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Abstract

The article looks at how “systemic” irregularities or breaches of law imputable to EU Member States are
defined in key legal documents relating to the protection of the EU budget - notably with regards to
Agricultural, Structural and Recovery funds, and with regards to the Conditionality Regulation. It is argued
that “system deficiencies” arise where the financial interests of the European Union are damaged or put at risk
because the systems meant to protect these interests in a Member State are considered deficient themselves.
The scope of these systems varies with documents: some systems are defined in sectoral legislation and only
have relevance for specific funding programmes; other systems have a more constitutional character and are
linked to the protection of the rule of law in EU member states. Moreover, the severity of system deficiencies
can be graded on a scale. This has implications regarding the extent of the financial consequences which can
be imposed on Member States for the protection of the EU budget — how much EU funding should be
withheld from them. It is also argued that the rationales underlying the imposition of financial consequences
- putting the EU budget out of harm’s way or incentivizing change to reduce risk? — have implications
pertaining to the legal and constitutional relationship established between the EU and its Member States.

Keywords: EU budgetary law; funding programmes; protection of the financial interests of the EU; risk; rule of law;
conditionality; system deficiencies; systemic

A. Introduction

Unlike in some other fields, EU budgetary law does provide for a relatively clear definition of the
systemic criterion.! In a nutshell, “systemic” irregularities or breaches of law arise where the
financial interests of the European Union are damaged or put at risk because the systems meant to
protect these interests in a Member State are considered deficient themselves. Deficiencies
affecting such systems—or “system deficiencies” for the purposes of this special issue—increase
the likelihood that breaches of law will occur, which would negatively affect the EU’s financial
interests. As will be seen, this approach to the systemic criterion can be found in slightly different
forms in key documents of relevance to EU budgetary law, be it in sectoral legislation on

ISee notably the articles by Leandro Mancano and Mathieu Leloup in this special issue.
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Agricultural funds? or Structural funds,’ in legislation applicable to the newer and considerable
Recovery funds,* or in generally applicable legislation on the protection of the EU budget in cases
of breaches of the principles of the rule of law.”

What is more controversial is the issue of determining which consequences should flow from
the finding that a system deficiency exists in a Member State. Should EU funding be withheld from
that Member State? If so, what funding, and to what extent? In proportion to what should the
calculation be made? Should such financial consequences take the form of a suspension or of a
definitive cancellation of financial commitments? In appearance technical in nature, such
questions help shedding light on the deeper features of the systemic criterion in EU budgetary law.
As will be seen, system deficiencies can be graded on a scale of seriousness, from the least to the
most severe. In turn, acknowledging different levels of system deficiencies can be used as a proxy
for the calculation of the different levels of risk they create for the EU budget. Financial
consequences (in a nutshell—how much money is to be withheld from Member States) can be
calculated on that basis.

However, in some cases, it appears that avoiding risk is not the only rationale at play in the
calculation of financial consequences. The imposition of financial consequences can also appear as
a means to incentivize change in a Member State, in order to remedy system deficiencies and
therefore address the roots of the risk created to the EU budget. This is where a technical issue of
calculation takes a constitutional dimension, raising the question of knowing in which
circumstances and to what extent limitations of access to funding for the protection of the EU
budget may be used as a means to induce the compliance of Member States with certain
requirements.

The article addresses the systemic criterion in EU budgetary law in three parts. First, it shows
how a similar approach to the systemic criterion is present in major legislative provisions for the
protection of the EU budget in relation to sectoral funds in shared management, to funds under
the Recovery and Resilience Facility and for the protection of the EU budget in cases of breaches of
the principles of the rule of law under the Conditionality Regulation. Second, it reviews in greater
detail the features of the systemic criterion in EU budgetary law by looking into the gradation in
system deficiencies and to which extent financial consequences are—or not—themselves
calculated in proportion to the level of seriousness of these deficiencies. Finally, the article analyses
the sometimes-overlapping rationales at play in the calculation of the financial consequences
imposed as a response to system deficiencies, and argues that it should be explicitly accepted that
such financial consequences may partly be calculated on the basis of the level of compliance by
Member States with requirements for the protection of the EU budget.

“Regulation 2021/2116 of the European Parliament and of the Council of Dec. 2, 2021 on the financing, management and
monitoring of the common agricultural policy and repealing Regulation (EU) No 1306/2013,2021 O.J. (L 435) 187.

3Regulation 2021/1060 of the European Parliament and of the Council of June 24, 2021 laying down common provisions on
the European Regional Development Fund, the European Social Fund Plus, the Cohesion Fund, the Just Transition Fund and
the European Maritime, Fisheries and Aquaculture Fund and financial rules for those and for the Asylum, Migration and
Integration Fund, the Internal Security Fund and the Instrument for Financial Support for Border Management and Visa
Policy 2021 O.J. (L 231) 159 [hereinafter Common Provisions Regulation].

Regulation 2021/241 of the European Parliament and of the Council of Feb. 12, 2021 establishing the Recovery and
Resilience Facility, 2021 O.J. (L 57) 17 [hereinafter RRF Regulation].

*Regulation 2020/2092 of the European Parliament and of the Council of Dec. 16, 2020 on a general regime of
conditionality for the protection of the Union budget, 2020 O.]. (L 433) 1 [hereinafter Conditionality Regulation]. Thus, the
present article conceives system deficiencies as deficiencies affecting the systems put in place at Member State level, and EU
responses to these deficiencies. For an analysis of systems set up at EU level for the protection of the financial interests of the
EU, see notably, Maurizio Bellacosa & Maurizia De Bellis, The Protection of the EU Financial Interests Between Administrative
and Criminal Tools: OLAF and EPPO, 60 CoMMON MKT. L. REv. 15, 15-50 (2023).
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B. The Systemic Criterion in EU Budgetary Law: Addressing Weaknesses in the
“Systems” Meant to Protect the EU Budget

A similar understanding of the systemic criterion applies to several key legal instruments and case-
law of relevance to the protection of the EU budget. As this article argues, the criterion tends to be
used to address weaknesses or deficiencies in the systems set in place at national level to manage or
prevent risks to the financial interests of the European Union. This can be observed notably in (I) EU
legislation applicable to the “shared management” of funds between EU institutions and national
authorities; (II) in the horizontally applicable Regulation 2020/2092 providing a general regime of
conditionality for the protection of the Union budget (Conditionality Regulation); and (III) in the
conditions provided for in the Regulation establishing a Recovery and Resilience Facility.

I. Shared Management: Protecting Funds from Deficiencies in Management and Control Systems
Article 317(1) of the Treaty on the Functioning of the European Union assigns to the European

Commission the responsibility to “implement the budget,” “in cooperation” with the Member States.
This responsibility is to be exercised in accordance with regulations adopted under article 322(1)
TFEU. Prominent amongst them, the Financial Regulation® distinguishes between different
“methods of implementation” of the EU budget.” In a nutshell, these methods entrust budget
implementation tasks to the Commission directly (direct management),® allow for the sharing of
these tasks with Member States (shared management),” or to entrust them to other persons or
entities (indirect management).'® However funds are managed, EU law provides for measures to be
taken for the protection of the financial interests of the European Union. For instance, article 325
TFEU is the legal basis for the adoption of measures to “counter fraud and any other illegal activities
affecting the financial interests of the Union,” those measures being “such as to afford effective
protection in the Member States, and in all the Union’s institutions, bodies, offices and agencies.”!!
Yet, it is arguably with regards to EU funds in shared management that the systemic criterion is the
most explicitly'” defined in relation to the protection of the financial interests of the Union.

The Common Provisions Regulation'” provides for common legal provisions on eight funds in
shared management, including 392 billion euros of funding for Cohesion policy over the 2021-2027

Regulation 2018/1046 of the European Parliament and of the Council of July 18, 2018,0n the financial rules applicable to
the general budget of the Union [hereinafter Financial Regulation], amending Regulations (EU) No 1296/2013, (EU) No 1301/
2013, (EU) No 1303/2013, (EU) No 1304/2013, (EU) No 1309/2013, (EU) No 1316/2013, (EU) No 223/2014, (EU) No 283/
2014, and Decision No 541/2014/EU and repealing Regulation (EU, Euratom) No 966/2012, 2018 O.J. (L 193) 1.

’Id. at art. 62.

8Id. at art. 62(1)(a).

°Id. at art. 62(1)(b).

1014, at art. 62(1)(c).

Consolidated Version of the Treaty on the Functioning of the European Union art. 325(1), 2012 O.J. (C 326) 47
[hereinafter TFEU].

12Certain uses of the systemic criterion in EU budgetary law are comparatively less clearly defined. For instance, in relation to
article 325(1) TFEU (read in conjunction with the Commission Decision 2006/928 of December 13, 2006 establishing a mechanism
for cooperation and verification of progress in Romania to address specific benchmarks in the areas of judicial reform and the fight
against corruption), the Grand Chamber of the Court of Justice of the European Union stated in the Euro Box case that

[I]t falls to [the national legislature], where required, to amend its legislation and to ensure that the procedural rules applicable to
the prosecution of, and the imposition of penalties for, offences of fraud affecting the financial interests of the European Union and
offences of corruption in general are not designed in such a waythat there arises, for reasons inherent in those rules, a systemic risk
that acts that may be categorized as such offences may go unpunished.

