual budgets.

Since it was granted budgetary powers in 1975, the EP has regarded EU finances
as one of its key channels of influence vis-a-vis the Council. The EP has tried to influ-
ence what happens at both the big bargains and the annual fine-tuning. In the annual
cycle of determining detailed appropriations, the EP frequently intervenes to alter the
sums assigned to specific programmes and projects. The ToL incorporated significant
changes to the treaty provisions on budgetary decision-making. Yet, the main ele-
ments of the ‘new’ budgetary procedure reflected the existing inter-institutional agree-
ment (Bauer et al. 2018). While Lisbon thus largely constitutionalized the existing
modus operandi (see Figure 9.2), the treaty changes had over time noticeable effects,
in particular on the influence of the EP in spending decisions which have arguably
decreased (Becker et al. 2017; Benedetto 2013; Hoyland and Crombez 2015).

Under the ToL, both arms of the budgetary authority have equal decision-making
power over all components of the EU budget, including CAP spending, in the annual
budget procedure. Similar to the co-decision procedure in legislative politics, a Con-
ciliation Committee features as the key forum for brokering deals between the EP
and the Council before their respective final readings. These seemingly innovative
features were much in line with the informal arrangements that were in place prior

FIGURE 9.2 The budgetary cycle, rules, and practice according to the Treaty of Lisbon
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for starting accession negotiations with the UK and the other applicants. The rules of
the budgetary game were fixed to the advantage of the incumbents, above all France,
making confrontation with the UK more or less inevitable (see H. Wallace 1983).

Moreover, with the 1970 budgetary treaty, member states half-heartedly delegated
budgetary powers to the EP, introducing a complex annual procedure with a number
of ill-specified rules. The mismatch between the limited desire of member states to
involve the EP and the high expectations of members of the EP (MEPs) due to their
newly acquired political powers soon became apparent. The considerable scope for
interpretation left open by the vaguely defined treaty provisions intensified this ten-
sion. In short, both the UK and the EP entered a budgetary stage that was character-
ized by a ‘de Gaulle budget’, a budget that was formed by French preferences with an
almost exclusive focus on agricultural spending.

After accession, successive British governments struggled to get the budget issue
on to the agenda and slowly managed to alter the terms of the debate to ensure that
distributional issues were taken seriously. Despite being one of the ‘less prosperous’
member states, the UK was set to become the second largest contributor after Ger-
many. In trying to address the problem, a key concern of British governments was
the dominance of CAP expenditure (constituting 70% of the budget), from which
the UK, with its small ‘agricultural sector’, benefited very little. The European Re-
gional Development Fund, which was set up in 1975 to stimulate economic devel-
opment in the least prosperous regions (see Chapter 10), brought only little relief.

Against this background, it became clear to the British government that the

UK problem was structural rather than the result of chance. Hence in 1979, the
new British Prime Minister, Margaret Thatcher, began to demand a rebate sys-
tem, which would guarantee the UK a better balance between contributions and
receipts. The Commission and the other member governments were loath to con-
cede the British case at the outset. The Commission had always been reluctant to
engage in discussion of the net financial flows to the individual member states, lest
this encourage too narrow a calculation of the benefits of Union membership, and
lead states to seek juste retour, in other words to extract from the Union budget
more or less what they put in.> The key ‘orthodoxy’ regarding the budget at this
time was that receipts flowed from EU policies and were thus automatic. The im-
plication of this approach was that the consequences for individual member states
were not regarded as an issue to be addressed. This orthodoxy was challenged by
the problem of UK contributions. Although Thatcher’s confrontational approach
was regarded as non-communautaire, she finally succeeded. At the Fontainebleau
European Council in June 1984, the British government traded its agreement to
increase the VAT ceiling from 1 to 1.4% for the establishment of a ‘rebate’ mecha-
nism for dealing with excessive British contributions on a longer-term basis. The
mechanism was designed to deal with the British problem and could not be gen-
eralized to other member states, even though other states subsequently became
significant net contributors.

While the member governments were engaged in restructuring the budget, the
EP and the Council were involved in a continuing struggle over their respective
Powers on budgetary matters. The EP was driven by an institutional and distributive
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The introduction of the multiannual framework did not mean that conflict and
disputes disappeared. However, tensions among member states or between the EP
and the Council were kept at a manageable level during the annual procedures and
channelled towards the renegotiation points of the large budget packages every five
to seven years. At these renegotiation points, all players were assured that the una-
nimity requirement would allow them to block a package that would run contrary to
their fundamental interests. This had not been the case in pre-1988 times: key play-
ers, such as the UK government, had to fight long and hard until their distributive
concerns were addressed, and frequently recurring budgetary disputes prevented

the orderly adoption of annual budgets.

