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its significance, the policy is subject to many misunderstandings and there is
much controversy as to its effectiveness.

European Cohesion Policy seeks to bring a much needed clarity to these issues.
It 1s the first text to clearly present both the theoretical and practical aspects of
EU intervention and to provide a systematic view of the various stages of the
whole policy cycle, looking in detail at:

e the evolution of the problems;

* the design of the policy system;
e the implementation in practice;
* the evaluation of effects.

An authoritative analysis of the problems and debates involved, European
Cohesion Policy is essential reading for students, policy makers, project promoters
and researchers working in all aspects of European cohesion policy.

Willem Molle is Professor in Economics of International Integration at
Erasmus University, Rotterdam and is Senior Adviser at ECORYS Research
and Consultancy, also based in Rotterdam. His work focuses on problems of
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integration. He has much practical experience in each of the stages of the policy
cycle and has published a great number of books and articles on the subject.



Regions and Cities

Series editors: Ron Martin, University of Cambridge, UK; Gernot Grabher,
University of Bonn, Germany; Maryann Feldman, University of Georgia,
USA

Regions and Cities is an international, interdisciplinary series that provides
authoritative analyses of the new significance of regions and cities for economic,
social and cultural development and public policy experimentation. The series
seeks to combine theoretical and empirical insights with constructive policy
debate and critically engages with formative processes and policies in regional
and urban studies.

Creative Regions
Technology, culture and knowledge entrepreneurship
Philip Cooke and Dafna Schwartz (eds)

European Cohesion Policy
Willem Molle

Geographies of the New Economy
Peter Daniels, Michael Bradshaw, Jon Beaverstock and Andrew Leyshon (eds)

The Rise of the English Regions?
Irene Hardill, Paul Benneworth, Mark Baker and Leslie Budd (eds)

Regional Development in the Knowledge Economy
Philip Cooke and Andrea Piccaluga (eds)

Clusters and Regional Development
Critical reflections and explorations
Bjorn Asheim, Philip Cooke and Ron Martin (eds)

Regions, Spatial Strategies and Sustainable Development
Graham Haughton and Dave Counsell (eds)

Geographies of Labour Market Inequality
Ron Martin and Philip Morrison (eds)



Regional Development Agencies in Europe
Henrik Halkier, Charlotte Damborg and Mike Danson (eds)

Social Exclusion in European Cities
Processes, experiences and responses
Ali Madanipour, Goran Cars and Judith Allen (eds)

Regional Innovation Strategies
The challenge for less-favoured regions
Kevin Morgan and Claire Nauwelaers (eds)

Foreign Direct Investment and the Global Economy
Nicholas A. Phelps and Jeremy Alden (eds)

Restructuring Industry and Territory
The experience of Europe’s regions
Anna Giunta, Arnoud Lagendijk and Andy Pike (eds)

Community Economic Development
Graham Haughton (ed.)

Out of the Ashes?

The social impact of industrial contraction and regeneration on Britain’s mining
communities

David Waddington, Chas Critcher, Bella Dicks and David Parry






European Cohesion
Policy

Willem Molle

£ ¥ Routledge

g Taylor &Francis Group

LONDON AND NEW YORK



First published 2007
by Routledge
2 Park Square, Milton Park, Abingdon, Oxon OX14 4RN

Simultaneously published in the USA and Canada
by Routledge
270 Madison Ave, New York, NY 10016

Routledge is an imprint of the Taylor & Francis Group, an informa business
This edition published in the Taylor & Francis e-Library, 2007.

“To purchase your own copy of this or any of Taylor & Francis or Routledge’s
collection of thousands of eBooks please go to www.eBookstore.tandf.co.uk.”

© 2007 Willem Molle

All rights reserved. No part of this book may be reprinted or reproduced
or utilized in any form or by any electronic, mechanical, or other means,
now known or hereafter invented, including photocopying and recording,
or in any information storage or retrieval system, without permission in
writing from the publishers.

British Library Cataloguing in Publication Data
A catalogue record for this book is available from the British Library

Library of Congress Cataloging in Publication Data

Molle, Willem.

European Cohesion Policy

p. cm — (Regions and cities)

Includes bibliographical references and indexes.

1. European Union countries—Economic integration. 2. European Union
countries—Economic conditions—R egional disparities. 3. Social
integration—European Union countries—R egional disparities. 4. Political
planning—European Union countries. 5. Regional planning—European
Union countries. I. Title.

HC241.M62 2007
337.1'422—dc22
2007004048

ISBN 0-203-94527-1 Master e-book ISBN

ISBN10: 0-415-43811-X (hbk)
ISBN10: 0-415-43812-8 (pbk)
ISBN10: 0-203-94527-1 (ebk)

ISBN13: 978-0-415-43811-7 (hbk)
ISBN13: 978-0-415-43812-4 (pbk)
ISBN13: 978-0-203-94527-8 (ebk)



Contents

List of illustrations X
Foreword xii
Preface X1v
Acknowledgements XVl
List of abbreviations xvil
1 Introduction: introducing the policy cycle 1
STAGE I
Assessing the problems and identifying their causes 13
2 Disparities: general 15
3 Economic disparities 36
4 Social disparities 60
5 Territorial disparities 83
STAGE II
Designing a solution-oriented intervention system 101
6 Policy fundamentals 103
STAGE III
Specifying objectives and matching these with instruments 131
7 Reaching objectives by financial support 133

8 Reaching objectives by regulation and coordination 161



viii  Contents

STAGE IV
Implementing actions and delivering results 189
9 Implementation and delivery 191

STAGE V
Checking effectiveness and consistency 221
10 Evaluation 223
11 Consistency with other EU policies 254

STAGE VI
Drawing lessons 275
12 Conclusions and outlook 277
Notes 298
References 319

Index 342



Illustrations

Figures

1.1
2.1
2.2
2.3
2.4
3.1
41
5.1
6.1
6.2
7.1

7.2
7.3

7.4

9.1
10.1
10.2
10.3
111
11.2

The policy cycle

Convergence and divergence

Differences in GDP/P by country, 2004

Differences in GDP/P by region, 2001

Regional extremes in GDP/P (PPS) by country, 2000
Inflow of FDI (per capita) in the NMSs by country, 1990-2003
Unemployment by region, 2002

Accessibility by region, 2001

Structural policy for balanced growth

Projects and programmes as central elements of policy

Net position of member states as to the EU budget (2004) in
percentage of GDP with member states ranked by GDP/P (in PPP)
Schematic view of financial flows for structural support
Structural aid per head of population in cohesion countries,
1989-93, 1994-99 and 2000-06

Regions eligible for support under the convergence and
competitiveness objectives, 2007-13

Role of the different actors in the absorption of the SCF
Key elements in the evaluation of SCF programmes

SF allocation and GDP growth

Eftect of the 4 per cent cap on SCF receipts for the NMSs
Cobhesion impact of EU agricultural policy funding
Cohesion impact of EU transport policy funding

Tables

2.1
2.2

2.3
2.4

Summary view of theoretical approaches

Integration and wealth disparity indicators in Western
Europe, 1830-1950

Development of GDP/P (EU =100) by country, 1950-2004
Catch-up time (in years) for different levels of initial disparity
(level in % of target) and differential in growth rates (%)

16
27
31
32
54
66
89
118
128

148
150

152

154
202
227
234
242
257
267

23

25
28

30



x llustrations

2.5
3.1

3.2

3.3

4.1

4.2
4.3
4.4
45
5.1
5.2
5.3
5.4
6.1
6.2
7.1
7.2
8.1
9.1
9.2

10.1
111

121
12.2

Evolution of wealth disparities (EU 15), 1950-90
Employment in manufacturing by technology class (% of total)
and country, 2004

Production and trade patterns of multinational, multi-product
companies under different trade regimes

Geographical distribution (%) of direct investment between
groups of member countries of the EU, 1980-2003
Development of unemployment (% of total active population)
by country and gender; ratios of gender (women/men) and city
size (large cities/national mean), 1990-2004

Percentage of population with a tertiary education degree by
country and age group, 2001

Evolution of the number of migrants as % of total population
by country (1980-2000) and ratio of large cities to national
average (2001)

Social exclusion by country (several indicators), end of 1990s
Social benefits (expenditure) by country, 1960-2000
Evolution of the divergence of the regional GDP/P levels by
peripherality class (index to EU 15 average)

Top 40 airports by passenger numbers (in millions), 2001
Innovation indicators by country (100 is best) (around 2003)
Top 40 regions (above EU average) ranked by their score on
the innovation index (EU 15=100)

Forms of redistribution at different levels of integration
Changing roles of the major actors

Development of cohesion policy; change of objectives and
distribution of aid (billions of euro) by objective, 1989-2013
Allocation of SCF aid (2007—13) by objective and country
(billions of euro of 2004)

Maximum allowed aid intensities (% to total cost) in difterent
types of regions (wealth level in % of EU)

Main characteristics of the stages of the policy cycle on the
systemic and delivery level

Responsibilities and tasks of major institutions involved in the
implementation

Elements of the intervention logic

Schematic view of the impacts of EU policies by policy area
and type of region, 1985-2000

Schematic view of the impacts of EU policies by dimension
of cohesion (2000)

Main characteristics of the various dimensions of cohesion
Regional disparities in MER COSUR (around 2000)

33

41

48

51

64
69
73
76
81
90
91
93
95

115

127

143

153

174

195

198
226

272
273

283
293



Illustrations  xi

Boxes
3.1 The OLI paradigm for FDI 46
3.2 Adaptation to regime change; the case of Philips 48
3.3 Why car makers move East 58
4.1 Models of social protection 79
5.1 Polycentrism: a concept as yet impossible to make operational 85
6.1 Monetary Union and redistribution 116
6.2 Limited role for the EU in matters of social security 123
6.3 Groupings of major beneficiaries 126
7.1 Major turning points of the EU cohesion policy 141
7.2 Main characteristics of the main funds 144
7.3 The specific case of the dimension of territorial cohesion 145
7.4 Allocation methods for EU support 149
7.5 Creation of a R&D support centre in Basilicata (Italy) 155
7.6 Ethnic Minority Business Support Network London (UK) 157
7.7 INTERREG project in central Europe: enlarging opportunities
for SMEs 158
8.1 Negotiations on eligibility and area coverage 164
8.2 The case of social inclusion 167
8.3 Authorized and unauthorized state aid 175
8.4 Social standards 176
9.1 Major components of the programming process 205
9.2 What type of organizations act as [Bs? 209
9.3 The improvement of the River Danube as a main transport axis 211
9.4 Combating unemployment in the Gdansk region of Poland 212
10.1 Catching up: the case of Ireland 236
10.2 TItaly’s institutional restructuring to reach conformity with EU
norms 246
11.1 Cohesion impact of CAP budget outlays 257

11.2 Impacts of EU expenditure in transport infrastructure 267



Foreword

Europe at the beginning of the twenty-first century faces significant challenges.
Globalization is moving forward at an unprecedented pace, and technologies are
evolving ever more rapidly. As a result, our economies have to cope with con-
tinuous structural change. Populations are ageing, the environment is under
increasing pressure, and we need to ensure the security and affordability of our
energy supplies. The fifth enlargement of the Union, completed with the acces-
sion of Bulgaria and Romania, means that regional disparities are greater than
ever before.

Our overall challenge in this context is to ensure that Europe is a modern,
dynamic and outward-looking economy. This is the aim of the Lisbon strategy
which was relaunched in 2005. One of the innovations of this new strategy is the
key role which cohesion policy and Europe’s regions play in implementing it.

In order to play this role, cohesion policy has been radically reformed for the
period 2007—13. We have increased our focus on those investments which are
essential for economic modernization: research and development (R&D),
innovation, entrepreneurship, human capital and information and communica-
tion technologies (ICT). We have put in place a new more strategic approach
which integrates growth strategies at European, national and regional level. We
have introduced new instruments involving European financial institutions to
leverage in both private sector resources and expertise. And we have strength-
ened partnership: cohesion policy involves people at the regional and local level
because it is here that we find the expertise and experience necessary to identify
problems and appropriate solutions. These stakeholders are deeply involved in
the design, implementation and follow-up of the policy. The ownership which
results from this process greatly increases the effectiveness of what we do.

Europe’s cohesion policy has come a long way since the creation, more than
30 years ago, of the European Regional Development Fund (ERDF). Over
time, the European Union (EU) has become a case study in how to manage
economic integration and the need to accompany it with measures to promote
widespread access to the opportunities created. Other countries and areas around
the world such as Russia, the Ukraine, China and Mercado Common del Sur
(MERCOSUR) have taken an active interest in European cohesion policy and
in some cases have adopted similar policies.

In this book Professor Molle charts the dynamics of cohesion policy in



Foreword  xiii

Europe. He explains the principles of each of the stages of the policy: from
identification of problems to evaluation of effectiveness. He exposes the practical
side of the implementation of the policy and illustrates this with case studies.

This book makes a significant contribution to a better understanding of why
we need cohesion policy, how it works, who is involved, what are its effects. It
contains many stimulating ideas and discussions, constructive criticism and sug-
gestions on how the policy might be improved. It constitutes essential reading
for all those who are interested or involved in European cohesion policy.

Danuta Hiibner
Member European Commission
responsible for Regional Policy



Preface

Since its take off I have been an active observer of and a modest contributor to
European cohesion policy. In the early 1970s I was a young researcher at
Netherlands Economic Institute (NEI) in Rotterdam and was particularly inter-
ested in the subject of cohesion. Under the stimulating drive of my directors
Professors Leo Klaassen and Jean Paelinck we started a programme of work on
cohesion issues. We did quite a lot of work for the European Commission (EC)
and national and regional governments all over the EU and its candidate coun-
tries. We published the results of our collective work in books and articles.
Since then NEI and later ECORYS (of which NEI has become part) have kept
a stake in this subject with many studies.
These studies varied according to specific problems and circumstances.

*  We pioneered the systematic analysis of disparities in the EU as a whole
(Molle et al., 1980) and some of the causal factors such as the development
of the economic structure including industrial migration (e.g. Molle, 1983;
Klaassen and Molle, 1982).

*  We participated actively in the analysis of the effectiveness of the different
segments of the policy in a range of monitoring and evaluation studies.

*  We made early contributions to the consistency of cohesion with other EU
policies (e.g. Molle and Capellin, 1988).

*  We worked on specific issues such as competitiveness; absorption capacity,
choice of instruments, evaluation methods, etc.

e We built up an impressive statistical data base and a documentation with the
main contributions to the literature.

In the course of the 35 years that have passed since I started my career, I
became chairman of the Board of Directors of NEI and later of ECORYS. I
also became part time professor in economics; first at Maastricht University and
later at Erasmus University in Rotterdam. Over this whole period and in all
these roles I have kept a keen interest in the subject of cohesion and actually
stayed actively involved in concrete work on the subject. The disadvantage of
having less time to spend to research, which my new roles implied, has been
compensated by the advantages of access to the results of the work of excellent
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staft and colleagues, the broadening of views following the diversification of my
interests and the stimulating exchange with students.

The fruits of the capital thus accumulated have been made available to a large
diversity of audiences in the form of:

e concrete studies for the broad range of clients of ECORYS/NEI,

e participation in think tanks on the reform of cohesion policies; an example
has been my participation in the ‘Groupe de Prospective’ that Commis-
sioner Barnier convened in 2001-02 to prepare the ground for the recent
reform of the Structural Funds;

e papers to academic and policy conferences;

e articles (published in refereed journals) and specialized books; and

e teaching material for courses for students.

Opver the past decades the issue of cohesion has grown in importance and
with it the literature on the subject. Several colleagues have drawn my attention
to the fact that there was one major element missing in this literature, a thor-
ough textbook that would be of help to both academics and practitioners. They
thought I was well qualified to write it and they have stimulated me to devote
time to do it. I started quite some time ago by making drafts of several chapters;
drawing on work I was currently involved in. Most of these draft chapters have
been presented in the form of papers at international seminars and conferences.
Some draw very heavily on articles that have previously been published.
Progress on the book was slow as I was too involved in other obligations.
However, after having handed over my management responsibilities in
ECORYS/NEI to my successors I have finally found the time to get to work
on the project in a systematic way.

I hereby submit the result of my efforts to the public. I hope it will prove a
useful contribution to the understanding of the anatomy of the problems, and a
way to find effective solutions to them for all those professionally involved in
the shaping and the delivery of the policy. I also hope that this book will be
found useful for courses in all the universities that pursue an active interest in
the subject of cohesion in Europe and that it will stimulate the work of the gen-
eration that will shape the future.

Willem Molle
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1 Introduction

Introducing the policy cycle

1.1 Why, what and for whom?

1.1.1 Why was this book written; what are its specific characteristics?

Much has been written about both the anatomy of the cohesion problems and
about the best ways to attack them with adequate policies. In recent years the
results of an increasing number of studies on EU cohesion issues have been pub-
lished. So the question, “What can a new book add to this?” is warranted. The
answer is to take away some of the major shortcomings in the existing literature.
The contributions of this book (its ‘value added’) are:

o Comprehensive scope. Much of the literature is about either regional eco-
nomics, social policy, or about specific problems such as economic conver-
gence or social deprivation. Another part is about the shaping of multi-level
policy making. Some of this literature is only descriptive; other work is very
econometric. This book covers both issues of economic, social and territor-
ial cohesion problems and issues of various policies devised to solve these
problems.

o Integrated approach. The book integrates the results of theoretical and empiri-
cal work on both the evolution of cohesion problems and on the funda-
mentals of policy design and implementation. It draws from different
disciplines such as economics, political science, sociology, geography and
public administration.

o Clear structure. Tt facilitates access to the vast material on complicated issues
by providing a rigorous structure inspired by the policy cycle; identification
of the problems (diagnosis); design of an intervention method; delivery and
implementation (therapy); evaluation and feedback.

e Long time frame. Much of the available studies deal with the present situation
only. As the cohesion problem is of a structural nature and solutions take
time we have to look at the long-term development. So this book covers a
period of more than half a century from the very beginnings of the EU up
to the present time. This long time frame applies to both the analytical part
and the policy part. It also applies to the theoretical foundations of both the
development of the system and the influence of policy.’
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*  Open and critical attitude. The book is based on an evaluation of the existing
theoretical and empirical literature. It is non-partisan in the sense that it does
not take a priori views and it does not set out to make a point. On the con-
trary, it acknowledges the results of the work of different schools. It substanti-
ates positions by referring to authoritative studies made of the subject. It does
not present the existing set up as self-evident but refers to other options that
might have been chosen as well. It invites the reader to reflect critically on the
foundations and modalities of the EU cohesion policy.

o Extensive reference base. The broad scope of the book means that it is not
based on a small specialist part of the literature but on a wide range of con-
tributions from very different disciplines and information sources. As many
readers may be unfamiliar with the origins of the information given in the
book that is outside their own specialist area we will give ample reference to
the evidence that substantiates the views expressed in the book. This will
moreover be of much help to those who want to use the book for more in-
depth study of specific parts. We hope that the book will in this way con-
tribute to the design of better policies and in doing so help to optimize
welfare of the European citizen.

1.1.2 For whom is the book written? Which readership?

The book addresses primarily two groups of readers:

e Students. These include in particular students in economic geography,
regional economics but also students in sociology, public administration,
political science and European integration. In this book they will find a bal-
anced view of the subject whereby issues are first of all analysed from the
theoretical point of view, immediately followed by a presentation of the
insights of empirical analysis. Ample reference to publications in the form of
books, articles, documents and websites permits students to use it as a start-
ing point for executing tasks on specific subjects. Although this book is not
one that provides easy access to simplified notions and precooked exam
questions, it should be of essential reading for advanced students (master
level) of this fascinating field of EU policy making.

e All those who are professionally interested in European cohesion policy. This
group includes, first, all those involved in the daily execution of cohesion
policy. It also includes researchers, consultants and journalists who find here
the essential framework for their specialist work. Although this book is not
a popular ‘How to’” book it provides the essential information on the prac-
tical functioning of the EU policy machinery; essential for effective contri-
bution in the definition of specific projects and the monitoring and
evaluation of policy measures.

The material of the book has been organized to permit a fruitful study of
individual subjects without having to work through the previous chapters. To
facilitate deeper and more advanced study of the subjects treated we give ample
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references to more specific literature.” To facilitate the access of all readers from
different target groups, the book has been written in such a way that it can be
read with only a basic knowledge of one or other of the diverse disciplines cited
before. Moreover the use of mathematics has been avoided.

1.2 European cohesion policy: a controversial subject

1.2.1 The controversy

The EU is confronted with very large disparities in wealth. These lead to social
and political problems. To cope with such problems the EU has elaborated a
cohesion policy. This policy absorbs the lions’ share of the EU budget. It is
implemented through thousands of development projects. It influences in a
multitude of ways the daily work of hundreds of thousands involved in its deliv-
ery and subjected to its effects. And it arouses both admiration and contempt.

Admirers say European cohesion policy is the cement that holds the con-
struction of the EU together. Without it the construction would fall apart. It
would mean that the flow of benefits (for instance enhanced productivity and
hence welfare growth) that one draws from integration would stop. In this view
the cost of cohesion policy is the price we pay for earning the advantages of
integration. Although many would agree with this major political statement
there is not much agreement as to the actual performance of EU cohesion
policy.

The dominant view is more or less positive. The premise is that without the
EU cohesion policy the economic system would increase divergence between
the rich and the poor. Those who hold this view consider that in the past the
EU cohesion policy has been able to decrease the wealth difference between
member countries. Moreover, they consider that the EU has increased the effec-
tiveness of the joint efforts of the EU and the member states by setting up better
intervention and delivery systems than the national ones. In other words: thanks
to the EU cohesion has improved. We should be proud of it.

There are other views on cohesion policy, some of which are highly critical.
Some consider that the European cohesion policy is the very opposite of what it
says and realizes. Some find that cohesion policy is not appropriate: a good set of
other policies producing the conditions for healthy growth would also lead to
convergence of wealth levels. Others find that cohesion policy is not effective:
they observe that during the years that the EU cohesion policy was very limited
disparities decreased: following huge increases in EU cohesion spending, dispari-
ties have actually increased. Yet others find that the policy 1s inefficient; observ-
ing that the actual functioning of the policy takes up a lot of resources and just
keeps an army of civil servants from doing better things. In short they consider
EU cohesion policy a waste of money. We should be ashamed of it.
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1.2.2 What to do to bring clarity?

Who is right, who is wrong in this debate? How good are the arguments of
each of the antagonists? The answer to these questions is not easy. It requires a
whole series of investigations. To begin with, one has to define correctly the
problems and their possible solutions. Next, one has to take a closer look at the
soundness of the theoretical foundations of the various strands of thought.
Finally, one has to measure correctly the efforts made by the policy and observe
empirically the effects it has realized. In other words one has to go in depth into
the various mechanisms that produce cohesion, and into the way policies can
support them. That is in essence what this book sets out to do.

In the rest of this introductory chapter we will start with some definitions:
each of the three words in the title of this book merits a short introduction.
Next we introduce the basic structure of the book followed by its main features.

1.3 Introducing the main notions

1.3.1 Europe: from small nucleus to almost complete coverage

The term Europe here designates the EU.> Now the EU has changed quite a bit
in the course of the time period we cover in this book. This applies both to its
area and subject coverage.

Area. The EU started in the early 1950s from a fairly small basis of originally
six countries. In the course of the past decades the EU has been successtul in
realizing its objectives of providing an area of peace and economic growth. In
this way membership of it has become attractive for other European countries.
The number of member countries has gradually increased, as countries that fulfil
the criteria for membership wish to share in the advantages of European integra-
tion. This has resulted in several rounds of enlargement. The EU now consists
of 27 countries.* Even though the EU has not covered this area over the whole
period of its existence, we will, as much as possible, describe developments for
this larger area. However, due to data limitations we will often be constrained to
smaller areas. This applies notably to the period before 1990; for this period
comparable data for countries in Central and Eastern Europe are not available.

Subjects. The EU started oft as a common market (CM). At that moment the
EU did have almost no competences in matters of cohesion. However, over time
and with increased integration the need for an EU cohesion policy increased and
the EU has been endowed with very extended competences in cohesion matters.
We will go in detail into the way in which this process has been given shape.

1.3.2 Cobhesion: from a political notion to operational indicators

The EU is confronted with very large cohesion problems. One of them is the
existence of large disparities between its different parts. These disparities were
already quite large in the former EU 15. To give an example: by the turn of the
century the income per head in the richest region was about five times as high



Introduction 5

as in the poorest region. Since the recent enlargement the disparities in income
have doubled; the average gross domestic product (GDP) per head in the ten
new member states (NMSs) in Central and Eastern Europe is about half the
average of the EU 27.

The capacity of regions and countries to do something about this disparity is
not equally distributed. Some countries that are economically weak tend to stay so
because their vulnerability in macro economic and monetary matters puts them at
risk of having to adapt their policies to counteract important turbulence on
exchange markets, with negative effects on economic growth. Large rich countries
tend to be able to shield themselves, to a large extent, from such problems.

Next there are also differences in access to employment. These have also
increased since the accession of the NMSs. In the EU 27 only 56 per cent of the
population of working age held a job (around 2004), while the figure for the
EU 15 was 64 per cent. Problems of unemployment are sometimes exacerbated
by problems of social exclusion; people that have lost their job risk ending up in
a vicious circle of lack of income (poverty) and exclusion from social contacts
and from participation in social life. There are also big differences between parts
of the EU in the occurrence of this problem. However, that is not so much a
question of the less developed areas; social problems can be very acute also in
the urban areas of the wealthier member states.

These large disparities are often felt as morally unjust and may lead to discon-
tent. In some cases such discontent takes very violent forms, for instance riots in
the suburbs of major cities. In other cases it takes the form of absence of
support, which on the EU level may translate into a lack of progress for the
European project. So for economic, moral and political reasons these disparities
are a problem. The EU has realized, itself, that it cannot function well in cases
where large segments of the European society are not part of the beneficial
effects of integration. So it has set out to foster internal cohesion.

Cohesion is a concept that has been introduced in the EU policy without a
precise definition. Over time such a practical definition has been developed.
Cohesion is now understood as the degree to which disparities in social and
economic welfare between the different regions or groups within the EU are
politically and socially tolerable.

Whether cohesion is achieved is largely a political question. In general, one
does not try to answer this question in the static way it is asked here. One rather
looks at it in a dynamic way. That means that one looks at the change in dispar-
ity from one period to another. A decrease in disparity (convergence®) then
means improved cohesion and an increase in disparity (divergence) means less
cohesion. Any decrease in disparity is supposed to ease the situation in terms of
political and social tolerance, any increase acerbates the situation on this score.

1.3.3 Policy: a multi-actor game in a cyclical framework

Cohesion does not come about by the natural processes that operate in modern
socio-economic and political systems. As a matter of fact the very dynamics of
the integrated economy of the EU may even increase cohesion problems. So, a
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policy is needed to bend the processes in such a way as to lead to targets: less
disparity and more cohesion. Policy making involves the coherent use of a set of
instruments to influence the determining factors of the target variables. So the
essential elements of the policy are: the attribution of responsibilities to actors,
the definition of objectives, the set up of a framework for intervention and the
deployment of instruments. We will detail each element somewhat hereafter:

Actors. Given the scale of the problem the EU has taken responsibility for a
significant part of this policy. It is not solely responsible, however. Member
states play an important role. Moreover, the EU also involves local governments
and representatives of the third and private sector. This multi-level governance
of the EU cohesion policy involving many actors is set up to increase participa-
tion and hence eftectiveness.

Objectives. The EU has set a number of objectives for its cohesion policy. The
first is directly related to the main problem of disparity discussed in the previous
section. The others have been added at certain points in time in EU development.

1 Improve cohesion (that is decrease disparities or generally the convergence
of wealth levels) on three dimensions: economic, social, territorial.
2 Contribute to other EU objectives:

* Facilitate major advances in economic integration such as enlargement
or the passing into higher stages of integration (e.g. the Economic and
Monetary Union (EMU)).

* Contribute to major policy targets such as the increase in competitive-
ness or the stimulation of environmental sustainability.

Framework. Taxpayers and other stakeholders that contribute to the policy want
to be assured that the policy is effective. To that end, one has to set up adequate
institutions and intervention systems, implement in practice the policy and eval-
uate the results. The better understanding that is thus gained can be used to
adapt the policy and make it better geared to its objectives.

Instruments. The EU now spends considerable financial resources to solve
cohesion problems. And it regulates the actions of national and regional public
authorities that pursue the same and related objectives.

This whole process can be conceptualized as a cycle (see Figure 1.1).” The EU
has opted for a period of about seven years to complete a full cycle. The set up
of the book follows fairly closely this cycle.

1.4 Introducing each of the stages of the cycle

1.4.1 The first stage: assessing the problems and identifying their causes

The policy cycle starts when people become aware of the existence of a socio-
economic problem and start to voice claims on politicians to do something to
solve it. However, in this initial stage the magnitude of the problem and its root
causes are often ill understood. So the cycle starts with the analysis of the cohesion
problem. This can be done by asking three questions:
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3 Specifying objectives and \
matching them with instruments ) )
4 Implementing actions
and delivering outputs

2 Designing a solution-oriented

intervention system 5 Checking effectiveness

and consistency

1 Assessing problems and

identifying their causes « 6 Drawing lessons

Figure 1.1 The policy cycle

How do you measure (the lack of) cohesion?

N =

Has cohesion become better or worse over time?
3 What are the factors that determine disparities and thus cohesion?

In the first part of the book we set out to give answers to these questions.

The essential aspect we deal with here is convergence. Convergence of wealth
is the main objective of cohesion policy and hence it is important to measure its
development and capture the factors that contribute to either a positive or a
negative development. To measure its development (first and second question)
we will make a long-term analysis of a series of indicators. To identify and
understand the causes of this observed development (third question) we will
scrutinize the theoretical and empirical literature. This stage is essential as it
permits one to identify the factors on which policy can focus so as to solve the
problems.

The improvement of cohesion depends to a large extent on the increase in
competitiveness. Competitiveness is defined as the ability of countries, regions,
cities or social groups to generate, while being exposed to external competition,
relatively high income and employment levels. As main drivers of competitive-
ness we distinguish:

e industrial structure (specialization in high-value-added activities, new prod-
ucts and services; clusters of related activities);

*  human resources (employment rate, educational level, training and teaching
facilities, adaptability of labour force, entrepreneurial talent);

e accessibility (telecommunication networks; transport infrastructure, urban
services);

e innovation (R&D institutes; knowledge-based firms);
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e environmental quality (attracts high-level activities; devastation of the
environment leads to bad image and hence can be a barrier to development.

We will study the problem and its causes in four parts. First, in general terms,
that is with the help of the key indicator of wealth disparities which is gross
domestic product per head of population (GDP/P).* Next we deal subsequently
with the three dimensions of cohesion: economic, social and territorial. We will
set each of these in its relevant policy context.

Economic cohesion is largely determined by development of the first item of
the four competition factors given above, namely: the production structure
(Chapter 3). Under this heading we detail the composition of the economy in
low and high value added sectors. Moreover, we go into the issue of Foreign
Direct Investment (FDI) as this is of much interest to public authorities. We will
equally pay attention to industrial migration as the general public is much con-
cerned about the relocation of firms from developed areas to the less developed
areas of the wider Europe and of the rest of the world.

Social cohesion is not easy to capture. However, it is closely related to the
second group of factors given under competitiveness. A whole series of indic-
ators permit specific aspects of social cohesion to follow. We will analyse in
some detail the aspect of employment (or rather its counterpart unemployment),
the effects of migration and segregation and the aspect of social exclusion
(Chapter 4).

Territorial cohesion is a concept that is even less easy to translate in concrete
indicators than economic and social cohesion. Central in this respect are the
notions of accessibility and peripherality to markets and innovation. These coin-
cide largely with the competitiveness factors given in the last two bullet points
above. We will elaborate them further in Chapter 5.

Some of the indicators used for measuring territorial disparities (such as acces-
sibility) are in practice determinants of the location of industry and hence of
economiic structure, employment dynamics and finally wealth levels. So in prac-
tice they are all part of an integrated system. The EU cohesion policy has
acknowledged this fact and has integrated the three dimensions (economic,
social and territorial) in a common framework. We will follow that integrated
approach in the elaboration of the following parts of the cycle.

The main result of this part of the analysis is that the disparity in wealth
between EU member countries has gradually decreased. However, the develop-
ment of disparities on the regional level is less positive; after a long period of
convergence the trend has turned and indicates now quite some divergence.

1.4.2 The second stage: designing a solution-oriented intervention
system

The assessment of the problems has led politicians to the conclusion that the
situation in matters of cohesion is not satisfactory and that policy action is
needed to do something about it. Once the question whether intervention
needs to be answered in a positive way a whole series of other questions need
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answering, such as: who is in charge, what instruments can best be used, how is
the process to be organized, where is action needed, what packages of measures
have to been taken, etc.? We will deal with these issues in some depth in
Chapter 6.

Giving a good answer to these questions involves the making of a few very
fundamental choices as to the design of the intervention system. They are often
decided at the constitutional level. In the EU tradition this means that they are
codified in the various treaties.

The first question is about the level of intervention. We will first go into the
rationale for EU involvement (the ‘why’ question). We will show that national
governments are not capable of delivering cohesion on the EU level in an effi-
cient way. So the EU has been given overall responsibility for it.

The next question is about the intervention system to be put in place and the
type of instruments to be used (in other words the ‘what’ question). We will
explain why the EU has opted for financial redistribution as its major instrument
to foster cohesion. It has set up EU funds from which grants can be given to
regions and social groups to alleviate particular problems. The second important
instrument of the EU is regulation and coordination.

Finally, we will discuss the various partners involved (the ‘who’ question) in
the EU cohesion policy. They assume difterent roles at different stages of the
elaboration and implementation of the policy cycle. The Council has the deci-
sive role in the decisions on the policy fundamentals and the multi-annual
framework. The Commission has a pivotal role in all the stages of the applica-
tion, daily management and evaluation of the policy. Regions play an increas-
ingly important role as advisers in the design stage and operation managers in
the implementation stage.

1.4.3 The third stage: specifying objectives and matching these with
instruments

Next we deal with the translation of the constitutional and overriding policy
objectives in major principles that guide the practical operations. This we will
do in two chapters.

In Chapter 7 we will describe the multi-annual framework; specifying the
major objectives and the financial instrument. Moreover, we will deal with the
determination of the size of the funds and criteria for the allocation of financial
resources (that is the definition of eligible social groups and regions).

The main objective of cohesion policy is convergence; in other words the
decrease in disparity. A considerable share (some 80 per cent) of EU Structural
Fund’s (SF) resources is devoted to this objective. In order to enhance effective-
ness, support is highly concentrated on the regions that are most in need of it
(indicated by the lowest levels of wealth and the highest levels of social
problems).

The EU cohesion policy has two other major stated objectives. One is to
prevent new problems arising and to increase competitiveness and employment
in other regions than those covered by the convergence objective. The other is
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to improve territorial cooperation of regions negatively influenced by border
situations. The EU devotes smaller parts of the total package (together some 20
per cent) to these objectives.

In Chapter 8 we will describe the regulatory instruments the EU uses to influ-
ence the combined activities of EU, national and regional authorities. Regula-
tory instruments forbid certain actions of private and public actors that may have
a negative effect on cohesion or prescribe other actions that may enhance cohe-
sion. Important in this respect is coordination; both vertical and horizontal.

We will turn our attention first to vertical coordination, where the EU deter-
mines the framework for actions by lower forms of government such as member
states and regions. In the group of vertical instruments the light form is ‘open
coordination’; which leaves most freedom to the member states. There are quite
a few cases where such a light method is not sufficient to get to results. In those
cases the legal instrument of the Regulation is used. With this instrument the
EU defines in detail the joint efforts of the EU and the national governments in
terms of targets, areas of intervention, intensity of support, etc.

Next we will orient our attention to the problem of horizontal coordination
where the different services of the EU have to make sure that their policies are
consistent and reinforce each other. We will describe how in the course of time
some overarching objectives have been defined and methods to foster consis-
tency have been introduced.

The analysis shows that the putting in place of these regulatory instruments is
fully justified. However, it cannot prevent that in the daily practice multiple
conflicts arise in practice in the pursuit of the different policies at various admin-
istrative levels.

1.4.4 The fourth stage: implementing actions and delivering results

The next point concerns the actual putting into effect of the policy by executing
programmes and concrete projects. It means building roads, training people, etc.
At this stage we deal with questions about governance.” Here too a number of
basic principles are to be respected. We present the most salient features of these
principles and of their implementation in the practice of the EU cohesion policy
in Chapter 9.

Over the years the EU has identified the conditions that need to be fulfilled
in order to realize a high-quality implementation and delivery system. We will
describe how this system has been specified in basic principles, institutional
structures, general rules and detailed administrative procedures.

One of the basic principles of the EU cohesion policy is partnership. Partner-
ship implies that civil servants of the EC, national governments and regional
authorities together with representatives of private and third sector (among them
local business, labour unions and social action groups) collaborate closely and
continuously in the design, implementation and evaluation of EU-funded pro-
grammes. In the previous chapters we have already dealt with the different roles
the various actors play at the earlier stages of the policy cycle, here we will
describe the distribution of the roles in the critical stage of implementation. We
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will show that the application of the partnership principle has the advantage of
increasing the effectiveness of the efforts by involving all concerned; it has the
disadvantage of a loss of efficiency due to uncertainties in the division of
responsibilities and the high input of human resources that it mobilizes."

A second principle is that of programming. Its application makes for a consis-
tent and transparent implementation of the policy. It involves the definition and
adoption of a multi annual framework that sets out the problems to be attacked,
the instruments put in place, the priorities set, the EU and other funds to be
deployed and, most important, implementation provisions. It takes account of
the EU strategic guidelines and is made concrete in sets of clearly defined opera-
tions.

The implementation of these programmes is not done by the EU itself but has
been entrusted to the national governments. We will describe how they have
delegated this task to so-called management authorities, in turn supported by
intermediate bodies. The latter are the first recipients of the project applications
and select the ones that have the highest contribution to the realization of the
objectives.

In order to make sure that the agreed programmes and projects are imple-
mented according to agreed specifications and time schedules, monitoring is
needed. In the governance model of the EU cohesion policy the responsibility
for this monitoring is given to the member states that have entrusted it in turn
to monitoring committees. They have to report annually on the progress.

The SF disburses very high amounts of money. Financial management and
control systems need to be in place to make sure that this money is rightly spent
on the agreed projects and on authorized expenditure. Internal and external
audit complements the delivery system by testifying to all involved in the justifi-
cation of the expenditure.

1.4.5 The fifth stage: checking effectiveness and consistency

The amounts of money that are involved in the cohesion policy are of consider-
able size and the EU has to satisfy its contributors that they are well spent. This is
the principle of accountability. So the EU has to show the effectiveness of its actions
through evaluation of the results and the use of its means in a coherent set.

We will first deal with evaluation (Chapter 10). In this part we will describe
how the EU has devised standard methods for evaluating systematically its cohe-
sion efforts. These involve checking whether results correspond to targets,
whether instruments have had the expected effectiveness and whether the
human and financial resources have been efficiently used. The effectiveness of
the EU cohesion policy is not easy to establish due to lack of specification of
targets and numerous methodological and data problems. We will deal with the
way in which practical solutions to these problems have been found. A general
conclusion from this evaluation of the effectiveness of the policy is difficult to
establish, but we will find that a positive effect is very plausible. We will also
review studies as to the efficiency (ratio outputs to inputs) and find a satisfactory
situation; indeed the delivery of the cohesion policy entails high cost.
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Next we deal with the problem of coherence (Chapter 11). We will show that
the EU has gradually acquired competences in a whole series of fields. Starting
with its core competence ‘market integration’ it has moved in areas such as
macro and monetary environment, etc. These policies can have a positive, a
neutral or a negative effect on cohesion. We will analyse for each of these pol-
icies the way in which they have influenced cohesion and the end effect on
cohesion. We will show that overall their beneficial effects on cohesion are not
sufficient to make a cohesion policy superfluous. We will show moreover that
some had a clear negative impact on cohesion. In the course of the past decades
most of these policies have been redesigned so as to minimize their possible
negative effects. At present the effects seem on balance neutral.

1.4.6 The sixth stage: drawing lessons from the past and preparing the
future

The final part of this book is devoted to the last part of the policy cycle:
drawing lessons from the past that can help to shape the future. In the last
chapter (Chapter 12) we thereby move from a mainly descriptive, positive
analysis towards a more predictive, normative approach.

We will do several types of analysis in this respect. First, we detail by stage of
the cycle the main lessons. Next we speculate somewhat on the likely develop-
ment of the EU as an organization in terms of deepening (more areas of compe-
tence) and widening (more countries). We will show how lessons from the past
can be used to shape the future of the EU. Actually these lessons may be rele-
vant for other countries and integration areas as well. For that reason we will
finally give some experiences of the EU that may help the shaping of an effect-
ive and efficient cohesion policy for other countries.

1.5 Summary and conclusions

e Cohesion is an elusive concept. It has been made operational by selecting
and defining indicators of disparity. Less disparity means more cohesion;
more disparity means less cohesion.

e The EU has gradually extended its competences and its geographical cover-
age. In step therewith it has developed a very elaborate cohesion policy.
This policy integrates the aspects of economic, social and territorial cohe-
sion.

e The EU cohesion policy follows the standard policy cycle in which one dis-
tinguishes the following stages:

awareness of problem;

design of policy system;

defining of objectives and elaborating appropriate instruments;
delivery of the policy through programmes and projects;
checking (evaluation) of effectiveness and consistency; and finally
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drawing lessons and giving suggestions for improvement.
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2 Disparities: general

2.1 Introduction

Cohesion is usually measured with its negative; the lack of cohesion, in turn
measured by the size of disparities. So the development over time of the degree
of cohesion and thereby the answer to the key policy question: Has cohesion
been improved or has it deteriorated? is usually measured by the development of
the disparity in wealth levels between member countries, social groups and
regions. Wealth also is an elusive concept. Many indicators have been tried out
to measure it. They all have certain advantages and disadvantages. We will use
GDP/P levels, the most usual indicator. So cohesion is said to improve in case
disparities in GDP/P levels decrease and vice versa. The analysis will allow us to
answer at a later stage two questions:

1 Which are the type of regions that show a poor situation with respect to the
EU mean or a poor performance in terms of convergence and hence where
policy action is needed?

2 Does the system tend to convergence and hence can policy focus on sup-
porting natural tendencies or does the system tend to divergence and do
policy makers face an uphill fight?

The present chapter is set up as follows: the first part is devoted to the analy-
sis of the theory of wealth distribution. We will review the schools that have con-
structed theories that either lead to convergence (less disparity) or divergence
(more disparity). We will identify the determinant factors for either develop-
ment. Paramount among these are structural features that can only be changed
in the long term.

Next we move to the results of empirical research. Given the long-term charac-
ter of the problem we will describe very long-term trends. The first section will
deal with the trends that prevailed up to the end of the Second World War. The
following two sections will deal with the developments of GDP per head levels
since the Second World War, both on national and regional levels.

The chapter will be rounded off with a brief summary of the findings.
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2.2 Concepts and indicators

2.2.1 Policy-relevant concepts and definitions

The basic concepts about cohesion have been given already in the previous
chapter. We recall here briefly that cohesion is understood to exist in case the dis-
parities in social and economic welfare between different regions and social groups
are politically and socially tolerable. Cohesion improves when disparities decrease.
This is generally called convergence. The opposite occurs when disparities increase.
This is called divergence.! Convergence is thought to prevail when the wealth
levels of the different countries, regions or social groups (generally measured by
income per head levels) tend to evolve towards the mean of the group to which
they belong. In Figure 2.1 this is represented by the downward-sloping curve that
indicates average percentage growth rates that are lower the higher the initial level
of income per head. Divergence is the opposite; here the differences between the
members of the group increase. In Figure 2.1 it is represented by an upward-sloping
curve, the growth rates being higher the higher the initial income per head level.”

Several statistical indicators exist to measure degrees of convergence and
divergence.’ These indicators measure the differences between the elements of a
set. However, in policy terms the notion of convergence relates in particular to
the catching up of the poor with the rich, or at least with the medium. To that
end one needs to study the trajectories of individual elements of the set.

2.2.2 Operational indicators

The most used indicator of disparities is the GDP per head, usually of popu-
lation, sometimes (in case one wants to put the accent on productivity rather

Divergence

Percentage growth rate

Convergence

Income per capita

Figure 2.1 Convergence and divergence
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than wealth) per employed person. Now this choice is not without drawbacks.
One problem with GDP/P figures is that the monetary valuation of income cat-
egories may hide important aspects of the real situation. Several attempts (e.g.
the set up of quality of life indicators) have been made to capture non-monetary
aspects. One can thereby distinguish between two approaches:

o Objective indicators. These are factors that are assumed to determine welfare,
such as income, health, education, housing, number of passenger cars, tele-
phones, television sets or doctors per 1,000 inhabitants.

e Subjective indicators. These are established by asking people what they feel
about their situation; that is whether they feel happy, or how they would
describe their degree of life satisfaction.

Objective indicators tend to be highly correlated with GDP per head figures
(Giannis ef al., 1999). Subjective indicators on the contrary appeared to be fairly
insensitive to variations in objective social economic conditions. Recent
research on international differences among European countries (Fahey and
Smyth, 2004) has changed that picture; it shows that there is a positive relation
between on the one hand the mean life satisfaction and on the other hand the
level and growth of wealth (as measured by GDP per head and the recent
growth of GDP per head). In other words, populations in the rich parts of
Europe have high and relatively equal life satisfaction, while those in the poorer
parts of Europe have low and unequal life satisfaction.

Given these results and given the fact that the level of GDP per head is also
highly correlated with a number of other aspects of cohesion,* it seems justified
to take GDP/P as the main indicator of cohesion.”

2.3 Theory: convergence or divergence?

2.3.1 Convergence

The convergence school is of rather neo-classical inspiration. It assumes that markets
do work efficiently.® There are different strands that we will shortly describe.
First, we will give our attention to theories that discuss development on the
national and international level.”

The theory of international relations holds that economic (market) integration
through increased movements of products (goods, services) and production
factors (labour, capital) tends to equalize factor returns and, hence, incomes. For
instance migration of workers will bring equalization of wages. Capital move-
ment through FDI in low-wage countries will increase the demand for labour
and increase productivity. Multinational firms will transfer technology and man-
agement practices to low-wage countries, thereby increasing the capacity to
sustain higher wages. National governments of these countries will match this
with investments in training of labour and infrastructure. In other words, the
economic process leads to convergence of income levels and hence wealth
levels. The outcome of such models depends on many assumptions; the most
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important being that markets function properly and that there are no impedi-
ments to movements.

Even in the absence of such factor movements, convergence may occur as
the theory of equalization of factor returns® demonstrates. Openness to goods trade
will lead to international specialization, which will in turn change the demand
for production factors. In the relatively poor country demand will shift to the
abundant factor labour and away from the scarce factor capital, which will lead
to an equalization of wages (and hence income levels).

The theory about growth’ states that production is characterized by diminish-
ing returns. Marginal additions of units of capital will add less to total factor pro-
ductivity in countries with abundant capital and a high level of income than in
countries with a low level of income. So, rich countries tend to have lower
growth rates than poor countries. Some other economic mechanisms tend to
reinforce this tendency towards convergence. High wages based on high pro-
ductivity in the export sector tend to increase the cost of locally produced
goods, like houses and many services, like leisure. Countries with lower labour
cost and a spatial structure that can be easily adapted to new opportunities have a
competitive advantage over the high-cost countries leading to their higher
catching up.

Transposing the neo-classical theory from international to interregional
relations, one finds the following approaches.

Theories putting the accent on the regional mobility of production factors show
that if wages are higher in the developed regions, labour will migrate from the
less developed regions to the higher developed ones. Consequently, labour will
become scarce in the first and abundant in the latter type of region, triggering a
downward or an upward movement of wages. On the other hand, if wages and
the marginal product of capital are inversely correlated, capital will move to
labour-intensive sectors in low-wage regions, diminishing the trend for labour
to migrate outwards. Thus economic growth would lead to convergence (poor
regions catching up with rich ones).

The theory about export-led inter-regional growth differences takes again the open-
ness of product markets as a point of departure. The expansion of a region’s
exports (relative to those of other regions) would lead to an expansion in the
demand for factors supplies, the price of which will be bid up relative to those
in other regions. This should encourage a fall in the region’s rate of productivity
growth, a decline in the competitiveness of the region’s exports, as well as
capital movements to lower-price regions.

Regional growth models often take the elements of openness of markets into
account but add to these geographical features that influence the location of economic
activity. Thus, just as neoclassical economists’ primary analytical concept is the
‘production function’, linking a firm’s (or nation’s) output to key factor endow-
ments (labour, capital and technology), so economic geographers saw the geo-
graphy of production in terms of a ‘location function’ in which the location of
economic activity was to be explained in terms of the geographical distribution
of key ‘locational endowments’ (availability of natural resources, labour supplies,
access to markets and so on). On the one hand, firms search for regions with a
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profile that matches, as well as possible, their requirements. On the other hand,
regions ‘compete’ with one another to attract economic activity on the basis of
their comparative endowments with ‘locational factors’. Convergence comes
about as the very success of regions as a location gradually deteriorates its posi-
tion. High congestion costs tend to put a break on the further development of
urban regions.

A theory that has both been operationalized on the country and the region
level is the theory of the life-cycle of the product. 1t distinguishes four stages in the
life of each product: (1) introduction, (2) expansion, (3) saturation and (4)
decline. At each stage in this cycle, the companies that produce the product
have different preferences as to their location. In the first stage they will need
nearness to innovation so tend to locate in the most developed countries and
regions; in the later stages they mainly seek low-cost locations hence will tend
to locate in the less developed countries and regions.'® This model can produce
convergence. This is realized by poor countries and regions absorbing, gradually,
the skills and know-how by benefiting from direct investment that develops
production at the middle stages of a product’s life-cycle. This permits these
countries to develop, gradually, their own research and innovation and to
upgrade the quality of the production, at the same time increasing the capacity
of their productive system to sustain high wages and high profits.

Most of these theories have already been developed some time ago. In recent
years interesting new developments have, however, been made to refine these
theories. A number of concepts have been integrated into a new generation of
(regional) growth and convergence models. The new growth models (see Aghion
et al., 1999; Barro, 1997) incorporate such factors as education, good gov-
ernance, etc., that stimulate economic growth. Convergence occurs when
countries that were poorly endowed with such factors upgrade them. The fun-
damental tendency towards convergence (based on decreasing returns) is then
reinforced by these growth factors (e.g. Barro and Sala-I-Martin, 1995)."

In practice not only convergence occurs, but also divergence. Can conver-
gence theories also accommodate divergence? The answer is yes; divergence can
occur because the assumptions on which the neo-classical theory bases itself are
not fulfilled in practice, due to restrictive practices of private actors or to distor-
tions of the market mechanism by public intervention. For instance, because (a)
adaptation takes time; (b) mobility of factors of production is impeded; (c) free
competition and entry are impeded by collusive practices of firms; (d) resources
are not exploited in full; (¢) technology is not easily transferable from one region
to another, etc. So, for all those reasons the outcome of convergence cannot be
taken for granted.

2.3.2 Divergence

The divergence school maintains that the system has built-in tendencies towards
more disequilibrium. Technology and innovation together with scale economies
play an important part in the divergence theories. The theories generally assume
that factors like the cost of bridging spatial distance and overcoming differences
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in language and institutional factors inhibit factor (notably labour) movements.
The divergence mechanisms apply on both the international and the inter-
regional level.

The most well-known strand of these theories is that called cumulative causa-
tion (Myrdal, 1956, 1957). A system characterized by large initial disparities and
the free play of market and social forces will tend towards an increasingly unbal-
anced development. This can be observed on the level of countries and regions.
It is also relevant in an urban rural context (e.g. Perroux, 1955), where large
urban centres tend to grow and areas with a deficient urban infrastructure tend
to decline (polarization).

The life-cycle of the product can also lead to divergence. Advanced (core) countries
or regions can perpetuate the gap separating them from backward (peripheral) ones
by attracting to themselves in each new cycle the high-value products of that cycle,
leaving to peripheral regions only those products that are in their maturity stage of
the cycle; the production of which sustains only low incomes. The gap can even be
accentuated in case the core manages to also keep the medium products for a long
time within its borders, for instance through mechanization and automation.

Factor movements reinforce the tendency; highly qualified labour, not finding
sufficient employment in peripheral regions, will migrate to the centre and so
will capital. Thus labour tends to move to areas with the best career potential, in
other words where the investment in human capital is likely to give the highest
rewards (in general already developed regions) (Vernon, 1979; Hirsch, 1974).
The technological advance of certain countries implies that they will always spe-
cialize in products with high value added that sustain high wages. Thus the wage
gap that accompanies the technology gap is not only perpetuated, but even
accentuated. The expectation of a continuation of this trend may lead to a situ-
ation where the expected returns on labour and capital are higher in the centre
than in the periphery with the consequence that labour and capital will continue
to flow from the latter to the former (Krugman, 1979). Government policy may
consider that the returns to public investment in central regions are much higher
than in others. So they will reinforce existing disequilibria. This may come to
the point where government even stimulates the out-migration of people from
regions with very poor potential to regions with high potential.

Some theories on growth reinforce these arguments and point to further cumu-
lative effects. One 1is economic integration that implies exposing the country’s
economy to stronger international competition, which leads to increased move-
ments of goods and factors."> Another set of developments concern increasing returms
models (e.g. Romer, 1986). They recognize that many economic activities are
subject to increasing returns to scale, and that many regions benefit from agglomer-
ation economies (joint location of linked economic activities) and urbanization
economies (location in an area with many and varied urban services, like education,
leisure, R&D, etc.).”® As a result rich developed regions tend to produce competit-
ive advantages for the firms located there, leading to faster growth there than in
lower level income regions with deficient infrastructure and limited economies of
agglomeration and urbanization. The effect is of course divergence.

How can convergence, observed in practice, be explained under the diver-
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gence model? The answer lies in the weaknesses of the drivers of divergence
such as economies of scale. Some products and services are not subject to
economies of scale. Some production technologies require locations that are
provided outside traditional centres (e.g. aircraft production and testing). Prefer-
ences of location of key groups of labour (e.g. well-educated labour is likely to
go to places where leisure and quality of the environment are particularly good).
These may lead to departures from the divergence model.

2.3.3 Consecutive divergence and convergence

There is much to be said for, and against, the theories of both convergence and
divergence of national and regional wealth levels. So, they may very well turn
out to be specific cases of a more general theory. Some have worked at a syn-
thesis by assuming that divergence and convergence between groups and regions
(countries) occur in a specific sequence; so consecutively.

The theories are concerned with the very long-term growth pattern.'"* The
point of departure of these theories is the stage concept (Williamson, 1965). A
country at an early stage of development will show a tendency towards more
regional inequality because at that stage the Myrdalian divergence effects
(described in the previous section) are likely to predominate. However, as
growth proceeds and countries enter stages of higher economic development,
the ‘classical’ mechanisms of convergence can be expected to regain strength and
inequality is likely to level off. Finally, in highly developed economies, the
market mechanisms are likely to function better, leading to more equality.”
Moreover, transfer mechanisms attenuate much of the inequality in the distribu-
tion of primary income. However, for the highest stages, one may expect again
divergence as liberal forces tend to be dominant (e.g. Amos, 1988).

How does the theory relate to practice? The diachronic or stage approach has
been very popular, probably because it nicely accommodates both the convergence
and the divergence schools of thought. The former finds its thesis confirmed as
soon as the conditions are met,'® the latter believes that conditions for convergence
take a long time to fulfil and hence divergence will be with us for a long time to
come. Moreover, the diachronic approach leaves ample room to the pragmatists
(who observe the developments in practice); if the statistical indicators show con-
vergence, they conclude that the country has entered the stage of developed nation;
if divergence predominates, they conclude it is still at an infant stage of develop-
ment. However, the approach has also aroused serious critics. The main criticism is
that the stages have never been well dated and documented for groups of countries,
nor has a satisfactory and systematic explanation been found for the fact that nations
and regions apparently starting from similar positions nevertheless follow different

development rhythms and paths (Aydalot, 1985).

2.3.4 Simultaneous convergence and divergence

The uncertainties that are left by answers to the basic question given by the
three schools mentioned up until now have been resolved by a number of
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scholars that assume that, actually, convergence and divergence will occur at the
same time. The system is thought to be essentially indeterminate.” The
outcome of the processes depends on the balance between two opposing forces
in practical circumstances that may difter very much over time and space.

*  On the one hand we have centrifugal forces that tend to spread economic
development to regions that initially are poorly developed and hence lead to
convergence. Among these forces the diffusion of technological and organi-
zational knowledge takes pride of place.

*  On the other hand we have centripetal forces that favour central regions
and hence divergence; we mention in particular the agglomeration advan-
tages that central locations tend to provide.

The theoretical underpinnings of this view come from several strands of
thought.

New growth theory identifies as determinants of differential growth differences
in market access, human capital, technological change, international competi-
tiveness, economies of scale, public infrastructure, institutional efficiency, etc.'
Some regions and countries succeed in mastering good combinations of these
factors and grow, others fail to do so and lag behind."”

Endogenous growth theory tries to explain why some economies have succeeded
and others have failed. The key assumption of endogenous growth theory is that
accumulation of knowledge generates increasing returns. Knowledge and know-
how are not disseminated instantly — not between nations, regions, sectors or
companies — but need to be acquired. This means that one has to account for
market failures: markets do not necessarily yield an optimal result. Endogenous
growth models®
the possibility of non-diminishing returns to scale by making endogenous

build upon the standard neo-classical growth model, but allow

improvements to human capital and technological change. In a regional context,
inflows of labour into a growth region are likely to be of the more skilled and
enterprising workers, thus adding to the general quality of the region’s stock of
human capital and its productivity. In addition, technological spill-over appears
to be geographically localized, so that once a region acquires a relative advantage
in terms of innovation and technological advance, it is likely to be sustained
over long periods of time.

New economic geography models of international trade and of growth can
produce both convergence and divergence in the system. The decrease of trans-
port cost combined with increasing returns to scale would lead to concentration
of these economic activities in central regions, with negative consequences for
the periphery. However, in case these factors are weak, and depending on
hypotheses concerning the mobility of production factors, the opposite tend-
ency may occur.”’

The simultaneity school seems to come very close to the reality that one can
observe in practice. Indeed, the considerable body of literature on the causes of
difterential national and regional development does account for a large variety
of development paths.”?> Much depends on the initial situation, the capacity of
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regions to adapt, the growth effects of integration on all regions, etc.” So, the
new theoretical constructs show an indeterminate system producing a fan of
possible outcomes of remarkable diversity.

2.3.5 An overview

As evidenced in the previous sections there is a very wide and diversified fan of
theoretical approaches. The main aspects of the various strands of theory dis-
cussed can be briefly summarized as follows (see Table 2.1).

2.4 Some history

2.4.1 National disparities up to 1950

As the theoretical analysis does not give a clear indication as to the likely
development of the system, we turn to empirical analysis to see how things have
worked out in practice. We will first turn to the very long-term trends.

Some 2,000 years ago, the disparities between the richer and the poorer parts
of Europe were quite the opposite from the one we know today. The Mediter-
ranean Basin was then considered in economic, technical and cultural terms the
most developed part of Europe. In the Middle Ages and the Renaissance,
the ‘centre’ of Europe was still in the Mediterranean (Venice, Genoa and the

Table 2.1 Summary view of theoretical approaches

Convergence (C) Divergence (D) Consecutive C=D  Simultaneous C—D

Inspiration Neo-classical ~ Marxist Stages New economic
(growth and geography;
trade) endogenous

history

Basic tendency Spread Concentration First Indeterminate

polarization concentration,
next spread

Markets Efficient Deficient Alternate Monopolistic

competition

Technology  Decreasing Increasing Pragmatic Increasing
returns to scale returns to scale returns

to scale;
transport cost

Dynamics Catch up and  Cumulative Changing private Survival of
fall back causation and public fittest

preferences

Policy Stimulating Focus on First strong bias  Simultaneous
growth factors highest returns on efficiency; stimulation of
and efficient  on public next support for  competitiveness
working of investment in  equity in all regions;
markets education; concentration of

infrastructure, efforts on

etc. laggards
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developing Spanish and Portuguese empires). However, economic activity shifted
to the North, particularly to Flanders, later to Holland and England. The spatial
configuration was upset by the Industrial Revolution, which fundamentally trans-
formed the European economy. Remarkably, the Industrial Revolution got oft the
ground in a peripheral country of eighteenth-century Europe. Historians tend to
explain that phenomenon by an institutional rather than a geographical factor. In
their view, the critical factor in the emergence of leading economic powers in
general, and the UK in particular, was the fixing of economic rights which gave
private economic actors confidence in their capacity to capture future benefits of
present risky undertakings (North and Thomas, 1973; North, 1991).

The Industrial Revolution went hand in hand with increased international
trade. GDP/P growth figures, that up until that moment had been very low (a
fraction of a per cent per year before the Industrial Revolution), rose to 2 to 3
per cent a year in the last part of the eighteenth and the major part of the nine-
teenth century. This led, however, to very unequal growth patterns. On balance
there was an increase in disparity between European countries that was the
result of three trends:

¢ The UK kept a paramount place with an income per capita above that of
the other European countries; intermediate countries (Benelux, France and
Germany) caught up in relative terms with the leading country, the UK.

e Mediterranean countries (Greece, Italy, Spain and Portugal) failed to take
full part in the industrialization process and fell behind the rest. Detailed
analysis of the factors determining national growth performances shows that
the late development of these countries seems due to the lack of resources
(natural and human) and bad economic (and military) institutions and policy
rather than distance to the European core or exposure to external competi-
tion.

e Eastern Europe failed to develop; here the reasons are manifold but institu-
tional factors seem to have played as large a role as lack of resource endow-
ment or geographical distance.

As a consequence the centre periphery dichotomy in Europe is defined as a
West—East rather than a North—South difterence; indeed, in Eastern Europe,
incomes were in general even lower than in the Mediterranean countries.”* The
various countries of Eastern Europe continued to have difficulties in keeping up
with the developments in Western Europe during the period between the two
world wars (so adding to divergence) (see, for example, Aldcroft and More-
wood, 1995).

In Western Europe a major question has been whether the development of inter-
national economic integration has influenced disparity either in a positive (convergence)
or negative way (divergence). To answer that question we have to measure the
evolution of disparities and of the degree of integration and compare the two.

The study of the quantitative aspects of the long-term evolution of national
disparities for the western part of Europe is hampered by data limitations. For a
zone that is approximately comparable to the EU of 12 as it existed in 1990 we
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Table 2.2 Integration and wealth disparity indicators in Western Europe, 1830-1950

1830 1860 1913 1920 1929 1938 1950

Disparity* 0.14 0.32  0.60 n.a. 0.53 n.a. 0.77
Trade (as a % of GDP)® n.a. 10 14 9 10 6 n.a.
Average protection (tariff)

level)* n.a. 1 2 2 2 7 n.a.
Notes:

a Own calculations of the Theil entropy index based on data in Bairoch (1976). The higher the
index the higher the disparity.

b Based on data (average value of imports and exports) in Mitchell (1981).

¢ Based on Messerlin and Becuwe (1986).

have calculated disparities of wealth differences among countries between 1830
and 1950 (see first row in Table 2.2). The table shows that disparities have grad-
ually increased, notably up to 1913. The inter-war period (up to 1929) showed
a slight decrease in disparity, which was due to the intermediate countries’
further catch-up and the stabilization of the relative wealth level of the Mediter-
ranean countries.

The next problem is the measurement of integration. We have done this with
the help of two indicators: trade as a percentage of GDP and the decrease in
protection measured by average tariffs. In the 1830-60 period, increasing indus-
trialization led to progressive economic integration, which was manifest from
the growth of trade based on international specialization. Depression slowed
down the growth of trade to a sluggish pace between 1870 and 1914. The First
World War interrupted the integration tendency, which was resumed afterwards
on a lower level. The recession of the 1930s dealt another blow to integration
(row 2 of Table 2.2). National solutions were resorted to, based on short-term
economic thinking (unemployment) and military thinking (autarky was believed
to be safer than interdependency). That tendency was reflected in the upsurge of
protectionist measures. After a long period of relatively stable average tarift pro-
tection in most European countries, tariffs soared, increasing almost fourfold in
the 1930s. Moreover, non-tarift protection rose, both in the period immediately
following the First World War and in the 1930s (row 3 of Table 2.2).

The comparison of the data on economic integration and wealth disparity
among European countries leads to a clear conclusion. Disparity rises when
integration advances, and drops when integration lets up. A more detailed look
at the underlying figures shows that the decline in disparity in the period
between the world wars resulted from the drop in per capita income in the
more affluent countries, which were hit harder than others by the downturn of
the economic cycle and the ensuing protectionism in many countries.

2.4.2 Regional disparity up to 1950

Disparities among European regions are our next object of study. While inter-
national integration went through ups and downs, the integration of regions in a
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national economy seems to have increased steadily owing to technological
(transport, communication) as well as institutional factors (centralization, unifi-
cation, bureaucracy). Economic history has had some difficulty of getting to
grips with the study of systems of regions; it is traditionally oriented towards
either national development or to local history (Timar, 1992). However, the
research by economic historians can provide a picture of the pattern of regional
development in many European countries during the nineteenth century — the
period of industrialization — and the early twentieth century. In this historical
period the presently available sophisticated regional account statistics did not yet
exist. So the various studies use a variety of indicators of economic and social
cohesions such as relative wealth levels, wages or literacy. Most highlight the
role of economic and geographical factors (ports, coal) for income distribution,
but some put the accent on institutional factors (e.g. Chor, 2005), notably the
role of property. Cities that exercised stronger institutional protection of private
property experienced higher levels of both skilled and unskilled wages as well as
lower inequality as measured by the skilled:unskilled ratio.

As few other Europe-wide studies exist we have to turn to evidence on a
country by country basis. Annex 2.1 gives a review of the relevant studies.”

The conclusion of these analyses is that on the regional level both convergence
and divergence of wealth levels have occurred. For the whole of the west Euro-
pean area, however, it seems as if, on balance, divergence has occurred. Spatial
patterns of growth seem to depend most on political factors, e.g. internal
peripheralization occurred in many countries only when conditions were organ-
ized by the government to the advantage of people living in the centre (Nolte,
1991). However, even here, there is no determinism; lagging regions have been
shown to be able, at any stage, to develop their economy by making use of the
transfer of technology and capital as well as their physical and human resources.
Some regions have even developed by effectively turning a distance barrier to
their advantage (Pollard, 1981).

2.5 National disparities

2.5.1 The present situation

The enlarged EU is confronted with considerable differences in wealth levels
(see Figure 2.2).
The figure clearly indicates that there are mainly three groups of countries.

1 Above average countries. These are all in the northwest of Europe. The differ-
ences in levels of development between the members of the first group are
very low.

2 Below average countries. This is a group that consists of the three western
(Mediterranean) countries and the two most developed new member states.

3 Far below average countries. This third group consists of the NMSs with all
GDP/P levels considerably below the EU average. Bulgaria and Romania are
even significantly below the average of this group.
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Figure 2.2 Difterences in GDP/P by country, 2004

Source: Database Eurostat

The differences between the groups are considerably larger than they used to be
with previous extensions of the EU. The extension with three Mediterranean
countries in the eighties did introduce some disparity between member states
(compare groups 1 and 2). However, the present round of extension introduced
much higher internal disparities in income per head level. For illustration: the
gap between the average of the EU and the Iberian countries at the time of their
accession was about 30 per cent while today the gap between the average of the
EU 15 and the NMSs is 60 per cent.

2.5.2 Past evolution

Many were afraid that European integration (by opening up markets) would
lead to divergence. Others were rather of the view that it would help conver-
gence. In the 1970s much uncertainty persisted as to which tendency actually
dominated. So, better empirical evidence was needed. In a pioneering study we
(Molle et al., 1980) showed that in the first decades of European integration dis-
parities actually decreased.” Later studies for a wider integration area (Molle and
Boeckhout, 1995) confirmed the tendency of convergence. Due to the acces-
sion of the Mediterranean countries the disparities did of course increase, but
this was a one time statistical effect. Once in the EU countries like Portugal,
Spain and Ireland have actually been able to catch up with the average of the
EU.”

An idea of the evolution of the GDP/P levels of European countries is given in
Table 2.3. The table shows, first, that immediately after the Second World War,
some Western European countries were rather poor (Portugal, Greece and
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Table 2.3 Development of GDP/P (EU = 100), by country, 1950-2004

Country 1950 1990 2000 2004 1990 2000 2004

€ € € € pPPP pPPP pPPP
Germany” 93 125 127 120 116 113 109
France 136 111 120 119 109 115 111
Italy 71 101 102 104 102 111 105
The Netherlands 100 100 128 135 100 121 125
Belgium 166 104 122 122 105 116 119
Luxembourg 201 149 245 253 150 217 223
UK 140 89 135 129 99 114 119
Denmark 153 132 162 161 104 126 122
Ireland 81 71 139 164 74 127 141
Spain 35 69 79 88 77 93 99
Portugal 35 37 60 58 61 80 73
Greece 30 43 57 67 58 72 82
Austria 58 109 133 130 105 127 122
Sweden 170 142 148 139 108 119 116
Finland 114 143 128 128 102 114 115
EU 15 100 100 115 114 100 110 109
Poland 24 23 46 47
Czech Rep. 30 38 65 70
Hungary 25 36 53 61
Slovakia 21 28 47 52
Slovenia 52 58 73 78
Lithuania 18 23 38 48
Cyprus 72 75 86 82
Latvia 18 22 35 43
Estonia 22 30 43 51
Malta 54 48 77 71
Bulgaria 13 8 38 23
Romania 15 8 36 24
EU 27 100 100 100 100
North 120 111 129 126 107 115 115
South 53 80 86 91 86 98 98
East 22 22 46 45
CoV 50 33 68 67 23 45 45
Notes:

PPP = purchasing power parities.
a Estimate.
b In 2000, inclusive of former DDR.

Sources: OECD National Account Statistics, several years; Eurostat, National Accounts (ESA) Review,
several years; Statistics in Focus 1996/5. National figures on GDP made comparable with exchange
rate figures; EC, European Economy, No. 70, 2000, Tables 8 and 9.

Spain, to a lesser extent Italy, and initially also Germany) while others (Belgium,
Denmark, the UK and France) were relatively well off. The table shows next
that these disparities have decreased considerably in the 1950-2000 period.

So one can draw here as a major conclusion that on the national level con-
vergence prevailed. This was due to two developments:
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*  Member countries with an income level below the EU average, notably the
so-called cohesion countries (less than 75 per cent of EU GDP/P), showed
above average growth rates. The total of these countries grew by 3 per cent
a year, the total of the EU by about 2 per cent (EC, 2004a).

¢ Rich member countries (GDP/P levels above the EU mean) such as
Belgium and the UK showed below average growth rates.”

A case to highlight is Ireland that has successtully fought its way into the
league of above average countries over the past decades. The three Mediter-
ranean countries that joined in the 1980s have all adapted their industrial struc-
ture by taking advantage of the access to markets that the EU offered and by
attracting FDI. This much resembles the development path of Italy about a
decade earlier. The accession of the NMSs has drastically changed the situation.
Their wealth levels are significantly below those in the West. This thus leads to
a one-time statistical effect of increase in disparity.

In the bottom part of the table we give the evolution of the averages of the
three broad geographical areas; the North, the South and the East. The growth
of the North has been relatively slow; which contributed to lesser disparities.
The catching up of the second (Mediterranean) group with the average of the
EU 27 is now complete, although quite important deficits in wealth levels of
some countries (e.g. Portugal) still persist.

