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CHAPTER 1

ECSC SOLVENCY AND CHANGES IN MAIN ECSC
ACTIVITIES

Introduction

1.1. This chapter concerns the ECSC’s solvency at 31
December 1996 and the changes' in its main budgetary
and financial activities during the year. The ECSC’s
solvency is of particular interest for the following
reasons:

— apart from some marginal lending from the ECSC’s
own funds, ECSC loans are financed by bank
borrowings and bond issues. It is therefore important
for ECSC securities to have the best possible financial
‘market ratings. That, in turn requires an excellent
solvency level,

— since most ECSC loans are back-to-back with the
corresponding borrowings (in terms of rates, currency
and maturity), the main banking risk to which they
are exposed is the risk of non-recovery. Other risks
may arise if the balance between loans and
borrowings is disturbed by a debtor’s defaulting,

— the Treaty of Paris expires in 2002 and in

consequence any changes in the necessary own funds
must be monitored carefully, in order to safeguard the
ECSC’s solvency right up to the expiry of the Treaty

and, beyond that date, to ensure that the remaining .

borrowings can be serviced.

ECSC SOLVENCY.
* Solvency ratio

1.2. Since 1994 the solvency ratio provided for in
Council Directive 89/647/EEC () has been the main
instrument by which the ECSC’s solvency is assessed. The
denominator of the ratio comprises assets and
off-balance-sheet items weighted in accordance with the
Directive. For the numerator, however, the Commission
takes the Guarantee Fund and surplus not allocated items
and omits others which might be considered to form part
of the ECSC’s own funds (see paragraph 1.8). The
definition of own funds used in calculating the solvency
ratio is the result of an interpretation of the Directive
which provides a sufficiently prudent valuation.

{(!) Council Directive of 18 December 1989 on a solvency ratio

for credit institutions (89/647/EEC), OJ L 386, 30. 12. 1989
p- 14.

S

1.3. At 31 December 1996 the ECSC’s solvency ratio
was 21,07 %, compared with 15,99 % at 31 December
1995. The change was due to the increase in the
Guarantee Fund (+8 %) and, to a greater extent, a
substantial decrease in the volume of outstanding loans,
owing to the reduction in ECSC activity as the Treaty
approaches expiry. '

Provision for large exposures

1.4. The expiry of the Treaty of Paris in 2002 is already
having a significant effect on the level of ECSC activity.
The loan portfolio is shrinking steadily and -becoming
concentrated among an increasingly small number of
debtors. The risk generated by such a concentration of
liabilities vis-a-vis third parties was the subject of a
Council Directive on the monitoring and control of large

. exposures of credit institutions (2). The Court referred to
_ the two limits provided for in the Directive in its reports

on the ECSC for financial years 1994 (paragraph 1. 5)
and 1995 (paragraph 1.6) (3).

1.5. The Commission established a provision for large
exposures in 1995, in order to offset the risk associated
with this concentration. The amount of the provision is
calculated as a function of the amounts by which the

above two limits have been exceeded, as specified in

Annex VI of Council Directive 93/6/EEC (4). Although
the Directive is not directly applicable -to the ECSC
situation, it does result in a policy which is sufficiently

. prudent as regards the exposures resulting from past

transactions. The provision decreased from ECU 55
million at 31 December 1995 to ECU 36 million at 31
December 1996. The change is due to the reduction of
the assets in question following repayments in 1996 .and
the increase in the specific value ad]ustment for one of
the principal debtors.

2 ) Council Directive 92/121/EEC of 21 December 1992 on the
monitoring and control of large exposures of - credit
institutions, OJ L 29, §. 2. 1993, p. 1.

Annual report concerning the ECSC for the financial year

1994, O C 329, 7. 12. 1995, p. 3.

Annual report concerning the ECSC for the financial year

1995, OJ C 377,°13. 12. 1996, p. 3.

The limits apply to the value of the ECSC’s commitment to

any one client or group of connected clients:

— the total exposure to any one client or group of
connected clients must not exceed 25 % of the ECSC’s
own funds,

— the total volume of large exposures must not exceed
- 800 % of the said own funds. The exposure is deemed to
be large if the total exposure to any one client or group
of connected clients is 10 % or more of own funds.

Council Directive 93/6/EEC of 15 March 1993 on the capital

adequacy of investment firms and credit institutions, OJ

L 141, 11. 6. 1993, p. 1.

(3
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Specific value adjustments

1.6. Under the Council Directives concerning annual
accounts (%) (6), the asset items on the balance sheet must
be valued individually and be the subject of specific value
adjustments if necessary. The amount shown on the
balance sheet by way of specific value adjustments for
loans, including interest, rose from ECU 155 million at
31 December 1995 to ECU 193 million at 31 December
1996 (7). The 24 % "increase was due to the changed
situation regarding one debt due and not received, which
was also the subject of a substantial value adjustment in
1995 (paragraph 1.9 of the Court’s 1995 ECSC report).
Moreover, the Court has already pointed out that
although these loans are compatible with the regulations,
they were gtanted on the basis of considerations other
than the specific interests of the ECSC (see paragraph
2.10 of the same report).

1.7. The Commission ‘also reviewed the financial
position of the other high-risk debtors, namely those

(%) Fourth Council Directive of 25 July 1978 based on Article
54 (3) (g) of the Treaty on the annual accounts of certain
types of companies (78/660/EEC), O] L 222, 14. 8. 1978, p.
11. .

Council Directive of 8 December 1986 on the annual

accounts and consolidated accounts of banks and other

financial institutions (86/63S/EEC), O] L 372, 31. 12. 1986,

p- 1.

(?) ECSC financial statements at 31 December 1996: specific
value adjustments for loans (ECU 134 million, note 5.1) +
specific value adjustments for loans, payments due and not
received (ECU 47 million, note 8) + value adjustments for
accrued income (ECU 12 million, note 9).

(6

~

whose debts to the ECSC were not covered by first-class
guarantees (%), but found no cause to establish further
value adjustments.

