
NEW BUDGET, OLD DILEMMAS
By Iain Begg and Friedrich Heinemann

After months of fierce haggling, the UK government managed to broker a deal on the EU’s new budget at
the Union’s summit in December 2005. Provided the European Parliament adopts it, the agreement on the
EU ‘financial framework’ will largely fix EU spending for the period 2007 to 2013. Failure to reach a deal
in December would have compounded the sense of malaise that gripped the EU after French and Dutch
voters rejected the EU constitutional treaty. And it would have caused anguish for the new member-states
in Central and Eastern Europe: they need the extra time to prepare their applications for regional aid that
would start flowing in after 2007. 

At the same time, however, the EU will pay a heavy price for having achieved an early agreement. A
compromise was only possible because the final deal limits the growth of the budget – as demanded by
Germany, the Netherlands, Sweden and the other countries that pay for the bulk of the budget. And within
these overall spending limits, there was little room for manoeuvre. Tony Blair had hoped to use the UK’s
presidency of the EU in the second half of 2005 to kick-start a major overhaul of the budget. However, some
EU countries, led by France, opposed any fundamental reform of the common agricultural policy (CAP).
Meanwhile, the new members fought hard for additional money from the EU’s regional aid budget – against
the resistance of those countries that currently benefit most from the EU’s structural and cohesion funds,
namely Spain, Portugal and Greece. As a result, some 70 per cent of EU spending will still go towards farm
support and regional aid during the next seven-year budget period. 

The new EU budget therefore has little relevance for the Union’s agreed policy priorities, most notably
economic growth and employment; fighting cross-border crime and terrorism; a stable EU neighbourhood
and a stronger role for the EU in the wider world. There is a glimmer of hope in the shape of a review of
EU budget policies in 2008-09. However, the mismatch between policy priorities and the allocation of
spending is likely to persist as long as EU countries fail to address the basic dilemma of EU finances.
Collectively, the EU countries want a budget that helps to achieve certain policy objectives, such as helping
neighbouring countries or fostering EU-wide research and development (R&D). But individually, EU
countries mainly care about their net contribution to the budget (the difference between what they pay into
the budget and what they get out of through the CAP and other EU policies). There is no mechanism to
achieve acceptable net positions. Instead, governments manipulate EU policies to make sure that they
receive their ‘fair’ share of EU money. Or if this does not work, they add national rebates. As a result, the
EU regularly ends up with budgets that are inefficient, badly targeted, ludicrously complicated and hardly
worth the countless hours of political fighting that precede them.   

Winners and losers
In the early hours of the morning of December 17th, EU leaders emerged bleary-eyed and visibly relieved
from a two-day marathon session during which they had thrashed out the details of the EU’s next seven year
budget framework (called ‘financial perspective’ in EU jargon). Most of the assembled EU leaders
proclaimed victory after the deal: the UK because it had rounded off its EU presidency by having achieved
a budget deal against the odds; France’s Jacques Chirac because he had successfully defended the CAP
against Tony Blair’s reformist zeal; Germany’s new chancellor, Angela Merkel, because she had used her EU
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debut to show her mediating skills; and the new member-states because they obtained a larger regional aid
allocation than under an initial British proposal. 

However, each country also had to make concessions. According to provisional calculations, Germany will
once again be the biggest net contributor relative to GDP, although it no longer ranks in the top ten of the
richest EU countries (measured as per capita income based on purchasing power parity). Chirac had initially
insisted that the EU should not touch a 2002 deal that fixes CAP spending on ‘direct payments’ (the biggest
chunk of farm subsidies) until 2013. But he then grudgingly conceded that the CAP should be included in
the 2008-09 spending review. Britain agreed to limit the size of its cherished rebate, won by Margaret
Thatcher some 20 years ago. But since Blair did not persuade his EU partners to commit firmly to future
farm policy reform, he only agreed to cut the rebate to “pay for the UK’s fair share of the costs of
enlargement”. Although aid for the new members will in future be taken out of the equation when the
rebate is calculated, the rebate will continue to rise in cash terms during 2007-13. Meanwhile, the UK’s net
contribution to the budget will grow slightly, from around 0.2 per cent of gross national income (GNI) to
0.3 per cent of GNI, which is roughly the same as France will pay during the next budget period. 