Delors-1
The budgetary agreement reached in February 1988 was a classic EU package deal

(see Table 9.1). The fact that, for the first time, all the different elements of the
budget were addressed in one reform was instrumental to the agreement. Moreo-
ver, the link to the ambitious single market programme and related institutional
reforms (in the form of the SEA) motivated the German Chancellor, Helmut Kohl,
in particular, to secure an agreement, even though it meant a significant increase in
Germany’s net contributions to the budget. For the poorer member states, such as
Greece, Spain, and Portugal, that did not benefit so much from CAP expenditure, a
significant strengthening of cohesion spending was a prerequisite for agreeing to an
internal-market project that would pose more challenges to their economies than to

those of wealthier member states (see Chapter 10).

Delors-2

The pattern established by Delors-1 was replicated in the negotiations on Delors-2.
The political link between the SEA and Delors-1 was followed by a similar link
between the Treaty on European Union (TEU) and the Delors-2 package. Again,
poorer member states established the link between an increase in cohesion spending
(ie. the creation of a new cohesion fund) and further economic integration (i.e. the
introduction of EMU).

The debate on Delors-2 was as tortuous and controversial as that on Delors-1.
The member governments grappled with their desire to reach agreement, on the one
hand, and with their determination that the terms of the agreement be as favourable
as possible to their own viewpoint, on the other. At the 1992 Edinburgh European

Council, an agreement was reached (see Table 9.1).

Agenda 2000

[n the mid-1990s, the balance of forces in the Union on budgetary matters began to
change radically. The sizeable expansion of the budget led to the emergence of a ‘net
contributors’ club, a group of member governments concerned about the level of
their financial commitments to the EU budget. At the Copenhagen European Coun-
cilin 1993, the member governments had accepted the principle of an eastward en-
largement of the Union. The accession of so many comparatively poor states would

generate pressure for more redistribution and a larger budget.
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Against these developments, it is surprising that the institutional setting and the
distributive character of the budget proved so robust. The status quo was by-and-
large confirmed, but, in contrast to the significant increases recorded in 1988 and
1992, the Union’s budgetary resources were consolidated, with no major increase in
the size of the EU budget. The new member states were still not at the table and thus
had little impact on the negotiations (see Table 9.1).

The Financial Perspective for 2007-13

The negotiations of the 2007-13 financial perspective took place against the back-

ground of three developments. First, at the Lisbon European Council in 2000, the

EU set itself the strategic goal of becoming ‘the most competitive economy in the

world’ by the end of the decade. Heads of state or government committed to take

measures that would increase the competitiveness of their economies and raise in-

vestments in research and technology. The Lisbon goal was taken up by a report
of an independent group of high-level experts headed by the Belgian economist,
André Sapir (Sapir et al. 2004). The report strongly criticized the dominance of the
CAP spending and suggested refocusing the budget on European public goods, most
importantly research and technology. Although fiercely criticized by some in the
Commission, the report clearly established a link between the Lisbon goal and the
EU budget. Secondly, most member states, in particular the large euro area members,
Germany and France, were experiencing low growth rates and strong pressures on
their national budgets. Their failure, in three subsequent years (2002-04), to meet
the terms of the Stability and Growth Pact (SGP), which commit members of the
euro area to compliance with the Maastricht criteria (see Chapter 7), further limited
their willingness to accept increases in the EU budget. Thirdly, for the first time, the
ten new member states sat at the negotiation table with high expectations of budget-
ary transfers and a full veto right.

The negotiations for the financial perspective began in early 2004 with a proposal
by the Commission. Romano Prodi, then President of the Commission, emphasized
the need to give the EU the resources to match its political priorities. The Commis-
sion sought to transform the redistributive ‘Delors budget’ into a more distributive
‘Lisbon budget’ that would strengthen expenditure for public goods and reduce the
emphasis on redistributing resources to poorer regions/member states or to farmers.
For the first time since the inception of the financial perspective in 1988, the Com-
mission envisaged an overhaul of the expenditure headings so as to reflect the new
policies and priorities of the enlarged EU.