Changes in applications of ECSC funds and resources

1.8. The commitments for the ECSC operating budget
continued to fall in 1996 (28 %, see Table 1), whilst the
level of resources generated during the year remained
close to that for 1995. The surplus was used for a further
allocation of ECU 19 million to the Guarantee Fund (in
addition to the ECU 14,4 million from the contributions
from new Member States) and a substantial increase in
the provision for financing the ECSC operating budget
(see Table 2), thus substantially reinforcing the ECSC’s
own funds (see Table 3). This provision should make it
possible to absorb the reduction of the rate of ECSC levy
to zero, which is expected to occur in 1999 at the
latest.

(%) ‘First-class guarantees’ are guarantees from Member States of
the EU or similar (public institutions and public industrial
corporations of Member States) and bank guarantees.
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Table 1 — Changes in application of funds and resources 1991 to 1996

(ECU million)

1991 1992 1993 1994 1995 1996 - ‘Change
ftem - g
a b b—a
A — Application.
Administrative expenditure - 5,0 50 5,0 5,0 ’ 5,0 5,0 —
Commitments ) 454,4 477,2 531,2 386,4 277,9 201,2 -76,7
Exceptional applications of funds — 85,9 7,1 32,5 —_ — —
Total Applications (A) 459,4 568,1 543,3 4239 282,9 206,2 - 76,7
B — Resources of the year ‘
Result of non-budgetary operations 254,7 131,5 ©201,3 112,5 90,8 95,6 +4.8
Levy ’ 175,0 146,5 | 1213 107,7 102,3 95,9 -6,4
Other budgetary resources (fines, rebates, etc) . 4.8 11,6 4.4 ~72
Cancellations of commitments 32,3 75,8 94,0 63,3 70,7 90,0 +19,3
Exceptional resources — — — . 91,9 — — —
Total resources of the year (B) 462,0 353,8 416,6 380,2 2754 285,9 +10,5
‘B—A 2,6 | -2143 | -126,7 -43,7 -75 79,7 +87,2
Transfer from (+) / to {-) the provision for ) R .
financing the operating budget -14 +163,2 +105,9 +43,3 +0,3 -58,6 . - 589
Tranéfer from (+) /to (-) reserves — +53,0 . +22,0 +2,0 +9,0 - -19,0 - 28,0 V
Surplus for the financial year 1,2 1,9 1,2 1,6 1,8 2,1 40,3

Source: ECSC financial statements for the years in question.

Table 2 — Movements against the provision for financing the ECSC operating budget in 1996

(ECU million)

Item Balance at Utiliz:;tion Allocation Net Balance at
31. 12,1995 change 31. 12. 1996
1. Available provision for financing the ‘
ECSC operating budget 70,6 | -14,6 +73,2 +58,6 129,2
2. Provision for fines and suréharges to
be paid subsequently and for
subsidies to be recovered (') 74,1 — +4,3 +4,3 78,4
Total 144,7 -14,6 +77,5 +62,9 207,6

(") Fines, surcharges and interest subsidies are_considered as ECSC resources only when they have actually been paid. Until
then an amount equivalent to these claims is included in this provision. The ECU 78,4 million in question is thus not
yet available as finance for the operating budget.

Source: ECSC financial statements at 31 December 1996, note 16.
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Table 3 — Changes in ECSC own funds in 1996

(ECU million)
Item . . .
§ o 31. 12. 1995 Allocation Withdrawal 31. 12. 1996
(after allocation of surplus)
New Member States’ contributions not
yet called 22,1 — -221 —_
Guarantee Fund (1) 435,3 +33,4 — 468,7
Special reserve 170,5° +5,5 - — 176,0
Former Pension Fund 65,8 +3,7 — 69,5
Surplus brought forward (%) 0,1 +0,4 — 0,5
Provisions for large exposures 55,0 — -19,0 36,0
Available provision for financing the :
operating budget 70,6 +58.6 129,2
Total 819,4 +101,6 -41,1 879,9

('} Own funds used by the Commission in the numerator of the ECSC solvency ratio.
Source: ECSC financial statements at 31 December 1996.

1.9. Cancellations of legal commitments for the year increased from ECU 70 million in 1995
to ECU 90 million in 1996. Despite these changes ECU 1 059 million of commitments was still
outstanding at 31 December 1996, which seems very high given the probable decline in the
ECSC’s budgetary activities between now and its dissolution. A high level of cancellations is,
therefore, to be expected in future years (see also paragraphs 2.34 — 2.36)..

Changes in the ECSC balance sheet

1.10. The ECSC’s balance sheet total declined by ECU 1 703 million (19,5 %) between 31
December 1995 and 31 December 1996 (see Table 4), mainly due to the lower level of loans
from borrowed funds. Whereas the level of redemption remained high, the ECSC disbursed only
ECU 279,7 million of new loans in 1996, including one loan of ECU 15,6 million to a
Romanian steelworks under Article 95 (see Table 5), as part of a financial package of ECU 200
million for the countries of central and eastern Europe.
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Table 4 — Changes in the ECSC summary balance sheet, before allocation of surplus, from
31 December 1995 to 31 December 1996

31. 12.‘1995 . 31.412. 1996
ECU million % ECU million %
Assets - . .
Loans (to banks and undertakings) ) 6 174, 70,8 4 583 T 654
B Liquid assets (bank balances and bonds) i 2166 24.9 2126 |. 30,3
ECSC operating budget (‘ECSC OB’) (levy, fines and - .
subsidies for collection) - 76 0,9 - 80 1,1
Tangible and intangible assets . N 0,1 3 0,0
Other assets : 30 0,3 20 0,3
Prepayments and accrued income ‘ . 262 30 | 198 2,9
' Towl | 8713 | 1000 | 7010 | 1000
Liabilities ‘
Amounts owed (including bond: issues) ’ <5965 - 684 4 677 66,7
Others liabilities 350 4,0 78 1,1
Accruals and deferred income : 208 2,4 160 23
Provisions for liabilities and charges 41 0,5 75 1,1
Provisions for large exposures ) 55 0,6 36 - 0,5
ECSC OB (commitments and provisions) 1400 16,1 1268 |. 18,1
Reserves and surplus o 694 80 | - 715 | - 10,2
Value adjustment reserve ’ 0 0,0 1 0,0 i
Total 8713 | 100,0 7 010 100,0

Source: ECSC financial statements at' 31 December 1996.

