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INTERNAL CONTROL AND AUDIT OF STRUCTURAL FUNDS

In June last year a new Financial Regulation applicable to the general budget of the European Communities was approved by the Council of ministers of the European Union and in December the European Commission approved the implemented rules of this new financial regulation.

These two new regulations have entered in force the firs of January of this year.

With the coming into force of these two regulations, we can say that the transitional period towards the new decentralised control is over.  This new system was approved by the European Commission in January 2000 with the publication of the White Paper on ‘Reforming the Commission’.

In the  White Paper on ‘Reforming the Commission’, the Commission has given priority to overhauling the way in which financial management and control are conducted in the Commission.

A central objective of the reform is the creation of an administrative  culture that encourage officials to take responsibility for action over which they have to control and to have control over the action for they are responsible.

My colleague Mr. Will from the Internal Audit Service of the Commission will explained in more details all the elements relating to the new internal control system of the European Commission.

With regard to the control of the Structural Funds, the Commission services responsible for management and control of these funds have had to adapt its organisation system and procedures to the new decentralised situation.

The new Financial Regulation defines in its article 53 the different methods of implementation of the budget 
.  Paragraph 3 states that “where the Commission implements the budget by shared management, implementation tasks shall be delegated to Member States in accordance with the provisions of Titles I (European Agricultural Guidance and Guarantee Fund, Guarantee section) and II (Structural Funds) of part two”.  The title on Structural Funds indicates in article 155§3 that “the pre-accession structural and agricultural measures may be managed on a decentralised basis as provided in article 164 (related to decentralised management for external actions)”.

Article 274 of the EC Treaty states that “the Commission shall implement the budget on its own responsibility and within the limits of the appropriations, having regard to the principles of sound financial management.  Member States shall co-operate with the Commission to ensure that the appropriations are used in accordance with the principles of sound financial management.”  In article 202 of the EC Treaty “the Council confers on the Commission power for the implementation of the rules which the Council lays down”.  In this respect, the Commission should also define up to where these powers will be accepted and in which cases the Commission should refuse to exert them and under which conditions.

The legal decision making process in the fields covered by shared management is made under the co-decision procedure or with unanimity and assent.  This means that the Member States in the Council and the European Parliament co-operates closely with the Commission in deciding the overall legal framework for the related programs.

Whilst this legal decision making procedure relates to creating the overall framework, the implementing powers are conferred to the Commission.  However, the proposed sub-legislation by the Commission, or sectorial rules as they often are called, are decided in agreement with the Member States inside committees.  If the Member States’ representatives are not in favour of the Commission proposal, the Commission needs to withdraw the proposal and change it or seek the support of the Council or Parliament to get it through.

It is important to note that the sectorial rules lay down the detailed requirements under which the Member States’ and Accession States authorities will operate in the shared management framework and the eligibility conditions for the Community funding.  As such, they also represent the base for the Commission’s supervision activities for exerting its role as described under article 274 of the EC Treaty.

On the other side, the charter of task and responsibilities of the services (authorising officers by delegation) covers the responsibilities of authorising officers by delegation in relation to shared management.  It states that :
“As regards operations carried out under shared management, the authorising officer by delegation :

· determines to what extent the beneficiary States have put in place appropriate management and control systems and to what extent these systems give a satisfactory assurance concerning the regularity of the underlying operations in terms of the law applicable;

· check the accuracy of the amounts declared;

· carry out financial corrections where the beneficiary State’s control procedures have proven inadequate.

To do that, the European Commission requires that the Member State takes a number of measures to ensure that Community funds are used efficiently and correctly and in accordance with the principles of sound financial management.

For this purpose Member States have to provide adequate guidance regarding the organisation of the relevant function of managing and paying authorities, and they have to co-operate with the Commission in ensuring that they have adequate management and control systems, and also give to the Commission services all necessary assistance to undertake controls and checks, including sample checks.

All these demands are developed in different regulations, particularly in the Commission Regulation 438/2001.