It is not clear from such a formulation that the “systemic” nature of the risk means that it stems from a system deficiency (of the ill-
designed rules against fraud), that it has a general and persistent nature, or a combination of both. On these terms and categories, see
the theoretical framework proposed in the general introduction to this special issue.

BCommon Provisions Regulation, supra note 3.

_ =
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period."* The document makes explicit references to the systemic criterion in relation to “systemic
irregularities” affecting these funds. For clarity’s sake, it is worth explaining first how particular
“irregularities” are defined in wider EU budgetary law, before looking at their systemic variant.

“Irregularities” refer to “any breach of applicable law, resulting from an act or omission by an
economic operator, which has, or would have, the effect of prejudicing the budget of the Union.”*”

The prejudice inflicted on the budget may derive from a reduction or loss of “revenue accruing
from own resources collected directly on behalf of the [Union],”*® or by charging an “unjustified item
of expenditure” to that budget.'” As confirmed by the Court, the concept of irregularity in this
context is thus composed of three cumulative elements. In the first place, the existence of an
infringement of EU law, which covers “not only breaches of a provision of EU law as such,” but
which may also cover breaches of the “provisions of national law which are applicable to operations
supported by” an EU Fund, for instance in relation to Structural Funds.'® In the second place, the
breach of law must be the result of “an act or omission by an economic operator.” While this
encompasses the actions or omissions of “any natural or legal person, or other entity involved in the
implementation of the Funds,” it is specified that Member States themselves are not considered as
economic operators when they are exercising their “prerogatives as a public authority.”'? In the third
place, the breach of applicable law by an economic operator constitutes an irregularity for our
purposes where it has, “or would have,” the “effect of prejudicing the budget of the Union.” The
Court has interpreted this provision as meaning that it is not necessary to establish “the existence of a
specific financial impact” it is “sufficient that the possibility of an impact on the budget of the funds
concerned is not excluded.”*® The notions of risk or of “probability of occurrence” are therefore built
in the way EU law construes the concept of irregularity in relation to EU funds.

Given the definition above, it might appear somewhat surprising that “systemic irregularities”
are not presented as a simple derivation of particular irregularities—such as an amped up, more
frequent, persistent, wide ranging or more serious variant of irregularities. Instead, the conceptual
construction of systemic irregularities really changes the focus from looking at the conduct of
economic operators, to assessing how well Member States have set up “management and control
systems” to detect, prevent and remedy particular irregularities in relation to EU funds. In the
vocabulary of the Common Provisions Regulation, a “systemic irregularity” means “any
irregularity, which may be of a recurring nature, with a high probability of occurrence in similar
types of operations, which results from a serious deficiency [ ... ]!

!4Regional Policy, European Commission, EU Regional and Urban Development (July 5, 2021), https://ec.europa.eu/regional_
policy/funding/available-budget_en. These amounts should be understood in the context of the total amount of 1,074.3 bn euros for
the EU’s Budget for the seven-year period 2021-2027, to which one is to add 750 bn euros for the one-off, post-pandemic Next
Generation EU (NGEU) funds. See e.g., EU Budget, European Council of the European Union, Long-term EU budget 2021-2027
and recovery package (Mar. 14, 2023), https://www.consilium.europa.eu/en/policies/the-eu-budget/long-term-eu-budget-2021-
2027/. About NGEU, see Alberto de Gregorio Merino, The Recovery Plan: Solidarity and the Living Constitution, EU L. LIVE, June 3,
2021,  https://eulawlive.com/long-read-the-recovery-plan-solidarity-and-the-living-constitution-by-alberto-de-gregorio-merino/ ;
Bruno de Witte, European Union’s Covid-19 Recovery Plan: the Legal Engineering of an Economic Policy Shift, 58 COMMON
MKT. L. REV. 635, 635-82 (2021); Péivi Leino-Sandberg & Matthias Ruffert, Next Generation EU and its Constitutional
Ramifications: a Critical Assessment, 59 COMMON MKT. L. REV.433, 433-72 (2022).

15Council Regulation (EC, Euratom) 2988/95 of Dec. 18, 1995, art. 1(2) on the protection of the European Communities
financial interests, 1995 O.]. (L 312) 1.

1614, at art. 1(2).

171d.; see Common Provisions Regulation, supra note 3, at art. 2(31).

18See e.g., Case C-743/18, Elme Messer Metalurgs v. Latvijas Investiciju un attistibas agentiira, ECLI:EU:C:2020:303, para.
51 (Oct. 1, 2020).

YCommon Provisions Regulation, supra note 3, at art. 2(30).

20Case C-743/18, Elme Messer Metalurgs v. Latvijas Investiciju un attistibas agentira, ECLI:EU:C:2020:303, 44 66-67 (Oct.
1, 2020); see also C-408/16, Compania Nationald de Administrare a Infrastructurii Rutiere SA v. Ministerul Fondurilor
Europene — Directia Generald Managementul Fondurilor Externe, EU:C:2017:940 49 60, 61 (CJEU Dec. 6, 2017).

2lCommon Provisions Regulation, supra note 3, at art. 2(33) (emphasis added).
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Thus, irregularities are not systemic in themselves, but in that they are the symptoms of a
problem—a “serious deficiency.” A serious deficiency arises where Member States fail to
guarantee sufficiently “the effective functioning of the management and control system of a
[funding] programme” and where “significant improvements in the management and control
systems are required” in line with applicable EU legislation.?> It is not essentially?® because
irregularities are recurrent that they are systemic; rather, irregularities become systemic when the
management and control systems which are supposed to prevent them are flawed to the point
where irregularities have a “high probability of occurrence” in similar situations.?*

A similar approach characterizes the protection of funds for the Common Agricultural policy,
totalizing 373.8 bn euros for the 2021-2027 period—99.1% of which is implemented under the
principle of shared management with Member States.”® Regulation 2021/2116 on the financing,
management and monitoring of the common agricultural policy?® provides that Member States
“shall adopt all laws, regulations and administrative provisions and take any other measures
necessary to ensure effective protection of the financial interests of the Union.”” To that end,
Member States, “shall set up efficient management and control systems in order to ensure
compliance with the Union legislation governing Union interventions. Member States shall take
the actions necessary to ensure the proper functioning of their management and control systems
and the legality and regularity of expenditure declared to the Commission.”*

The national bodies constituting these management and control systems form part of the
“governance systems” set up in Member States to manage agricultural funds. The applicable
legislation defines “serious deficiencies in the proper functioning of the governance systems” as
amounting to “the existence of a systemic weakness, taking into account its recurrence, gravity and
compromising effect on the correct declaration of expenditure, the reporting on performance, or
the respect of Union law.”® Thus, following a similar approach to that taken in the Common
Provisions Regulation, the systemic criterion refers in the context of the Common Agricultural
Policy to weaknesses in the (control and management or governance) systems set up for the
protection of the financial interests of the EU. As will be seen, this approach is also dominant in
other major documents laying down protections for the EU budget.

Il. The Conditionality Regulation: the Rule of Law as an Overarching Control System

As its full name makes clear, the Conditionality Regulation is meant “for the protection of the EU
budget” by the setting up of “a general regime of conditionality.”*° It applies to the whole EU
budget, including Recovery Funds,*! which in legal terms exist alongside the traditional seven year
budget laid down in the EU Multi-annual Financial Framework.>* Remarkably, the name
previously given to this Regulation employed a vocabulary revolving around the systemic

22Common Provisions Regulation, supra note 3, at art. 2(32).

“Note the use of the modal verb “may” in article 2(33) of the CPR, “irregularity, which may be of a recurring nature.”

24Common Provisions Regulation, supra note 3, at art. 2(33).

CAP funds, European Commission, Common Agricultural Policy Funds, https://agriculture.ec.europa.eu/common-
agricultural-policy/financing-cap/cap-funds_en.

26Regulation 2021/2116 of the European Parliament and of the Council of Dec. 2, 2021, On the financing, management and
monitoring of the common agricultural policy and repealing Regulation (EU) No 1306/2013 2021 O.J. (L 216) 1.

271d. at art. 59(1).

BId. at art. 59(2) (emphasis added).

Id. at art. 2(d).

$Conditionality Regulation, supra note 5.

31See subsection B(III).

32See Merino, supra note 14; Witte, supra note 14.
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criterion. In the legislative proposal submitted by the European Commission two years and a half
before its final adoption (“the legislative proposal”), the document had a different title: Regulation
“on the protection of the Union’s budget in case of generalized deficiencies as regards the rule of
law in the Member States.”* In its designation as well as in the rest of the document, mentions of
“generalized deficiencies as regards the rule of law” have been erased and replaced by the more
particular reference to “breaches of the principles of the rule of law.”*

Such changes hint that one important issue in the heated* negotiations of the Conditionality
Regulation concerned the extent to which the document would employ terms associated with the
systemic criterion and its lexical register. This translated in a back-and-forth in the document
itself. For instance, a concession to drop the reference to “generalized deficiencies” in favor of
“breaches of the principles of the rule of law” only led to more detailed periphrases to keep the
original idea, if not the formulation, in the Regulation. The Preamble to the Regulation now
provides that, while “individual breaches of the principles of the rule of law” can “seriously harm
the financial interests of the Union,” such is “even more” the case “for breaches that are
widespread or due to recurrent practices or omissions by public authorities, or to general measures
adopted by such authorities.”*® At the same time, it is only in the Preamble that such terms are
employed, not in the articles of the Regulation themselves. If “systemic” vocabulary remains
present in the document, it is so in a legally convoluted way.