Finding an agreement was again not easy. Essentially, three key cleavages domi-
nated the debate. First, net contributors were unwilling to accept an increase in the
spending level, while governments from beneficiary member states, such as Spain
and Portugal, stressed the continued importance of pursuing the objective of ‘eco-
nomic and social cohesion’ (see Chapter 10). Secondly, among the beneficiaries of
regional expenditure, ‘old’ beneficiaries wanted to prevent an abrupt ending of trans-
fers and demanded compensation, while the new member states feared that these
compensation payments would be financed by cuts in transfers to them. Thirdly,
the UK government strongly opposed any attempt to abolish its rebate through its
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replacement by a generalized mechanism, which was naturally favoured by all the
other net contributors.

Significantly, the Commission’s ambition to strengthen expenditure for public
goods found very few active supporters, except the EP. There was little space left for
new spending programmes in fields such as innovation and technology, given that ag-
ricultural expenditure was excluded from the negotiations (under a Franco-German
agreement concluded in 2002) and that regional expenditure was dominated by strong
vested interests in the new and old member states. An agreement was finally reached in
late 2005 which broadly retained the status quo (see Table 9.1). However, the 2007-2013
MFF negotiations marked the beginning of a gradual evolution of the budget from a
negotiation tool aimed at compensating member states for their political compromises to
a policy instrument aimed at solving EU-wide problems (Kolling 2019).

Multiannual Financial Framework 2014-2020

The negotiations on the 2014-2020 financial perspective took place against the back-
drop of the continuing euro area crisis, the emergence of deep economic divergence
within the euro area, and growing differentiation within the EU arising from the chal-
lenge of developing the institutions and policy toolkit for managing a single currency
(see Chapter 7). The Commission presented its first set of proposals for the future
finances of the Union entitled ‘A Budget for Europe 2020’ in June 2011 (Commission
2011). The emphasis in the proposals was on the value-added of spending at the EU
level with a focus on an innovative budget designed to address pan-European chal-
lenges, particularly growth and employment (Molino and Zuleeg 2011). The Com-
mission sought a commitments budget of €1,025 billion (1.05% GNI) and a payments
budget of €972 billion (1.01% GNI) over seven years. The proposals looked for in-
creases in spending on competitiveness, infrastructure, citizenship and security, and
‘global Europe’. The proposals were designed to shift EU spending from agriculture
and cohesion to other policy areas in ways that would test the status quo bias of budg-
etary politics in the Union. The negotiations took place in multiple fora, including
unsuccessfully at the November 2012 European Council. The member states finally
reached agreement at the European Council in February 2013, but a tense and dif-
ficult period of negotiations with the EP followed. Herman Van Rompuy, in his role as
European Council President, was the major institutional player during the end-game
of the negotiations, working closely with the Commission to mould an agreement.
The member states were divided into three main groupings. The net contribu-
tors (see Figure 9.3), consisting of Austria, Finland, Denmark, Germany, the Neth-
erlands, and the UK, sought to limit their contributions favouring a status-quo or
even a status-quo-less outcome. The second group was composed of the newer
member states from central and eastern Europe led by the Polish Prime Minister,
Donald Tusk. The new member states were primarily interested in the two tradi-
tional expenditure policies: agriculture and cohesion. The third group—consisting
of France, Greece Italy, Portugal, and Spain—was committed to a larger budget than
was acceptable to the net contributors, which would support economic growth in
addition to maintaining agricultural and cohesion spending. These states wanted 2
status-quo-plus outcome. The Mediterranean states, in particular the old cohesion
countries, wanted to ensure that they would continue to benefit under structural
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FIGURE 9.3 Budgetary balances by member state, 2019
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spending. The French President, Francois Hollande, was torn between promot-
ing policies for growth and the deep-seated French commitment to the CAP. Other
countries, such as Belgium and Ireland, did not fall decisively into any one of these
camps, but sought to get a deal they could live with by focusing on particular issues.

The EP was also able to assert itself in the negotiations gaining both conces-
sions from an institutional perspective and highlighting its concern about the so-
cial dimension of the European project ahead of the forthcoming 2014 EP election.
Despite the protracted negotiations, MEPs approved the MFF (2014-2020) and an
accompanying interinstitutional agreement in November 2013 (see Figure 9.4 for
evolution of main policy areas).