The regulatory framework for Member States’ management and control systems is laid down in Council Regulation (EC) 1260/1999, and Commission Regulation (EC) N° 438/2001.  The satisfactory application of the minimum requirements contained in these Regulations should be checked during audits of national management and control systems at all levels and will generally be the primary objective of the audit.

Regulation (EC) No 1260/1999 provides that Member States shall take responsibility in the first instance for the financial control of assistance and requires (inter alia) that Member States :

· verify that management and control systems have been set up and are being implemented in such a way as to ensure that Community funds are being used efficiently and correctly;
· provide the Commission with a description of the management and control systems;

· ensure that funds are spent in compliance with all the applicable Community rules and in accordance with the principles of sound financial management;

· certify that the declarations of expenditure submitted to the Commission are accurate and based on verifiable supporting documents;

· prevent, detect and correct irregularities;

· present to the Commission, when each assistance is wound up, a declaration of validity.

Regulation (EC) N° 438/2001 sets out in Article 3 the key principles of the management and control systems of managing and paying authorities and intermediate bodies:

· a clear definition of functions;

· a clear allocation of functions;

· an adequate separation of functions (as necessary to ensure sound financial practice);

· effective systems for ensuring satisfactory performance of functions;

· reporting requirement on intermediate bodies on performance of tasks and means employed.

The 4 essential components of the control system required by the Regulation are :

· verification procedures at the management level on the delivery of the products and services co-financed and the reality of the expenditure claimed (Article 4);

· certification of expenditure statements by a functionally independent person or department within the paying authority which shall satisfy itself on compliance with all requirements relating to the accuracy, legality, eligibility and regularity of the expenditure (Article 9);

· checks on operations on an appropriate sampling basis covering at least 5% of total eligible expenditure by a body which can assure an appropriate separation of tasks (Article 10);

· a declaration of validity of the final payment claim and the final certificate of expenditure on the winding up of the assistance by a functionally independent body conducting its examination according to internationally accepted audit standards (Article 15).

In addition the Regulation :

· requires Member States to provide within 3 months of the approval of a form of assistance a detailed description of the management and control systems (Article 5) and to submit any necessary completion or updating of they description on an annual basis (Article 13);

· provides that the management and control systems must ensure a sufficient audit trail (Article 7);

· specifies the arrangements for the retention of supporting documents on expenditure and controls (Article 7 as amended by Regulation (EC) N° 2355/2002);

· provides for agreement between each Member State and the Commission on the scope of the records on operations which should be available to the Commission on request for the purposes of its audit work (Article 18 and Annex IV).

THE AUDIT OF THE STRUCTURAL FUNDS

The Commission services have elaborated an Audit Manuel in order to set out a methodology for the audit of Member States management and control systems for the Structural Funds.  The manual provides a framework for audits of Structural Fund financial systems in accordance with Council Regulation (EC) N° 1260/1999 and Commission Regulation (EC) N° 438/2001.  The approach set out in this manual may be regarded as a set of minimum standards for the audit of management and control systems in the Structural Funds.  As each of the Structural Funds has certain specific rules and eligibility criteria, auditors may need to further develop their audit methodology based on the manual.  While the manual has been developed for use by the audit services of the Structural Funds Directorate Generals, Member States’ auditors are encouraged to follow the audit approach set out in the manual.  The manual is in conformity with the generally accepted standards for audit.

The manual sets out the audit arrangements for the Structural Funds, and the roles and responsibilities of the different bodies involved in the audit of Structural Funds activities.

The requirements for Member States’ management and control systems are presented in the manual - “Member States’ Management and Control Systems - the Regulatory Framework”. The aspects considered in detail include the provision of a description of the management and control system and the establishment of a satisfactory audit trail as an indispensable tool for reliable system controls, the requirements for Member States’ audit of expenditure and for the declaration of validity on the winding up of assistance.  Guidance on certain aspects of the requirements of Member States’ controls is provided in the Manual.
The audit approach set out in this manual essentially covers the examination of Structural Funds activities within Member State authorities (managing authority, paying authority, intermediate bodies, and control bodies) and at the level of final beneficiaries and final recipients1.  In particular, the manual covers the documentation of management and control systems, tests of controls to determine whether internal management and control procedures exist and are operating continuously, coherently and effectively; and substantive testing to check the completeness, accuracy and validity of transactions, together with the practical effects of any identified weaknesses or errors.
The manual, “Audit Reports”, considers how audit reports could be presented.