The picture, as given up until now, shows very stark differences. These have
to be corrected for a number of specificities of GDP as an indicator of relative
wealth levels. Indeed GDP per capita has indeed a number of drawbacks:

e First, it does not take into account that the cost of living is quite different in
different countries and regions. It means that the same euro can buy more
wealth in one country than in another. In order to correct for this dif-
ference so-called purchasing power parities (PPP) have been calculated.
GDP figures corrected for PPP have been given in the last three columns of
Table 2.3. As one sees, they tend to attenuate the differences in wealth.

e Second, GDP does not measure all production and income creation. Some ele-
ments are excluded by definition, so we will not go into that here (e.g. the
value of work that is done by housewives). Other elements are not included
because they have escaped registration. That is the case for the so-called
black, grey, shadow or underground economy. They comprise both illegal
activities (such as drugs trade and prostitution), and legal activities that have
not been reported to avoid taxes (fairly common in construction). The
underground economy is much more important in low-income countries
than in highly developed countries. Recent studies (Schneider, 2003) estim-
ate that it was about 15 per cent in the countries of the North, 25 per cent
in those of the South and 30 per cent in those of the East. The implication
is of course that absolute difterences in wealth are less outspoken than the
GDP/P figures indicate.

In Table 2.3 the detailed picture, with data by country, permits one to
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analyse convergence/divergence tendencies, but fails to capture these tendencies
in one indicator of disparity. As such we use the coefficient of variation (applied
to the figures in the upper part of the table it produces the figures given in the
bottom part of the table). These figures leave no room for doubt; they show a
significant decrease in disparity over the study period for the EU 15. This
decrease has been steady all over the period, as data for intermediate decennial
benchmark years show (Molle and Boeckhout, 1995).

2.5.3 Time needed for catching up

The major differences in wealth between countries, regions and social groups
are associated with long-standing structural differences, such as deficient levels of
education or infrastructure. Changing such factors takes time. The time lag
needed for catching up is dependent on two factors (see Table 2.4): the dif-
ference in wealth level at the outset (per cent with respect to the EU mean) and
the difference in growth rate during the catching-up period (per cent points dif-
ference with mean EU growth rate).

The NMSs are more or less around the level of 50 per cent of the EU 27
average (see Figure 2.3 and Table 2.3). Over the past decade their growth rates
have in general been several percentage points above the one of the mature
economies of the developed northwestern part of the EU. One sees from the
upper line of Table 2.4 that if this differential can be maintained over a pro-
longed period, the catching-up process of the NMSs will take about a genera-
tion. This may look long to some but it is realistic by historical standards. Some
doubt whether the NMSs may indeed outperform the old member states for
such a prolonged period and with a significant margin. However, the
experience of the southern cohesion countries, such as Portugal, Spain and
Greece (see Table 2.3) has shown that such a process is indeed feasible.

2.6 Regional disparities

2.6.1 The present situation

The differences between member states are very significant as we have shown in
the previous section. However, within member states very big diftferences exist

Table 2.4 Catch-up time (in years) for different levels of initial disparity (level in % of
target) and differential in growth rates (%)

Level /growth 1 2 3 4

50 71 36 24 18
60 52 26 18 13
70 36 18 12 9
80 22 12 8 6
90 10 5 4 3

Source: Adapted from Vaneecloo (2005).
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Figure 2.3 Differences in GDP/P by region, 2001

which means that the overall differences between the wealth levels of the
regions of the enlarged EU are indeed very significant (Figure 2.3).

The map shows that within the poorest countries there are regions that are
even worse off than the national average of the country to which they belong;
an example is the Eastern border regions of Poland. On the other hand, one sees
that certain urban regions in member states in the rich northwest have income
levels that considerably exceed the national average (for instance Paris). So the
regional disparity in the EU (measured by the ratio of the two extremes) far
exceeds the national disparity. The present disparity of the regions with respect
to their national level and the EU level is given in Figure 2.4.

The disparity measured in terms of ratio between extremes has much
increased due to the latest enlargement. The ten least-favoured regions in EU 15
had a wealth level that was only one-third of that of the ten ‘richest’ (measured
in GDP per head, but also by level of infrastructure, capital endowment and so
on). Now the same ratio exists not between the ten poorest regions and the ten
richest, but between the ten poorest and the EU 27 average.

2.6.2 Evolution of the regional disparities: convergence or divergence?”

At the start of the EU there was much concern about the possibility of a diver-
gence in wealth levels. There were few who believed that the convergence tend-
encies would prevail. Again the dispute could only be settled by empirical
analysis.”
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Figure 2.4 Regional extremes in GDP/P (PPS) by country, 2000

Source: Eurostat

We can illustrate the evolution with Table 2.5. Here we use Theil entropy
indices to measure the evolution of total disparity. The choice of this index
allows us to decompose disparity in a national and a regional component. The
lower the Theil index, the lower the disparity. The figures of Table 2.3 show
that convergence prevailed in the early decades of the existence of the EU.
Indeed, the disparity between all Western European regions decreased consider-
ably over the third quarter of the previous century, after that more diverse pat-
terns can be observed.” Convergence of regional income levels seems however,
to have levelled off in the 1980s and even have turned into divergence in the
1990s.

Table 2.5 shows (row 3) that the decrease in the disparity in regional wealth
levels (row 1) is to a large extent determined by the disparities that exist
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Table 2.5 Evolution of wealth disparities® (EU 15), 1950-90

1950 1960 1970 1980 1990

1 disparity among regions 0.124 0.100 0.079 0.058 0.057
2 disparity among countries 0.096 0.080 0.063 0.043 0.040
3 2:1in % 77 80 80 75 70

Note:
a Theil entropy indices of Gross Regional Product by head of population based on exchange rates.

Source: Molle et al., 1980; Molle and Boeckhout, 1995: additional estimates based on various Euro-
stat and national publications.

between the countries of the EU (row 2). The underlying factors, such as
resources, the level of schooling of the labour force, the access to markets and,
in particular, the social and economic institutional infrastructure, are national
rather than regional characteristics. So the improvement of national factors is an
important condition for the catching up of the lagging countries and, subse-
quently, regional cohesion.™

Studies for individual countries show similar patterns by group. We will distin-
guish between the old and the new member countries or in other terms
between North/South on the one hand and East on the other.

e In the old member countries (North/South) a fairly strong and consistent
tendency towards convergence prevailed for the post-war period (evid-
ence® for Austria, Spain, Italy, Sweden and Finland). On the contrary the
intra national disparities had actually started to increase in the 1990s (evid-
ence for all member countries with the exception of France, Germany and
Austria (EC, 2002a, 2004a)). This may very well be the price member
countries have paid for the fast development of their total value added.

e For the new member countries (East) on the contrary divergence domin-
ated recent (post transition) developments. In the second half of the 1990s
disparities between regions indeed increased considerably. Cities that are
well attached to the international economy tend to grow faster, because
they can overcome, very quickly, the constraints for their development,
often by mobilizing the resources of their direct surroundings. FDI is the
main engine for growth. This tends to be concentrated in capital cities and
intra-EU border areas. Regions with traditional state industry in the East
have a very difficult transition problem, which is comparable to the
problem of the regions that traditionally specialized in mining and heavy
industry in the West.** Consequently many NMS countries face a very
problematic choice: Should they use to the best their limited resources for a
fast catching up with the West and accept increasing disparities within their
country, or should they limit their possibilities for development to a certain
extent in order to go for more equity?*®

The ranking of European regions by their level of prosperity evidences a
remarkable stability. Indeed, throughout the 1950-2000 period, the ‘peripheral’
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regions of Mediterranean countries were always in the lowest positions, while
some urban regions in Northern Europe were consistently at the top. Only two
significant shifts in the first half of this period are recorded: (1) all German
regions moved strongly upward, and (2) all regions of the UK and Belgium fell
back.

2.7 Summary and conclusions

e Theory does not give a clear answer to the question whether the economic
system produces convergence or divergence. The end result depends on the
balance of a multitude of contradictory tendencies.

e Empirical analysis has thus to bring the answer to the question whether
convergence or divergence prevails. This analysis is commonly done with
the help of indicators of the development of the disparity in wealth, in prac-
tice mostly GDP/P figures.

e These indicators show very diverse developments both on the national level
and on the regional level. For the period atter the Second World War cohe-
sion has tended to improve. National disparities have consistently decreased.
The same is not true for regional disparities. Although the system showed
for some time a fairly general trend towards convergence, it has recently
produced quite a few cases of divergence too.

e These highly diversified reactions are a function of diversified initial con-
ditions, economic structures, geographic location, institutional and adminis-
trative systems and reactions to various policies.

e The socio-economic system does not by itself produce convergence so a
policy is justified that aims at decreasing the disparities and thus improve
cohesion. The policy will not only have to support natural convergence
tendencies but will have to be able to counter a multitude of difterent tend-
encies, some divergent, others convergent.

e The regions and countries that are the farthest below the EU mean, in
terms of GDP/P, will be the main beneficiaries of such a cohesion policy.
At the moment these are notably located in the Mediterranean area and in
NMSs.

Annex 2.1 Review of historical studies into the
development of regional disparities

We give here a review of the studies that have been made on the national level
into the development of disparities. We will use a large variety of indicators;
given the paucity of data we will use whatever indicator is available.

In the UK, divergence occurred. Wage differences among British regions
tended to sharpen in the 1760-1914 period. Once established, neither the sub-
stantial migration of persons, nor important shifts in the industrial structure
could undo the disparities. Only with the changes following the 1930 recession
did they begin to diminish, partly as a result of large-scale government policy
(Hunt, 1986). However, whether these wage data are good indicators of
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regional per capita wealth levels is questionable. For another important indica-
tor, viz. income tax receipts, the differences between England, Scotland, Wales
and Ireland decreased for the 1803—1921 period, probably due to the spread of
industrialization to regions with good natural and human resources (Hechter,
1971).

In Germany wages of workers in the cotton industry at five different locations
(states) varied considerably in the nineteenth century owing to the tremendous
changes brought about by the Industrial Revolution (Kiesewetter, 1981), but a
clear-cut tendency towards either convergence or divergence could not be seen.
Other studies produced indications of widening disparities in wealth (GDP/P)
among German regions in the nineteenth century (Fremdling and Tilly, 1979;
Borchardt, 1968).

For Austria-Hungary (which did cover quite a different area as at present)
indicators could be established for five series on prices (for instance, for goods:
wheat, beef; for capital: interest rates) and for regional income (deposits in
saving banks, number of physicians per 10,000 inhabitants and literacy rates).
They showed a persistent tendency for regional income inequalities to reduce in
the second half of the nineteenth century (Good, 1981).

For France, more comprehensive statistical data are available for a very long
period. The variation in GDP values and other wealth indicators for the 21
regions into which France is nowadays divided®® showed some clear-cut trends
(Toutain, 1981). First, the concentration of economic activity (which in practice
centres on Paris) went on for at least 100 years. This went hand in hand with
reduced regional inequality in incomes per head and in productivity (overall as
well as for agriculture and industry). That movement towards convergence
should not let us forget the permanent contrast between poor and rich; indeed,
the same regions continued at the lower and upper ends of the income per
capita scale for a century and a half, while intermediate regions often changed
places.

Italy achieved its national unity only a century ago. Before that time, it con-
sisted of seven independent states, with rather closed economies. There is much
debate as to the regional eftects of that integration. The north is found (Eckhaus,
1961) to have acquired a competitive lead already at the time of unification.
Since then the divergence has been accentuated, partly because of Myrdalian
‘backwash’ eftects (Esposto, 1992), partly because of an unfortunate choice of
external policies (Massacesi, 1965).

The evidence for Spain is less easy to interpret; the causes for the develop-
ment of some regions (e.g. Catalonia and the Basque provinces) and the under-
development of others (e.g. Andalusia) are very complex. There has been a
gradual tendency of convergence of real wages between the Spanish regions
from 1850 to 1914 (Roses and Sanchez-Alonso, 2004). However, regional dif-
ferences have tended to be accentuated by trade policies, choices of regional
political elites, etc. (Sanchez-Albornoz, 1987).

For Sweden a very clear tendency towards convergence in GDP per head
levels between the provinces can be observed since 1911 (Persson, 1997).



3 Economic disparities

3.1 Introduction

Cohesion is a multidimensional concept. One of these dimensions is economic
in nature. The concept of economic cohesion is not well defined. In this
chapter we therefore start by operationalizing the concept in the light of the
policy demands. We will find that economic cohesion cannot be captured in
one single indicator. For that reason we will have to work with a series of rele-
vant indicators. The major ones are to be found in the factors that determine the
GDP/P levels; in practice the factors that determine the adaptation of the struc-
ture of the economy.

For each of the indicators used we will describe, in concise terms, the theo-
retical approaches that have been developed to make them operational and the
results of empirical studies into their factual development. These will permit us
to identify the regions that are confronted with the biggest problems and draw
indications for the type of policy action that might be used to incite enterprises
to invest in those regions.

The rest of the chapter is structured as follows:

1 We will devote our attention to the constant change in the industrial (sec-
toral) structure in terms of composition in high value added and low value
added activities. We will pay particular attention to the aspect of the know-
ledge economy.'

2 We will make an analysis of the patterns of specialization of regions and the
concentration of economic activities over the European space.

3 We will make an analysis of the behaviour of multinational firms in terms of
direct investment. This indicator is particularly well suited to highlight the
changes that take place over time in terms of industrial location patterns.

4  We will indicate the movement (migration) of industries that makes the
picture even more specific as it deals with concrete moves of plants.

As usual we will round off the chapter with a few short statements that sum-
marize the main findings.
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3.2 Concepts and indicators

3.2.1 Policy-relevant concepts and definitions

The concept of economic cohesion is not well defined. Neither the academic
literature nor the policy documents give clear definitions. The concept can,
however, be approached from the context in which it is often used. This sug-
gests that economic cohesion is assumed to exist if all segments (notably regions) are
inserted in the total European econonry where they can stand up to international competi-
tion. Economic cohesion is thought to have improved in case the disparities on
the components of competitiveness have decreased; in other words in case the
weakest regions have been able to catch up.

3.2.2 Operational indicators

In a number of documents the notion of economic cohesion is assimilated to the
disparities in GDP. It implies that GDP is taken as the main indicator of economic
cohesion. We have discussed in Chapter 2 the disparities in general on the basis of
this indicator. GDP/P is a synthesis indicator. GDP/P levels are subject to changes
in the different components (economic factors) and these in turn are influenced by
a whole series of other factors that determine competitiveness.

Competitiveness is conventionally measured by the level of productivity (which
is the main determinant of GDP/P levels). Now difterences in productivity in
turn are highly dependent on two elements:

e Production structure. This can be illustrated with some examples. Some
branches have a low productivity and sustain only low value added, one
need but think in agriculture of hill farming or in the manufacturing sector
of standard products such as ballpoints. Other branches have a high produc-
tivity and sustain high value added. One need but think in manufacturing of
aircraft or in services of specialist advice for mergers and acquisitions.
Regions that specialize in high value added activities will show high income
levels. For example, the high productivity in financial and business services
contributes to the good performance of many urban areas. Regions special-
izing in low value added activities will sustain only low income levels. For
example, the high degree of dependence on agriculture explains the relat-
ively poor performance of many rural areas.

e Production environment. We can illustrate this also with some cases. A high
quality of the labour force will positively influence the productivity in all
branches of activity. The same holds for other regional characteristics such
as the level and quality of transport and knowledge infrastructure. Other
important elements are the factors that determine the degree of innovation,
the dynamics of entrepreneurship, etc.

For seizing the development of economic cohesion we will concentrate on the first
set of factors: the production structure. Elements influencing the productive
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environment will be dealt with in the subsequent chapters as they tend also to
influence mainly social and territorial cohesion.

The correct appraisal of the determinants of economic cohesion is very rele-
vant for policy makers. Indeed, the objective to increase the productivity in
regions with below-average levels can be fostered by stimulating the develop-
ment of branches with high value added. Essential in this respect is to under-
stand the locational preferences of enterprises from these branches.

3.3 Economic restructuring

3.3.1 Some theory

The present structural characteristics of an economy tend to determine the
chances for future growth,” which can be explained as follows. If a very dynamic
sector of activity is well represented in a region, it can be assumed that this
region has better chances for growth than another region where the industrial
base is composed of branches that show little dynamism or are even in straight-
forward decline. This insight has given rise to the so-called shift-share analysis
(also called components of change analysis). This approach decomposes the
regional employment growth in several elements.

e The first is the share element; also called the structural component. It indic-
ates the theoretical growth a region would have had in case all its sectors
had grown with the national growth rates for that sector. The size of the
share element is dependent on the degree to which one details the sectoral
composition. Within metal manufacturing there are large differences
between high-value-added high-tech branches (such as medical electronic
equipment) and more traditional low-value-added branches (such as metal-
bashing activities). In services a similar effect can be observed, e.g. tourism
services in general do show medium productivity levels compared to high
productivity levels of financial intermediation. So the level at which the
industrial structure is analysed does influence the indicators of regional
performance.’

*  The second is the shift element also called the locational component. It
indicates the differences between the theoretical growth component and the
real observed growth. This difference is attributed to factors that are specific
for the region (also called its locational profile). They tend to lead to differ-
ences in productivity that cut across all sectors.*

The distinction between the two is not as clear as one would think at first sight.
Indeed, some of the factors that stimulate productivity are also related to the
production structure. ‘The indicator for the skills of the regional work force, the
broad level of educational attainment, is closely associated with the structure of
economic activity — market services, especially the high-value-added sectors,
tending to employ relatively highly-educated people — and the level of innova-
tion’ (EC, 1999a: 85).



Economic disparities 39
3.3.2 Sectoral change

In the past 40 years the economies of the EU have gone through a profound
economic transformation that has fundamentally changed the branch structure of
the EU economy. The constant process of restructuring is driven by techno-
logical change and leads to the rise of new (e.g. Internet services) and the fall of
old (e.g. textile weaving) activities. All EU countries and regions have partici-
pated in this long-term change. But the change has not been uniform. Major
shifts have occurred in the regional distribution of low- and high-value-added
branches of activity. A shift/share analysis for the post war period (Molle, 1997a)
for the EU 15 showed three features:

1 Highly developed (central) regions have constantly performed less well than
could be expected from their industrial structure.

2 Low developed (peripheral) regions have constantly improved their indus-
trial structure.

3 Intermediate regions tend to take intermediate positions on this scale.

Together these tendencies have produced convergence; on average the distribution
of high- and low-value-added activities is now more balanced than 40 years ago.
There are many factors that have together contributed to this result. We will
come back to a number of them in the following sections. However, one major
contributing factor can be highlighted here already; it is increased economic
integration. Indeed, the improved access to markets that the EU has given to
firms in backward countries and regions has made it possible for them to exploit
in full their advantages in cost base and on that basis build up the necessary
know-how that is an essential prerequisite for successful restructuring and hence
for growth of productivity and catching up. Hlustrative in this respect is the
Italian white goods industry (refrigerators, washing machines, etc.), which in the
1960s and 1970s was capable of exploiting its cost and innovation advantages
through the access it gained to the markets of other member countries (Owen,
1983). In matters of services the thriving tourist industry has done much for
many peripheral countries to move from agriculture (with low value added) to
services (with medium value added per person). These processes of change in
the location of the various categories of economic activity in the EU area have
continued over the past decades and the larger area of the EU 27 (e.g. Molle,
1997a, 2006).

This change has been particularly marked for the NMSs. The old structure
inherited from the communist period (mainly based on forced industrialization)
has been revolutionized by the transition to a market economy and the access to
EU markets.” In many regions that had concentrated on heavy industry the adap-
tation of such industries to the market has led almost invariably to significant
redundancies; in many cases it even implied closure and complete lay-oft of
employees. In the traditional labour-intensive industries a considerable reshuftling
has been made so as to make them competitive on the EU market. The most dra-
matic shift, however, is within the service sector. The former bureaucratic
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structures have been replaced by market-oriented services that are essential for
the good functioning of modern economies.® Moreover, new foreign direct
investment has moved in helping to increase the technological level and hence
the average productivity (see later sections of this chapter).

So we may conclude that the speed of the renewal of the industrial structures
of the backward regions is an important explanatory factor of the convergence
of the wealth levels of the national and regional economies in the EU.

3.3.3 The knowledge economy

The EU has set itself the target to become the most competitive knowledge-
based economy in the world. This ambitious objective triggers several questions
(Cooke, 2002).

What is a knowledge-based economy? To answer this question we can best
compare the knowledge economy with the traditional economy. The latter is
characterized by the transformation of natural resources (agriculture and mining
products) into manufactured products. The automation revolution has led to a
perfection of this material-based economy; and it has led to tendencies of
economies of scale and hence concentration (see later section in this chapter).
The knowledge economy has been made possible by the information and
telecommunication revolution. It has created an environment where informa-
tion is very widely and easily available.

What economic activities are the most specific representatives of the knowledge econonry?
The question does not have an easy answer. Knowledge is a very pervasive
element. It is essential now in traditional industries, such as food processing, where
the new insights of bio-medical sciences are applied. However, the original seg-
ments of the knowledge economy are in activities which are largely dissociated
from a material basis such as software design and Internet-based services. It is not
easy to describe the knowledge economy in statistical terms as there are no good
statistics on the various components. The data that come closest to our definition
of the knowledge economy are for employment in the sectors that are knowledge
intensive. We will use data for these sectors to show the difterences that exist in
the EU between the countries and regions with a high participation in the know-
ledge economy and those with a low participation.

The picture on the national level is given in Table 3.1. The manufacturing
activities have been grouped by three technology classes: high, medium and
low. One sees a very clear pattern in the specialization of the various member
countries of the EU. The countries of the North have de-specialized from the
low-tech manufacturing, the countries of the South are halfway to that process,
while the East is still concentrating on low-tech manufacturing. The data for the
category medium are less telling; they indicate (as expected) a slight special-
ization of the North. The data for high tech are somewhat difficult to interpret
as the percentages are very low. However, if one does the rounding at tenth of
percentage points one sees that the North is almost twice as specialized in this
group than the other two areas.

On the regional level the data are much less complete. We can, however, base
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Table 3.1 Employment in manufacturing by technology class (% of total) and country

2004*
Country Technology class
High Medium Low Total

Germany 2 9 12 23
France 1 6 10 17
Italy 1 6 15 22
The Netherlands 1 3 9 13
Belgium 1 6 11 17
UK 1 4 8 13
Denmark 1 5 10 16
Ireland 3 4 9 16
Spain 1 4 12 17
Portugal - 3 16 19
Greece — 2 11 13
Austria 1 5 12 18
Sweden 1 6 9 16
Finland 2 5 12 19
Poland - 5 15 20
Czech Republic 1 8 18 27
Hungary 2 6 15 23
Slovakia 2 7 18 27
Slovenia 1 7 20 28
Lithuania 1 2 15 18
Cyprus 1 1 10 11
Latvia - 1 15 16
Estonia 2 3 19 24
EU 27 1 5 12 18
North 1 6 10 17
South 1 5 13 19
East 1 5 16 22

Note:
a No data for Luxembourg, Malta, Romania and Bulgaria

Source: Eurostat (2006) EU integration seen through statistics, p. 100

ourselves on data for the EU 15 that give the distribution over the West Euro-
pean space of the sectors ‘high technology manufacturing’ and ‘knowledge-
intensive services’. This produces three main categories of specialization: high,
medium and low (Cooke and de Laurentis, 2002). We will detail the two
extremes.

Among the regions that score highest in the knowledge economy we find in
Northern Europe:

e Capital cities (metropolitan areas) that are leading national and international
centres for finance, media and technology (e.g. Stockholm, London,
Helsinki, Brussels).

*  Regions with modern industrial and centres of research; regions with a con-
siderable component of automotive or Information and Communication
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Technologies (ICT) engineering activities (e.g. Piedmont, Gothenburg,
Midlands).

On the other end, regions that score lowest in the knowledge economy, we find
(without exception) regions in Southern Europe that are dominated by:

e Agriculture. Regions with cities that are specializing in farming and tradi-
tional resource-based manufacturing (food, textiles) production (Central
Greece, Northern Portugal, Central Spain).

e Tourism. Regions with beautiful landscapes and seascapes (e.g. Algarve,
Murcia, Thessaly). The more remote these regions the lower their scores
(notably the island regions near the international borders of the EU (e.g.
Balearics, Dodecanese).

Unfortunately there is insufficient good data to describe in the same detail the
situation in the NMSs but the indicators that are available show that some of
their central regions (capital cities) have moved into knowledge activities,
whereas remote regions where traditional activities still dominate have not yet
been linked to the knowledge economy.

So to conclude, one sees important differences in the development of the
knowledge economy over the EU space. Unfortunately one cannot establish
whether the disparities increase or not as comparable data are not available.

3.4 Concentration

3.4.1 Some theory

Economic activity is not evenly spread over space. On the contrary we see areas
of concentration and areas that are almost empty. It is clear that if the concentra-
tion would increase economic cohesion would be negatively influenced. So it is
important to know whether the system tends towards more or towards less con-
centration. There are several strands of theory that try to explain the concentra-
tion of economic activities in specific regions. We give a succinct description
here of the salient points of the most important schools. Some of them are actu-
ally refinements of the more general theories we have discussed in the previous
chapter.”

Traditional trade theory suggests that economic integration will increase the
specialization of countries and regions on a limited set of industries. The type of
distribution over space is then determined by the endowments of the various
countries in terms of production factors, natural resources and technology (com-
parative advantage). Countries with a high potential of qualified labour and
hence with a high labour cost will tend to specialize in the capital-intensive
sectors, on the other hand countries with low labour cost will specialize in the
labour-intensive industries. The result is concentration of the high innovation
industries in countries with high endowments and a concentration of the more
mature industries in the more peripheral countries. Economic integration creates
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a larger economic area and industries will relocate to the member country that
has the best endowments with respect to the new market situation. So, integra-
tion is likely to increase the specialization of regions on specific sectors.
However, it depends on the specific demands that the firms that compose these
sectors put to their productive environment (e.g. labour force), whether integra-
tion will also lead to higher concentration.

In new trade theory a switch in emphasis occurs from exchange efficiency to
productive efficiency. The latter is influenced by, for example, labour force
skills, level of technology, increasing returns to scale, agglomeration economies
and strategic actions of economic agents in technological and institutional inno-
vations. This new trade theory suggests that a comparative advantage can be
acquired by sustained actions. It is no longer ‘natural’ or ‘endowed’ as assumed
by traditional trade theory. There will be a concentration in high-income coun-
tries of industries that are characterized by high degrees of innovation. This con-
centration has several causes: technology (economies of scale), demand-side
factors (concentration of the major industrial clients in these countries) and
supply-side factors (concentration of R&D organizations, concentration of spe-
cialized labour). Countries with similar endowments will specialize but accord-
ing to the logic of intra-industry trade, some will specialize in one type or
brand, others in another type or brand of the same product category.

Regional export-based and export-multiplier models assume that a region’s eco-
nomic performance depends on the relative size and success of its export-
orientated industries (tradable sector). The simplest model is the economic base
model, in which a region’s comparative growth depends simply on the growth
of its economic base (export sector of the local economy). More sophisticated
versions seek to formulate export demand and supply functions (Armstrong and
Taylor, 2000; McCann, 2001). Demand for a region’s exports is assumed to be a
function of the price of the region’s exports, the income level of external
markets, and the price of substitute goods in those external markets. On the
supply side, all factors having a significant effect on production costs can be
expected to affect a region’s competitive position in world markets. These will
include wage costs, capital costs, raw material costs, intermediate input costs and
the state of technology. This model does lead to a concentration of industries in
regions where the demand and supply factors are more favourable than in a
competing region.

The New Economic Geography approach is ambiguous as to the prediction of
industrial concentration (e.g. Krugman and Venables, 1990; Krugman, 1991).
On the one hand there are agglomeration (centripetal) forces that are based on
the economies of scale and on forward and backward linkages.® On the other
hand there are de-glomeration (centrifugal) forces (such as trade costs and factor
price differences). In case trade is liberalized (decrease in trade cost) the latter
may become dominant. This gives rise to the idea of a U-shaped curve. In a
situation with high trade barriers we see that activity will be rather dispersed.
When trade costs are reduced industrial location choices may lead to concentra-
tion. A further fall in trade cost will bring again de-concentration, as the periph-
ery ofters lower cost of production factors.
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Cluster theory takes it inspiration more from business strategy economics.
This micro-economic theory departs from the notion that firms, in order to stay
competitive, must continually improve the operational eftectiveness of their
activities while simultaneously pursuing distinctive rather than imitative strategic
positions. The existence of geographical clusters enhances firm competitiveness
on both scores. This occurs notably through the formation of regionally based
relational assets external to individual firms.”

So, overlooking this large variety of theoretical approaches one can only con-
clude that they are pointing in different directions as to the possible eftect of
structural change on concentration of economic activity.

3.4.2 What empirical evidence?

As theory is inconclusive in matters of concentration empirical evidence is very
much needed. Unfortunately empirical research in this area has up until now
suffered from lack of data.'” Indeed, for a good analysis one cannot work just
with data at the level of the total economy. On the contrary, one has to go into
much detail by economic branches as these tend to differ in their locational
behaviour. Some of them are heavily orientated towards their markets; others
depend very much on low-cost labour, etc. Moreover, one has to detail as much
as possible by regions to reveal specific patterns. In the following sections we
will give the main features and results of the most relevant contributions on
branch concentration at the national level and on the regional level.

3.4.3 Concentration at the national level

On the national level the empirical studies into concentration tendencies do lead
to rather contradictory results.

Some find concentration tendencies. In the study of Amiti (1999) concentration
was measured by calculating with the help of national data for detailed branches
of activity, so-called Gini coefficients. These measure the inequality of the dis-
tribution of a specific sector with respect to a reference measure; in this case
total economic activity.!" The concentration is in general higher the more the
industry is subject to scale economies and the more it depends on intermediate
goods from other industries. The coefticients of many industries have increased
in the 1980s, indicating a higher concentration."?

Some find de-concentration tendencies. For example, in the study of Bruelhart
(1998) concentration was measured by making a correlation analysis between
the share of a particular branch of manufacturing industry in the total
economy of a country and the centrality index of the country for the period
1980-90. The centrality index is a measure that describes the location of a
country or region in the European space with respect to the main centres of
economic activity. The closer to these centres the higher the index, the farther
away (that means the more peripheral) the lower the index (see Chapter 5,
notably Figure 5.1). The analysis showed that there are broadly three cat-
egories of branches:
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1 positive relation (scale-intensive industries are concentrated in core

countries);

2 negative relation (labour-intensive industries are concentrated in peripheral
countries);

3 neutral relation (other sectors that tend to be concentrated in intermediate
regions).

The correlation coefticients decrease over time suggesting a decrease in the
importance of centrality for concentration.

Some do not find cdear tendencies. For example, the study of WIFO (1999)
found that the geographical concentration of industries did fall in only a number
of cases. This was mostly due to the fact that a number of the smaller countries
(some of them in the periphery) did grow faster than the EU average.

Theory did not give clear-cut predictions as to concentration of economic
activity. Empirical analysis shows diversified patterns. In trying to link the empiri-
cal results to specific theories a few observations can be made:

e The EU is likely to be in the last stage of the U-curve as proposed by the
New Economic Geography theory.

*  The most important determinant of industrial concentration in Europe
seems to be the location of demand (Haaland et al., 1998). This suggests a
home market effect as postulated by the new economic geography theories
and a proximity effect as suggested by the cluster theories.

e Other significant forces are differences in factor intensities, suggesting that
the classic theories are still of relevance too.

3.4.4 Concentration at the vegional level

On the regional level the empirical analysis is even more hampered by the paucity
of data than at the national level. The few studies that have explored branch
concentration at the regional level do also conclude to a diversified pattern.'
We highlight three major features:"*

1 For most of the 17 branches the spatial concentration decreased continu-
ously through the 19502000 period (Molle, 1997a).

2 High-value industries that were initially concentrated showed a tendency of
dispersal; while low-value industries relocated to the periphery, which in some
cases increased their concentration level (Midelfart-Knarvik et al., 2000).

3 Looking specifically at the manufacturing sector there is not much evidence
of clustering. Clustered concentration seemed to prevail only in branches
that used to be dependent on specific raw materials that were only available
in specific locations.

These results seem to reinforce some of the theories that we have depicted in the
previous chapter, notably those about the life-cycle of the product. Increasing
return models seem to be of little relevance in the EU space.
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3.5 FDI

3.5.1 Some theory

The definition of FDI is: the transfer of capital by a company in one country to
another country to create or take over an establishment there, which it wants to
control. FDI mostly involves the transfer not only of capital but also of other
resources, such as technological know-how, management and marketing skills.

The most important underpinnings of the theory dealing with FDI are of a
micro-economic nature. Central to it are the incentives that a firm has to interna-
tionalize its production and marketing. Several approaches have been tried
(Carson, 1982) that have been welded together into an eclectic approach
(Dunning, 1979, 1980, 1988, 1993). This approach has become known as the
ownership, location and internalization (OLI) paradigm. Each of the letters stands
for a word that is central to a major question related to FDI (see Box 3.1):"

Box 3.1 The OLI paradigm for FDI

O. Which firms undertake FDI? Firms investing abroad must possess spe-
cific ownership (O) advantages over local firms to overcome the extra costs
of operating in a different, less familiar environment. These ownership
advantages largely take the form of the possession of intangible assets — a
technological lead, for instance — which are, at least for a period of time,
exclusive or specific to the firm possessing them. These advantages are
generally costly to create, but can be transferred to a new location at relat-
ively low cost. The analysis of ‘O’ advantages draws on industrial organi-
zation, resource-based, evolutionary and management theories, with
advantages residing mainly in firm-specific technology, brand names, priv-
ileged access to factor of product markets or superior technological or
management skills.

L. Where do firms choose to exploit their advantages, in the home country
(by exports) or abroad, and in which foreign locations? They select sites
with location (L) advantages that best match the deployment of their ‘O’
assets. Location advantages consist of some factor inputs (including natural
resources) outside its home country; otherwise foreign markets would be
served entirely by exports and domestic markets by domestic production.
The analysis of ‘L’ advantages draws on trade and location theory. The
main factors determining comparative costs are factor and transport costs,
market size and characteristics and government policies (e.g. stability, pre-
dictability, tariffs, taxes and FDI regulations). Asset-secking FDI is drawn
to locations with strong technological, educational or information-creation
activities.

I. Why do firms choose to internalize their advantages by an extension of
their own activities in preference to selling them to other firms through
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licensing and similar contracts with foreign firms? The analysis of internal-
ization (I) draws on transaction-cost theories of the firm. It centres on the
feasibility of and returns to contracting the sale of intangible advantages to
other firms. The most valuable and new advantages tend to be internal-
ized, since these are the most difficult to price and contract over time. The
more mature ones are easier to price, less subject to uncertainty and less
valuable to the owner: these are licensed more readily.

The modern multinational firm can be seen as a functionally differentiated organi-
zation (NEI/E&Y, 1992). It will internationally orient its investments by
looking for optimal locations of its various functions. Headquarters will be
located in central cities with good international communications. R&D facilities
will be located in an environment that will stimulate innovation through con-
tacts between researchers and the quality of the living environment. Distribution
will be located at places from where relevant market areas can best be serviced.
Production facilities again follow their own logic where cost and market access
reasons meet.

There are two main — and quite distinct — reasons why a firm goes multi-
national:

1 To better serve a local market. This is often called ‘horizontal’ FDI, since it
typically involves a duplication of the production process by establishing
additional plants. This form of FDI usually substitutes for trade. This type of
FDI typically involves investments in advanced countries, such as the estab-
lishment of Japanese car manufacturing and electronics plants in the USA
and Europe in the 1980s.

2 To acquire low-cost inputs. This is often called ‘vertical’ FDI, since it
involves relocation of specific activities of the value added chain to low-cost
locations. Unlike horizontal FDI, vertical FDI is usually trade creating. This
typically involves investment in developing countries and emerging markets
(such as today’s large-scale relocation of production activities in textiles and
many other manufactured goods to China). Such vertical FDI is only done
in the presence of internalization advantages; otherwise the part of the pro-
duction process would have been subcontracted to independent suppliers.

The pattern and magnitude of direct investment flows depend on the character-
istics of a country. The more the firms in a country show entrepreneurial com-
petitiveness (related to ownership advantages) the higher will be outward direct
investment (DI), as these firms will want to cash in on their advantages by
investing abroad. The higher the locational attractiveness of a country, the
higher the inward DI, as firms will have advantages in producing there rather
than elsewhere (Sleuwaegen, 1987).

The model described here has no predetermined outcome in as far as the
concentration tendency is concerned. On the one hand, it leads to a flow from
the rich capital-intensive countries to the less well-to-do countries that have
much cheap labour, which will lead to deconcentration of activities. On the
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other hand, different multinational firms (MNFs) may take the same location
factors into account (e.g. infrastructure or international schools), which may lead
to concentration within the same regions. However, the literature suggests that
the core periphery model related to the life-cycle of the product theory
(described in Chapter 2) may be very relevant for explaining FDI patterns.

3.5.2 Economic integration and MNF strategy

Strategy and internal organization of multi-product, multinational companies
differ under different trade and direct investment regimes (see Table 3.2). In the
left-hand column of this table we give these regimes. Their order is based on the
chronology in which they have occurred in the past century. In the central part
of the table we give the choices as to location of production units that are
optimal for the regime in question. In the third column we give the effects on
the internal organization of the firm.

These different cases can best be illustrated with a specific case. Philips is a
good example of a firm that has experienced these changes in environment. Box
3.2 describes how its strategy has evolved over time (Muntendam, 1987;
Teulings, 1984).

Table 3.2 Production and trade patterns of multinational, multi-product companies
under different trade regimes

Trade regime Location of production units for each Dominant part of firm
product
Free trade One plant (usually home base) Production and export
Protectionism Numerous plants (one in each major National companies
national market to jump behind tariff’
walls)
Integration Limited number of plants (at good Matrix of national and
locations) product organizations
Free internal One plant (optimal location) International product
market divisions

Box 3.2 Adaptation to regime change; the case of Philips

Taking advantage of the liberalist trade environment from the first decade of
the twentieth century, Philips rapidly increased its production of light
bulbs and other products, such as radio sets and domestic appliances. As
early as 1910, Philips had established sales companies in 18 European and
in eight other countries of the industrialized world. Most were supplied by
the home base, built for low-cost, large-scale production.

In the 1930s, the surge of protectionist measures compelled the company
to change its strategy thoroughly. It switched to the exploitation of
ownership advantage. Its direct investments became of the tariffjumping
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type. First, assembly lines for each of the major products were set up in
every individual country in whose market Philips was well established.
Next national Philips companies were created, which became responsible
for the production and local marketing of all Philips products. Quite natu-
rally these national companies, having to gear their production to local
taste, also acquired responsibility for product development. Conditions
during and after the Second World War reinforced the system of geo-
graphically decentralized combined production and selling units.

In the 1960-90 period characterized by the opening of the EU markets, all
national companies were integrated in a centralized international system
based on product division. This reflects investment behaviour of the
optimal location type. The major plants, which used to produce a whole
array of products, were now made to specialize in only one or two
products.

Recently this European strategy of specialization and product division
has been given a worldwide dimension under the impetus of global trade
liberalization. Now production is split over the various parts of the world
according to the optimal location type; low-cost production in countries
with very low labour cost; high value added productions in countries with
good R&D environments.

3.5.3 Growth and composition of intra-European FDI

Direct investment flows within the EU have been completely free since the
1970s. On theoretical grounds we may expect that direct investments will
increase as soon as companies become convinced of the advantages of selecting
optimum locations within an enlarged market area (see Table 3.1). In line with
this, we have seen a particularly rapid growth over time of European direct
investments in Europe (EDIE). In the 1966—70 period, intra-EU FDI (between
the original six member states) increased by 63 per cent (Pelkmans, 1983). In the
period 1970-83, double-digit percentage growth continued. However, the real
boom came after 1985, when EDIE doubled about every two years under the
impetus of the 1992 programme. This is again in line with the optimum loca-
tion hypothesis, as the taking away of the many remaining non-tarift barriers
(NTBs) has a similar effect to the taking away of tariffs.'®

The industry pattern of EDIE has been very stable over the past decades; ser-
vices accounted for nearly two-thirds. This high share reflected two features of
the service sector: first, its dominance in all advanced economies; second, the
difficulty of trading its products compels them to serve foreign markets by local
supply through FDI. The manufacturing sector came in second place (account-
ing for the remaining one-third); the EDIE of other sectors like agriculture,
energy and construction was insignificant. Within the service sector, the branch
of finance and insurance took the lion’s share. Much of this investment was
made as part of the creation of a geographically diversified production and distri-
bution network (involving both vertical and horizontal FDI). EDIE was largely
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of the inter-industry type, whereby manufacturers of country A invest in
country B, and vice versa (for example, Cantwell and Randaccio, 1992). The
liberalization of markets and the privatization of companies in branches such as
energy, telecom, etc., have made apparent a considerable need for international
rationalization of these industries. As a consequence, at the turn of the century,
FDI in these industries has risen explosively.

3.5.4 Geographical (national) pattern of intra-EU FDI

The pattern of the flows of DI among EU countries (EDIE) has changed over
time. Picturing these changes for all member states of the present EU gives
many details but little insight. Therefore we have grouped the countries by geo-
graphical area. The three broad areas distinguished earlier (North West, South
West and East) provided too little information. Inspired by the core—periphery
model as suggested by theory we have grouped the EU countries into three
classes by degree of centrality/peripherality (see Chapter 5)."” Table 3.3 gives the
importance of the FDI flows between these three classes (core, intermediate and
periphery). The table invites the following remarks:

e The internal relations of the core group of countries (mainly Germany,
France, the Benelux and the UK) dominate the picture.'

e The flow from the core to the intermediate zone of the EU (mainly Spain,
Portugal and Greece) is of considerable importance.'’

e The flow from the core to the periphery (most of the NMSs) has quickly
picked up during the period immediately preceding membership of these
countries.

e The flow in the opposite direction (periphery—core) is fairly modest.

e The net flow of capital from the core (high GDP/P) towards intermediate
and peripheral zones (the relatively less developed EU countries) confirms
that private investment supports the convergence of wealth (see Chapter 2).

e The flows between the intermediate and peripheral areas are very small or
negligible.

Membership (or non-membership of the EU) has a considerable influence on
the magnitude of the flows of EDIE. We will illustrate this with three examples:

1 The accession of Spain and Portugal in 1985 has triggered important FDI
flows from the core countries to these countries.” Apparently the concen-
tration effects, which the divergence school had feared, have not material-
ized. On the contrary, the intra-EU pattern of FDI showed a net
‘core-to-periphery’ pattern, which leads to more convergence of wealth
levels.

2 Two countries that joined the EU in the middle of the 1990s (Sweden and
Finland) are non-typical peripheral countries (high income; strong MNF
structures with ‘O’ advantages). They have been very active in FDI both in
the traditional core of the EU and in other EU countries. Hence a strong
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change in relative shares in the last column of the table. Since their acces-
sion the flows between these countries and those of the rest of the EU have
become more equilibrated.”

3 The case of the NMSs that joined in 2004 merits some more attention. We
will devote a special section to it.

The core periphery model is very instructive as to the general pattern of FDI
but does not give much detail as to the relative importance of the various
determinants of the detailed flows. To capture these factors a more detailed analy-
sis has to be made whereby the FDI is compared to the scores of the member
countries on a number of indicators suggested by theoretical approaches, such as
the OLI paradigm. Such an analysis into the determinant factors of EDIE flows
revealed some clear patterns.”

*  Most important is the financial strength of a country: the largest EDIE flows
occurred when the country of origin showed a net financial resource and
the receiving country a high borrowing requirement.

e Almost equally strong influences come from the ownership advantage (high
R&D leads to high outward DI, and vice versa).

e Intermediate influence comes from several factors. The higher the size of
the target market, the higher FDI. The higher the distance (transport) cost
between the home and host country the lower the EDIE flow. The integra-
tion of goods markets (trade intensity) stimulates that of capital markets; this
relation highlights the point that EDIE is of the optimum-location type.
Monetary integration, creating stable exchange rates, influences the EDIE
flows positively.

e Limited influence came from some other factors, e.g. differences in culture
and taxation.

3.5.5 Geographical (regional) patterns of FDI

FDI can be an important stimulus for the regeneration of regional economies.
So there exists a keen interest in attracting such DI. To be eftective one needs to
know on the one hand the demands that MNFs put forward to select their loca-
tion and on the other hand a region’s locational (‘L’) advantages. This interest is
both on intra-EU FDI and on incoming FDI from non-member countries of
the EU. The main question is thus: “What factors determine the choice of the
location of the investment project?” There are no EU-wide studies made to
answer this question. So we will deal with the evidence that can be provided by
studies made for individual countries.

For France the analysis of over 4,000 FDI projects made over the past ten
years (Crozet ef al., 2004) found a clear trend towards agglomeration of indus-
tries. The sectors that were influenced most by such tendencies were computers,
car parts and machinery. Previous establishments tend to increase the probability
of later investments significantly. An interesting aspect of the location pattern of
FDI in France is the proximity of the home country. This is not only a question
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of geographical distance but also a question of sharing attributes with the home
country (for instance German investment in Alsace).

For Italy the inflow of FDI over the past 15 years has been fairly low. The
location patterns of FDI over this 15-year period (Roberto, 2004) show that
both takeovers of existing firms and creation of new firms were positively influ-
enced by the usual factors: low labour cost, good infrastructure, industries of the
same type (clusters) and the presence of other FDI (uncertainty of investors
about certain aspects of their location leads them to follow a leader). The con-
gestion in the Northern cities was found to generate on balance centrifugal
forces, notwithstanding a significant number of locations in those areas. So con-
trary to other EU countries with the same welfare levels the backward regions
of Italy have not benefited much from the positive external effects of FDI.*

For Portugal: the study of the location of some 750 FDI projects (Guimaraes
et al., 2000) has revealed very clear patterns of agglomeration. Urbanization
economies thereby far outweighed industry-specific localization economies. In
practice this means that most newly created foreign-owned plants located close
to the major cities. Only in a small number of cases labour cost seemed to be of
relevance.

For Ireland much of incoming FDI came from the USA (Barry et al., 2003).
US firms locate close to each other, which is a demonstration of efficiency-
secking behaviour. Moreover, the existing location of a FDI sends strong signals
to newcomers as to the reliability and attractiveness of the host country and
region. This finding leads to the policy recommendation to stimulate take-off by
promoting a flagship location and to stimulate further development by the
building up of clusters.

Opverlooking this evidence we can conclude that agglomeration tendencies
are fairly strong and that regions that do not provide urbanization advantages
have an uphill fight to attract FDI. However, such a fight can be won as some
investments are more interested by low cost than high urban services and these
can later serve as focal points for related investments.

3.5.6 The changed position of the NMSs

In the 1990s the countries in Central and Eastern Europe (CEEC) have changed
over from a command economy to a market economy. Since then the EU has
gradually integrated them by offering access to its markets and pre-accession
support. This has sparked oft a strong movement of European FDI towards the
accession countries. FDI from the EU 15 to the NMSs has surged to arrive at
some €15 billion a year at the end of the 1990s. EU FDI in these countries
accounted for about 80 per cent of their total FDI. The motives for EU firms to
invest in accession countries varied by type of activity. On the one hand, some
firms (e.g. in the food industry and in insurance) have moved in to capture local
markets (horizontal FDI). On the other hand, firms in branches such as textile,
machinery or automobiles effectuated DI of a rather vertical, efficiency-seeking
type. Quite a considerable part of this FDI was in the form of the takeover of
firms that the state wanted to privatize and where foreign ownership was felt
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necessary to bring them quickly up to the necessary level of competitiveness.
Next to that a considerable part of greenfield investment (new firms created at a
new location) took place.

The pattern of these FDI from the EU 15 countries into the NMSs reveals
some interesting features that we will shortly discuss.

e The sectoral composition of the FDI that flows from the EU 15 to the NMSs
has been dominated by the tertiary sector. Part of this preponderant position
can be explained by the interest of EU 15 firms for investment in utilities
(water, telecom, electricity). Within the manufacturing sector there is at this
stage no clear specialization trend discernible. The only branch that stands
out is the food sector.

e The geographical orientation has been very uneven as is evidenced by Figure
3.1. The largest flow in absolute terms (40 per cent of all accession coun-
tries) went to Poland.? There are several underlying factors to this pattern.
First it seems that these flows follow a gravity type model; they seem to be
largely determined by the mass of the recipient and donor country and the
distance between the two. Other determinant factors found were the
quality of the infrastructure, of human resources, of institutions and regula-
tion and the absence of corruption.”

Is there a displacement effect? In other words: Has the FDI in the NMSs by
firms of the core regions of the West been to the detriment of the FDI of the
core to the periphery of the EU 15?2 Up until now little influence has been
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found (e.g. Brenton ef al., 1999); so empirical results are not in agreement with
the political concerns.

3.5.7 Empirical estimates of welfare effects

FDI is supposed to have a positive net welfare effect on the host region. In
empirical studies (see Blomstrom and Kokko, 2001) they were found to depend
on the policies of the host country or host region. We analyse here three
aspects: growth, technology and labour.*

FDI has been shown to stimulate productivity growth,”” particularly so in the
NMSs (Campos and Kinoshita, 2001). There are, however, factors that may
inhibit that growth. For instance, if the quality of labour (skills of the workforce)
is not up to a certain minimum level FDI does not seem to bear positively on
GDP growth (Borensztein et al., 1998).

The transfer of technology determines to a large extent whether the outcome
of the FDI is divergence or convergence. There is a positive effect with respect
to developed countries (Crespo and Velasquez, 2003). Such a positive (conver-
gence) effect is evident for the NMSs where technology transfer through FDI
has been the main motor for productivity increases (Tondl and Vuksic, 2003).
Moreover, there are spillover eftects on the rest of the economy through back-
ward linkages (that is contacts between foreign affiliates and their local suppliers
in upstream sectors) (Smarzynska-Javorcik, 2004).

The labour market impact of FDI comes about as FDI shifts labour demand
across countries. FDI raises the wage in the host country and lowers the wage in
the source country.® The few studies that have analysed the effects of free
internal flows of European direct investment have been limited to the employ-
ment effects in both source and destination countries. The latter seems invari-
ably to have benefited from DI. The eftect on the former varies from negative,
when exports from the home bases are replaced, to positive, when the penetra-
tion into a foreign market actually increases home employment (Buckley and
Artisien, 1987). More generally, FDI will be low in case unit labour costs are
too high compared to competing locations; this may be responsible for welfare
losses due to high unemployment. The opposite will be the case for countries
where wages have been relatively low (given a certain productivity level)
(Hatzius, 2000).

So in general we may conclude that the welfare effects are positive and that
FDI does contribute to cohesion.

3.6 Industrial migration

3.6.1 Some theory

The total development of the growth of a regional economy can be broken
down in several components that reflect the demography of firms. A first one is
the growth (or decline) of establishments that existed for the whole period. A
second one is new creations (births) and its counterpart closures (deaths). Finally,
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we can identify both immigration and out-migration of plants. Of course there
are also some hybrid forms, for instance, the opening up of a branch plant in
a region that partly takes over the activities of an establishment in another
region.

On the national level a number of the phenomena that are the subject of
migration studies overlap with the subjects of FDI studies (discussed in the pre-
vious sections). Indeed, on the national level immigration will overlap with
incoming FDI; emigration will overlap outgoing FDI. However, on the
regional level, many more cases of migration will find their origin in other
regions of the same country. For that reason we will focus in these sections on
migration on the regional level.

New investments, be they immigrant or new endogenous creations, have
attracted most attention.”” Theory has provided several approaches to explain
the patterns of location of these new firms. Traditional location theory tends to
highlight the cost factors of the manufacturing firm, such as the cost of shipment
of the products to the market and the price of labour. Modern theory also
recognizes the importance of factors that influence the location of other
economic activities such as services (for instance access to customers and
information).

These theoretical set ups have been set to empirical tests; usually in the form
of firm surveys. The results of such surveys tend to be influenced by the con-
ditions under which they were held. For instance, in a period of boom, firms
will be tempted to stress the factors that constrain their development in their
present location as the main factor for migration (such as lack of space). More-
over, the results are influenced by the type of activity of the firm (NEI/E&Y,
1992; Ernst and Young, 2005).

e Traditional manufacturing is highly influenced by cost factors, such as
labour cost.

*  Modern knowledge-based activities (such as high-tech manufacturing and
R&D) tend to be strongly oriented to non-cost factors, such as quality of
life.

e Headquarters are particularly attracted by metropolises, with good air con-
nections and relations to the financial sector.

e Services are influenced by a wide variety of factors: market proximity, trans-
port links, telecommunication and quality of life factors.

3.6.2 The boom period: 1955-75

The patterns of industrial migration over the post-war period in the major coun-
tries of the EU have been dominated by outward moves from the major conur-
bations (such as Paris, London, the Ruhr area) to the more peripheral regions of
these countries. Only in Greece one has observed a centripetal force (concentra-
tion or agglomeration) instead of a centrifugal (de-concentration) one (Klaassen
and Molle, 1982).

The major motive for such moves was that firms required extra production
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capacity for realizing their growth. They spread out from congested central areas
(with a tight labour market characterized by high cost and low availability) to
areas with abundant supply and low labour cost. The most common option
chosen was the establishment of a branch plant. As a matter of fact such a strat-
egy has the advantage of low cost and managerial ease, routine activities being
gradually shifted while the firms’ other functions are kept as much and as long as
possible in the original location. As many areas in Europe could provide labour
and space, the competition for mobile investment between them was done on
the basis of other factors of location, such as infrastructure, support from local
authorities, etc.

The effects have been significant. Various country studies give evidence of the
fact that ‘for quite a number of regions, especially peripheral agricultural ones,
the whole industrial base consists of plants that ... moved to the area. Many
immigrant plants were small at the moment of moving, but have subsequently
grown considerably.” ‘The industry created in regions that at the end of the war
were virtually without any industrial base at all ... introduced a certain industrial
culture, opening the way to the gradual upgrading of skills and the take off of
local initiatives. As a consequence the sectoral composition of the economy
came to be more and more equal’ (Klaassen and Molle, 1982: 420-2).

3.6.3 The slack period: 1975-90

With the two oil crises at the end of the 1970s a new era began of slow growth.
It was to have a considerable impact on the volume (net decrease) and the
pattern of industrial migration (Klaassen and Molle, 1982).

*  More global moves. The difference in wage level between the ‘cheap
labour’ countries in Europe and Third World countries has become so great
that many establishments are looking for cheap labour outside Europe. That
implies a speed up of international emigration, showing up in European
statistics as closures.

e Less traditional internal moves. The government’s policy in many countries
changed to withdraw gradually both the stimulants in the periphery and the
controls on developments in the centre.

*  More modern moves. Most new high-technology activities want to go to
places where the location environment is characterized by pleasant living
conditions.

3.6.4 The recent period: 1990-2005

The most recent period is characterized by the acceleration of the relocation of a
number of activities to Central and Eastern Europe (see Box 3.3) and to the
low-cost countries in emerging markets such as China and India. This move-
ment is generally called de-localization. It is most important in manufacturing
but also increasingly so in services (Djarova, 2004). Even in its highest segment
R&D delocalization is now coming off the ground (Amiti and Wei, 2005).
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Box 3.3 Why car makers move East

The automotive industry is one of the most expressive examples of
an industry’s move towards emerging markets. In about a decade
(1990-2000) almost all car makers present on the Western European
market had invested in production facilities in one of the NMSs. Many of
the plants were established in regions relatively near to the border of the
old member states (Poland, Hungary, the Czech Republic and Slovakia
are cases in point). Volkswagen alone had, by 2002, invested some €4
billion in the Czech Republic and some €1.5 billion both in Slovakia and
Hungary. This drive towards the NMSs has been caused by two invest-
ment objectives: market expansion and the reduction of cost. Locating in
the NMSs permits car makers to optimize costs, suppliers, product portfo-
lio and production.

Most investors benefited from investment incentives or special invest-
ment packages offered by the countries. In return the country received an
investment programme entailing production growth, new job creation,
upgrading of the local labour force and development of the supply base.

Source: Djarova (2004: chap. 6)

Politicians and trade unions have often alarmed the public about this phe-
nomenon, as it would destroy existing jobs without creating any new jobs. This
view is, however, distorted. Actually de-localizations tend to be only a small
part (8 per cent) of the total job losses due to restructuring in the EU. More-
over, although they do have a negative direct effect on employment in the
home country,” there are some positive indirect effects on the home country
economy (e.g. Pennnigs and Sleuwaegen, 2000). These stem from the fact that
MNFs that restructure through de-localization seem to specialize their remain-
ing home units on competitive, dynamic and innovative activities. This is in
stark contrast to firms that are independent, remain in the home country, start to
suffer from a loss of competitiveness and are finally forced to close down with a
permanent job loss to the home country.

3.7 Summary and conclusions

e The most important explanatory factor of the convergence of the wealth
levels of the national and regional economies in the EU is the renewal of
the industrial structures. Over the past all composite parts of the EU have seen
a continuous and profound change in their industrial base.

e Theory is inconclusive as to the tendency of certain activities to concentrate
in parts of the EU. Empirical analysis shows that there is rather a tendency
of de-concentration. This would be positive for cohesion.

e Capital movements in the EU have on balance contributed to convergence of
wealth levels. On the national level the ‘poorer’ member states are net
importers of DI, while the ‘richer’ member states are net exporters. On the
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regional level DI (partly through industrial migration) has in many cases
gone from central to peripheral areas of the member countries.
Notwithstanding these positive effects on convergence important disparities
remain and new ones threaten constantly to emerge. So a policy aiming at
improving the conditions for successful operation of high-value-added firms
in the least favoured regions is warranted to improve economic cohesion.



4  Social disparities

4.1 Introduction

The EU is confronted by many social problems that impede cohesion. The issue
of social cohesion refers to the balanced participation of different groups in
social life. To measure such an elusive concept as social cohesion is not an easy
task. Like economic cohesion the concept ‘social’ cannot be captured in one
basic indicator. This is in line with European social policy that deals with a fairly
large number of rather dispersed issues. So, in the present chapter we will
describe the development of social disparities in the EU with the help of a set of
indicators.

In a first section we will discuss first the concept of social cohesion and select
the indicators that are most apt to describe social disparities. In the rest of the
chapter we will concentrate on the measurement and the analysis of the five
indicators that are most common in the literature. We will successively deal
with unemployment, level of education, migration and segregation, social exclu-
sion and social security.

For each of these five indicators' we will shortly describe their theoretical and
conceptual foundations and then give the national, regional and, where possible,
urban picture” of disparities.

The analysis is of very high policy relevance. It permits first to identify the
groups that in social terms are less well off than the EU average and hence
would qualify as target groups or as prime beneficiaries of the EU cohesion
policy. It permits next to see on what type of problems policy interventions
would have to concentrate so as to have most effect in improving social
cohesion.

The chapter will be rounded off by a short summary and some conclusions.

4.2 Concepts and indicators

4.2.1 Policy-relevant concepts and definitions

Social cohesion has as little a well and clear definition as the other dimensions of
cohesion. The notion refers often to the existence of harmonious relations
between different social groups in society. A further elaboration of the concept
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in positive terms is difficult to give. Impressive attempts have been made to
come to operational definitions on a wide range of indicators including funda-
mental aspects such as values or bonds, but also concrete aspects of access to
employment and health (Council of Europe, 2005). However, the consistent
quantification of these indicators runs far behind their conceptualization. This
situation can be illustrated with two approaches.

A fairly recent attempt is the measurement of the social capital of an area
(country or region). Social capital can be defined as ‘the norms and social rela-
tions embedded in the social structure of a group of people that enable the
group or individuals participating in it to achieve desired goals’ (de la Fuente
and Ciccone, 2003). An increase in social capital is supposed to have a positive
influence on both economic growth and social inclusion. The use of the
concept of social capital is not easy in practice; most of the indicators are
difficult to measure in an internationally comparable way such as ‘trust’ or
‘associational activity’.

An interesting notion that has a much older history than social capital is
industrial relations. Indeed the consensual or harmony model of relations between
employers and trade unions is often thought to lead to less strikes and thus to a
more stable growth than the conflict model. Analyses for European countries of
this indicator suffer from the poor comparability of the national situations.
Where quantification has been possible, one finds, in general, a positive relation
with growth and thus with the catch up of backward groups and regions. We
will not pursue the issue further.

Social cohesion is often indicated by its mirror picture, the absence of cohesion.
Clear examples of the absence of social cohesion are eruptions of violence.
These can be of a religious nature, such as the armed conflict between Catholics
and Protestants that has ravaged Northern Ireland for so long. They can also be
of an ethnic nature; a case in point is the occurrence of riots that devastated the
suburbs in major urban agglomerations. Many observers would say that the basis
of these outbreaks of violence are not so much religious or racial but are the
effect of causal factors such as lack of access to jobs and to culture, leading to bad
housing and health conditions and in some cases to social exclusion. This too
seems difficult to grasp in statistical terms.

The various academic and policy documents dealing with social cohesion use
a variety of practical indicators to describe the actual situation and its develop-
ment over time. The ones that we have just described (social capital, industrial
relations and social violence) are not very prominent in these documents. On
the contrary, a number of others appear. This puts us on the track of a practical
definition for social cohesion permitting the empirical measurement of social
disparities.

So, social cohesion is supposed to prevail when disparities on a number of social indic-
ators are politically sustainable.

It is practically impossible to determine the point where disparities are no
longer politically sustainable. So in line with the reasoning we have followed in
the previous chapters we will consider that social cohesion improves in cases
where the disparities decrease and vice versa.
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4.2.2 Operational indicators

Employment and its mirror picture unemployment are among the most used
indicators of social problems. Indeed, since the early 1980s unemployment over-
shadows all the other social problems in Europe. Moreover, the access to
employment is highly associated to other determinants of social cohesion.

The quality of employment is also often used as an indicator of social cohesion.
Indeed, with the growing relevance of knowledge-based activities the qualifica-
tion of the labour force for such activities is evermore critical. We will try to
capture this by an input indicator (level of education).

Quite a few social problems, notably those in urban areas, are related to the
lack of integration of immigrants and their descendants. So we devote a separate
section to this aspect.

Next, we go into the problem of social exclusion; a term that covers many
aspects of social deprivation and poverty.

Finally, we also mention national policy variables. Countries with a highly
developed social security system will insure their citizens against a number of risks
that may bring them into situations of deprivation; the higher the level of pro-
tection the lower the chances of exclusion. Difterences in coverage thus repre-
sent social disparities on the EU level.

4.3 Unemployment

4.3.1 Concepts, general facts and theoretical foundations

Opverall, unemployment has shown ups and downs over the post-war period. Until
the end of the 1970s unemployment was fairly low in most member countries.
Thereafter, under the influence of the two oil crises, it increased dramatically. In
the second half of the 1980s it declined mainly due to the economic upswing that
was created by the completion of the internal market. In the early 1990s unem-
ployment started to rise again; mainly under the influence of inadequate responses
to increased competition. At the end of the 1990s the trend turned; unemployment
showed a rapid decrease in many member countries, which is the positive effect of
the growth of their economies, itself spurred by a combination of EU and national
policies. In recent years unemployment has tended to grow again in most countries
of the EU 15. In the NMSs unemployment is also a very big problem; the switch
over from a command to a market economy has made considerable numbers of
workers redundant, many of whom have had difficulty finding a new job.

There are a lot of theories that help us to understand the root causes of unem-
ployment. These refer on the one hand to the determinants of the supply and
demand for labour and on the other hand on the institutional aspects of the func-
tioning of the labour market. Empirical testing of these theories has produced the
following set of causes for the relatively high levels of European unemployment:

o Adverse developments. These are, in particular, movements in the terms of
trade (increases in energy prices), the effects of counter-inflationary demand
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policies and of the stiffened competition due to the increased openness of
the EU economies. Propagation mechanisms make that such temporary
shocks tended to have persistent effects.’

*  Low responsiveness of the European labour markets. This European labour
market does not function well due to rigidities coming from ‘over’-
regulation and generous schemes of unemployment benefits.* Shocks have
larger negative effects on employment the higher the protection level.

e Cost of labour. There is a chain of cause—effect relations here. The rise in
labour cost has induced firms to substitute capital for labour (Daveri and
Tabellini, 2000). The increase in labour cost is in the first instance due to
the growth of the taxes on labour. These in turn are a consequence of two
factors. First, the increasing demands of the welfare state. Second, tax
competition has shifted the tax burden from taxes on mobile factors such as
capital and goods to taxes on the immobile factor: labour.

4.3.2 National differences

There are considerable differences between countries in their relative levels of fotal
unemployment (left-hand side columns of Table 4.1). Unemployment is particularly
concentrated in some of the new member countries (Poland and Slovakia), relat-
ively strong in some countries of the southern part of the EU (Spain, Greece) and
still problematic in some countries of the centre north, such as Germany (new Bun-
deslinder). The differences between countries can be explained by the differences in
three factors just described. Countries with persistently high unemployment tend to
score high on labour cost and labour market rigidities; this group includes some of
the largest EU member countries (Germany, France). On the other hand, countries
that have more flexibility in labour market institutions showed low unemployment
(e.g. the UK); the introduction of more flexibility resulted in a decrease in unem-
ployment rates (e.g. the Netherlands). Of course the factors mentioned are not the
only ones that explain the difference in unemployment. The sustained growth of
the economy in terms of catching up with the EU average has been the primary
driver of the decrease in unemployment in Ireland for example.

The NMSs are a special case. The table shows that they have in general a much
higher level of unemployment than the countries of the West (North and
South). The transition from command to a market economy has meant that in
all of these countries certain groups were ill-adapted to the new demands. So
unemployment has tended to increase everywhere. However, some countries
have managed to overcome, relatively quickly, the problems; among them those
that have made an early start with reforms had a diversified economic structure,
are located in proximity to the West and have flexible labour markets (e.g.
Slovenia and Hungary). Countries that score negatively on many of these factors
are in the opposite case (e.g. Poland and Slovakia).

Over the years the disparities in total unemployment between the EU 15
countries have shown a rather changing picture. However, since 1993 the dis-
parity has decreased® which implies that social cohesion as measured by the indi-
cator of unemployment has improved.
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Table 4.1 Development of unemployment (% of total active population) by country and
gender; ratios of gender (women/men) and city size (large cities/national
mean), 1990-2004

Country 1990 2004 Ratio* Ratio
Women Men  large

—— ities to

national

Total Men Women Total Men Women 1990 2004 mean

Germany 5 4 7 10 9 11 1.8 1.2 1.8
France 9 7 12 10 9 11 1.7 1.2 1.6
Italy 13 6 16 8 6 11 2.7 1.8 14
The Netherlands 8 6 12 5 4 5 2.0 1.3 28
Belgium 8 5 13 8 7 9 2.6 1.3 14
Luxembourg 2 1 3 5 3 7 3.0 23  na.
UK 6 7 6 5 5 4 0.9 0.8 n.a.
Denmark 8 7 9 5 5 6 1.3 1.2 23
Ireland 16 15 17 5 5 4 1.1 08 6.4
Spain 16 12 24 11 8 15 2.0 19 1.3
Portugal 5 3 6 7 6 8 2.0 1.3 1.8
Greece 8 4 12 11 7 16 3.0 23 29
Austria 5 4 5 1.3 1.9
Sweden 6 7 6 09 1.7
Finland 9 9 9 1.0 28
EU 15 8 7 9 1.3 1.7
Poland 19 18 20 1.1  na.
Czech Republic 8 7 10 1.4 1.7
Hungary 6 6 6 1.0 1.7
Slovakia 18 17 19 1.1 1.7
Slovenia 6 6 7 1.2  n.a.
Lithuania 11 10 11 1.1 1.1
Cyprus 5 4 6 1.5 na
Latvia 10 9 10 1.1 23
Estonia 9 10 8 0.8 na
Malta 7 7 8 1.1 na
Romania 8 9 7 0.8 n.a
Bulgaria 12 13 12 0.9 na.
EU27 9 8 10 1.2 1.5
North 10 9 12 11 10 12 1.4 1.1 1.6
South 13 7 17 9 7 12 2.2 1.8 1.7
East 14 14 14 1.0 na
Notes:

a Due to rounding of the original figures in the % columns, the figures in the ratio columns can
difter from the ones that would result from a division of the figures in the % columns
b ratio large cities/national average: Urban Audit (2006)

Source: Unemployment by country and gender: Eurostat

Gender equality is an ideal that is still far from reality as far as access to employ-
ment is concerned. Indeed the figures in Table 4.1 show very clearly that
women have a much higher propensity than men to be unemployed (ratios
higher than 1). This is true for almost all member countries of the EU. Fortu-
nately the situation seems to improve over time; as the last two columns show
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the ratio decreased substantially between 1990 and 2004 for all EU 15 member
countries. For the NMSs historical data are difticult to produce. However, the
data for the year 2004 show that the male—female situation in many member
countries in the East is about equal to the level in the North. In many Mediter-
ranean countries, on the contrary, women have actually much higher unem-
ployment rates than men. This is generally traced back to cultural and
institutional factors.

4.3.3 Regional picture

The regional picture of unemployment is, in large part, determined by the
national one; Figure 4.1 shows very clearly that unemployment is particularly
high in all the regions of countries that show high unemployment on the
national level such as Poland and Bulgaria. On the other hand, there are also
regional situations that distinguish themselves from the national one. These tend
to coincide with the regions that suffer from disparities in terms of overall (see
Chapter 2) and of economic cohesion (Chapter 3). Cases in point are the Mez-
zogiorno of Italy, the former DDR in Germany and the south of Spain.°®

The disparity between regions in unemployment is considerable. Moreover,
the disparity has tended to widen since the middle of the 1980s. By 1995 the
dispersion of unemployment in the old member states was three times what it
had been in the late 1970s. This reflects a structural weakness of high unem-
ployment areas; they are much more vulnerable to cycles than other regions; in
times of upturn they become alternative locations for many activities; in times of
downturn firms tend to concentrate on the best locations.”

The development of unemployment has thus followed different trends in dif-
ferent sets of regions. However, this should not hide a very important phenom-
enon: that of the persistence of the problems in most regions. This is revealed by
the high correlation of the rank orders of regions (at any spatial level) at different
moments in time (Martin, 1998a). The causes of this persistence are generally
sought in the poor functioning of the labour markets of the European countries.
They reflect sluggish adaptation of the labour supply (insufficient migration) or
of labour demand (insufticient capital movements to problem regions) or of the
regional wage levels (national collective agreements). This applies both to relat-
ively centrally located regions that are confronted with a decrease in their com-
petitiveness (old industrial regions) and more peripheral regions that are
characterized by traditional agriculture.

High unemployment means a low contribution to GDP and hence a relat-
ively low position in matters of economic cohesion. The same is true for a low
participation rate. So there is a double negative effect as on the regional level
high unemployment tends to go hand in hand with low participation (Elhorst,
1996). Indeed the worst-performing regions showed participation rates of about
50 per cent while the best performers showed rates of around 75 per cent.
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Figure 4.1 Unemployment by region, 2002

4.3.4 Urban issues

Unemployment is also often concentrated in cities, particularly in large cities. A
picture of this phenomenon is given in the right-hand column of Table 4.1.
One, indeed, sees very clearly that in almost all member states the unemploy-
ment rate in cities® is much higher than the overall rate in the country. As cities
are concentrations of people it means that in absolute quantitative terms the
unemployment problem of big cities is much larger than the one in low-density
rural areas. Table 4.1 shows that the data for quite a few of the NMSs are
missing; the detailed data for some countries not represented here show that in
these countries some of the cities are not the worst in terms of unemployment
(here unemployment is high in the smaller cities and rural areas).
Unemployment is not only concentrated in cities, within cities it s concen-
trated in certain neighbourhoods. In countries such as the UK, France and the
Netherlands cases where some 40 per cent of the local population is out of
employment is no exception. These compare to some neighbourhoods of the
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same cities where unemployment is very low. So disparities in unemployment
between neighbourhoods within many of the largest cities are much larger than
those between regions of the same country (ECOTEC et al., 2007).