While the 25 EU governments thought they could live with the budget compromise, the European
Parliament said it could not. On January 18th 2006, a large majority of MEPs voted against the December
package. Since the Parliament, Council and Commission must all accept the ‘inter-institutional agreement’
on which the multi-annual financial framework is based, the approval of the Parliament is needed for the
budget to come into force. The Parliament, the Commission and the Council (represented by the Austrian
presidency in the first half of 2006) are now working feverishly to find a compromise. MEPs object to the
allocation of EU spending – they want more money for internal security and foreign policy, for example –
and the budget’s limited size, which they deem too small for the enlarged EU. However, by calling for a
larger budget, the European Parliament risks re-opening the acrimonious debates that preceded the
December compromise.

Why size matters
EU spending is measured in two ways. First, there are broad budget allocations (called ‘appropriations for
commitments’) for the different EU spending programmes. Some of these commitments are never spent or
they are delayed. Second, there are the actual sums earmarked for spending during a given accounting
period (called ‘appropriations for payments’). Typically, ‘payments’ are lower than ‘commitments’.
However, EU officials and governments usually bandy around both sets of figures, and they use differing
projections of how much larger commitments will be than payments. Therefore, there is considerable scope
for confusion. 

During the last major budget reform in 1988, the EU agreed an upper limit for budget expenditure as a share
of EU GNI. Since the EU economy is growing, this still allows EU spending to grow in cash terms. The limit
has been set as 1.24 per cent of EU GNI since the 1990s, expressed in terms of payments (with a
corresponding figure for commitments of 1.31 per cent). However, actual spending has been substantially
below this ceiling in recent years. 

The size of the budget is subject to fierce debates among the member-states every time a new financial
framework is negotiated. Any increase in EU spending has to be paid for largely from the treasuries of
individual EU member-states. Any cut implies less money for the beneficiaries of EU policies, such as French
farmers, poor Portuguese regions or recipients of EU research funding. Before the current budget
negotiations even started, six net contributor countries (Germany, France, the UK, Sweden, the Netherlands
and Austria) wrote a joint letter to then Commission President Romano Prodi, demanding that the next
budget be capped at only one per cent of EU GNI. Although they did not make it clear whether that ceiling
referred to ‘payments’ or ‘commitments’, they subsequently signalled that they meant commitments.
Undeterred, the Commission produced a draft budget in February 2004 that foresaw payments to rise to
1.15 per cent of GNI by 2013 (which implied an even bigger budget in terms of commitments).
Luxembourg, which held the EU’s rotating presidency before Britain, tried to persuade EU leaders to agree
on a compromise of just over one per cent of GNI – but to no avail. 

The challenge bequeathed to the UK in the second half of 2005 was to square the circle between finding
additional money, in particular for the new member-states, and reducing the net contributions of big payers
such as Germany, Sweden and the Netherlands. For Blair, the obvious place to look for additional funds was
the EU’s costly and inefficient farm policy. He said that Britain would be willing to give up parts of its rebate
in return for CAP reform. However, Chirac would not budge, while Merkel also defended the 2002 deal
that fixes CAP spending until 2013.



When the British presidency finally published its compromise proposal in early December, it suggested
overall spending of S849 billion, nearly 20 per cent lower than the Commission had originally proposed
(but only marginally below Luxembourg’s compromise proposal of S871 billion). Since the CAP’s direct
subsidies to farmers could not be touched, the UK suggested cuts in CAP allocations for rural development
and environmental projects. It also earmarked less money for regional aid than the Luxembourg presidency
had proposed – which triggered an outcry from the Central and East European countries. To make a smaller
budget more palatable for the newcomers, the UK proposed to loosen the rules according to which regional
aid is paid, for example by reducing the required national co-financing, and by lengthening the period over
which allocated money can be paid out. The new members, according to the UK, would receive a somewhat
smaller upfront allocation, but they would be able to ‘absorb’ a larger share of that allocation under the
new rules. However, the new members accused the UK of trying to redistribute money from poor EU
countries to rich ones while at the same time selfishly defending the EU rebate. 