Equally contentious stances over the systemic criterion have been taken at the point of
application of the Conditionality Regulation by the Commission to Hungary. In the Fall of 2022,
the Commission issued a proposal for a Council Implementing Decision “on measures for the
protection of the Union budget against breaches of the principles of the rule of law in Hungary.”’
The proposed measures provide for the suspension of a substantial amount of Cohesion funds and
for a prohibition from entering into legal commitments—Ileading to the benefit of EU funds—
with specific types of actors in Hungary,*® notably preventing a number of its universities from
benefitting from Horizon Europe or ERASUMS+ funding.* The Implementing Decision was
adopted by the Council on December 15, 2022. Remarkably, the systemic criterion constitutes a
key component of the dispute between Hungary and the Commission over how the Conditionality
Regulation is to be interpreted and applied. Indeed, the Commission placed the systemic criterion
at the very heart of its case against Hungary, “In light of all the foregoing, the Commission
considers that the issues identified [ ... ] constitute systemic breaches of the principles of the rule
of law within the meaning of Article 2(a) of the Conditionality Regulation [ ... ].”*° It is worth

33Commission Proposal for a Regulation on the Protection of the Union’s Budget in Case of Generalized Deficiencies as
Regards the Rule of Law in the Member States, COM (2018) 324 final (May 5, 2018).

3*Compare art. 1 of Commission Proposal for a Regulation on the Protection of the Union’s Budget in Case of Generalized
Deficiencies as Regards the Rule of Law in the Member States, with the Common Provisions Regulation, recital 15, 2021 O.]. (L 231) 159.

35See, e.g., Euronews, Morawiecki and Orbdn Step up Attacks on EU Over Rule of Law Debate on Eve of Summit, EURONEWS,
Nov 19, 2020, https://www.euronews.com/my-europe/2020/11/18/morawiecki-and-orban-step-up-attacks-on-eu-over-rule-
of-law-debate-on-eve-of-summit.

3 Conditionality Regulation, supra note 5, at preamble para. 15 (emphasis added); See also Commission Communication
Guidelines on the Application of the Regulation (EU, EURATOM) 2020/2092 on a General Regime of Conditionality for the
Protection of the Union Budget, para. 13, COM (2022) 1382 final (Mar. 2, 2022).

37Commission Proposal for a Council Implementing Decision on Measures for the Protection of the Union Budget Against
Breaches of the Principles of the Rule of Law in Hungary, COM (2022) 485 final (Sept. 18, 2022) [hereinafter Proposal for Union
Budgetary Protections Against Breaches in Hungary].

314, at art. 2.

39See Thomas Brent, EU Council Action over Hungary’s Rule of Law Breaches Sees 21 Universities Cut Off From Erasmus
and Horizon Funds, SCIENCE BUSINESS, Jan. 10, 2023, https://sciencebusiness.net/widening/eu-council-action-over-hungarys-
rule-law-breaches-sees-21-universities-cut-erasmus-and; see also Council Implementing Decision 2022/2506 of 15 December
2022, art. 2, 2022 O.J. (L 325) 94.

“Commission Proposal for a Regulation of the European Parliament and of the Council on the Protection of the Union’s
Budget in Case of Generalized Deficiencies as Regards the Rule of Law in the Member States, para. 57, COM (2018) 324 final
(Feb. 5, 2018) (emphasis added) [hereinafter Explanatory Memorandum for Conditionality Regulation].
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noting that article 2(a) of the Conditionality Regulation does not define by itself what a “systemic”
breach of the rule of law is. Contesting the Commission’s findings, took the line that “the
weaknesses in public procurement” noted by the Commission “were not of a systemic nature.”*!

Whereas the above suggests that the systemic criterion is both important and contentious with
regards to the negotiation, adoption and application of the Conditionality Regulation, the precise
meaning of this criterion is not immediately obvious. Contrary to what was seen with structural and
agricultural funds, there is no clear and explicit legislative definition of that criterion. At first sight,
the vocabulary employed in both the first and final versions of the Conditionality Regulation suggests
a meaning of this criterion along the lines of “generalized” or “general and persistent” breaches of EU
law, rather than one falling within the conceptual category of “system deficiencies” found in sectoral
funds.*? As has been noted, the initial title of the Regulation mentioned “generalized deficiencies,”
whereas Paragraph 15 of its Preamble in the adopted text makes clear that the mechanism shall also
target “widespread” breaches of law, “recurrent practices or omissions” and “general measures.”
However, it is argued in the present article that both the object and rationale of the Regulation clearly
point towards a use of the systemic criterion in the sense of system deficiencies.

Indeed, the object of the Conditionality Regulation is not simply to protect the EU budget, but to
do so in situations where that budget is put at risk due to the breach of the legal principles of the rule
of law in a Member State. The underlying rationale is that without proper respect for the rule of law,
there is a risk that “cases of fraud, including tax fraud, tax evasion, corruption, conflict of interest or
other breaches of the law” will not be “effectively pursued by investigative and prosecution services,”
whereas “arbitrary or unlawful decisions of public authorities, including law-enforcement authorities”
may escape judicial review if courts lack independence.*> The Conditionality Regulation is about
protecting the EU budget in cases where the structures and practices of the State itself would put it at
risk. It is implied that such structures and practices, if well-functioning and abiding by the rule of law,
contribute to protecting the budget in a way akin to an overarching control system.

Thus, the Conditionality Regulation obeys a rationale which is similar to that of sectoral funds in
that it relies on an understanding of systemic breaches as meaning deficiencies in the system creating
risks for the financial interests of the European Union. One may even advance that management and
control systems for the protection of sectoral funds are really particular systems, compared to the
higher order nature of the rule of law requirements for the protection of the EU Budget under the
Conditionality Regulation, which target the institutional structures and functioning of the State itself.

Indeed, even though the Member States themselves are responsible for the well-functioning of
management and control systems in relation to sectoral funds*, these systems exist specifically in relation
to EU funding programmes. The Financial Regulation provides that it is “[i]n accordance with the
criteria and procedures laid down in sector-specific rules” that “Member States shall, at the appropriate
level, designate bodies to be responsible for the management and control of Union funds.”* These bodies
are referred to as “programme authorities” in the Common Provisions Regulation—a management
authority and a control authority.*® If Member States are free to make these authorities responsible for
more than one programme,”’ the institutional make-up of the management and control systems remains
functionally attached to the implementation needs of EU funding programmes specifically.

411d. at para. 15.

#25ee the theoretical framework developed in the general introduction to this Special Issue.

Conditionality Regulation, supra note 5, at preamble para. 8.

“4Common Provisions Regulation, supra note 3, at art. 69(2).

“Financial Regulation, supra note 6, at art. 63(3) (emphasis added); see also Common Provisions Regulation, supra note 3, at
art. 71.

46Common Provisions Regulation, supra note 3, at art. 71(1) (emphasis added). Note that other bodies are provided for by
the Common Provisions Regulation and fund-specific legislation. See for instance the reference to “Monitoring Committees”
at article 38 of the Common Provisions Regulation.

“’Common Provisions Regulation, supra note 3, at art. 71(1).
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By contrast, the Conditionality Regulation does not specifically target programme-specific
authorities but whole branches of government such as “executive powers™*® or “the judiciary,”*’
also referring to “law-enforcement authorities™, “public authorities™' or “government
entit[ies].”* The Conditionality Regulation targets the very functioning of the State
in situations in which the financial interests of the EU are at stake. In that sense, it arguably
presents a stronger “systemic” quality than any other piece of budgetary legislation, even without
mentioning the term itself in its preamble or articles. It gives a more fundamental constitutional
and administrative legal dimensions to the concerns of the protection of the EU budget. In
comparison, the management and control systems linked to funding programmes appear akin to
sub-systems, themselves dependent on the correct observance of the principles of the rule of law
as legal requirements bearing on the overarching system of the State architecture and practice
wherever the protection of the EU budget is concerned.

Ill. The Recovery and Resilience Facility: Effective Control Systems as a Condition for Funding

The Recovery and Resilience Facility (RRF) provides for 672.5 billions of euros in grants and loans
(in 2018 prices)>* with the original purpose of “tackl[ing] the adverse effects and consequences of
the COVID-19 crisis in the Union.”* Later amendments under the RePOWER EU initiative
allowed for the use of RRF funding to also tackle the energy crisis which accompanied Russia’s war
against Ukraine.”® The RRF Regulation lays down a legal obligation on Member States being
granted or borrowing RRF funds to “take all the appropriate measures to protect the financial
interests of the Union.“*® Member states are to “ensure that the use of funds in relation to
measures supported by the Facility complies with the applicable Union and national law, in
particular regarding the prevention, detection and correction of fraud, corruption and conflicts of
interests.”>” Mirroring the approach taken for the protection of Agricultural or Cohesion funds,
the RRF Regulation foresees that, “[t]o this effect, Member States shall provide an effective and
efficient internal control system and the recovery of amounts wrongly paid or incorrectly used.”®
In so doing, “Member States may rely on their regular national budget management systems.”