4.4 Level of education

4.4.1 Theory and concepts

The level of education of the population plays a crucial role in the growth of
the economy.” As the improvement of education leads to an increase in the
quality and quantity of human capital it can give an important contribution to
productivity, hence to competitiveness and finally to economic cohesion.
However, education has also a direct role to play in social cohesion. Education
is supposed to decrease the disparity between social groups in terms of access to
knowledge, in terms of allegiance to common norms and in terms of the sense
of belonging to society. Education creates benefits to the individual and to
society that are difficult to capture in economic terms but that come through
lower cost of public health, less crime, better care for the environment and
more community participation, that may all improve social cohesion. In turn the
increase in social cohesion tends to have a positive influence on the economic
performance (e.g. Gradstein and Justman, 2001).

The realization of these positive effects depends on the way the increased
human and social capital is put to use. This applies, first, to the individual who
has to find the optimal conditions for the deployment of his capacities. Next, it
applies to firms that have to create such conditions by putting in place both the
hardware, the software and the ‘humanware’ by adequate management tech-
niques. Finally, it applies to regions and countries that have to make sure that
the wider socio-economic environment is conducive for optimal use. This
implies that countries and regions need to make investments in education that
match the technologies employed now and in the near future; it is no use going
far beyond that, as the capital will not be put to use. In the framework of the
EU that implies a strong investment in the higher brackets, given the level of
sophistication that the EU economy has reached and given the policy objective
of competitiveness in the knowledge economy. However, there are internal dif-
ferences in emphasis between large geographical areas of the EU; the pressure
for high levels is strongest in the North West and least in the East. This, of
course, is also applicable to regions within the countries of each geographical
area. To give an example: the main role in the catch up of Italian regions in the
last quarter of the previous century has been played by medium-level human
capital that was most eftectively exploited by the economic system (Baici and
Casalone, 2005).

4.4.2 National differences in education

Table 4.2, hereafter, gives a picture of the development of education over time.
We have taken here as the indicator the share of the population with a tertiary
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education. Given the problems of comparability of the basic data the results have
to be interpreted with care. However, the following salient features stand out:

There is a very pervasive trend of gradual upgrading of the education level.
This is evident in the increase of the shares as one moves from the older age
brackets to the younger ones. This trend does indeed apply to all EU coun-
tries, although it seems to level off in recent years in a few of the highest
developed countries.

There are considerable difterences between member countries and between
geographic regions. The areas and countries that have the highest level of
economic development also show the highest shares in tertiary education.
However, we observe that the level of education is in general higher in the
East than in the West. So provided this human capital is well used it means
that at least one condition for a fast catching up of the East is fulfilled.

The disparity between the countries (as measured by the coefficient of vari-
ation) is highest for the older age brackets, lesser for the younger ones. It
seems to stay fairly stable over time. One might have thought that it would
have decreased as countries with low shares tend to catch up with the EU
average.

4.4.3 Regional and urban aspects

The regional patterns tend to show the effects of two phenomena:

1

National features dominate regional ones. For instance, all Spanish, Italian
and Portuguese regions tend to show relatively low educational attainment
levels. On the other hand, all regions in the Nordic countries Sweden and
Finland show fairly high educational attainment levels.

Intra-country variation is based on the urban—rural split. Urban centres tend
to be concentrations of people with higher education. This is evidenced in
the right-hand column of Table 4.2 that gives the ratio large city/country
(people with higher education as part of total population). One sees that in
all countries the ratio is largely in excess of 1.0. In some countries, notably
the NMSs where the national level (N) is fairly low, the ratio even exceeds
three. As is evidenced in the bottom part of the table the ratio is higher the
lower the level of development.

Apart from the urban picture it is difficult to see other clear-cut patterns on the
regional level. This changes if one does not only look at education levels per se
but if one compares these figures with those of other indicators of disparity. The
following patterns emerge (EC, 2004a):

Wealth. In regions with a GDP/P level substantially below the EU average'
the proportion of the population attaining tertiary education tends to be
low. Furthermore, there is little sign that the divergence between these
regions and the well-to-do regions in the EU is narrowing.
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Table 4.2 Percentage of population with a tertiary education degree by country and age
group, 2001°

Country Age group’ City/
N ratio

25-39 40-54 55-69 25-69
Germany 23 24 17 22 1.3
France 28 19 10 20 1.6
Italy 13 11 6 10 n.a.
The Netherlands 25 23 16 22 1.2
Luxembourg 21 17 10 17 n.a.
UK 28 22 15 22 1.3
Denmark 25 26 17 23 1.2
Ireland 39 22 14 27 1.3
Spain 13 8 3 9 n.a.
Portugal 20 12 7 14 3.0
Greece 23 18 8 17 1.8
Austria 15 15 10 14 n.a.
Sweden 25 25 18 23 1.1
Finland 37 30 20 30 1.4
EU15 22 17 10 17 1.7
Poland 17 12 10 13 2.4
Czech Republic 13 12 11 12 2.2
Hungary 15 15 11 14 2.0
Slovakia 14 14 9 13 3.2
Slovenia 20 16 12 16 n.a.
Lithuania 31 28 16 26 2.1
Cyprus 38 26 13 28 n.a.
Latvia 15 17 13 15 1.3
Estonia 32 33 24 30 n.a.
Romania 11 11 7 10 2.9
Bulgaria 23 21 15 20 2.1
EU27 20 16 10 16 1.7
North 27 21 13 22 1.4
South 14 11 6 11 1.9
East 16 14 10 14 2.3
CoV 36 36 39 34 -
Notes:

a Belgium and Malta not included in original data
b Data from microcensus Eurostat

Source: Urban audit

o Unemployment. People with a low degree of education are more likely to be
out of work than people with a high education. This gap tends to be wider
in regions where the overall unemployment rate is relatively high.

4.5 Migration and segregation

4.5.1 Some concepts and theory

In matters of migration we have to make a distinction between intra-EU migra-
tion and migration from other parts of the world into the EU. Migration within
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the EU is fundamentally free. Internal flows in the North and South are very
limited and are not seen as a threat to social cohesion. With respect to migration
from the NMSs to the old there is more unrest but this is likely to be solved
over the transition period. However, immigration from other parts of the world
is perceived as a problem. Many observers agree that the migration of people
with a different racial and cultural background and with little chance on the EU
labour market do form a threat to social cohesion. So we have to see what
drives such migration and what determines the reaction.

The theoretical foundations that explain migration all tend to focus on a few
basic notions: push, pull and resistance factors.

*  On the push factor side we find the reasons why people want to leave their
home country; these are often combinations of problem situations of which
the components are unemployment, poverty, unrest and insecurity.

e On the pull side we find the reasons why people are attracted to a country;
factors such as freedom, employment opportunities, social protection, etc.

e In terms of friction one sees a number of elements that increase the cost of
the move to the migrant; such as distance, culture and language difference,
restrictive immigration policies, etc.

The EU economy has changed over time and is now characterized by persis-
tent high unemployment. Under the influence of the increased globalization
many low-skilled jobs are now transferred to low-wage countries. That means
that many jobs that traditionally were filled by low-skilled immigrants no longer
exist in the EU. Moreover, the integration of the previous immigrants into
society reveals itself much more problematic than was initially thought; unem-
ployment hits, more than proportionally, second- and third-generation immi-
grants. Claims on welfare benefits are mounting. The conditions for integration
in the receiving countries have deteriorated (lack of job opportunities and
increasing cost of social integration). So the general feeling is that the EU does
not need any more immigration apart from some selected for their capacity to
fill skill shortages of strategic importance (e.g. knowledge workers).

As a consequence of the upsurge in migratory pressure on the EU, voices
grew loud in a call to severely limit immigration into the EU."" In practice, the
governments of all member countries have now resorted to a policy of restric-
tion of immigration. Notwithstanding a clear convergence of national policies
with respect to their targets and their instruments, it has not yet been possible to
complete a common EU asylum and immigration policy.'> However, some fea-
tures of it are discernible. They concern harmonization of rules, close coopera-
tion between national immigration authorities and the setting up of a Union
agency for border issues.

The pressure on the EU from the non-EU countries is, however, mounting.
Political and social unrest in many areas of the world increases the number of
asylum seekers. Unsatisfactory employment opportunities at home push many to
try to enter the EU as workers. Others try to enter illegally. The estimates of
illegal immigrants are very wide ranging between several hundreds of thousands
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and a million for the larger member states and several tens of thousand and a
hundred thousand for the medium member states. Most of these are employed
in the informal economy. The demand of EU employers in the black and grey
economy (motivated by lower cost, flexibility, avoidance of safety rules, etc.) is
thus an important pull factor that is often disregarded.

Now the presence of many migrants is often seen as a threat to social cohe-
sion as they can lead to a high degree of intolerance and ethnic exclusionism on
the part of the majority population. A theory that is used to explain this phe-
nomenon is based on ‘competition” or ‘conflict’ over scarce resources. In other
words: people that experience real or perceived competition for jobs, housing,
welfare, etc., will collude with their peers and try to exclude the others. In the
case of majority populations they react to such threats from non-nationals by
constructing obstacles against integration of minorities into society. This then
creates problems of segregation; the newcomers are trapped in a situation of low
access to housing and jobs and find themselves concentrated in some areas
where there chances of escape from the circle are low (see Section 4.5.3).

4.5.2 The national picture

The total number of labour migrants has increased over the past decades. The
official figures indicate that they amounted to some three million in 1973 and to
some five million in 2000 (Molle, 2006). However, in terms of the share of the
labour force the increase is less visible; from somewhat less than 3 per cent then
to somewhat more than 3 per cent now. However, these figures under-report
very significantly the real picture. This is mostly due to illegal migration and
work on the black economy. Indeed, recent migrants often go to the informal,
sometimes even illegal, labour market (Pugliese, 1992). So countries with a high
share of the informal economy (black and grey) in the total economy also show
a high share of illegal immigrants in the total employment, and vice versa
(Djajic, 2001). An example of the high end is Italy, and an example of the low
end is Denmark.

These migratory flows are very different from the ones that prevailed in the
1960s, for several reasons.

First, they concern more sending countries over a much wider geographical
area. Apart from the traditional immigration from the countries of North Africa,
countries in Latin America, Asia and sub-Saharan Africa now send people to the
EU in significant numbers. The causes of this migration tend to become more
complex (intertwining of political, security and economic factors), leading to
increased pressure. Two cases in point can be mentioned: the migration from
Argentina to Spain after the crisis in the former country and the continuous
flow from migrants of black Africa that try to reach the shores of EU countries
by all sort of means.

Second, they concern more receiving countries. The developed northwestern
countries of the EU have traditionally been immigration countries and this con-
tinues due to so-called follow up migration (members of families, brides) and
new migration attracted by the (perceived) opportunities in these countries. But
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immigration concerns also the southern European countries that up to the mid-
1980s had almost no immigration; they have now become the host countries of
millions of third-country immigrants. This is due to their improved economic
situation but also to their location on the southern borders of the EU that makes
them the points of access for many immigrants. Smaller countries such as Malta
even fear serious destabilization due to the pressure of immigrants that come to
their shores. Even the NMSs have become immigration countries attracting
people from their eastern neighbours such as the Ukraine.

Although, in this way, almost all EU countries have become immigration
countries; the relative importance of the immigrants in their population is quite
different (see Table 4.3).

The percentage number of migrants is still significantly higher in the north-
western group of countries than in the southwestern group of countries. Differ-
ences in wage levels may explain this to a large extent.

The characteristics of the migrants do reflect the socio-economic situation in
the host country. Indeed, in the high-income countries in northwest Europe the
percentage share of people with less than upper secondary school education is
much higher among immigrants than nationals of these countries, which is an
indication of the influx of low-educated people mostly filling in low-paid jobs.
In the low-income countries of the east the share of the highly educated is
higher among foreigners than nationals, indicating that in these countries for-
eigners mostly fill vacancies as managers or experts. The countries of the south-
west take an intermediate position, with diversified situations that do not permit
to describe clear patterns (OECD, 2005).

The question is then: Does a high proportion of migrants (as prevails in most
countries of the northwest and increasingly in the countries of the southwest of
the EU) lead to a lack of social cohesion? The answer is yes (EUMC, 2005) for
countries where this high proportion goes hand in hand with high levels of
unemployment and low levels of income. This underscores the importance
of the GDP/P indicator we have taken in Chapter 2 for overall cohesion and of
unemployment we have taken for social cohesion in this chapter.

4.5.3 Some concepts and theory about segregation

Most of the immigrants have only little education and low levels of professional
training. So they tend to go to urban agglomerations where most low-skilled
work opportunities exist in the manufacturing and service sectors (both in the
official and in the black economy). There is a second reason why migrants con-
centrate there. Migrants will seek to rely, in the first instance, on people from
their country of origin who have migrated earlier and who have already found
their way in the highly complex administrative and legal environment that char-
acterizes modern societies.

The concentration of migrants in urban areas is followed by a further con-
centration in specific areas of these agglomerations. Here, it is not so much job
opportunities that drive the phenomenon. It is a highly complex interplay
between social networks, availability of low-cost housing, access to certain ser-
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Table 4.3 Evolution of the number of migrants as % of total population by country
(1980-2000) and ratio of large cities to national average

Country Migrants /population’ Cities/N

ratio

1980 1990 2000 2001

Germany 7.2 8.2 8.9 1.8
France n.a. 6.3 5.6 1.6
Italy 0.5 1.4 2.3 1.4
The Netherlands 3.7 4.6 4.2 2.8
Belgium 9.0 9.1 8.4 1.4
Luxembourg 25.8 28.6 36.1 n.a.
UK n.a. 3.3 4.4 n.a.
Denmark 2.0 3.1 4.8 2.3
Ireland n.a. 0.8 3.3 6.4
Spain 0.5 1.0 2.2 1.3
Portugal 0.5 1.1 1.9 1.8
Greece 2.2 2.3 7.3 2.9
Austria 3.7 5.9 9.4 1.9
Sweden 5.1 5.6 5.4 1.8
Finland 0.3 0.5 1.7 2.8
Poland n.a. n.a. 0,1 n.a.
Czech Republic n.a. 0.3 2.2 1.7
Hungary n.a. 1.1 1.7
Slovakia 0.5 1.7
Slovenia 2.1 n.a
Lithuania 1.1 11
Latvia 1.2 1.3
EU 2.0 3.8 4.5 1.5
North 33 6.0 6.4 1.6
South 0.6 1.3 2.7 1.7
East n.a. n.a. n.a. n.a
Note:

a No data for Bulgaria, Cyprus, Estonia, Lithuania, Malta and R omania

Source: Percentage migrants: http://www.migrationinformation.org/GlobalData/countrydata/
data.cfm; OECD (2003) Large cities: Urban Audit 2006 (figures for non EU nationals)

vices, etc. This leads to spatial segregation of, on the one hand, the poor immi-
grants that often are of a different race than the nationals of the country of
immigration and on the other hand the well-to-do. This segregation is
explained by three sets of theory."?

1 Competition for urban space. The people with the highest income will be able
to occupy the areas with the best access to urban and other amenities. This
leads to the concentration of the well-to-do in the urban centres and in the
urban fringes.

2 Neighbourhood externalities. Poor immigrants will concentrate in areas where
they can rely on social and family ties. This tendency towards segregation is
exacerbated by the more successful people leaving these areas. The ensuing
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concentration of poverty and unemployment in certain neighbourhoods
often leads to crime and violence. In this way such urban neighbourhoods
may become stigmatized. This stigma may then lead to a sort of poverty and
misery trap, as people living in such an area may be discriminated against in
the labour market only on the basis of their address and name. These lesser
opportunities may then lead to high percentages of drop-outs from the edu-
cational system and hence, low aptitude to the formal labour market.

3 Housing policies of local authorities. The relatively decentralized structure of
local government in most countries of the EU means that some do favour
the private sector development, while others tend to put the accent on the
publicly subsidized social housing accessible to the less well off and the
poor.

The major economic changes that occurred over the past decades (see
Chapter 3) such as the loss of manufacturing jobs (due to delocalization and
globalization) and the rise of high-quality service jobs (due to further special-
ization into high-value-added sectors) have hit, in particular, the immigrant
labour traditionally concentrated in blue-collar manufacturing jobs. It led to
high levels of unemployment of immigrants notably in cities where the new
service jobs were either insufficient in number or inaccessible as to the level of
qualification. These became actual pockets of problems in cities where urban
(housing) policies were not well developed.'

4.5.4 Regional and urban aspects

The proportion of migrants in the total population is in general much higher in
large cities than on average. This rule holds for almost all member states (see
right-hand column of Table 4.3). The concentration of migrants in cities is
exacerbated by the further concentration within certain neighbourhoods of
these urban agglomerations. This tends to lead to problems of segregation.

Segregation is a factor that prevails in most major cities of the EU, in particular
the metropolises of northwestern Europe. However, notwithstanding the
importance of the problem it is not very well documented. It is notably difticult
to know whether the problem has become smaller or larger over time. We will
illustrate this with a few case studies.

For France an analysis has been made by type of function people have, ranging
from high (managers) to low (poorly skilled blue-collar workers). In the urban
agglomerations studied the segregation levels between these groups have been
rather stable over the past decades. Only in Paris did one observe a trend
towards increasing socio-spatial polarization between high and low strata of the
functional hierarchy (Gachet and Le Gallo, 2005).

For the UK the patterns of segregation depend on the indicator chosen,
although there is some overlap. The unemployment indicator shows that prob-
lems are widely spread, with a strong concentration in the older industrial towns
of northern England and the Midlands. There is no evidence that segregation
has declined over the past 20 years (Meen et al., 2005)
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In Sweden there is only one major agglomeration: Stockholm. Here the segre-
gation between foreign born and natives has increased over the past decades.
The latter are increasingly concentrated in deprived neighbourhoods. This
process is notably due to selective migration processes, the simultaneous inflow
of the weaker and marginalized (often foreigners) into these areas and the
outflow of relatively well-off residents from these areas (Andersson and Brama,
2004).

So one may conclude that segregation is an important problem in the EU and
that over the past decades the situation has probably further deteriorated.

4.6 Social exclusion

4.6.1 Concepts; theory

In the EU the term social exclusion has quickly been widely accepted. In the
course of time it has been used both in a static and in a dynamic sense. The first
denotes a certain degree of deprivation, the other a process of increasing depri-
vation (see Vleminckx and Berghman, 2001).

Important aspects of social exclusion are mutual reinforcement and entrapment.
We may illustrate this as follows. A prolonged situation of unemployment may
lead to durable loss of qualifications as skills become obsolete due to changes in
technology. The resulting lack of capacity to earn sufficient income inhibits
people from investing in new skills. Poverty often goes hand in hand with ill-
health, poor housing and low participation in civic life. Adverse situations may
lead to indebtedness. Despair can lead to problems such as alcoholism and crime.
The latter will make it very difficult for anyone to find a good job. This vicious
circle means that social exclusion often equals durable and multiple deprivation.

Social inclusion or exclusion is thus a multi-dimensional concept. The two
main dimensions concern the labour market (access to jobs) and the capacity to
consume; or the access to goods and services. Other important dimensions are
the participation in social relations normally available to the average citizen.

Unlike the term ‘cohesion’, that has been made operational with the use of
statistics on disparity in income between regions and social groups, the term
‘social exclusion” has not yet found a simple translation in statistical terms.

Central to the notion, however, is the aspect of unemployment and low
capacity to earn income (wages, education). We have already discussed that in
the previous sections. Another more direct indicator is poverty. Indeed it has
been shown that poverty does negatively influence the capacity of people to
participate in culture and society in general and, therefore, is a lead indicator for
social exclusion. Poverty has many definitions. Some start from absolute stand-
ards, as to availability of food, shelter and clothing (Sen, 1983). However, such
notions are not very relevant in highly developed societies. So, in the EU a rela-
tive concept of poverty is in use, whereby the position of certain groups is
defined as poor in case they are below a certain percentage of the average situ-
ation in the country. These thresholds are often defined in terms of income or
capacity to consume certain goods.'
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4.6.2 The national picture

In the past the member states of the EU have all used very different concepts in
matters of social exclusion. These reflected different levels of economic develop-
ment, different social preferences and different institutional choices to cope with
problems. These differences have precluded, up until recently, a comparative
analysis on the EU level. In the early 1990s a start was made with comparable
statistics on poverty (Eurostat, 1990, 1994). These data show that:

e Countries with high income levels and elaborate welfare states show low
poverty rates; countries with low income and less developed welfare states
show high poverty shares.

*  The most vulnerable groups in all member states are households headed by
an unemployed person (a fortiori where no one works), a single elderly, a
single parent, a female, or a poorly educated.

By the end of the 1990s comparable data have become available from the Euro-
pean Community Household Panel surveys. These allow us to heed several
dimensions of social exclusion that are given in Table 4.4. Unfortunately they
do not yet cover the whole of the EU 27, nor the urban dimension. They show
that:

e DPoverty (defined as income below 60 per cent of the national mean) tends to

be high in countries with high levels of income inequality and low in coun-
tries with low-income inequality.'® The former is the case in the countries

Table 4.4 Social exclusion by country (several indicators), end of 1990s"

Country Income;  Non-monetary indicators Persistence
poverty of problems
Living Necessities Social Cumulative
conditions of life relations disadvantage
Germany 10 6 11 4 6
France 18 7 14 4 9
Italy 16 9 15 7 10
The Netherlands 11 4 10 5 5
Belgium 13 8 11 9 8
Luxembourg 1 5 8 6 6
UK 22 5 18 2 14
Denmark 13 3 6 3 4
Ireland 15 10 16 1 9
Spain 19 8 16 2 9
Portugal 23 21 15 5 17
Greece 21 10 32 2 16
Austria 11 7 11 6 7
Sweden - - - - -
Finland 14 4 12 3 6

Source: Tsakloglou and Papadopoulos (2002)
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of Southern Europe and in the UK; the latter in the countries of northwest-
ern Europe. These differences go hand in hand with cultural differences in
the ideas about the causes; people in southern countries feel that poverty is
largely inherited and they tend to be in that situation for a long time.
People in the UK see poverty more related to personal condition. Finally,
people in the last group of countries think that poverty is associated with
some unfavourable life event (Gallie and Paugam, 2002).

e Living conditions (defined as the average of a range of indicators on aspects
such as housing conditions and access to durable household goods) vary
much more than poverty between EU countries. Even though the indic-
ators are relative to the national mean we see that they are low in low-
income countries (such as Greece, Italy and Ireland and, particularly,
Portugal).

e Necessities of life (defined as the average of indicators with respect to the pos-
sibility to keep the home warm, to leave for a week’s holiday a year, etc.)
show a less clear-cut picture, although here too one observes that the
highest problems are felt in the low-income countries and the UK and the
lowest problems seem to exist in the highly developed welfare states
(Nordic Model).

e Social relations (meant to capture the non-material aspects of exclusion such
as contact with friends, participation in clubs and associations) do not seem
to be the most differentiating factor between countries.

The indicators: ‘accumulation’ and ‘persistence’ of problems tend to show
very similar patterns in the EU. For that reason we have taken them together in
Table 4.4 into one indicator. The figure of that composite indicator (last
column of Table 4.4) shows a very high correlation with the poverty indicator:
very high figures are shown for the UK, Portugal and Greece, while low figures
are shown for the developed welfare states of the North (DK, NL, FRG, Lux).
Sudden drops in income are the main origin of people falling into the poverty
trap. The main instrument to prevent this happening is the welfare benefit
system. Differences in welfare regimes thus tend to determine, to a large extent,
the difterences between EU countries in vulnerability to poverty and in persis-
tence of poverty (Layte and Whelan, 2003; Whelan and Maitre, 2005).

4.6.3 The regional picture

Poverty can be measured by the share of people (households) who are depend-
ent on low-income levels. The sparse internationally comparable figures avail-
able (Stewart, 2003) show a quite clear centre-periphery dichotomy (see next
chapter). The highest poverty rates are found in the peripheral areas of the EU;
the lowest poverty figures are found in the heartland of Europe (the Nether-
lands, Belgium, Luxemburg, part of western Germany and eastern France and
northern Italy). If one compares these results with those of Figure 2.3 about
average income, one remarks that low poverty shares are correlated to high
income and vice versa. This need not surprise, as a matter of fact; low average
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income regions are likely to have a proportionately higher share of poor inhabit-
ants than regions with a high average income.

Now one may argue that the comparison of household income to the
national average is not that adequate. There are actually two reasons why a
comparison to regional averages might be more adequate. First, the cost of
living can differ a lot from a highly urbanized central region (e.g. Paris) with a
more dispersed population and less centrally located region (e.g. Bretagne).
Second, poverty is a relative notion, so the reference group should be rather
other people in the same area than the national mean. If one takes regional aver-
ages as benchmarks the centre-periphery dichotomy is almost imperceptible.
Moreover, some central capital regions such as Paris, Madrid and Vienna show
up as average problem regions. Actually these results corroborate earlier findings
that in large conurbations there is a real problem of poverty for significant seg-
ments of the population.

4.7 Social protection

4.7.1 Some theory and concepts

People are confronted with a large range of uncertainties and risks; forces
beyond their control that can have a very strong influence on their capacity to
earn an income. The loss of income due to accidents (becoming disabled), etc.,
can push people into poverty. Traditionally such problems were alleviated by
solidarity based on family bonds and/or local charities. In the course of the nine-
teenth century the state started to take a certain responsibility for welfare, in
particular, schemes of old-age pension. These schemes were not based on
charity but on entitlements; state social transfers were: need based, means tested,
non-contributory and tax funded. They reflected solidarity of the citizens of a
national society with the unlucky among them.

The reasons for such actions were often of a political nature; for instance, in
Germany the social security system reinforced the bonds of the citizens with the
newly unified state. In other countries, however, theoretical arguments about
productivity eftects played a role. People who know they are insured against
basic risks of becoming poor tend to make higher contributions to the national
wealth by being more innovative, more productive, etc. Mind that the opposite
can also be argued in terms of the risks of becoming unemployed; the higher the
protection, the lower the incentive to accept a job for which cost needs to be
made in terms of geographical or professional mobility.

After the Second World War all member countries of the EU have elabo-
rated their national systems of protecting their citizens in general, and their
workers in particular, against loss of income due to unemployment, sickness,
accidents, old age and so on." Many of them included a system of minimum
income to those who did not have the means to earn one. This implied a con-
siderable increase of the items of the national budgets devoted to social security,
paid for by the taxpayers of that country.

Social security is thus based on national solidarity. Now European integration
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has eroded the bases of such solidarity in many instances, starting with the free
movement of workers (see Ferrera, 2006). The EU member states have reacted
to this not by accepting an increased involvement of the EU in such matters,
but by limiting the inroads of European regulation to that system to the very
essentials. They have jealously kept the development of their systems to them-
selves and have dealt with the complications of EU integration by specifying the
cases where non-nationals can draw upon their social security schemes.

So, from a European policy point of view social protection is an exogenous
factor. For that reason we do not deal with it in the policy chapters of the book
but treat it already here as it influences disparities as perceived on the EU level.

4.7.2 The national picture

The national systems have been elaborated independently of each other in very
different institutional and cultural settings. Thus, it is not surprising that they are
very idiosyncratic and differ from each other on a very large number of points.
However, on closer investigation, one can see some clear patterns (see Box 4.1).

Box 4.1 Models of social protection

On the basis of a clustering of characteristics of a whole series of indicators
of social protection systems it appears that in the EU five types of welfare
state exist."” They tend to be associated with specific geographic areas of
the EU.”

e West. This type is of liberal inspiration. Public sector financed protec-
tion is limited to groups that have no other options; all others are sup-
posed to take private insurance against such risks. The state stimulates
the latter by tax incentives. Examples of this group are the UK and
Ireland.

*  North. A type that is dominated by socio-democratic views. Large
groups of the population are collectively (via public finances) insured
against a broad range of risks. Benefits are rather generous. In order to
maintain the financial sustainability of the system it is coupled with
many stimuli to reintegration into the labour market such as active
labour market policies. Typical representatives in this group are the
Scandinavian countries Sweden and Denmark.

e Central. This system has many intellectual sources. Its most salient
feature is that many different professional groups have their specific
provisions. Public sector finance and regulation support sectoral
financing and rule-setting. The system 1is often characterized as
corporatist. Examples are Germany, the Netherlands, France and
Belgium.

e South. The countries in this group have a limited safety net in terms of
access to general schemes of income support. Labour market policy is
not very developed. On the other hand, there are high pension
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schemes (based on old habits as patronage). Examples are Greece,
Spain and, to a lesser extent, Italy.

e East. These countries had before the transition very elaborate systems
that were characterized by very high levels of protection. Since trans-
ition the capacity of these countries to finance even rudimentary
systems is very limited. So for the time being this group has low scores
on all indicators (e.g. Poland and Hungary).

A good indicator of the various systems is the level of expenditure on social pro-
tection. We depict in Table 4.5 the evolution of the protection in terms of
benefits per head of population and in terms of share in total GDP. The two
indicators used reflect fairly well the general picture described in Box 4.1.

Social security payments per head figures show the existence of several categories
of countries.

1 Very high levels, these are the traditional welfare states of the developed
part of the EU. We cite here in decreasing order the group of Scandinavian
countries and the group of core countries of the EU (D, F, NL, B, L, A).

2 About average, where we find two types: the UK that has relatively low

protection levels compared to other high GDP/P countries due to its

choice of system and Italy due to its lower than average level of develop-
ment.

Below average levels; all due to low development levels (Med).

4 Very low levels particularly NMSs (based on rudimentary data not taken up
in the table).

S8}

Social benefits as a percentage of GDP indicates also that protection is much less
well developed in the less well-off member countries than in the richer coun-
tries. Table 4.5 shows also that the level of protection seems to follow a so-
called S curve; initially it rises more than proportionally as income rises but from
a certain level onwards it tends to level off. The table indicates that for some
countries the point of saturation seems to have been reached. The reason for this
levelling off is twofold. First, systems take into account that very generous bene-
fits may have a negative influence on the flexibility of the labour market.
Second, systems leave the insurance against other than basic risks to the private
sector.”!

The level of protection influences the degree to which the systems are able to
reduce poverty. In the richer member countries social transfers (including old-
age pensions) reduce poverty with some 50-60 per cent while in the less well-
off (EU 15) member states this figure is around 40 per cent. This effect is also
visible in the very neat negative correlation between the risk of poverty and the
level of social expenditure per capita (EC, 2002b: 200).

An analysis of the development of the coefficient of variation shows (for the
EU 15) that disparity in access to social security between countries of the EU
has systematically decreased over the period 1960—-2000.
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Table 4.5 Social benefits (expenditure) by country, 1960-2000

Country €1,000 per head* % of GDP"

1980 1990 2000 1960 1970 1980 1990 2000

Germany 5.3 55 6.9 13 14 17 16 17
France 4.4 5.2 6.6 13 15 19 21 24
Italy 2.6 5.0 4.4 10 12 14 18 20
The Netherlands 5.0 55 6.2 7 13 20 18 18
Belgium 4.4 4.6 6.0 11 14 21 21 21
Luxembourg 4.4 5.7 9.1 n.a. n.a. n.a. n.a. n.a.
UK 3.0 3.8 6.4 6 8 11 11 13
Denmark 5.4 6.6 8.4 6 9 15 18 17
Ireland 2.0 2.2 33 4 8 12 15 14
Spain 1.4 2.7 2.7 4 6 12 14 15
Portugal 0.6 1.3 2.2 2 3 7 8 13
Greece 0.7 2.9 2.4 5 8 9 15 16
Austria n.a. 5.2 6.9 8 11 15 15 16
Sweden n.a. 8.9 8.5 6 8 14 16 16
Finland n.a. 6.3 5.8 6 7 9 14 19
EU 15 3.4 4.3 5.4 7 10 14 16 17
Poland n.a. n.a. 0.5 n.a. n.a. n.a. n.a. 16
Czech Republic n.a. n.a. 0.8 n.a. n.a. n.a. n.a. 12
Hungary n.a. n.a. 0.5 n.a. n.a. n.a. n.a. 12
Slovakia n.a. n.a. 0.6 n.a. n.a. n.a. n.a. 12
Slovenia n.a. n.a. 1.8 n.a. n.a. n.a. n.a. 17
Lithuania n.a. n.a. 0.4 n.a. n.a. n.a. n.a. 11
Cyprus n.a. n.a. n.a. n.a. n.a. n.a. n.a. 14
Latvia n.a. n.a. 0.4 n.a. n.a. n.a. n.a. 13
Estonia n.a. n.a. 0.4 n.a. n.a. n.a. n.a. n.a.
Malta n.a. n.a. 1.5 n.a. n.a. n.a. n.a. 12
EU 25°¢ n.a. n.a. 4.6 n.a. n.a. n.a. n.a. 15
Notes:

a Expressed in 1995 euros; data from Eurostat
b Data from Cornelisse and Goudswaard (2002); Eurostat
¢ No data for Bulgaria and Romania available

4.7.3 The regional picture

There exists very little systematic evidence about the way the transfers from the
social security system do contribute to the regional distribution of wealth. The
ones that exist for individual countries do, however, tend to show that this
effect is very substantial. Mind that the redistribution from rich to poor regions
is not only entailed by social security benefits in the strict sense, but also by
public insurance systems against health risks, etc. Similar effects do even exist for
all welfare state policies.*

4.8 Summary and conclusions

e Theory on social cohesion is very fragmented. The fragments tend to
explain specific phenomena but do not come to conclusions about develop-
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ment of the factors that determine cohesion. Unfortunately the long-term
evolution of social disparities is difficult to measure due to serious deficien-
cies in the data. So it is not possible to draw very strong conclusions about
social convergence or divergence.

e In matters of unemployment important disparities persist. Notably the new
member states suffer from high levels of unemployment. In the old member
states the situation is diversified. Regional unemployment is fairly persistent
depending on institutional (country) and geographical factors. Unemploy-
ment has become, increasingly, an urban phenomenon.

e Education levels difter much in line with GDP/P levels. This relation holds
for countries, regions and cities. The disparity seems to decrease only
slightly over time.

*  Migration tends to increase pressure on social cohesion, notably where the
influx adds to already existing problems of unemployment. Segregation
(racial and professional) has tended to increase in many of the EU member
countries.

o Social exclusion has several causes, one of which is poverty. The latter indica-
tor shows quite a strong disparity along centre periphery patterns. The
lowest figures appear in the richer countries in the EU heartland, the higher
figures in the poor countries in the East and South.

*  Many countries protect their citizens by difterent schemes of social security.
These tend to vary much in line with the level of wealth of the country.
Disparity in access to social security has systematically decreased.



5 Territorial disparities

5.1 Introduction

Next to economic and social disparities the concept of territorial disparities has
come to the fore. The latter is even less well crystallized than the former. To
bring as much clarity as possible we will devote the first section to its policy
context, its definition and its measurement.

Next we will go into three major aspects of territorial disparities.

First, we discuss the disparities in access to markets. We indicate the areas that
have good connections to markets via high-quality transport (and other) infra-
structure and others where the access to markets in other regions is a real problem.

Next, we discuss access to know-how and to innovation, key to participation in
the knowledge economy. Some productions require only simple, others very
sophisticated technologies. Access to the various sources of innovation is of
essence; one may think here of knowledge centres such as universities and spe-
cialized R&D organizations.

Finally, we go into lack of access, in particular the problems that national
borders create to communication and the care for the environment and hence to
a balanced development of the European space.

The basic findings will be given in a concluding section.

5.2 Concepts and indicators

5.2.1 Policy-relevant concepts and definitions

The concept of territorial cohesion is a relative newcomer. It has not yet got a
clear let alone a formally adopted definition. On the contrary, it is in many
respects still fairly ambiguous.! The concept ‘territory” refers in general to clearly
delimited spatial units, often coinciding with discrete political and/or adminis-
trative entities, such as regions and cities.

The theoretical notions of territoriality come from different strands. In one
strand of thought the notion is mainly associated with the institutional barriers
that ensue from the bounding of spaces. Such bounding has in general been
realized by a sovereign that wanted to exert exclusive power over the subjects
living in a territory, over the material goods present in that territory and over
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the relationships between subjects and objects. The bounding has often been
done in a hierarchical way; local authorities being subsidiary to regions that in
turn are subsidiaries of the nation states (Sack, 1986).

Another line of thought refers more to geographical features, in practice,
handicaps. Examples of such handicaps occur in mountainous areas that lack flat
land for economic activities or in peripheral areas that are restricted in their
access to resources in the more central areas where activities tend to be concen-
trated. This seems to become the dominant view.

To understand the meaning of territorial cohesion better we will look at
some major EU documents where the term is used. The term has been intro-
duced in legal texts only in 1997.2 The term has been introduced in policy state-
ments by the second cohesion report of the European Commission (EC, 2001),
where it was loosely linked to notions about a more balanced development of
European space. It has been made more specific by the Community Strategic
Guidelines 2007-2013 (EC, 2005). This document confirms that the objective of
territorial cohesion is to achieve a more balanced spatial development. The major
ways in which this objective is to be reached are in:

e the building of sustainable communities in both urban and rural areas;

e reducing the eftects of (ultra) peripherality (due to such factors as insularity,
sparse population, etc.), in particular with respect to services of general eco-
nomic interest;

e improving the situation of cross-border and broader trans-national areas.
This also involves improving territorial integration and encouraging cooper-
ation between and within regions.

The ofticial EU documents are not our only source for tracing the meaning of
territorial cohesion. In a diversified set of documents we encounter the norm-
ative view of territorial cohesion meaning that people should not be disadvan-
taged by wherever they happen to live or work in the Union. Following these
strands of thought we can then define territorial cohesion as a situation whereby
people and firms are not unduly handicapped by spatial differences in access to basic ser-
vices, basic infrastructure and knowledge.

To find an operational meaning of the concept of territorial cohesion we
have to turn to documents on spatial planning. Spatial planning visualizes the
consequences of autonomous developments and of policy choices on a specific
territory and helps to create the conditions for a balanced development by inte-
grating in one framework the various elements (industry, transport, infrastruc-
ture, ecological parks, etc.) and prioritize the claims of these users on space.’
Spatial planning has for a long time been considered as a purely national compe-
tence. And national traditions about spatial planning differ a lot. Some take a
minimalist view, limiting the concept to land use planning. Others take a maxi-
malist view whereby spatial planning is the integrative framework for all policies
with a spatial impact. Up until now the EU has not been given powers in this
domain, notwithstanding clear relations between, for instance, regional develop-
ment and spatial planning. However, with the growing integration the need for
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some sort of coordination at the European level has become apparent. This
coordination has initially been done in the Council of Europe.” In this forum
ideas of spatial planning have gradually matured. In 1997, after some ten years of
work, the European Spatial Development Perspective (ESDP) was adopted.’
This document has been elaborated with the support of the EU but not in the
formal framework of the EU.

It defines three major aims of territorial cohesion:

1 Accessibility: to safeguard equal access of all EU regions to infrastructure
and know-how.

2 Polycentrism: to maintain a balanced urban system for the EU as a whole
and for its constituent parts.

3 Trusteeship: to achieve prudent management of the cultural and natural
heritage.

5.2.2 Operational indicators

The previous sections have highlighted the lack of a generally accepted defini-
tion of the concept of territorial cohesion. From this follows of course a consid-
erable difficulty in operationalizing the concepts in the perspective of the policy
objectives. In the literature one sees two approaches:

1 Minimalist. This approach covers only the aspects of polycentrism (see Box 5.1)
and accessibility (see ESDP). Territorial cohesion can be operationalized by
specifying the disparities in, for example, accessibility between (types of)
territories in statistical terms and follow over time their development.

2 Maximalist. The approach aims at achieving sustainable development that is
based on the increase in a region’s competitiveness by mobilizing its
indigenous resources. The operationalization of this broad concept can no
longer be based on simple indicators but has to try to work with composite
indexes based on a whole series of indicators.

In order to avoid overlap between the discussions on territorial cohesion and
economic and social cohesion we will interpret territorial cohesion in an even
stricter way than the minimalist approach. It means that we will work with only
a few policy-oriented specific indicators. We are compelled to this approach as
some of the notions that are high on the political agenda cannot be translated
into operational concepts. This is notably the case for the battle horse of territo-
rial cohesion: polycentrism (see Box 5.1).

Box 5.1 Polycentrism: a concept as yet impossible to make operational

The concept of polycentric development lacks a clear, generally accepted
definition. It shares this characteristic with other notions that have a strong
normative political dimension and where the very vagueness of the
concept permits many to use it to their proper aims (compare the term
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cohesion in its infancy). Arguments for polycentric development often
take as their point of departure the assumed prevalence of divergent tend-
encies.” Key in the concept of polycentrism is to avoid this and to foster a
balanced spatial distribution of urban centres. Urban centres are concentra-
tions of services and are nodal points of infrastructure and their distribu-
tion over space determines disparities in access to such services and in
development potential. So balance in this distribution is of essence.

Polycentric systems are considered to bring such a balance. They are
desirable as they are supposed to be more efficient and more equitable
than either monocentric systems or systems with very many dispersed
smaller centres.® One can illustrate both assumptions as follows:

e The assumption of efficiency is based on the large diseconomies of
agglomeration (congestion) that characterize the large urban concentra-
tions and of untapped potential in the poorly urbanized parts of the EU.

e The assumption of equity is based on the split between parts of the
population that live in urban centres and have access to services and
those that live in rural areas and sufter from the high cost of links to
essential services (e.g. hospitals) but also to quality jobs.

The concept of polycentricity is difficult to put into practice. Indeed, the
following three elements are essential for operationalization:

1 Size. There is a certain urban hierarchy. In the largest cities (metropo-
lises) one finds concentrations of services that are sold over a very
wide area (e.g. the financial services in the City of London). In the
smaller cities one finds functions that reach only a local service area
(so-called proximity services).

2 Location. The distribution of cities over the territory needs to be bal-
anced. Now there is no clear definition of balance. Some consider
that the balance is best in case one finds an increasing number of cities
the more one goes down the urban hierarchy.

3 Connectivity. Smaller centres that are well connected to larger ones are
likely to be better placed than smaller centres that are isolated. Such
connectivity can be measured by the importance of interaction (tele-
phone calls, passenger traffic, etc.) between such centres.

Application of such measures produces detailed maps and complicated sets
of tables that depict aspects of the situation. However, up until now the
research community has been unable to make a practical synthesis that can
be translated into a simple indicator of a balanced situation. So there is no
way to indicate deficiencies in territorial cohesion by measuring how far
the situation in different countries and regions deviates from a norm (e.g.
the EU mean). Consequently there is no way either to answer the ques-
tion whether the situation as to polycentricity has improved (and hence
whether territorial cohesion has improved) over time.
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So we have to limit ourselves to the notions that can be operationalized in statis-
tical indicators. Only in this way can we follow the evolution over time and
assess whether territorial cohesion has improved or not. In line with the stated
objectives of territorial cohesion we will opt for the indicators that appear in dif-
ferent words and slightly different meanings in most documents.” The one that is
traditionally most used is the accessibility to markets. The second one is access to
innovation and R&D that we will adopt in view of the aims of the EU to foster
the knowledge economy. Finally, we will go into the problems that borders
cause for a balanced development of the EU space.

5.3 Accessibility to markets

5.3.1 Concepts and theory

Territorial systems can also be seen as nodes and networks.

e The node can be defined as a centre of economic activities and decision
making; in practice it will often be the main urban centre of a region.

e Networks can be defined in physical terms or in relational terms. In the first
physical meaning the term defines the links in infrastructure that exist
between the nodes; for instance the road or telecommunication network. In
the second, relational meaning it indicates the strength of the links between
the actors in each node. In practice the degree of interaction decreases with
distance as bridging distances involves cost. Each link in the network is
therefore characterized by its length and other aspects that determine the
cost of passing that link, such as average speed.

The differences in strength of the nodes and in quality of the network determine
together the difterences in accessibility to main markets, knowledge centres, etc.
So improvements in infrastructure lower the distance cost and thus increase
accessibility, which in turn increases competitiveness and growth.'’

There are several ways to operationalize the notion of accessibility with statis-
tical indicators. Most take the following two elements into account:

1 Market size. For this part one can work with regional indicators such as
population or GDP. The higher the inter-regional differences in wealth, the
more the latter has to be preferred over the former. One may, however,
also use specific other measures of markets dependent on the objective. In
discussing for instance the accessibility of the market for steel products as
seen from the various production regions, one may want to use the size of
the steel-consuming sectors such as the metal working and car industries.

2 Cost to reach the markets of the other regions in the EU from the region under
study. This second part requires a description of the network between the
nodal points of all regions. Given the importance of the road haulage for
intra-EU goods transport it has become usual to use the road network in
this respect. Of course in a number of cases (notably islands) such a system
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needs to be complemented by equivalent sea links (ferries) making it multi-
modal. It moreover requires the distance decay element; showing in which
way the cost of bridging distances influences the attractiveness of extra-
regional markets.

The intermediate step to operationalize the accessibility indicator is the calcula-
tion of the regional potential. To that end one calculates first for each origin
region the attractiveness of each destination region based on its market size, the
distance between origin and destination and the cost function to bridge the dis-
tance. Next one aggregates for each origin region all values of destination
regions. As the ‘potential’ value that thus results does not have a clear meaning
the results are finally scaled and usually expressed as an index (percentage dif-
ference around the EU mean). The higher the value of the ‘potential’ the higher
will be the accessibility; the lower the value the lower the accessibility.

Regions with a high level of accessibility (potential) are also called central or
core regions; regions with a low level (potential) are called peripheral.'' The
concept of core-periphery has in the course of time been enriched in the sense that
it is no longer seen as purely market/distance determined. The centres are seen
as the locations of decision making; it is here that the head offices of the large
multinationals are located and also the centres of national and international
public policy. Consequently the periphery is perceived as an area that is domin-
ated by the centre.

5.3.2 Disparities

Based on figures on relative accessibility one can distinguish in the EU system
several categories of regions. They are organized around the core, which is the
multinational highly urbanized conglomeration area in northwestern Europe.
On the opposite side we find the periphery. This category is loosely defined as
the areas at the largest distance from the core. In between we find the intermedi-
ate areas. These seem to fall into several categories depending on their proximity
to the core area. The EU has calculated the values of accessibility of each region
and scaled them according to the average for the whole EU (see Figure 5.1).

On the basis of the figures represented in the map the following five cat-
egories can be distinguished:

1 The centre (core) of the EU that is constituted by the western and southern
Benelux, northern France, central West Germany and the southeast of the
UK. This core is delimited by five major cities, namely London, Paris,
Milan, Munich and Hamburg. Hence its name the Pentagon (penta= five
and gon =lines). It encompasses a series of other metropolitan areas, viz. the
Ruhr in Germany, the Randstad in the Netherlands, and the Brussels
agelomeration in Belgium.

2 A ring around the centre constituted of above average intermediate areas such
as the rest of the Benelux, England, France and Germany, plus the north of
Italy.
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EU 27 =100
=40

1 40-80
3 80-120
= 120-160

Figure 5.1 Accessibility by region, 2001

3 A loose band of below average intermediate regions, that are rather well con-
nected, consisting of the rest of the British Isles, most of Spain, most of
continental Italy, Slovenia, Slovakia, the Czech Republic, Denmark and
southern Sweden

4 The peripheral zone consisting of Portugal, southern Spain, the Italian
Islands, Greece, the southeastern Balkans, Poland, the Baltic and most parts
of the Nordic countries. Within this zone there is an outer periphery. It
consists of the regions at the eastern border of the NMS, making a band
from northeastern Poland to southeastern Hungary, Romania and Bulgaria.

5 Ultra peripheral regions, sometimes also called outermost regions (not
represented on the map) are composed of the French overseas departments
such as Guadeloupe, Martinique and la Reunion, the Portuguese islands of
Madeira and the Azores, and finally the Spanish Canary Islands."

5.3.3 Development of disparities

In Chapter 3 we have discussed the tendencies in the economy to concentra-
tion. Such concentration happens often in the core regions that, thereby, tend
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to become the poles on which things converge: a phenomenon that has been
labelled polarization. It implies not only the aspect of geographical concentration
but also the accentuation of the differences in endowments, equipments and
hence disparities in wealth between the core and the periphery. The question
does then come up: Is there a phenomenon of polarization (divergence) in the
EU or are developments rather marked by convergence?

The answer to that question on the level of the EU 27 (encompassing all the cat-
egories of regions just described) cannot be given as the data for such an analysis are
not available. However, for the EU 15 the analysis is possible for a very long period.
For this part of the EU we have grouped the regions in six classes (1 most central; 6
most peripheral). The classes are broadly comparable to the first four classes distin-
guished in the previous section whereby the ‘core” and ‘ring’ classes have both been
divided into two more detailed classes.”” Next we calculated average GDP/P levels
for these six classes at different benchmark years (see Table 5.1).

The results show that since the 1950s a continuous process of long-term con-
vergence between the core and the periphery has taken place. The convergence
of the GDP/P levels of the various categories of peripherality is most marked for
the two extreme categories, still clearly visible for categories 2 and 5 and rather
blurred for the intermediate groups (3 and 4).

Although it is not yet possible to describe in a similar manner the develop-
ment in the EU 27 for the more recent years, we can give some indications as to
the development of the categories on both extreme sides.

e The Pentagon used to be marked by a 20—-40-50 series: it comprised 20 per
cent of the EU 15 territory, 40 per cent of its population and 50 per cent of
its GDP. In the EU 27 the Pentagon is much less dominant; the percentages
are 14, 32 and 47, respectively.

e The peripheral regions as on the new eastern frontier of the EU form the
‘Eastern wall’ of the EU or the ‘Dead end’ of central Europe (Gorzelak,
1996; Sokol, 2001). Due to their disadvantaged geographic position and the
very low economic dynamism on the other side of the ‘wall” (Belarus and
the Ukraine) these regions show slow transformation processes, low levels
of FDI and, consequently, a poor growth record. So here divergence
tendencies prevail.

Table 5.1 Evolution of the divergence of the regional GDP/P levels by peripherality
class (index to EU 15 average)

Class 1950 1960 1970 1980 1990
1 153 143 136 127 126
2 120 124 127 117 116
3 103 111 105 110 111
4 97 98 95 102 102
5 97 89 90 93 95
6 32 32 41 47 46

Source: Own calculations
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5.3.4 Air connections

For many economic activities the accessibility by air has become of utmost
importance. This is due to the increased importance of personal contacts and
swift delivery of essential parts for equipment that characterizes many high-
value-added activities. So connectivity in modern times means air connections.
The quality of the accessibility by air of a region is indicated by the number of
connections and the frequency of flights from its major airport. Both indicators
combined tend to reflect the same picture as the aggregate indicator total
number of passengers. Table 5.2 gives, for a recent year, this figure for each of
the major airports in the EU 27 separately. It shows very clearly a number of
salient features:

* A considerable concentration of connectivity in the Pentagon of northwest
Europe. The top four of the list are all in that area and together they
account for some 28 per cent of the total traffic handled by the airports in
the list. If we take all airports in the Pentagon together they account for half
of the total traffic of those in the list (which is identical to the Pentagon’s
share in GDP).

e A high rank of tourist destinations. As there is now less difference between
scheduled flights (business) and charter flights (tourism) it means that many
of the peripheral regions are actually fairly well connected to the central
parts of their countries and of the EU.

Table 5.2 Top 40 airports by passenger numbers, 2001 (in millions)

Rank  Airport Number of ~ Rank  Airport Number of
passengers passengers
1 London/Heathrow 60 21 London Stanstead 14
2 Frankfurt 48 22 Vienna 12
3 Paris CDG 48 23 Helsinki 10
4 Amsterdam 39 24 Malaga 10
5 Madrid 34 25 Berlin 10
6 London Gatwick 31 26 Hamburg 9
7 Rome 25 27 Lisbon 9
8 Munich 23 28 Gran Canaria 9
9 Paris Orly 23 29 Tenerife Sur 9
10 Ziirich 21 30 Nice 9
1 Barcelona 21 31 Birmingham 8
12 Brussels 20 32 Stuttgart 8
13 Manchester 19 33 Geneva 7
14 Palma Mallorca 19 34 Glasgow 7
15 Milan 18 35 Milan 7
16 Stockholm 18 36 London City 7
17 Copenhagen 18 37 Alicante 7
18 Diisseldorf 15 38 Lyon 6
19 Dublin 14 39 Prague 6
20 Oslo 14 40 Edinburgh 6

Source: Airports Council International, 2001 (Parkinson et al., 2004)
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e The absence of airports in the NMSs in the list. Some of these airports (e.g.
‘Warsaw) have figures that just fall short of our cut-oft point.

5.4 Access to knowledge and innovation

5.4.1 Concepts and theory

The EU strives to become the most competitive and dynamic knowledge-based
economy in the world. In order to track the progress of the EU and its member
countries on this matter the EC has developed the European Innovation Score-
board. It focuses on high-tech innovation and provides data on some 20 indic-
ators (on the national level). These indicators refer to the creation of new
knowledge (e.g. R&D expenditure, patents); the transmission and application of
existing knowledge (e.g. investment); and the marketing of products in which
innovation has been materialized."

The interrelations between public and private actors in an innovation system
are very important factors for competitiveness.”” That is also the case for the
quality and density of business network structures; entrepreneurs in knowledge-
based firms, when compared with traditional firms, invest more time in net-
working and also build more focused networks.'® One strand of theory suggests
that strong regional innovation networks stimulate the performance of indi-
vidual firms in those networks. Other strands suggest that globalization and the
Internet make inter-regional networks as effective as regional ones. Empirical
research shows that the former thesis is relevant for knowledge-intensive small-
and medium-sized firms; proximity of partners is a determining factor for their
performance (Arndt and Sternberg, 2000).

It is likely that the patterns of disparity that will be revealed by the indicators
of the knowledge society and innovation will show a high correlation with the
indicators of economic and social disparity that we discussed in the previous
chapters. This is suggested by the results of an analysis based on a pan EU
household survey into the determinants of the adoption of two ICT items: the
Internet and computers. Positive influences came from the level of income,
access to university education, and links to R&D activities. Unemployment did
have a negative influence (Vicente and Lopez, 2006).

5.4.2 The national picture

In Table 5.3 we present for five basic indicators and for an aggregate index the
performance of the member countries of the EU in terms of innovativeness.
This information is limited to the present situation; lack of comparable data for
the past prohibits the analysis of the developments over time. The basic data for
all indicators have been recalculated so as to produce a maximum of 100 and a
minimum of 0."7

One sees that there is a clear split in the EU between large geographical
groups. The North invariably shows the highest values, followed by the South
and finally the East. There is a real problem for the South: as a matter of fact the
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Table 5.3 Innovation indicators by country (100 is best) (around 2003)

Country Public Business EPO Innovation  Internet Summary
R&D R&D high-tech  expenditures  access innovation
expenditure  expenditure patent (% of total  (composite  Index

applications  turnover) indicator)
(per million
population)

Germany 70 51 38 29 72 56

France 77 40 26 26 34 46

Italy 47 15 6 19 43 31

The

Netherlands 74 30 77 13 77 45

Belgium 49 48 23 28 67 47

Luxembourg 0 48 6 10 61 29

UK 53 37 26 17 69 49

Denmark 70 52 37 0 89 54

Ireland 25 23 22 51 44

Spain 37 15 3 9 37 30

Portugal 53 8 0 28 27 30

Greece 34 5 1 20 28 20

Austria 57 36 19 53 39

Sweden 92 100 62 100 76

Finland 100 71 100 26 69 75

EU15 62 38 26 22 57 44

Poland 36 2 0 17 27 14

Czech

Republic 37 21 0 7 27

Hungary 58 9 3 11 25

Slovakia 14 8 0 100 24

Slovenia 54 26 3 10 45 32

Lithuania 45 2 1 16 7 26

Cyprus 14 0 0 44 17

Latvia 13 3 0 27 0 18

Estonia 46 5 2 12 34

Malta 1 0 25

Romania 2 5 0 10 105 15

Bulgaria 30 1 0 28

EU27 60 36 20 21 52 42

North 67 45 36 23 63 51

South 43 14 4 16 38 29

East 35 8 0 18 25 21

Source: EC European Innovation Scoreboard (2004)

innovation potential of the East seems to be higher than the one of the South.
Let us recall that the NMSs also performed better with respect to human
resources and investment in equipment (previous chapter).

Two countries are top performers in innovation, namely Sweden and
Finland. Both are high-income countries that are not part of the core area and
both have decided some time ago they wanted to step up innovation in order to
stay abreast of the competition. These countries have adopted a new governance
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model whereby government science policy, university research and industry
innovation operate with a greater degree of synchronization than before.'®

5.4.3 The regional picture

On the regional level the database is less complete than on the national level. It
means that we are constrained in terms of time period, area coverage and type of
indicator. The patchy information for specific indicators tends to produce fairly
disparate results. So we have opted for the presentation of a comprehensive
picture based on an aggregate index (being the average of a set of indices of the
type given in Table 5.3). The regions that perform best on this index are
given in Table 5.4."” Three salient features stand out that seem to determine
performance:

1 EU centrality. Half of the regions in the top 40 and six out of the top ten
are located in the regions that fall in the two highest categories of accessibil-
ity (see Figure 5.1). Not a single region from the periphery nor from the
ultra periphery shows up in this top group.”

2 National centrality. A large number of national capital cities show up in
the list (in total 11, of which six are among the 12 regions with the
highest score). Moreover, there are many regions in the list that are
traditionally most dynamic, such as Rhone-Alps in France, Catalonia in
Spain, etc.”!

3 National choices. Many of the best-performing regions are in Sweden and
Finland; two countries outside the Pentagon that have been pursuing a very
deliberate innovation policy (see previous section).

All regions of the NMSs and those of Greece and Portugal do show low
figures on innovation type indicators (see note 19). In line with the picture
given above their central cities stand out as poles of innovativeness.

So, this analysis conveys two important messages. First, the regional differences
in innovation are to a large extent determined by centrality. Second, this is no
reason for despair for regions outside the central areas; indeed a long-term policy
can bring such regions up to top levels of innovation performance.

5.5 The problems of borders

5.5.1 Concepts and theory

The EU territory, notwithstanding half a century of integration, does still not
function as one organism. The cause is simple. The different governance systems
of the member states create barriers to a balanced development of the EU terri-
tory. The regions that suffer most from such problems are in a disadvantageous
position and the ones that suffer least are in a relatively well-off position. These
disparities indicate a lack of territorial cohesion. Border problems are generally
classified in the following three groups:
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1 Cross border. Areas divided by national borders are in a disadvantageous posi-
tion because any cooperation among parts on different sides of the border has
to overcome many barriers of a legal, political and administrative order that
stem from differences in national systems. One need but think of customs
tariff structures for economic cooperation, of differences in insurance and
social security coverage for transborder access to health services, etc.

2 Transnational. Some problems tend to be international but not limited to
regions on the borders. We may cite here common problems of the man-
agement of river basins that extend over several countries (e.g. Rhine or
Danube). Other problems are those that are posed by common geographical
features (such as the management of tourism and environment in Alpine
regions).

3 Inter-regional. Some types of problems are specific for only one region in a
country. Solutions often involve the cooperation of the private and the
public sector. In the past such cooperation was pursued within national
frameworks. The cost of understanding the problems and the design of
solutions can then be very high. A lowering of the cost can be realized by
cooperation among regions confronted with similar problems abroad. Such
cooperation is, however, hampered by uncertainties about potential, about
procedures to follow once fruitful opportunities have been identified, etc.*
So, lack of such inter-regional international access to knowledge is a serious
territorial problem.

We will elaborate the first two problems in the following sections.

5.5.2 Cross-border disparities

In the course of history the nations of Europe have gradually extended their grip
on the national territory. For security reasons they have tended to discourage
the location of economic activities in their border regions. Later concentration
tendencies of the type described in Chapter 3 have reinforced the marginaliza-
tion of many border areas. A good example of such a situation are the border
areas between Spain and Portugal, two countries that are said to have, for a long
time, turned their back to each other. Less pronounced but of a similar type are
the problems of the border areas between the Netherlands and Germany, as
these areas are closer to major conurbations. But more pronounced are the
problems of areas on borders that are very difficult to pass; such a situation that
existed before 1989 between the border areas of the two parts of Germany. In
general one may say that economic activity in border regions is mainly of the
traditional agricultural type, that the urban infrastructure is weak and hence
transport infrastructure is very poorly developed. So it is clear that borders did
create significant problems and that at the start of the EU territorial disparities
were very important.

Due to these tendencies problems occur for cross-border cooperation. Initi-
atives that are easy to realize within one member state encounter very big prob-
lems as soon as two member states are involved. An example in public services is
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the fire brigade. Cross-border cooperation can be highly profitable because of
cost sharing. However, in practice such cooperation is very difficult and hence
costly. Telephone connections over small distances are billed at international
tarifts, technical solutions are to be found with the agreement of national central
administrations, financial compensation for cross-border interventions needs
complicated authorizations, etc.

How have these border-related problems developed into disparities and how
have these disparities developed over time? Is the problem of cohesion now
better or worse than 50 or ten years ago? Unfortunately, quantification is not
possible but the following qualitative aspects can be mentioned:

e The security threat has been taken away by EU integration, so countries have
no longer reason to maintain physical barriers.

e Integration also took away many economic barriers (such as customs duties
with respect to the exchange of goods) and legal barriers (such as residence
permits for migrant workers). The most important decrease in such barriers
has of course occurred where a system change from a command to a market
economy was involved; examples are the reunification of Germany and the
access of the NMSs in central and eastern Europe.

o Transport infrastructure has been gradually improved under the influence of
increased exchanges between countries. This was in many cases due to the
natural cooperation of the two neighbouring member states. In other cases
EU policy has moved in by the realization of the so-called missing links in
the EU infrastructure (see Chapter 11). As a consequence many regions on
the inner borders of the EU are now actually well linked into national and
EU infrastructure.

o Legal and administrative barriers have increased due to the different choices
that the various member states have made in the development of their
welfare states (Ferrera, 2006). This would have tended to increase territorial
disparities as it would make any cooperation and exchange across borders
much more involved. However, at the same time a series of measures of
both the national governments and of the EU have been taken to decrease
these difficulties. Bilateral agreements, EU regulation and verdicts of the
European Court of Justice have improved the situation and eased cross-
border exchange and cooperation. Moreover, EU cohesion policy has
moved in to support cooperation (see Chapters 7 and 8).

The weight of the various factors is uncertain but it is very likely that on balance
the tendency has been towards greater cohesion and less territorial disparity.

5.5.3 Transnational problems

The socio-economic situation in countries and regions cannot be seen in isola-
tion. Under the influence of internationalization and even globalization activities
in a country or region can only flourish if the conditions for an eftective access
to the rest of Europe and to the world at large can be guaranteed.
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A first point to be considered in this respect is transport and communication.
Lack of connectivity due to inadequate infrastructure can hamper the develop-
ment of a region. Within national states coordination mechanisms are in place
that set the priorities for investment and realize the links most needed. These
coordination mechanisms are much weaker at the international level which
implies that investment in important links between countries tends to be low on
the priority list. Hence, bottlenecks far away can limit the growth potential
nearby.

A second point that is important in this respect is the environment. Many
modern activities require locations with a high environmental quality. Now
developments outside a region can negatively influence this quality. We give
here some examples:

e Air. Among the main contributors to climate change are greenhouse gases.
Emissions are high in metropolitan areas (in particular in the Pentagon, the
urban heartland of northwest Europe). Climate change increases the risk of
river floods and sea levels rising. Regions bordering the sea and major rivers
have to invest in infrastructure that diminishes such risks, thereby limiting
their investment capacity for other purposes. So they are interested in cost
sharing or in agreements about increased abatement in neighbouring states.

e Water. The environmental quality of the lakes and sea basins is endangered
by pollution brought by the rivers of the coastal states. A good example is
the Baltic Sea that suffers heavily from pollutants from Denmark, Sweden,
Finland, Estonia, Lithuania, Latvia and Poland. Another example is the
Rhine river basin, where France, Germany, the Netherlands (and Switzer-
land) have to join forces to manage disaster protection (floods™), traffic
management and water quality in the River Rhine.

Given the complexity of the issues it is difficult to measure how far the
(extra) territorial effects described here have increased over time and it is near
impossible to describe the evolution in one or a few disparity indicators.
However, the examples given may suffice to illustrate the (lack of) territorial
cohesion that ensues from these tendencies.

5.6 Summary and conclusions

e Territorial cohesion is a relatively new concept. It lacks at this stage clarity,
both in theoretical and political terms. The quantification of indicators that
would permit the measurement of its development over time is not very far
advanced. As a consequence it is as yet impossible to say in general terms
whether territorial cohesion has improved or whether it has deteriorated.

o As far as accessibility to markets is concerned things have much improved over
time. The development of the EU transport infrastructure has decreased the
disadvantages of the peripheral regions. In line therewith their relative posi-
tion in terms of wealth has improved. However, important disparities con-
tinue to persist.
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Access to knowledge and innovation shows many differences that tend to vary
with wealth and centrality. However, the influence of the latter factor is not
dominant as some peripheral countries show by their very high scores on
these indicators.

All countries in the EU suffer more or less from the barriers that national
borders create for the development of border regions.
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6 Policy fundamentals

6.1 Introduction

In the previous part of the book we have dealt with the first stage of the policy
cycle. We have found that the socio-economic system of the EU can lead to
considerable differences in wealth and in access to employment. In other words,
it may lead to considerable problems in terms of economic, social and territorial
cohesion. Disparities on these scores are often considered as morally unjust and
economically inefficient. So a policy is needed to counteract the negative tend-
encies and make sure that a better distribution of wealth is realized.

In this chapter we will deal with the second stage of the policy cycle; that is
the way in which the institutions for such a policy can best be designed and
actually have been designed. In other words, we address here the systemic
options and choices made at the highest (constitutional) level.'

The structure of this chapter is as follows.

First, we will address the why question. We will deal in theoretical terms with
the factors that justify an involvement of the EU in cohesion policy, then
describe how these factors change under the influence of changing circum-
stances; following that, we will describe the actual political and legal foundations
for an EU cohesion policy.

Next, we answer the what question. We will deal with the way in which a
cohesion policy can be given form and substance by providing instruments
adapted to the objectives. These fall into two categories: finances and regulation.
For each we will detail the design options available, the factors that determine
the choice and the choice actually made by the EU.

The answer to the who question will be given in the next set of sections. We
describe the multilevel government situation (EU, national government,
region), the different institutions at each layer (e.g. at the EU level the Commis-
sion, the Council and the Parliament), and the assignment of competences to
each actor.

The how question is the subject of the last section. Here we deal with the
fundamentals of the detailing of a policy in terms of programmes and projects
and the different stages of the policy cycle.

As usual the chapter will be concluded with a short summary.
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6.2 Why is intervention needed?

6.2.1 Role of cohesion in the overall policy framework

Economic and social systems do not always produce outcomes that are in line
with political preferences. In order to change the outcomes of the system pol-
icies are pursued. In the literature on policy interventions (notably by national
governments) it has become common practice to distinguish between three
overarching policy objectives. These are: (1) the improvement of the effi-
ciency of the system; (2) the creation of stable conditions; and (3) the safe-
guarding of reasonable levels of equity (Musgrave and Musgrave, 1989; Sapir
et al., 2004).

The EU model is defined by the way the EU has given form to these three
socio-economic policy objectives. The EU choices have been shaped by the
basic ideologies that prevailed in most member states at the start of the EU
integration process and that have been confirmed since. The first one is a liberal
view to markets that has led to objective 1 (allocational efficiency) and objective
2 (macro economic stability). The other ideological component of the model is
an interventionist view to social justice (objective 3). Hence the choice of redis-
tribution (cohesion policies) to take away or cushion the potential negative side-
effects of policies that pursue the first two objectives.?

The way the EU has given substance to these three overarching policy
objectives can be described as follows:?

o Allocation (efticiency). This set of policies consists in the improvement of the
functioning of the EU market with the objective to enhance competition,
to boost productivity, international competitiveness and thereby economic
growth. In this respect we mention in particular the removing of barriers to
internal trade and movements of production factors. Equally important are
competition policies to prevent private and public actors inhibiting fair
competition.

o Stability. The objective of this set of policies is to create stable macro eco-
nomic conditions. These are essential for a smooth functioning of the
economy. After a hesitant start the EU has made a very big step forward
with the creation of EMU, introducing the euro as the common currency.
Stability in the recent period has been considerably improved by the low
inflation policy of the European Central Bank, the absence of turbulence on
the foreign exchange markets, and internal and external balance. In order to
maintain such conditions the EU sets the so-called Broad Economic Policy
Guidelines (BEPG) for member states.

o Redistribution (equity). The objective of this set of policies is to promote the
harmonious development of the EU as a whole. The EU has set up its
policy to foster economic, social and territorial cohesion. An essential aspect
of this is the redistribution of resources from the wealthy to the poor. The
EU has devised several schemes for that and now cohesion is one of the
biggest items in the EU budget.
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Next to these policies the EU pursues many more. Some of them can be cat-
egorized in one of the three socio-economic policies specified above. Examples
are employment policy, industrial policy and R&D policy that fall mainly under
allocation. Others pursue difterent objectives and form rather a category of their
own, e.g. policies on environmental sustainability, external identity and security

(see Chapter 10).

6.2.2 Theoretical foundations for intervention on cohesion on the
national level

Cohesion policies involve the redistribution of resources. Why would the
wealthy pay for redistribution? On the national level redistribution schemes
often have the character of insurance. We may think here of social security
(e.g. against the loss of income due to unemployment). As people are ignorant
about what will happen to them personally, in future it is rational for them to
participate in redistribution schemes. These schemes have become public
schemes because the markets have not been able to provide efficient solutions.
Another reason for governments taking responsibility for redistribution is that
economic systems, when left to their own, are often unable to recover from
shocks. It takes government involvement to steer segments of the economy
through restructuring.
Traditionally two reasons for such intervention are given:

(1) Efficiency. This argument, of an economic nature, says that measures of eco-
nomic, regional and social policy help towards the efficient allocation of
resources by taking away bottlenecks and barriers to development. Total welfare
increases, as resources that are badly utilized, or not utilized at all, will particip-
ate (better) in production. Some examples may illustrate this.

e Regional (economic and territorial). Where labour is rather immobile,
unemployed human capital will not be put to work by private investors
unless conditions for a profitable operation in that region (for example, in
terms of infrastructure) are met. A government programme for such infra-
structure removes the obstruction to development.

e Social. A programme for the retraining of workers that have been made
redundant in an industry that had lost its competitive position will adapt this
human capital to new conditions. Private initiative would not have taken
this up. More generally the existence of a redistribution scheme can act as a
growth factor because it is considered as an insurance against risk and
thereby stimulates investment in labour and labour mobility.*

(2) Equity. This argument, of a socio-political nature, says that large groups of
the population feel that inequality is morally unacceptable. Total welfare would
increase if the inequalities between groups and regions were removed. Again we
may give some examples.
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*  Regional (economic and territorial). Minimum standards of provision of
public goods may be set for all regions (for example, number of hospital
beds per inhabitant). The government’s budget then transfers the money to
regions that do not have the capacity to generate sufticient revenues them-
selves.

e Social. Minimum personal income standards may be set. Transfer payments
from the most to the least affluent can take the form of detailed schemes of
social security: old-age pensions, unemployment benefits, health insurance —
schemes generally associated with the welfare state. Another way is the defi-
nition of basic social rights of workers, including minimum standards for the
quality of occupations (safety, health, hours of work, length of paid holidays
and so on) and industrial relations (such as collective bargaining, strikes and
employee co-management).

There are interrelations between the two arguments of efficiency and equity:

e Application of the equity argument will have a positive side-eftect on effi-
ciency. On the one hand, measures of social security for instance will make
sure that employees will be prepared to invest in the formation of their
human capital. On the other hand, too high a level of security will take
away flexibility and the willingness to adapt to new circumstances.

e Application of the efficiency argument will lead to higher growth and
hence to a higher capacity to finance equity measures.

6.2.3 Application of theoretical arguments for intervention to the EU
case

Can the arguments for redistribution as put forward in a national setting be
transposed to the EU setting? What factors would motivate national govern-
ments of wealthy member states to pay net contributions to the EU budget to
subsidize poorer member states? The insurance argument does not play much of
a role. Indeed, the motivation of an individual to pay his social security contri-
bution cannot be compared to the motivation of the government of a wealthy
EU member state to contribute to an EU redistribution scheme. As a matter of
fact, the risk of getting into a situation of distress from which it is difficult to
recover seems much less likely for countries than it is for individuals. However,
the other two arguments for intervention via redistribution do have a European
dimension.