Given the almost unanimous condemnation of the UK’s proposal, it was all the more surprising that EU
leaders came to an agreement just a few days later at the EU summit. The final compromise set EU spending
at S862 billion (at 2004 prices) over seven years, the equivalent of 1.045 per cent of EU GNI (in
commitments). Although MEPs, the Commission and many of the budget’s beneficiaries criticise the budget
for being too small, it is difficult to define what the ‘right’ level of budget spending should be in the Union. 

New, but still out of date 
Ultimately, the ‘right’ size of the budget depends on what the money is being spent on. An expert group
assembled by the Commission in 2003 under the leadership of André Sapir concluded that it was not the
size of the budget that was the problem, but its “anachronistic” bias towards farm spending, and to regional
aid that was too often used to prop up outdated industries. The Sapir group became very popular in
Downing Street by advocating a major reallocation of EU money to growth-promoting policies, such as
research and innovation. But these suggestions ran up against a coalition of vested interests from those
currently benefiting from EU money, in particular farmers and the governments of the EU’s poorer countries
and regions. 

The Commission had sought an ‘easy’ way out in the shape of a larger budget: more money would at the
same time respect vested interests and allocate additional money for growth-boosting policies. This proved
unacceptable to the net payers. They not only sought to limit their own financial burden, but also objected
in principle to a rapid rise in EU spending at a time when state budgets are under pressure in most EU
countries. However, their success in limiting the size of the budget came at the expense of leaving its
anachronistic allocation largely untouched. Farm spending will still take up more than 40 per cent of total
EU spending in 2007-13, while a largely unreformed EU regional policy will gobble up another 30 per cent. 

The budget has little money for the priorities that EU leaders agreed on in the framework of the ‘Lisbon
reform programme’, namely jobs and growth. Allocations for Lisbon-type policies (referred to as
‘competitiveness for growth and employment’ in the budget) have been cut by 46 per cent compared with
what the Commission had originally proposed. They now take up less than 10 per cent of total allocations
(see table on page 4). This means S60 billion less for research, innovation and new infrastructure, while the
reduced allocation for ‘cohesion’ will also mean less money for boosting regional competitiveness. 

The money available for two other areas in which the EU level aims to be more influential – ‘external
policies’ and ‘freedom, security and justice’ – has also been cut significantly compared with the
Commission’s original proposal. As a result, EU action may be constrained in key areas such as internal
security, immigration, neighbourhood policy and international development aid. It needs to be pointed out
that some of the difference between the Commission proposal and the British compromise is due to the fact
that the Commission figures included the costs of administration in the different policy areas. The final
document adds up these costs under a separate heading of ‘administration’. Therefore, the cuts in actual
allocations are somewhat smaller than indicated in the table. And contrary to what some media reported,
the allocation for administration has not actually risen in the final compromise.
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The EU budget plan for 2007-2013 

*Including the European Development Fund, which was included in the budget in the Commission proposal
but now continues to be financed outside of the budget.

Although Tony Blair failed to persuade his EU peers to start a more thorough overhaul of the EU budget,
at least he extracted a commitment to have another go at budget reform in 2008-09. According to the
budget agreement, the Commission will draw up a “comprehensive review covering all aspects of EU
spending, including the CAP” on the basis of which EU leaders will then decide unanimously on further
budget reforms. 

The budget’s ‘review clause’ is to be welcomed for two reasons. First, it was instrumental in making a deal
possible – reconciling Blair’s reform ambitions with Chirac’s reticence to change by putting off difficult
decisions. Second, it implies that EU governments at least acknowledge the necessity of further budget
reform. However, whether the 2008-09 review will actually lead to any significant change is doubtful. So
bruising have the budget battles become that once a financial framework is in place, EU leaders are very
reluctant to unravel any agreed package. As a result, the EU budget has been heavily biased towards the
status quo ever since the EU first introduced multi-annual budget planning in 1988. It appears that only an
impending crisis – such as the risk of leaving the new members without proper regional aid allocations –
can focus EU leaders’ minds sufficiently to reach a budget deal. Since there is now a defined budgetary
framework that runs until 2013, this sense of threat will be absent in 2008-09. Although EU leaders are
unlikely to revisit the 2007-13 compromise, they would be well advised to use the forthcoming review as
an opportunity to prepare the ground for the financial perspective beyond 2013 much more thoroughly, and
to break out of the straitjacket in which the budget has become locked. 
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Commission 
proposal, 
S billion