v

Table 5 — Loans disbursed by ECSC under Articl'e's- 54, 56 and 95 1989-1996
’ (ECU million)

Year — Article 54 . Article 56 Article 95 Workers Total
_ Article 54.1 Article 54.2 6
1989 . 195,7. 30,0 as84 | - — 16,0 700,1
1990 243,1 155,2 5854 — 10,1 993,8
1991 4387 | . 663 859, — 17,7 | 13822
1992 2152 831,8 4262 — 13,0 1486,2
1993 7,6 209,7 688,1 — 12,9 918,3
1994 108,9 347,0 208,8 — 87 6734
1995 60,5 25,7 260,2 423 14,1 402,8
1996 s24 | 252 167,1 156 194 279,7

Sources: Figures obtained from Commission (DG II).
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1.11. The amount of outstanding loans from borrowed
funds was ECU 4 500 million at 31 December 1996. This
item will continue to decline, falling to around ECU 750
million at 23 July 2002 (before value adjustments), with
almost 90 % not covered by first-class guarantees. The
last of these loans will mature in 2019. The above figures
were calculated on the basis of the loans disbursed before
31 December 1996. Following a Commission Decision
(see paragraph 2.2) there must be no new loans to

tie up reserves or mature after the expiry of the ECSC
Treaty.

1.12. At 31 December 1996 the liquid asset accounts
made up 30 % of the ECSC’s assets and constituted the
second largest item, after loans. They decreased slightly
between 1995 and 1996, mirroring the changes in the
main balancing items under liabilities (see Table 6).

Table 6 — Changes in ECSC liquid assets and principal balancing items, 31 December 1995 to
31 December 1996

(ECU million)

Balance sheet item 31. 12. 1995 31. 12. 1996
Liquid assets .
Balances with central banks 1,4 0,6
" Loans and advances to credit institutions
— repayable on demand 16,4 15,7
— with agreed maturity dates or periods of notice 4570 662,1
Bonds 1691,3 14474
Total liquid assets 2 166,1 2125,8
Principal balancing items
Guarantee fund 435,3 468,7
Provisions for financing ECSC operating budget 144,8 207,6
(Multiannual) commitments for operating budget 12553 1059,9
Specific value adjustments in respect of loans and’ 1550 0 ] 193,1
advances
Provisions for liabilities and charges 41,0 75,0
Provision for large exposures 55,0 - 36,0
Total principal balancing items 2 086,4 2 040,3

Source: ECSC financial statements at 31 December 1996.

Conclusion

1.13. The 1996 financial year showed a substantial surplus, thus enabling the ECSC to
reinforce its solvency substantially and to make the necessary provisions and value adjustments.
In view of the expiry of the ECSC Treaty the object of the accumulated reserves is, firstly, to
provide for the end of budgetary activities despite the reduction of the ECSC levy to zero
(planned for 1999 at the latest) and, secondly, to bring the Guarantee Fund gradually to a level
corresponding to 100 % of the amount of loans not backed by Member State guarantees
outstanding at 23 July 2002, after deduction of the specific value adjustments.
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CHAPTER 2

ECSC LOANS AND INTEREST SUBSIDIES

Introduction

2.1. The Court’s most recent observations concerning’

the ECSC’s lending operations were published in Chapter
2 of the Court’s Annual report on the ECSC for the
financial year 1993 (°) and its Annual report on thé
ECSC for the financial year 1995 (19) (referred- to below
as ‘the 1993 report’ and.‘the 1995 report’ respectively).

2.2. With a view to the expiry of the Treaty of Paris the
Commission decided in 1994 to adjust the terms of its
policy on ECSC loans and borrowings (!!) in the
direction of a reduction of lending activity. More

specifically, it was decided that the maturity dates of -
ECSC loans decided on or after 1 July 1994 would not .

extend beyond 23 July 2002 (the expiry date of the
ECSC Treaty), although an exception could be made in
the case of loans which did not tie up reserves, namely
those backed by a government guarantee. There were,
nevertheless, some existing loans which will mature-after
the ECSC expiry date and which tie up reserves. (see
paragraph 1.11). .

Loans under the second paragraph of Article 54

2.3. The object of these loans is to promote the
. conswmnption of coal and steel of Community origin by
offering enterprises loans at advantageous rates
equivalent to ‘AAA’ rates, to which, in the case of global
_ loans, financial intermediaries may add a surcharge of
not more than 1 %. In consideration of this beneficiaries
must, amongst other things, use a certain minimum
amount of Community coal or steel. The loans are
" granted as part of a co-financing package and may not
exceed 50 % of the amount of the investment.

2.4. In the steel sector, which never benefited from
subsidized loans, global loans (loans distributed via
financial intermediaries) were granted between 1986 and

- 1996. As part of its adjustment of ECSC lending and’

borrowing policy in preparation for the expiry of the
Treaty on 23 July 2002, the Commission decided not to

®) "Annual report concerning the ECSC (for the financial year -

1993), OJ C 346, 7. 12. 1994.

- (') Annual report concerning the ECSC for the financial year
1995, O] C 377, 13. 12. 1996.

(') Adjustment of borrowing and lending policy with a view to
the expiry of the ECSC Treaty, O] C 175, 28. 6. 1994.

accept any loan applications after 30 June 1994. The last
on-lent loan was disbursed in November 1996 and the
latest maturity date set is for. 2003.

2.5. The observations which- follow are based on the

- Court’s audit of global loans disbursed to steel consumers -

in one Member State (see paragraph 2.12). The total
amount of loans paid in this context up to 31 December
1996 was -ECU 284 million. The Court examined at the
Commission the computer files for 139 on-lendings, i. e.

" all the on-lent loans in existence at the time of the audit,

and carried out on-the-spot audits of one financial
intermediary and five enterprises which had received ECU
27,8 million in loans.

Observations on management

2.6. The Commission uses steel purchasing data as the
basis for monitoring compliance with the obligation to
use Community steel. The purchasing data do not
necessarily reflect the actual consumption ‘and, in
particular, do not show up purchases intended for other
companies (within the same group, for example). The
Commission should also, during ori-the-spot visits, have
verified the consumption in the context of the
investments concerned, on the basis of mass balances and
technical production data. .