Notwithstanding the high politics of budgetary negotiations and the powerful
forces that oppose a larger financial capacity for the Union, there have been im-
portant developments in EU finances as the member states have developed further
policy instruments to support the single currency. The June 2012 Van Rompuy
report and its subsequent follow-up reports in October and December 2012 on
creating a Genuine Economic and Monetary Union, as well as the Juncker report
three years later, made reference to a number of policy instruments with budgetary
implications (Van Rompuy 2012; Juncker 2015; and see Chapter 7). Among the
most salient were the creation of a single resolution mechanism as part of a bank-
ing union that would be supported by backstop, a reference to financial support for
euro area member states that enter a contractual arrangement on structural reform,
and reference to the possibility of creating a ‘limited fiscal capacity’ in the euro area
to deal with economic shocks (Van Rompuy 2012). This was further reinforced
by the ambitious policy agenda that French President Emmanuel Macron brought

forward in 2017 (Macron 2017). It had the creation of a discretionary euro area
budget as one of its central proposals, but also sought to advance discussion on
EU-wide public goods with a fiscal dimension, for example in the area of defence

and climate change mitigation.
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Protracted negotiations at the level of finance ministers and heads of state or gov-
ernment finally yielded (rather limited) progress in December 2018. An agreement
was found to create a fiscal backstop for the single resolution fund in the form ofa
credit line at the European Stability Mechanism (ESM) and the euro summit com-
fnitted to establishing a ‘budgetary instrument for convergence and competitiveness*
in the context of the MFF for euro area member states. While in 2019 the Eurogroup
turther implemented this political agreement, it was put on hold (for the ESM-related
ellements) and overtaken by developments around the Covid-19 pandemic and the
Sblj:iiz ;ecovery package whose main part, the Recovery and Resilience Facility

eatures from the euro area budget instrument but has an EU-wide covert&®

Multiannual Financiql Framework 2021-2027
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BOX 9. 28MBIERlSHimplications for the EU budget

The UK’'s departure from the EU had political and financial implications for the EU’s

budget.

« Brexit-related gap in the EU budget: as the UK has been a net contributor to the EU
budget, the primary effect of Brexit has been a hole of between €10 and €12 billion
annually (i.e. €75 billion for the whole period of the new MFF).

« Divorce bill: the withdrawal agreement aligned the UK's de facto participation in
the EU budget with the length of the MFF, ending in 2020.The total divorce bill, which
also includes payment of outstanding commitments and the financing of some
liabilities as at the end of 2020, amounts on a net basis to an estimated amount of
around £33 billion or €43 billion (House of Commons Library 2020).

¢ EU-UK relations post-2020: should the UK opt for (and be granted) participation
in certain Union programmes, the rules laid down in the MFF for the participation
of third countries would apply. These rules distinguish between (1) EEA countries,
acceding countries, candidate countries, and potential candidates; (2) countries
covered by the European Neighbourhood Policy; and (3) other third countries. For
this last group, they foresee an agreement that would lay down the conditions ap-
plicable to the participation of the third country concerned in any programme;
and the agreement ‘should ensure a fair balance as regards the contribution and
benefits of the third country participating in the Union programmes, not confer any
decision-making power on these programmes and contain rules for protecting the
Union’s financial interests’.

» Offsetting contributions from EU27 member states: in its MFF Proposal, the Com-
mission had stressed that '[in light of Brexit,] maintaining a level of support that
matches our ambitions across policy areas will require additional contributions
from all member states in a fair and balanced way’. Options to offset the Brexit-
related budget hole included increasing national contributions, cutting spending,
or creating new revenue sources (see also Schratzenstaller 2019).

» Budget negotiations: Brexit changed the political equilibria in budget negotiations.
The UK had been a historical supporter of a small budget and of the system of re-
bates. In the negotiations for the new MFF, this role was taken over by the so-called
frugal’ member states, that is, the Netherlands, Austria, Sweden, and Denmark. At
the same time, the absence of the UK at the negotiating table may well have fa-
cilitated opting, in the context of the Covid-19 pandemic, for a large-scale fiscal
response through the EU budget and based on debt issuance.

* Flexibility instrument to cope with consequences of Brexit: the European Council in
July 2020 reached an agreement on the introduction of a Brexit Adjustment Reserve
of €5 billion which—outside the ceilings of the new MFF—is aimed at countering un-
foreseen and adverse consequences in member states and sectors that are worst
affected.