UK 
compromise,
S billion

Difference, in 
per cent

Allocation, as
per cent of

total

Competitiveness for
growth and employment 
(includes research and
cross-border infrastructure)

132.8 72.1 -45,7 8.4

Cohesion for growth and
employment 
(structural funds)

344.9 307.6 -10.8 35.7

Natural resources 
(environmental spending
and CAP) 

404.7 371.2 -8,3 43.0

Of which: agriculture 301.1 293.1 -2,6 34.0

Citizenship, freedom,
security and justice

18.5 10.3 -44,5 1.2

External policies 95.6 50.0
(75.0)*

-47,7
(-21,6)

5.8
(8.7)

Administration 28.6 50.3 75,8 5.8

Total commitments 1,025 862.4 -15,9 100



Riddled with rebates

In terms of expenditure allocations, the new EU budget is not much of an improvement on the previous one.
In another respect – transparency – the new compromise is, if anything, worse than previous deals. The EU
countries’ obsession with their net contributions has prevented any courageous overhaul of EU spending
priorities – lest it leaves some countries better or worse off than they had hoped. Instead, governments have
manipulated EU policies, sometimes to a degree that defeats their original objective. For example, a sizeable
proportion of the EU’s regional policy budget will continue to go to countries with per capita income above
the EU average, such as Germany and Italy, as well as to Ireland, despite that country’s spectacular economic
growth in the last decade. Indeed, in an attempt to limit Germany’s net contribution, the new budget
allocates additional regional aid to the southern German state of Bavaria – one of the wealthiest regions in
the EU. 

Since there is only so much the EU can do to skew policies, it occasionally resorts to special adjustments.
The British rebate is the most prominent example of this. The UK – as a rich member-state – pays into the
budget roughly in proportion to its GNI. But since it has few farmers and deprived regions, it does not
receive much money from the CAP and cohesion funds. Without the rebate, the UK would end up being by
far the biggest net contributor to the budget. This was recognised in 1984, when then Prime Minister
Thatcher obtained the rebate, under which the UK has subsequently been repaid two-thirds of its net
contribution to the budget. 

There are other, less well-known adjustments to how much countries pay into the budget. Austria, Germany,
the Netherlands and Sweden currently enjoy a ‘rebate on the rebate’: they pay only 25 per cent of what they
‘ought’ to contribute towards the UK rebate (on the basis of their GNI), with the remaining countries having
to make up the difference. And under the latest budget deal, the UK has also accepted that regional aid for
the new members will be excluded from the rebate calculations. 

The new budget also contains various other devices to adjust the net contributions of certain member-states.
Two-thirds of what the individual member-states pay into the budget is calculated on the basis of their
respective GNIs, so that the countries with the biggest economies usually pay the most. But two of the
richest EU countries, the Netherlands and Sweden, successfully demanded a reduction of their GNI-based
contributions (amounting to S4.2 billion for the Netherlands and S1.1 billion for Sweden). Another sizeable
share of EU money comes from a contribution that the EU governments pay out of their value added tax
(VAT) receipts. Instead of the usually 0.3 per cent of VAT receipts, Austria will in future pay only 0.225 per
cent, Germany 0.15 per cent and the Netherlands and Sweden 0.1 per cent. As a result of all these
adjustments, the way budget receipts and spending is calculated has become so complicated as to be
incomprehensible to anyone bar a few specialists. 