The manual deals with follow up of audit findings setting out the various procedural stages terminating in the application of a financial correction and recovery.
Because of the involvement in the Structural Funds of a wide range of public and private sector organisations, the audit arrangements for expenditure supported by the Funds reflect this complex nature.  The main bodies which are involved in the audit of the Structural Funds include :

· The European Court of Auditors (the external auditor of the European Commission);

· Commission services.

· The audit services of the Member States.

· Member States’ supreme audit institutions (external auditors).

· The auditors of individual final beneficiaries and/or the final recipients.

The European Court of Auditors

The Court is an independent institution whose role is to assist the European Parliament and the Council of the European Union in exercising their powers of control over the implementation of the budget.  Additionally, the Court may, at any time, submit observations on specific questions and deliver opinions at the request of one of the European institutions.

As part of its audit work, the Court examines both systems and expenditure relating to the Structural Funds, and it s audits take place in the Commission services and on the spot in the Member States.  Its auditors have access to any document or information relating to the financial management of the departments and other bodies subject to its examination, and may carry out audits of all bodies receiving Community funds.

Commission services

Each Directorate General with responsibility for management of the Structural Funds has an audit unit.  The overall objectives of the audits carried out by the audit units of the Structural Funds services are to :

· determine to what extent the Member States have put into place adequate management and control systems, and to what extent these systems give a satisfactory assurance concerning the legality and regularity of the underlying operations;

· determine the accuracy of the expenditure declared to the Commission for co-financing;

· determine the level of ineligible expenditure where the Member State’s management and control systems control have been proven inadequate.

The conduct of the audit work by the Commission services is governed by the Audit Manual.

The audit units of the Structural Funds services may be assisted by external audit firms to carry out audits in the Member States.

There is also the possibility that the Internal Audit Service of the Commission and the internal audit capabilities of the Structural Funds services could carry out audits on the spot, in pursuance of their own internal audit function.

As I said, the essential feature in the financial system of the Structural Funds is a decentralised system.  The management and control of the aid to beneficiaries of Community funds are made by the services and national bodies invested with this authority by Member States.
The Audit services of the Member States are a key element of the control
The internal audit services responsible for verifying the systems of the managing authorities, paying authorities and intermediate bodies in the Member States will examine and report on the operation of those systems in the respective bodies.

In addition, certain internal audit services, or independent control bodies may be responsible for carrying out the sample checks under Article 10 of Regulation (EC) N° 438/2001 and/or be designated as the functionally independent organisation responsible for providing the declaration on the validity of the final certificate of expenditure on the winding up of the form of assistance under Article 15 of Regulation (EC) N° 438/2001.

Member States’ supreme audit institutions (External Auditors)

The supreme audit institutions of Member States act as the external auditor of central Government bodies in those states.  As such, these bodies may carry out audits of central Government organisations, which administer the Structural Funds, together with audits of any other public sector bodies to which they have audit access.  Where these organisations have access to the records of private sector organisations, they may also carry out audits involving these bodies.

Where public sector bodies (for example, local Government) have auditors other than the relevant supreme audit institution, these auditors may also carry out audits of Structural Funds expenditure.

Other auditors (private)

In addition to the above levels of audit, final beneficiaries and final recipients may have their own auditors.  The function of these auditors is to carry out audits to verify the accuracy of the accounts prepared by their clients, and as such, the auditors are likely to examine all financial records, not solely those relating to the Structural Funds. Final beneficiaries and final recipients may be required under national rules to present audit certificates as a condition for reimbursement of expenditure under Structural Funds programmes in which case their auditors will verify the accuracy and eligibility of the expenditure declared for reimbursement.