The efficiency argument has been central in each of the stages of its develop-
ment. An example from the crisis period of the late 1970s may be illustrative in
this respect. The lack of alternative activities in ‘steel regions’, where substantial
cutbacks in employment were necessary, has induced certain member states to
give heavy support to the established industry, to which other member states
responded by threatening to close their frontiers to these subsidized products.
Now that would mean a direct violation of the founding principles of the EU
(free market and international specialization), so the lack of an effective policy to
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help the regions develop new activities put the allocation function of the EU in
jeopardy.

The equity argument has only gradually come to the fore in the EU policy
setting. Until the mid-1980s, neither the social dimension® nor the public
support for a fiscal contribution to assist development in a different EU member
country had developed much. For some time the EU put more emphasis on the
social and human aspects of integration as necessary complements to the mainly
economic ones that dominated the initial stages.

6.2.4 Justification of EU intervention: the stages approach

Traditionally the task for cohesion policies has been assumed by national gov-
ernments together with regional authorities in regional matters and specialized
agencies in matters of social policy. There are indeed good reasons for this as
claims for redistribution are generally restricted to participants in schemes of
social cooperation for mutual advantage. Since such schemes coincide tradition-
ally with nation states, claims can be made only by citizens of the specific state
involved.

However, with increasing economic and social integration the question
comes up How far Union authorities should play a role in matters of redistribution? The
answer to this question is positive. The arguments in favour have to do with the
loss of instruments that occurs to all member countries each time the integration
enters a new stage. This can be illustrated as follows:

e In the first stages economic integration concerns the internal liberalization of
trade (intra Union) and the development of a common foreign trade policy.
Both deprive member states of the trade policy instruments by which they
had supported activities of certain social groups (e.g. farmers by import
duties on food imports) or of regionally concentrated industries (e.g. by
quota on textile imports). In the process of international specialization that
is stimulated by further integration, resources (such as labour) are set free
that need to adapt to other occupations. This often entails the loss of exper-
tise, costs of moving and so on. For some countries the adjustment costs
occur immediately while the benefits may take a long time to materialize.
For others, such cost may be limited, while gains may be quick to come
about. In other words, costs and benefits may be very unequally distributed
among countries.

e In the higher stages economic integration involves the setting up of an eco-
nomic and monetary union. This further curtails the instruments available
to national states. They are losing, for example, on the monetary union
side the possibility of influencing the equilibrium with partner countries
by exchange rate and monetary policies. So, an economic and monetary
union will increase the allocational efficiency by decreasing the transaction
cost for all those who use the common currency, while it decreases the
use of macro economic policy instruments to cope with distributional
problems.
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The distribution over member states of the cost and benefits of integration
may be very unequal. A country that is a loser in the integration game may be
inclined to opt out. If it does, it would imply that its partners lose the advantage
from integration. So they will be inclined to accept some form of Union redis-
tribution whereby the losers are compensated in order to keep them in the
scheme and thereby preserve the essentials of their gains from integration. This
economic argument is reinforced by a political argument. For countries that
participate in an economic integration scheme (such as the EU), the boundaries
of cooperation will extend beyond the national framework. So, it is logical to
extend also equity considerations beyond that framework, in practice, to citizens
of other member states of the union.

These arguments lead to the conclusion that there should be an EU involve-
ment in matters of cohesion and that it is likely to be stepped up with increased
integration. Now, neither theory nor empirics is able to determine the exact
optimal amount of EU involvement needed at each stage; so practical solutions
will have to be worked out in agreement with these general principles that can
follow a more political inspiration (Breuss and Eller, 2004).

6.2.5 Limits to public support for EU solidarity

The promoting of the internal cohesion of the EU requires a union redistribu-
tion policy, transferring resources from the rich to the less well-oft member
countries, which means an appeal to international, intra-EU solidarity. The
question is then: How strong is the basis for such a policy (compare Padoa-
Schioppa et al., 1987 and Findlay, 1982)?

Traditionally the framework for financial claims to solidarity has been the
national state, where people feel they belong to one social system. Empirical evid-
ence shows that there existed a firm basis for inter-regional transfers within each
member state of the EU (EC, 1983). A large majority of citizens thus favoured the
social or moral argument over the efficiency or economic argument. Indeed, in
the entire EU, there were nearly twice as many supporters of aid to regions most
in need of it, as supporters of aid to regions making the best use of it.

How does European solidarity among regions of different member countries
compare with national solidarity among regions of the same country? The atti-
tude of the EU citizens has changed in the past decades. In the 1980s the
support was still limited. While four out of five respondents to an EU-wide
survey accepted to pay a fiscal contribution for aid to regions in their own
country, only one in three felt the same about aid to regions in other EU coun-
tries (EC, 1983). More recent surveys (EC, 1991b and ¢, 2002¢) showed consid-
erable support for common EU redistribution policies (over two-thirds). There
was also support for the objectives of EU cohesion policy; on the one hand, to
raise the standard of living, and on the other hand, to increase the competitive-
ness of the problem regions. Firm comparable data on the attitudes of the public
after the extension of the EU to 27 member countries are not yet available but
one may assume on the basis of anecdotal evidence that on average support is
still substantial.
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So, the European public is in favour of an EU cohesion policy that transfers
resources from the rich to the poor (redistribution) and that is worked out as a
structural policy, more specifically as a regional socio-economic policy.

As yet, there is no support for further-going claims on international, intra-EU
solidarity. On the contrary, the idea of a European social security system is con-
sistently rejected by a considerable majority (about two-thirds) of respondents.®

6.2.6 The objectives

The reasons given in the previous sections have urged the EU to adopt and
gradually elaborate a cohesion policy. This political decision has been translated
into constitutional obligations. In the EU case this means that cohesion has been
taken up in the basic treaties (see Annex 6.1). The treaties set out the objectives
of the EU cohesion policy (in its three dimensions) only in rather vague terms.
This very vagueness is typical for the constitutional level. It permits the EU to
give substance to it in policy in ways that can adapt to changing views and
circumstances. Some clarity is given in the following specification of the
objectives:’

The Union shall aim in particular at reducing disparities between levels of develop-
ment of the various regions and the backwardness of the least favoured regions or
islands, including rural areas.

The objectives have been worked out in various policy documents that we will
discuss in the subsequent sections and chapters. They rejoin to a high degree the
specifications of the terms economic, social and territorial disparities that we
described in the previous chapters.”

6.3 What is needed: providing the tools for reaching the
objectives

6.3.1 Forms of intervention on cohesion (instruments)

The two main instruments by which public policies (be they cohesion or other
policies) can be put into effect are:

1 The provision of financial means that permit payment for the resources that
are needed as inputs for the policy.

2 The setting of rules that oblige economic and social actors to take specific
action that is conducive for the reaching of policy goals or refrain from
certain activities that may impede the reaching of such goals.

The mix of the two types of instruments and the amount of each differs con-
siderably between policies. Some use very little finance, but much detailed regu-
lation, for instance, competition policy. Others use much of finance and little
regulation; for instance, infrastructure policy. The EU cohesion policies use
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both. The degree to which the EU uses both instruments is the result of two
factors. On the one hand of some systemic thinking on the effectiveness and
efficiency in policy design and delivery (see the following sections). However,
in the end much has also been the result of political horse-trading.

The main instruments to realize the objectives of the EU cohesion policy also fall into
two categories:

1 SF (finances). The EU pursues a redistribution policy allocating funds to the
disadvantaged regions for the improvement of their structure and to social
groups to improve their employability and to avoid their social exclusion.
(This aspect is dealt with in the next chapter.)

2 Coordination of national policies (regulation). As cohesion is a matter of shared
responsibilities between the Union and national authorities such coordina-
tion is vital for effectiveness. This applies equally to national cohesion
policies as to other national policies, such as environment, etc. (This aspect
is dealt with in the subsequent sections of this chapter.)

On top of this the cohesion policy also uses the instrument of coordination of
other Union policies. Some of these policies can have negative eftects, others
may have positive effects on cohesion. The EU will, where it can, already take
possible negative effects on cohesion into account while devising these other

policies (see Chapter 11).

6.3.2 The specific position of territorial cohesion

The instruments mentioned are notably relevant for reaching the objectives of
economic and social cohesion. To reach the objectives of territorial cohesion there is
at present only the instrument of coordination available. In this respect one needs
to recall (see Chapter 5) that the status of this ESDP is highly informal; it has been
elaborated in an intergovernmental set-up external to the EU legal framework.
The European Commission has only served as the secretariat. So formally the EU
legal and financial instruments are not applicable. However, in many policy docu-
ments on the future role of the ESDP one takes a broader view.

There has been an attempt to develop a specific instrument in the so-called
Territorial Impact Assessment. This concept has been borrowed from the tradition
of spatial planning in some member states and seems to have its relevance mostly
in cases of large infrastructure projects and the management of environmentally
sensitive areas. An attempt has been made to apply it also to the European sec-
toral and structural policies. But this has stayed at an embryonic stage without
policy consequences.’

Many claims have been voiced to put the EU SF (see Chapter 7) at the dis-
posal of the objectives of territorial cohesion. Those claiming this generally use a
wide concept of the meaning of territorial cohesion that tends to overlap with
economic and social dimensions. It puts at the heart of territorial cohesion the
concept of competitiveness instead of that of balanced spatial distribution.'’ We
have not followed that broad definition.
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There is a tendency towards a stronger linkage of ESPD and the EU. On the
one hand, the involvement of the Commission in the territorial cohesion debate
becomes stronger. On the other hand, the guidelines of the SF stipulate that the
regional strategies (programmes) shall take account of the ESDP."!

6.3.3 Adapting the tools to the needs: applying the subsidiarity and
proportionality principles

All over the past the EU has been struggling with the question whether on
certain issues it needed to have more involvement or not. Theory gives us a
number of reasons why the EU should be modest; policy is best executed at the
lowest level of government because:

o differences in needs and in preferences will be better taken into account;
implementation cost will be lower and the accountability of the institutions
for their actions will be higher;

* innovation and experiment will be given more latitude. Competition
between jurisdictions will bring forward the best solutions.

Yet it can be advisable to centralize certain policy issues. The three main reasons
are (Molle, 2006):

1 Transaction cost. The diversity of national rules (e.g. on product speci-
fications) brings high extra cost to economic actors and loss of competitive-
ness.

2 Economies of scale. The production of a public good may be subject to
decreasing cost or increasing benefits with larger size. An example is trade
policy.

3 Spill-overs. In cases where outsiders bear the cost of non-observance of
certain standards (e.g. pollution that is carried over national borders); inter-
national standards may be needed.

In the EU these economic principles have found their political complement
in the so-called subsidiarity and proportionality principles (e.g. Pelkmans, 1997,
2006). Once the first is applied with a positive result the second comes into
play.

The subsidiarity principle gives the justification for EU action. It says that a
matter has to be assigned to the lowest public authority level that can eftectively
deal with it. In practice the member state or its constituent parts (regions).
Assignment to the EU can be done in case:

e there is a need to act (that means the problem cannot be solved by market
forces or by private organizations);

e the EU is better qualified than others: cases in point are corrections of
market failures, compensation for externalities and economies of scale (as
mentioned before).
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The application of this principle leads indeed to EU involvement in matters
of cohesion. One important aspect here is finances: the EU can mobilize and
provide funds of bigger size and at far better conditions than could the poor
member states. Moreover, it can give long-term predictability about the avail-
ability of resources to all beneficiaries. This means that investors will be more
inclined to invest and hence growth is likely to be enhanced. Another important
aspect is regulation; the EU determines the architecture and the operations of
the policy system but leaves to member states the application of the eligibility
criteria and the selection of projects within the EU priorities.

The proportionality principle deals with the optimal use of instruments. Here
effectiveness to realize the objectives of the EU is the norm. In case the matter can
be dealt with by less constraining instruments (such as coordination) these have to
be chosen; in case these are not effective, more constraining instruments such as
the EU legal instrument ‘regulation’ have to be chosen. A regulation actually
unifies the regime in the whole EU. We discuss this instrument later in this
chapter. The EU has chosen to use the ‘regulation’ tool for the design of its cohe-
sion policy system, specifying the principles and major aspects of operations such
as objectives, the system of delivery, the financial reporting requirements, etc.

6.4 Finances: redistribution by the Union

6.4.1 Why are Union'* redistribution policies necessary?

Traditionally the task for redistribution policies has been assumed by national
governments together with regional authorities in regional matters and special-
ized agencies in matters of social policy. There are indeed good reasons for this,
as claims for redistribution are generally restricted to participants in schemes of
social cooperation for mutual advantage. Since such schemes coincide tradition-
ally with nation states, claims can be made only by citizens of the specific state
involved.

However, with increasing integration the question comes up in how far
Union authorities should play a role as well. Indeed, for participants in eco-
nomic integration schemes the boundaries of cooperation tend to extend
beyond the national framework, so it is logical to extend equity considerations
and distributional justice to citizens of all member states of the Union." There
are, however, also good economic reasons. The first is the increase in efficiency
of allocation engendered by redistribution. Theory (Casella, 2005) shows that
while countries of unequal levels of development and characterized by differ-
ences in centrality (or peripherality) integrate, efficiency is likely to require both
national and international transfers and coordination on international transfers.
Theory further observes that countries are inclined to opt out from an integra-
tion scheme in case they judge that the benefits they draw from it are insuffi-
cient (Molle, 2006). If they do, it would imply that the other participants in the
integration lose the advantage from integration. Although solidarity with
integration schemes is not marked solely by immediate economic gains, for
some countries the absence of such gains may become a political factor import-
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ant enough to ask for compensation schemes but on the other hand, the occur-
rence of big gains for certain countries may be sufficient reason to justify some
form of compensation or redistribution.

Countries participate in integration schemes because they expect welfare
gains from them. However, there are also costs involved in progressive integra-
tion. Countries lose a number of instruments at each stage of integration that
could be used for improving cohesion. Now, as more instruments are foregone
to national governments, the need for a Union policy increases. This can be
illustrated as follows.

Customs union (CU). The internal liberalization and the development of a
common foreign trade policy deprives member states of the trade policy instru-
ments by which they had supported activities of certain social groups or of
regionally concentrated industries. In the process of specialization, resources are
set free that need to adapt to other occupations. This often entails the loss of
expertise, costs of moving and so on. For some countries the benefits may take a
long time to materialize, whereas the adjustment costs occur immediately. For
others, gains may be quick to come about, while the costs are limited. In other
words, costs and benefits may be very unequally distributed among countries.

CM. In the CM stage the need for redistribution increases. First, because dis-
equilibria become more likely aggravated when the free movement of produc-
tion factors is introduced, and labour and capital begin to flow to the regions
offering the best locations for investment. Now production factors may not
always move in such a way as to bring about a better equilibrium. Capital in
particular tends to move to those areas that have already secured the best posi-
tion. Labour may move from low-wage to high-wage countries, but that may
entail high social and personal cost. So these movements aggravate the risk of an
unbalanced development.

Second, because the capacity of national states to cope with them is decreased
as they no longer have instruments that impede the free flow of goods services
and production factors at their disposal. At the same time the capacity to set up
redistribution schemes improves, as the CM is more likely to be endowed with
institutions that are capable of handling elementary redistribution schemes.

Economic and monetary union. The setting up of an EMU further curtails the
instruments available to national states. They are losing, for example, on the
monetary union side the possibility of influencing the equilibrium with partner
countries by exchange rate and monetary policies. In an EMU this requires the
moving of production factors (Giersch, 1949; Williamson, 1976; Molle et al.,
1993). Furthermore, with the progress of the economic union, increased
harmonization occurs, especially on the industrial and social planes. So, an EMU
will increase the allocational efficiency while diminishing the use of macro eco-
nomic policy instruments to cope with the distributional problems.

6.4.2 What form could international redistribution schemes take?

Where countries integrate their policies the question comes up whether redistri-
bution needs to be integrated and if so in what way. The theory of integration is
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not very explicit about these issues (Molle, 1997b, 2002). But many elements
that are needed are actually provided by the ‘Fiscal federalism’ school. This
school deals with the optimal organization of public finances, for instance, with
the question at which level of government taxes can best be levied (Oates, 1972,
1977). In matters of redistribution this school ofters several options (see, for
example, Ahmad, 1997). Redistribution relies on fiscal transfers to correct the
outcome of the market forces. Transfers may go through two channels:

1 Interpersonal. Income is generated by, for example, progressive income taxes,
which means that the rich pay relatively more than the poor. The spending
of these funds may be concentrated on the most disadvantaged: e.g. in the
form of social security benefits. The system requires the definition of a
minimum standard for all citizens, based on equity considerations.

2 Inter-regional. Poor regions may receive more for central state to finance
their programmes of public works and of public services, than their contri-
bution to receipts. This too is dependent on certain ideas of equity; for
instance in access to infrastructure or to health services.

The schemes drawn up in groups at different levels of integration (ranging
from free trade areas (FTAs) to federations and unitary states) for the inter-
regional redistribution of resources differ as to the combination they use of
income instruments (tax and social security) and expenditure instruments (grants
and programmes) (MacDougall ef al., 1977).

There are two main ways to handle the redistribution of funds through the
expenditure side of the Union budget (Musgrave and Musgrave, 1989):

e General-purpose grants. The union provides the member state with a certain
amount of money that is supposed to cover all its needs. These needs are
evaluated for each individual state against a standard for public-sector pro-
grammes and the capacity of the member state to finance them. So they are
essentially equity oriented. They carry no conditions and the union has no
control over the actual use of the funds transferred, which risk being used in
a way not expedient to structural improvement.

o Specific-purpose grants. These are essentially conditional on the use that is
made of them. Here the union decides on the type of programme that
should be set up and to which it is prepared to give financial aid. Its inspira-
tion is of the utilitarian type: such grants are considered to lead to optimum
welfare in the long run, because they lead to a better allocation of available
production factors to whole sections of the economy. So, there is both an
efficiency and an equity argument.

6.4.3 Stages of integration and instruments of Union cohesion policies

The form redistribution takes changes as the integration process passes into
higher stages."* Higher-stage integration in general means stronger common
institutions as more and more complicated tasks have to be fulfilled. It also
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Table 6.1 Forms of redistribution at different levels of integration

Low Medium High Full
PTA/FTA CU/CM EMU FED
Expenditure:
Compensation *
Specific purpose * * *
General purpose * *
Receipts:
Compensation *
Contribution * *
Taxes * *
Social Security *

means a stronger solidarity between the constituent parts of the integration area
as interdependence has grown. These factors determine largely the type of
instrument that can best be used for international/inter-regional redistribution
schemes at different stages of integration. We have given these differences in
Table 6.1. In the columns we have given the various stages of integration: low
ones such as preferential trade agreements (PTAs) and FT'As, medium ones such
as CUs and CMs, high ones such as EMUs and complete ones such as federa-
tions (FEDs) and unitary states. In the rows we have given the income instru-
ments (tax, social security) and expenditure instruments (grants, programmes).'>

During the lowest stage of integration (PTAs, FTAs) redistribution is often
absent from the policy toolkit, for two reasons. First, because at these low stages
the institutional set up is too weak to be able to handle complicated systems of
redistribution. Second, because solidarity among constituent parts is too weak to
mobilize sufficient popular support for redistribution. If these barriers can be
overcome, the next step is a simple system of compensation. This can take the
form of an agreement whereby payments are made to member states that do not
benefit from integration by member states that are net gainers. This can also be
in the form of a simple fund into which the gainers pay contributions and from
which the losers receive payments.

Schemes for the international/inter-regional redistribution of resources under
medium and higher stages of integration (CU, EMU) difter as to the combina-
tion they use of income instruments (tax, social security) and expenditure instru-
ments (grants, programmes) (MacDougall et al., 1977).

During the medium forms of market integration (CU/CM), redistribution
occurs rather through the expenditure instruments involving difterent layers of
government because (1) expenditure can be tailored to specific needs (including
compensation of negative integration effects, and (2) governments are generally
reluctant to let unions decide on interpersonal redistribution matters. Here the
Union decides on the type of programme that should be set up and which it is
prepared to support financially. Such specific purpose grants are considered to
lead to optimum welfare in the long run, because they promote a better alloca-
tion of available production factors. International financial transfer through a
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common budget is the adequate mechanism for promoting equity in these
integration schemes.

The setting up of an EMU brings the need to help member countries to deal
with problems resulting from external shocks. The most adequate solution is a
Union redistribution policy. Its aid can be a combination of specific-purpose
and general-purpose grants. The former are likely to prevail for some time. The
latter, taking the form of block payments from the Union to a member country,
will take some time to be introduced. The reason is that the Union has no
control over the actual use of the funds transferred, these funds are thus at risk of
being used in a way that is not expedient to structural improvement and may
erode the solidarity on which it is based.

Finally, at the stage of the Full Union (FED), solidarity among member states
is likely to have grown sufficiently to justify extensive Union redistribution,
using instruments dealing directly with the individual, like discriminatory per-
sonal income taxes and transfers to such low-income individuals as elderly
persons, unemployed persons, etc. These are most effective as federal powers
over income taxes and social security are substantial, and the federal budget rep-
resents a considerable portion of GDP. As problem groups are often concen-
trated in specific countries or regions, inter-personal income transfer policies
work out as inter-national and inter-regional transfer policies. From an eco-
nomic development viewpoint these policies have a drawback, however, as they
have only a very indirect influence on the improvement of the productive
capacity of the recipient country or region.

So, we can conclude that the way redistribution for cohesion is done depends
on the stage of integration. The EU has in the past moved through the various
stages of integration. It has attained the stage of EMU. It has constantly adapted
its system of redistribution and elaborated its cohesion policy in line with these
theoretical predictions. We will come back to that in later chapters.

Box 6.1 Monetary Union and redistribution

The EMU as set up by the EU leaves the responsibility for fiscal policy
with each of the national governments within the constraints set by the
Treaty and the Stability and Growth Pact. This means that each member
state has to cope, itself, with specific problems that may come up (e.g.
asymmetric shocks) and that the EU will not set up a system of financial
transfers from one country to another (but it will use the Structural and
Cohesion Funds (SCF)). The question is whether this choice is the
optimal one.

In the case of fiscal policy in general there is on balance no reason to cen-
tralize. Indeed, recent reviews of theoretical and empirical studies (Breuss
and Eller, 2004; Letelier Saavedra, 2004) find that the evidence is incon-
clusive, which may be interpreted as a stalemate between the various pros
and cons of decentralized government.

‘What is valid for fiscal policies in general may not be true for specific

aspects (segments) of fiscal policy. There is ample evidence that centraliza-
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tion is not the best option for the quality of the provision of public goods
such as health and education (Letelier Saavedra, 2004). But there is less
evidence in as far as the installation of a system of redistribution (transfers)
is concerned. In order to judge we will again hear both the theoretical and
the empirical arguments.

From a theoretical point of view there are strong arguments for a central-
ized (EU) fiscal system with redistribution over member states and citizens
via automatic transfers (see, for example, Persson and Tabellini, 1996).
However, in the EU case, the premises of the above-mentioned theory do
not obtain. The first reason is that the EU has no competence in essential
areas; e.g. in tax matters national governments are not willing to give up
their autonomy. The second reason is that in cases where the EU has
powers its complicated decision-making process precludes further advances
in contentious matters such as fiscal policy.

The empirical evidence leads to two views:

1 There is a real need for an additional redistribution mechanism. The
arguments of those who hold this view are twofold. First, EU
member countries are often hit by shocks that, given the institutional
circumstances in most of them, tend to have persistent negative
effects. Left to themselves countries have difficulty to recover from
such shocks (Breuss, 1998). Second, redistribution mechanisms as used
in federations such as the US and Canada are very eftective in coping
with such negative effects (see e.g. Sachs and Sala-I-Martin, 1992;
Bayoumi and Masson, 1998).

2 The present set-up is able to function in a satisfactory way. The argu-
ments of the proponents of this view are the mirror picture of the pre-
vious one. First, they argue that the frequency and the severity of
shocks are much smaller than suggested by some alarmists (e.g. Vinals,
1998). Second, the effectiveness of centralized systems of redistribu-
tion is often exaggerated (e.g. von Hagen, 1992; Fatas, 1998).

So, the evidence provided up until now does not lead to a dear-cut conclu-
sion as to the need for a type redistribution mechanism as suggested by the
fiscal federalism school in order to cope with the effects of the creation of
the EMU. Given the uncertainty of the outcome of the research and given
the institutional constraints of the EU, the present set-up seems to be ade-
quate (see also, for example, Alesina and Perotti, 1998).

6.4.4 The EU option: redistribution via structural policies

Cohesion policies that work out through the redistribution of funds can be
shaped in different ways. The form of support that is most suited in the stage of
integration the EU has come to is the specific-purpose grant. This is indeed the
system adopted by the EU. The EU has not acquired a sufficiently high degree
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of political solidarity to justify the use of general-purpose grants. The question
then becomes to what sort of purposes these grants should be directed. In eco-
nomic terms the best option is to use specific-purpose grants to the poorer
countries, regions and disadvantaged social groups and territories. These have to
be financed by sums from the richer countries and regions. The criterion for
selecting purposes is that they should enable the disadvantaged region or group
to recover and catch up with the rest. So after some time the beneficiary should
no longer be dependent on aid. The efficiency orientation of these grants means
that they are largely oriented towards the improvement of the supply side of the
economy (demand side measures would be rather more equity oriented).

Creating a viable basis for competitive future oriented activities in the
presently backward countries and regions implies the improvement of the struc-
tural features of the regional economy (both the industrial structure and the pro-
duction environment) and of the active population (participation degrees;
unemployment, etc.). In practice that implies that the conditionality of the
redistribution policy is worked out as a regional economic and social policy.

The redistribution scheme in this option will then be designed in such a way
as to help along (or, alternatively, to do the least possible harm to) the achieve-
ment of the targets of allocation and stabilization policies. This implies that they
must help to create a viable base for future-oriented economic activities.
Examples of this type are financial aid programmes for specific social groups,
designed to retrain workers who have become redundant because of the struc-
tural changes of the economy due to integration. While such schemes are mostly
short term, others are of a structural nature. An example of the latter is a pro-
gramme for the improvement of the infrastructure in regions that are far below
the average level of development, aimed at creating the conditions required for
self-sustained regional growth.

The rationale for and the equalization effect of such structural policies are
illustrated by Figure 6.1. Suppose income growth (Y) is determined completely
by increases in production factor availability and productivity, together called Py.
Suppose further that country B is not only a slow-growth but also a low-level
income country (OB,), while country A is not only a fast-growth but also a

|
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Py P
Country A O Country B

Figure 6.1 Structural policy for balanced growth
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high-level income country (OA). To make income levels in the Union con-
verge, the curve of country B has to move upwards, with the intercept moving
from point OB, through OB, to OB;, which is beyond point OA (the structural
growth in country A).

6.4.5 Competitiveness is key

The graph above gives the essentials of policy intervention. However, it does
not specify to what elements the policy should be directed. As a matter of fact,
that is dependent on the specific goals set and the understanding one has of the
working of the system. The former have been fairly constant over time (see
Chapter 7), the latter on the contrary have changed under the impetus of differ-
ent theories (see Chapters 2 to 5) and the perceived effectiveness of the various
interventions (see Chapter 8). With respect to the theoretical foundations the
accent has clearly shifted (see also Bachtler and Yuill, 2001).

In the post-war period the policy oriented towards economic and territorial
cohesion focused on the attraction of (foreign) direct investment to designated
(disfavoured) regions and on the improvement there of certain location factors
such as the price of industrial land, transport links, etc. Social problems (due to
redundancies) were attacked by (re)training of workers for jobs in modern
industries. Both policies were often supported by growth poles that were set up
to create sufficient agglomeration and concentration advantages and palliate the
lack of urban services in the region.

In recent decades the accent has shifted to the factors that determine growth.
They were brought together under the heading of competitiveness (EC 1990b,
1995b). So the policy focused on the factors that determine competitiveness in
each element in the regional system. In one region, that could be a combination
of support to innovativeness, entrepreneurship and training of the labour force;
in other regions, the support to infrastructure and the environment. In yet other
regions support to good governance, in other words to the improvement of the
quality of its institutions, is an essential prerequisite for growth. All regions of the
system have to contribute to the overarching EU goal of enhancing the com-
petitiveness of the EU economy in the knowledge society (see later chapters).

6.5 Coordination and regulation

6.5.1 Some basics on vertical coordination

An important aspect of constitutions is the distribution of roles over the various
layers of multilevel government. Now, the EU treaties and the draft constitution
only deal with the relation of the EU institutions and those of the member
states. It does not provide for relations with either constituent parts of the
member states (regions) or social groups (trade unions).

Cohesion policy is a case of shared responsibility between the various actors
at different levels of public authority (see next section). Such vertical
coordination is of essence in order to make sure that the actions of the various
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layers do not contradict each other. On the contrary, they should support each
other. We distinguish four different ways to put this into effect:

1 Inform. A rather passive way, in which one hopes for a behaviour adaptation
of the partner on the basis of better knowledge.

2 Coordinate. Active consultation is sought and arguments are exchanged so as
to bring both partners to the conclusion that concerted action is in their
common interest.

3 Cooperation. Partners agree on common objectives and on concerted action
to reach such objectives. They actively support each other’s initiatives.

4 Coerce. This is mostly done in a hierarchical situation, where orders are
given, or standards are set to which units have to comply.

Over the past half century, the EU has used all four types of vertical
coordination in matters of cohesion. In the early days of the policy (see next
chapter) the accent has been on the first two instruments. Later the other instru-
ments have come to the fore. One can draw a parallel here with the discussion
about finances (Table 6.1). The higher integration the stronger the instrument.

6.5.2 The importance of horizontal coordination of EU policies

Policies need not only be vertically coordinated; horizontal coordination is also
necessary. This applies notably to horizontal coordination at EU level. In prac-
tice it means that one needs to make sure that the effects of other EU policies
(such as competition) do not have a negative bearing on cohesion. The rationale
for such coordination can be illustrated as follows.

The more the workings of the EU socio-economic system and the eftects of
the other EU policies (such as internal market or sustainability) contribute to
convergence of wealth levels, the less need there is for cohesion policies per se.
The first element (socio-economic development) is rather autonomous. The
second, however, is a policy variable. So it is important to design these policies
in such a way that they contribute a maximum to cohesion. Unfortunately this
is not always easy. Market integration, for instance, can lead to unequal spatial
development and hence may increase disparities.'®

At the start of the EU it was presumed that most effects of integration would
be rather neutral. In the seventies the idea was accepted that the effect could be
negative and a policy was set up to improve cohesion. In the 1980s the EU
became aware of the fact some of its policies, in particular the Common Agri-
cultural Policy, tended to increase the disparities between the regions of the
more developed countries in northern Europe and those of the less developed
regions in southern Europe. This sparked oft a considerable concern with the
potential negative effects on cohesion of all EU policies. A number of studies
have been made into the problem. An overview of these studies (Molle and
Cappellin, 1988) showed that there was a significant risk that the end effect of a
series of EU policies on the problem regions would be negative.

The EU has set itself the task to coordinate its policies so as to obtain
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maximum effect for cohesion. This is even a constitutional obligation of the EU:"
‘By stating and developing Community policies and activities and developing the internal
market, (cohesion) objectives shall be considered, participating in their achievement.”'®

In the early years of the development of the EU the coordination problem
was fairly simple, as EU policies were restricted to those immediately functional
to the realization of the CM. Moreover, in the fields that fell in the EU compe-
tences, the objectives were relatively few and the instrumentation of the EU
(apart from the Common Agricultural Policy) was often weak. Over the past
half century the EU has considerably extended its fields of competence, e.g. in
the field of environment much EU regulation has been issued. These extensions
have increased the horizontal coordination problem."” The EU has also intensi-
fied its involvement in fields where it had already competences. This has led to a
very strong increase, both in the number of objectives that are pursued in each
field and in the number of instruments that can be used.

It has also led to a further complication, which is the combination of hori-
zontal and vertical coordination. One major example of an extended policy area
where this occurs is employment.” A European Employment Strategy (defining
the EU objectives and the coordinated action of the member states) and the so-
called Lisbon Strategy (defining the EU objectives in terms of competitiveness
and the national action to promote such competitiveness) have been set up.
Both are also subjects of cohesion policy.

So the conclusion is that the number, the type and the potential strength of
the impact of EU policies have increased over time (Molle, 2006). It means also
that the present coordination problem is now considerably more difficult and
intricate than it was in the start-up years. The EU has realized this and has
stepped up the analysis of the impact of its policies on cohesion (compare EC,
1996b, 2001, 2004a).

6.5.3 Regulation

The term ‘regulation’ covers essentially a whole hierarchy of formal rules (legal
and other) that range from constitutions to by-laws and contracts. The constitu-
tional level defines relations and ways of settling conflicts between actors with
different rationales. These can be private—public relations, such as property
rights, or public—public relations, for instance the distribution of functions
between federation, member state and region. The higher their rank the more
they have the character of frameworks, the lower their rank the more they
specify allocation mechanisms.

Rules are set because they bring predictability in behaviour, efficiency in con-
tracting and conformity with social values. In so doing they lower transaction cost
for all concerned and contribute to an efficient economic and policy system.

The EU has specified various legal forms of regulation:

* A Regulation is general in its application; it is binding in its entirety and
directly applicable in all member states. This means that national legislation
(if existent) is overruled by EU regulations; indeed European law takes
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precedence over national law. The national governments have no right or
need to take action once a matter has been settled by a European regulation
for it is automatically valid in all member states.

* A Directive is binding, as to the results to be achieved, for the member
states but leaves the national authorities the choice of form and methods. So
to implement directives, action of member states is needed in the form of
national laws and decrees.

In line with the principles of subsidiarity and proportionality the EU should use,
where possible, open forms of coordination and only if needed use Directives or
even Regulations. The practice of the EU is, in broad outlines, in conformity with
the principles. The EU cohesion policy uses two major types of instruments:

1 Uniform EU rules (regulations) govern its financial instruments (see
Chapter 7).

2 EU coordination governs national regional and social policies (see Chapter 8).

In many cases these instruments are used in parallel; for instance to foster social
inclusion the EU uses both the financial instrument (the European Social Fund
(ESF)) and the coordination of national policies. The same is true for regional
policy; to foster convergence and competitiveness the EU uses both the financial
instrument (the ERDF), for example, to pay for infrastructure and the method of
coordination, for example, to exchange best practices about networking.

The EU policy practice about horizontal and vertical coordination can be illus-
trated once more with the case of cohesion and competition policy. For state aids
the constitution sets the main principles and general rules. These are worked out
in regulations. There is regular coordination between member states and the
Commission (Directorate Generals (DGs) responsible for competition and for
cohesion) on the interpretation of these rules in concrete cases (see Box 8.2).

6.5.4 Involvement of the EU in matters of social security regulation

The major concern of the average European citizen in matters of cohesion
seems to be with the sustainability of social security systems given its rising cost
and the limitations to the capacity to pay. Hence, the question whether the
EU should not be involved in this. The application of the subsidiarity prin-
ciple (see next section) to social security has given rise to considerable debate
(see Box 6.2) but has led finally to a negative answer as to the involvement of
the EU.

We recall that in line with the fundamental features of the present EU given
in Table 6.1 (a pre-FED) the EU does not have financial instruments, in other
words, it has no power to use income tax and social security benefits for redistri-
bution purposes. These instruments remain the domain of the member states.
However, the EU has been endowed with regulatory instruments. The original
reason for at least some EU involvement in social security matters is that differ-
ences in national social security systems impair the mobility of labour within the
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EU and thereby the smooth functioning of the internal market. Following the
principle of proportionality the involvement of the EU has initially been limited
to a light form of harmonization of migrants’ rights (Regulation 1408 of 1958).
Under the influence of Court Decisions and political activism it has since been
extended to all citizens that migrate. Present rules are very detailed and compli-
cated and cover a wide range of benefits. In essence, they cover the right to
export entitlement to social security benefits to other member states and the
entitlement of migrants to the system of the host country.”!

Box 6.2 Limited role for the EU in matters of social security

In the past there has been a lot of controversy over the degree of involve-
ment of the EU in social protection in general and social security in
particular. In this discussion broadly two views can be distinguished: the
‘economic or liberalist’ and the ‘social progress or regulators’ view (Hol-
loway, 1981; Dearden, 1995, Brown ef al., 1996).

In the economic view, the social security systems need only be harmo-
nized as far as necessary for the proper functioning of the CM. In modern
times this view has been reformulated to limit the harmonization of labour
market legislation to what is clearly needed to safeguard the fair competi-
tion within the internal market. The EU should favour a competition
between rules and refrain from any major policy action.

In the social progress view, the EU is more than a CM, and has the clear task
of enhancing welfare. This view has led to claims for standards to avoid a
downward spiral and even to claims for upward alignment, eliminating at
least the gravest shortcomings of the systems in certain member states. Pro-
posals for redistribution from the rich to poor member countries by means of
a European Social Security Fund have been put forward, too, but owing to
the obvious lack of political support they have not been realized.

The outcome of the debate between economists and social progressists
has changed over time. Initially the economists won. The Commission,
which had associated itself with the social progress approach, was forced,
in 1966, to adopt the economic line advocated by all member states. This
line was followed during the period 1965-90. In the 1990s, things
changed to some extent. The European Social Charter established that any
citizen of the EU is entitled to adequate social protection, including social
security; the determination of the level and form is, however, to be
arranged by each member state.

The choice for only a very general EU standard and national autonomy
as to level of security and modalities of execution has been maintained.
Each country has to strike the balance between two considerations. First, a
highly developed social security system strengthens investments in human
capital. Second, the further improvement of social protection depends on
long-term productivity growth, in turn, dependent on increased competi-
tiveness on world markets.
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6.6 Who: the intricacies of multilevel government™

6.6.1 Shift of competences from nation states to EU and regions

The EU is generally seen as a special case of multilevel governance. Usually this
is set against the traditional view of the national state that in principle has full
sovereignty within its borders. This also applied in the past to cohesion
(regional) policy. National governments of member states used to be sovereign
in matters of cohesion policy: setting objectives, selecting instruments, deter-
mining eligibility of regions and projects and deciding on the allocation of
resources. This role has changed a lot; central government has lost its exclusive
competence due to the simultaneous occurrence of three trends:

1 Upwards. In the past the EU has moved through the stages of integration as
depicted in the previous section. As a consequence the scope of EU policy
making has increased very considerably. This dynamics was motivated by
good economic reasoning.” As a consequence of the European integration
process the EU institutions have become actors in their own right. They do
not behave like agents of national governments as is the case in many inter-
governmental international organizations.

2 Dowmwards. In many countries the regional level has become increasingly
important due to the devolution of competences from central government.
Devolution (regionalization) is very evident in a number of member countries
(e.g. Spain, see Moreno, 2002). That means an increased role for the regional
and local government authorities. Such an increased role has been favoured
by the very demands of the EU cohesion policy in terms of partnership that
has induced many countries to empower the regions more than in the past.”*

3 Sideways. Due to the tendency of privatization a number of organizations
are now in the private sector and associations such as private-public partner-
ships have been formed. Moreover, there has been a tendency to empower
non-governmental organizations (NGOs) that defend collective interests
(such as the environment).

As a consequence the traditional separation of competences has become
blurred. We see now many new forms of international associational activities
among actors with different backgrounds at different levels. The EU has
enshrined these forms of cooperative governance in the so-called partnership prin-
ciple (see Section 9.4). As competences are shared by different actors, new modes
of collective international decision making have emerged. In most countries a
range of auxiliary institutions have developed — some of them in the public,
others in the private and still others in the semi-public domain. This makes for a
complex and sometimes opaque structure.

The three tendencies described above have been reinforced by two non-
economic, political forces:

1 The wish of the European institutions (such as the Commission and the
Parliament) to improve their legitimization. The EU wants to show that it
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does indeed care for the needs of all its citizens, its companies and the repre-
sentatives of the third sector. It wanted to wash out the image of an EU as a
heartless organization caring notably about the regime of free trade with the
implication that only the strongest companies can draw profit from it. This
tendency bears a certain risk; due to such pressures the EU is in danger of
becoming too lenient towards new demands on its cohesion policies that
thereby may go out of hand in terms of effectiveness and efficiency.”

2 The pressure from a large variety of actors (such as local authorities, firms
and interested organizations from the third sector) eager to escape from the
tutelage of the national governments and to participate in the aura and
manna from Brussels (Pollack, 1995). Sometimes this is to the benefit of all
as regions may become victims of inadequate national policies. However,
this pressure also bears a risk in so far as it reflects rent-seeking behaviour of
regional actors.*

The combination of the building of institutions, the confirmation of cultural
identity and the demands of economic development have given rise to a whole
range of strengthened platforms on the regional level for networking, interest
representation and decision making (Bukowski et al., 2003). Some of these
extend beyond traditional borders (Balducci, 2003).

6.6.2 EU institutions involved

The institutional set up of the EU is a complex one. Here is a shortened scheme
of the most important institutional actors:

e Commission. The major tasks of the EC are threefold: the initiation of
actions; the execution of policies; and the implementation of the budget.
One of the members of the EC is responsible for cohesion matters. Cohe-
sion policies take up a very large part of the budget. To perform its task the
Commission has a European staff of civil servants organized by DGs (com-
parable with Ministries). The responsibilities for cohesion are divided over
several DGs (mainly DG Regio and DG Employment). The Commission is
accountable to the European Parliament.

o Council and Parliament. Together, these institutions have the task of legisla-
tion. The Council is the arena of the representatives of national govern-
ments.”” On the one hand, through the broad guidelines set by the
European Council of heads of government. On the other hand, by the
negotiations about new legislation and financial frameworks in the Council
of Ministers. The Council meets in a changing composition; for cohesion it
regroups the ministers responsible for that matter in their national govern-
ment (often the ministers for economic affairs). These ministers are account-
able to their national parliaments. The European Parliament has an
important say in legislation and in budget matters.

o Committee of the Regions (CoR). In the 1980s the Commission sought to
create new platforms and networks to shoulder the extended cohesion
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policy. As a result the Advisory Council for Local and Regional Authorities
was set up in 1988. This function was strengthened with the set up of the
CoR as one of the official institutions of the EU in 1993. The CoR permits
the EU to hear directly the opinion of the lower layers of government. The
CoR has the right to give its advice on EU policy proposals. It is intended
to smoothe the coordination of more general issues between the EU and
the regions. The CoR has not acted as a crystallizing point of political
change. Membership is extremely diverse and this makes it difficult to come
to strong common positions. The debates held and the counsels given tend
to favour an ever more detailed interventionist policy for all European
regions (with an important role for the interface EU/regions) rather than a
limitation to essential redistribution matters.

e Economic and Social Committee (ESC). The ESC is composed of representa-
tives of employees and employers, professionals and consumers. It advises
the Commission and the Council on their policy plans. The role of the
ESC is notably relevant in matters of social cohesion.

e Expert committees. Many organizations are involved in the EU policy in the
stages of design and delivery. Most of this is in a formal way through partic-
ipation in advisory committees or management committees. Traditionally
the employers’ organizations were most important, later joined by trade
unions and NGOs. Now (groups of) regions have come to the fore as the
most important partners of the Commission (see Box 6.3).

Box 6.3 Groupings of major beneficiaries

Many regions have become aware of the fact that they compete with
others in a European and even global context. They want to mobilize
maximum support for their efforts to improve their competitiveness. With
the growth of the European involvement in cohesion matters the Euro-
pean bargaining area is now of very high relevance. To lobby the EU
many regions have opened offices in Brussels. To strengthen their lobby
they have entered into trans-national networks. Most of these® regroup
local authorities that have similar characteristics or common policy prob-
lems. Examples here are: ultra-peripheral regions; frontier regions and
regions (often cities) in industrial decline. They lobby the European insti-
tutions to obtain a special constitutional status (which was realized by the
ultra-peripheral regions); to obtain specific programmes with funding
attached (which was realized by among others the border regions
(INTERREG) and the urban regions (URBAN)) or to bend existing
policy packages further in their favour (industrial regions). In a number of
cases such associations are actively promoted by the EC in order to make
sure that regions take a wider than national perspective and increase the
effectiveness of the policies.
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6.6.3 Changing roles and influence at different stages of the cycle

Among the actors described three assume particularly important roles in the
various stages of the process. These are the Commission, the member states
(acting in the framework of the Council of Ministers or of the European
Council) and the regions (either acting alone or through their lobbies, national
governments and the CoR). The competences of these three main actors, and
hence the power balance between them, changes in the course of the policy
cycle. An idea of this change is given in Table 6.2.

Among all these actors the Commission stands out, in practice, as the pivotal
one. Indeed it is involved in the preparation, delivery and evaluation of the
policy. The Commission has a formidable advantage over the other institutions
in the sense that it controls much of the information flows. The role of the
central governments of the member states has changed over time. Nowadays
their role is rather one of negotiation and strategic decision making in the legis-
lation stage and one of coordination, facilitation and arbitration in the imple-
mentation stages. The role of the regions has changed also. They can exert a
certain influence by their direct access to the Commission in all stages of the
cycle.

The Commission has over time intensified the dialogue with territorial
institutions. To that end the Commission organizes hearings at the occasion of
the presentation of its work programme. The Commission hopes that these
institutions will provide it with advice and will act as a relay for communicat-
ing to their members any proposals or directives of the Commission. This
means that they will not only play a role of adviser in the upbeat to major
septennial decisions, but will increasingly play a role in the monitoring of
strategic developments and the monitoring and evaluation of the practical
implementation.

Table 6.2 Changing roles of the major actors

Stage in the policy EC National Regional Chapter in

cycle governments authorities book
(Council)

2 Basic design strong dominant insignificant

3 Financial packages modest dominant weak 7

Definition of

objectives and of

eligibility criteria

3 Institutional strong strong modest 8
framework and
delivery system

4 Implementation very strong variable variable 9

5 Evaluation strong variable strong 10

Source: Author, inspired by Hooghe and Marks (2001: 94)
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6.7 How: the framework

6.7.1 Three levels

A policy can only be made effective by specifying further the actions to be
undertaken and the resources to be put in place. In this respect it has become
common practice to distinguish between the following three levels:

1 Policy. A set of activities, directed towards common, fairly general goals.
Each policy may have several different direct beneficiaries. A policy usually
consists of several programmes. Given the broad objectives there is often
only a fairly widely defined financial framework for a policy. Unlike more
detailed programmes and projects a policy is usually not specified in terms
of budget and time schedule.

2 Programme. A set of organized but often varied activities (encompassing
several projects) directed towards the achievement of specific policy object-
ives with a clear commitment to devote specified financial resources to it
that may be mobilized from several sources.

3 Projects. Dividable intervention with a fixed time schedule, a dedicated
budget and a designated organization that is responsible for carrying out the
necessary tasks for its realization.

The success of projects and programmes (in terms of relevance, effectiveness,
efficiency, impact and sustainability) depends largely on the broader context in
which they take place. These have been specified in Figure 6.2 in the form of
rings: the outer one is the political, institutional and legal context (this chapter);

Project

Programme

Financial resources
and packages

Political, institutional
and legal context

Figure 6.2 Projects and programmes as central elements of policy



Policy fundamentals 129

the next ring is the financial package (Chapter 7); and the inner ring is the regu-
latory and delivery system (Chapters 8 and 9).

6.8 Summary and conclusions

In the first stage of the policy cycle we have found that the considerable
economic, social and territorial disparities have negative influences on the
welfare of the EU. So, a policy to alleviate them would be in order. In the
second stage of the policy cycle (described in this chapter) we have given
the main design features of such a policy.

The national governments are not capable of providing a cohesion policy at
EU level in an efficient way. So, the EU has assumed responsibility for it.
Cohesion is fundamental to the EU and cohesion policy has therefore been
made a constitutional obligation for the EU.

The major instrument the EU has put in place to foster cohesion is financial
redistribution. Tt has set up EU funds from which grants can be given to
regions and social groups to alleviate particular problems. These grants are
to be used in programmes that aim at improving the structure of the pro-
duction system, the productive factors and the production environment
(infrastructure). The overall aim is to decrease disparity by increasing com-
petitiveness. Given the stage of integration the EU has made a rational
choice as to the fundamentals of the financial dimension of its cohesion
system.

The second important instrument of the EU is regulation and coordination. In
order to preserve the effectiveness of support to the least developed areas
the EU sets limits to national state aids. It moreover sets standards, for
instance for preventing the loss of social protection for migrant workers.
Finally it coordinates the cohesion policies of the member states.

Many actors are involved in the EU cohesion policy. They assume difterent
roles at different stages of the elaboration and implementation of the policy
cycle. The Council has the decisive role in the decisions on the policy fun-
damentals and the multi-annual framework. The Commission has a pivotal
role in the stages of the application, daily management and evaluation of the
policy. Regions play an increasingly important role as advisers in the design
stage and operation managers in the implementation stage.

The EU puts its cohesion policy into practice by concrete programmes and
detailed projects.

Annex 6.1 Legal (constitutional) foundations

Cohesion policy is one of the oldest policies of the EU. The legal basis for it is
very disparate and difters according to each of the three dimensions of cohesion.
It consists of a series of treaties that provide the constitutional basis for the
various forerunners of the present EU.

Social cohesion policy has its foundations in the 1952 Treaty on the European

Coal and Steel Community (ECSC). It created the ESF that could help the
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retraining of people whose jobs were made redundant by the restructuring of
the coal and steel sector due to market integration. The experience of the ECSC
proved profitable when the social policy paragraphs of the European Economic
Community (EEC) Treaty were devised.”” However, the preparatory discussions
for this treaty did not produce a clear-cut view on such a policy, so that the rel-
evant articles did not refer to an explicit redistribution objective.”® The discus-
sion assumed a different perspective when in the 1980s the plans for the
completion of the internal market were set up (EC, 1988). There was much
concern that the putting into practice of these plans would entail considerable
social problems, for two reasons. First, the adaptation to new circumstances
would lead to unemployment. Second, the competition from low-wage (low
social protection) countries would lead to an erosion of the high social protec-
tion in the richer countries. This led to the insertion in the Social Charter and
Single European Act of an explicit reference to cohesion. With the introduction
of the Social Chapter by the treaties of Maastricht and Amsterdam the scope of
the action of the EU in the social field was considerably widened (minimum
hours of work per day, social security, health and safety requirements and so
on). The Treaty of Amsterdam, moreover, introduced a European policy to
promote employment in the form of guidelines for national policies.?!

Economic cohesion policy developed later. In the 1950s and 1960s, a hesitant
start was made. Real political commitment to a European regional policy was
achieved at the 1972 Paris Conference of the Buropean Council.”? In the
following 15 years the policies were given shape and substance. They involve,
notably, the support from a Regional Development Fund to the improvement
of the economic structure of regions in distress. With the adoption of the Single
European Act (Art. 158), confirmed by the Treaty on the European Union,
economic cohesion has become a constitutional obligation: ‘In order to promote
its overall harmonious development, the Community shall develop and pursue
its actions leading to the strengthening of its economic and social cohesion’
(Art. 130A).

Territorial cohesion is of much more recent development. Some of the origins
can be traced back to the agricultural policy set up in the 1960s (that is the parts
financed by the Orientation section of the Agricultural Fund). Implicit in eco-
nomic cohesion has been some notions of territorial cohesion (e.g. on ultra-
peripheral regions). However, it is only with the 1997 Treaty of Amsterdam
that territorial cohesion was given an explicit constitutional position. The
meaning there is limited; Art. 299.2 gave a special support status to the so-called
outermost or ultra-peripheral regions. This article has been dropped in the draft
constitution where territorial cohesion refers to a more general policy objective,
thereby broadening its application to all spatially disadvantaged areas.

The treaties of course give only the basic objectives, principles and means
(e.g. funds). They have been given substance in a series of regulations, specifying
the way in which these are put in daily policy practice.
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7 Reaching objectives by financial
support

7.1 Introduction

The EU cohesion policy, as framed by constitutional provisions during the
second stage of the policy cycle, has to be worked out in more concrete terms.
One does this in the third stage of the policy cycle. At this stage (that we address
in this and the following chapter) the elaboration is done at the level of broad
outlines and basic principles. They have an important status as they form
together with the constitution (previous stage and previous chapter) and the
delivery system (next stage discussed in Chapter 9), the framework for the more
day-to-day implementation.'

Cohesion policy addresses major structural problems. For that reason it needs
to have a long-term outlook that in turn requires a multi-annual framework.
Indeed, annual rounds of budget and policy decisions with all their uncertainties
would form too shaky a basis for such a policy. The EU has opted for a multi-
annual framework that it revises every six to seven years. In the rest of this
chapter we will describe how the EU has adapted this framework, taking
account of the lessons drawn from the experience gained in the previous period
and adapting it to new needs and challenges that it faced in the upcoming
period.

The rest of the chapter is structured as follows:

We start with a description of the major problems and the ensuing priorities
for policy making and their translation in concrete objectives.

Next we describe the development of the major financial instruments that have
been put in place to attack the problems. We describe the main characteristics.

The main question will be addressed in the next section; that is how much
money must be devoted to cohesion and on what basis does one need to make
the distribution of the total packages over different potential beneficiaries.

Lastly we will discuss in some detail the distribution over categories of invest-
ment (the eligibility to aid for different types of beneficiaries).

The chapter will be concluded with a brief summary of the main findings.
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7.2 Problems, priorities and objectives

7.2.1 Identification of problems

There has been a remarkable stability in the assessment of the problems and of
the objectives. Over time the first objective of the EU cohesion policy has been
to reduce the problem of internal disparities in wealth levels. To that end a
selection of the areas and social groups has been made of the countries and
regions where the level of wealth as measured by GDP was lowest and where
unemployment was highest.

In the past the description of policy categories has been done in terms of
types of problems. The objectives were defined as solving the problems of each
of these policy categories. So, objective 1 was to improve the situation in the
most important problem category: the backward areas. Next to this a whole
panoply of more or less specific types of problems have been identified and
(often after considerable political struggle) been accepted as eligible for
support. In this respect the EU has defined as a second objective to solve the
problems of the areas that have to cope with industrial restructuring. Examples
of this objective 2 are regions facing decline due to the loss of a major indus-
trial base (e.g. textiles, steel). Some other areas have been made eligible in the
past because of their specific geographical characteristics (e.g. sparsely popu-
lated rural areas, polar areas or ultra-peripheral areas).” Many times the sugges-
tions for such a new problem type came from member states, on other
occasions it was the Commission (supported by regional pressure groups) that
took the initiative.

For the present period this idea of denoting eligibility by the very specific
character of problem has been put aside on the level of the design of the policy.
Now the categories are directly defined in terms of objectives. Within these
objectives there is much room for initiatives of all partners to address a whole
range of problems.

7.2.2 From main problem to main objective and to points of intervention

The EU shows a considerable diversity in problem situations. Nevertheless, the
major ones have been somewhat similar over time. The present situation in
terms of (1) major problems and (2) their corresponding objectives is as follows:’

e Lagging region: objective convergence

1 Most of these regions are traditionally backward, have failed to develop
sufficient manufacturing or service industry and are still oriented to agri-
culture. This type of region is generally characterized by a peripheral
situation, a deficient infrastructure, a meagre endowment with business
services and a lack of skilled labour with a good industrial and service
tradition. The main indicator of problems here is the wealth level.

2 The first objective of the EU cohesion policy is to support structural
improvement of the conditions in these long-standing problem regions
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and thereby speeding up their convergence to the EU mean. All regions
with a GDP less than 75 per cent of the EU average are eligible for aid
under this objective.

o Restructuring regions: objective competitiveness and employment

1 Some regions that have played a leading role at a certain stage of eco-
nomic development by specializing in one or other sectors have landed
in difficulties as production conditions for these sectors changed. Some of
these changes are due to integration; others are the result of the continu-
ous changes that occur in technology, in environment, in social values
and in world politics. This type of region is generally marked by inade-
quate infrastructure and by serious problems in old industrial areas. They
have often specialized manpower whose skills are, however, at odds with
modern requirements. Their GDP per head levels are often above the
EU average and anyway above the 75 per cent of the EU mean thresh-
old. High unemployment is the main indicator of distress here.

2 So the second objective of EU cohesion policies is to prevent such
regions sliding away by strengthening the regions’ competitiveness,
attractiveness for investment and thus employment. Regions eligible for
aid under this objective used to be very strictly delimited; now many
regions can qualify provided they propose actions from a short list of
themes related to the overall objective of the EU to become the most
competitive knowledge-based economy in the world.

The main points on which the policy attacks these problems (scope of assis-
tance in the EU jargon) are, in part, common to the two objectives but differ on
essential points. The common ones are the improvement of the quality of
human capital, the development of innovation and of the knowledge society
and the protection of the environment. Specific for the convergence objective
are the investment in physical capital, notably the adaptability to social and eco-
nomic changes and administrative efficiency. Specific for the competitiveness
objective are the accent on the improvement of accessibility, the adaptability of
workers, entrepreneurship and the anticipation of economic and social change
including the further opening to trade.

The EU has identified a third type of eligible region: territorial cooperation.

1 These are characterized by a deficient connectivity; in other words they are
not well linked into the EU economic system. One group of such regions
consists of border regions.* Their problems stem first from differences in
administrative systems and traditions and second from deficient infrastruc-
ture between the EU member states. Cooperation with regions on the
other side of the border is therefore difficult. Similar problems may also
occur for functionally linked regions that are not contiguous. Finally, they
occur for regions (often islands) that are located at a considerable distance
from the mainland.

2. So the third objective is the strengthening of territorial cooperation at the
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cross-border, transnational and inter-regional levels. Under this objective
the whole area of the EU is in principle eligible. The objective is justified
from the subsidiarity point of view as the national governments cannot cope
with the problem without revolutionizing their institutions and their
administrative organization.

The scope of assistance covers joint local and regional initiatives, the support
for inter-regional cooperation and the exchange of experience at the appropriate
territorial level.

7.2.3 Political side objectives

Next to the stated objectives that have been discussed in the previous section
the EU cohesion policy has had as a side objective to ease the reaching of
important compromises in the Council about the progress of integration. Major
decisions have to be taken by unanimity and that means that a member state that
considers that its interests are harmed can effectively block the negotiations and
prevent the reaching of an agreement. The member states that stand most to
benefit from such further integration will not want to forego these benefits. So
they generally accept to compensate the member state that stands to lose by
some other advantages. In this respect the cohesion policy has often been used.
This type of horse trading or package deal making has been done both for the
entering into higher stages of integration and for the further enlargement of the
Union.”

The moving into higher stages can be illustrated by two cases. The first is the
completion of the internal market programme in the middle of the 1980s. It
meant a stronger competition and the weaker countries have accepted this only
after having obtained in the negotiations the stepping up of their entitlements to
the SF. The second case is the creation of the EMU. Political agreement on this
project could only be obtained by providing extra means to the weakest
member countries (Greece, Spain, Portugal and Ireland) via the establishment of
a new instrument. This instrument was created in 1993 and was called the CF.
It is specifically oriented towards the solving of problems that were supposed to
suffer most of the introduction of the EMU.

Examples of compensation for the effects of enlargement are many. The first
one is actually also the first round of enlargement, where the UK could only
agree to become a member if it were to stand to benefit from an ERDF. Such a
fund was indeed created. The second case deals with the enlargement of the EU
with the Iberian countries in 1985. It could only be realized after agreement on
compensation of the existing Mediterranean member countries that feared to
lose out to the newcomers. A later negotiation on the accession of the Nordic
countries could only be made after the EU had accepted to create a new objec-
tive (sparsely populated areas) under which the peripheral regions of these coun-
tries would be entitled to ERDF aid.
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7.3 Putting in place the instruments

7.3.1 The major instrument: financial support through funds

The spending on cohesion operates mainly through three types of channel:

e The SF. These now consist of the ERDF and the ESF. The SF comprised,
until 2006, of two other funds. The Guidance section of the European
Agricultural Guarantee and Guidance Fund (EAGGF) helped the develop-
ment and the structural adjustment of rural areas whose development was
lagging behind. The relatively small Financial Instrument for Fisheries
Guidance (FIFG) supported restructuring in the fisheries sector. These funds
are called ‘Structural’ Funds because they support measures that aim at the
improvement of the structural aspects of the economy. To favour such
structural adjustments the funds have to respect the principle of partnership,
which means the involvement of regions and private sector actors.

e The CF. Beneficiaries are the member countries with below EU average
(actually 90 per cent) GDP per head figures, with a programme of eco-
nomic convergence to EMU conditions (Art. 104 of the Treaty). The CF
finances environmental and transport projects in a framework that is differ-
ent from the SF on several scores. First, it is managed in close cooperation
between the Commission and the national governments without applying
the principle of partnership that would have brought the involvement of
regional authorities and private actors. Second, it delivers national, not
regional funding and the programming is simplified compared to the SF.

e Various. Under different headings similar funds are set up to facilitate acces-
sion states to become full NMSs. Eligibility to these funds is phased out as
soon as the accession state becomes a full member. Support to NMSs is then
mainstreamed under the conditions set out for the SCF.®

The multitude of funds can be explained by historical reasons. They had all dif-
ferent operational rules. So, in cases programmes covered several objectives and
hence had to be supported by several funds; this gave rise to considerable
coordination and compliance cost. As one sees from Table 7.1 there was in the
past a multitude of objectives and some five instruments (ERDF, ESF, CF,
FIFG and EAGGF).” In order to be more effective and efficient the EU has tried
to simplify the set up. For the 2007-13 period there are only three objectives
and three instruments.

7.3.2 Long-term predictability and operational flexibility

Uncertainty is a barrier to investment. So it is important that the funds have a
multi-annual framework. It gives the beneficiaries of aid the advantage of pre-
dictability. They can plan for structural measures that improve the conditions for
convergence and competitiveness that require prolonged efforts without having
to worry about possible future cuts in resources. Such cuts often occur in
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practice due to sudden budget problems or due to the change in priorities when
government changes after elections. This predictability enhances the willingness
to invest and thus the growth capacity of the region in question.

The disadvantage of this multi-annual framework is, however, the lack of
flexibility. In some cases new problems come up fairly quickly that need a quick
response. During the early stages of the multi-annual frameworks it appeared
that the lack of possibilities to react quickly and adequately to such adverse
regional development was a serious handicap for improving the effectiveness of
the policy. Moreover, the standard set up of the SF was very much orientated
towards the standard approach and left little room for experimenting with new
methods and approaches.

In order to cope with these problems the EU created a special section of the
SF to be used for so-called ‘Community Initiatives’ (ClIs). These Cls used to
claim some 6 to 10 per cent of the total resources. Of particular importance
were INTERREG, which emphasizes the transborder, transnational and inter-
regional dimension and URBAN, that had as its objective the economic and
social conversion of urban areas. We will return to this later.

In the evaluation of the experience of the 1994-2006 period it appeared that
the appropriateness of many of the Cls had in the meantime been established. It
was decided that the mainstream programmes would take account of the most
important of these Cls and that the new rules of implementation would permit a
greater flexibility as to the choice of projects. So there was no longer a need for
the CIs and these have been discontinued (mainstreamed) for the 2007-13
period, where flexibility is provided by the new rule for the selection of eligible
areas and projects for the objective ‘competitiveness’.

The evaluation of the past cycles made apparent that some beneficiaries have
become somewhat lenient towards the quality of the implementation. They
considered that they were entitled to the money earmarked for them. In order
to stimulate the final beneficiaries to perform as well as possible, a new rule has
been introduced in the 2007-13 regulatory framework that permits the Com-
mission to keep some 4 per cent of total assignments as a performance reserve.
This will be reallocated mid term to the best-performing programmes.

7.4 Financial resources and their use

7.4.1 The institutional framework

A redistribution policy can in principle operate through the expenditure side,
the receipt side or both. On the national level, one sees on the receipt side the
mechanism of the progressive income tax; high incomes pay a higher percentage
than low incomes. On the expenditure side one sees targeted expenses for the
groups that are most in need. For the EU interpersonal redistribution is not on
the cards as we explained earlier. However, inter-country redistribution might
follow the same ideas. Let us thus see how the EU budget is functioning with
respect to cohesion.®

The EU does not use the receipt side of the budget for redistribution pur-
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poses. The contributions of the EU member states to the budget are largely in
line with the economic size of each country. This stems from the fact that four-
fifths of the receipts of the EU are based on the criteria of GDP and Value
Added Tax (VAT) and these tend (in terms of percentage of their GDP) to be
fairly similar for almost all member states.” So the real redistribution is in terms
of the various items of expenditure.

The decisions on the total amount of the various items of expenditure that
are dedicated to cohesion are taken in the framework of the multi-annual
Financial Perspectives (FPs). The Commission makes a proposal that translates
the ambitions as formulated by the Council into programmes with the associated
cost. It derives from that the total amount that needs to be contributed to the
budget. Decisions on these proposals are taken after intergovernmental negotia-
tions by the member states. They have to be taken by unanimity. Since 1988
four such FPs, each covering a period of some five to seven years, have been
agreed (1988-92; 1993-99; 2000-06; 2007-13).

The FPs comprise, on the one hand, the fixing of the level of total receipts
and the contributions of each of the member states to these receipts and, on the
other hand, the allocation over the various expenditure items, such as agricul-
ture, cohesion and other items such as running costs. Member states are particu-
larly interested in the share of the cake they get from the EU. They tend to give
a very high weight to their net positions in budgetary matters (‘juste retour’).
The principle that is generally accepted here is that the poor member states get
more from the budget than they contribute while the richer member states are
net contributors. It means that the criteria for eligibility to the various pro-
grammes (that determine the share each member state has in total EU expendi-
ture) are part of the same negotiations of the FPs.

The SF has become extremely important for the main beneficiary countries.
Moreover, it is also very attractive for the more prosperous countries. As a con-
sequence each discussion about a recast of the SF becomes, immediately, of the
highest political relevance. As many countries think that there is a significant
imbalance to their disadvantage between their receipts from and contributions to
the EU budget, qualifying for additional EU aid becomes an extremely interest-
ing option to rebalance their situation.

7.4.2 How much money for cohesion: needs versus limits to solidarity?

The discussions in the previous chapters and sections have given an idea of the
magnitude of the problem and of the type of measures applied to improve cohe-
sion. They leave open the question of how much redistribution is needed to
obtain the policy goals. To give an answer to that question one needs to make
detailed economic calculations, on the one hand, and evaluate the chances of
major political trade-offs, on the other (Okun, 1975; Padoa-Schioppa et al.,
1987).

However, the theoretical and empirical basis to determine the amount of
money a country should spend on cohesion is very thin. This is even more so in
the case of a group of countries such as the EU. So the decision is essentially of a
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political nature and will depend on matching the demands of the recipients and
the donors’ willingness to pay. These can be approximated as follows.

The needs can be approximated by such measures as the cost of bringing
(within say ten years) the infrastructure up to a level of 80 per cent of the EU
average. One sees that very quickly normative elements creep into the analysis,
for instance about the speed of the operation (ten years) and the degree of real
convergence needed (80 per cent). The needs can, moreover, be approximated
by the capacity of a country to absorb the aid it receives. This cap has a founda-
tion in economics in the sense that empirical studies have shown that significant
higher support percentages tend to lead to several types of unbalances. The first
is of a macro economic nature; and bases itself on the empirical evidence that
high levels of aid lead to inflation, loss of competitiveness (due to undue wage
increases) and a series of distortions. Moreover, weak member states have often
difficulty in mobilizing sufficient budget to meet the EU requirements of co-
financing. The other unbalance is of an institutional nature and stresses the
limited capacity of economically weak countries to manage effectively the
process as described in the previous chapter. The EU has done some studies as
to the level beyond which such problems do occur and has set a cap to total
support to cohesion countries of some 4 per cent of their GDP per year.

The willingness to pay can be approximated by evaluating the gains that the
more well-to-do countries draw from integration, gains that would come into
jeopardy in case the groups that feel they do not get a good deal from integra-
tion would withdraw from it. In practice it is very difficult to determine the
inter-country differences in advantages of integration. So a much more practical
and step-by-step procedure has been followed. In the course of time member
states have gradually attributed more tasks to the EU and in step therewith the
total budget has gradually increased in importance. For some time the total
budget of the EU is capped at some 1 per cent of the total GDP of the EU. This
figure has no economic foundation whatsoever.'” An increase of this ceiling
does require a unanimous decision, in other words, it needs the consent of all
member states. It is extremely unlikely that this is going to take place, given the
ideological positions of some member states. The income ceiling determines the
maximum expenditure of the EU because its budget rules require annual
income and expenditure to be in balance.

7.4.3 Increased money for cohesion: the effects of political trade-offs

The total amount needed for cohesion is thus difficult to establish on the basis of
the stated objectives of the policy (reduction of disparities) and the willingness to
pay for solidarity. The outcome of the process is essentially political. Now the
political trade-offs in the EU are not restricted to the cohesion issue per se, but
are part of larger packages. Over time the development of cohesion policy and
the resources devoted to it have thus also evolved under the influence of major
political decisions in other fields. In order to obtain consent of those countries
for which the balance of advantages and disadvantages of the package of policy
measures could not be equilibrated, another way of compensation had to be
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found. In practice this has often taken the form of a stepping up of the size of
the cohesion budget from which side payments could be made to the potential
losers of the increased integration by the beneficiaries of it (often the strong and
rich member countries).!" These stages of increased integration can be defined in
terms of deepening, in other words, the passing into higher stages of integration
(from a CU to an EMU"). It can also be seen in terms of widening, in other
words the enlargement of the Union with more members (Molle, 2006). The
increase in size has been triggered mostly by the effects of such strengthened
integration of the EU and in line therewith to the increase in the eligible areas."
The major moments when such historical trade-offs have been made are given
in Box 7.1.

Box 7.1 Major turning points of the EU cohesion policy

* 1955 Regional imbalances were already debated at the Messina Con-
ference where the Treaty of the EEC was elaborated. The founding
fathers of this forerunner of the EU were well aware of the regional
problems; this is evident from the preamble of the EEC Treaty,
according to which the member states were ‘anxious to reduce the
differences existing between the various regions and the backwardness
of the less favoured regions’. Notwithstanding this, the EEC Treaty
made no provisions for a European cohesion policy in the proper
sense.

e 1965. A timid beginning with structural support was made as it was
felt that Germany with its strong manufacturing industry would
benefit more from integration than France, whose economy was still
dominated by agriculture. The EAGGF was created of which the
Guidance section financed measures to adapt agricultural structures of
which notably France benefited.

e 1973. The first enlargement of the EU increased the regional imbal-
ances. The UK was afraid of several problems. The first, that some of
its regions would not be able to withstand their continental competi-
tors. The second, that it would suffer from an unfavourable distribu-
tion of receipts from and payments to the EU budget. Much of the
budget went to agricultural support and agriculture was not important
in the UK economy. To compensate for the latter and to support the
economy in its problem regions, the UK had obtained in the negotia-
tions of accession that a European regional policy would be set up.
The main instrument of that policy, the ERDF, became operational
in the second half of the 1970s.

e 1988. The enlargement with three less developed NMSs increased the
demand on SCFs. These were stepped up again to obtain the agree-
ment of the three Mediterranean member states (that acceded in 1981
and 1985) to the completion of the internal market. This agreement
was later complemented by a further increase to permit Germany to
incorporate the former DDR. To improve the economic and social
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cohesion in a wider and deeper EU, the resources devoted to regional
development were doubled, the target groups restricted, the proce-
dures improved and the instruments refocused (EC, 1990a).

e 1993. The fear of the southern member states to lose out under the
influence of the creation of the Monetary Union has been taken away
by a package deal that increased the size of the SF and created the new
CF. These new funds should also ease the coping with international
developments like the further decrease of external trade protection.
The extension with Sweden, Finland and Austria did not constitute a
major new challenge for EU regional policy, given their relative
wealth.

e 2000. The recent eastern enlargement of the EU did increase, consid-
erably, the demands on the EU budget for cohesion. A further step-
ping up of cohesion efforts was decided upon to make sure that
countries at risk of losing out due to the enlargement of the EU with
the central and eastern European applicant states would agree to that
enlargement (EC, 1999¢).

e 2007. The cohesion policy is to cope with new demands as it is put at
the service of the Lisbon (knowledge) and Gothenburg agendas
(environment). However, in view of the constraints that many
member states have in meeting the criteria of the Stability and Growth
Pact and hence are hesitant to agree to budget increases, the total
amount of the budget is not increased by much.