The basic budget dilemma
The main objective of EU spending, it seems, is to achieve acceptable net balances rather than agreed policy
objectives. In other words, the EU cannot quite decide whether it wants a budget that redistributes money
from one set of member-states to another; or a budget that achieves certain EU-wide policies. By mixing the
two objectives, the EU is stuck in the worst of both worlds. The EU insists that the CAP is needed to
guarantee food security and help EU farmers; and that the structural funds foster EU-wide cohesion and
competitiveness. Yet in practice, both the CAP and regional aid are used to redistribute money between EU
countries. Perhaps not surprisingly, policies that are less predictable in terms of their redistributive impact
– for example research programmes for which scientists from different EU countries must bid competitively
– only make up a tiny share of the EU budget. 

In a perfect world, EU countries would judge EU spending by its efficiency and its impact on the EU’s
prosperity, stability and its standing in the world. But the question of where the EU can best add value
hardly came up in the budget negotiations. And the final deal represents a setback in terms of transparency,
efficiency and the allocation of funding to forward-looking policies. With its special ‘goodies’ for regions
ranging from Bavaria to Madeira and its plethora of rebates, the agreement looks more like the outcome of
bazaar haggling than rational financial planning. 

An EU tax?
Some economists and politicians have advocated an ‘EU tax’, as a way of avoiding the unseemly haggling
about net balances. The Austrian government has suggested that the EU should use the 2008-09 budget
review to discuss an EU-wide tax on short-term, cross-border financial investments as well as on air and sea
travel. However, the idea of taxing financial flows (named ‘Tobin tax’ after its inventor) has been dismissed
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as impractical by most experts. Moreover, it is not clear that an EU tax would help to solve the EU budget’s
distributive dilemma. Although tax revenue would be transferred directly to Brussels, EU governments
would still be able to calculate how much of it would be levied in their country. This may be one of the
reasons why the UK – which hosts Europe’s biggest financial centre, in addition to some of the continent’s
busiest ports and airports – does not like the idea. Also, taking national treasuries out of the equation may
encourage fiscal laxity at the EU level. One of the few attractions of the current system is that the net payer
countries press for budgetary discipline at the European level.  

The EU should take member-states’ focus on their net contributions as a given. But rather than achieving
desired net positions through meddling with policies or inventing ever more obscure adjustments, the EU
should make the redistributive nature of the budget more explicit. Solidarity and cohesion are widely
accepted objectives of EU policies. Most voters in the rich EU member-states will – if somewhat reluctantly
– support the transfer of money to poorer EU countries to help them catch up. Most Europeans also back
the pooling of national budget resources to implement certain policies at EU level, provided these add value
and help to avoid duplication. Common border controls, joint R&D programmes, cro s s - b o rd e r
infrastructure projects and co-ordinated development aid are only some examples. 

Straight cash transfers
What the EU needs to do is to separate the redistributive aspects of the budget (who pays how much) from
the allocative ones (which kind of polices the money is spent on). Rather than achieving desired net balances
through the CAP or the structural funds, EU countries should consider introducing a straightforward
horizontal cash transfer system based on each country’s GNI. At first, these transfers could be arranged in
a way that leaves no country better or worse off than under the old system. The new system would end
today’s absurd situation where wealthy countries partially pay for their own farmers and infrastructure
through the EU budget. But by preserving the status quo in terms of net transfers it should make it easier
to ensure a consensus in favour of reform. 

Once all countries are satisfied with their net positions, they will more easily agree to a radical overhaul of
EU spending policies, in particular by spending more money on R&D, infrastructure projects or foreign
policy actions. Even under the new financing model, EU countries would continue to fight over burden
sharing. However, the battle would be fought directly over who pays how much within the horizontal
transfer system, rather than doing it in an indirect way by arguing about which kinds of policies the EU
should finance. The separation of distribution and allocation would result in a more transparent budget.
Greater transparency would make it easier for politicians, voters and the media to track where the money
goes, and to put pressure on the EU and its governments to make sure that scarce resources are spent on
agreed objectives, such as boosting EU growth or helping poorer countries. Without transparency, public
opinion in the countries that pay into the budget could quickly turn against the transfers. 

For too long, the EU has rejected such a radical reform idea, simply because it denied the fact that its budget
is redistributive. But after the December 2005 budget deal, such denial has become pointless. The EU should
go the whole way and introduce a transparent cash transfer system that is not linked to EU policies, with
the simple objective of achieving a fair (or rather: politically acceptable) burden sharing. 
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