In addition, and importantly, the RRF Regulation introduces conditionality provisions®
allowing EU institutions to wield a strong influence on the features and functioning of the national
institutions and procedures meant to deal with and protect the financial interests of the Union—
including higher order protections related to the rule of law.

This is made possible by making access to RRF funds conditional upon the adoption and
implementation of reforms for the purpose of that protection. In order to benefit from RRF funding,
Member States must submit national Recovery & Resilience Plans to the Commission for assessment.®’
Through these Plans, Member States commit to adopting reforms and making investments, with

BConditionality Regulation, supra note 5, at art. 2(a).

“Id. at art. 3(a).

01d. at art. 3(b).

Sl1d.at art. 3(b).

2]d.at art. 2(b).

S3RRF Regulation, supra note 4, at art. 6.

>41d. at recital 8.

>>Regulation 2023/435 of the European Parliament and of the Council of 27 February 2023 amending Regulation (EU)
2021/241 as regards REPowerEU chapters in recovery and resilience plans and amending Regulations (EU) No 1303/2013,
(EU) 2021/1060 and (EU) 2021/1755, and Directive 2003/87/EC, 2023 O.]J. (L 63) 1.

SRRF Regulation, supra note 4, at art. 22(1).

1d.

8RRF Regulation, supra note 4, (emphasis added).

% Antonia Baraggia & Matteo Bonelli, Linking Money to Values: The New Rule of Law Conditionality Regulation and Its
Constitutional Challenges, 23 G. L. J. 2 (2022).

ORRF Regulation, supra note 4, at art. 18(1).
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related targets and milestones, in line with the conditions and objectives of the RRF Regulation.®!
When the Commission makes a positive assessment of a Plan, it issues a recommendation to the
Council for it to adopt the Plan through an Implementing Decision,*> paving the way for the
disbursement of funding in step with the fulfillment of the conditions listed in the Plan.®

The assessment made by the Commission shall take into account criteria listed under article 19 of
the RRF Regulation, notably covering issues relating to arrangements for the protection of the
financial interests of the EU. A criterion of “effectiveness” obliges the Commission to make sure
inter alia that “arrangements proposed by the Member States concerned are expected to ensure
an effective monitoring and implementation of the recovery and resilience plan, including the
envisaged timetable, milestones and targets, and the related indicators.” Under the criterion
concerning “efficiency,” the Commission shall assess whether the arrangements proposed by the
Member State concerned are expected to prevent, detect and correct corruption, fraud and
conflicts of interests when using the funds provided under the Facility, including the
arrangements that aim to avoid double funding from the Facility and other Union programmes.**

These criteria are to be applied in accordance with Annex V to the RRF Regulation.®® Point 2.10 of
that annex specifies key requirements for the appropriateness of the arrangements provided for by
Member States. These requirements are cumulative, as indicated by the repeated use of the
coordinative conjunction “and”:

[ ... ] the internal control system described in the recovery and resilience plan is based on
robustprocesses and structures, and identifies clear actors (bodies/entities) and their roles and
responsibilities for the performance of the internal control tasks; it notably ensures
appropriate segregation of relevant functions; and

— the control system and other relevant arrangements, including for the collection and
making available of data on final recipients described in the recovery and resilience plan, in
particular to prevent, detect and correct corruption, fraud and conflicts of interests when
using the funds provided under the Facility are adequate; and

— the arrangements described in the recovery and resilience plan to avoid double funding
from the Facility and other Union programmes are adequate; and

— the actors (bodies/entities) responsible for controls have the legal empowerment and
administrative capacity to exercise their foreseen roles and tasks.%

These requirements help us understand what constitute adequate control systems under the RRF
Regulation. However, they are not very precisely defined: For instance, it is not specified exactly what
makes an arrangement “adequate” or what counts as “robust” processes and structures. Nevertheless,
these concepts can be clarified by looking at other instruments and case-law pertaining to the
protection of EU funds, including the Conditionality Regulation.” Moreover, once the Council has
endorsed a National Recovery Plan through an Implementing Decision, the Commission and the
Member State shall flesh out latter’s precise obligations in dedicated agreements.®®

S11d. at art. 18(4).

62]d. at art. 20(1).

831d. at arts. 14(7), 20(5)(a), 20(5)(a)(h).

%4d. at art. 19(3) (emphasis added).

SSRRF Regulation, supra note 4, at art. 19(3).

%Id. at point 2.10 of annex V (emphasis added).
%Id. at recital 72, art. 8

S8RRF Regulation, supra note 4, at art. 15(2), 23(1).
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This short overview shows that all of the budgetary instruments included in the present analysis
foresee that certain systems must be in place to ensure the protection of the financial interests of
the EU. The precise definition of these systems may vary: “[M]anagement and control systems”
(or equivalent) defined in sectoral legislation; principles of the rule of law of relevance for the
protection of the financial interests of the EU; key features of control systems defined in pre—
agreed Plans, the fulfillment of which is set as a condition for access to funding.

Moreover, it should be underlined that the imposition of conditions is not specific to the RRF.
Indeed, Article 15 of the Common Provisions Regulation, read together with its Annexes III and IV,
provides for “enabling conditions” concerning in particular the “effective monitoring mechanisms of
the public procurement market” and the “effective application and implementation of the Charter of
Fundamental Rights.” In case these conditions are not fulfilled, the Commission is to refuse
reimbursement of the related expenditure declared by the Member State.

The scope of these conditions is itself narrower than that of conditions relating to the respect
for the principles of the rule of law under the Conditionality Regulation—which concerns the
overarching system of the State. They do not allow for preventive “suspension of approval of one
or more programmes, as well as the suspension of commitments under shared management”®—
nor for suspension of funding on the scale of the RRF. Yet, as will be seen, even more important
differences between these instruments concern the ways in which such suspensions and other
financial consequences are calculated—or not—on the basis of different levels of seriousness of
system deficiencies in the protection of the EU budget.

C. Different Levels of System Deficiencies and Their Implications Regarding the
Access of Member States to EU Funds

Systems ensuring the protection of the EU Budget may be deficient—but how deficient? Far from
construing system deficiencies in a binary way, EU budgetary law tends to understand these
deficiencies as presenting different levels of seriousness, themselves connected to the amount of
risk created for the financial interests of the EU. This gradual approach to deficiencies is usually
mirrored in the progressive nature of the financial consequences imposed on Member States as a
response to that risk, with due regard to the principle of proportionality. However, an apparent
break with that logic arises with the all-or-nothing approach developed in the application of the
RRF Regulation, allowing for all funding to be withheld until specified conditions are met.

1. Sectoral Instruments: a Gradation of Deficiencies Linked to Different Levels of Financial
Corrections

It has long been accepted in EU budgetary law that systemic deficiencies can be graded on a scale
—they do not constitute a simple, qualitative—only category. Building on pre-existing practice, a
“Commission interdepartmental working party”’ issued in 1993 a Report’! (the Belle Group
Report), which was endorsed by the Commission and which addressed the issue of which
“financial consequences” should derive from (inter alia) “investigations identifying deficiencies in

%Enabling conditions are the successors to the “ex ante conditionalities” fostered in the previous Common Provisions
Regulation (2014-2017), with new possibilities offered compared to the latter, such as bearing continuously on Member States
for the whole duration of a program. Proposal for Union Budgetary Protections Against Breaches in Hungary, supra note 37, at
para. 68.

7°Case C-211/08, European Commission v. Kingdom of Spain, ECLI:EU:C:2002:102, ¢ 12 (Feb. 21, 2002) [hereinafter Spain
v. Commission).

"IGroupe inter-service chargé d'étudier les conséquences a tirer des résultats d’enquétes spéciales ainsi qu'une approche
méthodologique a I'égard des Etats membres ayant appliqué les regles de maniére incorrecte, Communication au groupe
FEOGA : évaluation des conséquences financiéres lors de la preparation de la décision d’apurement des comptes du feoga-
garantie [hereinafter ‘Belle Group Report’] Doc. V1/216/93-FR, 03.06.1993).
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the control processes of a Member State”? in relation to what was then the European Agricultural

Guidance and Guarantee Fund (EAGGF).”? In cases in which it would prove too difficult to arrive
at a straightforward calculation of the costs incurred to the EU budget proves in relation to
deficiencies, the Report developed criteria to determine different flat rates of financial correction”
to be imposed, in relation to the level of risk that deficiencies cause to the EU budget:

A. 2% of expenditure - where the deficiency is limited to parts of the control system of lesser
importance, or to the operation of controls which are not essential to the assurance of the
regularity of the expenditure, such that it can reasonably be concluded that the risk of loss to
the EAGGF was minor;

B. 5% of expenditure - where the deficiency relates to important elements of the control
system or to the operation of controls which play an important part in the assurance of the
regularity of the expenditure, such that it can reasonably be concluded that the risk of loss to
the EAGGF was significant;

C. 10% of expenditure - where the deficiency relates to the whole of or fundamental elements
of the control system or to the operation of controls essential to assuring the regularity of the
expenditure, such that it can reasonably be concluded that there was a high risk of
widespread loss to the EAGGF.”®

As noted by Advocate General Léger, “the report also states that it is possible to refuse the whole of
the expenditure and that, therefore, a higher rate of correction may be held appropriate in
exceptional circumstances”’*—adding a higher possible rate of correction to the first three.