7.4.4 Main features of the last cycles

The EU policy cycle in matters of cohesion has followed a periodicity of some
six years. In 1988 the cohesion policy had been reformed whereby it had
received many of the features that still characterize it today (such as the prin-
ciples of partnership and of programming). Since then four cycles have been
defined (compare Box 7.1). The main features of these cycles have been
brought together in Table 7.1. They concern, on the one hand, the main
objectives (see rows). For each of these objectives we have detailed in the
columns the financial instruments available and the amount of money devoted
to it. For the period 1994-99 the table gives less information because in that
period neither the objectives nor the instruments differed from the situation in
the previous period (with the exception of the CF).

A number of efforts that could be called cohesion have been made in the past
that notably targeted the countries that had obtained the status of accession
country (CEECs). These funds (such as Phare and Sapard) had objectives that
were similar to the ones of the SF but had operating rules that were quite differ-
ent. However, their mechanics have over time been brought in line with the
SF. The new Instrument for Pre-Accession (IPA) resembles the SF to an even

higher degree (Reg. 1085/2006).
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7.4.5 The various categories of expenditure

Cohesion policy is the second largest item on the EU budget. It is the largest
one with explicit redistributional objectives."* The expenditure for cohesion
objectives is done via the SF, notably the ERDF, the ESF and the CF (see Box
7.2). There is a certain specialization according to the dimension of cohesion.
The ERDF and the CF tend to cope with problems of economic cohesion
(dealt within Chapter 3); the ESF tends to cope with problems of social cohe-
sion (see Chapter 4). The problems of territorial cohesion (see Chapter 5) have
not been matched by a specific fund but are taken care of by the ERDF (see
Box 7.3).

Box 7.2 Main characteristics of the main funds

The ERDF" is the largest one of the EU funds with a cohesion objective.
The ERDF was created in 1975. The tasks of the ERDF are to grant sub-
sidies to stimulate investment and promote innovation in productive eco-
nomic activities; develop the infrastructure and the endogenous potential
(innovation) in regions designated as European problem areas. As such
areas have been recognized notably as regions whose development is
lagging behind and regions undergoing economic conversion or experi-
encing structural difficulties (Reg. 1080/20006, Art. 2/3).

The ESF'® is the oldest of the EU funds; it was created in 1952. Its tasks
have been continuously changed under the influence of new political
demands and new economic and social circumstances. The ESF is the
EU’s financial instrument that supports measures aiming to achieve full
employment, improve the quality and productivity at work and promote
social inclusion. In short, an instrument for investing in people. Its organi-
zation has a specific aspect: it is administered by the Commission, assisted
by a committee of representatives of governments, trade unions and
employers (Reg. 1081/2006, Art. 2).

The CF was established in 1994. It gives assistance to infrastructure
investment (notably in Trans European Networks (TENs)) and also sup-
ports projects that improve the environment (notably those that come
under the EU priority areas) (Reg. 1084/2006, Art. 2).

The CF has initially been set up to help countries to deal with the exi-
gencies of the EMU including the constraints put upon them by the
Stability and Growth Pact in terms of budget deficit. This is still the case.
Of the present members of the euro zone, Portugal and Greece still qualify
for the CF, while Spain gets transitional (phasing out) CF support. All
NMSs have agreed on accession to strive for the adoption of the euro and
hence qualify for cohesion policy support. Of them Slovenia has entered
the euro zone in 2007.
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Box 7.3 The specific case of the dimension of territorial cohesion

Territorial cohesion pursues mainly the objective of improving accessibility."
This major policy objective has, to some extent, found its concretization
in specific programmes for regional development that aim at two of the
three objectives of the present cohesion policy:

e Convergence. There is a considerable correspondence between the
regions that are eligible for support (because of their low income per
head and their deficient economic structure and infrastructure) and
the regions with the highest degrees of peripherality. So, implicitly,
many of the resources for cohesion policy tend to go to areas that
score high on peripherality and hence contribute to alleviate problems
of territorial cohesion. There is only one case where separate financial
resources are specifically earmarked for territorial cohesion purposes:
the ultra-peripheral regions with a special constitutional status.

o Territorial cooperation. This objective is specially designed to help out
regions that are not sufficiently linked into networks that stimulate the
competitiveness of their specific economic structure.

7.5 What match between objectives and resources?

7.5.1 Some basics

In the EU there is a strong current stipulating that the cohesion expenditure
should be made largely in line with the needs of a country. That would mean
that the low-income member states would benefit more than proportionally
from the EU expenditure. This moral criterion seems to have indeed been
applied in as far as the expenditure from the SF is concerned. Indeed for some
time the lion’s share of this expenditure item is concentrated on the segments of
the EU population with the lowest per capita incomes. However, this needs cri-
terion is amended by the capacity to absorb criterion; countries should only
receive as much aid as they are capable of absorbing without creating major
macro economic or institutional unbalances.'®

There is another view that contests the needs hypothesis and says that it all
depends on power politics. Empirical evidence that the latter factor plays a strong
role is not far away; one needs to look at the UK rebate and the receipts of rich
countries on budget lines such as research and transport. How can this be
explained? Constitutional economics considers that the distribution of voting
rights determines, to a large extent, the power of the various member states.
However, this cannot be the sole factor as the EU treaties stipulate that the dis-
tribution of the funds is to be decided by unanimity. It is foreseen that decisions
will be made in future by qualified majority.

To answer the question whether the determinant factor is power or needs
researchers have regressed receipts from the budget on factors such as power
(votes) and needs. Both seem to be important."’
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7.5.2 Concentration on problem categories

The EU has set concentration as a main policy principle. It implies that the EU
support should be concentrated on the most important problem regions (those
scoring worst on various indicators of regional welfare), as the main aim has
always been to diminish the disparity between countries and regions. So it was
only logical that the bulk of the SF is spent in regions with a level of develop-
ment (GDP/P) below the EU average. However, the EU also wants to avoid
other regions falling back into that position. So, some of the SF money is spent
on programmes in regions in structural difficulties.

There is no economic way to establish the shares that each category had to
have in spending. So this has largely been a political decision. In the past about 75
per cent of the SF has been spent in regions with the largest gap in wealth (<75
per cent of the EU mean), which meant a considerable concentration as they rep-
resent only some 25 per cent of the EU population. A significant part of the
remaining quarter was spent in regions with GDP/P levels between 75 per cent
and 100 per cent of the EU averages (see Table 7.1). Only a small part has been
devoted to well-off regions with structural problems. Such objective 2 (industrial
conversion) regions were rather dispersed geographically. The CF targets regions
in countries with an income below 90 per cent of the EU average. So the finan-
cial means of the funds have been attributed in such a way as to strongly favour
low-income countries (two-thirds of the funds went to Spain, Portugal, Greece,
Ireland and southern Italy).”” Within these countries total aid per habitant was
highest in the regions that showed the lowest income per head. So, here too, the
principle of concentration has been put into practice.

Important funds have also been made available for more well-off regions. This
reflects the effect of forces favouring an EU cohesion policy that goes beyond the
defined objectives into other implicit objectives, such as the facilitating of moves
into higher integration by giving hesitant partners so-called side payments.

Due to recent enlargement, it has emerged that a new set of ‘convergence’
regions in the NMSs are clearly all at a distance from the EU mean. So it is
logical that these regions would receive the highest amount of aid. Pre-accession
aid levels per head in these countries were lower than those in the countries of
the EU 15. In order to prepare the accession countries for membership a pre-
accession aid has been given of some €1-2 billion per annum. Over the years
this has gradually increased. It has increased again on accession: from some €4
to some €12 billion a year between 2002 and 2006. However, there is a consid-
erable increase for the current programming period and the aid per head figures
in these countries will gradually align on those for the older member states.

The present distribution of the funds also shows a high degree of concentra-
tion, albeit now in terms of the EU 27. Indeed, for the period 2006—13 about
four-fifths of the SCF are allocated to convergence regions; these regions count
for only about a third of the total population of the EU 27. Most of the remain-
ing funds are allocated to regions with a GDP/P between 75 and 90 per cent of
the EU mean. Only a small part is devoted to regions with a GDP/P level
around or above the EU mean.
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7.5.3 How much redistribution: equity versus juste retour’?

The budgetary consequences of EU policies have always been the subject of
very heated debates and major political struggles. In these struggles the member
states were particularly keen to limit their contributions to the budget. As the
sharing out of the EU expenditure is based on fairly simple rules (Molle, 20006)
this meant that the rich member states were, generally, in favour of a low
budget while the poor favoured a high budget. The second point of attention
then became the receipts from the budget, as member states wanted to limit
their net position to a certain amount. This gave rise to the famous expression of
the ‘juste retour’ (in practice: getting back from the EU as much as you have
paid to it). In this respect the restaurant bill example is often used; if I have to
pay a certain sum of the total bill I want to be entitled to an extra glass of wine
or so. Due to political trade-offs the EU has indeed accepted that rich countries
that are net contributors to the budget have received quite important sums of
money.

In order to know the combined redistributional effects of both allocations (A)
from and payments (P) into the EU budget we have defined an A/P index. By
the end of the 1990s the EU 15 member countries fell into three categories:
A/P very high (>4: Ireland, Greece, Portugal); high (>1.5: Spain); medium
(between 0.7 and 1.4: all other countries) and low (<0.5: Germany and Luxem-
bourg). High A/P indices corresponded generally with low GDP/P indices and
vice versa. This shows that the EU budget has been a mechanism for the redis-
tribution of wealth across the member states. The total redistributional effect of
the EU budget can be evaluated at less than 0.5 per cent of GDP.

Figure 7.1 gives an idea of the net position of the member states in 2004.
One sees that the rich member states of the northwest are all net contributors.
There is one exception: Ireland. On the other hand, the NMSs and the old
cohesion countries in the EU 15 are all net beneficiaries. So far, the picture is
more or less in agreement with the idea of redistribution.

7.5.4 National versus regional allocation

The EU is composed of member states that in turn are composed of regions.
The question comes up whether the redistribution needs to take a national or a
regional criterion as the basis. For both there are arguments:

e National. Allocation is based on the basis of relative wealth levels of the
country. Rich member states are willing to pay for poor member states.
They can be thought to be capable of handling internal regional problems
themselves. Rich countries that have solved their internal problems do not
consider it fair to have to put up resources to compensate for the eftects of a
lenient attitude of another rich country that has let internal regional prob-
lems persist.

*  Regional. Allocation is based on the relative wealth levels of the regions.
Regions that have been empowered to act (devolution) are in charge of
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Figure 7.1 Net position of member states as to the EU budget (2004) in percentage of
GDP with member states ranked by GDP/P (in PPP)

Source: ESPON 221
a) Structural Funds (EU 15, 1994-99), Phare and ISPA (1998-2000)

their own destiny. Moreover, the problems are often not so much related to
national institutional and political conditions but rather on economic
restructuring and geographical handicaps.

In the past the EU has hesitated between the two models. In the beginning
the national model was used quite extensively. The rules were not very explicit,
depended much on qualitative information and the result was largely based on
political horse trading. In order to put more objectivity in the allocation rules
the EU has decided during the latest reform (2005) to use a set of clear criteria
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that is clearly based on the regional model. They indicate how EU aid is stepped
up in function of the increasing problems regions are confronted with. The
passing from the national model to the regional one has been facilitated by the
devolution trend of the last decades (see Chapter 6) and the increased strength of
the EU delivery system (Chapters 8 and 9). The present rules are given in
Box 7.4.

Box 7.4 Allocation methods for EU support

Objective: Convergence

Each member state’s allocation is the sum of the allocations of its indi-
vidual eligible regions. We recall that these are determined on the basis of
their relative prosperity and unemployment level. The procedure consists
of three steps:

1 Calculation of the absolute amount of aid (in euros). This amount is
obtained by multiplying the population of the region concerned by
the difterence between that regions GDP/P (in PPPs) and the EU
average GDP/P (in PPPs)

2 Application of a percentage to the absolute amount of step 1 to deter-
mine the regions’ financial envelope; this percentage is graduated to
take account of the relative prosperity (4.25 per cent for regions in
member states whose national wealth level is below 82 per cent of the
EU average; 3.4 per cent for regions where the national figure is
between 82 and 99 per cent; and 2.7 per cent for regions in countries
with a national level above 100 per cent).

3 Adding of a premium in regions that have an unemployment rate
above the EU average, amounting to €700 per unemployed person;
applied to the number of persons unemployed that exceeds the
number that would be unemployed if the average EU rate had been
applied.

Objective: Competitiveness and employment

Here, too, the share of each member state is the sum of the share of its eli-
gible regions. The latter are defined according to the following criteria
with their specific weight:

e total population (0.5);

e number of unemployed persons in regions with an unemployment
rate above the rate of the relevant group (0.2);

e number of jobs needed to reach an employment rate of 70 per cent
(0.15);

e number of employed people with a low education level (0.10);

e low population density (0.05).

Source: Reg. 1083/2006: Annex 1
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7.5.5 Additionality: financial cooperation between EU, nation and region

The fundamental idea of EU support to cohesion is that it contributes to activ-
ities that would not have been done anyway. EU subsidies are meant to enhance
the efforts already made by the member countries, not to replace them. This
basic idea has been formalized in the principle of additionality. This serves two
objectives. The first is that the member state maintains its level of expenditure
for each objective on levels that they were at pre-EU aid times. There is evid-
ence that this has not always been realized in practice: EU money has been
‘crowding out’ national money (Ederveen et al., 2002). This is natural as it
involves a budget saving to the member state in question that may be used for
other priorities (both other expenses of tax cuts). The second objective is to
maximize the contribution of public intervention. If EU money were allocated
to projects that are not really felt as a priority by the most concerned beneficia-
ries it would not be efficiently spent.

How does this work in practice? This is given in a schematized form in
Figure 7.2, that shows how the financial resources from the SF come together
with funds from national states to fund the commonly agreed programmes.

The idea of additionality also finds expression in the co-financing levels that
the EU demands. The EU principle is that its contribution is larger (in percent-
age terms) the higher the problems of the region in question. This leads to the
following support percentages:

*  Convergence (objective 1) regions; support percentages vary between 75
and 85 per cent of total eligible cost.

¢ Competitiveness (objective 2) regions; the maximum contribution of the
EU is generally below 50 per cent of total eligible cost.

Specific Operational Member EU Funds
projects programme states
A @
B

@

e

Figure 7.2 Schematic view of financial flows for structural support

Source: Author
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The putting into practice of the principle of additionality has not been very
easy. Actually there are mainly two problems:

1 Interpretation. As the principle implies the commitment of very scarce national
resources, it is of vital importance for co-financing organizations to know
exactly to what level such financing is needed in specific cases. More generally,
it is necessary for long-term strategy making that the ideas about what
resources can be shifted between various government programmes without
infringing the principle. In practice many problems have arisen in the interpre-
tation. The Commission has tried to resolve them in two ways. First, by refor-
mulating the principle in terms of an obligation for member states to maintain
its structural expenditure to the same level as in the previous period. Second,
by regulating the share of EU support in the financing of projects. For instance
in objective 1 regions the maximum support that can be given is 75 per cent of
total cost; in other regions the cap on the EU shares is much lower.

2 Verification. It is not easy to check how far the principle has been respected.
This is partly due to the vagueness of the definition. But it is also due to the
intricacies of the public finance systems of the various member states. A
clear illustration of the problem is given by the lack of adequate information
that is given by the member states, even the richer ones, preventing a
proper ex post evaluation (see Chapter 10). In order to limit the burden to
all involved additionality is only verified for convergence regions. The
rationale being, that EU support in these regions is large with respect to
total expenditure while in other regions it is only a small part of the total.

7.5.6 Final equity effect

How far has the equity objective been maintained after all forces described have
had their effect? In order to give an answer to this question we can look at the
degree of concentration. Figure 7.3 gives the SF aid per head of population for
the four main recipient countries (cohesion countries) of the EU 15 for several
periods. The aid per head was significantly higher in the four countries than in
the EU as a whole (situated around €40 per head). The position of the other
member states is not given; all are situated in a small cluster below the EU
average. So, in practice, the main objective has prevailed.”!

There has been a mitigation of the concentration effect (Martin, 1998Db) first,
because of EU and national support to the productive sector in all regions (see
Chapter 9) and second because of national support of rich countries to their
regions. To safeguard the redistributional effect the EU has tightened its control
on the latter, notably on state aid (see Chapter 8). The concentration of aid to
the poorest countries and regions is moreover limited by the absorption capacity
of the recipient countries. The EU has set a cap on the total share of its aid to
the GDP of 4 per cent.

EU cohesion policy is only one element in the total set of redistribution
mechanisms in the EU. First, other EU budget outlays also have a redistributional
impact, notably agriculture (see Chapter 11). Second, national redistribution
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Figure 7.3 Structural aid per head of population in cohesion countries, 1989-93,
1994-99 and 2000-06

Sources: For first period Hall, Smith and Tsoukalis (2001: 321); for later periods own calculations

through the budgets of the different member states has a considerable weight in
total GDP; on average some 50 per cent.?

The contribution of the EU cohesion policy to redistribution can be meas-
ured in another way: in the 1990s the SF aid amounted to an average 3 per cent
of total GDP and some 8 per cent of total investment in the three poorest
member states, Ireland, Greece and Portugal. Somewhat lower percentages
obtained for other objective 1 regions. The figures can be augmented some-
what, due to the leverage effect that results from the application of the principle
of additionality.

7.6 Eligibility of type of investments and the resources by
objective”

7.6.1 General

The next question that comes up is about the distribution within these cat-
egories. This is notably relevant for objective 1 (regions <75 per cent of EU
mean) as they receive the bulk of the resources. Here the main criterion is that
regions with low GDP/P levels receive relatively more than regions that are
already at a somewhat higher level. Most of the money (some 95 per cent) is
distributed in this way. The second criterion is the level of unemployment. In
the end the decision has been a political one.

The discussion for the objective 2 regions (competitiveness and restructuring)
is not less important, as it is actually highly political.

The question about the distribution of resources can only be solved together
with the distribution over eligible expenditure. Of course the type of project
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supported needs to match the type of problem the area is confronted with and
the need to fit in an overall strategy for economic and social renewal.

An idea of the total distribution over different objectives and countries is given in
Table 7.2. In terms of the geographical zones we distinguished earlier one sees that
the East (coinciding largely with the NMSs) gets about half of the funds, whereas the
South still obtains about a third. The still substantial flow of EU money to the North
region is mainly explained by the large needs of eastern Germany.

Table 7.2 Allocation of SCF aid (2007-13) by objective and country (billion euro of
2004)

Convergence Competitiveness Territorial ~ Total
cooperation

CF Normal Phasing ~ Phasing ~ Normal

out mn

Germany 10.6 3.8 8.4 0.8 235
France 2.8 9.1 0.8 12.7
Italy 18.9 0.4 0.9 4.8 0.8 25.6
The Netherlands 1.5 0.2 1.7
Belgium 0.6 1.3 0.2 2.0
Luxembourg -
UK 2.4 0.2 0.9 53 0.6 9.5
Denmark 0.5 0.1 0.5
Ireland 0.4 0.3 0.1 0.8
Spain 3.2 18.7 1.4 45 3.1 0.5 31.5
Portugal 2.3 15.2 0.3 0.4 0.4 0.1 19.1
Greece 3.3 8.4 5.8 0.6 0.2 18.2
Austria 0.2 0.9 0.2 1.3
Sweden 1.4 0.2 1.7
Finland 0.5 0.9 0.1 1.5
Poland 19.6 39.5 0.7 59.7
Czech

Republic 7.8 15.1 0.4 0.4 23.7
Hungary 7.6 12.7 1.9 0.3 22.5
Slovakia 34 6.2 0.4 0.2 10.2
Slovenia 1.2 2.4 0.1 3.7
Lithuania 2.0 4.0 0.1 6.1
Cyprus 0.2 0.4 0.6
Latvia 1.4 2.6 4.1
Estonia 1.0 2.0 3.0
Malta 0.3 0.5 0.8
Romania 5.8 11.1 0.4 17.3
Bulgaria 2.0 3.9 0.2 6.0
Not alloc. 0.4 0.4
EU total 61.6 1771 12.5 10.4 38.7 7.8 308.0
North - 15.8 4.8 1.8 29.6 3.3 55.3
South 9.3 61.7 7.9 6.8 8.3 1.6 95.6
East 52.0 99.5 - 1.9 0.8 2.7 156.9
Note:

The figures in the column total may differ from the total of the figures in the columns due to rounding
Source: EC
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7.6.2 Main objective: convergence

The present convergence objective, which is similar to the previous objective 1,
aims to accelerate the convergence of the least developed member states and
regions by improving their growth and employment conditions. The fields of
action are physical and human capital, innovation, knowledge-based society (see
for an example Box 7.5), adaptability to change, environmental sustainability
and administrative effectiveness. Finances for objective convergence come from
the ERDF, the ESF and the CF. The total resources allocated to this objective
for the programming period 2007—13 are €251 billion, equivalent to 81 per
cent of the total.

The eligibility criteria are as follows:

For the SFs (ERDF and ESF) are eligible regions where per capita GDP:

e is below 75 per cent of the EU average. They receive the lion’s share of the
funds allocated for this objective. The regions presently eligible under the
convergence objective are given in Figure 7.4 in dark;

e would have been below 75 per cent of the EU average as calculated for the
EU 15 (the so-called statistical eftect of enlargement). They benefit from
transitional, specific and decreasing financing. They are given in medium
grey in Figure 7.4 (phasing out).

Figure 7.4 Regions eligible for support under the convergence and competitive
objectives, 2007-13
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The percentage aid the SF can contribute to total project cost is a minimum of
20 per cent. The maximum depends on the gravity of the problems, the degree
of conformity with EU priorities, etc. However, there is always the condition of
a minimum contribution (in practice some 15 per cent) of the member states
(see additionality criterion). So in practice the EU contribution is 85 per cent
for many projects in the NMSs and a maximum 75 per cent for most priority
projects in the problem regions of the old member states.

For the CF: member states whose per capita GDP/P is below 90 per cent of
the EU average and which are running economic convergence programmes.
This fund will contribute to sustainable development, European priority trans-
port axes and to improving administrative capacities and the eftectiveness of
public administrations.

Box 7.5 Creation of a R&D support centre in Basilicata (Italy)

Basilicata is developing a new industrial and manufacturing structure. The
analysis of the region’s strengths and weaknesses and the identification of
the needs of companies in terms of research and innovation have incited
the local authorities to orient their plan for the development of the
regional economy towards innovative technologies. To support this plan
the SINTER & NET project was launched in 1999. Central element of
this project was the creation of a research and training centre aimed at
maximizing the access to information and commercial and technical
know-how by manufacturing companies at the start-up, development and
growth stages. Total cost was €520,000 of which €475,000 was con-
tributed by the EU SF.

The results achieved since (in terms of the advice and training pro-
vided) are testimony to the Basilicata Research Centre’s strategic import-
ance. Its problem-solving approach enables it to propose innovative and
highly practical solutions, as a result of which companies can acquire a
significant competitive potential on an increasingly demanding and sensi-
tive market.

The principal factors in the project’s success are both of a technological
and a financial nature. A technology jump has been made possible by the
good use of ICT and by close relations with the university and specialized
research centres. Access to financing from various national and European
support programmes has stimulated the spirit of initiative of many business
managers, while at the same time placing the Basilicata Research Centre at
the heart of an increasingly solid cooperative network.

The benefits of the initiative are not limited to Basilicata. Indeed, the
whole of southern Italy benefits from the research results and techno-
logical breakthroughs achieved as a consequence of spillovers and
extended networks of the various partners in the centre.
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7.6.3 Second objective: regional competitiveness and employment

This objective aims to strengthen the competitiveness, employment and attrac-
tiveness of regions other than those which are the most disadvantaged. It must
support efforts to anticipate economic and social changes and to promote
innovation, business spirit, environmental protection, accessibility, adaptability
and the development of inclusive labour markets. It is financed by the ERDF
and the ESF.

With regard to the programmes financed by the ESF, the Commission pro-
poses four priorities following the European Employment Strategy: to improve
the adaptability of workers and businesses, to increase social inclusion, to
improve access to employment and to implement reform in the fields of
employment and inclusion (see, for a project example, Box 7.6).

The resources intended for this objective total €49 billion for the present
programming period, equivalent to 16 per cent of the total and divided equally
between the ERDF and the ESF. Of this total, some is earmarked for tapering
transitional support to regions formerly falling under objective 1 but that due to
the accession of the NMSs have seen their relative wealth increase above 75 per
cent of the EU 25 average (the phasing in regions given in medium grey shading
in Figure 7.4).

In the past the regions that were eligible under this objective were a very
mixed bag. The archetype region for this objective is the one that had lost its
industrial base due to technological change and international openness; a case in
point is the northern region (around Lille) in France where the textile and
heavy coal and steel industries had lost their competitiveness and where new
activities had to be found. However, other regions soon emerged that had
probably as many problems. Important among them were the city regions,
where unemployment, notably among the immigrant population, was an issue.
They housed too few competitive industries and services that could absorb this
labour supply. So, urban regions became eligible for projects of the EU cohe-
sion policy too (see Annex 7.1). Now the whole area of the EU that is not eli-
gible for the convergence objective is eligible for the competitiveness objective
(see Figure 7.4).

The new regulation concerning the competitiveness objective foresees inter-
vention around a three-pronged menu of themes:

1 Innovation and the knowledge economy, which seeks to raise the quality of
the regional economic structure.

2 Environment and risk prevention ensures the sustainability of these devel-
opments.

3 Accessibility to transport services and communication technologies ICTs,
aimed at reducing regional isolation from transport and digital networks.

Under this objective, measures can be financed using up to 50 per cent
public expenditure. The ceiling is raised to 85 per cent for the outermost
regions not qualifying for objective 1 status.
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Box 7.6 Ethnic Minority Business Support Network London (UK)

The project aimed at establishing an Ethnic Minority Business Support
Network in Newham, London, to provide a range of specialist support
services for both new and existing ethnic-minority-owned small- and
medium-sized enterprises (SMEs) with a view to increasing the number of
ethnic minority start-ups. The research surveys indicated that failures
within the first year of operation were twice as high for ethnic-minority-
owned businesses than for native-owned businesses. East London and
Newham were especially interested in this project since they have over
90,000 ethnic-minority-owned fashion, retail and hospitality SMEs.

The specialist business counselling and support services oftered by the
network consist of the following: business planning, marketing, techno-
logy applications and innovation, exporting (including to the country of
origin) as well as new learning opportunities such as start-up training,
financial management, marketing and ICT business applications. The ser-
vices offered were customized to SMEs needs and included the delivery of
online business information and learning packages in the workplace.

The key outcomes of the project were: development of four local Busi-
ness Advice Centres in key areas of Newham and of a series of workshops
focused on business advice and development issues. The project supported
750 SMEs, over 400 jobs within SMEs were safeguarded and over 100
new jobs were created. Its total cost was €2 million, of which half was
contributed by the EU SF.

Source: European Commission website Regional Policy, success stories

7.6.4 Third objective: European Territorial Cooperation

Apart from the two long-standing main objectives the EU has introduced a
third objective that aims to strengthen territorial cohesion through cooperation.
It will cover some €8 billion or 3 per cent of the total. It is based on the previ-
ous INTERREG Initiative. It is financed by the ERDF. To grasp the advan-
tages of an EU-wide balanced area development the border problems (see
Chapter 5) need to be overcome, which demands the strengthening of three
types of cooperation:

1 Cross border. Cooperation is often advantageous as common solutions to
common problems may exist. Part is to be taken into account by improve-
ment of transport; however, a much more important part is to be taken by
offering solutions to streamlining national administrative procedures.?*
Important in this respect is also the situation at the external borders. Linked
to the new European Neighbourhood Instrument such cooperation is also
facilitated by the EU.

2 Transnational. Cooperation between functionally related areas (e.g. a river
basin) is advantageous to overcome cleavages due to national administrative
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structures. The EU supports actions conducive to integrated territorial
development linked to community priorities.

3 Inter-regional. In case the partners that can bring the solution to a specific
problem are located in different regions cooperation over a wider area can
take away bottlenecks to development.” The EU supports by establishing
networks and exchange of experience at the appropriate territorial level.

In practice the EU actions aim at promoting common solutions in the fields
of urban, rural and coastal development, the development of economic relations
and the creation of networks of SMEs (see Box 7.7). Cooperation will be based
around research, information technology, the environment, accessibility, natural
and cultural resources and sustainable urban development (polycentric develop-
ment). It does notably apply to networking and exchange of experience.

Regions eligible for funds are those situated along internal land borders,
certain external land borders and certain regions situated along maritime borders
separated by a maximum of 150 km.

In the case of networks of cooperation and exchange of experience, the
entire territory of the Community is eligible. The ceiling for part-financing is 75
per cent of public expenditure.

Box 7.7 INTERREG project in central Europe: enlarging opportunities
for SMEs

The ‘Cross-border Business Cooperation for Central Europe’ project
focused on the exploitation of new business opportunities arising from the
eastward enlargement of the EU.

Supported under the INTERREG IIA initiative, the aim of the project
was to promote transnational economic activities and to assist small- and
medium-sized companies to exploit opportunities in new markets. The
central players in the project were the Austrian regions (federal states) of
Vienna, Lower Austria and Burgenland and the adjacent regions in the
Czech Republic, Slovakia and Hungary. There were also cooperation
arrangements at the institutional level between the respective economic
development agencies and regional management bodies, as well as directly
at company level. The project activities included:

* networking with the relevant players and filling gaps in the existing
range of services offered;

e support for companies, especially SMEs;

e improved marketing of Austria’s ‘competence for the East’ in the
international competition to attract business investment;

e initial and further training activities.

Total cost: €1.2 million of which half came from the EU SF.
Source: European Commission website Regional Policy, success stories
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7.7 Summary and conclusions

e Cohesion policy is given substance in the third stage by defining objectives
in concrete terms, by specifying the instruments available and by setting
priorities as to eligible groups and regions. This framework is reviewed and
adapted with a periodicity of some seven years.

e The EU has mobilized considerable financial resources that it devotes to
cohesion. These are channelled through the so-called SF. They cover some
0.4 per cent of total EU GDP. The size of these funds is a balance between
on the one side the needs and the capacity to absorb by the recipients and
on the other side the willingness to pay for solidarity by the contributors.

*  The main objective of cohesion policy is convergence that is a decrease in
disparity. A considerable share (some 80 per cent) of EU SF’s resources is
devoted to this objective. In order to enhance effectiveness support is highly
concentrated on the regions that are most in need of it (indicated by the
lowest levels of wealth and the highest levels of social problems).

e The EU cohesion policy has two other major objectives. First, to prevent
new problems arising and to increase competitiveness and employment in
other regions than those covered by objective 1. Next, to improve territor-
ial cooperation of regions negatively influenced by border situations. To
these objectives smaller parts of the total package (some 20 per cent) are
devoted.

e The three present objectives do not match very well the three dimensions
of cohesion. Economic and social cohesion are very closely intertwined at
the policy level in both the convergence and the competitiveness objective.
Territorial cohesion finds its expression to some extent in the objective of
territorial cooperation.

Annex 7.1 The urban issue®

Over the past decades there has been a growing recognition that urban areas
were not by definition strong motors for growth of economic activity and social
well-being. On the contrary, in many member states urban areas faced increas-
ingly complex problems consisting of an accumulation in certain neighbour-
hoods of high unemployment and socio-economic deprivation, affecting, in
particular, members of ethnic minority communities. Long-term unemployment
tended to lead to social exclusion while the poor environment often enhanced
problems associated with crime and lack of security. The disparities within indi-
vidual cities were often greater than disparities between the regions of the EU.
Solutions to the problems tended to be difficult as private and public investment
in these areas did not come oft the ground.

In the 1970s and 1980s one saw in the first instance a national response to the
problems. Some member states experimented with area-based policies. They
tended to have a sectoral focus; that means that they were attacking in special
programmes either unemployment by job training schemes or security problems
by interventions in the built environment. As these proved to lack eftectiveness,
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notably the UK and the Netherlands introduced integrated approaches to urban
regeneration. In many countries, however, little was done.

In the late 1980s the awareness grew that many member countries had to
attack their urban problems and that without some experimenting and
coordination the cost of coming to effective solutions could be very high. So an
EU involvement became a real option. The architecture of EU cohesion policy
had provided room for experimenting via the so-called ClIs. Urban problems
qualified as the problems were common to many member states while inno-
vative action was needed. So, in 1994 the EU launched the URBAN I CI.

What type of action has the EU taken? URBAN I adopted an area-based
approach.?” It supported actions in clearly and narrowly delimited neighbour-
hoods with particular high concentrations of problems in cities of more than
100,000 population. URBAN I allocated almost a billion euro to some hundred
target areas with a total population of some three million. It involved both
ERDF and ESF funding. The projects were orientated towards several domains
such as entrepreneurship and employment, physical and environmental regener-
ation and social inclusion. All member states participated with at least one pro-
gramme. To enhance coherence of the total EU policy effort priority was given
to urban areas in objective 1 and objective 2 regions. As with all EU actions
URBAN required the application of the partnership principle; associating
closely local actors to each of the projects.

The evaluation showed that URBAN I has been a success. Measures chosen
were found to be largely appropriate and the programmes had in the large
majority of cases made a significant contribution to targets. The evaluation made
clear that one of the most sustainable impacts of URBAN was the lasting change
in the approach to urban regeneration; all member states have now established
urban regeneration policies that take an integrated and participative approach to
the subject. However, on the score of efficiency the evaluation is less positive;
cost of management, technical assistance and transaction were considered very
high, although this is largely the price that has to be paid for the application of
the partnership principle. Moreover, the effects of learning by international net-
working were found to be disappointing.

Given the success of URBAN I a follow up was agreed on for the period
1999-2006. URBAN II has devoted a similar amount of money to new pro-
grammes for the period 2000-06. A certain number of adaptations were made as
to the selection of the areas; the type of projects to be supported and the mode
of operation that took into account the lessons from URBAN I. For instance, to
simplify procedures URBAN II is only funded by the ERDF (even if this
implies social measures). Since 2006 URBAN-type measures have been ‘main-
streamed’ and fall under the heading of ‘competitiveness and employment’.



8 Reaching objectives by
regulation and coordination

8.1 Introduction

The EU has set its cohesion objectives and has now to put in place the systems
and instruments to realize them. This 1s stage three of the policy cycle. In the
previous chapter we have explained the first important part of this stage: the
financial instruments designed to stimulate private and public actors to improve
the conditions for growth and catch up. However, this is not enough to get the
effect. The second important part consists of regulatory instruments that either
forbid actions of private and public actors that may have a negative effect on
cohesion or prescribe actions that may enhance cohesion. Lighter forms of such
instruments are coordination and consultation. The present chapter will deal
with these instruments.

In its structure’ we will make a distinction between two aspects. In the first
group of sections we deal with the vertical aspect of coordination and regulation,
which means the way the EU actually constrains the actions of its member
states. First, we discuss some general aspects trying to disentangle the intricacies
of such coordination. Next, we deal subsequently with the three ways in which
the EU does this:

1 coordination of efforts of national cohesion policies;
2 limits to national support to firms; and
3 setting of EU standards.

In the next group of sections we deal with horizontal aspects, that means the
coordination of the various policies on the EU level. The objective is to make
sure that the different policies of the EU reinforce each other, or at least are not
contradictory. We deal subsequently with the ways this can be done and with
the choices made by the EU.

A summary of the main findings will conclude the chapter.
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8.2 Vertical: the intricacies of vertical coordination —
some models

8.2.1 Vertical coordination

Economic systems are not likely to come by themselves to outcomes that are
socially desirable. Hence, there is in all European countries substantial govern-
ment intervention in the economy with the aims to enhance economic welfare
(by correcting imperfections of markets) and to realize a number of political
objectives (such as more cohesion). Traditionally the various member countries
of the EU have made their own choices as to specific objectives and forms of
policy (finances, regulation) based on their own preferences, traditions, institu-
tions and so on. The coexistence of such national policies is not sufficient to
come to efficient solutions of cohesion problems on the EU level. So a
coordination of EU and national policies on cohesion has been set up.

The need for such vertical coordination has been recognized right from the
start. The EU has been endowed with a series of instruments to give effect to this
coordination (see Chapter 6). One of the major instruments is regulation. Regula-
tion limits the freedom of policy design and policy making with the aim to frame
policy competition. Policy competition is in principle a good phenomenon as it
tends to keep public authorities alert, sort out best practices and stimulate adapta-
tion to specific circumstances. But policy competition can have negative effects
when it leads to subsidy wars (see section 8.4) or to a race to the bottom in terms
of social standards (see section 8.5).

The EU has elaborated different forms of vertical coordination. We will
detail in the two following sections the main ones. They tend to differ in the
degree to which they combine the use of EU and national instruments to reach
EU and national policy goals. Next we will illustrate the various EU forms of
coordination with practical cases.

8.2.2 Light EU influence: the Open Method of Coordination

In some areas the EU involvement in cohesion is limited by the application of
the principle of subsidiarity, which attributes the prime responsibility to the
member states. However, in order to increase effectiveness on the EU level
some sort of coordination of the efforts of the member states is to be realized.
Over the years the EU has experimented with a series of methods for
coordination. The one that has become the most relevant in matters of cohesion
and related policies is the so-called ‘Open Method of Coordination’ (OMC).

The OMC uses an iterative approach that consists of various actions at each
stage of the policy cycle. Tts essential characteristics are that coordination is based on
the acceptance of the problem as one of common concern, on the common
setting of objectives, on the voluntary cooperation of national governments to
coordinate their efforts, on national freedom of choice of instruments (hence the
term open), and on peer review of the results. No formal sanctions will be taken
against underperforming member states.”
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The OMC necessitates a good interplay of the various institutions at each stage
of the policy cycle. In practice the various stages of the OMC cycle run as
follows:

e Problem. The Commission is charged with the study of the problem.
Member states discuss the quantified assessment and the analytical diagnosis
of the problems. They assess the need for action and agree on the type of
action to cope with the problem.

e Objectives. The Commission is charged with the preparing of proposals for
objectives. The Council defines and quantifies these EU objectives, deducts
from them intermediary objectives for which quantified targets are also for-
mulated and sets timetables for their realization.

o Implementation. The member states draw up National Action Plans (NAPs)
in which they translate the EU objectives in national (and regional) object-
ives and specify the action (instruments) they are going to use and the indic-
ators they are going to use to measure performance. In order to improve the
effectiveness of this process the EU (Commission proposal, Council
decision) sets guidelines as to the type of actions that need to be pursued.

e Monitoring. Member states put in regular reports on their performance on
the indicators chosen and on the progress of their policy implementation.
The Commission is charged with the critical study of these plans and with
the monitoring of the progress. To that end it often integrates these in so-
called scoreboards, observatories or monitors.

e  Evaluation. The Commission and the Council regularly evaluate the situ-
ation and make an international comparison of the instruments that have
been most successful with the objective of mutual learning through adop-
tion of best practices.

The iterative character of the OMC process makes it conducive to constant
improvement. In the beginning there is much fluidity as to the best indicators to
choose for capturing the reality. Next, there is an effort to be made to set up
comparable databases and to complete them progressively. Then, there is a
learning process on policy measures and the institutional context that conditions
their effectiveness. Finally, there is a choice to be made as to the key indicators
that will guide policy targets as working with a multitude of indicators (some
30-50) proves to be distracting from essentials (Atkinson et al., 2004).

The OMC is not only about coordination between the EU and the member
states. Application of the partnership principle (see sections 6.6 and 9.4) has led the
EU to urge the national states to include in the NAPs lower-level governments
and social partners (and even non-governmental organizations). This is particu-
larly relevant as the mobilization of all relevant actors is essential in the legit-
imization of the process, the appropriateness of the indicators and the
effectiveness of the policies.
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8.2.3 Strong EU influence: the Community Method

In other cases where the EU has strong powers and there is a big need for
uniform application of common rules the so-called ‘Community Method’ is
used. The elaboration of such EU legislation follows a certain sequence that has
the following main steps:

e The European Commission has the initiative. It makes an assessment of the
problems, proposes EU action and submits draft texts of the regulation.’

e The Council of Ministers decides by qualified majority voting on the pro-
posal by the Commission.

e The European Parliament debates the proposal and gives its agreement,
which implies democratic legitimization.

This shorthand description of the legislation process leaves out the political
processes of bargaining between difterent actors. The two most important ones are
the Commission and national governments. The latter ones negotiate bilaterally
with the Commission on certain aspects of the proposals and multilaterally in the
Council. In matters of cohesion policy the most important negotiations take place
at the time when the SF regulations need to be changed (that is for every six-to-
seven-years-long programming period). These negotiations are in effect the major
point of vertical coordination between the EU on the one hand and the member
states on the other hand. This can be more or less constraining for the member
states (Mendez et al., 2006) as the illustration of the case in Box 8.1 shows.

Box 8.1 Negotiations on eligibility and area coverage

Critical in the regulation of the EU cohesion policy process is the deter-
mination of the regions that qualify for support of the SF. This mapping of eli-
gibility is essentially the result of negotiations between the member states
and the Commission, each trying to realize as much as possible their own
preferences.

In the period between 1988 and 1999 the designation of objective 1
regions was fairly straightforward. However, the criteria for the other
objectives were quite loose. Member states introduced a wide array of
problem areas with the result that a very high percentage of the EU popu-
lation lived in areas that were in one way or another entitled to aid.

At the start of the negotiations for the regulations for the period
200006 the Commission expressed its strong interest in concentration of
EU aid on the regions with the highest problems. Member states accepted
first, the principle of concentration and next, the Commission’s proposal
that only 40 per cent of the EU population would be entitled to EU
(SCF) aid. As objective 1 regions counted for some 22 per cent of the EU
population further negotiations concentrated on the criteria to designate
the areas that would qualify for the remaining 18 per cent. The Commis-
sion (represented by DG Regio) entered into detailed bi-lateral negotia-
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tions with each member state on area designation. It sought to respect, as
closely as possible, national and EU priorities. In this way an overall agree-
ment could be reached. Remaining hesitations on the side of member
states were taken away by the Commission accepting lengthy transition
periods during which certain areas could be phased out in member states
that had to make the most painful cut backs. Once the principle was
accepted, the ceiling fixed and the objective 1 regions defined the Com-
mission could be fairly lenient as to the final result, because its prime
priorities were not aftected.

Much more adaptation on the part of the member states to EU norms
was required for the designation of areas exempted from the ban on state
aid. In the 1990s the Commission (here represented by DG Competition)
has taken an increasingly restrictive stand. It has imposed its views on the
member states notwithstanding fierce resistance in three ways:

1 It set pressure on the member states by stipulating at the beginning of
the period that all existing derogations would expire automatically at
the end of the period. So, as of 2006, any possibility of allocating in an
individual case state aid would depend on prior agreement of the
Commission on the whole package.

2 It made the areas where the general derogation (Art. 87.3.a) applies,
practically, identically with objective 1. Given the high problem status
of this group of regions the argument was difficult to counter.

3 For other claims on derogations member states had to show why the
derogation had such an importance for each of the areas they wanted
to designate. Controlling aid in these well-to-do areas in order to
prevent distortions in the competition process is the prime task of DG
Competition. So it was very strict in the application of its criteria and
accepted only very few derogations.

Many member states were very frustrated by the process and unhappy
with the outcome. Germany even challenged the Commission’s applica-
tion of its conditions in the European Court of Justice. However, it was
refused what it wanted in this legal dispute, just as it had been refused in
the earlier political struggle.

For the present period 2006—13 the political situation is different. The
main objective is convergence. These areas are clearly delimited and hence
are the areas of the general derogation. For the remaining areas the Com-
mission intends to tighten up considerably the rules on state aids.

Source: Mendez et al. (2006)
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8.3 Vertical coordination: EU frameworks for joint use of
EU and national instruments

8.3.1 Rationale for choice of a stronger coordination method

The EU has become involved in matters of cohesion because national actions
did not suffice to solve the problem eftectively. We have seen that the EU has
elaborated the system of intervention and the rules of its application. These
imply that the member states take the lead in specifying their objectives, elabo-
rating their programmes and implementing their projects. The EU assesses
quality, provides funds and checks results.

In the previous chapter we have seen that the EU has opted for a system
where it intervenes not only in matters of convergence where it helps member
states and regions to catch up, but also in countries that have GDP/P levels well
above the EU average. The objective here is now mainly competitiveness. Had
the EU opted for limiting itself to only one objective, it would have implied the
so-called ‘netting of the funds’, where some countries are just contributors to
the funds and do not benefit from them. These member countries also have
internal problems of disparities. They might have been interested in discussing
the solution for them in the EU framework with the help of the OMC.

However, now that the EU intervenes on three objectives it supports, in a
sense, all member states to a certain extent. The OMC is thought to be too flex-
ible to guarantee the effective use of EU funds to realize EU priorities. So in
matters of cohesion a more stringent coordination method is used.

We recall here the results of the previous chapter where we have indicated
how the EU has set up a system that determined the areas where the EU inter-
venes (objectives), set maximum levels for EU contributions in function of the
gravity of the problems (intensity of support) and suggested the focus by appor-
tioning some funds for special purposes (e.g. Urban or Equal). The system left it
to the member states to respond to the EU priorities within the framework set.
The EU coordinated these efforts. However, the member states did bend their
choices in this coordination framework only in as far as the co-financing they
had to put up for the subject was in their eyes justified given their own
priorities.

In the past this system has worked relatively well because the stated objectives
of the policy were fairly straightforward (limiting disparities) while offering suffi-
cient flexibility to cope with local situations. Nevertheless, the system of pro-
gramming, where the member states set the priorities and used their own
(co-financing) and EU money for the funding of these programmes subject to
limited coordination on the side of the EU, has on quite a number of occasions
produced insufficient emphasis on the EU priorities (see Box 8.2).

In order to be sure that the EU money is well spent the EU, therefore, wants
to have a clearer framework for SF interventions and make sure they meet the
various EU priorities. This stronger influence is clearly justified for those cases
where the EU is the largest contributor to programmes, which is in general the
case in the areas that fall under the convergence objective. However, it has also
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Box 8.2 The case of social inclusion

What problem? The EU member states are all among the wealthier ones if
compared by world standards. Yet there are many EU citizens that do not
have a fair part in this wealth and are stricken by poverty and social exclu-
sion. There are various national systems in place to alleviate such prob-
lems. However, the main mechanisms for distributing opportunities and
resources (the labour market, the tax and social security systems and those
regarding public services such as health) do still leave some people out in
the cold.

Why EU commitment? The member states have agreed that they were
faced with a common problem and that they all had to work on its solu-
tion. Moreover, they agreed that they could learn from each others’
experiences. They have said on several occasions that the EU should be
involved in finding solutions. The EU has committed itself solemnly to
reduce the risk of poverty and social exclusion (European Councils of
Lisbon, Nice and Stockholm).

What activity? The overarching policy aims have been translated into
the following four major objectives.”

1 Facilitate participation in employment and access for all to social
security, housing, healthcare, education, justice and culture.

2 Prevent the risk of exclusion. This has been worked out in three
points: promoting inclusion; preventing over-indebtedness; and pre-
serving family solidarity.

3 Help the most vulnerable. Among them are people facing persistent
poverty, disabilities, ethnic discrimination and children.

4 Promote equality between men and women.

What results? The EU has financed (in the framework of a number of
national programmes) projects that were geared to reducing social exclu-
sion. However, together these did not add up to a clear EU strategy on
the subject. So the EU has introduced the coordination method to help.
The iterative and evolutionary character of the method is clearly visible in
the case of social exclusion. The first round of coordination has provided a
variety of results. First, it has given a clearer view on the scope and struc-
ture of the problem and of the need to come to better and more compar-
able statistical indicators. Second, it brought the recognition of the
considerable differences that exist between member states in the social
policy systems in place. Third, it showed that the set up did not permit a
good evaluation. The second round has produced net improvements on a
number of these scores. However, the improvement of monitoring and
the evaluation remain key points on which in future improvements need
to be made.

Source: EC (2002b, 2006); Atkinson et al. (2004)
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a justification in those cases where the EU contributes relatively less, for instance
in the areas falling under the competitiveness objective. These are located in
countries that are generally highly developed and can assume responsibility for
all projects that do not fall under the EU priorities. For the ones for which they
do ask for support, however, it is only logical that they do show their projects
help the reaching of EU priorities.

One could in this respect even go as far as the adoption in cohesion matters
of the system used for instance in EU science and technology policy where pro-
posals are submitted to the EU and compete for available EU funds. The EU
picks from these the ones that it thinks will contribute most to its objectives. In
cohesion matters the EU has, however, not adopted that system, as it would
have implied a quite radical difference in governance between the convergence
objective that is subject to the programming method and the competitiveness
objective that would be subject to a project-selection method. Moreover, it
would have put the whole burden of ex-ante and ex-post evaluation on the EU
Commission or on a specialized agency. With the subsidiarity principle in mind
the EU has preferred to leave the member states in charge of much of the
process (as described in the previous chapters and the next chapter) and keep the
unity of the governance for the whole cohesion policy.

However, in matters of coordination the EU has chosen to bring its support
more in line with its objectives and priorities by giving stricter guidelines to the
member states as to the subjects it wants to see addressed in the programmes.
This approach follows in principle the same sequence of the OMC as outlined
in the first section of this chapter; however, it details further the targets, moni-
tors better the split of financial support over specific objectives, controls stricter
the fit of national programmes with EU priorities, etc. We detail hereafter two
of the most salient features of this cohesion method of coordination by the
major actor.

8.3.2 Need for and compliance with regulation

The operations of the SF have been subjected to a fairly strict EU regulation.
Such regulation is not self-evident. As a matter of fact the ‘constitutional’ treaties
of the EU demand also in this case the application of the proportionality
principle. We can illustrate the need for strict EU rules to reach certain (non-
cohesion) objectives with two examples:

1 Monetary Union. A common monetary policy leads to the recovery of the
effectiveness of policy making. In order to make the common monetary
policy work, the European System of Central Banks supervises the financial
sector. This supervision can only be made operational by obliging the oper-
ators in the field, e.g. banks to observe very detailed and specific rules about
administration, accounting and control.

2 Internal Market. The completion of the internal market increases efficiency
and hence, wealth. The adoption of very detailed EU regulation on product
specification and certification takes away the cost of compliance for com-



Reaching objectives by regulation and coordination 169

panies that operate internationally under a multitude of different national
regulations.

In the case of the regulations that govern the operations of the EU cohesion
policy such arguments are hardly relevant. Even the opposite is true; European
regulation imposes very high compliance cost on all concerned. The justification
for this choice resides essentially in the principle of accountability of the EU
Commission for the effectiveness of its operations. It means that the Commis-
sion has to be able to show to the Council of Ministers, the European Parlia-
ment and beyond that to the European public at large that the money it has
spent is well used. Given the large variety of national situations the EU wants to
create the conditions that increase the inclination of the beneficiaries to comply
with the objectives of the policy and their capacity to audit the operations.

In order to deal with these problems the EU has opted for the use of the legal
form of the Regulation, as European regulations take immediate effect in all
member states. The basic rules are common to all SF (the most recent one is
Reg. 1083/2006). Others are fund specific (one for the ERDF, one for the ESF
and one for the CF).

Notwithstanding the detailed character of the EU regulation it cannot cover
all the aspects of the practical functioning of the complicated system that is
needed to bring the EU cohesion policy to life. So many national governments
feel the necessity to specify and regulate certain aspects even further. The EU
gives leeway to the member states to do so; however, in order to safeguard con-
sistency with the EU rules, these national rules need to be approved by the
Commission before they can take effect.’

In many cases detailed rules are made to realize an objective but the organi-
zation lacks the means to make people and organizations observe them. Now
compliance with the rules of the SF is not really a problem. The reason is that
the EU has two types of weapon:

1 Specification of mutual obligations. During the negotiation stage of the pro-
grammes (see the next chapter) the Commission exerts influence that leads
to sometimes significant changes in documents; these often include detailed
specifications of the commitments and the obligations of the member state
in question.

2 Withdraw its support. The use of this weapon is not merely a threat but a
reality. Indeed the EU has in several cases obliged member states to repay
subsidies because the member state had not strictly observed (part of) the
rules (for instance on justification of certain expenditure items).

8.3.3 The role of the Commission

The Commission prepares and the Council adopts so-called Community Stra-
tegic Guidelines (CSGs) on economic, social and territorial cohesion. These
CSGs define an indicative framework for the intervention of the funds, taking
account of EU cohesion and other relevant EU objectives. The cohesion
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objectives are formulated as follows: ‘to give effect to the priorities of the
Community with a view to promote harmonious balanced and sustainable
development’ (Reg. 1083/2006, Art. 25). The other objectives have been speci-
fied by the difterent European councils and deal with broad economic subjects,
such as employment or sustainability. We will discuss these later in this chapter.

The guidelines are not very strict. On the contrary, they provide quite a large
menu from which the member states can actually choose to adopt the mix
that is most appropriate in their case for developing national and regional
programmes.

8.3.4 The role of the member states

The guidelines are the framework for the member states to prepare so-called
National Strategic Reference Frameworks (NSRFs) (Reg. 1083/2006, Art. 27).
They should identify the link between Community priorities on the one hand
and national reform programmes on the other. They need to guide the choices
made in the Operational Programmes (see next section) that are made by the
various beneficiaries (regions, etc.).

NSRFs have to have a logical and internally consistent structure. They have
to address the following aspects:

e analysis of the disparities, the weaknesses and the potential;

e strategy, chosen on the basis of this analysis, including thematic and territor-
ial priorities;

e presentation of the concrete actions adopted;

e description of how the expenditure for the convergence and competitive-
ness objectives shall contribute to the EU priorities of promoting competi-
tiveness and jobs;

* indication of the annual allocation of each fund to the various programmes.

We recall here that the elements contained in the list above can all be related
to the first part of the policy cycle. The other parts of the cycle will not be for-
gotten in this set up. Indeed, the whole procedure is to be completed by moni-
toring and evaluation (to be put into effect by the Strategic Reporting by
member states and the EU Commission). These can lead to adaptations of both
the guidelines and the NSR Fs.

8.3.5 The role of the regions

In matters of vertical coordination the EU cohesion policy sets a number of
rules for the relation between EU, member state and region. The general frame-
work for these rules has been given in Chapter 6. Their specification is a matter
of negotiation between the Commission and the member states. Once adopted
they can flexibly be put in practice by the member states in function of the spe-
cific arrangements that the constitution of the member state in question has
made for the distribution of tasks among various layers of government.®



Reaching objectives by regulation and coordination 171

The main instrument through which this coordination occurs is in the estab-
lishment of the so-called operational programmes (OPs). These programmes cover
the whole planning period and are specific for one of the three objectives. They
are financed by only one fund. They are set up in partnership. OPs shall contain:

e analysis of the eligible area in terms of strengths and weaknesses and the
strategy chosen in response;

e justification of the priorities chosen having regard to the CSGs, the NSRFs
and the evaluation of previous programmes;

* information on the priority axes and the specific targets. These targets shall
be quantified using a limited number of indicators for output and results,
taking into account the proportionality principle. The indicators shall make
it possible to measure progress in the realization of the targets;

e breakdown of the use of SCF and a financing plan with the contributions of
other partners;

* information on the management structure and the competent bodies
involved in the execution; the payment and auditing procedures, etc.

The Commission appraises the OPs to determine whether they contribute to
the goals and priorities of the NSRFs and the CSGs. After discussion and revi-
sion the Commission will adopt the OP and it will thereby become the basis for
concrete interventions and their accompanying financial transfers.

The establishment of these OPs is often the result of fierce battles between
the national government and the regions. The former often reserve some com-
petences for themselves and prefer to set up thematic operational programmes
(often sectoral ones: SOPs). The regions claim more competences and the cor-
responding financial resources by favouring Regional Operational Programmes
(ROPs).’

It is important to note that the procedure of coordination outlined assumes a
hierarchical situation in multilevel government. Such a relation is quite adequate
for the two main objectives of cohesion policy: convergence and competitive-
ness. However, it is not for the third objective: territorial cohesion. Here, new
forms of vertical coordination are needed that are akin to networks and bypass
the traditional hierarchy of multilevel government. In the EU these concern
notably cross-border cooperation. The EU sponsors such forms and their insti-
tutionalization. Much experimentation has been done in the past (notably in the
framework of INTERREG; see Chapter 7) that has given rise to a range of
forms with different empowerment of the actors involved in these (Blatter,
2004; Perkmann, 1999). However, on many scores these proved to be inade-
quate so that a new institution was required.

In order to overcome the legal obstacles to territorial cooperation the EU has
established a new legal form, the European Grouping of Territorial Cooperation
(EGTC) (Reg. 1082/2006). To be effective the EGTC has in each member
state the most extensive legal capacity under the national law. Members in the
EGTC may be member states, regional and local authorities and bodies author-
ized to execute certain public tasks. Recourse to an EGTC is optional.
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8.4 Vertical EU law limits national support to firms (state
aid)

8.4.1 Some concepts, some theory

Economic systems are confronted with a number of rigidities. Some of these are
of a behavioural nature, for instance the low inclination of labour to move.
Others are of an institutional nature, for instance labour laws that prescribe firms
to pay minimum wages. As a consequence firms may find it difficult to produce
profitably in a region where the combination of factors needed for production
are not very advantageous. Agglomeration and concentration tendencies
(described in Chapter 3) may exacerbate such problems. The existence of
significant unemployment in problem regions will lead to claims for support.
Government intervention is then justified by both the efficiency and equity
argument (see Chapter 6).

In the course of the past decades most countries have taken up forms of
cohesion policy. They have developed a panoply of instruments (Yuill et al.,
1999), that can be divided into two groups that apply to:

e Firms. This group covers financial benefits (soft loans, investment grants, tax
relief and so on) which is meant to attract industrial activity in view of alle-
viating unemployment in certain assisted areas, or to support existing indus-
tries that have come into difficulty. These instruments are generally called
state aid.

o DPublic sector or individual persons. This group of instruments intends to
improve the location conditions in certain regions (such as the improve-
ments of roads, ports, industrial sites, adaptability of workers, public utilities,
innovation and so on).

State aid has certain negative effects. The most important is that it distorts the
fair competition by favouring certain firms in a sector over others. Moreover, it
may lead to some rent-seeking behaviour of firms trying to justify continued
support by poor performance which in reality is not only due to unfortunate
external circumstance but internal factors such as poor utilization of manage-
ment insufficiencies. Moreover, its very existence may bring a sort of subsidy
race; firms in medium locations claiming support because they find themelves in
difficulty because of the change in the competitive environment.

In the recent past there has been a shift of emphasis in the EU as to the type
of instrument that is best deployed in matters of cohesion policy. This is based
to a large extent on a change in paradigm; one puts more faith in market forces
and less in specific government intervention. As a consequence one now puts
less weight on financial interventions in the market (e.g. through state aid). The
consequence is that more weight is put on the second type of intervention, that
intends to increase the quality of the location factors in a region and thereby the
competitiveness of all firms in such a region.
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8.4.2 Regulation

Given the important distortions that state aid may produce, the EU has since its
start applied strict rules and has even tightened them since. The application of
the proportionality principle has in this case resulted in the abandonment of the
instrument of coordination and in the application of the instrument of unified
EU rules. First of all, they have been set on the constitutional level (Art. 87).
The objective of these rules is to preserve the effectiveness of the main policy
areas of the EU (see Chapter 0).

The EU rules forbid, in principle, all state aid. As state aid favours one firm
over another it distorts the fair competition. The EU Commission is empow-
ered to safeguard the good functioning of the CM and under that role it moni-
tors competition and it controls state aid. It targets most directly aid that is
specific to certain sectors of economic activity or to individual firms.

There are a few exceptions to this general ban. State aid that helps to attain
EU objectives (called ‘horizontal measures’ in common EU parlance) such as the
protection of the environment or the enhancement of innovation are accepted
under certain conditions. Also under this category falls aid that promotes the
economic development of areas where the standard of living is abnormally low
or where there is serious unemployment.

In order to work out these constitutional principles in regulatory practice the
EU has defined the conditions under which state aid can be allowed in so-called
guidelines. Most important for cohesion policy are the guidelines that apply to
regional aid. The main objective of these rules is to prevent governments from
outbidding one another with subsidies, in other words to prevent the richer
member states to propose aid packages that nullify the eftect of aid packages
allowed to the less well-off ones.® To that end the EU has set four types of con-
ditions that constrains state aid:

1 Where. The EU has defined different categories of regions dependent on the
seriousness of their cohesion problems. The broad categories correspond to
the types of regions defined earlier (Chapter 7) but they detail further sub-
categories.

2 How much. The EU has put a ceiling on aid levels for each type of problem
region: that is, the bigger the problem, the higher the ceiling.

3 Who. The basic EU rules (in terms of aid percentage ceilings) are set for
large firms. They are less severe for medium (+10 per cent) and small (+20
per cent) firms. The rationale of this modulation is that aid to small firms is
unlikely to affect in a serious way the competition conditions in the CM.”

4 What. The EU permits subsidies to relieve cost of a structural character — such
as investment in plant and machinery — which is clearly inspired by the objec-
tive of economic cohesion. In view of the improvement of social cohesion
the EU permits the support to the cost of training of people to adapt them to
the new employment conditions. Finally, in terms of territorial cohesion the
EU permits, as a special exception, subsidies to offset transport cost to firms
located in the outermost regions, thereby improving their accessibility.
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Table 8.1 Maximum allowed aid intensities (% to total cost) in different types of regions

(wealth level in % of EU)

Policy category GDP/P level Aid level
Convergence <60 40-50

>60 <75 30
Intermediate >75 30

(formerly <75% of EU 15) (after 2011: 20)
Competitiveness >75 10-15
Source: EC.

Conditions 1 and 2 are detailed in Table 8.1. They give the situation that pre-
vails in the present policy period for big firms. In the past, different categories
and difterent (often more generous) aid levels prevailed.

8.4.3 Who is responsible?

In matters of state aid the EU Commission plays a different role than it does in
matters of the SF. The control of state aid is entrusted to DG Competition (formerly
DG IV) while cohesion matters are dealt with by DG Regio and DG Employment.
The role of the Commission in matters of competition is very extensive. It proposes
the relevant regulations (legislation); it monitors developments (execution); it inves-
tigates cases; it prosecutes infringements of the rules; and it judges these infringe-
ments. Depending on the seriousness of the infringement it imposes fines or orders
firms to pay back the sums they have received from their national governments.
Firms or member states that do not agree with the decisions of the Commission can
turn to the European Court of Justice to have their case reviewed.

In matters of legislation the Commission coordinates with the member states
as the Council has eventually to pass the legislation. This legislation (as far as it is
relevant for cohesion), follows the same periodicity as the budgetary cycle that
also determines the SF cycle (described in Chapter 7). So, the present set of rules
applies to the period 2007-13.

With respect to the other activities (monitoring and adjudication) the Com-
mission is very independent. Although it will weigh in its decision some polit-
ical considerations it is solely responsible and will act independently of national
government influences.

8.4.4 Size of state aid

The annual spending on state aid is very considerable: some €60 billion a year
(figures for the years 2004—05). This means that this spending exceeds the
spending of the SF, which amounts to some €50 billion a year for the planning
period 2007-13.

The spending on state aid has gradually decreased over the past decades (see
EC, 2000b). This decrease is due to two factors. First, the increasing strict
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control of the Commission. Second, the change in paradigm; direct aid to firms
is now deemed less effective than indirect aid to competitiveness.

Notwithstanding this drop, state aid remains very important. A few cases may
illustrate this. Aid to agriculture absorbs (apart from the EU support to the
sector) some €14 billion. For manufacturing industry and services roughly the
same amount is spent. Other important categories are environment and R&D.
Finally, regional aid needs to be mentioned.

The biggest spenders (per head of population) in matters of regional state aid
(RSA) are Germany (that has to cope with the problem of its new federal states)
and Spain (that has increased the use of the instrument of RSA over the past
decade). Two cases of state aid in Germany are given in Box 8.3. Most of the
other countries in the West and South of the EU spend more or less the same
sums per capita as the EU average. The countries in the East, however, show
very low aid levels (some 30 per cent of the EU average). This East—West split is
an illustration of the way in which the richer countries outbid the poorer ones
for state aid. This has very significant anti-cohesion eftects and is the justification
for continuous vigilance of strong action by the EU Commission to curb such
state aid.

Box 8.3 Authorized and unauthorized state aid

Schott Lithotec planned to build a plant in Hermsdorf (Thuringia, an
assisted area in east Germany) for the production of calcium fluoride crys-
tals for optic lithography used to produce wafer steppers. The proposed
state aid amounted to €80 million out of a total of €230 million in eli-
gible cost. The Commission has authorized the aid. It thereby gave three
considerations to justify its decision:

1 The plant would create 560 direct jobs for highly educated and
roughly 1,000 indirect jobs, so the project contributes to the employ-
ment and the knowledge society objectives.

2 The sector does not suffer from over capacity, so the risk of the
project distorting the CM is small.

3 The support stays within the limit of 35 per cent set for aid to large firms
in the area, so respects the caps set by the EU regulation on state aid.

The Treuhandanstalt was a German state holding, set up to privatize
former state-owned companies in eastern Germany. IFA, a heavy truck
producer, was sold by the Treuhandanstalt to Mercedes Benz. There was
no open tender. The Commission wanted to know whether the price paid
by Mercedes was justified. They asked an independent expert, who arrived
at a higher value for the company. The Commission found that the dif-
ference between the two constituted eftectively a state aid that could not
be justified under the prevailing rules. They obliged Mercedes to pay the
difference to the Treuhandanstalt.

Source: Ofticial Journal J L5, 9-1-1997
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Interesting in this respect is the comparison of the RSA with the support the
various member states get from the SF. In the EU as a whole SF support far
exceeds RSA. The ratio of the RSA to total regional support (RSA/(RSA+SF))
is very low in the East (the NMSs) as the level of state aid per capita is very low
whereas, the SF support is very high. In the South (Spain, Portugal, Greece) the
ratio is low, given the considerable sums these countries get from the SF.
However, in the bigger member states of northwestern Europe the ratio is quite
significant as these countries get little out of the SF and have the capacity to
spend much on state aid. (In 2004 the ratio was about one-third for Italy, France
and the UK and about half for Germany.)

EU rules about the limitation of state aid have been set in order to preserve
the effectiveness of the instrument in the less-well-to-do countries of the EU.
They do constrain considerably the possibilities of the richer member states to
influence the situation in their problem regions with the instrument of support
to mobile firms. Many of these countries are confronted with considerable
internal disparities though. So they will have to find other instruments to cope
with these problems.

8.5 Setting of EU standards

8.5.1 Social standards

The stipulations of the Treaty (Art. 137) offer the possibility to impose
minimum EU standards. The use of such standards is, however, the subject of
much debate. Many think' that standards should be an essential instrument to
realize progress on the social dimension of European integration. This is a wide-
ranging notion covering very heterogeneous policies regarding salary, working
conditions, social security, trade unions, professional training, equal treatment of
men and women, co-determination, etc. (EC, 1994b). Others are more cautious
and say that the application of the two main principles of subsidiarity and pro-
portionality do not produce clear-cut results that support going in that direction.
This may be illustrated with the case of social standards (see Box 8.4).

Box 8.4 Social standards

In member states that have high social standards labour costs are higher
than in states with low standards. This has given rise to the accusation of
social dumping: employment will be lost in the former states and won in
the latter because firms faced with losses in market shares due to high cost
will relocate to low-cost, low-protection locations. National governments
have few possibilities left to counter such tendencies. EU integration
makes that they can neither use the instruments that apply to goods and
service markets (hamper free movement), nor those of a macro economic
nature (a devaluation is precluded by the monetary union). EU regulations
setting for all member states minimum standards on wage levels, social
provisions and health and safety could be a solution to the problems felt.
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There has been much controversy on this issue. The arguments in the
debate on EU-wide standards can be summarized as follows:

*  Advocates, also called ‘regulatory school’, argue that EU standards
prevent ‘unfair’ competition from countries that have low social
standards to wipe out activities in the countries with highly developed
welfare states. This would set in motion a downward spiral in social
protection with considerable negative eftects of two types. First,
serious social problems may lower productivity. Second, labour
market institutions may become less efficient as the positive external
effects of regulation are forgone."!

*  Opponents, also called ‘competition school’, argue that standards
restrict the functioning of markets. This causes two problems. First, a
regional problem as standards increase the cost level of the below
average income member states, which restricts their chances of com-
peting successfully on product markets, which in turn increases the
chances that they will become demanders of cohesion policy support
and hence become dependent on transfer payments.'> Second, a social
problem as EU standards increase the rigidity on labour markets,
which is one of the major causes of unemployment; the unemploy-
ment in the less developed areas can also lead to mass out-migration
with uncertain welfare effects both in emigration and immigration
countries. To avoid such problems one should refrain from standards;
the increase in wealth that will be engendered by the high competi-
tiveness of the catch-up countries (regions) will then in turn lead to an
increase in the level of social security and hence to convergence of the
levels of protection in the EU.

A general conclusion as to which approach is the best is not possible;
case-by-case solutions have to be found. The preference, thereby, is for
EU standards formulated as a set of common objectives, one should be
careful not to go into too much detail and into standard procedures."

The regulatory activity of the EU has the big advantage that it does not involve
any visible redistribution. However, regulation that imposes uniform standards
does have a redistribution effect. It comes about because the costs of their
implementation are borne by those who are subject to regulation. These costs
can be different for different countries. For instance, countries that have already
national rules in place (standards) that are grossly equivalent to the ones the EU
wants to impose will not have any particular cost or drop in competitiveness.
However, member states that have to come up to new standards can sometimes
only do that at the cost of government expenses (e.g. minimum levels of old-age
benefits) or to the companies (implementing equal standards of safety at the
work place). The latter can lead to a drop in competitiveness and hence to a
drop in wealth levels of the country in question. So one sees that there is an
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internal conflict in cohesion policy between the economic and territorial cohe-
sion on the one hand (pleading for few and low standards) and social cohesion
on the other hand (pleading for many and high standards).

The setting of high standards may actually trigger higher financial redistribu-
tion and transfer payments. This case will occur when a country, due to high
standards, loses competitiveness, experiences a drop in wealth levels and
becomes, thereby, eligible for support from the funds. A case in point is
Germany who has integrated the new federal states (Bundeslaender) and imme-
diately introduced western standards. In order to avoid such situations many
countries are fiercely opposed to extending the realm of EU standards.

8.5.2 Services of general interest

Strong lobbies have pushed the idea of equal access to high-quality Services of
General Interest (SGI) as the best means to promote territorial cohesion (see
Chapter 5). The notion of services of general interest is already taken up in the
treaties."* The term is not further defined in the treaties. In EU practice, however,
it relates to services to which governments attach certain public service obligation.
Under present EU conventions member states’ governments are free to classify
certain services to be of general interest in case they think it necessary to guarantee
access to them at affordable prices for everyone, irrespective of the geographical
situation of their residence or location. In practice it often concerns large
network-related services such as transport, energy, postal services and (tele)com-
munication. The determining on the EU level of certain rules or standards as to
SGI has run into several difficulties. First, it did not prove to be easy to select the
types of services, to define what is meant by quality, affordable prices, equal access,
etc., nor to evaluate the consequences in terms of public budget expenditure and
burden sharing. Second, the application of the subsidiarity principle (that is the
determination of the role of the EU) did not prove to be easy at all in this case.
After a wide-ranging consultation it was agreed that this field is one of a joint
responsibility between member states and the Union. The EU has, however, not
been given a very strong role; it has no power to set standards, or regulate other
aspects. It has merely been asked to monitor developments. The main respons-
ibility for guaranteeing access to the services of general interest is entrusted to the
member states, taking into account the specific situation of service, time and place.

In view of these results the ideas about a framework Directive for all SGI has
been abandoned; the Commission has decided to follow where appropriate a
sectoral approach (e.g. specifically on electricity or telecom).