2.7. In the course of the on-the-spot audits of the five
enterprises referred to in paragraph 2.5 the Court noted
one case where the consumption declared in the periodic
reports was significantly higher than the amount actually
consumed. In these five cases there was no trace of any

. kind ‘of control activity on the part of the intermediary

banks in this regard. The Commission, for its part,
performed on-the-spot checks of only three beneficiaries
in the whole of the 1986-1996 period. ~

2.8. Paragraph 1.1 of the working principles applicable
to these loans (}?) concerns the eligibility of industrial
projects and states that the purchase cost of steel
included in the finished product must account for a
certain minimum percentage of the total cost of the raw -

‘materials used (50 %), or of the total cost of the |

constituents (20 %), or, lastly, of the selling price of the
finished product (5 %). The estimated percentages for a
given project must be stated in the loan application.

According to the terms of the global contracts financial

(2) Loans which may be granted pursuant to Article 54, second
paragraph, of the ECSC Treaty for investment aimed at
promoting the consumption of Community steel, Working
principles, O] C 291, 31. 10. 1987, p. 3.
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intermediaries may only on-lend to enterprises which
satisfy the eligibility criterion concerning the relative
amount of steel in the manufactured product. In the five
cases audited by the Court, however, the banking
intermediaries had never verified this. The Commission’s
files generally contained no evidence that would have
made such verification possible at its level.

2.9. Three out of the five enterprises audited had not
fulfilled their contractual obligations in terms of steel
consumption, neither overall in terms of the scheduled
period, nor by reference to each of the financial years in
question. In such cases, the Commission has never called

in loans, even in part, although the contracts allow it to .
- do so. The minimum steel consumption clause, which is .

the essential part of this instrument, thus loses all

credibility, because failure to comply -with it has no .

repercussions as far as beneficiaries are concerned.

2.10. Review of the 139 computer files relating to funds
on-lent from 1986 to July 1996 showed that in 38 cases
beneficiary” enterprises’ declarations quoted  steel
consumption figures that fell below their contractual
obligations, but the Commission had not taken any
action in response to this irregularity.

Observations concerning effectiveness

2.11. The working principles applicable to these loans
state that projects should increase. or, in the case of
restructuring, maintain, the level of steel consumption,
but they do not set a minimum level of steel
consumption, whether in absolute terms or as a function
of the volume of lending. Among the enterprises visited
was one which consumed barely 2 000 tonnes of steel per
year for an investment of ECU 3,2 million (the equivalent
of ECU 1600 per tonne) and another which consumed
more than 320 000 tonnes, having invested ECU 11
million (i. e. ECU 35 per tonne). It is clear that, in terms
of the financial resources employed, the second
investment was the more effective. The Commission
should have laid down precise eligibility criteria on this
point and should have fixed a limit below which projects
would be deemed to be insufficiently effective in terms of
the loan requested. :

2.12. Italian entrepreneurs were the only ones to benefit
from these loans. Disbursement of them was
accompanied by aid from the Italian Treasury, which
gave partial cover against the exchange risk. In the other
Member States these loans were not combined with
similar State aid and proved not to be attractive enough
as far as potential beneficiaries were concerned.

2.13. The Commission has never evaluated the
effectiveness of this instrument since its introduction in

1986. Such a study could, however, have been a useful
factor in deciding whether or not the instrument should
be retained or, even, improved. It would undoubtedly
have shown up the parameters in terms of which it
proves to be more or less effective (activity sectors, size of
enterprise, Member State, whether loans are direct or
indirect, etc).

Loans with interest subsidies under Article 56 (2) (a)

2.14. The loans disbursed under Article 56 (2) (a) of the
ECSC Treaty are accompanied by interest subsidies. They
are granted in terms of the number of new jobs created
three years after disbursement of the subsidiary loan and

 maintained by the beneficiary enterprises for two years. If

these conditions are not satisfied, the subsidies for the
missing posts cease to apply for the whole of that period
and any amounts over-paid are recovered .from the
beneficiary. The ~penalty for not fulfilling contractual
obligations is thus applied retrospectively.

2.15. The responsible Commission departments use the

. progress reports compiled by beneficiary enterprises and

forwarded by banking intermediaries to monitor whether
these conditions are being complied with. However, the
beneficiaries, who have no desire to lose the subsidies
already received, themselves compile the reports which,
until 1 October . 1996, were accompanied by no
supporting documents, and the reports are forwarded via
banking intermediaries, which have no desire to upset
customer relations. There is thus a risk that declarations
will not give a true view of the situation. -

Audit visits by the Court

2.16. Audit visits by the Court to France.and the United

- Kingdom at the end of 1995 and the beginning of 1996

revealed high levels (14 % and 35,5 % respectively) of
ineligible interest subsidies relative to the volumes audited
(see paragraphs 2.16 and 2.17 of the Court’s 1995
report).

2.17. Since the 1995 report was drawn up, the Court
has also made audit visits to Germany and Italy (at the
end of 1996 and the beginning of 1997), which also
revealed considerable levels of irregularities. As with the
audits mentioned in the 1995 report, the selected files did
not, in principle, show evidence of particular risks. In
view of the specific characteristics of the subsidy
arrangements (spread over five years, payment in three
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instalments, retrospective effect of not fulfilling
conditions), the Court drew a sample from the files for
which one or other condition had expired at any time
during the lifetime of the files.

2.18. In Germany the audits concerned one financial

intermediary, eight beneficiary enterprises and grants of

interest subsidies amounting to ECU 1284499.
Following the Court audits the ECSC aid had to be cut
by ECU 238 000: 18,5 % of the audit total. The cases
involving  ineligible  subsidies  concerned  three
beneficiaries.

2.19. In Italy the- audits concerned two financial
intermediaries and 20 beneficiary enterprises, for a total
of ECU 1024 366 of interest subsidy granted. This time
the downward adjustment was ECU 262 666, or 25,6 %
of the audit total, instances of ineligible subsidies having
been established at twelve beneficiary enterprises. .

2.20. In the course of the audits many of the progress

reports detailing the numbers of jobs created proved not
to give a true view of the situation. These results
confirmed the systems’ weaknesses already mentioned by
the Court in its 1993 and 1995 reports, but, as in the
case of last year’s figures, these percentages cannot be
projected to the interest subsidies as a whole, because the
number of files audited is proportionately too small.