[n line with the previous MFF proposal, the proposed 2021-2027 MFF in-
cluded significant re-prioritizations in favour of pan-European challenges that had
gained more importance, particularly migration, defence, and innovation. Such
re-arrangement would come at the expense of common agricultural and cohesion
policy expenditure, which would be subjected to a 15% and 7% reduction in real



terms respectively, as well as to an internal re-focusing of cohesion spending. In her
‘Agenda for Europe’, newly elected Commission President Ursula von der Leyen
expressed her intention to steer the budget towards new priorities, including cli-
mate change, border management, external action, youth mobility, and the rule of
law—coming into line with the proposal from the previous Commission (Von der
Leyen 2019b). The MFF negotiations following the 2018 Commission proposal to

early 2020 followed the pattern of previous budgetary negotiations, underlined by
the failure of the new European Council President, Charles Michel, to secure the

agreement of the member states at a special EU budget summit in February 2020.
The failed summit was overtaken by the arrival of Covid-19 in Europe, which trans-

formed the context and substance of the MFF negotiations.
While at first the measures taken in reaction to the Covid-19 pandemic were

adopted at the national level, the EU budget dimension quickly gained pace as the
pandemic spread. Consensus grew on the need for a concerted European response
both for the more short-term fiscal measures and for the financing of the recovery.
The Commission—after smaller sums had already been activated within the exist-
ing budget—presented a proposal for a €100 billion loan-based scheme for mem-
ber states, called SURE, to support unemployment-related costs. The scheme would
be financed by issuing debt backed by national guarantees. After intense debates
among member states, this proposal was adopted in June 2020, together with two
other instruments: a Pan-European Guarantee Fund from the European Investment
Bank, which also used national guarantees to mobilize up to €200 billion; and a
Pandemic Crisis Support for health-related costs of up to €240 billion, based on the
Enhanced Conditions Credit Line for euro area member states under the European
Stability Mechanism. In parallel, discussion started on the financing of the recov-
ery, with strong calls from the hardest hit member states for sizeable financial re-
sources, in view of the limited fiscal space that many of them had for increasing
their national debt levels and fears of widening divergences within the Union. The
European Council in April asked the Commission to prepare a proposal in the con-
text of the EU budget, together with a new proposal for the Multiannual Financial
Framework (2021-2027). In addition to the size of such European support, two
key aspects dominated the debate on which the Commission had to take a stance,
namely whether the Union should issue debt on a large scale, and whether such is-
suance should finance only loans, only grants, or both loans and grants. In mid-May,
France and Germany intervened forcefully, with a call for the creation of a €500
billion recovery fund, and positioned themselves in favour of the issuance of grants.
In mid-May 2020, the Commission presented its proposals for a revamped MFF
package and a recovery instrument. The Commission package consisted of two ele-
ments: the MFF 2021-2027 amounting to €1.1 trillion over seven years (taking the
state of negotiations in February 2020 as the basis) and the Next Generation EU
instrument of €750 billion entirely funded by borrowing from the capital markets
(European Commission 2020a and b). The key elements of the Next Generation EU
proposals were: a Recovery and Resilience Facility of €560 billion to be disbursed as
both grants and loans, a further €55 billion for cohesion policy, and a Just Transition
Fund of up to €40 billion to support the green agenda (European Commission 2020)-
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"“JUI}’ 2020, in a four-day mammoth meeting of the European Council, a po-
ical agreement was reached (see Figure 9.5). In particular, the strong resistance
of the group of member states called the ‘frugals’, namely the Netherlands, Aus-
"3, Sweden, and Denmark (with support from Finland) over the share of }oans
;L"“S &rants, and disputes with Hungary and Poland over making the re‘?e'pt of
fl-lndmg conditional on compliance with the rule of law, led to very intense
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Regulation (Official Journal, L 248, 16 September 2002) and extensive manage-

ment changes in the Commission services. The Commission also adopted a stricter

appl'OaCh with the member states, taking the unprecedented step in July 2008 of
suspending aid worth over €500 million to Bulgaria because of corruption. The Kin-
nock reforms have enhanced the regulatory framework and the capacity of EU insti-
wutions to practisc sound financial management, but the EU budget remains highly
fragmented and is dispersed across very many countries and levels of government,
which continues to cause problems.

The idea of having a European Public Prosecutor’s Office (EPPO) to protect the
financial interests of the EU has had a long gestation. The ToL. made provision for an
EPPO and, in autumn 2017, agreement was reached to proceed with the EPPO on
the basis of enhanced co-operation, with 22 member states choosing to participate.
The states that have remained outside the EPPO are Denmark, Hungary, Ireland,
Poland, and Sweden. The EPPO has a hybrid two-tier structure with a central office
at EU level involving the chief prosecutor and delegated prosecutors in the member
states. On 14 October 2019, the Council confirmed Laura Codruta Kovesi as first
European chief prosecutor.