8.6 Horizontal: the systemic aspects of achieving
consistency between EU policies

8.6.1 The EU between the national and the world model

Whatever the geographical level at which public authorities operate (regional,
national, European or international), they all have to find organizational solu-
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tions to solve the problem of consistency between their various specialized pol-
icies (e.g. cohesion, competition, environment, trade). This is never easy. At all
levels and in all fields there is a tendency to specialize further and to let the
policy process evolve as much as possible within each specialization. So there is
a big need for horizontal coordination. In the following sections we will discuss
how this type of coordination has been given shape by the EU.

The EU has taken upon it to limit the risk of non-consistency among its pol-
icies by horizontal coordination. As we mentioned in Chapter 6 this has even
become a constitutional obligation. The way in which this constitutional obliga-
tion was to be put into practice did, however, raise quite a few problems.
Indeed, improvement of horizontal coordination is an uphill fight. The main
opponents argue that it is complicating an already involved process with all the
risks of slowing it down and making it more costly.

The EU has opted for some experimentation and has elaborated in a practical
way an EU solution to this general problem.

In the beginning, the problem the EU had was limited in the sense that it had
only a few policy fields for which it assumed responsibility. Later, with an increased
number of fields and a deeper involvement of the EU through more funds and
more constraining regulation the problem became much more important.

The solution has also evolved over time. The EU had to define its model as a
supranational organization somewhere between the model of a national state and
the model of an international organization in the classical sense. We will detail
hereatter the latter two models and the specific features of the EU model.

8.6.2 The national model

Many countries show quite some disparity between their regions and social
groups. They try to solve this problem of lack of cohesion with a number of
policies. The most important are policies that deal in a specific way with each
dimension of cohesion. For economic cohesion a regional policy is pursued
using a battery of instruments often comprising support to investment, to infra-
structure and to schooling. For social cohesion, welfare-state policies are
pursued comprising elements such as social security and taxes. Finally, for terri-
torial cohesion, spatial planning is done with specific instruments such as control
on developments and transport infrastructure.

However, national governments also use quite an extended range of other
policies to promote cohesion. Important, in this respect, is the support to infra-
structure. The national priorities for major infrastructure works will take into
account the needs of improved accessibility of the least-favoured regions of the
country. In the past when railways were national companies under complete
government control the tariff structure of the railways was often set in such a
way that transport on links that were important for stimulating cohesion was less
costly than the same traffic between major centres (in other words it comprised
an implicit subsidy to firms in remote areas). Modern EU transport policy has
done away with the latter type of practices but infrastructure provision is still an
important instrument to foster internal cohesion of countries.
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National states execute important tasks in other areas as well. We may cite
the regulation of environmental quality, the setting of social standards, etc.
Many of these policies have an intended positive impact on internal cohesion.
For instance, national financing of public services such as health tends to be pro-
vided at the same price and the same quality in all regions irrespective of their
tax contribution to the cost of the national health system.'> Moreover, the social
security system maintains income in high-employment regions.

The national institutional systems tend to be conducive to consistency of
various policies. In other words the political institutions on the national level
make that the chances are weak, that the effects on economic and territorial
cohesion are not taken into consideration while elaborating such national pol-
icies without an explicit cohesion objective. We can explain this with a few
examples. Countries that have a district system for representative democracy
have a built-in coordination, as local politicians will be very keen to see that the
national government supports projects that benefit their constituencies. Even in
countries with proportional representation it is very likely that the political
process will take the regional impact into account while hammering out new
policies. Moreover, in matters of all three dimensions of cohesion, national
political systems have built-in checks as pressure groups have no difficulty in
getting the attention of policy makers (take for instance the case of trade unions
in matters of social cohesion, industrialists of remote areas in matters of eco-
nomic and territorial cohesion, etc.).

8.6.3 The global model

The world is confronted with large disparities between countries. There is a
strong correlation between economic and social disparities on this level. A
particularly problematic aspect of the global situation is the large number of
people that live in absolute poverty; notably in the countries with the lowest
incomes per head (e.g. Bangladesh). Poverty alleviation and the improvement of
the catching up of poor countries with the developed countries is a stated policy
goal of international organizations. On the international level there is not one
organization that covers all policy fields such as the national state or the EU. On
the contrary there is a multitude of specialized organizations each with its proper
objectives and internal rules (Molle, 2003)."

One way to improve the global cohesion situation is via support to economic
development; this task is notably entrusted to the World Bank (WB). Social
cohesion matters are not very far developed on the global level; the WB does
some work in this area, while the International Labour Organization (ILO) pro-
motes social justice, human and labour rights and standards that take away some
risks of exclusion. On the global level there is no organization that is specifically
concerned with territorial cohesion.

The method for the improvement of the economic situation is bilateral and
multilateral development aid (akin to the cohesion policy on the EU level).
Some of this may be called social (e.g. food aid and aid to refugees) as it is
specifically directed to disadvantaged groups. Moreover, some support is given



Reaching objectives by regulation and coordination 181

to social development such as reform of institutions and education, but this is
often in the perspective of creating the conditions for better growth. The impact
of such policies on the diminishing of disparities has been limited. So, much
attention has to be put on the harnessing of other policies with a potential posit-
ive effect on global cohesion.

The most obvious example of such a policy is trade; permitting access of the
Less Developed Countries (LDCs) to the markets of developed countries. The
World Trade Organization (WTO) has set very strict rules for the way in which
trade has to be conducted (similar to the internal market of the EU). One basic
principle is non-discrimination. However, in view of the barriers for LDCs in
matters of market access the WTO permits exceptions to the principle in the
form of Generalized Systems of Preferences that the developed countries can
give to LDCs. Unfortunately this is not a very effective measure for several
reasons. First, with the general decrease in tariff levels the preference is eroded.
Second (and more important), developed countries have maintained other trade
barriers for a large number of products that are of considerable importance to
LDCs. Particularly relevant in this respect is the way in which the developed
countries support their agriculture (up until now accepted by WTO). They
block imports of LDCs into their countries and hinder LDCs exports to third
countries. Many estimate that this annihilates the effects of development aid
transfers.

Another example concerns the global monetary and financial institutions. In
principle the International Monetary Fund (IMF) improves the stability of cur-
rencies and in so doing improves the macro economic environment that is
generally conducive to growth. However, in practice the institutions do not
always work out in such a positive way. In order to be able to benefit from
financial support of the IMF, the latter gives detailed prescriptions as to the
policy packages and institutional set up of LDCs. To many observers such con-
ditions run counter to the long-term convergence of these countries. Unfortu-
nately there exists no formal platform at the global level for safeguarding the
consistency of policies.

A third example is in the field of the environment. The global policy meas-
ures taken to limit the negative effects of greenhouse gases (Kyoto Protocol)
have adopted the principle of common but differentiated responsibilities. It
implies that no targets have been set for the reduction of emissions by less
developed countries. This is understandable from the point of view of their low
contribution to overall pollution levels and their limited financial capacity to
contribute to investments that are needed for abatement.

The three examples given here show clearly how large the differences may be
of the effects on world cohesion of these different policies. Coordinating these
policies remains, however, a very difficult exercise, given the fragmented struc-
ture of the global organizations and the political economy that determines the
actions of the major national players. The results of some efforts constitute at
best a very fragile equilibrium that is at a constant risk to be broken by new
incidental developments.
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8.6.4 The EU model

The EU occupies an intermediary position between the national and the global
model of horizontal coordination (Molle, 2006). We recall here a few funda-
mentals that were described in Chapter 6.

In the first instance the EU model contains a number of policies that aim at
optimizing the allocation function (e.g. internal market). In the second instance
it provides for a number of policies that pursue goals such as stability (e.g.
EMU). In the third instance it contains a policy to combat disparities by a cohe-
sion policy. There is a need for a constant checking whether EU policies are
designed in such a way that they corroborate each other or at least do not con-
tradict each other.” We remind here the preponderance of the first instance
policies over the others, including cohesion. This dominance is very visible in
the increasingly strict application of the rules on state aids that are meant to pre-
serve the good working of the CM (see also Chapter 11).

The specific cohesion policy is based on a set of measures that aim to stimu-
late the competitiveness of regions and the inclusion of social groups. These
measures apply to the supply side of the economy; that is to the improvement of
the conditions for convergence (catching up) such as infrastructure, institutions,
etc. This is thought most appropriate because such expenditure can be geared
towards specific needs (including compensation for negative integration eftects).

However, many of these measures do also come in the framework of other
EU policies. The most obvious examples are in the field of the environment
(the cleaning up of polluted sites), transport (building of new infrastructures),
employment (retraining of workers) and R&D (creation of innovation centres).
So a close coordination between these (horizontal) policies and cohesion policies
is warranted."®

However, the very organization of the EU (which has its foundations in
some cases in the treaties, e.g. the special place for agriculture) makes that this
coordination is difficult to put into practice. The internal organization of the
various EU institutions is always according to the same specialist lines. To give
an example: the specialist DG of the Commission (e.g. Agriculture) elaborates a
proposal. It thereby consults the parties that represent the interest of the agricul-
tural sector that voice their opinions through two channels: specialist advisory
committees and lobby groups. The proposal of the Commission is then trans-
mitted to the Council of Ministers that meets for the occasion in its composition
of the 27 national ministers of agriculture. The European Parliament when it is
asked to pronounce itself will do so via its specialist Committee on Agriculture.
So, the whole process is organized in a way that tends to be a closed circle of
partial interests.

Yet other interests have to be taken into account to avoid that one policy
goes contrary to the objectives of another policy. Such cases are frequent. For
example, a project that seems to be very good for cohesion (e.g. a new airport
in a remote area that will enhance its attraction for tourism) may have a negative
impact on the environment. On the other hand, a project that is good for the
environment (e.g. the setting of environmental standards) may be bad for cohe-
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sion as it limits competitiveness. Such standards raise the cost of firms in, for
example, the NMSs (that up until now had more lenient regulation), thereby
putting in jeopardy many jobs in these countries that are already confronted
with heavy unemployment."

To make sure the objectives and workings of the various policies are consistent
the EU has imposed that cross-policy impact analyses be made before a specialist
policy is hammered out (e.g. the effect on cohesion of monetary union). It means
that the different DGs of the Commission have to coordinate their proposals for
legislation or budget spending and adapt them in function of the results of the pos-
sible impacts. (In Chapter 11 we will go further into this subject.)

8.7 Horizontal: the practical aspects of achieving
consistency among EU policy areas

8.7.1 The main EU objectives and the key EU instruments

In the recent past the EU has on several occasions tried to define some overar-
ching policy objectives. These have usually been set in meetings of the Euro-
pean Council, that is in meetings of the heads of government. The strategic
decisions are often referred to by the name of the city where the meeting was
held. In the past the Council has defined such strategic objectives as to cohesion,
employment, competitiveness and sustainability. Now the objectives are not
always matched by instruments. For cohesion the EU has the instrument of the
SF. For the other objectives the financial resources available are much weaker.
So the EU has set as an expressive objective to use the SF in such a way that
they are also conducive to reach the objectives of its other major policies.”
These objectives have been specified on several occasions.

The Lisbon Council of 2000 defined as the major objective of the EU ro
become the most dynamic and competitive, knowledge-based economy in the world by
2010. The Council of Nice of the same year has specified that this should go
hand in hand with poverty reduction and improved social inclusion. The Gothenburg
Council of 2001 agreed to a strategy that added an environmental dimension to the
Lisbon strategy. The Council established, moreover, the principle that eco-
nomic, social and environmental effects of all policies should be examined in a
coordinated way and taken into account in decision making.

The EU cohesion policy overlaps with other policies; notably employment
policy. So, vertical and horizontal coordination tend to overlap. The OMC is
set up to deal with this combined cohesion, social and employment policy.
Every two years the member states have to make a NAP on employment. Paral-
lel to it they also make a NAP to combat poverty and social exclusion. As dis-
cussed in the previous sections they also have to make NSRFs for cohesion
policy. The EU sets certain rules as to the structure of the NAPs; they need to
give a description of the problems, the institutions and the instruments. The
national policy measures used need to be geared to the causes of the problems
and the EU policy priorities. These factors may seem self-evident but the prac-
tice has shown that in this respect much progress can still be realized.
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The recent past has shown that it is impossible to reach this set of very ambi-
tious objectives within the time set and with the instruments available. The
instrument of the OMC (on which much of the implementation of these strat-
egies depends) is indeed too weak to produce the desired eftects.

The OMC has worked well in areas where realistic and clear policy goals
have been set. It was ineftective in those areas where goals were broadly defined
and the national instruments are insufficient for reaching those goals. A particu-
lar worrisome case is where national institutional factors inhibit the putting into
effect of policies capable of reaching the set objectives. So, if member states do
not put up the necessary resources or do fail to make the necessary institutional
changes, the targets on the EU level will not be met. Moreover, the simultane-
ous reaching of a series of objectives through the coherent deployment of
national and EU instruments proved a very difficult exercise in practice.

Improvements in the match between objectives and means have to be made
by either the deployment of stronger instruments or by the setting of less ambi-
tious objectives. The member states have done both:

e Objectives have been redefined to more realistic proportions. The EU has
given up the ambition to reach, by 2010, the targets set by the Lisbon
Council and to pursue them in a fully integrated way. For all practical pur-
poses the overriding objective of the EU for the coming years has been
reformulated as the enhancement of competitiveness for higher growth with
more and better jobs leading to more cohesion. Moreover, the EU pursues
the objective of improvement of the sustainable development (e.g. EU,
2004b).

o Instruments have been adapted. First, the OMC has been made more con-
straining than in the past by a stricter framing of national actions within EU
priorities. Second, the SFs have been instrumentalized to foster jointly
cohesion, employment, competitiveness and sustainability objectives. As a
matter of fact 60 per cent of the amount of money earmarked for the con-
vergence objective and 75 per cent of the money for the competitiveness
objective has to be spent on programmes with the explicit objective to con-
tribute to the ‘Lisbon’ goals.

8.7.2 Contribute to EU competitiveness

In a world that is increasingly globalizing, where economies are increasingly
open to external trade challenges and where new economies are quickly devel-
oping their potential, the EU can only safeguard its level of wealth and employ-
ment by keeping abreast in terms of competitiveness.

In the framework of the Lisbon Council strategy for more competitiveness a
whole series of policies are pursued, that can be captured under the following
four headings:

1 Industrial structure. Promoting the renewal of the industrial structure, notably
the competitiveness of enterprises in a fully integrated single market.
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2 Innovation. Strengthening innovation by an increase in the European effort
in research and technological development.

3 Labour force. Improving the quality of the labour force and adapt it to the
knowledge society by adequate education and training programmes.

4 Transport and telecommunications. Connecting the various parts of the Euro-
pean spaces through EU-wide transport and telecommunication networks.

The first two are closely associated with economic cohesion, the third with
social cohesion and the last with territorial cohesion.

The cohesion policy and competitiveness are not antagonistic entities; on the
contrary they reinforce each other. As a matter of fact cohesion policy can make
an important contribution to achieve the ‘Lisbon’ goals. The coherence of com-
petitiveness policy and cohesion policy can be seen on two points:

1 Objectives. The main objective of cohesion is convergence; and the catch up
of the backward regions and countries can only be achieved by enhanced
growth that in turn is dependent on the improvement of the factors that
shape competitiveness. The second objective of cohesion policy is the
enhancement of the competitiveness and employment in the other regions
and countries of the EU. This will have to be done by taking away a
number of structural weaknesses. Progress on the competitiveness score will
mean an enhanced capacity to deal with social problems such as exclusion.

2 Instruments. The policies that were mentioned under the four headings for
the EU have their counterparts in the tasks that are carried out at regional
level; they are the most important areas of activity of the SF.

8.7.3 Employment: more and better jobs

The second part of the stated objective is to arrive at more and better jobs and
to a reduction in poverty and social exclusion. We have seen that the capacity to
realize the former (that is to provide paid jobs to the active population) deter-
mines to a large extent the degree to which the latter objective (more inclusion)
can be reached. For some time the greatest concern of European citizens, irre-
spective of their nationality, is the risk of unemployment. This has led to action
by the EU to implement the European Employment Strategy. The reason for
EU involvement (subsidiarity test) has been twofold:

1 The EU was partly responsible for the problems created® (in so far as open
trade policies and globalization entailed heavy job losses) and thus had to
take responsibility for the solution.

2 Member country policies are insufficiently effective.

The proportionality test (instruments) led towards the choice of a light form;
the OMC of national policies coupled with financial support from the ESF.

The question about the type of EU involvement that is needed is thus mostly
about the intensity of the EU instruments used. Given the persistence of unem-
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ployment there may be some question about the lack of effectiveness of the set-
up chosen. However, there are reasons why a stronger regulatory involvement
of the EU does not seem to be more effective. The main one is the uncertainty
about cause—effect relations. So, the best solution cannot be prescribed but needs
to be found by experimentation. Successful experiments are very much depend-
ent on national societal choices and national institutional conditions. This
involves decisions as to the level and the duration of the unemployment bene-
fits, dismissal procedures, etc., that countries are unlikely to be subjected to EU
norms and standards. So, simple adoption of policy recipes from other countries
is not adequate and national governments are best placed to judge what adapta-
tions would be most appropriate.

So, notwithstanding considerable pressures to set in motion more effective
and more constraining EU instruments a continuation of the present policy set-
up is likely. In that light it is good to note that the available cohesion policy
instruments give significant support to the employment objective; the CSG,
indeed, put a very strong accent on jobs and growth.

8.7.4 Innovation and knowledge

The notion of knowledge-based economy recognizes the structural changes that
are going on in the modern economy. The EU’s wealth during the past era was
largely based on its qualification in matters of the material-based economy: that
is manufacturing industries, such as cars, etc. Now the structure of the economy
has gone into more immaterial things related to knowledge. Here we find activ-
ities such as R&D, but also software development and web-based services. The
EU has in the past realized adaptation to the new challenges (e.g. in energy use
from coal to oil-based energy) and intends to do the same now (e.g. from oil to
durable energy). To that end a lot of innovation of products and production
technology is needed.

8.7.5 Sustainability

The EU is confronted with difficult environmental problems. Some of these
have to do with pollution; the abatement of pollution engenders considerable
cost. Others have to do with preservation; these programmes too put a cost to
society. However, a key element of the Gothenburg agenda is the recognition
that the pursuit of environmental improvement does not only put a burden on
society in general and certain activities in particular, but that sustainable devel-
opment does also present significant economic opportunities. The development
and wider use of environmentally friendly technologies in sectors such as energy
and transport can unleash a wave of innovation and investment and thereby lead
to new growth and higher levels of employment.*

The question is then how such a spur of innovation can be achieved. The
EU policy framework is in this respect somewhat similar to that for cohesion.

First, there are the EU environmental programmes that take up about €2
billion a year (EU budget for the 2007-13 period). A comparison with the total
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funds available for cohesion (Table 7.1) shows that the specific funds for
environment are fairly limited.

Second, there is the EU regulatory activity. This applies mainly to:

Environmental standards. These define, for exmple, the quality of air and
water in numerical values about the maximum accepted content of pollut-
ing elements. Another example is the maximum of content of pollutants in
exhaust gases of motor cars. In order to comply with such standards often
very large investments are needed to restrict emissions by industrial and
private users and to treat existing resources (e.g. water basins).

Constraint on state aids. DG Competition considers a restrictive policy is jus-
tified because aid to firms to reduce pollution risks making a mockery of the
polluter pays principle and the related principle of internalization of all cost.
Moreover, it considers that EU standards are a legal obligation and firms
should not be subsidized to conform to such obligations. However, excep-
tions are allowed, for instance, to clean up contaminated land where the
owner can no longer be traced or to develop new technologies for efficient
or renewable energy use.

While carrying out explicit cohesion policies, such as regional policy (for

example, with infrastructure projects), due account should be taken of such
matters as environmental policy objectives. The SF regulation and the CSG do
indeed make aid conditional on compliance with a number of such other policy
objectives.

8.8 Summary and conclusions

In the third stage of the policy cycle the instruments have to be specified.
Next to the financial instrument (previous chapter) the EU uses the instru-
ments of regulation and coordination to reach its objectives. Regulatory
instruments forbid certain actions of private and public actors that may have
a negative effect on cohesion or prescribe other actions that may enhance
cohesion. Lighter forms of instruments that tend to improve the consistency
of policy making by different actors are coordination and consultation.

One distinguishes between wvertical aspects, where the EU determines the
framework for lower forms of government such as member states and
regions and horizontal coordination where difterent services of the EU have
to make sure that their policies are consistent.

In the group of vertical instruments the lightest form is coordination, which
leaves most freedom to the member states. The EU has developed in cohe-
sion matters an original form of coordination that uses the setting of national
goals as a function of EU objectives, and the regular reporting of results of
the actions by the member states to foster the effectiveness of cohesion
policy and the consistency of cohesion policies with other policies such as
employment.

However, there are quite a few cases where this is not sufficient to get
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results. Here the EU uses the Community Method that regulates in detail
the joint eftorts of the EU and the national governments and defines targets,
areas of intervention, intensity of support, etc.

e A very strong instrument used by the EU in vertical matters is the limiting of
state aid. The general constitutional rule forbids such aid, but exceptions are
allowed under certain conditions. The EU regulations specify these con-
ditions: the locations (where), the type of projects (who), the type of invest-
ment (what) and the amount (how much).

* Another strong vertical instrument is the setting of standards that apply
through the whole of the EU. Notably in the sphere of social protection a
number of such standards have been set, but in general the EU has been
very cautious in the use of this instrument. Some attempts have been made
to use the instrument for territorial cohesion but these have not resulted in
clear EU action.

e In matters of horizontal coordination the EU has a bigger problem than
national governments. This is related to the fact that much of the decision
making is done in specific pillars dominated by sectoral interest. However,
overarching objectives have been defined and methods to foster consistency
introduced.

¢ Consequently, there is in general no divergence between stated objectives
of the different policies. Actually the support EU cohesion policy instru-
ments give to reach other EU objectives is now well defined and to a
certain extent integrated into the total EU policy system.

e The EU cohesion instruments are only a part of a battery of national and
Community instruments. All of the former and much of the latter (through
the choice of priorities) are actually in the hands of national governments.
So much depends, therefore, on the member states to arrive at a balanced
result in terms of the various objectives.
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9 Implementation and delivery

9.1 Introduction

This chapter deals with the fourth stage of the EU cohesion policy cycle: the
actual putting into effect of a policy by deploying financial and regulatory
instruments. So this stage is very much about questions of governance. Getting
governance right is not easy. Decades of practice with the operations of the SCF
have shown that it is even more complicated in the multilevel framework of the
EU cohesion policy. The architecture of the system does permit a lot of leeway
to national and local actors. This entails the risk of loss of effectiveness due to a
distortion of the policy as the agents responsible for the implementation are
tempted to use the EU resources for national or local objectives.'

In the previous chapter we have described how the EU has tried to cope
with some of these problems by elaborating an increasingly detailed regulation
of the whole process of its cohesion policy. The member states and all other
organizations involved in the SF operations have to comply with these rules. In
this chapter we will see in detail how this EU system is elaborated for the imple-
mentation stage.’

The basis for the analysis in this chapter is different from the ones used in the
previous chapters. Whereas the negotiation and regulation needed for the real-
ization of the previous stages of the policy cycle have attracted much attention
from both theoretical and empirical academic analysis, the literature on the
implementation stage is very scanty. What is available is often specific on
particular segments of implementation, in particular the fraud issue. So this
chapter is largely based on experience; on the one hand, the experience gained
by the EU instances (Commission and Court of Auditors (CoA)) and on
the other hand, expertise gathered by practitioners (such as consultants and
operators).’

The structure of this chapter is as follows.

We will start with the conceptual and theoretical foundations for organizing
implementation. We will thereby use again the concept of the policy cycle but
adapt it to the aspects that are essential for policy delivery. Next we will detail
the conditions that need be fulfilled for institutions to have the capacity to
implement effectively the EU cohesion policy.

The conceptual framework thus elaborated will be used as structure for the
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discussion in the rest of the chapter. This means that we will devote a separate
section to each of the stages in the delivery cycle: namely, creating institutions,
building partnership, programming actions, managing implementation, monitor-
ing progress and auditing operations. Each of these sections will be structured
according to the determinants of institutional capacity: structure, human
resources, systems and tools and finally functioning.

The chapter will be rounded off with a short summary of the main findings.

9.2 Theory and concepts

9.2.1 Theory

The theory of implementation deals mainly with the incentives that organi-
zations and individuals require in order to implement correctly the regulations
and decisions bestowed upon them from a higher authority.* Often this will be
in a principal—agent relationship. A principal-agent relationship exists between two
parties when the latter acts on behalf of the former.

In the EU the relation between the Commission and the national govern-
ments has changed over time. In the beginning one got the impression that the
policy was rather a bottom-up approach and that the Commission was the agent
of the national governments. However, in the present day, the EU cohesion
policy has been elaborated in very strict rules and targets. So, as far as implemen-
tation is concerned the member states act rather as the agents and the EC as the
principal.

The problem in a principal-agent relationship is the agent being more
mindful of his own interests than of the interests of his principal. So the question
becomes what methods can be used to make sure that the agent executes the
tasks delegated to him in a loyal way. In other words, once the SF money starts
to flow in, what methods can be used to make sure that member states resist the
temptation to use it for their own purposes instead of for the stated EU goals?
The principal—agent literature proposes mainly four mechanisms to remedy this
problem. An application to the EU cohesion policy (Blom-Hansen, 2005) of
each of these methods gives the following results.

Careful choice of agent. By choosing the agent that is most likely to have parallel
interest with his principal the risk of non-compliance is limited. Now there is a
problem at the EU level in applying this method. As a matter of fact the EU
cannot choose its agent. The member state is the natural partner. Other options
(as the choice of the direct beneficiary as agent) are ruled out for two reasons.
First, legal reasons: the treaties and regulations designate the member state in a
central role for implementation. Second, efficiency reasons: opting for beneficia-
ries as agents would put a very heavy administrative burden on the principal as
he would have to deal with a multitude of cases.

Designing the agent’s contract. The agent will be inclined to pursue the interests
of his principal in case he has himself an interest of doing so. So the contract
between the two can be made in such a way as to give the agent incentives to
comply. In the private sector, one often sees profit-sharing arrangements. In the
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public sector other incentives must be relied upon. The most potent ones are
economic and administrative incentives.

e Economic incentives are often made in the form of grants. However, in
matters of cohesion policy grants cannot be used at the discretion of the
EU; the selection of the beneficiaries is part of a programming process in
which multi-actor negotiations lead to final choices that leave no room for
discretionary incentive grants.

e Administrative incentives operate in a different way. They use specifications
of rules that guide the choices of projects and of the partners involved. The
more the partners are likely to have similar interest with the principal the
higher the chances of compliance. However, the EU is not the final
decision maker; it is the member state and the region that decide on the
choice of projects. There is no way for the EU to impose its preferred part-
ners in preferred projects.

Monitoring the agent. There are two types of monitoring devices. The first one,
colloquially called ‘police patrol oversight’ is characterized as centralized,
ongoing, thorough and systematic. It consists mainly in reporting, evaluation
and auditing. The costs of this type of monitoring are high. The second one is
called ‘fire alarm oversight’. It requires less involvement of the principal; it relies
on third parties to signal deviations from the contract and even to challenge the
agent’s decisions. The EU uses both types of device. The main ones will be dis-
cussed in later sections of this chapter. They consist essentially of first-type
measures such as the setting of detailed requirements on reporting, evaluation
and audit and second-type measures such as empowering multiple stakeholders
to participate in the programming and monitoring of the policy.

Sanctioning agency drift. The monitoring device induces compliance on the
part of the agent because it makes the effects of his actions visible. It supposes
that the fear for a loss of good reputation will bring compliance. However, in
many cases stronger methods are needed to make an agent comply. The most
common one is sanctions. Sanctions can take various forms. The most important
one is the withdrawal of support. This is a road that is difficult to take in the
case of the EU as allocations of money are made in the process of a multi-annual
multinational bargaining. Renegotiations of this type are not likely to lead in
time to an agreement that will compel the agent to change his behaviour.
However, a more direct sanction exists in case there is a clear break of the rules
(abuse of funds and/or sheer fraud). Here, the EU can withdraw the support
promised (that is, not pay out the funds committed).

So the conclusion of these theoretical exercises is that the options of the EU
are limited. The first one cannot be applied. Indeed the EU is not free to choose
its agents. The second one is of limited value; there are no direct incentives that
can be used by the EU to induce the agent to comply. However, the EC can
exert quite some influence in the negotiation stage of the programming docu-
ments (see section 9.5.4). The other two instruments have serious drawbacks.
Effectiveness of the in-course mechanism (the monitoring device) comes at a
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very high cost. The application of the ex-post mechanism (sanction device) is
limited to a specific field (fraud) which reduces its eftectiveness. So theory sug-
gests that the EU has to use, to the maximum, the monitoring device notwith-
standing its drawbacks.

9.2.2 The policy cycle

In Chapter 1 we have given the essential characteristics of each stage in the
policy cycle from the systemic perspective. In the practical delivery of the policy
another cycle can be identified. This delivery cycle is characterized by a shorter
periodicity and a higher level of specification. The essential features of the deliv-
ery cycle were introduced during the 1988 reforms that revolutionized the EU
cohesion policy and the operations of the SF (e.g. Bailey and de Propris, 2002).
The delivery system has since gradually been improved, the relevant regulations
have become increasingly specific. It shapes and sometimes constrains the day-
to-day practice of all involved in the implementation of the EU cohesion policy.

The characteristics of the two cycles are given in Table 9.1 (stages in the
rows; type of cycle in the column).

The ‘implementation and delivery’” cycle starts with the creation of institu-
tions; the assignment of tasks to each of these institutions and the building up of
the necessary capacity in these institutions. The next stage is the programming
of actions, consisting of several tasks. First, it concerns a specification of the most
pressing problems (including actions that correspond to the first stage of the
systems cycle). Next, it concerns the (support to the) elaboration of a series of
concrete projects that can remedy these problems. Moreover, it concerns the pri-
oritization and approval of these projects. In practice the stages of programming
and implementation often run parallel. The MA is appointed and starts program-
ming; the intermediate bodies (IBs) are appointed and start work on the priority
axes. In the following stage the projects are implemented. In the last stages of
the implementation and delivery cycle, progress is monitored, beneficiaries are
paid, results are evaluated and lessons are drawn from experience. These lessons
are finally conveyed to those responsible for the design of new projects.

In the following sections we will detail the various stages. The list, as given in
the right-hand column of Table 9.1, will thereby be adapted on several points.
On the one hand, we have singled out two aspects from the general description
of the stages. First, partnership, because it is an important EU principle (see
Chapter 6). Next, financial management and control, because these are essential
prerequisites for the correct spending of EU resources. On the other hand, we
will not deal with evaluation in this chapter as it is the subject of the next
chapter.

9.2.3 Institutional and administrative requirements

In the past the need for a cohesion policy has been increasingly felt. On the EU
level there was little or no experience that could guide the putting into eftect of
the stated policy. So the management, implementation and delivery were factors
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Table 9.1 Main characteristics of the stages of the policy cycle on the systemic and deliv-

ery level

Stage System

Implementation and delivery

1 Identify problems Measure tendencies in

disparities

2 Design intervention — Define legal and financial

system instruments

Assign responsibilities to
layers of authority

3 Select objectives and  Define major priorities
instruments Designate eligible areas
Limit levels of national

support

Prioritize other EU policy

objectives

Agree on CSG and NSRFs

4 Implement actions Set delivery principles

5 Check (monitor) Check appropriateness,

progress and (evaluate) effectiveness and efficiency

effectiveness and Check synergies with
consistency other EU policies
6 Draw lessons Identify flaws in the system

Redefine objectives
Adapt roles of different

partners

Go for more concentration

Dealt with in: Other chapters
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that have not received very much attention. It has only been when specific
problems occurred that the EU has started to think seriously about this subject.’
Many of the deficiencies in the implementation system that became visible in
the past have been remedied in the meantime. A few persist. Moreover, new
problems have occurred as new member states with little experience and weak
structures have now entered the SCF scene. The EU has defined, in an ever
more elaborate way (and with stricter requirements as to quality), the main ele-
ments that it wants to see in place.

For many member states it has proved difticult to come up to these increased
requirements. Yet they are obliged to because non-compliance means that alloc-
ated funds are not disbursed. So many member states have had to reinforce their
institutions and administrative systems to make sure they do receive the money
available. In EU jargon, they have to improve their administrative absorption
capacity.

Absorption capacity can be defined as the extent to which a member state is
able to fully spend the allocated financial resources from the SCF in an eftective
and efficient way.® Administrative absorption capacity can be defined as the ability and
skills of central, regional and local authorities and the (potential) applicants and
beneficiary organizations to work together to complete efficiently the whole
cycle. This implies: to design policies; to prepare acceptable plans, programmes
and projects in due time; to decide on programmes and projects; to arrange
coordination among the various partners; to cope with the vast amount of
administrative and reporting work required by the Commission; to finance and
supervise implementation properly, administer all processes transparently and
accountably (avoiding irregularities as far as possible); and finally to monitor and
evaluate the performance.

The measurement of the absorption capacity in general and of administrative
absorption capacity in particular is not easy.” The criteria on which one can base
such measurement are implicit in the definition given above. We have made
them more explicit by detailing the following three features (NEI/ECORYS,
2002):

1 Structure. Clear assignment of responsibilities and tasks to all agencies and
institutions involved at all stages of the delivery cycle.

2 Human resources (HR). Securing the timely availability of experienced, skilled
and motivated staft that is assigned to each task with a clear job description
and getting an adequate remuneration. For the filling of vacancies a good
recruitment system needs to be available.

3 Systems and tools. Functioning instruments, methods, guidelines, manuals,
procedures, software, etc. These enable organizations to transform tacit and
implicit knowledge into explicit knowledge that can be shared within and
across organizations. They make organizations less vulnerable and reduce
the risk of malfunctioning.

The elements specified here form together only the basis for a high adminis-
trative capacity. However, even the best people using the best tool in a state-of-
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the-art workshop will by itself not deliver quality results. On the contrary, the
smooth functioning is dependent on the way the process is managed. Given the
importance of this factor we will devote some attention to this aspect as well.

The determinants of the administrative absorption capacity (described in this
section) can be detailed for each of the stages of the implementation and deliv-
ery cycle as described in the previous section. This will be done in the following
sections.

9.3 Creating institutions

9.3.1 Structure: assigning responsibilities

In matters of implementation the EC has no direct involvement. It has delegated
frontline implementation to national and local agencies. These have, in turn,
charged final beneficiaries with the delivery of the results of projects. The EC
supervises and controls the process through detailed regulations. The EU pre-
scribes in these regulations the roles of a series of institutions at the difterent
stages of the implementation and delivery policy cycle (see Table 9.2). The main
institutions that have to exist (Reg. 1083/2006, Art. 59) are a Managing
Authority (MA), a Certifying Authority (CA, formerly the Paying Authority)
and an Audit Authority (AA).* The member states, in practice the MA, may
designate one or more IBs to carry out some or all of the tasks of the MA and
CA. MAs may also choose to fulfil all these tasks themselves. Managing authori-
ties can exist at two levels, at the aggregate level (MA NSRF) and at the opera-
tional level (MA OP). The responsibilities of each of these organizations and
their functioning will be discussed in detail in the following sections.

These organizations need to exist for each OP (see sections 8.3.4 and 9.5.3).
The same authority may be designated for more than one OP. In case institu-
tions exist that can assume one of these functions national governments can
entrust them with the relevant responsibility; in case there are no institutions
qualifying for this role they have to be created.

9.3.2 Human resources

In the more developed member states the mobilization of qualified staff for the
implementation and delivery of the EU cohesion policy does not pose particular
problems. However, the same is far from true in the NMSs. The main problem
is the insufficiency of incentives for good staff to join and stay in the public
sector. Pay is often low and career advancements are often based on length of
service rather than on performance. The lack of a civil service offering a variety
of careers and the increasing politicization of nominations of senior staff are also
developments that tend to hamper the administrative capacity of countries, in
particular the NMSs (World Bank, 20006).

In most countries capacity-building initiatives are underway. Moreover, there
will be a learning effect, as in the course of the present programme period, new
experience will be gained and confidence in internal capacity will be built up.
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Several cases in the NMSs show that it is indeed possible to improve signific-
antly the HR capacity over a relatively short period.

In many of the NMSs, capacity deficiencies are addressed by a systematic
recourse to external technical assistance (T'A). TA teams are often led by experts
from the old member states. This approach has the obvious advantage to solve
in the short term the capacity problem. However, only in those cases where a
real transfer of expertise has been realized does the TA also provide a long-term
solution.

9.3.3 Systems and tools

Organizations need reliable systems of management and control. Each member
state has developed in its history such systems on the national and regional level.
These do, in general, also organize relations with third parties such as agencies
and contractors.

However, the practice has shown that the national systems do not always
provide adequate tools for the smooth delivery of policy in general and of the
policies supported by the SCFs in particular. In the NMSs policy management
systems are new and vulnerable and innovations (such as the e-government
system in Estonia) have still to prove their effectiveness. Weaknesses exist as to
legal provisions for such basic things as public procurement, expropriation of
land and the issuing of construction permits (e.g. for a transport infrastructure
project). Relevant national legislation has only been established recently and the
staft of the organizations involved lack proficiency with the new rules and
systems. The same is true for the judicial system to adjudicate disputes.

9.3.4 Functioning: the need for institutional strengthening

The importance of creating an institutional environment for the catching-up
countries cannot be underestimated. Indeed, the efficiency and integrity of the
public administration and the quality of the governance structures are essential
prerequisites for growth.” This also holds for the institutions that have to deliver
the cohesion policy and administer the SCF."

The regulatory framework of the EU puts a very heavy burden on all con-
cerned. The old member states have been able to adapt relatively smoothly to
the EU exigencies due to the versatility of their highly developed administrative
systems. For the NMSs the situation is radically difterent. They were all (and
many still are) confronted with very large problems of economic, social and ter-
ritorial cohesion. The policies that used to be applied in the past are completely
inadequate under the present circumstances and so are the legal regulations and
administrative practices that supported them. After the demise of communist
governments of the NMSs there has been hesitation as to the choice of the type
of policies and administration (e.g. Gorzelak and Kuklinski, 1992; Keune, 1998).
Much of this hesitation has been taken away by the decision to join the EU.

Indeed, the EU has set as a criterion for accepting new members to the club
that they adopt the whole ‘acquis communautaire’, including all the regulations
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that apply to the SCF. For the NMSs this provided a clear framework for the
devising of new cohesion policies in their countries. However, given on the one
hand, the starting point of the NMSs (transition) and on the other hand the
intricacies of the EU system, the building up of the necessary institutional and
administrative capacity has been a heroic task to accomplish. In the recent past
much progress has been made but the administrative capacity to deal with the
SCEF is still a matter of concern as it may impede the absorption capacity of the
countries in question and thereby the speed of their catching up with the EU
average.

Evaluations of the different national situations'' show on the one hand that
the administrative absorption capacity of the NMSs has much improved; and on
the other hand that further improvement is very much needed in order to come
up to the EU requirements. In order to support this improvement, the new reg-
ulations have created a facility to strengthen administrative capacity. This should
provide the NMSs with an incentive to invest in the professionalization and
modernization of public management systems.

The public institutions mentioned here are not the only ones involved. The end
user (or final beneficiary) is often a semi-public or private body. In many of the
NMSs such organizations are non-existent; in all member states they are often
weak. This implies very high demands on central public bodies. They have either
to do the work themselves or in the case of poorly performing final beneficiaries
have to put up extra effort in terms of support to their staff, of ironing out the
effects of misunderstandings and the improvement of documentation and reporting.

9.4 Building partnerships

9.4.1 Structure: assignment of responsibilities

The good functioning of the economy is dependent on the quality of its institu-
tions. We recall (see Chapter 6) that in matters of cohesion the EU shares
responsibility with member states and with local authorities. The EU has
worked out the notion of multilevel governance in the principle of partnership.'

Partnership is a set of rules and procedures that prescribe that civil servants of
the EC, national governments and regional authorities together with representa-
tives of private and third sector (among them local business, labour unions and
social action groups) collaborate closely and continuously in the design, imple-
mentation and evaluation of EU-funded programmes."

The advantages of the application of the partnership principle are that it
mobilizes the available expertise and the various forces and interests around a
common programme. By creating ownership of the programme by those
directly concerned, conditions are created that are conducive to the best possible
use of public money and hence effectiveness.

The partnership approach does not imply that everybody involved does have
the same type of responsibility. There is a certain division of tasks with differences
in responsibility for the various actors. We may describe the various responsibilities
along each stage of the cycle as follows (see also Chapters 6 and 8):
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e EC. In the programming stage the Commission puts forward its Strategic
Guidelines (SG). She then negotiates and approves the development pro-
grammes proposed by the member states. She participates in the intergov-
ernmental negotiations for the framework; she proposes solutions and
compromises in case there are stalemates between different government
levels; she allocates the credits, etc. The Commission also has a role of
expert; she proposes changes and improvements in the institutional set up
and delivery systems of the member states and the various beneficiaries.
During the implementation stage she studies the monitoring and evaluation
made, pays the expenditures that have been authorized, verifies the quality
of the control and auditing systems in place and finally proposes changes on
the basis of the evaluation of the results obtained.

o Member states and regions have the responsibility to propose the programmes,
to set up the institutions to implement them, to select and prioritize pro-
jects, to evaluate results, etc. This is to be done in cooperation with third
parties and with the responsible project managers (final beneficiaries). Every
country has within the broad framework of the EU regulations a consider-
able degree of freedom to give form and substance to this responsibility.
This applies notably to a delegation to regional and urban authorities.

e Direct addressees of the policy. In the implementation and delivery cycle the
final beneficiaries (often the organization that carries out the project) have a
critical role; they propose concrete projects, execute them, receive the funds
made available and provide the information for monitoring and control.
These beneficiary organizations are as varied as there are detailed targets.

The actors listed above can be regrouped in two functionally and composi-
tionally different communities:

1 Programming and managing community, which includes the governmental insti-
tutions at different levels. They prepare and negotiate the programmes in
collaboration with the EC. They carry out the programming and mobil-
ization of national and EU funds and do the monitoring and auditing of
expenses. This group of agents deals mainly with implementation.

2 Development community, which includes the local and regional actors in
development (the final beneficiaries of the financial support). They identify
needs and priorities, prepare a project pipeline and implement the approved
projects. This group of agents deals mainly with delivery.

The different roles of these communities are given in Figure 9.1. It shows the
relation between these communities and the programme and project levels
(described in section 6.8), the partners involved and the role in the implementa-
tion and delivery process (described in the later sections of this chapter).

The EU does not impose a particular model; it leaves the member state con-
siderable leeway to make the appropriate institutional arrangements that fit best
into its total institutional architecture and to choose the type of organizations in
the public, semi-public and private sectors with which it wants to conclude



202 Implementing actions and delivering results

Programmes Projects

Programming and

managing —————> | Development
community

community

Implementation Delivery

Figure 9.1 Role of the different actors in the absorption of the SCF
Source: Adapted from: UNDP (2004)

partnerships. However, using the leverage of the SF the Commission has had
quite some influence on national institutional choices. Indeed, in countries
where subsidiarity had not been much of an issue and where many decisions
were taken by central government EU cohesion policy has been a factor for
stimulating devolution. Countries with very weak sub-national government
structures (such as Italy) have been induced to empower the latter better (Lion et
al., 2004)."* For the NMSs the situation has been confused for some time. Ini-
tially the EU has put some pressure on the accession countries to come to
formal regionalization but after some time has accepted, for efficiency reasons,
more flexible solutions with a strong involvement of the central government
(Hughes et al., 2004). So, in all member states, old and new, specific institutional
forms have been adopted that meet the objectives of the EU cohesion policy,"
respect the EU demands as to the organization of the delivery system and make
optimal use of the national situation (Heinelt and Smith, 1996, Artner, 2005).

9.4.2 Human resources involved

The deliberate choice for partnering combined with the strict EU regulations
about functioning makes the EU cohesion policy very demanding in terms of
human resources. We will give some examples in later sections but we will try
here to make a rough estimation as to the overall picture.

e EC. Several DGs share the responsibility for the EU cohesion policy: DG
Regio, DG Employment and (in the accession stage) DG Enlargement. To
evaluate total human resources involved we cannot just add up their total
number of staff. On the one hand, we need to deduct some as not all their
staff is deployed for dealing with the devising and implementation of the
policy in a full time way. On the other hand, we need to add to this
number staff Commissioning work in the delegations in the different
national capitals and who deal with the various aspects of the implementa-
tion of the cohesion policy. One might also add part of the staft that is
involved in the coordination of cohesion policy with other policies. The
total EC staff involved can be roughly estimated at some 2,000 persons.

e National, regional and local governments. In each of them a certain number of
persons are directly occupied with the various stages of the cohesion policy
cycle. To the ones that work in the country itself we have to add those that
are involved in the representation of the countries and regions in Brussels.
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Indeed, all national administrations traditionally have their permanent repre-
sentatives in Brussels, who deal with cohesion during the stages of negotia-
tion in the Council of Ministers. Moreover, many regions and even local
authorities have established offices in Brussels that act as embassies.'® They
lobby with the Commission and Parliament; they gather information about
possible policy changes and relate with other networks. Much of this activ-
ity is actually focused on the obtaining or maintaining of entitlements for
funding from the SF. In the following sections we give an idea of the
number of persons involved in typical member countries in the cohesion
policy cycle. On the basis of a grossing up of the figures contained there,
we may estimate the number involved at least at 10,000 persons.'”

e Private and third sector. Each programme is composed of projects for which
organizations take responsibility; they have to prepare the applications,
implement the project and report on progress and results. Of course
given the multitude and diversity of projects any estimate would be very
inaccurate.

9.4.3 Systems and tools

The creation and functioning of partnerships is not facilitated by a specific set of
tools and systems. There exists a very large diversity of forms. Indeed, each
country uses its own legal and administrative framework. Even within a member
country much diversity exists as different ministries tend to have difterent sets of
procedures.

Relations between partners of the public sector are governed by public law
and administrative procedures. Contracts between partners are therefore often of
the type of any public finance agreement. Contracts between the private part-
ners (often the final beneficiary) and public partners are governed by the public
procurement laws of the country in question; these are in turn subject to EU
regulation (e.g. on public tenders).

9.4.4 Functioning

The minimum form of partnership is that of consultation: asking stakeholders
for their opinion on draft programmes. However, consultation alone is not very
likely to yield real ownership among the relevant stakeholders, especially if there
is no strong tradition of policy development on a partnership basis. So real
cooperation is needed, which involves the active participation of stakeholders in
identitying problems, in defining solutions and in setting priorities.

The application of the partnership principle has many advantages. The most
important one is the commitment of parties to the end result, which is bound to
improve the effectiveness of the efforts of all concerned. However, the enumer-
ation of the variety of organizations and the number of people involved makes
clear that this set up has in practice much difficulty of functioning efticiently.
This cumbersome functioning of the EU cohesion policy engenders three types
of disadvantages:
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1 The lack of clarity in the division of roles, responsibilities and decision
taking power engenders high cost of coordination: both vertically (e.g.
between regions, country and EU) and also horizontally (e.g. bilateral
cross-border coordination of regions). Many discussions tend to be
long wielding in the absence of a clear decision maker (formerly the
national state) and the emergence of rival arbitrators (national state and
Commission).

2 The partnership principle may be felt as a top-down, normative and
bureaucratic requirement rather than a system that needs to take care of the
complexity of roles in the mobilization of potential. Moreover, it may lead
to the establishment of parallel structures that compete rather than cooper-
ate with existing structures.

3 The involvement of many local actors makes the set up vulnerable to clien-
telism and corruption.

9.5 Programming actions

9.5.1 Structure: assignment of responsibilities

As we have seen in the previous chapters the EU cohesion policy addresses
major structural problems. The actions thus need to be put into a long-term
policy perspective. As a consequence the EU has adopted a multi-annual pro-
gramming approach. It imposes this approach on all those who want to benefit
from the SCF.

The responsibility for programming is entrusted to a MA. Although created
principally for the implementation stage, it is only logical that the MA is also
made primarily responsible for the programming stage, given the strong interre-
lations between the two functions. Most of the principal beneficiary countries of
the EU cohesion policy have indeed chosen this option. However, depending
on the national situation, a number of other organizations take (part of) the
responsibility too. This involves on the one side IBs, that provide essential
information on the projects that have sufficiently matured for inclusion in the
programming. It involves on the other side national ministries that often take a
coordinating role.'®

9.5.2 Human resources

The whole process of programming is very labour intensive. It can take up to a
year and a half to draft a programme, depending on the number and type of
partners involved. A rough estimate from Germany is that some six people are
on average involved in programming in each MA. In Spain, at least two people
in each MA and IB were involved in the programming activities. It is the
experience that programming is a task that should be started in time; especially,
the preparations for the higher level plans tend to take a lot of time. This of
course adds to the total number of man hours involved in this stage of the
cycle.
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9.5.3 Systems and tools

We recall here the standard instruments created by the EU (introduced already
in sections 8.3.2—4) for the programming of the EU and national efforts in
matters of cohesion policy (and synergy with other policies):

e The CSG has to transpose the priorities of the Community into actions to
be supported by the SF.

*  The NSRF presents the priorities of the member state for cohesion policy
for the period 2007—-13. (It replaces a series of instruments; see Annex 9.1.)
It ensures that assistance from the SCF is consistent with the CSG and iden-
tifies the link between Community priorities on the one hand and the
national reform programme'? on the other.

e The OP set out the development strategy with a coherent set of priorities to
be carried out with the aid of the SCF. Each programme is concerned with

one objective only and receives financing from only one of the SFs.?

The EU regulations require that a programme shall contain: a statement of
the strategy and priorities for joint Community and national action, a summary
of the measures (fields of intervention in the new EU jargon) for the implemen-
tation of the priorities (priority axis in the new EU jargon), the types of final
beneficiary (groups of operations), a description of the involvement of social and
regional partners, a financing plan for each measure (the financial resources and
the forms of assistance), the results of an ex ante evaluation, a plan to make the
programme public and finally, arrangements made to make electronic data
exchange with the Commission possible. The major components of this process
are detailed further in Box 9.1.

The general notions for programming as defined by the EU (and concretized
in an EU manual for negotiation and implementing programmes) are often
refined in national guidelines and manuals for those involved in programming.
They help to smooth the process by limiting the uncertainties among partners
and by facilitating the transmission of good practices from one person to
another.

Box 9.1 Major components of the programming process

A good programming contains the following stages:

Apnalysis of the socio-economic and environmental situation. This is often in
the form of a SWOT analysis of the strengths (S) weaknesses (W) of the
area in question and the opportunities (O) and threats (T) it is confronted
with. One of the most difficult exercises is to reconcile the outcomes of a
socio-economic or SWOT analysis with (sometimes politically pre-fixed)
programming partners’ ideas, wishes and shopping lists.*'

Reliable indicators. Specifying the objectives by the formulation of
usable, measurable and meaningful indicators, their subsequent quantifica-

tion and their mutual consistency in the overall framework has proven to
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be hard work. Yet, it is essential to the proper fixing of priorities and
eventually for the measurement of the output and the confrontation of
realized with expected results during the ex post evaluation.

Project proposals. Organizations thinking of proposing a project often
find it difficult both to judge whether their idea would qualify for support
and to meet the administrative and financial requirements.”” In countries
that have a long-standing experience with the SF support structures have
been created that help to mobilize good ideas for projects and to format
correctly their application for support. In the NMSs an effort is still
needed to make improvements on these scores.

Project selection. The selection is done on the basis of published criteria.
Some of these criteria are valid for all OPs, the rest is determined specifi-
cally for individual OPs. They are in general derived from general prin-
ciples, such as effectiveness, relevance, efficiency and utility or from the
principles of other EU policies such as equal opportunities and sustainabil-
ity. The concrete procedure for the selection of projects is generally laid
down in the guidelines. For specific types of projects (e.g. infrastructure)
special steering committees exist with members from the responsible
departments of both MAs and IBs deciding about project proposals. There
are sometimes working groups on the level of the ministries and subordi-
nated bodies who pre-select projects (e.g. infrastructure). A trend can be
discerned towards introducing a larger degree of competition between
project applications. The selection criteria play an important role in this
respect. The queue-based grant approval systems are gradually being
replaced by processes in which potential projects compete on the basis of
clear criteria.

Financial cost estimates and financing plans. The programme budget on
each priority axis needs to contain an estimate of the total cost. The way
these costs will be covered is a matter of negotiation between different
partners. We recall (see section 7.5.5) that the EU principle of additional-
ity implies the need for co-financing. In countries with a high degree of
fiscal decentralization the regional and local authorities can mobilize such
funds from their regular budgets. In countries where these structures are
weak such co-financing has to come from the national budget. In some
countries (e.g. Bulgaria) a Fund has been created to facilitate such co-
financing.

Ex ante evaluation. The likely effects of the programme (and if possible
of its constituent parts) need to be established before deciding on the final
content of the programme. During the last programming round (for the
2000—06 programmes), each of the member states has built up experience
with an interactive ex ante evaluation. This meant that in some cases there
were two (groups of) external parties working with the public program-
ming partners: one (assisting) in the drafting of the programme itself and
one in the ex ante evaluation. The ex ante evaluation is supposed to assess
the connection between analysis and strategy, the quantification of indic-
ators, the estimation of the impact the programme can be expected to
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have, as well as the arrangements made for management and implementa-
tion. Due to the fact that the evaluation is interactive, meaning that the
evaluator’s feedback is received continuously and can be used to steer the
programming process, it takes more time and effort than previously.
Generally, the experience with interactive evaluation is positive, provided
that it is not regarded as just another official requirement without any
practical use.

9.5.4 Functioning

There are in theory two ways to organize the programming process:

1 Bottom-up. It has the advantage that true partnership is organized in an early
stage and that the programme is more likely to reflect the real needs of the
sector, region or country.

2 Top-down. The advantages are a better overall coherence of the programme
and the adequacy of the measures and priorities to reach the programme’s
global objective.

In practice the process is very much embedded in the constitutional (FED or
not), legal and administrative organization of the member country. The prede-
cessors of the NSRFs were normally top-down exercises, beginning with the
heavy and tough work of preparing a National Development Plan (NDP).
Under the supervision and coordination of one ministry all technical staft of the
ministries and of the regions have been usually involved in preparing these doc-
uments. Drafting the documents (including many OPs) has been carried out
under the direct supervision of top-level staff.

The programming process has often been hampered by lack of timely elabo-
ration of strategic documents, lack of specificity of policy goals, uncertainty
about eligible partners, etc. A particular difticult problem is the attitude of the
staft to be active development agents rather than passive administrators.
However, as experience is gathered with the practice of the programming
process, most of these problems tend to be overcome.

Negotiations with the Commission involved principally top-level managers
of the OPs and political representatives of each ministry associated to each OP,
always with the strong involvement of the coordinating ministry. These negoti-
ations over the final content of the programme are one of the essential devices
the EC uses to safeguard conformity of the concrete projects with EU priorities
and to avoid any drift on the part of the beneficiaries to use the EU funds for
purposes that have only a strong national or local relevance. In practice the EC
exerts a strong influence at this stage by requiring adaptations on the details of
both strategic and operational elements of the programme. The second device
that plays an equally important role is the ex ante checking by the EC of the
application of the principle of additionality for actions under the convergence
objective. It has to safeguard that EU money is not merely used for substituting
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national money but will really be used as an additional resource devoted to
speed up the required processes and to realize projects of larger scale or better
quality.

External institutes and consultants were often invited to draft or organize the
drafting of the strategic part of the programmes. In some cases, this only con-
cerned the execution of a socio-economic or SWOT analysis. In other cases,
even the elaboration of the whole document has been contracted out. Intensive
discussions among relevant institutions within and outside the responsible min-
istries are therefore a necessary step in writing an OP. Nevertheless, the final
drafting of the OP is the core competence of the public sector itself, in practice
of the ministries.

9.6 Managing implementation

9.6.1 Structure: the role of the MA

The administrative structure of implementing the actions (co-)financed by
the SF is very complicated. In general the authorities of the member states and
the regions ensure the implementation of the programmes. This is very concrete
work that involves making sure roads are built, people are trained, etc. Member
states appoint a MA for each operational programme. We have seen in the pre-
vious section that they are often also made responsible for programming.
However, their main task (Reg. 1083/2006, Art. 60) is (as their name suggests)
the management of the programme, which means making things happen.
In particular these responsibilities (functions) refer to:

e selection of projects; development of a project pipeline;

e ensuring that the co-financed products and services are delivered;

e establishing proper computerized systems and procedures for recording each
operation (project) permitting to deliver reliable data necessary for financial
management, monitoring, verifications, audits and evaluation;

e cuiding the work of the Monitoring Committee (MC) and providing it
with the documents and the information it requires to execute eftectively its
tasks;

e evaluation and checking the eftectiveness of the programme (including col-
lection of statistical and financial data);

e ensuring that the CA receives all necessary information on the procedures
and verifications carried out in relation to expenditure (permitting to check
the correctness of operations financed under the assistance);

e preparing and transmitting to the Commission of annual and final reports
on implementation and of information to appraise major projects.

These responsibilities are shared between the MA of the NSRF, the MAs of
the OPs and related bodies. The MA responsible for the NSRF MA keeps the
final responsibility. The responsible MA has to ensure that only those operations
are selected for funding that are in accordance with the criteria applicable to the
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OP and that they comply with applicable EU and national rules for the whole of
the implementation period (Reg. 1083/2006, Art. 60).

9.6.2 Structure: delegation to IBs

The organization of the implementation of SF operations is firmly rooted in
national, regional or local administrative structures and planning traditions. The
organization is, moreover, shaped by the balance of power and the size of the
country. So, every country has set up a tailor-made structure and no uniform
concept regarding the delegation of tasks by MAs has as yet emerged.

However, in most countries the larger part of the implementation process is
delegated to IBs. The number of IBs per OP can exceed ten and there can be
hundreds of IBs in the (larger) member states. However, in many cases the
number of [Bs is more limited; in the smaller countries there is just one or a few
IBs per OP. Implementation of the SF is in many cases only a part of the daily
tasks of these IBs. In addition to various agencies and bodies, ministries can also
be involved as intermediate bodies. The existence of implementing ministries or
departments often coincides with a ‘multi-tier’ implementation system in which
tasks are delegated further by such a ‘first level’ IB to ‘second level” IB. In many
cases staff members of the IBs are also involved in other duties, and there is not
always a specific separation of EU-specific tasks. This has the disadvantage that it
tends to blur responsibilities. However, it has the advantage that by integrating
the SF practice in everyday regular work and tasks at the level of IBs, the project
pipeline will be more easily started up.

The lower-level IBs are the first recipients of applications and the first level at
which compliance with eligibility rules is analysed and improved. They are in
charge of defining the content of measures and of developing project pipelines,
since they are closer to the final beneficiaries and are supposed to know best the
main problems and needs to be solved. They are also responsible for the differ-
ent tasks ranging from selection, contracting, monitoring and evaluation of co-
financed projects to the production of certifications of expenditure and
six-monthly and annual performance reports.

The IBs are often not purpose built but are established as a special unit within
an existing organization. The type of organization chosen depends much on the
administrative tradition and policy structure of the recipient country (see Box 9.2).

Box 9.2 What type of organizations act as IBs?

One of the most difficult discussions in programming concerns the co-
existence and reconciliation of regional and sectoral angles. The guiding rule
should be that those issues that are priorities from a national development
point of view be dealt with in Sectoral Development Programmes (SDPs)
and those that are sub-national in nature (e.g. those that are a priority only for
certain regions) in Regional Development Programmes (RDPs).

RDPs play a more important role in some larger member states with
established competences at the regional level, such as Germany and Spain.
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These regional competences are also required for identifying co-financing
from regional budgets. In smaller member states and in countries with
weak or young regional governments (such as Ireland, Portugal and Bul-
garia) finding regional co-financing has been more burdensome. Here the
role of the RPDs is less and the role of SDPs more important.

For SDPs, the choice of IBs falls often on national development agencies,
foreign investment agencies, tourism agencies and development banks.
RDPs can have as IBs: municipalities, associations of municipalities and civil
society organizations such as regional development agencies, development
associations and other non-profit organizations. In some cases a special unit
within (or associated to) a regional self-governing body assumes this role.

9.6.3 HR

The statting of MAs is perhaps one of the most central issues in the Management
of the funds. Numbers of staff vary widely from one MA to the other, depend-
ing on the type of programmes and the delegation of tasks. A minimum of some
five and a maximum of some 13 dedicated staff are commonly required for car-
rying out the key tasks of OPs. However, numbers of MAs involved in the
implementation of programmes can be considerably higher (up to almost 100
staff for the Portuguese OP on Education for the previous programming
period), especially when it concerns labour-intensive operations (e.g. ESF-
supported projects). Due to its nature, the management of the CF tends to be
less laborious.

Analysing projects and candidatures is a time consuming task, making a large
claim on resources. For example, a little under 100 people work for the ESF-
pipeline in just one of the German federal states. But the actual number of
human resources needed to implement projects co-financed by SF depends
much on the type of projects they manage. Across the board, one IB staff
member manages €4 million SF every year. However, at a more detailed level,
large variation exists among the types of measures concerned. Staffing require-
ments are relatively modest in the fields of infrastructure (roughly €15 million
per staff member), moderate in the case of business support (about €4 million
per staff member), and high in human resource development or small-scale
forms of support (up to €0.1 million per staff member for the latter). Bodies
responsible for the implementation of activities related to SME support schemes,
vocational training or agricultural grants need the highest level of human
resources. This means that not only the funding level but also the number of
projects appears to be determining stafting requirements.

9.6.4 Systems and tools: the project

The building stones of the SF structure are the individual projects. Projects
come in very different forms and are proposed, implemented and delivered by a
large variety of organizations. Here, we give some examples of objectives and of
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typical projects to realize that objective and of the responsible organizations
(final beneficiaries).

e Improve transport. The project involves, for example, the building of a road
or a bridge. The project can come under the responsibility of a public
organization in charge of the transport infrastructure. In case the projects are
small the final beneficiary may be a local community, for major projects the
central government may assume a strong involvement (see Box 9.3).

e Enhance the innovative capacity of the regional industry. The organization
responsible for it may be a special-purpose (semi-public) agency that orga-
nizes the interest of the private sector (sometimes represented by business
organizations or chambers of commerce), semi-public bodies like universi-
ties and R&D centres and other bodies, such as specialized consultants (see,
for example, Box 7.5).

e Create jobs through the renewal of the industrial base of a backward or a
restructuring region. Private firms may be responsible for a project to realize
certain capital investments (see, for example, Boxes 7.6 and 7.7).

*  Promote social inclusion. Here charity organizations can take the lead to
improve the chances of finding jobs for deprived groups, for instance,
through the training of basic (social) skills (see, for example, Box 8.1).

*  Promote professional skills for employees, unemployed and entrepreneurs to
be ready for the challenges of new competitive activities (see Box 9.4).

Box 9.3 The improvement of the River Danube as a main transport axis

The NMSs are likely to show a fast economic growth in the near future.
That will entail an even faster growth in transport. The EU wants this
growth to be channelled, as much as possible, to environment-friendly
modes, such as inland waterway transport. However, the development of
this type of transport in the NMSs is hampered by a deficient infrastruc-
ture. This is even the case for the most obvious natural waterway: the
Danube. Its navigability is poor due to factors of a very different character:
natural (sand banks, water supply), political (Serbia) and institutional
(Danube Commission®).

The EU has decided that the improvement of the Danube should be
part of the priority TEN (see Chapter 11). The government of Romania is
planning to make (in coordination with the other riparian country Bul-
garia) considerable investments to enhance navigability. An ex ante evalu-
ation of the project showed that it is advisable to adopt a staged approach
whereby the least available depth of the river will be gradually increased so
as to be able to accommodate larger ships and ensure accessibility and reli-
ability during the dry season.

Moreover, this infrastructural improvement will not lead to increased
internal waterway transport if not combined with a substantial (approxi-
mately €200 millions) investment programme in the Danube fleet and
some investment in upgrading of river ports.
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Given the importance of the infrastructural part of the project the
Romanian government is the prime recipient of the EU funds (in practice
the Ministry of Transport, Construction and Tourism).

We mention that the total Danube river fairway project has, up until
now, functioned under a secretariat to facilitate cross-border cooperation.
The possibility created by the latest reform (Reg. 1082/2006) to establish
an EGTC can help to make this cooperation more efficient.

Source: ECORYS et al. (2006a)

Box 9.4 Combating unemployment in the Gdansk region of Poland

Poland is among the member countries with the highest unemployment
problems. These are most acute in regions that have gone through a con-
siderable restructuring of their economic base (see section 4.3). One such
region is Pomorskie, of which the capital is Gdansk, once famous for its
shipyards and port-related activities. So, combating unemployment is one
of the prime objectives of the country in general and the Pomorskie
region in particular.

Since 1999, Poland has had a well-elaborated multilevel system of
government, consisting of four tiers. Labour and social (including employ-
ment) policy is designed and implemented through the three highest tiers:
the national Ministry of Economy and Labour, the Voivod (region)
Labour Offices and the Poviat (county) Labour Offices. On the national
and voivodship level Strategies are elaborated. Within these frameworks
the Poviat Labour Offices can choose the measures deemed most effective
for achieving their specific objectives.

In 2003-05 a programme co-financed by the pre-accession funds was
carried out in the Pomorskie region (financed 75 per cent by the EU** and
25 per cent by the Polish government). The different projects in this pro-
gramme aimed at:

e training and counselling the unemployed in vocational and entrepre-
neurial skills;

e encouraging entrepreneurship among those unemployed or threatened
by unemployment;

e enhancing competitiveness of the local SME sector through training
and advisory services in EU requirements, standards and norms;

e strengthening local capacities to tackle unemployment, initiating local
partnerships — mainly in the field of upgrading vocational training and
SME support;

e strengthening (administrative) capacities of authorities and other rele-
vant agencies.

The implementation structure was complex. The final beneficiaries
(providers of the services essential for the implementation of each project)
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were a much diversified set. They comprised commercial consulting and
vocational training companies, NGOs dealing with training and awareness
creation, the university, a regional department of a semi-public vocational
training institute, etc. The general coordination of the implementation of
all these projects was done by ECORYS, given the lack of administrative
capacity that prevailed in the region at the moment of execution it acted
in practice as the IB.

The monitoring and evaluation of the results showed that the interven-
tions were successful. This can be seen in looking at the impact on the
ultimate beneficiaries of the policy (the target groups): most of the thou-
sands of unemployed that had completed vocational training found a job;
30 per cent of the hundreds of people trained in the entrepreneurial
component established a firm; over 1,000 SME saw their competitiveness
strengthened. Finally, the institutional capacity of the public, semi-public
and private organizations involved was strengthened.

Source: ECORYS et al. (2005)

The success of a programme depends on the appropriateness and quality of its
projects. The first depends in turn on the degree to which the projects con-
tribute to the reaching of specific objectives of the programme. The quality
depends on factors such as strength of the organization that delivers the project,
on the expertise of its staft, etc.

The ‘projects market’ is subject to the same rules as any market where supply
is ample (resources in the form of programmes and measures) but demand
(appropriate projects) is weak. This is what makes project formulation capacity a
crucial factor for SCF absorption.

9.6.5 Functioning

In practice the implementation of SF operations is firmly rooted in national,
regional or local organizations dealing with socio-economic development and
environmental protection. In principle, these mainstream organizations are most
capable of identifying the right problems, the right projects, the right ideas and
ultimately the right people, provided they are functioning according to common
expectations.

The way project pipelines are organized depends largely on the type of assis-
tance and the size of the projects. These tend to be either:

e Top down. This is the case for infrastructure measures where the
NDP/NSRF can be seen as the umbrella document, supported by multi-
annual national strategies for roads, public transport, telecommunications,
etc. The same can hold true for environmental projects that involve heavy
investment, which can be prioritized on the basis of national environmental
policies or action plans. In these situations, the project pipeline is already
being shaped at the time of programming. The respective OPs can reflect
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the outcomes of such a programming exercise by referring to individual
(large-scale) projects.

e Bottom up. For smaller-scale measures, however, project pipelines tend to be
derived rather bottom up. Sometimes ideas for (grant) schemes are men-
tioned in programmes. But usually there is much more work to do in order
to mobilize project ideas. Publicity and promotion actions are then crucial.
The IBs have a pivotal role in this respect. The ‘regular’ contacts of person-
nel in IB outside the scope of the SF are an important source of information
and influence. By integrating the SF practice in everyday regular work and
tasks at the IB level, the project pipeline will be more easily started.

9.7 Monitoring progress

9.7.1 Structure: the role of MCs

In order to make sure that the agreed programmes and projects are implemented
according to agreed specifications and time schedules, monitoring is needed.
The responsibility for this monitoring is with the member states; they have to
report annually on the progress.” In practice it is entrusted to the MC. The MC
is the highest decision-making body in each OP. These Committees have the
following tasks (SF Reg. 1083/2006, Art. 65):

e consider and approve criteria for selecting the operations;

e review periodically progress made towards achieving objectives;

e examine results of implementation, particularly achievement of targets for
the mid-term evaluation (MTE);

e consider and approve reports before these are sent to the EC;

e propose adjustments to the programme likely to help the attainment of the
objectives;

e consider and approve any proposal to amend the content of Commission’s
decision as to the contribution of the SF.

In practice the MAs and the IBs carry out a lot of the more practical tasks for
monitoring. They rely very heavily on the information provided by the final
beneficiaries on the progress in terms of inputs and outputs of their projects.
They are also responsible for proposing corrective actions that have to be

approved by the MC.

9.7.2 HR

The total number of MCs ranged during the 2000-06 programming period
from seven (in Ireland) and ten (in the new German federal states) to 20 (in Por-
tugal) and 25 (in Spain). Normally there is one MC per OP. A large number of
OPs calls for a larger administrative capacity to report and hence to monitor the
programmes.

The monitoring task is executed in a way that is consistent with the principle
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of partnership. The membership structure is fairly similar in all countries; MCs
include MAs as a Chair, other ministries, implementing bodies, social partners,
non-governmental organizations and regional partners, representatives of the
Commission (as observer) and of the CA. The number of members per MC can
vary considerably. Overall, NSRF (formerly CSF) MCs are larger with up to
80—100 members. The MCs for individual OPs tend to be much smaller, with
an average of 20-30 members.

In addition to the general staft needed for collecting and processing the data,
a specialized monitoring staff is in charge of the development, maintenance and
upgrading of the management and monitoring information system. I'T staff is in
particular necessary for the development and programming of the system.

9.7.3 Systems and tools

Monitoring of complex programmes cannot be done without a well-functioning
IT-based monitoring information system. Comprehensive monitoring systems
are needed in order to fulfil, for example, the reporting tasks on inputs, outputs
and results in the annual implementation reports. IT-based monitoring systems
have gradually developed and evolved in EU member states, particularly over
the past decade. They have, by now, in some cases reached high standards and
are able to provide overviews of financial and physical progress at any moment
during the implementation of a programme from the level of individual projects
up to the level of a programme as a whole. However, in many cases the system
in use is rather embryonic, implying much manual work.

EU cohesion policy programmes usually have complex organizational struc-
tures. Indeed, the total number of bodies involved with the implementation of
individual measures and priorities within an important operational programme
can amount to 30—40 organizations. Usually the numbers will be more modest,
however. They all play a role in collecting and processing data and feeding it
into a monitoring system. They are also users of the system, requiring data on
the progress of the projects that are being implemented.

This poses a big challenge to the designers of the system. In practice it comes
to the dilemma to impose a central (top-down) model upon each OP and IB; or
to adopt a bottom-up model starting from the operational level. The latter
option often results in several monitoring systems, which are, however, more
adjusted to the particular operational needs. Given the strict claims of the EU
regulations some type of centralized monitoring system has been developed in
most countries.