Action taken by the Commission in 1996

2.21. In view of the inherent risks of this instrument, the
Court stated in its 1995 report that the situation should
be remedied as a matter of urgency. Following that, the
Commission ceased to make new payments simply on the
basis of beneficiaries’ declarations in terms of the number
of jobs created and, instead, waited until it had also
received progress reports certified by the statutory
auditors of the beneficiary enterprises, or another
supporting document which corroborated the declared
figures.

2.22. These new control measures were put in place in
October 1996. For that reason only ECU 7 million
(20 %) of the ECU 34 million disbursed in 1996 was
subject to them. The ECU 27 million disbursed during
_ the first nine months of 1996 was disbursed under the
same conditions as in 1995 and was thus exposed to the
same risk of irregularity. The Commission expected to
audit on the spot in 1997 around 150 of the payments
that had .been effected between January and September

1996 and which corresponded to an interest subsidy of
more than ECU 50 000 (all tranches combined).

2.23. The results of these additional audits will make it
possible to identify any irregularities and to proceed to
recovery, but they will be known too late for them to be
taken into account in this Report. The Court therefore
reiterates . the opinion which led it to make an
observation concerning this point in the Statement of
Assurance for 1995.

Action proposed by the Commission for 1997

2.24. The Commission introduced systematic checks of
all payments on the basis of supporting documents in
time for the final quarter of 1996, but finds them too
restrictive from the beneficiaries’ point of view. In effect,
beneficiaries are expected to supply additional
documentation that has not been required in the past. In
some cases, where the subsidies are for small amounts,
the administratie burden imposed by this new
requirement is out of proportion. The Commission has
therefore decided to retain these documentary checks
only if the subsidy granted exceeds ECU 50 000. In
addition, on-the-spot visits are to be arranged in the
following four situations:

— for subsidies of more than ECU 50000, if the
documents received are insufficient, incomplete, or
conflicting, :

— for subsidies of less than ECU 50 000, on the basis of

a random selection,
— to resolve difficult cases,

— where the financial intermediary so requests.

2.25. In the Court’s opinion the solution advocated by

- the Commission seems reasonable, given that the extent

of the checks would be disproportionately expensive.
This is a problem that ought to have been considered at
the stage where the instrument was under development: it
is essential to ensure that the eligibility requirements can
be verified with relatively limited resources.

Eligibility of job takeovers

2.26. Under the terms of the operational rules (*?), loans
may be available where permanent jobs are created or, in
the case of investment projects in the coal and steel
sector, existing jobs which are under serious threat are
maintained. Takeovers of employees as part of the

(3} Guidelines and operational rules for the granting of
conversion loans under Article 56 of the Treaty establishing
the European Coal and Steel Community, OJ C 188, 28. 7.
1990, p. 9.
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acquisition or privatization of an enterprise are thus
eligible for assistance only in the coal and steel sector.

2.27. Since 1990 takeovers of jobs outside the coal and
steel sectors during the privatization of undertakings in
the former German Democratic Republic have been
accepted as eligible. However, the decision on this
exception to the rules has never been taken at the
appropriate level. From this point of view all the cases
where subsidies were granted on the basis of job
takeovers in the new German Lédnder were ineligible. It is
not possible, however, to effect recovery from the
beneficiaries, as the management departments at the
Commission deemed that these jobs qualified when the
loan applications were accepted.

Combining ECSC subsidies with SME facility subsidies

2.28. In  accordance  with  Council  Decision
94/217/EC (**) the Commission grants interest subsidies
on loans by the European Investment Bank (EIB) to small
and medium-sized enterprises (SME) under its temporary
lending facility. The European Council meeting at
Copenhagen in fact called on the EIB to earmark a
financial package of ECU 1 000 million for strengthening
SME competitiveness (‘the SME facility’) (*%).

2.29. These interest subsidies are granted for a period of
five years and are intended to reduce by 2 % per annum
the interest rate on loans granted by the EIB within the
ECU 1000 million package. The amount of the
subsidized loan granted is limited to ECU 30 000, or
ECU 3 000 of subsidy, per job created.

2.30. This instrument is very similar to the ECSC
- ‘conversion loans’, in terms of its objectives (job
creation), nature (interest subsidies) and overall terms of
eligibility (the jobs must be created within a certain time
frame, have a link with the investment which the loans
are used to co-finance and be maintained for a specified
period).

(**) Council Decision of 19 April 1994 on the provision of
Community interest subsidies on loans for small and

medium-sized enterprises extended by the European.

Investment Bank under its temporary lending facility
(94/217/EC), O] L 107, 28. 4. 1994, p. 57.

(1*) The ECU 1 000 million of the SME facility forms part of the
ECU 3000 million added to the ECU 5000 million
temporary lending facility by the EIB at the invitation of the
European Council meeting in Copenhagen. The latter facility
was created by the EIB on 10 February 1993 at the behest of
the European Council meeting in Edinburgh. _

2.31. Administration of the subsidies accompanying the
EIB loans is delegated to the EIB, which arranges for
them to be distributed to beneficiaries through financial
intermediaries (banks) via national agents. In the case of
ECSC subsidies, it is the appropriate Commission
departments that are responsible for the administration
of subsidies in the light of data forwarded to them by the
financial intermediaries which distribute the loans.

2.32. The agreement concluded between the
Commission and the EIB under the Council Decision on
the SME facility prohibits the combining of these loans
with any other subsidized loans, and those subsidized by
the ECSC in particular. It is thus a matter of ensuring
that the same new job is not subsidized by the Union
twice over. In cases where an enterprise receives two
types of subsidized loan, the only way to verify whether
this .clause is being respected is to include both loans in
checks at the point where the files are examined, such as,
for example, ex post facto checks. In cases where the two
loans are granted by two different financial
intermediaries it is not possible to check at that level,
since access to the two sets of files is necessary and that
is precluded by the competitive relationship between
banks and, also, by secrecy rules. Even if there is only
one financial intermediary such checks prove to be
ineffectual, as the Court has already pointed out in its
report concerning the ECSC for the financial year 1995,

_and as the Commission has acknowledged (see

paragraphs 2.21 and 2.24 of this report). .