This approach has generally survived since then in relation to agricultural funds, although with
new specifications.”” For our purposes, this approach makes clear that deficiencies can be graded on a
scale (“limited to parts of the control system of lesser importance;” “relates to important elements of
the control system;” “relates to the whole or fundamental elements of the control system” .. . ). This
gradation is used to calculate the level of financial correction to be imposed on the Member States
concerned — how much of the funds will have to be withheld from them in relation to unlawful
expenditure. In this regard, full withdrawal from a funding programme is now reserved for the most
extreme situations’®—although a lower threshold was accepted in the past for full withdrawal.””

2Belle Group Report, front page. Own translation from the French: ‘Les conséquences financiéres des enquétes qui identifient
des défaillances dans les procédures de contréle d’'un Etat membre.

73This fund was replaced as from 2007 by the EAGF and EAFRD.

74Financial corrections consist in cancelling all or part of the support from the EU budget to an operation or program where
that support is not in line with EU law. See Common Provisions Regulation, supra note 3, at arts. 103, 104.

5Spain v. Commission, supra note 70, at para. 18.

76Spain v. Commission, supra note 70, at para. 19.

77See in particular, in relation to Agricultural funds, Commission Delegated Regulation 907/2014 of March 11, 2014, art.
12(7), supplementing Regulation (EU) No 1306/2013 of the European Parliament and of the Council with regard to paying
agencies and other bodies, financial management, clearance of accounts, securities and use of euro, 2014 O.J. (L 255) 18
(emphasis added):

When establishing the level of flat-rate corrections, the Commission shall specifically take into account the following
circumstances demonstrating a higher gravity of the deficiencies revealing a greater risk of loss for the Union’s budget: (a) one or
more key controls are not applied or are applied so poorly or so infrequently that they are deemed ineffective in determining the
eligibility of the claim or in preventing irregularities; or(b) three or more deficiencies are detected with respect to the same control
system; or (c) the Member State’s application of a control system is found to be absent or gravely deficient, and there is evidence of
wide-spread irregularity and negligence in countering irregular or fraudulent practices; or(d) a correction has already been
applied to that Member State for similar deficiencies in the same sector, account taken however of the corrective or compensating
measures already taken by the Member State.

78See, e.g., Case C-404/19 P, French Republic v. European Commission, EU:C:2020:1041 (Dec. 17, 2020).

7See in particular the judgement of the Court where all funding was denied to France under the EAGGF in a situation in
which an irregularity presented such features as to make it impossible to “apportion the expenses chargeable to the
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A similar approach has been followed regarding funds governed by the Common Provisions
Regulation, which also distinguishes between several levels of seriousness to qualify systemic
deficiencies. Just like for agricultural funds, these different levels of seriousness reflect a graded
level of estimated risk for the EU budget. The risk to the “legality and regularity” of expenditure is
highest where a “serious deficiency(ies) is so fundamental, frequent or widespread that it
represents a complete failure of the system.” The next three levels of failure, in decreasing order,
represent respectively an “extremely serious failure of the system;” a “system not fully functioning”
or doing so “poorly” and “infrequently” in light of EU legal requirements; and a “system not
functioning consistently.”®® Like for agricultural funds, the severity of the deficiency is assessed in
relation to the level of risk it poses—itself graded on a scale—to the expenditure concerned in a
given system. Thus, “the legality and regularity of all of expenditure concerned” is put at risk
where the serious deficiency is “complete,” whereas a “very high,” “high and “significant”
proportions of the expenditure are respectively put at risk by the next three levels of severity of the
deficiency.®! The Common Provisions Regulation provides for a gradation system in its Annex
XXV to identify the proportion of EU funding to be withheld in relation to the levels of severity of
deficiencies in the management and control systems for a specific funding programme. Thus, flat-
rate corrections of 100%, 25%, 10% and 5% are respectively attached to levels of deficiency
evaluated as “complete,” “very high,” “high and “significant.”®?

II. Different Levels of Risks Attached to Systemic Breaches of the Principles of the Rule of Law

Now turning to risks for the EU budget related to rule of law concerns, it is noticeable that, in its
proposal for a Council Implementing Decision for the application of the Conditionality Regulation
against Hungary, the Commission appears to approach the application of that Regulation with a
similar perspective as that which is followed in sectoral instruments. The Commission evaluates as
“very significant” the “potential impact” of the breaches of the principles of the rule of law “on the
sound financial management of the Union budget and on the financial interests of the Union.”
Looking at public procurement in particular, the Commission states that “in principle, some public
procurement procedures may not be affected by those systemic breaches.”® As a consequence, the
Commission notably proposed to the Council that 65%%—not 100%*—of EU funding be
suspended for “cohesion policy programmes 2021-2027 that are expected to be implemented mainly
through public procurement.” The Council lowered that amount to 55%, to take into account “the
number and significance of remedial measures that have been satisfactorily implemented by
Hungary to address the identified breaches of the principles of the rule of law.”*

Community and to the Member State respectively”—without need for a more extreme situation to occur. Joined Cases 15 and
16/76, French Government v. Commission of the European Communities. (EU:C:1979:29), paras. 32-35 (Feb. 7, 1979).
Regarding the evolution of the proportion of financial corrections to be imposed in relation to the EAGGF, see Justyna Lacny,
Between the Devil and the Deep Blue Sea: The CJEU Case-law on Financial Corrections Imposed by the Commission on the
Member States, 13 JCER 1044, 1047 (2017).

80Common Provisions Regulation, supra note 3, at annex XXV, article 104(3).

811d. at annex XXV, article 104(3).

82Common Provisions Regulation, supra note 3, at annex XXV, art. 104, para. 3.

8Proposal for Union Budgetary Protections against Breaches in Hungary, supra note 37, at para. 138.

841d at para. 139.

85The argument has indeed been made that the severity of the rule of law deficiencies in Hungary should require a 100%
suspension of EU funding for that Member State. See in particular the study delivered to the Greens/EFA Party in the
European Parliament and conducted by Kim Lane Scheppele, et al., Freezing all EU Funds to Hungary: a Legal Analysis of Why
a 100% Suspension is “Proportionate” and “Appropriate” under Regulation 2020/2092 on a General Regime of Conditionality for
the Protection of the Union Budget (2022).

86Council Implementing Decision 2022/2506 of 15 December 2022 on measures for the protection of the Union budget
against breaches of the principles of the rule of law in Hungary, recital 60.
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Thus, the breaches of the rule of law at stake have not given rise to a “complete”—or equivalent
—failure of the Member State to guarantee the sound financial management of the Union budget
and the protection of the financial interests of the Union. This suggests that, for the Commission,
system deficiencies in Hungary still stand in a category below the highest possible level of severity
in putting the EU budget at risk.

Furthermore, these deficiencies may slide further down the scale of severity if the Member State
adopts and implements appropriate measures to remedy these breaches—as Hungary has promised
to do.¥” Indeed, article 7 of the Conditionality lays down a path for the gradual lifting of measures
restricting Member States’ access to EU funding, accompanying progress in remedying deficiencies.®®

It should be noted, however, that such a gradation system has not been formalized in the
Conditionality Regulation as clearly as in sectoral instruments. No set thresholds or flat rates have
been set for suspensions of budgetary commitments in Member States engaging in systemic
breaches of the principles of the rule of law. In fact, it would appear more difficult to do so for such
breaches than in relation to deficiencies in the management and control systems in place for
sectoral EU funding programmes. Whereas the latter can be assessed on the basis of a relatively
smaller number of criteria and parameters, breaches to the principles of the rule of law concern
incomparably more elaborate and wide-ranging national institutional systems.

Moreover, breaches of the principles of the rule of law may affect “the Union budget as a
whole,” which also means that they may have differentiated impacts in different areas of
involvement of the EU budget. For instance, the Commission has so far mainly put the focus on
risks concerning public procurement, as well as the role of specific public actors, as being
particularly prominent in relation to the breaches of the rule of law observed in Hungary.

Virtually, different proportions of EU funds may have to be withheld in different programmes,
for the same breaches of the principles of the rule of law.

Also, as will become apparent in the next subsection (III), the mechanism for the gradual lifting
of financial consequences in the Conditionality Regulation should be contrasted with the
conditionality mechanism at play in the RRF Regulation, even though the remedial measures
promised by Hungary under the Conditionality Regulation are explicitly®® put in parallel with the
milestones which have to be fulfilled by the same Member State under the RRF Regulation with
regards to the protection of the financial interests of the EU.