The primary focus of the monitoring function is often financial. The systems
generate overviews of financial data at all required levels of the programme. The
common practice in most EU member states is that strategic decisions about
changes in a programme’s financial table are in the first place taken on the basis
of financial information and the absorption rate of the measures. This stems
largely from the fact that EU funds that have not been spent within two years
after their commitment will be lost to the OP.

Nonetheless, the past decade has seen a trend of using increasingly advanced
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systems for recording the physical progress of programmes. The EC working
papers and the standardization of output, result and impact indicators in the
2000—06 period have provided an extra impetus to this trend. The extent to
which physical progress data can be monitored through the monitoring system
depends partly on the nature and scope of the programme. In general, output
indicators for specific measures lend themselves best for monitoring purposes.
Notwithstanding this, many monitoring systems do contain, also impact or even
context indicators.

9.7.4 Functioning

MCs draw up their own rules of procedures within the institutional, legal and
financial framework of the member state concerned and in agreement with the
MA. Therefore they have a certain degree of autonomy in deciding upon, for
example, the frequency of their meetings and the issues that are discussed during
the meetings. The number of monitoring committee meetings is usually linked
to the publication and reporting sequence. During one of the meetings the
annual implementation report is approved; the second meeting is used for dis-
cussing the six-monthly report.

MC:s are often seen as negotiation bodies rather than follow-up entities. As a
result monitoring committees are often very formal and political (in some coun-
tries politicians do chair them) where an open debate does not exist about the
findings of the programme and the strategy to be followed to optimize effective-
ness and efficiency. The size of the MCs does not provide the best conditions to
have a frank debate. As decisions, generally, have to be taken by consensus the
usual approach is the following: the technical discussions and decisions are pre-
pared during the preparatory work before the meeting and the meetings are
indeed more formal gatherings.

Mainly, as part of the preparatory work, but formally also during the actual
MC meetings, the MCs also have an important function as a platform for
coordination between the various ministries involved with the implementation
of an OP, either as managing authority or as implementing departments.

9.8 Financial management and control

9.8.1 Structure: the role of the CA

The various EU SFs do only disburse their financial contribution after proof of
conformity with a set of rules and criteria. There is an important function
involved here: authorization. This involves the process of approval for compe-
tent bodies to access funds that have been allocated to the programme headings.
It assumes that the selection of the projects and the contracting of operators have
been made and that the latter have (in part) delivered their expected outputs.
This role is given to CAs. In practice, they are national, regional or local
authorities or bodies designated by the member states for the purposes of
drawing up and submitting payment applications, receiving payments from the
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Commission, certifying the payments of individual projects and making pay-
ments to those projects.

Their predecessors (with a somewhat difterent role) were called Payment
Authorities (PAs). Most member countries had established a PA for each of the
SFs. These PAs tended to be located within the ministries responsible for the
programme (e.g. ESF in the Ministry of Social Affairs).

The precise assignment and division of responsibilities in the field of financial
management requires much attention. Main tasks of the CA include (Reg.
1083/2006, Art. 61):

e submitting certified statements of expenditure and applications for payment
to the Commission;

e certifying that the statements of expenditure are accurate, that expenditure
has been made for SF-relevant projects and that expenditure complies with
applicable EU and national rules;

*  maintaining computerized accounting records of all expenditure that can be
submitted to verifications and audit;

e recovering sums due to the funds; keep a record of recovery orders and
amounts withdrawn following cancellation of all, or part, of an operation
and repay recoveries to the Commission.

9.8.2 Structure: the role of the AA

The system of multi-layer government brings many advantages but also many
disadvantages. One of them is the limited capacity of the higher layers (in
particular the Commission) to verify the legitimacy and regularity of the expen-
diture. This problem stems notably from the wide differences in national admin-
istrative traditions and the limited administrative capacity prevailing in some
member states. The European CoA, the institution that is charged with the task
of checking the regularity of the expenditure, has on many occasions complained
about the persistence of the problems.” The Commission (the institution
accountable for the correct spending of the EU resources) has taken many steps
to improve the situation. In general these meant the stricter regulation of the
whole process of programming and management and the setting of specific rules
for the quality of the systems and the independence of the controlling organi-
zations. The requirements of this regulation in the field of financial management
and control have resulted in a sharp rise in the demand for auditing. In the past,
member states tended to reply to this requirement by establishing Internal Audit
Units, staffed by regular civil servants, who have received auditing training. The
result of this way of handling audits has not been very satisfactory. To remedy
these persistent inefficiencies the EU has sharpened its requirements as to the
institutional set up and the quality and independence of the auditors.

The new regulation requires the member states to establish for each OP an
AA. These AAs need to be independent of the MA, the CA or any IBs. Its
audits have to be conducted according to internationally accepted auditing
standards. The AA is responsible for (Reg. 1083/2006, Art. 62):
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e ensuring that audits are carried out to verify the effective functioning of the
management and control systems;

e ensuring that audits are carried out on the operations on the basis of an
appropriate sample to verify expenditure declared;

e presenting to the Commission an audit strategy covering the bodies which
will perform the audits, the method to be used for auditing and sampling in
order to make sure that the main organizations involved are audited and
that these audits are spread evenly over the programming period;

e reporting to the Commission on the results of the audits — this includes an
answer to the question whether the management and control systems func-
tion effectively. The aim is to provide a reasonable assurance that transac-
tions made under the SF support are legal and regular.

On the level of the individual projects all expenditure needs to be audited.
This auditing function tends to be contracted out to private firms. The attention
that project managers have to give to these functions has increased very consid-
erably. Actually audit costs are now a significant part of the total project cost.

9.8.3 HR

The resources needed are rather important. In the past the predecessors of the
CA and AA (the PA) had a staft of some four to seven persons. However, much
more resources are used as the audit is a costly exercise. To give an example: in
the year 2000 Ireland (in addition to the staft of the MA) employed some 25
staff members specifically working on the financial management of the SCF,
either within Internal Audit Units or Financial Control Units. The exercise is
particularly costly and cumbersome for smaller projects that have a very diversi-
fied cost base. Such projects are very common notably in the field of the ESF.
For instance, under a programme aiming at stimulating equal opportunities in
the Netherlands, during the 2001-06 period, some 220 projects were approved
for a total of some €209 million. Some 28 of these were in the Amsterdam
region; they aimed at activating socially vulnerable groups preparing them for
participation in the labour market. An estimate of the cost reveals that on
average some 10 per cent needs to be spent on administration and control and
that for the smaller projects the audit cost can easily amount to 15 per cent.

That is not all. Audits are made at many levels. On the one hand, we find
certain specialist services of the Commission, the CoA and the member states.
Assuming that the tasks of the CoA are proportionally spread over the various
budget items this means that at the EU level alone some 400 people are
involved in auditing cohesion expenditure.

9.8.4 Systems and tools

The importance of financial management and control has increased significantly
over the previous programming periods. The enforced EU requirements (lastly
Reg. 1828/2006) for financial management and control have resulted in the
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strong development of systems, tools, manuals and procedures. These are gener-
ally designed in close cooperation with stakeholders, and sometimes accompan-
ied by awareness-raising activities.

9.8.5 Functioning: payment flows and budget commitments

Payments from the SF are being transferred from the Commission to the
member states. The latter pay the final beneficiaries, supported by receipted
invoices or accounting documents of equivalent probative value.

Commitments are effected annually. Administrative rules exist that stimulate
effective and timely implementation. One such rule is commonly referred to as
the automatic de-commitment or N +2 rule. It says that delays on delivery can
trigger a loss of support of the EU to an operational programme. In technical
terms: the Commission automatically de-commits the part of a commitment
which has not been settled by the end of the second year following the year of
commitment. The contribution from the funds to that assistance shall be
reduced by that amount.

In the past a certain number of programmes were financed in part by the
ERDEF, the ESF and sometimes even other sources. Each of these funds oper-
ated according to different modes. This brought extra compliance cost to the
authorities and to many other actors involved in the operations of the SCF. In
order to do away with the losses due to these complications it has been decided
to simplify the procedures and henceforth each operational programme shall be
financed by only one of the funds (ERDF, ESF and CF). This may even imply
the financing by the ERDF of social projects and vice versa.

9.9 Summary and conclusions

e The fourth stage of the policy cycle concerns the implementation and deliv-
ery of the EU cohesion policy.

e The theoretical basis for the implementation suggests that the EU needs to
strengthen notably the monitoring devices in order to safeguard compliance
of the member states and the other partners involved with its objectives.

e Over the years practical experience has identified the aspects that determine
the quality of the delivery system: basic principles, institutional structures,
general rules and detailed administrative procedures. Member states and
other actors involved have to observe these while implementing the EU
cohesion policy.

*  Essential determinant in the effectiveness of the policy is the administrative
capacity to comply with the EU rules. It depends in turn on the quality of
the structures, human resources, systems and management.

*  The EU wants to be able to oversee the delivery of the policy. To that end
it requires that member states create a number of institutions. They are
entrusted with very specifically described responsibilities. The major ones
are MAs, MCs, CAs and AAs.

*  One of the basic principles is partnership. Partnership implies that civil
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servants of the EC, national governments and regional authorities together
with representatives of private and third sector (among them local business,
labour unions and social action groups) collaborate closely and continuously
in the design, implementation and evaluation of EU-funded programmes. It
has the advantage to increase effectiveness by involving all concerned; it has
the disadvantage of a loss of efficiency due to uncertainties in the division of
responsibilities and the high input of human resources that it requires.

* A second principle is that of programming. It involves the definition and
adoption of a multi-annual framework that sets out the problems to be
attacked, the instruments put in place, the priorities set, the EU and other
funds to be deployed and, the most important, implementation provisions.
It takes account of the EU strategic guidelines and is made concrete in sets
of clearly defined operations.

e The implementation of these programmes is entrusted to the national govern-
ments. They have delegated this task to MAs, in turn supported by IBs. The
latter are the first recipients of the project applications and select the ones that
have the highest contribution to the realization of the objectives. The actual
delivery of the results of the various projects is done by a multitude of final
beneficiaries of the financing. Of course the ultimate beneficiaries are the target
groups; for instance, unemployed that are brought back into employment.

e In order to make sure that the agreed programmes and projects are imple-
mented according to agreed specifications and time schedules, monitoring is
needed. The responsibility for this monitoring is with the member states that
have entrusted this to MCs. They have to report annually on the progress.

e The SFs disburse very high amounts of money. Financial management and
control systems need to be in place to make sure that this money is rightly
spent on the agreed projects and on authorized expenditure. Internal and
external audit complements the delivery system by testifying to all involved
the justification of the expenditure.

Annex 9.1 Systems and tools used in the previous
programming periods

In the past each member state prepared a strategic national policy framework
(NDP) document that had to be agreed with the Commission. Next, the
member states submitted programming documents to the Commission following
its general guidelines. Programming documents® could take the form of:

e CSFs translated into OPs: documents approved by the Commission in agree-
ment with the member state concerned, which contain both the member
state’s and the fund’s strategy and priorities for action, their specific objectives,
the contribution from the funds and the other financial resources;

*  SPDs: comprising a single document, approved by the Commission and
combining the data contained in a CSF and OP.

These documents are abolished for the present programming period 2007-13.
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10 Evaluation

10.1 Introduction

After a long period of experience with EU cohesion policies the question of
how far the policies have been able to reach their objectives, of course, arises. In
other words, in how far the considerable amounts of taxpayers’ money devoted
to cohesion policy have been well spent. The answer to this question has to be
given at the fifth stage of the policy cycle, which is evaluation. The results of
this evaluation can be used to reshape policies so that they better respond to the
demands put on them.

The chapter is based upon a survey of the theoretical foundations and of the
empirical evidence of the past performance of cohesion policies. This survey
covers both studies commissioned by organizations involved in the policy
process and academic studies.

The present chapter will break down this fifth stage into several parts.

First, we will discuss the theoretical frameworks that have been elaborated for
making proper policy evaluations.

Second, we will make a structured survey of the studies that have been made
to evaluate EU cohesion policy.

We devote separate sections to each of the three major groups of stated
objectives that up until 2005 characterized the EU cohesion policies (see
Chapter 7): objective 1, formerly backward areas, now convergence; objective
2, formerly restructuring areas, now competitiveness and the former objectives 3
and 4 (employment/social; now mainstreamed in objective 2). We will also
survey the evaluation studies made into the special objectives of enlargement
(pre-accession aid to the NMSs) and cushion the eftects of enlargement (support
to Mediterranean countries from the CF).

After this survey by objective we will discuss some overarching aspects. One
is the evaluation of the adequacy of the management and implementation
aspects. Another one, the extra impulse that the EU has been able to give to
cohesion (beyond what would have been done had cohesion been a national
policy); an impulse that is often termed the ‘Community added value’.

Now the objectives of the EU cohesion policy are broader than the stated
objectives of decreasing disparities. As we have indicated in Chapter 7, these
wider objectives concern, notably, the facilitating of package deals which permit
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the move into higher forms of integration. We will shortly deal with the past
record of the EU on this score. We will not deal with the present ambitions of
the EU in this matter, such as the contribution of the EU cohesion policy to the
knowledge society and employment. The EU has only recently put its cohesion
policy instruments at the service of these other policies, which means that the
empirical evidence of the effect is not yet available.

The practice of evaluation as it has evolved over time is itself subject to
improvement. In a final section we will indicate some of the present (in)adequa-
cies and indicate avenues of improvement.

We will as usual give the main insights from this chapter in the summary and
conclusions section.

10.2 Theory and methods

10.2.1 Developing a sound and practical model

Theoretical and empirical analyses indicate that integration may unleash forces
that tend to lead to an increase in economic, social and territorial disparities (see
Chapters 2 to 5). In order to stem divergence forces and to stimulate conver-
gence forces the EU cohesion policy was devised and gradually elaborated (see
Chapters 6 to 9). It devotes substantial amounts of money to improve cohesion.
This is money that has been taken from the EU taxpayer to whom the Euro-
pean authorities are accountable and to whom they have to show that all this
money is well spent.

How can the EU demonstrate that the resources spent on its cohesion policy
are justified? The first way is to show that the policy has reached its objectives;
in other words that has it been eftective. The second way is to show that no
money has been wasted; in other words that the policy has been efficient." The
demonstration of effectiveness and efficiency can be done by evaluation.

Apart from accountability (or legitimacy) evaluation can serve other purposes.
In practice this is the improvement of the other parts of the policy cycle; that is
planning, programming and implementation and hence performance (effective-
ness and efficiency). Implied in all this is learning.

Evaluation of projects, programmes and policies has been only gradually elab-
orated in theoretical and practical terms (see, for example, Just et al., 2005). Up
until fairly recently there was quite some controversy as to the best approaches.
The different DGs of the EC, with their specific traditions, working environ-
ments and requirements, have initially developed evaluation methods for their
OWn purposes.

The DGs that are mainly responsible for SF spending (DG Regio and DG
Employment) were the first to feel the need to come to sound and practical
evaluation methods.” They have adopted some practical methods, given the
inadequacies of the academic literature (e.g. Patton, 1986, 2001; Schmid et al.,
1996). After a period of experimentation it became clear that a more standard
approach was needed. Only in this way could a considerable risk of misunder-
standing due to the use of different concepts and definitions be removed and
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could one be sure that results would be comparable between the different pro-
jects and programmes. A considerable effort to come to a set of standard prac-
tices has been made in the framework of the so-called ‘'MEANS’ programme.
This acronym stands for Methods for Evaluating Actions of a Structural
Nature. These ideas have later been elaborated and concretized in a detailed
practical ‘Guide’.> The framework had the advantage of taking into account
multiple stakeholders and partners involved in the programming, design and
implementation.*

10.2.2 The basic features of the EU/SF evaluation model

The EU imposes fairly strict standardized systems for evaluation to the beneficia-
ries of its SF support. The adoption of such standardized approaches is essential,
in order to be able to compare and sum up the impact of all interventions.

The SF evaluation model reflects a number of the basic design principles of
the EU cohesion policy.

First, it corresponds to the EU programming principle by requiring that
impact assessments have to be made at each of its three stages (EC, 2002¢):

1 Ex ante, also called appraisal. Before a programme or project is started an
analysis should be made about its likely eftfects. This needs to be as specific
as possible; so the type of result that one wants to obtain needs to be
defined in a quantitative way.

2 In course. A first point concerns monitoring. It controls on a regular basis
whether the programme runs according to schedule; whether the means
that are foreseen are indeed committed to the activities specified; and
whether they are spent in function of the aims that are pursued and in con-
formity with the administrative rules set. The main aspect is, however,
intermediate (mid-term) evaluation (MTE); that is to see whether and why
ongoing interventions do really produce the intended eftects.

3 Ex post. This involves the check of whether the initially specified objectives
have indeed been achieved; the assessment of the type of difference that
occurred; the tracing of the causes of such discrepancies and the suggestions
for improvement for subsequent programmes.

The advantages of this three-stage evaluation process can be seen at two differ-
ent levels:

1 Direct and instrumental. Findings are directly fed back and lead on both the
project and programme levels onto adaptations of the targets set and instru-
ments deployed. There is, however, a problem in this respect with ex post
evaluation that is difficult to solve. Ex post can only start once the pro-
gramme is finished. As the new programmes, in general, start immediately
after the end of the preceding one there is no time to feed into the prepara-
tion of the new programme the lessons of the evaluation. A good interme-
diate evaluation has to remediate this problem.
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2 Cumulative and process. The process of experimentation, challenge and argu-
mentation leads to improved policy making and implementation by clarifying
issues, specifying objectives, developing frameworks and testing instruments.

Moreover, the EU/SF method responds to subsidiarity and partnership prin-
ciples by involving local and national government and stakeholders not only at
the design stage but also at the evaluation stage. This is a fragile equilibrium. Of
course the evaluation as such has to be made by independent organizations.
However, the involvement of stakeholders and administrators alongside evalua-
tors is an essential prerequisite for success as it builds up commitment, not only
to the programme, but also to its successful implementation.

The EU/SF approach (compulsory for all SF aid) has introduced a culture of
evaluation in all member states of the EU. Before, many national programmes
tended to be vaguely specified and were only rarely properly evaluated (see e.g.
Gualini, 2004). Under the impetus of the EU many member states have
designed administrative rules and created the administrative capacity to make
sure that their policy cycle is well structured and correctly evaluated. This does
of course entail extra cost. But these costs have been kept limited as the EU
standard specifications have taken away the need to develop own methods and
the uncertainty as to the best method to adopt.

10.2.3 The logic and structure of evaluation approaches

The first step in each evaluation is to get a good understanding of the intervention
logic, which explains what is to be achieved and how it is to be achieved. The key
elements in the intervention logic are inputs, activities, outputs, results (initial
impact) and outcomes (longer-term impact) or objectives (see Table 10.1 and
Figure 10.1). Often a SWOT analysis is associated to this set up.

These elements differ depending on whether they are applied to a policy, a
programme or a project. A policy is the most general and is concretized in

Table10.1 Elements of the intervention logic

Elements

Project level

Programme level

Inputs
Activities or projects
Outputs

Results (initial impact)

Outcomes (longer-
term impact)

Human resources, finance,
goods

Building infrastructure
Setting up an institution
Goods and services produced
by the project

Purpose of the project

Sustainable change effected
by project

Individual projects’ design
and execution

Difterent projects, combined
in a programme

Results of the different
projects

Outcomes of the different
projects (changes effected in
different sectors of the
economy/society)

Change effected in the entire
national economy/society
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programmes, the latter again in projects. On the policy level, objectives and
ways and means are mostly defined in fairly general terms; while on the pro-
gramme and project level they become much more concrete. As a consequence
most of the evaluation work is done at the programme and project level. The
specifics of these two levels are given in Table 10.1.

The understanding of each of these elements is important for evaluation and
so is the understanding of the direct and/or indirect relation (causal links)
between these elements (see Figure 10.1).

Once these elements are in place the key questions can be addressed: (rele-
vance or) appropriateness,” effectiveness and efficiency (see Figure 10.1). In the
following sections we will systematically address these aspects in the evaluation
of each of the objectives.®

In order to make the whole set up operational one needs to select and
measure for each stage in the sequence Objectively Verifiable Indicators (OVIs).
In general OVIs for concrete projects are easier to formulate and measure than
OVIs at the programme level, let alone at the policy (or strategy) level. The use
of similar criteria for the evaluation of comparable programmes (e.g. in different
countries or regions) allows comparison.

Measurement of effects is not a straightforward exercise either. It is easiest in
terms of OVIs on the project level; for instance the number of unemployed
trained for new jobs. The effects on the objective of the programme (for instance
decrease of regional unemployment) and further on the objective of the policy
(decrease in disparity) are much more difficult to capture. Indeed, the observed
change in the OVIs can only partly be attributed to project or programme: the rest
is imputable to external factors (among them the quality of the institutional
environment) and to other projects and policies. What needs to be measured is the
difference between the ‘without intervention’ and ‘with intervention’ situation.
So, there still exists many inefficiencies in our ability to calculate effects; in other
words to relate in an unequivocal manner objectives and means.

10.2.4 Actors involved in the process

All partners in the cohesion policy are to some extent involved in the evaluation
exercise. However, they have quite different roles. Thus, the ex ante evaluation is
the responsibility of the competent authorities in the member states, whereas the

—»| SWOT Effect :

Implementation 3

[ 3
|Objectives |—>| Inrljuts |—>| Projects |—>| Out;)uts I:

Efficiency

Appropriateness Effectiveness

Figure 10.1 Key elements in the evaluation of SCF programmes
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MTE must be carried out by the authority managing the programme in collabora-
tion with the Commission. The ex post evaluation is the responsibility of the
Commission, in collaboration with the member state and the managing authority.

The various partners work according to the so-called ‘cascade’ model, which
ensures that the responsibility of evaluation is cascaded down the whole institu-
tional (politico-administrative) hierarchy.

e EC: analyses evaluation methodology and practices and, on the basis of the
results, provides both regulations on what tasks to perform and guidelines
for evaluators on how to perform them. It assesses ex ante and MTEs,
carries (or contracts out) ex post evaluation of groups of programmes and
makes thematic evaluations on subjects such as partnership, transport and
innovation.” The Commission has created specialist evaluation units in each
of the DGs that share responsibility for cohesion policy. Moreover, Com-
mission civil servants can participate in the Evaluation Steering Groups.

e Member states and regional authorities: they carry out or contract out ex ante
and MTE and monitoring studies. Often the MA® awards the contract to
the independent evaluator (a consultant, university or independent scholar),
monitors the work of the latter and coordinates the work of the Evaluation
Steering Committee. The findings of the evaluator will be discussed in the
relevant Monitoring Committee and then submitted to the Commission.
The evaluation reports must be made available to the public.

Within this general framework evaluation is highly differentiated among
countries and even more so among regions. This is a reflection of long-standing
differences in administrative traditions and in evaluation experience and capacity.

10.3 How did the EU perform?’

10.3.1 Are EU interventions appropriate?

The question about the appropriateness of policy interventions can be answered
by checking whether the policy set up and the measures it uses are relevant for
the solving of the problems. At the level of the cohesion policy as a whole the
problems have been defined in general terms as the persistence of economic,
social and territorial disparities. At the level of the instruments one considers
mainly the SF and the CF. Let us recall here that the SFs are called that because
they intend to improve the structural conditions that determine disparities. So,
the actions of the SCF concentrate on the taking away of deficiencies on the
supply side, in other words on the growth potential (competitiveness) of the
backward countries and regions and of disfavoured social groups (see Chapter 6).
In practice this means that most of the support has been given to infrastructure
and manpower. Moreover, the SCF have contributed to the quality of institu-
tions in many poor regions and hence on the quality of the regional investment
conditions (i.e. Lion et al., 2004). Finally, the EU system takes due account of
aspects of policy consistency (see next chapter).
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In the past, the SFs have targeted their actions to decrease the economic and
social disparities. The new dimension of territorial cohesion could not yet
benefit from such explicit actions. However, in looking at the daily practice of
the SFs one sees that they have also (albeit coincidentally) contributed to territo-
rial cohesion. This effect has increased over time. First, because the SF actions
are now more oriented towards the regions that have the highest needs; and
these tend to be the regions that score highest on indicators such as peripherality
and lack of urban services. Second, because the method of delivery of the SF
favours the integration of local actors in the process and supports the capacity of
the regions outside the core to deal with problems and mobilize support.

The positive aspects cited here do not give the whole picture, however.
There are also negative aspects to the working of the SF. We cite in the final
section of this chapter a few of them. The negative aspects are in general con-
sidered to be much less important than the positive ones. So, the critical evalu-
ation of the EU system of support to cohesion as it has evolved over time does
not suggest that there is a major problem with respect to the appropriateness of
its policy packages.

10.3.2 Ave EU interventions effective?

Interventions can be considered effective in case the ex ante expected effects of
the policy have been obtained and that objectives have been achieved. The
effectiveness of interventions is not easy to establish. In principle one calculates
this by relating an indicator of output (result or impact) to a quantified objec-
tive. In practice one has started by answering the following two questions:

1 Did the SF support reach the right regional target groups? In principle the
design of the system foresees a concentration on low-income regions.
This, indeed, proves to be the case: the poorer a region the more support
it gets.

2 Has SF money been spent on the programmes and projects that do con-
tribute to reaching the policy objectives? Evaluation studies of individual
projects and programmes suggest that transfers were indeed carefully aimed
at meeting the objectives'’ and specific policy targets.

However, these questions do not reach the heart of the matter. We have seen
that the basic objective of the cohesion policy is to reduce disparities. In Chap-
ters 2 to 5 we have seen that disparities on many scores have actually decreased
over the past decades. Now the real question to which research needs to give an
answer is whether the SCFs have contributed to a reduction of these disparities.
Or would the observed reduction have occurred anyway? Empirical studies have
not led to unequivocal answers to these questions; on the contrary they have
produced a considerable controversy between the following two camps:

1 Positive. A first group considers that the evaluation made of the policy shows
largely positive results. We find on this side not unexpectedly the Commission.
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In matters of objective 1 regions she states: “The SCF do not only stimulate
demand by increasing income in the regions assisted. By supporting invest-
ment in infrastructure and human capital they also increase their competi-
tiveness and productivity and so help to expand income over the long term’
(EC, 2001: xxi). In matters of objective 2 regions she finds that cohesion
policies have had a cushioning effect on the regions that lost out in this
game and have permitted them to catch up (EC, 2004a). This view is sup-
ported by many academics that have found empirical evidence for the rela-
tion cohesion policy decrease in disparity."

e Negative. Some claim on the basis of empirical studies that the EU policy has
no effect on convergence (Dall’erba and Le Gallo, 2003). Others consider
that it is at best neutral in the sense that the transfers from the rich to the
poor do contribute only that amount to the wealth levels of the beneficiary
regions. However, they suspect that the welfare effect is actually negative
due to the ensuing distortions of taxation and bureaucracy and sub-optimal
location of activities.'” These authors (e.g. Boldrin and Canova, 2001, 2003)
doubt any long-term growth effects of the present EU cohesion policy. To
give one citation: ‘current (EU) policies are ineffective, based on incorrect
or at least unsubstantiated economic theory, badly designed, poorly carried
out, a source of wrong incentives and in some cases of corruption’ (Boldrin
and Canova, 2003: 35-36)."

How can different authors analysing the same reality come to such contro-
versial conclusions? Could this be a consequence of deficiencies in the methods
that are used to capture the complicated nature of the cause—effect relation?'*
Let us concentrate on the more sophisticated methods that use a model intended
to isolate the effects of cohesion policy from ‘normal’ development.'®

The first question to which we will draw our attention concerns the policy
objective of decreasing disparities in regional incomes. The empirical studies
made on this relation can be split into two types:'®

1 Demand-side effects are mostly traced with macro economic models. Studies
that look at the effect of increased spending by the SF in target regions'’
tend to show significant positive effects. For the whole of the cohesion
countries the extra growth of GDP induced by the SF has been estimated at
some 0.5 per cent per annum (EC, 1996a).

2 Supply-side effects are mostly traced by models that relate regional growth
figures to factors determining growth such as infrastructure, HR, R&D, etc.
SF support is then also included as a policy variable in these models. They
show that SF support has had a significant positive impact on the growth
performance of European lagging regions.'® The effect of the SCF seems to
be larger in regions that are well endowed with factors of growth; and
lower in regions with poor endowment (industrial structure and R&D) and
also lower in regions that are much less receptive to change. Regional spill-
over eftects did not seem to play a role in peripheral areas and only a limited
one in central areas (e.g. Dall’erba and Le Gallo, 2003).
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The next question regards the second major policy objective of the EU: the
reduction of unemployment. This question has not got as much attention in the
literature as the question about wealth disparities. Neither is there much contro-
versy among researchers.

There are various ways to attack the problem of assessing the effectiveness of
the cohesion policy in matters of reduction of unemployment (disparities). One
is in the analysis of the combined eftect of the economic and the social parts of
cohesion policy. In its simplest form this would consist of the adding up of the
figures on employment created in activities that have been supported by the
multitude of programmes and projects of the EU cohesion policy. But the ques-
tion is how much of that employment would have been created anyhow,
without support. Another way is to use macro models that relate (un)employ-
ment to SF support. Measured in this way the SFs have decreased unemploy-
ment (e.g. Bradley et al., 2004). But the question is how much of that
employment would have been created anyhow, without support.'”

So, the conclusion of this section is that there is much evidence to justify the
EU cohesion policy; however, there is also quite some concern as to the effec-
tiveness of the policy package that the EU has put in place. We will go deeper
into this problem by specifying the results for the various objectives that the EU
policy distinguishes.

At this stage one should, however, point at a fundamental difficulty that cannot
be overcome even with the best methods and with the most detailed investigations.
It is related to the uncertainty that is brought up by the controversial outcomes of
the theoretical models for the development of economic, social and territorial dis-
parities (see Chapters 2 to 5). One will never be able to establish what would have
happened without the EU interventions. Take two examples. If one observes con-
vergence, is this due to policy or is it due to the autonomous development of the
system? If one observes a weak tendency towards divergence, is this the net effect
of on the one hand considerable divergence had the system been left to its own and
on the other hand some convergence produced by policy? Therefore, conclusions
as to effectiveness need always be made with some caution and rather in terms of

plausibility instead of proofs.

10.3.3 Are EU interventions efficient?

Answering the efficiency question involves the checking of whether the EU has
attained its policy results using as little resources as possible.” In operational
terms this means that one defines an efficiency indicator, for instance by divid-
ing the results obtained (e.g. jobs created) by budgetary inputs (outlays in euro).
Many observers state that the EU cohesion policy suffers from a lack of effi-
ciency. They tend to blame the high organizational and administrative costs of
operating the system. This problem has two aspects: a general one and a specific
one:

e General. The EU has opted for the allotment of its aid in the form of
specific-purpose grants (see Chapters 6 and 7). The rationale for this is of a
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political nature; the EU is accountable to those who have provided the
money and has to demonstrate to them that the money is well spent. This
would not have been possible with general-purpose grants, as they would
have tended to be amalgamated with other budget items of the recipient
countries and regions. The implication is, however, a costly administrative
system of delivery, monitoring and evaluation. The total cost consists of the
inputs of the many actors involved: public authorities (such as local authori-
ties, national ministries, various DGs of the EU), non-governmental parties
(private firms) and increasingly intermediate organizations (such as trade
unions, chambers of commerce, etc). This involvement occurs at all stages
of the policy process (planning, implementation and financial justification)
and at all levels of detail (programmes, but also detailed projects). The
various reforms that occurred at some seven-year intervals (see Chapter 7)
have improved the procedures and hence the efficiency of the workings of
the system. However, the key to real success on the score of increased effi-
ciency may lie in a stricter application of the subsidiarity principle, leading
to a change in the distribution of responsibilities, with the EU limiting itself
more to a banker’s role, that is to critically evaluate the planning and imple-
mentation and leaving the more operational aspects to lower bodies (see
Chapter 12).

e Specific. The EU spends in absolute terms large amounts of aid in the rich
member states. So these countries get back part of the money they have
contributed to the EU budget via the SFs.*! The pumping around of money
between member states and Brussels is inefficient and entails a welfare loss.
Other welfare losses result from the distorted allocation of public funds
because the richer member states spend money on projects that happen to
be eligible for EU funding, but that they would often not have financed if
they had followed their own priorities. A solution to this problem could lie
in a trimming of the flows to and from the richer member states.” In prac-
tice this would boil down to a netting of parts of the EU budget: rich
member states would pay less to the EU budget and would get no support
from the EU funds. Such a policy would be in line with sound economics
but is opposed by many regional, national and European political circles.

10.4 Objective 1 regions

10.4.1 Appropriateness

‘We now turn our attention to the specific objectives of the EU cohesion policy.
Most important is of course objective 1, formerly backward areas now conver-
gence. The evaluation of the objective 1 support has been the subject of a range
of studies.” The most recent one available (ECOTEC, 2003a) covers the period
1994-99, a period in which some €210 billion has been spent on the backward
areas. The problem of economic backwardness is reflected in a concentration on
low-value-added economic activities, a lack of infrastructure and inadequate
labour qualifications.
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The programmes of the objective 1 regions have set priorities that are in
general in line with their needs. They came broadly under four headings (in
brackets the approximate distribution of resources in the period 1994-99):

1 Infrastructure, transport and environment (50 per cent).
2 Business and tourism (some 25 per cent).

3 Education and human capital (some 15 per cent).

4 Agriculture and rural promotion (10 per cent).

The programme balance of the 2000-06 period was somewhat different from
the one at the end of the 1990s. Infrastructure was still an important item. The
accent has shifted to growth, to competitiveness and job creation (economic
cohesion), to education and training (social cohesion) and to a better distribu-
tion of specific social services over cities in the region (territorial cohesion).

10.4.2 Effectiveness

The effectiveness of the policy can be measured at difterent levels and with the
help of different indicators. The highest level indicators refer to the two major
targets: decrease in disparity in wealth and in (un)employment.

The prime target is the decrease in the disparity in GDP per head. The GDP
per head gap between objective 1 regions and the rest of the EU with regard to
GDP per head (in Purchasing Power Standard) has narrowed from 64 per cent of
the EU average in 1993 to 69 per cent in 2000. Indeed the objective 1 regions’
rate of growth has been significantly higher than the EU average. Moreover,
among the objective 1 regions one observes a positive correlation between GDP
growth and the intensity of SF intervention (see Figure 10.2). So, although the
causal relation has not been established, it is at least likely that the policy has con-
tributed to overall cohesion. However, this general evidence of convergence and
hence of effectiveness of the policy masks the persistence of significant problems.
One is territorial cohesion. Indeed, disparities among objective 1 regions have
increased; in many countries growth has been concentrated in the core areas of
these regions. This has been stimulated by the distribution of the available funds.
So, territorial cohesion has apparently not got overriding priority.

Decrease in unemployment is the second indicator of the success of EU
cohesion policy. We recall that this indicator is closely related to the objective of
social cohesion. With respect to this indicator the record of success for objective
1 regions is less positive than for GDP/P. Indeed, the unemployment rate in this
group of regions stayed almost stable at 16 per cent during the evaluation
period; considerably above the EU average of 9 per cent (ECOTEC, 2003a).

Following the method of Table 10.1 one can check the effectiveness of
objective 1 interventions by relating the outputs in terms of the priority meas-
ures (e.g. infrastructure construction) to the efforts made to realize them. The
measurement of the efforts is fairly straightforward; normally this is done in
terms of public investment. In the past their size has been very impressive, for
example, investments in human and physical capital have amounted to 8 per
cent of total capital accumulation in the four countries that were the major
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Figure 10.2 Structural Fund allocation and GDP growth
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Source: EC (2004a), Graph 4.4

beneficiaries of the cohesion efforts over the period 1994-99 (Spain, Portugal,
Greece and Ireland). However, the expected output 1s much less easy to quan-
tify. There are many factors that inhibit quantification. The list of problems
starts with the non-comparability and questionable reliability of OVIs. Even
when some of these are available performance is difficult to judge as one has
often omitted to define, at the start of the cycle, clear and quantified objectives
and targets. Given these constraints it has not been possible to evaluate correctly
the effectiveness in the programming period 1993-99 (ECOTEC, 2003a).
Hence, the effects of inter-regional transfers on the growth and performance of
the backward regions is a matter of considerable controversy. As objective 1
regions have a very heavy weight in the overall cohesion policy, this is in line with
the discussion we reported on in the first section of this chapter. We give here the
contrasting results of some analyses specifically done for objective 1 regions.

e Supportive. The aid packages have important demand, supply and other
effects as mentioned in the endogenous growth literature. The effects were
found to be positive for both GDP and employment growth in objective 1
regions. The real long-term effects are higher the better the region responds
to opportunities arising in the rest of the country and the rest of the EU
single market (Bradley et al., 2004). Next to this modelling approach posit-
ive employment effects have been captured by subtracting from the
observed development (partly dependent on aid) the likely autonomous
development (without aid) (Martin and Tyler, 2000).
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e Critical. Each of the components (given in the previous section) of the aid
package has a difterent eftect. Infrastructure and business support notwith-
standing the huge sums involved have had only a negligible impact. Support
to agriculture has short-term positive eftects but these wane quickly. Only
investment in education and human capital (representing only 8 per cent of
outlays) were found to have significant positive returns in the medium term
(Rodriguez-Pose and Fratesi, 2004).

In view of the difficulties with an overall assessment we try to see how in far
more detailed studies we can shed light on the subject of effectiveness. To that
end we give here the results of evaluation studies that are made for the difterent
countries eligible for objective 1 aid.

Spain. SF spending on public infrastructure and education in backward
regions of Spain has accelerated the growth of these regions by up to two per-
centage points, and had diminished the disparity in productivity between
Spanish regions by some 5 per cent, which represents one-third of the observed
decrease (de la Fuente and Vives, 1995).>* But grant programmes seem to have
been ineffective at stimulating private investment or improving the overall
economies of the poorest regions (Garcia-Mila and MacGuire, 2001).

Portugal. The funds transferred in the period 1996-2006 add 3.4 per cent to
the level of GDP and 0.15 percentage points to long-term GDP growth (Gaspar
and Pereira, 1995).

Greece. For Greece aid is supposed to have increased long-term annual
growth by half a percentage point (Lolos, 2001). A more detailed ex ante analy-
sis of the effects of the last CSF (Christodoulakis and Kalyritis, 2000) found no
lasting demand side effects. However, the authors found a significant contribu-
tion of the SCF spending to growth under the condition that the supply
improvements were done in such a way that they could be immediately used by
producers (e.g. training labour for jobs for which a real demand exists).

Ireland. European aid has resulted in an initial acceleration of the growth of
GDP/P of 1 per cent per year; after some years, the growth bonus has become
much higher, because the supply-side eftects did take some time to materialize.
The extra percentage point to the growth has contributed to the decrease of the
difference in wealth levels between Ireland and the EU (Bradley et al., 1995).
The role of the SF has been essential but could only come to fruition in a sup-
portive policy and institutional environment (see Box 10.1).

So, on the basis of these studies on the national level we can conclude that SF
aid has decreased GDP/P disparities.

10.5 Objective 2: from restructuring to competitiveness
and employment
10.5.1 Appropriateness

Many regions that are confronted with the problem of industrial restructuring
have been the beneficiaries of a significant amount of European money (some
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€3 billion a year over the 1994-99 and 1999-2006 programming periods). It
has taken some time before the effectiveness of this aid was properly evaluated.
The first study consisted of reviews of the programming documents for the
periods 1989-93 and 1994-96 (Bachtler and Taylor, 1996). It showed that there
was a wide diversity in economic structures, problems and hence in specific
objectives, approaches and types of projects. This considerable heterogeneity
presented a considerable barrier to come to generally applicable conclusions in
the ex-post evaluation study (CSES, 2003).

The programmes evaluated appear to address the major problems objective 2
regions are confronted with. Unlike objective 1 regions, these are not so much
related to lack of infrastructure (transport) and of human capital, but to some
inadequacies of these endowments for modern economic activities. Major prob-
lems are the lack of innovativeness and the heritage of derelict (and often heavily
polluted) industrial sites. The allocation of funds was broadly in line with these
priorities:

e infrastructure: mainly industrial sites (27 per cent);

e support for business: access to services, promotion of trade (25 per cent);
* training and developing skills of work force (20 per cent);

e innovation, R&D, ICT (10 per cent).

Box 10.1 Catching up: the case of Ireland

Catching up can be step by step or incremental: but at least in small
member states it can, under right conditions, be quantum. Within the EU,
Ireland affords a clear example of this in that its GDP and active work
force has more than doubled in less than ten years, its unemployment rate
has dropped from nearly 20 per cent at the start of the 1990s to just 4 per
cent in 2005, while its macro economic situation, from being among the
worst in Europe, has converged to that of the best. From watching its
young people emigrate for one and a half centuries, the country now
requires the young people of other countries to meet its labour market
requirements.

What were the determinant factors for this success? The answer lies in a
complex interplay of factors among which the following formal and
organizational features stand out.

e Government action on the basis of long-term policy objectives,
which did not even change in difficult circumstances and after
changes in government. These objectives commanded widespread
understanding and support and were anchored in broad social con-
sensus. They have been developed on the basis of hard-learned
experience (including multiple mistakes). Policy and resources
(investment capacity) were integrated over a long period.

* Constant drive towards improvement of the quality of policy making
and to a lesser extent implementation, based on evaluation of
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previous experiences. Delivery and implementation structures (such
as State development agencies, the Employment Service, tourism
promotion agency, Roads Authority) have always been substantial
and relatively professional bodies, and have been constantly urged to
become more efficient.

* Organization of the State’s finances on a long-term logic, whereby
the parameters of EMU have been fully reconciled with the
demands of further public investment in policy-priority areas. This
has demanded, among other things, a full review of taxation policy,
and more recently tax-gathering mechanisms and practices. No
country in the Europe of 15 has undergone such a thorough and
radical change in this respect.

 Sticking to strict prioritization. For example, all secondary infrastruc-
tures have had to await investment while preference has been given
to human resource development, entrepreneurship, business devel-
opment and primary (telecom) infrastructure.

 Stable, independent and relatively efficient public service, an increas-
ing climate of transparency, a quasi non-existent level of corruption
among public officials, the growing confidence of a relatively youth-
ful population and their consequent demands for change and access
to new opportunities.

So, the Irish success factors go well beyond the support of the SCF.
When at the time the public debt was over 100 per cent of GDP, the
government deficit was 12 per cent of GDP and unemployment was 18
per cent (the situation in 1988-91), the SF allowed Ireland to continue to
give expression to ambitious policy objectives which otherwise could not
have sustained public and political support. Over time as support from the
SFs have become less important in relative terms, they have transferred to
Irish investment planning, programming and evaluation a discipline that
has reinforced the historic strengths of policy and policy implementation
and helped to address many of their weaknesses. By allowing policy
makers to continue to invest in key endowment levels of long-term
growth and competitiveness despite the strong sense of crisis of the late
1980s and early 1990s, SFs were, at a critical time, a major factor in
Ireland’s longer-term success.

Source: Adapted from ECORY'S (2004b)

The heterogeneity of the programmes and the highly fragmented character of
the eligible areas make it difficult to check the overall appropriateness of the
policy as to the three dimensions of cohesion. But some general observations
can be made. Stemming economic decline by stimulating the introduction of
new economic activities does make a contribution to economic cohesion. Pre-
venting unemployment to increase in areas that are often concentrations of
deprivation does contribute to social cohesion. And although many of the



238  Checking effectiveness and consistency

interventions are in central areas and hence do not contribute to territorial
cohesion in the EU as a whole, some do improve territorial cohesion on a lower
level in the sense that they prevent certain cities loosing out with respect of the
more central cities in the country or region.

10.5.2 Effectiveness

The major objectives of the policy are the renewal of the industrial base and the
decrease of unemployment. A secondary objective is preventing decreases in
income.” Many programmes cite other objectives as well, such as environ-
mental improvement, etc. The objectives have seldom been translated in clear
targets. It means that the evaluation of the eftectiveness of the objective 2 inter-
ventions cannot be assessed properly. One is therefore limited to a quantification
of the change in some policy variables without being able to indicate the causal
relation between these changes and the SF support. The results of two exer-
cises™ are:

e Restructuring. In each period some 700,000 to 800,000 jobs have been
created in new industrial and service activities (some 500,000 if one takes
account of the displacement effect of existing jobs). Some 300,000 SME
have received assistance in adapting themselves to new market conditions.
They have been essential for employment growth. In the second
period some three million people received training to get qualified for
new jobs.

o Unemployment. Over the 1994-99 planning period unemployment
decreased by some 3 per cent against a decline of some 2 per cent in the
rest of the EU and only 1 per cent in the regions of the EU excluding
objective 1.

e Income. Growth in GDP/P was marginally below the average of the EU as a
whole. As a consequence the index of the average GDP/P in objective 2,
with respect to the EU average, decreased marginally.

Effectiveness seems finally to have been negatively influenced by two import-
ant factors (EC, 2004a):

1 The small size of the eligible areas. As a corollary to small size of the regions
the size of the interventions is rather small which makes it difficult to
measure the effects. Moreover, the effects tend to spill over into neighbour-
ing areas.

2 The limited time period for which support is available. This favours short-
term projects at the expense of strategic ones for which results become
visible later.

The MTE of the 2000-06 period provides evidence of important learning
effects. The quality of the implementation, monitoring and evaluation have
much improved (Basle, 2006).
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10.6 Social problem areas (former objectives 3 and 4)

10.6.1 Appropriateness

The main problems of social deprivation are related to unemployment and
access to education (see Chapter 4). Specific categories such as long-term unem-
ployed and youth were particularly vulnerable. Under objective 3 the EU set as
main policy targets the combating of long-term unemployment, and the integra-
tion into working life of young people and other persons excluded from the
labour market. Next to this the EU also wants to contribute to the adaptation of
workers of either sex to industrial change and changes in production systems.

We consider that there is a major problem with appropriateness in the sense
that cohesion policy instruments do not apply to one of the main root causes of
unemployment, namely ill-adapted national labour market institutions (see
Chapter 4). These are only addressed by measures of the EU programme on
employment and the Lisbon strategy. The instrument available here is the OMC
(see Chapter 8). But national states are sovereign in choosing whether they
adapt their structures or not and if so in which way.”

The ex post evaluation of the 1994-99 programming period (EC, 2004d) and
the MTE of the 2000-06 period (EC, 2005) considered that the actions of the
ESF were nevertheless appropriate as they did reach the target groups, while the
distribution over target groups followed the policy priorities set by the pro-
grammes. The measures supported were very wide ranging; they covered the set
up of public employment services, intensive counselling and job search activ-
ities, life-long learning, training and education, employment subsidies and
incentives for start-ups. Much of these were deployed in the framework of
active labour market policies. The ESF has supported the spread of good prac-
tices to those countries that lacked experience with such policies.

10.6.2 Effectiveness

The effectiveness of the policy measures that attack social deprivation cannot
easily be evaluated in general terms due to a range of factors. These include: (1)
the multitude and wide variety of ESF support schemes; (2) the lack of clear
specification of targets; (3) the poor design of the programmes; (4) the small
contribution of ESF funds with respect to national funds; and (5) the difficulty
of measuring outcomes instead of outputs.

So it is difficult to generalize the effects of specific measures of European
social policy and the evaluations of the EC (EC, 2004d, 2005) have practically
no reference to effectiveness. Some have tried to get to results notwithstanding
the difficulties. Examiners of the programmes of the early decades of the policy
have mostly come up with unfavourable critiques. They argue that, at best, the
ESF has served the redistribution of European money, but failed to attain any
specific social objectives (e.g. Laffan, 1983; Steinle, 1988). Examiners of the
more recent policy have concentrated on the effects of Active Labour Market
Policies (ALMP), as most of the EU/SF interventions fall into the category of
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ALMP. ALMP try to stimulate the moving out of unemployment into employ-
ment and to prevent the move in the opposite direction (see previous section).
The effectiveness of ALMP to reduce unemployment was found to be rather
ambiguous and at best a small positive effect could be found. The analysis of a
series of EU countries suggested that the effectiveness may be enhanced in case
projects are geared to local situations.”

10.7 The new member countries of central Europe (from
Phare to objective 1)

10.7.1 Appropriateness

The accession countries face a large number of problems. As evidenced in
Chapters 2 to 5 their productive structure is weak; their infrastructure deficient
and the qualification of their labour force inadequate. Moreover, they have
institutional weaknesses. The eastern enlargement of the EU has been very dif-
ferent from all previous ones for a set of reasons.

First of all, the difficulties for the accession countries were much larger.
Indeed, all countries that joined the EU in the previous century had a market
economy. Admittedly, some of them, notably those in the Mediterranean basin,
had to make the adaptation from an economy very heavily influenced by
national government regulation and dominated by state enterprises to one with
more competition and efficient institutions. However, they had all the essential
prerequisites for accession to the EU. In contrast the countries from central
Europe that recently acceded have had only a short period to make a (very
painful) transition from a protected, state-planned economy to a market
economy that is open to the world.

Second, the objective is set much higher. In the past countries entered into
a CM; now they integrate in a union that has progressed to the stage of an
EMU.

Third, the institutional environment has changed as well. The instruments
the EU uses are now considerably more refined compared to the previous situ-
ation. Moreover, the density of regulation has much increased.

Finally, the ‘quality’ of the EU institutions has much changed. This puts
more demands on national governments for efficient cooperation with the EU.
The NMSs have had a long way to go to build up institutions that are able to
deal with the sheer size, with the complexity and with the intensity of the inter-
ference of the EU and the national domains. Moreover, they came from further
afield than the previous accession countries, even if the latter had often to adapt
their structures inherited from fascist types of government.

In view of these circumstances, pre-accession assistance has been given to the
candidate countries. These started in the early 1990s, which provided know
how (including policy advice and training), invested directly in infrastructure
and acted as an accelerator for other donors by guarantee lines (EC, 1996a).
These programmes amounted to some €1 billion a year.

From 2000 up to 2006 the support to the new member countries has come
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from three sources that correspond to the major problem that the accession
countries have faced:

1 ISPA: support to investment in transport infrastructure and the improve-
ment of the environment (some €3.2 billion).

2 SAPARD: support (some €0.5 billion a year) to rural areas and adaptation
to the Common Agricultural Policy (CAP).

3 Phare: some €1.6 billion a year for institution building, investment in regu-
latory infrastructure to comply with the ‘acquis communautaire’.

Given the problems of the candidate countries the choice of the priorities seems
obvious and hence we can consider the policies as fully appropriate.

10.7.2 Effectiveness

There are huge needs in the NMSs and in the accession states and these justify
that huge sums are devoted to the solving of those problems. However, the
recipient countries have considerable difficulties to absorb this amount of
money. We have seen these problems while discussing the delivery and imple-
mentation aspects in the previous chapters. These problems have, however,
been gradually eased under the influence of two factors: previous efforts and a
cap on the ratio of support.

Previous efforts have prepared the ground. Indeed, the EU redistribution has
not started with formal accession: considerable sums in pre-accession aid have
been spent in the new member countries. In this way the NMSs have gained
experience. However, the adoption of the EU framework for programming,
partnership, monitoring and evaluation has not been without difficulties. Unfor-
tunately the EU has contributed to such difficulties as the governance aspects of
the Phare funds were different from those of the SF. So the accession countries
had to adapt institutions, train people and adjust administrative and political
habits, once to meet Phare and next to meet SF requirements. In order to limit
the cost and keep the process going one has often opted for a simplified set up
notably in the refocusing of the projects to a limited set of targets. The improve-
ment of the administrative and absorption capacity has often been explicitly
taken up as a major development goal. In this sense the very existence of the EU
framework has contributed to the effectiveness of the SF efforts (Blazek and
Vozab, 2000).

A cap has been set. The absorption capacity of the NMSs is relatively limited.
The EU has set a cap (ceiling) on its support; total funds flowing to a certain
beneficiary country should not exceed 4 per cent of that country’s GDP. The
amounts available within this 4 per cent cap have up until now been sufficient
for covering the needs of the recipient countries. A general 4 per cent cap has,
however, the perverse effect that support grows as the beneficiary country
catches up. This eftect can be illustrated with Figure 10.3. The assumptions are
that receipts from the SF per capita increase up to a level of €10,000 to reach
€400, remain stable at that point up to a level of €15,000 and decrease to cease
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Figure 10.3 Effect of the 4 per cent cap on SCF receipts for the NMS
Source: Gros and Steinherr (2004: 286)

completely at €20,000. For completeness we assumed that contributions to the
budget remain 1 per cent of GDP at all levels of wealth. So the net receipts can
be obtained by subtracting the two lines.

The eftects of this rule are clearly at odds with equity considerations as the
amount of aid per head of population is actually higher the higher the wealth
level. For that reason the EU has differentiated the cap by the level of develop-
ment of the recipient country. The cap is 3.8 per cent for countries with a
GDP/P below 40 per cent of the EU average; 3.2 per cent for countries around
75 per cent of the EU mean; the 3.2 per cent figure is decreased by 0.09 per-
centage points of GDP for each increment of 5 percentage points of the ratio of
the country GDP/P to that of the EU.

10.8 The CF

10.8.1 Appropriateness

We recall that the CF was established in 1993 to support the least prosperous
member states to prepare for participation in the EMU. The support is targeted
in two fields: environment and transport. The total available sums have been
some €16 billion for the 1993-99 period and €18 billion for the 2000-06
period. The level of assistance is high (80—85 per cent of eligible cost); by impli-
cation the degree of co-financing required is low. The latter came mostly from
the national budgets; co-financing from the private sector was found to be
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almost negligible. Recently the ex post evaluation has been made (ECORYS,
2004b).

The projects carried out in the field of environment were mostly very rele-
vant for reaching the policy priorities of both the national and the EU.
However, they were not always clearly part of a well-established strategy. In the
course of the operation of the CF this integration has been improved. A point of
concern in the appropriateness assessment has been that many projects were
designed to solve environmental problems that had been caused by specific
actors. Now the CF support means that one of the basic principles of the EU
environmental policy, namely, the ‘polluter pays’, has not been respected. The
EU has identified the problem without solving it (EC, 2000c). In practice the
solution found is that a charging system should be put in place that covers at
least the operating and maintenance cost.

Transport projects are appropriate from an EU point of view as they take
away serious bottlenecks in the infrastructure of the beneficiary countries. This
applies to both road and other projects (rail, port). They were included in
national plans and found relevant.

Project priorities have been selected jointly by the Commission and the
member states. There has been an inherent tension between the national and
EU priorities. Some of the projects selected were not top priorities from a
national point of view.

A particularly important aspect to be seen in the case of CF projects is that
many of them might also have qualified under the SF, as they were located in
objective 1 or objective 2 regions. The allocation of the various projects over
the SF and CF has in all cases been done in a rather pragmatic way; the larger
projects clearly contributing to EU objectives and priorities tended to go for CF
support, others for SF support.

The final appreciation as to the appropriateness of the CF interventions is
very ditficult. The type of projects selected is not specific for the CF. The
chosen types are certainly relevant for the improvement of the conditions for
competitiveness of these countries (e.g. infrastructure) and contribute to EU
objectives (sustainability). However, other types of interventions could be justi-
fied with these arguments as well.

10.8.2 Effectiveness

Generally the projects reviewed have achieved their outputs, results and goals.
This can be seen in simple indicators such as the doubling of the motorway
network in Greece, Ireland and Portugal. Also, in the majority of cases, the uti-
lization of the infrastructure and the beneficiary population was largely in line
with the ex ante expectations. In the case of individual projects the evaluation
was hampered by the lack of quantified information and suitable indicators. It
has also been hampered by the blurring of concepts; in many cases objectives,
outputs and results were mixed up despite the prescriptions of the MEANS stan-
dard (see earlier section on methods).

The impact in terms of return of the projects has been in general positive,
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although the quality of the Cost Benefit Analysis carried out has been on many
instances insufficient. The impact of the CF projects on a number of points
(such as employment, additional value added and investments generated by busi-
ness) has overall been impressive (LSE, 1999).

10.9 Some overarching aspects

10.9.1 The bright side: EU added value

Overlooking the results in the previous sections we see that the EU has con-
tributed to a number of improvements as to cohesion that can be termed the
value added of the EU. It is good to recall in this respect the reasons why pol-
icies should be moved to a higher level of jurisdiction (see Chapter 6). The
principle motive for an EU cohesion policy as compared to national ones is
economies of scale. It implies that things would not have been achieved or
would have been achieved in a less complete or less efficient way had the EU
cohesion policy not existed. In other words: value resulting from EU assistance
that is additional to that which would have been secured by national and
regional authorities and the private sector. The EU involvement has both a
financial and a regulatory dimension. Specifying value added according to the
financial dimension we should find that spending of money via the SF has had
better effects than it would have had if it were spent via national budgets. Speci-
fying value added along the regulatory dimension implies the identification of
positive effects on cohesion that would not have existed without EU rules and
institutions.

The EU has created value added” in matters of cohesion on each of the
stages of the cycle:

o Analysis of the problems. In quite a number of cases countries failed to recog-
nize the gravity of certain problems. The EU has contributed to a good
assessment by making pan EU surveys based on uniform definitions and
leading to comparable figures.

o Selecting the right intervention system. The EU cohesion policy favours com-
petitiveness and thus growth. Concentration of resources on investment in
the improvement of the stock of physical capital and human capital has
taken away clear barriers to growth.

*  Mobilizing substantial resources. The EU funds are much larger than the cohe-
sion countries would have been able to mobilize had they been on their
own; there is a clear and substantial redistribution within the EU. More-
over, the EU requires co-financing for investing in projects. In this way
extra finances from public and private sources have been mobilized (and
often secured in times of budgetary restraints) so that total levels of invest-
ment have been enhanced.

*  Regulation and coordination. The EU has prevented subsidy wars and a race to
the bottom in terms of social and environmental standards.

o Improving the quality of the implementation and delivery system.”® The EU wants
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partnership and good governance generally applied. As a consequence many
countries have improved their administrative structures and procedures,
notably those that deal with the programming cycle as depicted in Figure
7.1. The multi-annual programming approach of the EU has introduced
predictability as to the availability of funds permitting beneficiaries to go
ahead with projects that under the uncertainty of single year budgetary
allotments would not have come oft the ground. The EU regulations have
contributed to strategic thinking and planning both on the national and
regional level. The ownership of projects on low levels of organization has
improved the adequacy of the projects with the real needs of the region or
group. The strict rules about good governance have decreased the degree of
fraud and corruption. An example of the influence of the EU on a national
delivery system is given in Box 10.2.

Enhancing learning effects. The EU obligation to regularly evaluate interven-
tions has made it possible to regularly adapt the system to new demands. It
has also had important positive effects on the quality of the programmes and
projects carried out. Moreover, the EU has fostered exchange of knowledge
about the understanding of the problems and about the best ways to attack
them. The EU experience has clearly influenced changes in national policy
regimes that are now more geared to competitiveness and less to simple
redistribution.

Realizing synergies between EU policies. There are two sides to this:

1 There is, on balance, a positive influence of the EU institutions and of
EU integration. The EU regimes about such diverse matters as internal
market, EMU, product safety, competition, etc., have stimulated growth
in the countries that earlier had problems in terms of volatility of
exchange rates, inflation, lack of trust in the legal system, etc.

2 The SF devote considerable amounts in the least-favoured areas in the
EU to meet EU standards and reach EU policy objectives in matters of
transport, innovation, information society, environment and energy.
The resources earmarked for cohesion and spent on these items are
often more important in financial terms than those devoted to the
respective sectoral EU policies. However, the impact goes further in the
sense that the EU cohesion programmes have stimulated national gov-
ernments to develop strategic views on other policies and improve their
impact. A clear case in point is environmental policy under the impetus

of the CF support.
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Box 10.2 Italy’s institutional restructuring to reach conformity with EU
norms

With the 1988 reforms of the SF a set of new rules was introduced. The
mid-1990s evaluation of the Italian implementation of the SF under these
new rules showed the persistence of rather low levels of aggregate policy
effectiveness. It showed also the very large differences that existed between
[talian regions in the quality of their institutions and hence in the quality
of the implementation of the SF. The Commission then threatened to
reallocate funds earmarked for badly performing regions to other Italian
regions and even to other countries. After negotiations Italy obtained
some more time to comply with the new rules under the condition of a
clear commitment to a rationalization of its administrative structures and
procedures.
In practice this restructuring implied two elements:

1 At the regional level the designation of single centres responsible for
programme management, technical coordination of administrative
structures, implementation procedures, monitoring and the provision
of co-funding. These centres are accountable to the regional political
authority.

2 At the national level a new structure (steering cabin later taken over
by the Ministry of Finance) with several responsibilities. First, to act as
technical reference for the regions. Second, to exert central control
over the implementation of EU-funded programmes. Lastly, to
develop monitoring and evaluation capacities and apply systematically,
monitoring and evaluation to all Italian programmes.

These exigencies of the EC offered the national administration the
opportunity to develop a sense of common national mission for making the
best use of Community resources, and to force regional administrations to
adopt cooperative attitudes, good administrative practices, clear performance
criteria and a sense of accountability. The ensuing changes have contributed
to the reaching of better levels of efficiency and effectiveness.

Based on: Gualini (2004: 146—61)

10.9.2 The shady side: EU added cost

The value added items listed in the previous section do not represent the net
effect of EU involvement. There is indeed a cost to it that should be deducted.
For each of the stages in the cycle there are the following negative points:

e Right intervention system. The improvement of the governance of cohesion
has in many member states come at a considerable cost; while the decentral-
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ized system is subject to fraud and corruption. This is notably so in some of
the NMSs.
Money mobilized leads to two problems:

1 Aid dependency of the beneficiaries. Member countries are inclined to
regard the aid as a major source of income and have difficulty to
develop new resources for investment in productive and competitive
activities. Where support by the SCF leads to higher than normal factor
prices this support constitutes a barrier rather than a stimulus for innova-
tion and productivity. That mechanism seems to have had a negative
influence on the performance of Greece, for instance.

2 Welfare loss. The money transferred to the EU might have been more
efficiently used had it stayed at the disposal of the member state. The
present system of mobilizing funds first and next to redistribute them via
EU funds could be simplified which would have two advantages. It
would do away with the administrative costs involved, that are quite
significant (see next point). It would, moreover, do away with the dis-
tortion of preferences that ensues because the EU imposes its criteria on
aid eligibility of projects, which does not always match the priorities of
the country.

Regulation and coordination. Some of the instruments of the EU are too con-
straining; for instance, investment subsidies in problem areas may be a
necessary complement for attracting new jobs there. On the other hand, the
OMC is not capable of realizing the side objectives of the EU cohesion
policy; such as quickly realizing innovative dynamism and job growth.
Implementation and delivery system. The EU system leads also to two
problems:

1 Unclear division of responsibilities leads to lengthy and costly proce-
dures for having projects prepared, the expenses justified and the process
monitored. There does not seem to be much difference between the
various funds in total administrative burden, which is estimated at €0.35
per €100 investment (ECORYS, 2004b). The disadvantage of the cum-
bersome and time-consuming coordination, decision making on strategy
and priorities, monitoring and evaluation is notably negative for small
projects that have intangible targets or where the contribution of the EU
to total project cost is relatively small.*!

2 Predictability has created, on some scores, a lack of flexibility.** Once
the priorities and the measures are decided it can appear that the charac-
ter of the problem is different and that the approach adopted is no
longer adequate. Adaptation to such new facts is then very difficult. In
some cases this problem is exacerbated by the development of a risk-
aversive culture among partners (notably administrators).

Learning effects. One of the objectives of evaluation is learning. However,
this is a problematic aim in the sense that it may lead to an attitude of irre-
sponsibility on the part of those involved; as they may impute running cost
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of mismanagement and mistakes on the (virtual) capital account of learning.
Another point that needs to be mentioned, in this respect, is the penalty the
EU puts on bad performance; in EU jargon the so-called ‘performance
reserve’. Although the idea is quite right to stimulate good performance and
to discourage bad performance, it may have a perverse effect on evaluation.
Indeed, the risk of losing money due to poor performance may lead to
undue pressure on evaluation to come up with results.

o Synergies between EU policies. This is a blurring of responsibilities. Sectoral
policies that can use adequate finances and instruments for their proper
functioning tend to be most effective.

The problems listed here can be grouped under the heading of ‘lack of effi-
ciency’. Some funds and programmes suffer more from this problem than others.
In general, one can say that those geared to infrastructure (e.g. the CF and the
ERDF) perform rather well as there is a clear idea about cost of inputs and the
measurement of outputs. Indeed, infrastructure projects that involve consider-
able outlays require only fairly small cost of preparation, administration and
audit. On the other hand, funds and programmes that are geared to social targets
(e.g. the ESF) such as education, training and social inclusion have often to be
split up in a multitude of smaller projects that demand very high manpower
inputs for relatively limited financial outlays. Moreover, the outputs and out-
comes of such programmes are in general much more difficult to establish than
for infrastructure.

However, even with infra projects there are some problems with efficiency.
Time and cost overruns are the main weakness of the projects, which is due to:
(1) ill-preparation; (2) external factors such as unexpected archeological of
ecological findings; (3) the involvement of the local community; and (4) lack of
managerial capabilities.

10.10 The other objectives

10.10.1 Indications for trade offs

The previous sections have dealt with the evaluation of the cohesion policy on
its stated objectives; that is the reduction of the disparities and the improvement
of the competitiveness and employment situation in the EU. We recall here (see
Chapters 7 (section 7.4.3) and 8) that cohesion policy has also served a number
of other purposes. On the one hand, to facilitate the construction of political
compromises that permitted the passing into higher stages of integration, on the
other hand the reaching of goals such as competitiveness and sustainable devel-
opment. The question then becomes, even if the cohesion policy would not be
justified because it failed to have reached its own objectives, would it be justi-
fied because it has contributed to reach these other objectives? The answering of
this question is fraught with difficulties.

First, it is difficult to pinpoint in practice the existence of a relation between
increased integration and increased cohesion efforts. Second, it is difficult to
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pinpoint the effects of increased integration. To that end we have to detail
deepening (the passing into higher stages of integration) and widening (enlarge-
ment of the EU). We will deal with them separately. In a last section we will go
into the question of the effect of the instrumentalization of cohesion policy for
other EU policy objectives.

10.10.2 Widening

The economic benefits of the various rounds of the enlargement of the EU have
in general been positive in welfare terms.

The eftects of the first enlargement in the 1970s (with notably the UK) has had
positive effects on trade and welfare, although less so than those of the creation
of the EU 6. Of course the period differs from the preceding one in many
respects. At the start of the EU 9 most tarifts were lower than at the time of cre-
ation of the EU 6; besides, a profound need for economic restructuring was
recognized, energy prices were on a steep increase, trade balances were
adversely affected and new protectionism was becoming generally accepted.

The eftects of the second enlargement in the 1980s (the accession of the
Mediterranean countries) are not well known as they cannot very well be disso-
ciated from other changes in the same period, notably the completion of the
internal market.

The accession of the central and eastern European countries to the EU has
been estimated to be marginally beneficial for the old member states and very
beneficial for the NMSs.*

A particularly poisonous effect has been the compensation of the distortion
created by the CAP. This can be explained as follows. The very high protection
levels in the EU 6 created high prices for consumers. On accession, countries
such as the UK and Portugal were used to import these agricultural products
from the world market at low prices. Accession thus meant, henceforth, an
increase of local price level to the one in the EU 6 and a transfer of money from
accession country consumers to agricultural producers in the EU 6. Notably, in
the latter case, it was overtly anti-cohesive as a poor country had to transfer
resources to rich countries. As the CAP could not be renegotiated the cohesion
policy also had the task to compensate for these transfers. The welfare effects of
this operation are very negative as they created a costly cohesion system to per-
petuate a very costly CAP. It is only recently that the cutback in price support
has taken away this negative distortion effect (see Chapter 11 and Molle, 2006).

10.10.3 Deepening

In terms of the eftects of deepening (new stages of integration), we have to look
notably at two major events: the completion of the internal market in the 1980s
and the creation in steps of the EMU in the 1990s.

The total welfare gains resulting from the completion of the internal market
of the EU were rather optimistically estimated at some 6 per cent of GDP; pro-
vided the right macro economic policies were carried out (Checcini report). In



250 Checking effectiveness and consistency

the mid-1990s, the Commission made an ex post evaluation of the effects of the
completion of the internal market (EC, 1996b). The eftects on GDP were
found to be considerably less than those calculated in the ex ante study. Includ-
ing the effects of the liberalization of the so-called network activities (e.g.
telecom) the total effects were estimated to amount to some 1 to 2 per cent of
GDP. However, as some of the medium-term (dynamic) effects may not have
been fully captured, the growth bonus may be significantly higher. The effi-
ciency gains have anyway more than compensated for the initial losses due to
restructuring.”

The creation of the EMU has been done in two stages: first, the EMS and
next the EMU.

*  The EMS was meant to bring medium-term stability in exchange rates. It
permitted, however, daily variations of the exchange rates. By combining
stability (central rates) and flexibility (daily rates) it has stimulated intra-
Union trade and capital movements.”® Such increases in allocational effi-
ciency bring higher welfare.

* The EMU is of fairly recent origin. As a consequence there is, as yet, not
much evidence to claim that the adoption of the euro has actually delivered
the expected enhancing effect on trade.”” However, some effects are visible.
The reduced exchange rate volatility and the higher quality of the institu-
tions seem to have had a weak effect on growth (Bagella ef al., 2004). In
any case the introduction of the euro has had a positive effect on investment
by firms from countries that had weak currencies before (Bris et al., 2006).

10.10.4 Other objectives

As we have indicated in Chapter 8 the EU cohesion instruments are also used to
reach the objectives of other policies. This concerns first the Lisbon strategy,
which aims at increases in competitiveness, more and better jobs and quicker
innovation. It concerns next the Gothenburg strategy that aims particularly at
improvements of environmental sustainability. The EU has come to integrate
much of its actions for these objectives in coherent policy frameworks and it has
instrumentalized the SCF to contribute to the realization of these goals.

The evaluation of these policies has in the past been done in a segmented
way. They fall outside the scope of this book. The integration of policies has
only just started. The same is true for the use of the SF in this framework. The
evaluation of integrated policies with a diversified set of instruments adds an
extra set of difficulties to the evaluator, the solving of which would be far
beyond the ambitions of this book. For those reasons we will not go further into
this matter.
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10.11 Evaluating the evaluation: ways to improvement

10.11.1 Systemic aspects

The model that the EU has developed in matters of evaluation seems in general
adequate for the goals it serves and the tasks it has to perform. We recall that this
is first and foremost to provide accountability; second, it has to deliver improve-
ments in the carrying out of the tasks in the whole policy cycle and lead to
learning eftects. In broad outline the EU evaluation system is well adjusted to
the systemic aspects of the whole policy system and (provided it is well applied)
produces answers to the relevant questions.

This is not to say that all elements of the system are perfect. On the contrary,
many points can be identified where the system could be refined and could be
better adapted to needs. The question is, however, whether it is a task for the
EU to identify these points, prescribe more detailed regulation and control its
application. We have seen that the present system already puts a heavy burden
on efficiency. Further refining and compulsory application of those refinements
would aggravate the efficiency problem. Moreover, it would go against the
application of another principle for the design of EU systems, which is subsidiar-
ity. The Commission is committed to apply this principle more strictly than in
the past and has consequently decided that it would henceforth only deal with
the more strategic questions and leave more of the implementation in the hands
of the member states.

10.11.2 Operational aspects: improving the evaluation culture of
practitioners

Although the system itself does not need much strengthening and improvement
its application does. Much is to be gained by the fair implementation of the
existing rules where this is still insufficiently the case. Examples are in the NMSs
where the application is often hindered by a deficient institutional and adminis-
trative capacity. The same is the case for the older member states where it is
rather a question of a feeling of discomfort with the rules than lack of capacity.
Indeed, although the evaluation has made considerable headway in the past it
cannot be denied that many consider its application as inconvenient to the polit-
ical game and as threatening to individual and institutional reputations.

Evaluation is not an easy exercise. All sorts of practical problems have to be
solved to achieve a satisfactory result. One has to prepare the ground by cor-
rectly specifying the problems, selecting priorities and quantifying policy targets.
Next databases need to be established, records need to be made of the resources
deployed, etc. Finally, output and outcome need to be highlighted. Lack of
enthusiasm with these processes can produce insufficiencies that make the evalu-
ators’ task difficult and the results of the exercise dubious. However, these fail-
ures can be described and improved.