2.33. Coordination of the control mechanisms for the
two instruments is therefore necessary, in order to ensure
that the non-cumulation rule i$ adhered to, and that can
only be done at Community level. Given that the final
responsibility rests with the Commission in both cases
and, in principle, the latter has access to all the necessary
information as regards ECSC loans, arrangements should
be put in place whereby the type of data forwarded in the
case of the SME facility subsidies is the same, so that
cross-checking - would then be possible.  Such
arrangements must be instituted very quickly, because, as
far as this facility is concerned, the jobs in question must
have been created before 31 December 1996 and
beneficiaries must have submitted subsidy applications by
30 June 1997 at the latest.

Sleeping commitments

2.34, The balance of commitments relating to interest
subsidies was around ECU 332 million at 31 December
1996. It included ‘legal’ commitments amounting to ECU
222 million and “final’ commitments amounting to ECU
110 million.

2.35. Legal commitments are commitment$ which have
been the subject of a Commission decision but do not
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represent irrevocable contractual obligations to third
parties. They may be seen as-a reserve of subsidies that
will become final commitments in the future. It is only
after the disbursement of the subsidiary loan(s) that they
become final commitments.- Thereafter they represent a
debt which the ECSC will be obliged to discharge in the
following five years, in as far as the beneficiaries fulfil the
necessary conditions.

2.36. The Commission has not been permitted to grant
new interest subsidies since 1 July 1997. It therefore had
only the first half of 1997 in which to finally commit the
ECU 222 million of existing legal commitments, to which
the 1997 budget proposed to add a further ECU 7
million. As an indication, ECU 21 million of legal

commitments became final during the 1996 financial

year.

Rec-oz/ery of subsidies

2.37. When the Commission notices that the number of

jobs created or maintained is less than provided in the

- contracts, it revises the corresponding interest subsidies
downwards. This is done by recalculating any subsequent

. payments or, if necessary, by recovering all or part of any
payments already made. The request for recovery leads to
the establishment of a claim.

2.38. The total amount af such claims was around ECU
10 million at 31 December 1996. This figure corresponds
to requests for recovery of which more than half date
from 1994 and 1995, with the oldest going back to

1991. The Commission must improve its monitoring

system so as to speed up recovery of them.

2.39. During an on-the-spot visit the Court found that
two claims dating from 1994 had still not been paid in
1997 and that the Commission had' not- sent any
reminders to the enterprises concerned. In one of these
two cases it became apparent that the debtor had been
bankrupt since 1994. The financial intermediary was
aware of this, but had not informed the Commission,
contrary to its contractual obligations. Furthermore;
some of the claims included in the ECSC balance sheet
are “irrecoverable- because, for example, the debtors in
question are bankrupt.

2.40. The weakness of the system for monitoring and
recovering subsidies that are to be recovered also has
repercussions at the level of the accounts. The
Commission’s attitude in this area is very prudent in that
any claim recorded in the accounts is 100 % covered by a
provision and is not recorded as income until the sums
due have been collected. However, assuming that the file
has been monitored correctly, when the Commission
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establishes ‘that a subsidy that is to be recovered will .
never be paid, it must remove the corresponding claim
from the ECSC balance sheet.

Conclusion

2.41. The declared objective of the global loans that are
granted under Article 54 paragraph 2 of the ECSC Treaty
as aid to steel consumption is to promote Community
steel consumption. There is, however, no precise criterion
for the implementation of the consumption clause (see
paragraph 2.11). The checks that are made in this
context lack precision (see paragraph 2.6) and stop at the
figures declared by beneficiaries (see paragraphs 2.7 and
2.8). Above all, the fact that an objective has not been
achieved is of no consequence (see paragraph 2.9).

2.42. Moreover the only beneficiaries attracted by these
loans were those in Italy, because the loans were
accompanied by State aid {see paragraph 2.12). Lastly,
the Commission has carried out no evaluation of the

effectiveness ‘of these loans (see paragraph 2.13).

2.43. As regards the subsidies which accompany the
loans disbursed under Article.56 (2) (a), the situation in
1996 was similar to. that criticized by the Court in its
report concerning the 1995 financial year (see paragraphs
2.20 and 2.23 of this report). However, the control
measures that were adopted with effect from the last
quarter of 1996 (see paragraph 2.21) and those planned
for 1997 (see paragraph 2.24) are a significant
improvement. ’ :

2.44. As regards these same subsidized loans, the Court
noted an eligibility problem: in the context of
privatizations in the new German Ldnder, job takeovers
were treated as jobs created. This practice was accepted
by the Commission staff, whereas it is excluded by the

" rules (see paragraphs 2.26 — 2.27).

2.45. The Union grants interest subsidies under the
Copenhagen SME facility. This has many similarities with
the ECSC conversion loans. The aim of both instruments -

" . is to. promote job creation and there is a risk that the

same new job may be subsidized twice over, even though
this is prohibited. Only appropriate checks at
Commission ‘level could make it possible to prevent or
remedy this (see paragraphs 2.28 — 2.33).

2.46. The legal commitments relating to ECSC subsidies
appear to have been over-estimated, given that it became
impossible for them to be transferred to final
commitments after 1 July 1997 (see paragraphs 2.34 —
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2.36). Furthermore, the monitoring of the subsidies to be

recovered must be much stricter and the corresponding °

claims must cease to be included in the balance sheet as
soon as they prove to be irrecoverable (see paragraphs
2.37 — 2.40).

CHAPTER 3

STATEMENT OF ASSURANCE CONCERNING THE ECSC

3.1. In accordance with Article 45c¢ of the Treaty
establishing the European Coal and Steel Community
(ECSC) the Court has examined the ECSC’s accounts in
order to provide the European Parliament and the
- Council with a statement of assurance as to the reliability
of the accounts and the legality and regularity of the
underlying transactions.

3.2. The accounts in question are the financial
statements of the ECSC at 31 December 1996, which
were drawn up under the auspices of the Commission
and published in the Official Journal of the European
Communities (16).