III. Conditionality and the Potential for the Gradation of System Deficiencies Under the RRF

In principle, the general construction of the Recovery and Resilience Facility would allow for
gradation in assessing different levels of system deficiencies concerning the protection of the EU
Budget, giving rise to a similarly staged approach to financial consequences. However, it is
noteworthy that this route has not been made as available by the RRF Regulation as extensively it
could have, and not used as much as was available. As a result, the RRF has set up a powerful
conditionality mechanism allowing in some cases for all funding to be withheld until requirements
related to the protection of the EU budget are met.

Section B(III) of the present article has already described how Member States must be awarded
a positive assessment of their Plans by the Commission in order to be entitled to receive funding
under the RRF, while annex V of the RRF Regulation provides guidelines on the criteria to be used
for that assessment. The level of satisfaction of these criteria can in most cases be graded on scale,
such as: “[T]o a large extent,” “to a medium extent” or “to a small extent”—or equivalent

8 Explanatory Memorandum for Conditionality Regulation, supra note 40, at paras. 6-10.

8Conditionality Regulation, supra note 5, at art. 7(1), (2).

$Council Implementing Decision 2022/2506 of 15 December 2022 on measures for the protection of the Union budget
against breaches of the principles of the rule of law in Hungary, recital 17: “the Commission, on 30 November 2022, presented
a proposal for an implementing Decision of the Council on the approval of the assessment of the Recovery and Resilience Plan
for Hungary, which contains milestones that incorporate the commitments undertaken by Hungary under the remedial
measures agreed with the Commission in the framework of this procedure” (emphasis added).
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formulations.”® However, and remarkably, gradation is not made available with regards to the
arrangements set up by Member States to set up efficient control systems for the protection of RRF
funds: The only two possible answers to choose from are “adequate arrangements” or “insufficient
arrangements.”! Should the latter apply, the Commission would have to draw the conclusion that
“the recovery and resilience plan does not comply satisfactorily with the criteria set out in Article
19(3)” of the Regulation, meaning that “no financial contribution shall be allocated to the Member
State concerned.”?

Therefore, RRF funding should not be unlocked at all in situations in which such the systems
provided for in the Plans would be inadequate. By design, no place is left for gradation in the levels
of seriousness of the deficiency of these systems. This is relatively unsurprising, given that what is
at stake are the objectives laid out in National Recovery Plans regarding protection systems, and
not only their actual state in Member States.

Where these Plans fulfill the necessary criteria and are assessed positively, other safeguards gear
into place, allowing for the Commission to reduce and recover funding under the RRF should the
systems in place for the protection of the financial interests of the Union be lacking.

For this purpose, the proposal made by the Commission for a Council Implementing Decision
under the RRF Regulation shall notably lay down “the arrangements and timetable for monitoring
and implementation of the recovery and resilience plan including, where relevant, measures
necessary for complying with Article 22”°* on the protection of the financial interests of the Union.
Agreements concluded with the Commission integrate these obligations and find their bite in the
link make with (continued) access to RRF funding. Indeed, under article 22(5), the agreements

shall also provide for the right of the Commission to reduce proportionately the support under
the Facility and recover any amount due to the Union budget or to ask for early repayment of
the loan, in cases of fraud, corruption, and conflicts of interests affecting the financial
interests of the Union that have not been corrected by the Member State, or a serious breach
of an obligation resulting from such agreements.

In addition, the milestones and targets agreed between Member States and EU institutions as a
condition for continued access to RRF funding may themselves include provisions relating to the
protection of the financial interests of the EU. In principle, a conditionality mechanism could allow
for the fulfillment of milestones and target in stages, over time—which could have led to remedying
system deficiencies over time. However, a more radical approach has been chosen in the
implementation of the RRF Regulation. Most prominently, the Council Implementing Decision
endorsing Hungary’s National Recovery Plan makes clear that access to RRF funding will be
conditional upon the fulfilment of milestones meant to “ensure the protection of the financial
interests of the Union and the establishment of an adequate control system, before any payment
under the Facility is authorized by the Commission.”* In the case of the Polish National Recovery

9ORRF Regulation, supra note 4, at annex V, point 2.

911d. at annex V, point 2.10.

22Id. at annex V, point 3(c).

9RRF Regulation, supra note 4, at art. 20(5)(e).

94Council Implementing Decision of 5 December 2022 on the approval of the assessment of the recovery and resilience plan
for Hungary (ST 15447 2022 INIT), recitals 55-56 and article 2(3) (emphasis added). There would appear to be an
inconsistency between the awarding of a positive assessment to Hungary at a time in which the Commission has also triggered
article 6 of the Conditionality Regulation against that Member State: Indeed, if breaches of the rule of law do jeopardize the
financial interests of the Union for the purposes of the Conditionality Regulation, why take a step in the direction of also
exposing RRF funds in that same Member State? One short answer is that the positive assessment in question is given to
Hungary’s Plan (and the reforms it promises regarding the strengthening of the systems of protection of the EU budget),
whereas the procedure initiated on the basis of the Conditionality Regulation concerns the current state of affairs in Hungary.
A longer answer integrates the concern that, without a swift adoption of Hungary’s Plan, its allocated share of RRF funding
would have been lost, which would have gone against efforts by EU institutions to keep engaging with the Member State in
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Plan, the Council Implementing Decision endorsing it provides that no funding under the RRF will
be unlocked until milestones are fulfilled to guarantee an effective judicial protection in Poland, “[t]
aking into account that effective judicial protection is a prerequisite for the functioning of an internal
control system.”™>

Thus, the RRF provides for a mix of all-or-nothing and gradual approaches to the financial
consequences attached to system deficiencies. At the assessment stage, all RRF funding may be
denied to Member States if their Plans do not respect requirements relating to the protection of the
EU budget. After that, it is again possible to suspend access to all RRF funding until specific
milestones or targets are reached relating to the improvement of the systems in place for
protection of the EU Budget—although a more gradual approach to such milestones could
arguably have been designed as well. Finally, continued system deficiencies may lead the
Commission to engage in a proportionate reduction of support under the RRF, to recover amounts
due to the EU budget or ask for an early repayment of loans. This mix of approaches followed in
the implementation of the RRF Regulation raises question, especially when compared to the
approaches followed in the Conditionality Regulation and in relation to sectoral funds. When—
and why—is it justified to withhold funding from Member States in proportion to a graduated
level of risk, or to do so in relative disconnection to an estimated level of risk?

D. Keeping the Budget Away from Deficient Systems or Pushing for the Improvement
of These Systems: The Two Faces of Financial Consequences

Two different rationales—albeit overlapping ones—appear to govern the legal provisions for the
protection of the EU budget in cases of system deficiencies. On the one hand, such provisions may
aim to keep the budget out of harm’s way, by denying funding in part or in whole to operations or
programmes where the systems in place for the protection of the EU budget are inadequate. On
the other hand, some of the same and other legal provisions aim to create incitement mechanisms
for the improvement of such systems, in order to lower the negative impact or amount of risk to
which the EU budget would be subjected once made available. While the first rationale has been
embraced explicitly by EU institutions, acknowledging the second appears less evident. However,
the present article argues that doing so, at least to an extent, would improve the legal discussion on
the types and amounts of financial consequences which can be attached to system deficiencies for
the protection of the EU budget.

I. Keeping the EU Budget Out of Harm’s Way by Reducing its Exposure to Risk

Looking more precisely at how and in proportion of what financial consequences are calculated in
cases of system deficiencies can give precious indications as to which rationale applies to them. In
relation to sectoral funds, we have seen that financial corrections can be imposed on Member
States when deficient management and control systems put at risk the financial interests of the EU.
Different means of calculation are made available under EU law to determine the amount of a
financial correction. In some cases, where the irregularities are known and quantifiable, it is
possible to track down what part of the expenditure is irregular and to calculate the correction
accordingly. However, this may prove too difficult to do in certain instances, either because of the
nature of the irregularity or simply because the administrative and investigative powers of the
Commission are too limited.”® To ensure the protection of the EU budget, the Commission may

order to obtain improvements national systems for the protection of the financial interests of the EU, including those linked to
the respect for the principles of the rule of law. On such efforts for engagement, see sub-section D(III) of the present article.
9Council Implementing Decision of 14 June 2022 on the Approval of the Assessment of the Recovery and Resilience Plan
for Poland (ST 9728 2022 INIT); Council Implementing Decision of 5 December 2022 on the Approval of the Assessment of
the Recovery and Resilience Plan for Hungary (ST 15447 2022 INIT).
%See e.g., case C-238/96, Ireland v. Commission, EU:C:1998:451, para. 103 (Oct. 1, 1998).
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thus analyze a smaller sample of Member State practices in relation to sectoral funding and
extrapolate the probable amount of overall funding in the area affected by irregularities.”” In such
cases, a clear link exists between the amount of funding affected by irregularities and the amount
of the financial correction.