The implementation of the temporary Recovery and Resilience Facility will add
a new dimension to the management of the EU budget, but also to the European
semester process (see Chapter 7). It combines the surveillance of economic policy-
making and national plans with the provision of European money and thus goes
significantly beyond earlier attempts to combine EU spending programmes with the
European semester process.

Conclusion

Budgetary politics in the EU is marked by elements of both continuity and change.
The capture of the EU budget in the 1960s by agricultural interests has proved rela-
tively enduring. France, the main defender of the CAP, has been successful in pre-
serving its interests in this policy domain. However, agricultural support has moved
decisively since 1992 from market measures to compensation payments, and the
funding has started to shift from consumers to taxpayers (see Chapter 8). Cohesion
funding assumed a central role in budgetary politics in the late 1980s with the arrival
of Spain and Portugal (see Chapter 10). Structural funds remain an entrenched part
of the budgetary acquis. However, the outcome of the 2014-2020 budgetary nego-
tiations reduced the weight of these big budgetary items for the first time, and the
resources devoted to cohesion policy outstripped agriculture, also for the first time.
The new MFF for 2021-2027 confirms this trend. At the same time, in the reaction
to the Covid-19 pandemic, it is coupled with a significant temporary increase of
the EU budget in the form of financial support for member states based on national
recovery and resilience plans.

Agreement in 1988 to the Delors-1 financial perspective represented a step
change in how EU budgets were drawn up. Since 1988, multiannual bargains have
become the norm, and are now part of the acquis. Although difficult and protracted
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negotiations have marked all six budgetary bargains outlined in this chapter, the
political process, characterized by a set of integrated Commission proposals, in-
tensive negotiations across a range of Councils, and high-level bargaining in the
European Council, demonstrated a capacity to frame an outcome that would enjoy
broad consensus. The new recovery fund does not fundamentally challenge this
conflict-reducing patter of big bargains as it is temporary in nature as a crisis re-
sponse and fully linked to the new MFE At the same time, it has the potential to put
EU budgetary politics onto a new distributive and institutional path. For the first
time, the Union has recourse (temporarily) to large-scale debt issuance and thus
becomes the largest supranational issuer. Secondly, the financial support to member
states through the Recovery and Resilience Facility follows a different budgetary
procedure and introduces a new form of financial support linked to the European
semester. Thirdly, the envisaged introduction of new own resources might provide
some structural shifts on the revenue side away from the dominant focus on GNI
contributions. Thus, it will be interesting to see whether, at the end of the four years
when most of the payments of the recovery fund will have been made, a discussion
on revamping the existing MFF will take place.

While there will then be the strong status-quo bias—in terms of both institutional
structures and the preferences of the major actors—that has long prevented signifi-
cant changes in the distributive order of the Union, the creation of the recovery fund
shows that also in a future crisis the Union is again likely to react together forcefully.
It also creates a new distributive and institutional reality that, depending of the eco-
nomic developments in member states, is likely to induce heightened expectations
and interdependencies. It may also provide for another opening in EU budget terms
for the discussions on increasingly salient issues, such as climate change, the digital
transformation, and other developments on the global stage, and could possibly
alter the so far more muted dynamics around the need for a central fiscal capacity for

stabilization purposes in the currency union.

1 This chapter draws on the EU budget chapter by Brigid Laffan and Michael
Shackleton in the fourth edition. Michael Shackleton’s consent is gratefully ac-
knowledged. Valuable research assistance was received from Valentina Caracci.
The views expressed in the chapter do not necessarily reflect those of the Euro-
pean Central Bank.

2 Onthe redistributive and stabilization capacity of the EU budget, see in particular
Fuente and Doménech (2001), Asdrubali and Kim (2008), and Citi (2017).The
latest analysis by Pasimeni and Riso (2018) finds that the redistribution and sto-
bilization achieved by the EU budget in terms of equalization and smoothing of
INncCome per capita are low.

3 The impact of these corrective measures is, however, not clear-cut. Citi (2017)
shows that rebates have had little, if any, effect on member states’ net fiscal posi-
tion vis-G-vis the rest of the EU, and in some cases, they have produced a result
that is paradoxically contrary to their intended purpogﬁl