3.3. In its report on the financial statements of the
ECSC at 31 December 1996 (1), which constitutes a
statement of assurance as to the reliability of the

accounts and is published with the financial statements,
the Court concluded that the latter ‘give a true and fair
view of the- assets and financial situation of the European
Coal and Steel Community at 31 December 1996 and of
the results of its operations for the year then ended’.

3.4. In addition, in order to assure itself of the legality
and regularity of the transactions underlying the ECSC’s
accounts for the financial year 1996, the Court carried
out audits in accordance with generally accepted
international auditing standards, relying, in particular, on
analysis of the systems and-the results of the tests carried
out. -

3.5. In the Court’s opinion, it has obtained adequate
assurance as to the legality and regularity of the
transactions as a whole.

3.6. Without prejudice to the above opinion, the Court
notes that there are inherent risks in the systems

‘pertaining to the interest subsidies accompanying loans

granted under Article 56 (2) (a) of the Treaty establishing
the ECSC, as regards compliance with the eligibility
criteria. The existence of these risks was borne out by the
on-the-spot audits of this expenditure that were carried
out in relation to the 1996 financial year: the audits
revealed a high frequency of substantial errors (1),
although it was not possible to establish the total volume
(see paragraphs 2.17 — 2.20).

This report was adopted by the European Court of Auditors in Luxembourg at the meeting of

12 and 13 November 1997.

(1) Financial statements of the ECSC at 31 December 1996, Of
C 242, 8. 8. 1997.

(*7yReport on the financial statements of the ECSC at 31
December 1996, O] C 242, 8. 8. 1997.

For the Court of Auditors
Bernhard FRIEDMANN

President .

a

(*#) According to the terminology used by the Court of Auditors,

legality/regularity errors which directly affect the amount of
the underlying transactions are described as substantial.
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COMMISSION’S REPLIES

CHAPTER 2

ECSC LOANS AND INTEREST SUBSIDIES

Loans under Article 54, second paragraph _
Observations on management , -

2.6. Monitoring on the basis of purchases made enables

both the quantities and Community origin of steel to be

verified in a relatively straightforward manner, which’ is
not always possible for steel used from stocks.

As the enterprises concerned do not produce steel
themselves, purchases are their sole source of supply, and

as consumption is continuous, variations between stocks .

and tonnages consumed are, in principle, assumed to
balance each other out over time. It should also be noted
that subsidiary-loan applications for activities essentially
of a commercial nature have always been turned down a
priori, and that, as a result, subsidiary loans under Article
54, second paragraph, have been used to finance
industrial-type activities only.

In the case of the latter, any sales of steel as raw material
(i.e. purchased and resold without having undergone any
processing) generally account for a very modest

- proportion of trading. Moreover, no major reselling -

activity was detected in the checks which were- carried
out. :

During the next on-the-spot visits, however, the
Commission will endeavour to reconcile the technical
production data with the purchasing figures.

2.7. The audit visits made related to 16 subsidiary loans
out of a total of 147. In the course of these checks,
significant disparities between the consumption figures
declared in the periodic reports and actual consumption
were detected in one case only, as pointed out by the
Court. :

This financial instrument has no budgetary impact: the
loans do not attract any interest subsidies, and hitherto
there have been no cases of default among financial
intermediaries taking out global loans from the ECSC.

2.8. For most of the subsidiary loans concerned, steel is

virtually the exclusive raw material used in fabrication,

and in such cases there is no need for special analysis to
determine whether the criterion concerned has been met.

In the course of the audit visits, not a single case of
non-compliance with this criterion has ever been found.

2.9. For two of the enterprises concerned, a major
increase in annual consumption of Community steel was
recorded compared with the situation prior to
implementation of the project, so that the objective of the
loans was essentially achieved. The third enterprise did
not succeed by 31 December 1996 in achieving an
increase in actual steel consumption compared with the
situation prior to the project. After assessing the specific
situation of this enterprise, the Commission decided to

“call in the subsidiary loan.

2.9 and 2.10. The contractual clause on consumption is
an evaluation criterion which makes it possible to
determine the extent to which the enterprise has achieved
its growth target. However, non-compliance with this
set-figure criterion does’ not mean that the general
objective of the subsidiary loan has not been achieved.
Where an enterprise records a significant and lasting
increase in its consumption of Community steel,-even at a
level below the set-figure criterion specified in ,the
contract, the Commission considers that the general
objective has been achieved. '

According to the information available to the
Commission, the enterprises have, in the. vast majority of
cases, significantly increased their consumption of
Community steel by virtue of the projects co-financed by
ECSC loans. The Commission has noted ten subsidiary
loans for which there has been no increase in
consumption. The enterprises concerned are currently the
subject of supplementary investigations, upon completion
of which the Commission will assess whether sanctions
are warranted.

Early repayment of the subsidiary loan (accompanied by
possible compensation) is the only sanction possible in
respect of an enterprise which does not meet its -
commitments. Such a measure is potentially destabilising
for the economic situation of the enterprise concerned
and should therefore only be applied -in particularly
serious cases. Hitherto, the Commission has fot
considered it justifiable to take this drastic measure in
cases where non-attainment of consumption targets has
been attributable to circumstances beyond the control of
the enterprise (for example, a crisis on the markets for
the products concerned).

By contrast, from the start of 1997 onwards, the
Commission has applied the early repayment sanction
where an enterprise has not increased its consumption of



15.12. 97

Official Journal of the European Communities

C 380715

Community steel but upped its non-Community supplies.
Similarly, this sanction has been imposed where an
enterprise has failed to increase its consumption of
Community steel and the nature of the financed
investment has been found not to be conducive to an
increase in the enterprise’s steel-processing capacity.

Observations concerning effectiveness

2.11. The Commission recognises that, at the instrument
design  stage, the setting of a minimum-
consumption-increase ‘threshold (in absolute or relative
terms) would have enhanced effectiveness. As the
instrument has now been discontinued, however, this
suggestion by the Court is no longer applicable.

2.12 to 2.13. Even in the absence of a formal evaluation
procedure, the instrument has been subject to continual
evaluation. In 1993, the Commission bowed to the
evidence indicating that the technical complexity of this
instrument and the absence of an interest subsidy and
other advantages made it difficult to use this form of loan
extensively in countries other than Italy. The Commission
in no way encouraged the subsequent use of this
instrument.