However, where the control systems supposed to catch irregularities are deficient, it may appear
impossible to determine how much funding corresponds to irregular expenditure and, therefore,
how important the financial correction should be. In such cases, EU law and practice have produced
an approach whereby the financial correction is linked to the level of risk posed to the EU budget,’®
rather than on the amount of expenditure found to be irregular. That level of risk is in turn associated
with a level of seriousness of the system deficiency from which it emanates—allowing for a
calculation of the financial correction with regards to the level of seriousness of the system
deficiency,” and not directly to an (unknown) number of expanses likely to have been spent
irregularly. As we know, each level of seriousness is supposed to acts as a proxy to different amount
of risk caused by the deficiency to the EU budget, leading to different levels of financial correction.'®

Thus, the above suggests that reducing the exposure of the EU budget to risk is a clear rationale
for withholding funding from Member States in relation to sectoral instruments where system
deficiencies are spotted. Importantly, the review of the proportionality of financial corrections will
normally be conducted in relation to that risk: It would be disproportionate to impose a financial
correction of a magnitude exceeding that which corresponds to the applicable level of seriousness
of a system deficiency!?!—itself signaling a different level of risk posed to the EU budget.

A similar rationale appears to be at play with the Conditionality Regulation. Article 4(1) of that
Regulation provides that a negative impact or “risk” posed to the financial interests of the Union
may justify triggering measures for the protection of the EU budget.!%* As stated in Article 5(3),
the proportionality of measures adopted under the Conditionality Regulation is to be determined,
notably, “in light of the actual or potential impact of the breaches of the principles of the rule of
law on the sound financial management of the Union budget or the financial interests of the
Union.” Moreover, the calculation of the proportion of funding to be suspended in Hungary under
the Conditionality Regulation is clearly tied to the risk for the budget created by deficiencies in
(inter alia) public procurement procedures.'%®

A connection is thus made between the importance of the financial consequence and the level of
risk to the EU budget, the former increasing or decreasing in line with the variations of the latter. In
the case of Hungary, in accordance with Article 7 of the Conditionality Regulation, the amount of
funding to be suspended will likely be adapted in line with the number and importance of remedial
measures adopted in Hungary. Indeed, Council seems to have endorsed this approach when it
lowered to 55% the initial estimation by the Commission of 65% of risk for funding engaged in the
programmes concerned in Hungary, for the reason that a number of remedial measures had already
been adopted by that Member State. Note that it is not automatic in EU budgetary law that the
formal adoption of remedial measures should necessarily entail an automatic lowering of risk, at least
until such measures are implemented and have produced an “impact.”!%*

97See case C-8/88, Germany v. Commission, EU:C:1990:20, para. 29 (Jan. 24, 1990).

9%Common Provisions Regulation, supra note 3, at art. 104(1)(a).

9See section C(I) in the present article.

1008ee section C(I) in the present article.

WlErench Republic v. European Commission, supra note 78, at paras. 60-73.

12Conditionality Regulation, supra note 5, at art 4(1) (“Appropriate measures shall be taken where it is established (.. .)
that breaches of the principles of the rule of law in a Member State affect or seriously risk affecting the sound financial
management of the Union budget or the protection of the financial interests of the Union in a sufficiently direct way.”).

18 proposal for Union Budgetary Protections against Breaches in Hungary, supra note 37, at recital 60 (“the Council
considers that the ensuing risk for the Union budget remains high”).

104Case C-373/99, Greece v. Commission, EU:C:2001:662, § 55 (Dec. 6, 2001); see also Explanatory Memorandum for
Conditionality Regulation, supra note 41, at para. 122 (stating “several of the issues identified in Hungary require not only
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1. Inducing Compliance with EU Requirements to Correct System Deficiencies

The second rationale at play has to do with inducing compliance rather than just avoiding risk.
Indeed, financial consequences can also be seen as a means to an end: That of inciting Member
States to improve deficient systems for the protection of the EU budget. The ultimate aim remains
the same: Protecting the EU budget, this time by making sure that deficient systems are improved
before EU funds are exposed to them. Yet, the legal construction and calculation of financial
consequences follows a different path, whereby the amounts of EU funding which can be withheld
are not solely connected to the level of risk to which they are or would be actually exposed, but also
to the level of compliance of Member States with requirements to lower risk.

This rationale can be observed most clearly in the way conditionality mechanisms function
under the RRF Regulation. When milestones are agreed upon to improve protection systems and,
ultimately, to protect the EU budget from risk, these milestones certainly are formulated with a
view to being fulfilled. They establish an incentive structure whereby requirements must be met
for RRF funding to become available.

The compliance pull of such a conditionality mechanism is all the greater where all RRF
funding is withheld from Member States such as Hungary or Poland for as long as milestones
relating to the protection of the EU budget are not met. Such situations of maximum “leverage”'*
show in stark terms that the financial consequences for Member States of having deficient systems
are really calculated in relation to their compliance with the conditions imposed, and not
necessarily only in proportion with a level of risk posed to the EU budget by their system
deficiencies. The difference with the first rationale is made more evident on this point when it
appears that the fulfillment of overlapping “remedial measures” under the Conditionality
Regulation can lead to the downward recalculation of financial consequences. Compliance with
the requirement to fulfill all the relevant milestones under the RRF is the condition made for the
lifting of financial consequences, whereas the lowering of risk through the adoption of remedial
measures under the Conditionality Regulation appears in itself sufficient to lower risk and,
connectedly, the amount of equivalent financial consequences.

Such a difference in the approach to the calculation of financial consequences is made possible
by the legal construction of milestones under the RRF. Their rationale is not the same as that of
financial corrections: It consists in meeting pre-agreed conditions to accessing RRF funding. As
long as these conditions are not met—and in so far as these conditions are compatible with EU law
—no part of the RRF funding may be made available.

Conditionality provisions have not been designed to function in the same way as financial
corrections with regards to decisions on the financial consequences flowing from the existence of
system deficiencies or irregularities in a Member State. It is telling in this regard that it is only with
regards to decisions “on the amount of the recovery and reduction, or the amount to be repaid
early” of RRF funding that the application of the principle of proportionality is explicitly
mentioned in the RRF Regulation'®—not with regards to the withholding of funding for as long
as pre-established conditions are not met.

Conditionality is arguably not the only mechanism through which this second rationale
manifests itself. Under the Common Provisions Regulation, the Commission “may suspend all or
part of payments, except for pre-financing,” notably where Member States have “failed to take the
necessary action to remedy”'?” a situation in which “there is evidence to suggest a serious
deficiency [of management and control systems] for which corrective measures have not been

changes in the legal framework, but more prominently concrete implementation of changes in practice, the latter requiring a
more extended timeframe to produce concrete results”) (emphasis added).

105pekka Pohjankoski, Rule of Law with Leverage: Policing Structural Obligations in EU Law with the Infringement
Procedure, Fines, and Set-off, 58 COMMON MRKT. L. REV.5 (2021).

06RRF Regulation, supra note 4, at art. 22(5) para. 2.

Y7Common Provisions Regulation, supra note 3, at art 97(1)(a).
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taken.”1%8 In the calculation of flat-rates for financial corrections (5%, 10%, 25%, 100%) in relation
to the level of risk posed by serious deficiencies, the same Regulation provides that:

Where, due to a failure of the responsible authorities to take corrective measures following the
application of a financial correction in an accounting year, the same serious deficiency (-ies) is
identified in a subsequent accounting year, the rate of correction may, due to the persistence
of the serious deficiency(-ies) be increased to a level not exceeding that of the next higher
category.'”

Normally, the mention in this excerpt of the “same serious deficiency” would suggest that the level of
risk it entails for the EU budget is equivalent from one accounting year to the next. It is at least not
clear from the formulation above why the “persistence” of a serious deficiency would have an
immediate impact on such a level of risk. However, this provision enables the Commission to
increase the level of the flat-rate correction in case of persisting non-compliance with the obligation
to correct system deficiencies. What is created is therefore a strong incentive structure for Member
States to make changes to their management and control systems in order to avoid the imposition of
the higher rate of financial correction and fully benefit from EU funds. However, can and should
such an incentive mechanism be explicitly acknowledged as such in EU legal discourse? The first
rationale is rooted in a simple and convincing calculation of financial consequences in proportion to
risk; can the second rationale benefit from an equally strong justification?

Ill. Incentives or Sanctions-like Mechanisms? On the Legal Importance of Keeping the
Protection of the EU Budget as Central Focus for Financial Consequences

The second rationale outlined in the previous subsection presents financial consequences as a means
to induce compliance with requirements to lower the risk created for the EU budget because of
system deficiencies. The incentivization for change through financial consequences is however not
framed in terms of sanctions or penalties.'!’ In the case of the Conditionality Regulation in
particular, the aim of financial consequences is not and cannot be to set up a sanctions mechanism
for the protection of the rule of law as such—because that Regulation is founded on a budgetary legal
basis, rather than one which would be dedicated to the protection of the rule of law.!'! More
generally, it is not fully clear whether legal provisions relating to the protection of the EU budget can
be explicitly used as a means to inducing the compliance of Member States with requirements
relating to that protection. At the same time, there would be drawbacks to not acknowledging that
second rationale. Indeed, sticking to an official position which would only link financial
consequences to the first rationale would put in legal jeopardy decisions imposing financial
consequences which would not be strictly calculated in proportion to varying levels of risk.