Co-ordination of audit activity

Given the number of different audit bodies involved, the question of the co-ordination of audit activity is particularly pertinent, both within the Member State and between national and Community audit services.

The bilateral administrative arrangements between the Commission and the Member States’ control bodies have since 1994 provided a basis for co-operation and co-ordination of planning, methods and implementation of audits and for the review of the results.   Article 38 (3) of Regulation (EC) N° 1260/1999 sets out an explicit legal base for this process.

These were the Protocols on internal audit.

In the framework of the Co-ordination Rules, the objectives of the Protocols are : 

· to draw up jointly the audit programmes to ensure improved co-ordination and optimum coverage and to avoid duplication and overlap, and

· to consult each other about their conclusions on the action taken, or to be taken, in response to the findings of audit reports, in particular as regards improvements in the operation of the bodies inspected and the implication for the appropriate nature and extend of future audit.

We think that this collaboration has been and is very useful for both Member States and the Commission and we want to carry on in this manner.

But at the same time the Commission, as indicated in the Communication on Simplification, is looking for alternative ways by which we could gain increased confidence in national systems, with a consequent reduction in audit levels.  We want to move forward in the idea of Partenariat and we have proposed the Contract of Confidence.

The implementation of the “contract of confidence”, which is optional for Member States, would represent a concrete step toward the concept of a “single audit” since the Commission would use the results of the audit work of the national bodies as a basis for obtaining assurance on the adequacy of the management and control systems in the Member State or region concerned, with a consequent reduction in its own audit activity.

In the framework of the discussions on simplification of the management of the Structural Funds for the 2000-2006 period, the Commission has taken up the idea of a “contract of confidence” between Member States and the Commission as a basis for reinforcing the joint responsibility for ensuring the legality and regularity of expenditure during the implementation period.

Both the Commission and the Member States as partners in the management of the Structural Funds have a joint interest in obtaining an adequate assurance year by year as the programmes are implemented that the management and control systems are functioning effectively, that the certification by the paying authority is reliable and that irregularities are treated satisfactorily.

The audit activity of the national control bodies should be planned to achieve this objective. If the Commission is satisfied that such is the case, it would be able to rely on the results of the national bodies and reduce its own audit work. In addition there would be a basis for reducing the period for which supporting documents for expenditure and checks have to be kept.
The “Contract of Confidence” is therefore a way of improving co-operation between the control bodies of the Commission and Member States, taking practical steps to advance toward a “Single audit”, and of making it possible for the Commission to gain assurance from the audit work of national bodies, without changing the present legal rules. It is important to emphasise that the “Contract of Confidence” is not a requirement for an annual declaration of assurance on expenditure, and that it is a voluntary process to be applied where the benefits to both Member State  and Commission are established.

The establishment of a “Contract of confidence” between the Commission and a Member State will be based on 3 elements:
· Assurance that the financial management and control system established meets the requirements of Regulation 438/2001,

· The drawing up of a satisfactory audit strategy by the national authorities covering the whole audit effort for all the programming period,
· The submission of reports under Article 13 of Regulation 438/2001 which provide an adequate basis for assessing the effective implementation of the audit strategy and an assurance with regard to the expenditure concerned.

A “Contract of confidence” will not necessarily cover all Funds and all programmes. It may be limited by Fund and/or to certain regions or programmes for which the conditions are considered to be fulfilled by the Member State and the Commission.

*******

Let me conclude with some lessons for the dynamic of any reform :

· It must be considered that there is nothing more difficult to carry out nor more doubtful of success;

·  and it is the nature of most innovations that their beneficiaries are anonymous.

In our case the improving of the co-ordination and the quality of the controls and the audits of the Structural Funds, the anonymous beneficiaries will be the European tax payer.









Ricardo GARCIA AYALA

�  Centralised system – shared management – joint management with international body – decentralised system.


1	The term “final recipient” is used throughout the manual for the body or firm carrying out the operation when this body is not the final beneficiary as defined in Article 9 (l) of Regulation (EC) N° 1260/1999.
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