Loans with interest subsidies under Article 56 (2) (a)
Audit visits by the Court

2.16 t0 2.20. As underlined by the Court in section 2.20
of the report, its findings cannot be projected to the
interest subsidies as a whole.

Following the.remarks already made by the Court in its
1995 report, the Commission checked a random sample
of 208 subsidy payments, as being representative of the
overall interest subsidies paid between 1 July 1995 and
30 June 1996. The sampling method (variable sampling),
the results of the checks made by the Commission and
their projection to payments as a whole were examined
and approved by an international firm of auditors.

As a result of these checks, an error rate of 5,8 % was
determined in relation to the amount of payments
covered by the sample. By extrapolating this result, it can
be estimated with 95 % reliability that the error rate for
the total amount of interest subsidies paid between 1 July
1995 and 30 June 1996 lies in the range of 2,2 % to
9,4 %. Although the conclusion drawn from this
representative sampling is less worrying than the findings
of the Court, the Commission has nevertheless tightened
up its internal control system in order to reduce this
irregularity rate.

Action taken by the Commission in 1996

2.22. The irregularity rate in payments made from
January to September 1996 can be estimated on the basis
of the results obtained from the representative sample
verified by the Commission, i.e. 5,8 %, and will be
appreciably reduced a posteriori following the audits
carried out by the Commission in 1997.

Eligibility of job takeovers

2.26. to 2.27. The Commission is of the view that the
privatizations in the new German Ldnder carried out by
the state-owned Treuhandanstalt are not comparable
with privatizations as they take place in Western market
economies. Instead, they had to accomplish the transition
from a centrally planned and administered economy,
which was characterized by excessive vertical integration,
systematic cover-up of hidden unemployment and
overburdening of companies with public tasks like social

- services and health care, to a decentralized market

economy. Therefore the maintenance of employment by
way of privatization was. considered as the ecohomic
equivalent of employment creation under market
economy conditions.

This treatment was only granted for primary Treuhand
privatizations excluding the purchasing price, but
considering the takeover of personnel from the former
Treuhand company as creation of new employment. In
order to enhance a rapid modernization of equipment,
capital expenditure was only considered as eligible
investment to the extent that it went beyond the purchase
price the investor had paid to the Treuhand.

The decision to apply the abovementioned line to all
primary Treuhand privatizations for which the investors
presented Article 56 ECSC loan applications did not
require a Commission decision and was therefore
adopted by the competent Commission services. The
Commission recognises that this interservice agreement
was not fully documented.

Combining ECSC subsidies with SME facility subsidies

2.28 to 2.33. The Commission has asked the EIB to
furnish it with the data relating to interest subsidies paid
in respect of loans under the Copenhagen SME facility.
As soon as it has received this information, the
Commission will verify that the same new job has not
been subsidized twice over.
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Sleeping commitments

2.34 t0 2.36. The commitments amounting to ECU 220
million are spread over some 70 global loans and
represent that -to which the Commission is potentially
committed. The exact amount will, of course, not be
known until the end of the period required for disbursing
subsidiary loans, i.e. early 1998. :

What is more, the Commission has closely followed the
development of the problem: in its .draft amending

operating budget for 1997 and its draft operating budget -

for 1998 (SEC(97) 933 final of 29 May 1997), the
Commission took account of the additional cancellations
of commitments that will result from the end of the
ECSC’s conversion policy.

The Commission estimated (point 2, page 10 of SEC(97)
933 final) that at least ECU 140 million of commitments

under global conversion loans will -have to be cancelled -

over the period 1997-1998. An initial tranche of ECU
100 million in cancellations is planned for 1997.

Recovery of subsidies.

2.38. From 1994 to July 1997 requests for recovery of
interest rebates totalling ECU 34,3 million were. issued of

which ECU 16,2 million have been received and ECU 4,2 -

million subsequently withdrawn following receipt of

satisfactory documentation. A further ECU 1 million is .

‘being paid in instalments.

The balance of ECU 12,9 million includes ECU 2,5
million which relates. to- beneficiaries now in liquidation
(see point 2.40 below).

The Commission is in the process of setting up a
procedure for serving regular reminders in respect of
outstanding claims.

2.40. The Commission will ensure that irrecoverable

claims are removed from the balance sheet as soon as the .

impossibility of their recovery has been duly established.

Conclusion

2.41. The Commission acknowledges that, had the
granting of loans been made subject to a set threshold for
growth in consumption of Community steel, it would

have been possible to clearly specify the criteria. For the
reasons set out in its reply to point 2.6, however, it takes
the view that simplified monitoring on the basis of steel
purchases was sufficient. It feels that the checks carried
out to date, covering 11 % of subsidiary loans, have not
invalidated the general reliability of the data
communicated by enterprises. Since the beginning of
1997, the Commission has taken action against certain

~ enterprises by demanding the early repayment of the

subsidiary loans concerned. This measure was taken only
in respect of the most serious cases and related to three
subsidiary loans and one direct loan. For the reasons set
out in the reply to points 2.9 and 2.10, such action was
not applied to all cases of underconsumption of
Community steel. :

2.44. The Commission treated the maintenance of
employment by way of privatizations ‘which had to
accomplish the transition from a centrally planned to a.
market economy as eligible employment creation.

2:45. The Conimission has requested the EIB to furnish
-it with data on interest subsidies granted under the SME

facility. Once it has received this information, the
Commission will check to ensure that the same new job
has not been subsidized twice.

2.46. Final commitments will continue being made until

early 1998 as subsidiary-loan applications are submitted
for the final disbursements of funds. Unused legal
commitments will be cancelled in two tranches - the first
in late 1997 and the second in early 1998.

A procedure for serving regular reminders in respect of
subsidies to be recovered is in the process of being set

up. -

CHAPTER 3 -

STATEMENT OF ASSURANCE CONCERNING THE ECSC

3.6. The Commission has set up appropriate control
procedures and instruments; moreover, analysis of the
statistical sample used shows that the risk of error is low.
Notwithstanding any  other  consideration, the -
Commission.” will continue striving to improve its
management (see more exhaustive reply under 2.16 to
2.20) -
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