One possible reason for the uneasiness in acknowledging fully the second rationale is that it
arguably increases the resemblance between financial consequences and sanctions or penalties—
which we have seen would cause legal difficulties at least in the case of the Conditionality
Regulation. Certain provisions of EU budgetary law for the protection of the financial interests of
the EU do appear to scout the demarcation line. For instance, the Financial Regulation foresees the
exclusion of persons or entities identified as putting the budget at risk “from participating in

10874, at art. 96(1)(a).

Y9Common Provisions Regulation, supra note 3, at annex XXV para. 3 (emphasis added).

!10See in particular Case C-156/21, Hungary v. Parliament and Council, paras. 109-119, 353, ECL:EU:C:2022:97, (Feb 16,
2022).

The Conditionality Regulation is based on article 322(1)(a) TFEU, which is not a legal basis for the enforcement of
principles of the rule of law. TFEU, supra note 11, at art. 322(1)(a).
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award procedures governed by [that] Regulation or from being selected for implementing Union
funds.”? Such exclusions, as well as the possible imposition of “financial penalties,” are explicitly
designed to produce a “deterrent effect” on the persons or entities targeted.!’® Such a mention of a
deterrent effect is however not incompatible with the ultimate aim of the measures to protect the
financial interests of the Union.!!*

In some cases, incentives or deterrents based on limiting access to EU funding may serve other
purposes than the protection of the EU budget. For instance, under the Common Provisions
Regulation, Member States themselves may face the suspension of all or part of the commitments
or payments foreseen for one or more of the programmes from which they benefit, “where the
Council decides,” following a proposal from the Commission and in accordance with Article
126(8) or (11) TFEU, “that a Member State has not taken effective action to correct its excessive
deficit.”!!® Here, the limitation of access to funding is used as a means to induce compliance with
requirements under article 126 TFEU, which itself constitutes a clear sanction mechanism under
the Economic and Monetary Union.

Yet, where the aim is to reduce system deficiencies for the protection of the EU budget, it is
important to ascertain whether our second rationale for financial consequences can be sufficiently
justified. The ultimate aim of the withholding of EU funding is not simply to obtain compliance
with requirements, such as respecting the principles of the rule of law, but to do so in order to
reduce to an acceptable level the risks to which the EU budget would otherwise be exposed in a
Member State. It would be difficult to deny that withholding funding for as long as system
deficiencies exist is in any case producing an incentive mechanism for remedying the deficiencies.
What is at stake is really to know whether the calculation of the financial consequences can be
lawfully done in such a way as to give added weight to that incentive mechanism, by increasing the
amounts withheld from Member States presenting system deficiencies, rather than relying on a
strict equation of proportionality between risk and financial consequence. If the answer were
negative, the examples given in the previous subsection regarding the RRF and sectoral funds
could become subject to difficult legal challenges.

One way to come to a positive answer on this question could be by underlying that the budget is
part of what allows the EU to “attain its objectives and carry through its policies.”’’® Whereas the
protection of the EU budget may warrant withholding funding from a Member State, engagement
between EU institutions and Member States should be fostered,!!” in line with the principle of sincere
cooperation, to make sure that such limitations can be ultimately overcome for EU funding to
continue to serve its purpose. Where systemic deficiencies put the EU budget at risk, acknowledging
the second rationale would mean that financial consequences may therefore be calculated in a way
which would not only correspond to the exact level of risk posed to the budget, but also with a view to
inducing compliance in Member States with requirements which would allow for a correction of the
system deficiencies—and as a result, lower levels of risk to the EU budget.

A safer, hybrid justification—between our first and second rationale—can be formulated in
favor of adding weight to financial consequences as an incentive for system improvements in
Member States. Where system deficiencies have been notified to Member States and too little

W2Financial Regulation, supra note 6, at art. 136(1).

1314, art. 140(1) (stating “In order to, where necessary, reinforce the deterrent effect of the exclusion and/or financial
penalty (...)”) (emphasis added).

11474, at art. 135 (stating, “Protection of the financial interests of the Union by means of detection of risks, exclusion and
imposition of financial penalties”).

SCommon Provisions Regulation, supra note 3, at art. 19(7).

USTEEU, supra note 11, at art. 311.

"7The procedures for exchanges and engagement between EU institutions and Member States under the Conditionality
Regulation (esp. Articles 6 & 7) can thus be seen as a way to encourage compliance with budgetary principles with a view to
allowing funding to be hopefully unlocked. I am grateful to Richard Crowe for suggesting I look into these procedures along
these lines.
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improvements have been made, and/or these deficiencies remain widespread, it could be argued
that the persistent lack of compliance with requirements relating to the protection of the EU
budget are in effect raising alarm as to the commitment of the Member State to that protection—
and as to whether they can be “trust[ed]”!® to ensure it. This would justify raising to higher levels
the assessment of risk posed to the EU budget in relation to a system deficiency in that Member
State. Thus, considerations relating to the general and persistent nature of system deficiencies
could be used as a means to assess the level of risk they pose. Such a hybrid approach could be read
into the Conditionality Regulation. Indeed, the vocabulary used in the Regulation concerning the
“widespread” nature of breaches, “recurrent” practices or “general measures” actually do not
define the systemic criterion in this context. Instead, they act as parameters for the evaluation of
the seriousness of the system deficiency, which functions as a proxy for the level of risk it creates
for the EU budget. According to such a reading, the importance financial consequences can be
calculated in proportion to the level of risk, with the caveat that the level of compliance of the
Member State with requirements on the protection of the EU budget—and the trust which can be
placed in that Member State—becomes one important criterion in the risk assessment.

E. Conclusion

This article has offered an analysis of the uses and implications of the systemic criterion in relation
in the law governing the protection of the EU budget, focusing on major EU funds such as sectoral
funds and the RRF funds, as well as on instruments applying to the whole EU budget such as the
Conditionality Regulation. Clear commonalities have been found between these instruments: the
systemic criterion predominantly applies to deficiencies in the systems mandated under EU law for
the protection of the EU budget. The features of these systems may present differences. They can
be more (sectoral instruments) or less (Conditionality Regulation) exactly defined. They may also
function in relatively circumscribed areas (sectoral instruments) or be understood as the
overarching system of the State governed by the principles of the rule of law (Conditionality
Regulation). It is understood that where these systems are deficient, damage may be done to the
EU budget, increasing the level of risk to the financial interests of the EU. A notable characteristic
of the systemic criterion in this context is that system deficiencies can be graded on a scale of
seriousness. That scale in turn can function as a proxy for the level of risk posed to the financial
interests of the EU. Risk (or, when it is known, the amount of damage) to these financial interests
tends to be recognized as being that in proportion to which financial consequences for Member
States are calculated upon detection of system deficiencies. At the same time, incentive
mechanisms can be set in place to withhold access to EU funding in part or in full as long as
requirements for the improvement of system deficiencies are not met (RRF, sectoral instruments,
Conditionality Regulation). Thus, two related but distinct rationales appear to apply to the

18Gee the particular judgement of the Court of Justice of the European Union in France v. Commission,

[T]t is appropriate to bear in mind, first, that the management of EAGGF finances is principally in the hands of the national
administrative authorities responsible for ensuring that the Community rules are strictly observed. That system, based on trust
between national and Community authorities, does not involve any systematic supervision by the Commission, which
moreover would in practice be quite unable to carry it out. Only the Member State is in a position to know and determine
precisely the information necessary for drawing up EAGGF accounts since the Commission is not close enough to obtain the
information it needs from the economic operators.

Case C-118/99, France Republic v Commission of the European Communities, EU:C:2002:39, para. 37 (Jan. 24, 2022)
(emphasis added).

See also the judgement of the Court in of 16 February 2022 in case Hungary v. Parliament and Council,

[T]he Union budget is one of the principal instruments for giving practical effect, in the Union’s policies and activities, to
the principle of solidarity, mentioned in Article 2 TEU, which is itself one of the fundamental principles of EU law [ ... ] and,
secondly, that the implementation of that principle, through the Union budget, is based on mutual trust between the Member
States in the responsible use of the common resources included in that budget.

Case C-156/21, Hungary v. Parliament and Council, EU:C:2022:97, para. 129 (Feb. 16, 2022) (emphasis added).
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justification of financial consequences in cases of system deficiencies. A first rationale justifies
financial consequences by a calculation in proportion to the level of risk posed by a system
deficiency to the EU budget. A second rationale appears to justify imposing financial
consequences as a means to incentivize the compliance of Member States with requirements
to improve deficient systems. Apparently in line with that second rationale, certain legal
provisions allow for the imposition of financial consequences which seem to be out of proportion
with a given level of risk for the Budget in a Member State—or, at least, to depart from modes of
calculation which rely more strictly on that level of risk. Should that second rationale fail to be
recognized explicitly in EU law, certain mechanisms for the protection of the EU budget would
appear vulnerable to legal challenge (certain conditionality provisions under the RRF; provisions
for an increased level of financial consequences in cases of persistent systemic deficiencies under
sectoral instruments). It is however possible to integrate considerations on the compliance of
Member States with requirements relating to the protection of the EU budget within the
assessment of risk to the EU budget, in line with the well-established first rationale.
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