A much more problematic point in this respect is the (lack of) independence of
the evaluator. In this chapter we have said that the application of the partnership
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principle made for a fragile equilibrium in matters of evaluation. It means that a
variety of interests are involved in the policy and hence in the results of the
evaluation. The independent contractor of the evaluation tends to be subject to
a variety of more or less subtle pressures to limit criticism. The techniques
applied consist, in general, in giving the contractor as little leeway as possible in
terms of restrictions as to the calendar time, the amount of money available for
the analysis and the scope of the investigation. As a consequence current budgets
and study timetables often allow only a superficial approach.

In order to improve on this point and to limit the dead hand influence of
vested interest it may be good to consider the procurement, funding and over-
sight of evaluations by genuinely independent units.

The accent put on thorough evaluation practices also has a shady side.
Indeed, the evaluation practice imposed on all beneficiaries of the SCF puts a
heavy burden on resources. Ex ante, in course and ex post have to be made at
very brief intervals, sometimes before effects become visible. In the case of ex
post evaluation of a programme that is rounded off and therefore discontinued
the effort is even without any visible benefit for the parties involved. So, it need
not be a surprise to find a certain fatigue among them. What remedy to these
illnesses? A simplification seems possible in those cases where the involvement of
the EU is limited (in terms of percentage contribution to financing) here one
might envisage the use of less demanding practices so as to improve the effi-
ciency of the operation.

10.11.3 Methodological aspects: improving the tools of the research
community

In the previous sections we have seen that many inadequacies of evaluation
exercises were related to the supply side. In other words to the incapacity of the
research community to come up with clear answers to the basic questions raised
by evaluation. Essentially these questions concern effectiveness: Have the instru-
ments deployed led to an increase in the target variable? And if so, by how
much?

We have seen that the cause—effect relation is very difficult to establish. To
give a few examples:

*  Modelling approaches risk rediscovering in their conclusions the assump-
tions that have been fed into them.
*  Micro-level approaches suffer from a lack of possibilities to generalization.

Better approaches, notably experimental and quasi experimental methods, longi-
tudinal studies, etc., could mean an improvement but these are often costly and
cannot be accommodated within the present atomized structure of programme
evaluation studies.
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10.12 Summary and conclusions

The EU evaluates systematically its cohesion efforts in the fifth stage of the
policy cycle. It has devised standard methods for doing so. These evalua-
tions serve two main goals. First, accountability; they provide evidence to
all stakeholders that money is well spent. Second, learning; evaluation pro-
vides lessons that make that policy, programmes and projects in the future
will respond better to the stated goals than those of the past.

However, the effectiveness of the EU cohesion policy is still not easy to
establish due to lack of specification of targets and numerous methodo-
logical and data problems. Notwithstanding these weaknesses the analysis
permits a few general conclusions:

o First, that the appropriateness of the policy measures is satisfactory. This
means that the type of measures that have been taken in the pursuit of
cohesion policy have in general been well geared to the objectives of the
policy.

* Second, that the effectiveness of the policy is a matter of considerable con-
troversy. Although there is a majority of studies that find positive eftects,
quite a few find only very limited or even negative eftects. This contro-
versy is partly due to inefficiencies in the methods.™ So it is plausible
that the policy is effective although there is not yet firm proof.

As to efficiency there is almost unanimity of views. Most studies find that the
delivery of the policy entails high cost. (This appears to be in particular the
case for programmes and projects in the social field.) The reasons are to be
found in the need of the EU to constantly check eligibility and perform-
ance, given its accountability for the expenditure.’

The evaluation of the cohesion policy on its side objectives is positive. The
cohesion policy has permitted the EU to pass into higher stages of integra-
tion, which has had positive welfare eftects.

There is little need for improvements as to the evaluation system as such.
Yet there is still a lot to be gained by the better implementation of the
present system and the improvement of the independence of the individual
evaluation exercises.



11 Consistency with other EU
policies

11.1 Introduction

As we described in the previous chapters, the EU pursues an active policy to
promote economic, social and territorial cohesion. It checks through constant
evaluation its effectiveness. However, cohesion is not only influenced by pol-
icies that have cohesion as their specific target. Many EU policies have side-
effects on cohesion. So, in order to maximize the effects of its efforts the EU has
to make sure that the effects of these other EU policies are consistent with the
objective of cohesion. To that end the EU assesses, during the fifth stage of the
policy cycle, whether the impacts of its policies are positive or negative and in
the latter case tries to bend them in such a way that the negative effects are min-
imized and positive effects maximized.'

The objective of the present chapter is to make an overall assessment of the
consistency of the various EU policies with the policy on cohesion. A drawback
is that the issue of policy coherence is a relative newcomer in the academic
debate. There is no well-established practice or methodology for evaluating it,
compared to conventional topics such as evaluation. Moreover, many pro-
grammes that are part of other EU policies lack explicitly formulated objectives
or criteria for the effectiveness of policy instruments, so checks on coherence are
difficult. Notwithstanding this drawback we will make an assessment on the
basis of a review of the evidence from the most relevant theoretical and empiri-
cal studies that are available.”

The structure is as follows. First, we select the most relevant EU policies. Next,
we describe for each of these policies their impact on cohesion. For each of the
selected policies we will specify the objectives, describe the channels of transmis-
sion and make an attempt to quantify the impacts. In a third part of this chapter
we will combine the results for the past and present situation into a total picture.
Finally, we will summarize the main results of the discussion in this chapter.

We will as much as possible try to specify the economic, the social and the
territorial aspect of cohesion. However, as in most cases, the studies on which
we draw focused on the regional aspect so we cannot avoid a certain bias in that
direction.

Contrary to previous chapters we will not be able to devote a fair share of
attention to the NMSs, as there is very little available evidence.
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11.2 General aspects

11.2.1 Selection of policies, methods and level of analysis

The EU pursues a whole array of policies. In the limited framework of this
chapter we can only see a small part of them.” We have selected for further
scrutiny those EU policies that have the biggest presumed impact. There are
two main channels through which these policies impact on cohesion: the budget
and regulation. As far as the former is concerned, it is clear that we have to look
at the biggest spender which is agriculture. With respect to the latter we anyway
address the policies that refer to the essentials of the EU (internal market, macro
and monetary, trade, transport, environment and innovation).

If the policies to analyse are easy to identify, the same is not the case for their
effects. Unfortunately the empirical analysis of the effects of these policies on
cohesion is very difficult as it is sometimes impossible to dissociate these eftects
from those of simultaneous developments (like accession of new member coun-
tries) and of the support by the SF. We found for each subject only a limited
number of studies that have looked in depth at the problem. Only very few do
actually give a quantification of the impact; and unfortunately those that do are
not comparable among each other in terms of units of measurement and cat-
egory of impact. As most do give a qualitative assessment we will put the accent
here on the direction of the impact.

11.2.2 A major channel for transmission: the budget

One of the major ways in which EU policies affect cohesion is by the distribu-
tion of the expenditure over the different member states, regions and social
groups (see Chapters 6 and 7). The size of the budget devoted to difterent pol-
icies varies considerably.

Most important is the CAP. In the 1980s this category used to absorb
some two-thirds of the total budget, mainly through the outlays for guaranteed
prices. A series of decisions have been taken to change the structure of the
CAP and as a consequence its share in the budget has been much decreased
(to some two-fifths). The other budget lines of the EU for horizontal policies
are all of limited size. Together the outlays for policies such as energy, manu-
facturing industry, transport, research and environment add up to less than 10
per cent.

These budget lines have a distribution over countries, regions and social
groups that may favour cohesion, but may also run contrary to this objective by
favouring presently strong areas and groups.

The way in which cohesion can be influenced through the budget can be
illustrated with a policy field that we will elaborate on somewhat further here-
after. The EU stimulates innovation by financing certain R&D programmes that
would not have been realized by the member countries due to lack of scale, etc.
In order to maximize the effect of these programmes the EU wants to select
those that are of outstanding quality. The top quality R&D organizations tend
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to be located in the most developed member states. So, most of the funding of
the EU research policy tends to go to the richer member countries. Although
the logic of the programme is undeniable, it is most likely not supportive of
cohesion.

11.2.3 Another channel of transmission: regulation

Another major way in which EU policies have effects on cohesion is by regula-
tion (see also Chapters 6 and 8). We can cite as an illustration a policy with a
potentially negative and policy with a potentially positive effect.

On the negative side, the internal market policies tend to favour the regions
that are very competitive for the location of high-value-added economic activ-
ities. Liberalization leads to fiercer competition and the regions that are best
equipped will tend to become winners in this game. In practice this will lead to
a strengthening of already rich regions (we come back to this in more detail later
in the chapter).

On the positive side, the EMU tends to create stable conditions for poor
countries that shield them from the negative eftects of instability. So, the EMU
may favour actually all the regions of these poor countries (we come back also
to this in more detail later in the chapter).

We recall that the EU uses several models to put its policies into effect
through regulation. The examples provided are specimens of the Community
Method. It consists of binding rules, fairly centralized policies and harmon-
ization based on common decisions. Much of the agricultural policy is actually
pursued in this way. For a number of policy fields the EU increasingly uses an
alternative method, the OMC. This method (see Chapter 8) is, for instance,
applied in matters of employment policy. Intermediate forms combining rather
non-binding instruments with constraints and sanctions are applied in matters of
economic and monetary policy.

11.3 Agriculture

11.3.1 Objectives

The first objective of the CAP is to stabilize markets. The second, is to reinforce
the production structures, notably in backward areas. Considerable financial
resources have been and still are devoted to the CAP. In the past the
CAP (which consumed the lion’s share of the EU budget and involved the
largest redistribution of income among European citizens) mainly benefited the
‘rich’ regions (Henry, 1981; Franzmeyer ef al., 1991). They led to overproduc-
tion, to distortion of world markets and to very high welfare costs for the EU
consumer and taxpayer. In view of these problems the CAP has been gradually
reformed.

In the framework of the 1992 reform and later of the Agenda 2000, a switch-
over has been made from price support to direct income support. This has made
it possible to cut back many of the very high guarantee prices that led to over-
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production. The introduction of a policy of direct payments (per ha or per farm)
made it possible to make the payments dependent on the contribution of the
farmer to the objectives of other EU policies, for example, in matters of the
environment.

11.3.2 Transmission

The major channel by which the agricultural policy transmits its effects on cohe-
sion is through the direct payments that flow from the EU budget outlays. This
1s evidenced in Box 11.1.

Box 11.1 Cohesion impact of CAP budget outlays

The eftect on cohesion of budget outlays can be measured by checking the
part that goes to the least prosperous regions. If this is large one may infer
that the effect is positive; if it is low one may assume that the effect is
negative.
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Figure 11.1 Cohesion impact of EU agricultural policy funding

Sources: ECORYS NEI (2001)
Curves: Lower continuous line: Income; upper dotted line: CAP

This approach has been formalized in the Lorenz curve, that is the graphi-
cal counterpart of the Gini coefficient, a measure of disparity. Both are
constructed as follows. All EU regions are arranged in ascending order
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according to their GDP/P. Next, the cumulative shares of the regions in
the total EU figures are calculated, starting with the regions with the
lowest GDP/P. The graphical representation gives in the bottom curve
the cumulative share of total GDP (left-hand axis) and the cumulative
share of the total population (horizontal axis).* The lower the Lorenz
curve with respect to the diagonal (where shares in GDP and in popu-
lation are equal) the higher is the disparity and the lesser cohesion. The
figure that is of interest here is not the GDP/P but the agricultural spend-
ing of the CAP. We have approximated the CAP outlays with the help of
the Producer Support Estimates for 1997. The CAP line (upper left) shows
a mixed picture. A slight negative effect on cohesion can be noticed;
indeed for the poorest 20 per cent of the regions (left-hand part of hori-
zontal axis) the curve runs below the equity line. After that point the con-
tribution of CAP to cohesion is positive (more so for the regions in the
20-60 per cent brackets) as the curve runs above the equity line. In other
words, as support to producers is higher in the backward regions and
lower in the most prosperous regions, the CAP seems to have a positive
impact on cohesion.’

A point that should not be forgotten in this respect is that apart from this
direct effect there is also an indirect effect. The consumer prices have been high
as a consequence of CAP support. This has had a perverse redistribution eftect as
(generally poor) regions characterized by Mediterranean products tend to pay
high prices for their food bill, income that might have been spent on other
items had the agricultural policy not imposed these high prices. This transfer
from net consumption regions to net production regions is not picked up in the
figures of the distribution of expenditure. Unfortunately, the studies we found
that acknowledge this eftect do not quantify it.

11.3.3 Impacts

The impact of the agricultural policy on cohesion must be seen by its three
dimensions (Labour Asociados, 2003).

The impact on economic cohesion has generally been judged as negative. The
reason is that the high prices for agricultural products have hindered the com-
petitiveness of industries that use these products as primary inputs. Moreover,
the system is supposed to have put a brake on the modernization of economic
structures. Finally, the deadweight burden to taxpayers has caused important
inefficiencies.

The effect on the social dimension of cohesion is, in the first instance, positive
as it supports vulnerable groups in rural areas. However, in the second instance
the eftect is, among other factors, negative because the price support system has
worked as a degressive income tax (Tarditi and Zanias, 2001).

As far as territorial impact is concerned, the influence seems at a first glance to
be positive as the CAP transfers income from rich urban and industrial regions
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to poorer agricultural regions. There is evidence of this positive eftect (College
of Europe, 1997). This finding is corroborated by the study reported in Box
10.1 (the richer the region the lower the total support). Seen in a different way,
however, the conclusion may be difterent. The total support per Agricultural
Working Unit was found to be higher in the richer regions and lower in the
poorer regions (ESPON, 2004a). Direct income payments are providing a posit-
ive impulse on cohesion, but even here some problems occur as the support was
found to be highest in the more accessible areas of the periphery. The ESPON
study concludes that on aggregate the CAP works against the objectives of bal-
anced territorial development.

11.4 Internal market

11.4.1 Objectives

The essence of the EU is the internal market. It is the clearest example of the
EU regulatory model. It has been put in place right from the start of the integra-
tion process. The prime objective of the internal market policy is to optimize
welfare creation by improving the allocation function. Internal market policies,
intensified in the 1980s and 1990s, have consisted of mainly three parts:*®

Taking away of the remaining barriers between countries.
Introducing the market mechanism in a number of sectors that up until that
moment were sheltered (such as many services, in particular, network ser-

o =

vices, such as transport and electricity).

3 Tightening a number of policies aimed at improving the working of
markets (institutional reform such as the competition policy and tax
harmonization).

Progress has been substantial on all three scores mentioned. There are still some
barriers, notably in service markets.

11.4.2 Transmission

The effects of market integration on cohesion have been the subject of quite
some theoretical and empirical research. From a theoretical point of view the
results are inconclusive (Braunerhjelm ef al., 2000). So it is a matter of empirical
studies to show the real effects. A point of major concern has been the eftect on
the regional level. In order to take away the doubts as to the effects on regions
several approaches have been tried out:

o Sectoral change. The impact of the completion of the internal market is esti-
mated by identifying first, the sectors that might be influenced, either posi-
tively (through the seizing of new opportunities due to increased market
access or exploitation of economies of scale) or negatively (by increased
competitive pressure on less competitive firms). Second, by applying these
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effects on the structure of the regions where these sectors are or may
become located. This approach has in the past not been very successful’
(Molle, 1990). It supposes uniform reactions which in practice do not
occur. Some industries face the challenge and develop competitive activ-
ities; others in similar positions fail to find new opportunities and have to
leave the market. The net effect is uncertain.

o Location tendencies. New (including foreign direct) investment did not
strengthen the concentration in central areas. In the early period of the EU
the tendency was rather to de-concentrate, favouring notably intermediate
areas. The more recent tendencies go in the same direction (e.g. Mold,
2003). However, there is one exception; the process of mergers has often
entailed a relocation of functions, with the management and R&D func-
tions being concentrated in central areas and the other functions being
spread more evenly.

*  Regional specificities. Case studies show that regions respond difterently to the
increased pressures to restructure and to improve competitiveness and that
the effect on cohesion cannot be ex ante determined. Whether positive or
negative is the end effect of a large number of contradictory pressures.®

The end eftect is reason for concern. Take for instance the case of the NMSs
where growth tends to concentrate in the areas that are most capable of
receiving modern market-oriented industries and services, and this enhances
the concentration in central urban areas and in the regions bordering the
present EU. Another important aspect is risk. Peripheral regions tend to
depend more on non-market services and have a more risky specialization
(Stirboeck, 2002).

For many sectors of activity the internal market has, for a long time, already
imposed its logic. However, for some this is new and it is notably for these that
the cohesion concern can be made effective. So, we will, in particular, look
more into the effect on cohesion of the liberalization of network industries.’
Network economies influence location. Networks are most efficient in densely
populated and highly developed areas and least efficient in sparsely populated
areas. So the price of these services may be highest in problem areas and lowest
in developed areas. This would create an extra hurdle for cohesion countries and
regions. So network activities have become the subject of the EU policy on
SGI. Maintaining, in remote areas, minimum levels of such services at a price
comparable to those in central areas is the main aim of this policy. In order to
get a licence network service operators have to accept to provide these
minimum levels of services to all clients in their area."” The impact of the liber-
alization of network industries can be studied by taking the example of telecom-
munications. The net direct impact on economic cohesion is positive; while the
impact on social and territorial cohesion is assumed to be negative (Young et al.,
2001) as small users and remote area customers have higher access charges. On
the other hand, distance costs have fallen dramatically so this could be a positive
aspect for territorial cohesion. Unfortunately the empirical basis for such state-
ments is still very weak (ESPON, 2004Db).
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In matters of competition policy the situation differs as to specific policy fields.
We will detail here three of these fields.

The strong EU competition rules for enterprises curtail cartels and forbid the
abuse of dominant positions. These are applied irrespective of the type of indus-
try and type of location. In the short term the effect of competition rules on
cohesion can be negative as firms in problem areas that had been sheltered from
competition by restrictive practices can thus come into difficulties. However, in
the long term they will help to raise competitiveness (by taking away distortion)
and hence favour cohesion. A case in point is the financial sector in Italy, where
distortions in competition led to high cost to firms and constituted a serious
handicap for the development of many firms in the distressed regions of the
Mezzogiorno (Faini ef al., 1992).

The EU rules on state aid (see Chapters 6 and 8) say that this is only condi-
tionally permitted. These conditions take into account both industry and
regional characteristics. We recall the ratio of this negative stand. If aids are
given on a sectoral basis they tend to benefit mostly firms in the developed
regions. Some figures may give an indication of the magnitude of this eftect.
The expenditure on state aid is some 1 per cent of the GDP whereas the total
size of the SF is only 0.45 per cent of GDP. This means that state aid given for
sectoral reasons and benefiting richer regions can completely overwhelm the aid
given in the framework of cohesion policy.

We recall here that already at its creation the EU has set rules to stem this
potentially negative effect for cohesion (see Chapter 6). These rules have since
been sharpened. They consist of:

e Allowance of state aid (under conditions) in problem regions.
e Limits (ceiling) on state aid in developed regions in order to prevent such
aid to annihilate the effect of aids in problem regions.

The ceilings have recently been reduced and in step therewith the overall
expenditure on aid has decreased significantly as well. Aid in regions that are
authorized under the rules has also been significantly reduced in the member
states that are not benefiting from objective 1 status. Whether these policy meas-
ures have done much good to cohesion remains a matter of debate; some find
that national state aid has had little effect, either to good or to ill.

11.4.3 Impacts

Most studies cited suggest that the effects of the internal market have been
increasingly positive in general terms. However, the picture becomes more
shaded if we detail by dimension.

e As far as economic cohesion is concerned the profound restructuring of the
economies of all cohesion countries (disposing of ailing sectors and leading
in general to a better situation in terms of competitiveness) implies that in
the long run effects have been positive.
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*  However, the same is not true for social cohesion. Restructuring often entails
an increase in unemployment, including its most severe form, long-term
unemployment. In the past the problem has been very acute in the older
industrial areas that had difficulties in restructuring. Nowadays, the problem
is notably severe in the NMSs. The positive growth eftects tend to take
some time to work themselves through the economy and alleviate the prob-
lems of those out of work.

e In matters of territorial cohesion the completion of the internal market has
indeed favoured growth in the cohesion countries (Spain, Portugal, Greece
and Ireland); the GDP of this group was in 1993 some 10 per cent higher
than it would have been had the pre-1987 growth trends continued (EC,
19964, b).

11.5 Macro and monetary

11.5.1 Objectives

Over time the EU has gradually developed its macro and monetary policies. Ini-
tially they were limited to the mere coordination of exchange rate and bud-
getary policies. However, with the growing interdependence of its member
countries the EU has narrowed the scope for independent policies. As a con-
sequence the EU first set up the EMS and then a full EMU. The objective of
the EMU is to do away with the negative eftects of macro economic instability,
including exchange rate uncertainty.

11.5.2 Transmission

The initial stages of the EU macro and monetary policy did not have any
marked influence on cohesion. Even then, however, there was some concern as
one thought that the deficiencies in the structure of the financial sector in cohe-
sion countries might make them less capable of drawing advantages of the
increased integration.

The introduction of the EMU is thought to have a number of effects on
cohesion (Molle et al., 1993; Ardy et al., 2002). Some of them are of a transi-
tional nature; others are more permanent.'!

The first effect of EMU is on allocation. The introduction of the euro
increases confidence and decreases a large number of cost items on international
transactions, which will lead to substantial higher internal trade and investment.
The size of this effect is a matter of controversy. The results of a worldwide
analysis showed a very large impact indeed (Rose, 2001; Rose and Stanley,
2005). An analysis specifically done for the euro area (Rose, 2000; Rose and van
Wincoop, 2001) showed that intra-euro zone trade will expand by some 50 per
cent due to the EMU. Others came at lower estimates ranging around 10 per
cent.”” The EMU does also influence positively internal FDI flows."> As we have
discussed in the previous section (internal market) this is growth enhancing; so it
has a positive effect on economic cohesion.
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The second effect of EMU is the elimination of the need for adjustment to
problems coming from bilateral exchange rate shocks from partner countries.
The effects of this decrease in macro economic vulnerability are supposed to be
particularly beneficial for cohesion countries that are most exposed to this type
of problem. This positive effect, however, comes at a cost. The single currency
eliminates the possibility to adjust via the exchange rate (in other words to
improve competitiveness by devaluation), so other mechanisms such as wages
and price flexibility will have to do more of the job. Cohesion countries are not
well equipped with institutions that efficiently operate these mechanisms.

The third effect of EMU is the decrease in the interest rate that follows on
from low inflation, the elimination of exchange rate risks, the higher credibility
of the debtors and the more efficient capital markets. This again is particularly
interesting for cohesion countries, traditionally confronted with high interest
rates. The lowering of the cost of capital stimulates private investment and frees
resources from the public budget (less debt servicing) that can be spent on pro-
grammes that improve productivity or that can lower the tax burden. The low
inflation target (2 per cent) is found to have beneficial effects on growth
(Tsonias and Christopoulos, 2003), in particular, on growth in the formerly high
inflation countries, many of them characterized by below EU average income
levels. So, the effect on cohesion might actually be positive.

We should keep in mind that these benefits are gained by surrendering to
two EU regimes (Ardy et al., 2002). First, to the Stability and Growth Pact
(SGP), that limits budget deficits and, thereby, the possibility of independent
macro policies. Second, to the European Central Bank’s (ECB) monetary
policy, that sets targets for the whole Union that may not correspond to national
preferences. Both may have a negative effect on cohesion countries; the first, as
it limits public spending in times a particular effort for cohesion purposes would
be required. The second, because it may lead the ECB to setting interest
rates high to curb inflationary tendencies stemming from overheating in some
countries where the cohesion countries might have been better of with lower
rates.

11.5.3 Impacts

In order to catch up backward countries have to realize above average growth.
The question is whether the three eftects of EMU mentioned would stimulate
such growth. The answer is not very clear-cut. A comprehensive review of the
historical evidence (Eichengreen and Leblang, 2003) would suggest that flexibil-
ity is better for growth than fixed exchange rates. However, this study only
looked at stability of exchange rates and does not take into account the specific
features of a full EMU. In principle the eftect on cohesion can be positive. One
is inclined to think that this has also to be the case in practice. Indeed, in the
early stage of EMU the cohesion countries have shown much more dynamism
(that is higher growth rates) than the richer member countries of the euro zone.
More rigorous empirical work on the real effects of monetary policy is scarce.
The available studies (e.g. Huchet, 2003) do not find clear patterns as to effects
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on cohesion. The effects of entry into the EMU of the NMSs are also, as yet,
very ambiguous (Devereux, 2003).

These analyses on the national level are only a first step in the sequence of
our analysis. We need to move to the regional level. Policies that benefit
national territories (such as macro and monetary) may work against regional
convergence if all the benefits are gained by a limited number of strong regions.
There is some reason for concern here as in the recent past regional divergence
has occurred together with national convergence. There is also some evidence
that this is related to EMU. For instance in Spain the relatively large and more
diversified regions were best prepared for EMU (Costa-i-Font and Tremosa-i-
Bacells, 2003). An important factor in this respect is the higher instability in the
pattern of credit availability for some peripheral regions (Rodriguez-Fuentes and
Dow, 2003).

11.6 External trade

11.6.1 Objectives

Over the whole period of its existence the EU has cooperated with its major
trade partners to realize a more open global trade system. In the framework of
the various WTO trade rounds it has agreed to lower its external tariffs and to
abolish non-tariff barriers on industrial goods. This policy has not been carried
out across the board; important parts of the EU economy have for a long time
been sheltered from external competition (part of this has been done with cohe-
sion objectives in mind, for instance, the protection against textile and clothing
imports). At the moment almost all sectors are exposed to external competition.
The objective of EU policy is not free trade but free and fair trade. To that end
a certain number of instruments such as anti-dumping can be put in place.

11.6.2 Transmission

The question is in how far EU trade policies have negative effects. In the public
debate one can hear alarming statements. The allegations are that the participa-
tion of the EU in the globalization tendency by liberalizing trade creates unem-
ployment, reduces wages, notably of the lower-skilled workers, and finally
wipes out institutions that have been created to safeguard social cohesion. There
is a particular fear that the less diversified and hence often less developed regions
will suffer most as they are less resilient to change than the central diversified
regions. So the general presumption is that liberalization of external trade may
be positive for economic cohesion and negative for both social and territorial
cohesion.

To avoid such effects protectionist policies have been pursued, concerning
notably so-called ‘sensitive goods’. These related to productions that were of
particular interest to cohesion countries and problem regions. Cases in point
were the textile regions that have for a long time been sheltered against
competition with the help of a whole battery of protectionist measures. An even
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more important case concerned agricultural goods; for many products the EU
market was actually completely cut off from the world market in order to
protect EU production, some of it in backward areas. These measures have mit-
igated a downward pressure on employment and wage levels of notably the
lower skilled in the EU. So they are supposed to have worked out positively for
social cohesion. However, this is only one side of the problem; the other side is
that protection has worked out negatively for social cohesion as it involved a
transfer from the consumers (often the low paid) to producers and because it has
hindered the transformation of the economy (Hine and Padoan, 2001).

The products subject to high protection are particularly relevant to develop-
ing countries. So, after much hesitation the EU has given in to the pressure to
liberalize these markets too, in order to be consistent on the world level and to
help effectively the developing countries. It means that the long-term promo-
tion of cohesion on the world level has to get priority over short-term concerns
for social cohesion at the EU level.

11.6.3 Impacts

A review of the theoretical and empirical studies (Molle, 2002) of openness to
external trade on labour markets shows that most fears with respect to negative
impacts are not justified. However, there is quite some uncertainty of the direc-
tion and magnitude of the effects. This is notably the case for the regional effects.

Most of the effects seem very similar to the effects of the internal market. For
many activities it is indeed irrelevant whether the competition comes from other
EU countries or from countries in the rest of the world. So, it seems right to
stick to openness as it is found to have beneficial effects on growth. It means
that presently the support to the European problem regions and social groups
can no longer come from trade instruments but has to come from cohesion
instruments.

11.7 Transport'

11.7.1 Objectives

The objectives of the CTP have developed gradually over time. In the first
decades of the EU the policy did not really come off the ground. Most of the
basis for the CTP has actually been laid only by the 1992 programme on the
completion of the internal market. That comprised the liberalization of transport
services and the necessary harmonization of elements of transport policy like
road and vehicle safety, etc. Since then the situation has further evolved. The
EU has defined the objectives of the CTP as the promotion of effective and sus-
tainable transport systems that respond to the needs of the CM. Moreover, the
CTP should contribute to the reaching of the goals of other policies, such as
environment, employment and cohesion. To that end the EU has put more
emphasis on the way tariffs are set. It is indeed good economics that the prices
for transport services reflect well the total (internal and external) cost.
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Another important aspect that in the 1990s became integrated in the CTP is
the optimization of the European transport infrastructure. Particularly important
here is the EU financial support to the TENs. TENs cover the whole EU
(including the NMSs) and are meant to take away bottlenecks and fill in the
missing links. Cohesion has not been a major concern of the CTP. Only at the
end of the 1990s has the subject got some attention (EC, 1998).

11.7.2 Transmission

In matters of transport both the financial channel and the regulatory channel of
transmission of eftects of the EU transport policy on cohesion are important.

Transmission through the budget can be followed by detailing the relevant
EU budget items according to the type of region in which the transport invest-
ment is actually made. The more there is in objective 1 regions the more likely
there is a positive impact. However, this is only a direct investment effect.
There are a few other effects to be seen. The most important one is the change
that the improved transport infrastructure makes to the relative accessibility of
regions. These in turn change competitiveness and thus growth rates.

The eftects of this increased accessibility on GDP per region (ESPON,
2004c) are rather diverse. The improvement of the accessibility of remote areas
does not open only new opportunities for activities in the remote areas but also
exposes the latter to increased competition from firms in the more central areas.
In the end, extra investments in the highly developed core regions tend to have
small growth effects while the opposite is true for investments in the periphery
of the enlarged EU.

The second channel is regulation. Here we detail two mechanisms:

1 The impact of liberalization of the market for transport services can be illus-
trated with the case of air transport. In the 1990s the number of cities (also
in cohesion countries) with international connections has almost doubled
while economy fares have significantly decreased (budget airlines). This has
had a positive effect on their economic, social and territorial cohesion. For
the other modes the impact is less well documented, but a safety net of
public services has been put in place.

2 The eftects of a better tariff structure (pricing of the use of infrastructure)
depend on two factors. On the one hand, the change in relative cost, which
tends to make transport in congestion areas more expensive. On the other
hand, it can add cost to remote areas. The net cohesion effect is thus
unclear. Indeed, the model results show a very mixed pattern; it is positive
for some but detrimental to many peripheral regions (ESPON, 2004c).

11.7.3 Impacts

The major impact is thus via the EU expenditure on infrastructure. This invest-
ment by the CTP concerns mostly roads and motorways, railways, airports, etc.
Total EU expenditure on transport is to a large extent financed by the SF and
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the CF." The part that is financed directly via a separate budget line concerns
the priority projects on an EU scale which are defined in the TENs. To put
things into perspective we have given in Box 11.2 the contribution to cohesion
of the expenditure coming from the various financial sources.

Box 11.2 Impacts of EU expenditure in transport infrastructure

For measuring the effect on cohesion of the European budget outlays for
transport infrastructure we will use the same approach as the one that has
been followed for agriculture (Box 10.1). In the graph below we give the
Lorenz curves for a series of outlays. From left to right above the equity line
we have given the curve: (1) transport outlays financed by the CF; (2) trans-
port outlays financed by the SF; and (3) transport outlays of the previous
two taken together. Below the equity line we give from the left to the right
the outlays for the TEN financed as a regular EU budget item and finally to
the extreme right for comparison purposes the Income (GDP) line.
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Figure 11.2 Cohesion impact of EU transport policy funding
Source: ECORYS/NEI (2001)

As one would expect the expenditure on the parts of the policy that
come from the SCF (lines 1, 2 and 3) is strongly contributing to
cohesion.'® On the other hand, the expenditure on the TENs does not
contribute to the three dimensions of cohesion; the reason is that expendi-
ture on the TEN budget line is very much concentrated on the missing
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links in the developed part of the EU (in other words TEN expenditure
has a bias towards areas that are not eligible for the SCF). Here the effi-
ciency criterion internal to the transport sector has clearly overtaken the
equity criterion oriented towards cohesion.

It appears that as far as TEN-related investment is concerned EU transport
policy is largely cohesion neutral (see the line in Figure 11.2 that runs largely
parallel with the GDP line). However, the EU budget item is not very large in
comparison to other sources of expenditure on transport infrastructure (see Box
11.2). In total, transport investments have a positive impact on cohesion,
although there are significant diftferences between countries. On the one hand,
we find that the effects are very high in regions with a large deficit in accessibil-
ity, particularly so in the NMSs. On the other hand, the effects of more invest-
ment in developed regions are fairly low. Territorial cohesion is hardly affected
by more transport investment as all regions of a country seem to benefit from
the increased accessibility (ECORYS et al., 2006b). The same effect seems to
predominate in matters of EU support to telecommunication infrastructure
investment (ESPON, 2003, 2004c).

So we may conclude that this part of EU policy does not seem to have con-
tributed much to the three dimensions of cohesion (ECORYS/NEI, 2001).

11.8 Environment

11.8.1 Objectives

The EU environmental policy is of relative recent origin.'”” The EU environ-
mental policy aims at preserving, protecting and improving the quality of the environ-
ment at a high level, protecting human health, prudent and rational utilization of
natural resources and promoting measures at the international level to deal with
regional or worldwide environmental problems. The Sixth Environmental
Action Programme (EU, 2002) has set four areas for priority action: climate
change; nature and bio-diversity; environment and health; and natural resources
and waste.

11.8.2 Transmission

Most of the policy is elaborated in terms of regulation, very little has to do with
big spending (Karl and Ranne, 1997). Regulation implies the setting of targets
and hence programmes to attain these targets. Compliance with such regulation
adds to cost, which might reduce competitiveness. The EU water quality direc-
tives are cases in point. They oblige the poor member countries to make costly
investments.'”® On the other hand, it stimulates innovation, which actually can
enhance growth. If the former effect dominates, regions with heavily polluting
industries would suffer; if the latter dominates, the regional impact may actually
be positive.
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A number of measures have been taken to account for improved cohesion
while elaborating environmental policy. These can very well be illustrated by
the Kyoto Protocol, which aims at limiting the emission of greenhouse gases.
The EU has defined the national targets to implement its commitment to the
Kyoto Protocol in line with the principle of ‘common but differentiated
responsibilities’. The EU has agreed to decrease its emissions by 8 per cent.
Cohesion countries that do not have very high industrial pollution levels but do
want to have the possibility to increase transport with the ensuing rise in emis-
sions (transport is one of the big polluters) have been given the possibility actu-
ally to let their emissions increase by 1527 per cent. On the other hand, highly
developed countries such as Germany and the UK have accepted cuts between
13 and 21 per cent (EU, 2002).

Much of the greenhouse gases actually come from thermal power stations.
Cohesion countries and regions tend to be dependent on secondary energy,
most of which is produced in the central regions. So the peripheral regions tend
to have higher energy costs than central ones. This has a negative impact on
their economic growth. The limitation of emissions by energy plants pushes into
the direction of renewable energy sources. This may be positive for cohesion, as
access to renewable energy is important for cohesion regions. The EU policy to
stimulate renewable sources (e.g. in terms of investment support) is thus in prin-
ciple conducive to cohesion.

11.8.3 Impacts

We have not found any study allowing a quantified estimate of the impact of
environmental policy on cohesion. Even information about the impact in
qualitative terms is patchy. But some studies lead to the following conclusions
by dimension of cohesion:

e Economic cohesion. A review of case studies (Hitchens, 1997) shows that on
balance environmental regulation has negligible effects on changes in com-
petitiveness.

e Social cohesion. The number of jobs created by the directives (Labour Asocia-
dos, 2003) per unit of expenditure is inversely related to GDP per capita. It
would suggest a positive relation to social cohesion. This effect comes about
as labour costs are generally higher in the richer member states.

o Territorial cohesion. The cost of environmental policies as per cent of GDP
tends to decrease with increasing income levels (Labour Asociados, 2003).
This indicates that the effort to implement the environmental policy is
higher the lower the income. This would seem to run counter to cohesion.
We can illustrate this as follows. The high targets set on many scores imply
that most of the adaptation burden comes on the areas that have most prob-
lems of pollution. Cases in point are the NMSs in central and eastern
Europe; here the distance between targets and reality is still very large on
most scores. '’
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11.9 Innovation

11.9.1 Objectives

The EU has set itself the objective to become the most competitive and
dynamic knowledge-based economy in the world, capable of sustainable eco-
nomic growth with more and better jobs and greater social cohesion. To realize
this objective several policies are pursued. One is the enhancement of innova-
tion. Innovation is often equated with technical change and with R&D. The
EU has already, from its very beginnings, been involved in R&D policy. Its
scope has been gradually widened. Nowadays the EU considers that many other
forms of innovation (e.g. in organization) are complementary and determine the
ultimate success in the marketplace. The EU considers that improvements on all
scores are objectives of its innovation policy (EC, 2003b).

11.9.2 Transmission

The main channel of transmission of the innovation and R&D policies to cohe-
sion is through the EU budget. For some time the EU spends relatively signific-
ant amounts for reaching its objectives on this score. This has actually been
increased in function of the objective of the Lisbon strategy (see Chapter 8) that
puts a very heavy accent on innovativeness to improve competitiveness. For
large segments of the innovation policy the instruments are in the hands of other
players than the EU. There is one exception to this; that is research. The EU
spends significant amounts on support to R&D in the form of programmes that
come up for public tendering. Important in this respect are the EU framework
programmes (e.g. on information technology).

Regulation is much less important. Of course, there is some influence in the
sense that much EU regulation that is intended for instance to improve the
quality of the environment leads to innovation in terms of the technologies used
both for products and for production. For the quality of air standards, set by the
EU, could preclude the location of industries that do pollute relatively heavily in
regions that are already under heavy pressure. This may trigger new technolo-
gies that may actually lead to a stronger position of these regions in the
competitive game. Unfortunately these ramifications of the effects of policy are
so diverse and so uncertain that they do not justify efforts of quantification.

11.9.3 Impacts

The allocation of EU financial support to innovation is made on criteria that are
internal to innovation policy. That means that programmes are entrusted to the
organizations that are best qualified to make them successtul. These are often
located in the wealthy core areas of the EU. Existing regional strengths are thus a
key factor in determining a region’s propensity to benefit from this type of funding
(ECOTEC, 2004). So, the direct impact of the EU support to R&D does not seem
to improve economic and may actually be detrimental to territorial cohesion.
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However, some form of attenuation of this anti-cohesion tendency comes
from the introduction in the allotment criteria of the obligation on the winning
contractor to cooperate with organizations in less developed regions. This seems
to have been effective as the share of objective 1 regions in funding was higher
than their share in R&D capabilities (ECOTEC, 2004; Sharp and Pereira,
2001). However, the more central regions of the cohesion countries mainly
realized this effect, which means that all other areas were left pretty much in the

cold (EC, 2004a).?

11.10 The total picture

11.10.1 How to come to an overall assessment

The different EU policies (such as agriculture, trade, energy and monetary) have
had difterent and often contradictory effects. Certain objectives were contra-
dictory and policy and institutional interests did diverge. In the worst cases, the
achievement of goals in one field had actually neutralized or even hampered the
achievement of goals in a different domain. A case in point is agricultural policy;
it was found to actually have increased the regional disparities in the EU. At the
end of the 1980s, the combined eftects of the major EU policies tended to be
more positive for the non-assisted areas and more negative for problem regions
of long standing in southern Europe (Molle and Cappellin, 1988).

So, it became clear that the policy objective of consistency, let alone mutual
reinforcement, was not met. As a result the coordination of EU policies with a
cohesion impact was strengthened. It did, however, take quite some eftort to
bring all EU policies in line with the cohesion objective.”’ Over the years the
task has become more involved with the constant increase in the coverage and
intensity of many EU policies.

The studies reviewed show a very large variety in terms of methods and con-
cepts used, the specification of the various subjects covered per policy area, the
quantification of the impacts and the coverage of the three dimensions of cohe-
sion. In order to make nevertheless a total picture we have had to see how far
the mixed bag of results of these studies could be fitted into a standard format.

11.10.2 Evolution by type of area and by sector

The approach described in the previous section has been applied to the available
data. The results of the exercise are given in the Table 11.1.%
dimensions of this table merit some further explanation.

The various

*  Regions. The diversified regional impact categories used in the studies could
only be brought on to a common denominator at a very high level of
abstraction. We distinguish between Central, Intermediate and Peripheral
regions. This distinction is based on its policy relevance for most of the
period.”

e DPeriods. We have distilled the regional impact of a set of EU policies first for
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Table 11.1 Schematic view of the impacts of EU policies by policy area and type of
region, 1985-2000

Effect on Central Intermediate Peripheral

In period from: 1985 2000 1985 2000 1985 2000
Agriculture 0 0 + + - 0+
Internal market - 0 + 0 0 -+
Macro/monetary + ~ 0 ~ - 0+
Transport + + 0+ 0+ -0 -+
Environment 0 ~ 0 0 + +
Innovation n.a. + n.a. 0 n.a. -

the year 1985 on the basis of our earlier study (Molle and Cappellin, 1988).
Next we have done the same for a recent year on the basis of the studies
reviewed in the previous sections.?

e Industries. The industries in the rows follow, as closely as possible, the ones
that we have described in the previous sections.

o Effects. After careful comparison it appeared that the maximum we can
achieve is an indication of the direction of the eftects on total disparity. So
we have translated the results of this review of studies for each policy
domain in one out of four possible scores: — negative, 0 neutral, + positive
or ~ indeterminate. In case we found different impacts for different dimen-
sions of a policy area we have introduced several scores next to each other.
We did the same in case the impacts seemed to be contradictory on several
levels (for instance, positive for the national level and negative for the
regional level).”

With the necessary precaution the table makes it possible to draw the follow-
ing conclusions:

e In the 1980s EU policies tended to aggravate the cohesion problem. Indeed,
Central and Intermediate regions tended to accumulate more positive scores
while the long-standing problem in the Periphery tended to show more
negative scores. So, the urgency attached by the EU to bend the policy to
become more positive for regional equilibrium was warranted.

e Around the year 2000 we see that there are few policies that have actually a
net negative impact on any of the regional categories. However, there is still
reason for concern in view of the contradictory effects on the peripheral
regions of a series of policies. However, the total effect seems on balance
rather neutral.

In comparing the situation in the two benchmark years we see that the impact
of the policies reviewed tends to become more positive for the periphery. This is
good news for cohesion as it says that on balance the horizontal EU policies
have become less detrimental to the cohesion countries and regions.
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11.10.3 Impact by dimension of cohesion

Presently the general notion of cohesion seems insufficient to serve well the
more sophisticated policy set up of the EU. So, increasing efforts are made to
detail three dimensions of cohesion; viz. economic, social and territorial.
Although the studies reviewed in the previous sections do not all specify their
results by these three dimensions it has nevertheless been possible to infer from
their results indications about the direction of their effects. We give an overview
of the scores we have given to these impacts in Table 11.2. It shows again a very
diversified and on many points an indeterminate pattern.

The table shows that the EU policies have had very differentiated and at
times even contradictory effects. With much prudence we can draw the conclu-
sion that on balance EU policies do not seem to be detrimental to any of the
three dimensions of cohesion (un-weighed average of the scores). We see more-
over that the total impact on economic cohesion is probably positive, while it is
indeterminate for social and territorial cohesion.

11.11 Summary and conclusions

e The EU pursues many policies (such as agriculture, monetary, etc.) that can
have a positive, a neutral or a negative effect on cohesion. In the fifth stage of
the cycle one has to check whether the influence has been positive and if not
what can be done to make it positive or to attenuate the negative effects.

e In the past some of them (such as agriculture) had indeed a clear negative
impact on cohesion. At that time even the total set of policies seemed to
have had on balance a negative impact on cohesion. In the course of the
past decades most of these policies have been redesigned so as to minimize
their possible negative effects. At present the effects seem on balance
neutral.

e In view of the limited beneficial eftects of other EU policies on cohesion,
one cannot count on these policies to bring about sufficient improvement
on cohesion so a proper cohesion policy needs to be pursued.

Table 11.2 Schematic view of the impacts of EU policies by dimension of cohesion
(2000)

Effect on: Economic Social Territorial

From policy area:

Agriculture; price support
Agriculture; income support
Internal market; liberalization
Internal market; competition
Macro and monetary
Transport

Environment

Innovation (research)

~+
+
—+

~+
0+
+
0

(] o o
|2+ ++2
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The impacts of the non-cohesion policies that work out mainly through the
financial channel seem to be rather negative (CAP, CTP, R&D). However,
it need not be forgotten that considerable amounts of money for these pur-
poses (such as transport and R&D) are not spent under the heading of these
policies but are spent in the framework of cohesion policies (SCF). The
latter tend to be conducive to cohesion (see previous chapter).

Although our analysis is fraught with difficulties it does permit to give a
short answer to the main question of this chapter: ‘Are EU policies good or
bad for convergence?” The answer is: ‘In the past they tended to be bad; at
present they tend to be neutral.’
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12 Conclusions and outlook

12.1 Introduction

In the previous parts of this book we have gone into the different stages of the
policy cycle. We have started by analysing in the first stage the cohesion prob-
lems of the EU, detailing its economic, social and territorial dimensions. Next
we have turned our attention to the intricacies of the policy that the EU
pursues to improve cohesion. We have described in detail the various stages of
the policy. We have gone successively into the design of its intervention
system, and into the definition of its objectives and the provision of financial
and regulatory means. We have continued our trajectory through the cycle by
evaluating the effectiveness of the policy and by checking its consistency with
other policies. Coming now to the close of the cycle we have to draw some
lessons from this wealth of analyses and to suggest some improvements for the
future.

This chapter is structured as follows. In the first section we will sketch the
main challenges that are likely to confront the EU cohesion policy in the future.
These concern both the restructuring of its economy and the integration of the
candidate countries.

Next, we will draw the main lessons from this analysis of the past perform-
ance of the EU on all stages of the cohesion policy cycle discussed in the previ-
ous chapters. We will put these lessons in the light of the new demands that will
be put on each of these stages in the future.'

Finally, we will draw attention to the fact that the experience of the EU in
matters of cohesion policy may be of help to other countries in the world that
are confronted with similar problems.

12.2 Challenges in the future: prepare for higher EU
integration

12.2.1 Prepare for EMU participation of all member states

The setting up of an EMU brings the need to help member countries deal
with problems resulting from external shocks. The most adequate solution is a
Union redistribution policy. Its aid can be a combination of specific and of
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general-purpose grants. The latter may take the form of block payments from
the Union to a member country. These payments are automatically triggered in
case certain deficiencies occur. The disadvantage of this system is that the Union
has no control over the actual use of the funds transferred, which thus risk being
used in a way that is not expedient to structural improvement and may erode
the solidarity on which it is based.

The question is whether the EU should not have a more far-reaching system
of redistribution in order to improve cohesion. The answer depends on the
balance between theoretical and the empirical arguments.

From a theoretical point of view there are strong arguments for an EU fiscal
system with redistribution over member states and citizens via automatic trans-
fers (see, for example, Persson and Tabellini, 1996). Indeed systems with inter-
governmental transfers based on bargaining provide under-insurance. However,
the system would not go as far as to set up a centralized social security system as
this is likely to lead to over-insurance against risks of unequal development. The
EU has now entered the stage of the EMU that would justify such a set up (see
Table 6.1). However, in the case of the EU, the premise of the above-
mentioned theory does not obtain. The EU is characterized by (1) important
areas where the EU has no competence at all (national governments are indeed
not willing to give up autonomy in tax matters); (2) a complicated decision-
making process where the EU has powers. So, the EU may very well have
chosen the right set up given its institutional constraints (see, for example,
Alesina and Perotti, 1998).

The empirical evidence leads to two views:

1 Inadequate. There is a real need for an additional redistribution mechanism.
First, idiosyncratic shocks do occur and tend to have very persistent negat-
ive effects in Europe (Breuss, 1998). Second, redistribution mechanisms as
used in federations such as the USA and Canada are very effective in coping
with the effects (see, for example, Sachs and Sala-I-Martin (1992) and
Bayoumi and Masson (1998).

2 Adequate. The present set up is able to function in a satisfactory way. First,
because the frequency and the severity of asymmetric shocks are much
smaller than suggested by some alarmists (for example, Vinals (1998)).
Second, because the effectiveness of the centralized systems is often exag-
gerated; the potential of an EU fiscal federation under the present circum-
stances is too small to compensate for the many problems of design and
implementation (e.g. von Hagen, 1992; Fatas, 1998).

So, it seems as if there is no clear-cut conclusion as to the need for a fiscal feder-
alism type redistribution mechanism under EMU.

12.2.2 Prepare for the Full Union

In Chapter 6 we gave difterent forms in which the redistribution could be cast.
Given the present stage of integration the EU has (in conformity with our theo-
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retical scheme) opted for a redistribution policy that is based on transfers
between governments benefiting the most vulnerable groups and regions. In
that scheme we gave also the variant of direct income taxes coupled with social
security payments as an alternative. The higher forms of federation do indeed
use this option. Now the EU has over the past moved into higher stages and the
question thus comes up whether the EU should not prepare for a set up that is
in line with this next stage.

Indeed, at the stage of the Full Union (federation), solidarity among member
states is likely to have grown sufficiently to justify more extensive union redistri-
bution via the budget. On the receipts side one would leave the present system
of contributions that are proportional with income by member states and adopt
progressive income taxes dealing directly with the individual EU citizen. On the
expenditure side one might add direct transfers to low-income individuals as
elderly persons, unemployed persons, etc. These are more effective in redistribu-
tion terms the stronger the federal powers over income taxes and social security
and the higher the portion of the federal budget of GDP. As problem groups are
often concentrated in specific countries or regions, inter-personal income trans-
fer policies work out as inter-national and inter-regional transfer policies. From
an economic development viewpoint these policies have a drawback however,
as they have only a very indirect influence on the improvement of the produc-
tive capacity of the recipient country or region.

The introduction of such a system might take different forms. Key will be the
bringing into focus of the various European social security policies and the
adoption of a pan-EU coverage of certain risks.

However, the introduction of such a system increases the political uncertainty
(Alesina et al., 1995); citizens are less clear about the use of the tax involved.
This is indeed the result from surveys among the general public, that show that
55 per cent of European citizens prefer to stick to national solutions (in many of
the smaller northern countries a much larger majority does indeed prefer this
option). That is not so surprising if one takes into account that social security
rights have all been conquered in a national context and that the form they take
are the result of complicated arbitrages between different segments of the
national society.

So we may conclude that the adoption of a fiscal union involving inter-
national interpersonal redistribution of the social security type is not a likely
outcome.

12.2.3 Make a success of the upcoming enlargements

In the past the EU has been able to integrate successfully new members. Some
of them had particularly strong cohesion problems. In this way the EU has grad-
ually covered the west of Europe and has recently made an historical step of the
reunification of the subcontinent. In matters of widening the challenge is to
integrate the present and potential candidate countries.

At the moment of writing (2006) there are two official candidate countries.
First, Croatia, that fulfils in the meantime the political criteria for accession;
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negotiations started in 2005. Next, Turkey, that is a special case for several
reasons; its long-term relation with the EU dating back to the 1960s; its mere
size (in terms of population it would become the biggest member country by
2020); its economic problems (macro economic weaknesses, very low GDP/P);
its geography (largely outside the European subcontinent); its internal disparities
(very considerable between West and East) and finally, its culture (predomi-
nantly Muslim). For these reasons the EU reckons that the negotiations with
Turkey may take a very long time to complete and has made the special proviso
that they may also lead to other solutions than full membership.

Countries on the western Balkans are potential candidates. The EU has said
that it considers, as such, Albania, Bosnia-Herzegovina, Serbia-Montenegro and
Macedonia. The situation in these countries can in a very simplified manner be
characterized in economic terms by their GDP/P position that is (often consid-
erably) below the EU average and in political terms by their social instability
due to ethnic tensions. The EU is fostering the economic growth of these coun-
tries by its external development policy and their political stability by its security
policy. Bringing these countries into the EU zone of prosperity democracy and
security is a very important task ahead.

The accession of the candidate and potential candidate countries will come at
different moments. If we take the time that has elapsed between the start of the
negotiations and the accession of the CEECs as an indication, the accession of
Croatia may come by the end of the present programming period of the SFs.
For the potential candidates (the countries on the western Balkans) it is very
unlikely that they will be able to speed up their reform processes. So their acces-
sion will come at the earliest in the post-2013 programming period.

The geographical notion of Europe is well delimitated in the West, North
and South but becomes elusive in the East. For that reason the EU has set the
frontiers of its potential members in political terms. Excluded from membership
are the countries of the former Union of Soviet Socialist Republics (USSR),
including Belarus and the Ukraine. With respect to these countries the EU has
concluded a neighbourhood policy. In the framework of this policy it has
developed cooperation and partnership agreements. The EU supports this coop-
eration with a specific financial instrument (Reg. 1638/2006).

The EU has to gear itself up to the challenge of increased pre-accession aid to
the countries on the western Balkans and to Turkey in order to help them to
adopt the ‘acquis communautaire’ and to speed up their economic restructuring
and catching up with the EU average.

12.2.4 What cohesion policy in future?: elements of continuity and
flexibility

The question can now be asked whether the combination of the challenges dis-
cussed in the previous sections would call for a different type of cohesion policy.
Actually the answering of that question implies an effort to identify already at
this stage the adaptations that may be necessary to make the policy fit for the
next programming period (that is likely to cover 2013-20). This is a daunting
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task. However, two approaches can be followed to develop and formulate an
answer.

In a first approach we try to find the hard core of the future shape of the EU
policy by interpreting and extrapolating the long-term trends that we have depicted
in the previous chapters (both in terms of analysis of the problems and the adequacy
of the solutions). These trends indicate continuity on the following points:

e Objectives. In future the EU is likely to be confronted with cohesion prob-
lems that are in essence similar to the ones it faces now. The analysis in
Table 2.4 makes clear that the catch-up time of most of the present conver-
gence regions will by far exceed the seven years of the present programming
period. Moreover, new convergence regions will come to the fore in the
low-income countries that will join the EU in the future. So, the major
objective of the cohesion policy, convergence (that has been a constant over
the past decades), is likely to remain a constant in the coming decades.

e Resources. These serious convergence problems cannot be solved without a
major intra-EU redistribution of financial resources. As in future the size of the
problems does not seem to decrease, a decrease in the level of funding does not
seem likely either. On the contrary, a few factors suggest that an increased
effort will be needed. One need but think for the present convergence regions
of the long-standing character of their present problems, the occurrence of
new problems (EMU) and the increase in their absorption capacity. Moreover,
the severity of the problems in new convergence regions in accession countries
asks for a stepping up of the efforts as well. An increase in the size of funds
would be a continuation of the trend of four decades (1973-2013).

o Instruments and methods. The fundamental idea of specific purpose grants
going hand in hand with the application of the major principles (such as
partnership, programming and evaluation) has shown its adequacy in the
past decades. The problems in the future will not be fundamentally different
from the ones in the past. So, it is very likely that these basic elements will
be maintained, albeit with some adaptations as to modalities.

Given the arguments presented in the previous sections about the challenges
we do not expect that a need will emerge in future for new instruments (such as
redistribution by a social security type system). And, in case it would come up,
we do not think that a political agreement will be reached to put it in place.

So we can conclude that the hard core of the EU cohesion policy post-2013
is likely to be characterized by the same features that have marked it in the past.

Next, we can try to identify the points where in future flexibility is likely to
dominate. This approach implies looking at the elements where in the past most
changes have occurred. We mention here a few salient ones under the same
headings as we used for continuity.

e Objectives. In the past the stated objectives other than convergence have
changed frequently. The same is true for the criteria for designation of the
regions and social groups that fall under these objectives.
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e Resources. Now that the whole of the EU outside convergence regions is
falling under one objective (accommodating a wide variety of specific prob-
lems and objectives) it is easy to change priorities within this general frame-
work. This could apply to a switch of resources but also to a dwindling of
the total resources as the richer nation states may take over most of the
responsibility for coping with such problems.

o Instruments and methods. The main factor of change here is likely to be the
drive for further efficiency in the delivery of the policy outside the conver-
gence regions. In this respect alternatives as the OMC have been suggested.
Most of the concrete changes will depend on the priorities of the EU in
other areas than cohesion and the best support cohesion policy instruments
can give to such measures.

In the next sections we will further detail the possible changes that can be made
in future as we draw the lessons from the experience in the past.

12.3 Lessons from the past in the light of future change

12.3.1 Assessing the problems and their long-term evolution (Stage I:
Chapters 2 to 5)

The EU is confronted with huge cohesion problems. These have been consider-
ably aggravated with the recent enlargement of the EU. For the EU 15 cohesion
seems to have improved over the past decades; this is evidenced from a decrease
in disparities in GDP/P levels. This has been notably favoured by an increase in
economic cohesion. However, the evolution of the other two dimensions of
cohesion is less clear due to the paucity of a series of comparable data. We give
an overview of the main aspects of this long-time development in Table 12.1.

As one sees, very important disparities remain and new ones always tend to
emerge. The major lesson is that there is a need for continuity in the efforts and of
vigilance as to the type of problems that emerge and for flexibility as to response.

12.3.2 Optimize the institutional framework (Stage II: Chapter 6)

The considerable economic, social and territorial disparities that the EU is faced
with have negative influences on the welfare of the EU. Not only are they
economically inefficient, they are also felt to be morally unjust and this is
politically unacceptable. A policy to alleviate them is therefore in order. The
national governments are not capable of providing an efficient solution so the
EU has stepped in. Cohesion policy is a fundamental choice and it therefore has
become a constitutional obligation.

Constitutional economics, political science and related strands of thinking
show that cohesion policy should be a matter of shared responsibility between
the EU and its member states. However, they do not define precisely what the
specific roles should be for the two levels of authority. The treaties (in line
therewith) define some principles and leave the exact demarcation to the EU
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legislator and to actual practice of politicians. This distribution of roles is not
stable but changes under the influence of diverse factors. In the past the power
has shifted from national states to the Commission. As a result the Commission
now stands out as the most important actor. It is involved in the day-to-day
preparation, delivery and evaluation of the policy, whereas the other institutions
are involved in one part only (advice and decision on new legislation and on
financial frameworks; preparation and execution of specific programmes). The
Commission has a formidable advantage over the other institutions in the sense
that it controls much of the information flows. This pivotal role of the Commis-
sion has changed the role of the central governments of the member states.
Nowadays, their role is rather one of negotiation in the legislation stage while
their role of coordination, facilitation and arbitration in the implementation
stages is shared with others. The pivotal role of the Commission is likely to be
reinforced with the new Community strategic guidelines.

To most observers the set up described is justified for countries that are the
main beneficiaries of the SCF, in practice now, the NMSs of central and eastern
Europe. However, many observers think that the correct application of the sub-
sidiarity principle should lead to less centralization than has evolved, in practice,
for all other member countries. These voices plead for a partial or complete
repatriation of the cohesion policy for the latter group. For instance, the UK
government suggests” that the current EU cohesion policies are often too cen-
tralized to eftectively incorporate the locally determined and delivered policies.
They explicitly plead for a locally led and devolved cohesion policy, which
allows for sufficient flexibility to meet the increasingly diverse needs of regions
in an (enlarged) EU. In practice, this would mean that many countries would
net their contribution to the EU budget with their entitlement to EU SCF. The
advantage would stem first from a gain in efficiency by saving on transaction
costs (no pumping around of money; no cumbersome procedures’), next from
welfare gains (because the prioritization of projects would not have been dis-
torted by EU considerations*) and finally from gains in effectiveness (as countries
would naturally use methods that work in their institutional environment). The
alternative would be to give to these countries general-purpose grants that they
can spend to ease for instance inner-city social problems related to migration.

One might even think of doing the same for the ‘convergence’ countries.
However, here there is much concern as to the lack of adaptation of national
programmes to the main problems of these countries and as to the risk of cor-
ruption and fraud. If one let the arguments for specific-purpose grants for con-
vergence countries prevail and one does the same for the arguments about
general-purpose grants for competitiveness regions it would mean a split regime
for both. Many have been frightened by the risks of stigmatization that such a
dual system would create and for political reasons the EU has not gone along
that road. So, there is a political trade off between the lack of efficiency and the
need for equal treatment.

So, the drawing of a lesson here is not straightforward in terms of the form of
adaptation needed. However, it is clear as to the need for a constant checking
whether the system put in place is still adequate.
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12.3.3 Match the objectives and means (finances) (Stage III: Chapter 7)

The increased demands of cohesion and other policies require financial resources
at the EU level. The first question we can ask in this respect is whether adequate
resources will be mobilized and made available. The answer to this question is
shaped by three factors:

1 The willingness to pay of the member states.
2 The assessment of the needs in terms of cohesion.
3 The prioritizing of cohesion in comparison with other objectives.

In the past, the interplay of these three factors has led to a regular increase in
the expenditure for cohesion. Cohesion is now the second policy area of the
EU in financial terms. Whether the amounts that have become available are suf-
ficient to tackle the problems remains essentially a political question. Why
increased amounts have come available is, however, an interesting research
question. The answer to that question lies not in cohesion-specific characteristics
but in the dynamics of modern public institutions.

Indeed, it is often observed that representative democracies show a long-term
tendency towards a growing share in government expenditure as a percentage of
GDP. This is caused by interest groups that form cartels and bargain their polit-
ical support in elections against subsidies. The central government subsequently
acts as a cartel enforcer (e.g. Blankart, 2000). However, there are also reasons
why this tendency may be checked. In a multi-layered structure voters tend to
strategically delegate power to representatives who are averse to public spending
and prefer decentralized solutions (Lorz and Willmann, 2005). Empirical
research shows that there is no such general tendency, probably because in the
long term better knowledge exists as to effectiveness and efficiency of govern-
ment involvement (Breuss and Eller, 2004). We may expect that this is indeed
the case in the EU and that by and large the available resources are adequate to
respond to the challenges.

A problem with the discussion about the level of spending for cohesion is the
blurring of objectives in the present set up. Much of the spending that is accepted
under the label of cohesion and paid for by one of the SFs could actually fall
under another heading: that of competitiveness and employment. The criteria
for eligibility for support for projects in areas exceeding the 75 per cent GDP/P
threshold in fact are similar to the criteria for horizontal programmes aiming at
objectives such as R&D. This tendency has been formalized recently with the
instrumentalization of the SF for other EU objectives than cohesion. This chan-
nelling of the effort for integrated policies through the SF has, however, an
important side effect. It implies that all projects proposed have to comply with
the very demanding rules for implementation of the SF inclusive of the pro-
gramming and partnership approaches. Other rules might here be more appro-
priate (see section on delivery and efficiency)

Regulation is an important determinant of the level of the finances needed
for cohesion. This is the case on several scores.
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e Assume that social cohesion is enhanced by the setting of high labour stand-
ards in all EU countries. It will imply that the presently poorer countries
loose their competitiveness and become dependent on redistribution from
the rich core. Important lessons need to be learnt here from the cases of the
Mezzogiorno of Italy and the integration of the former DDR in the FRG
(Belke and Hebler, 2002) that have made both dependent (addict) on struc-
tural redistribution.

e Assume that economic cohesion is impaired by the competition rules that
restrict the use of state aids. Other instruments of the cohesion battery need
then be called to the rescue.

The next question we can ask is about the distribution of the available
money. In the past and present the actual distribution over the various objectives
of cohesion policy has followed the concentration principle; which means that
the bulk of the available resources is spent on the convergence objective and
hence that actions are concentrated in the weaker member states. However, a
fairly substantial expenditure is still going to the relatively rich member states
under the competitiveness objective. There are several arguments for this but
the arguments of a netting of this expenditure with contributions and leaving
the member states to deal with these problems is still a valid one, notably in
view of the inefficiencies involved in the present set up (see section 12.3.1 and
the next section).

So, the lesson is to verify constantly whether the measures are still in line
with the objectives; the risk should be avoided that policies pursue objectives
with instruments that are designed for other purposes; the welfare losses created
by the distortions introduced by the CAP should in this respect serve as a
warning signal.

12.3.4 Regulation and coordination of other EU and national policies
(Stage III: Chapter 8)

Next to the financial instrument the EU uses the instruments of regulation and
coordination to reach its cohesion objectives. Regulatory instruments forbid
certain actions of private and public actors that may have a negative effect on
cohesion or prescribe other actions that may enhance cohesion. Lighter forms of
instruments that tend to improve the consistency of policy making by different
actors are coordination and consultation.

In matters of vertical coordination the EU has gradually moved towards the
stronger methods; the recent regulations define more subjects and give more
details than those of the past. Moreover, the Commission plays a stronger role in
the coordination than it did previously. The bigger the problem and the more
EU money involved the stronger the role of EU legislation and the EU admin-
istration. Yet this does not mean a strong centralization. On the contrary, the
Commission has realized that it would be rapidly overburdened if it would
assume direct responsibility for implementation. So it has reserved for itself the
strategic aspects of the policy (in terms of design and prioritization of objectives)
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leaving the practical aspects to the national governments. This seems to be the
right choice.

In matters of horizontal coordination the present practice is far from ideal.
The EU has the ambition to pursue in an integrated way a set of policies to
enhance competitiveness and employment, to reduce social exclusion and to
improve sustainability and cohesion. The existence of the large funds for cohe-
sion purposes and the relatively modest financial resources for the other object-
ives has led the EU to make the SF instrumental to these other objectives. All
areas such as competitiveness, employment, sustainability, infrastructure and
innovation are also targeted by cohesion policy. This puts a considerable chal-
lenge to policy makers. On the one hand, much of the coordination is to be
done with the help of the OMC; and the recent past has shown the weaknesses
of this method to achieve results. On the other hand, most of the financial
instruments are subject to the mechanics of the cohesion policy delivery system.

The lesson to learn here is that the present coordination mechanisms are in
need of a review and that more adequate mechanisms are to be found to
produce lasting and balanced results.

12.3.5 Efficiency of the delivery system (Stage IV: Chapter 9)

Opver the years the EU has identified a number of conditions that need to be
fulfilled in order to come up to the efficiency requirement. One of these is a
high-quality delivery system. All the aspects that determine the quality have
been identified and translated in basic principles, general rules, detailed adminis-
trative procedures and institutional structures that the member states have to
observe while implementing the EU cohesion policy.

The SCEF transfers very substantial amounts of money. The EU is accountable
to the European taxpayer who wants to be sure that the substantial amounts of
money that it transfers are well spent. So the EU has developed an elaborate
system regulating the access to and the spending of this money. This comes at a
cost of some loss of efficiency, as programming, monitoring, evaluation and
auditing are all fairly voracious in terms of human resources.

The past has shown that the EU programming and delivery system has
improved the practices of many member states in matters of policy design,
implementation and control. It seems thus fully justified that the rules as have
been elaborated in the past as to implementation be followed for the major ben-
eficiaries. The EU has incorporated these rules in the ‘acquis communautaire’
that new member countries have had to accept to apply in full.

Many of the NMSs have learned in the meantime how to deal with it.
However, there is still quite some progress to be made. For one, many countries
have still considerable problems in correctly implementing the rules. For
another, some have difficulties in producing sufficiently good projects that come
up to all the criteria for eligibility. The reason is limitations in administrative
capacity that has to do with both institutional weaknesses but also with the lack
of experienced staff.

So, the main lesson is that the administrative capacity of the NMSs and the
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accession countries has to be improved consistently. A number of concrete recom-
mendations that are based on experience can thereby be made:

*  Have the courage to make clear choices as to the priorities to support and
the definition of clear targets. Avoid concentrated support on infrastructure
even if this is the easiest aspect to handle in institutional and human
resource terms and even if political pressure is often on these programmes.
Keep in mind that institutional development is as important a condition for
growth.

* Integrate better the financial support of the SF and the national outlays for
established priorities. Avoid the SF to become isolated items following their
own logic and procedures.

*  Make an up-front effort with the adaptation of administrative structures that
improve the absorption capacity. Resist the lure of using ill-adapted existing
administrative structures for operating the SF; it has the perverse effect of
maintaining the wrong and preventing the putting in place of well-adapted
structures.

e Build up the human resources needed for the successful implementation;
this means, notably, skills in terms of all the stages, namely, programming,
monitoring, evaluation and control.

e Use the demands of the EU delivery system to fight endemic corruption; in
the short term it helps to improve the effectiveness of the policy; in the long
term it maintains the willingness of the net contributors to the EU cohesion
policy to continue to provide the funds.

Some of the most developed member states benefit from the SF. The question
can be asked whether this support is still adequate. In case their access to SF
money would be skipped (see previous section) the SF standard model need no
longer be applied. These member states would then participate in the cohesion
policy through a variant of the OMC. Even, in case some access to SF money is
possible, one could ask the question whether for such limited amounts the same
heavy procedure would be justified. Some headway along this road has been
made (no more additionality proof for these countries).

The main lesson for a change of the delivery system for this group of benefi-
ciaries is that the test on the proportionality principle has to be done rigorously in
order to see what advantages can be had by reducing the complexities of the
delivery system.

12.3.6 Enhance effectiveness (Stage V: Chapter 10)

The EU evaluates systematically its cohesion efforts. It has devised standard
methods for doing so. These evaluations serve two main goals. First, account-
ability; they provided evidence to all stakeholders that money was well spent.
Second, learning; evaluation has contributed greatly to improve the various parts
of the delivery due to which policy, programmes and projects correspond better
to the stated goals.
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The EU cohesion policy has as its main objective the decrease of the dispari-
ties between the countries and regions by facilitating the catching-up process of
the less well to do. We have concluded in Chapter 10 that by and large the
policy has indeed helped to bring the EU closer to this objective. The brightest
example is Ireland. Moreover, the relatively poor NMSs all tend to be much
more dynamic than the rich old member states; a tendency that also contributes
to the decrease in disparity. There are two shady sides, however.

Making a success of the convergence of the new member states is the big
challenge of the convergence policy. Much remains to be done in terms of eco-
nomic, social and territorial cohesion. How to decrease the dependency of firms
in the NMSs on the decision centres in the heartland of northwest Europe?
‘What additional action is needed to create, in each of the NMSs, efficient, trans-
parent institutions that are resistant to fraud and corruption? What to do to
make, for example, Czech or Polish universities rank among the top league of
Europe? What extra input is needed to enhance productivity of the labour force
and the capabilities of private and public sector managers?

Moreover, a new challenge is to check the tendency of disparities within
countries to grow during the catching-up process (see Chapter 2). How to find
the resources to stem these tendencies?

So, the lesson here is to step up the effort to improve the evaluation of the
effectiveness of projects, programmes and the policy as a whole.

Apart from the formally stated objectives, the EU cohesion policy has also
served the side objective to compensate member states for (perceived) losses due
to the passing into higher stages of integration or due to the enlargement of the
EU with NMSs. Such major political trade offs are not very likely to occur in
the future. For one, the further deepening will notably concern matters such as
justice and home affairs that do not seem to have a strong bearing on cohesion
in the present beneficiaries. For another the further enlargements (for instance
Croatia) do not fundamentally change the present balance.

So, the lesson is that in future the policy makers should forget about side
objectives and concentrate on stated and transparent objectives.

12.3.7 Secure consistency with other EU policies (Stage V: Chapter 11)

The EU pursues many policies (such as agriculture, monetary, etc.) that can
have a positive, a neutral or a negative effect on cohesion. In the past the impact
was in some instances rather negative; but policy changes have made that the
impacts are now predominantly neutral. In future the EU will change and so
will its policies. There are a number of reasons why we may expect that there is
only a small risk that these present an additional threat to cohesion.

*  Budget outlays. Expenditure on horizontal policies, although supposed to
increase, is unlikely to change very much the structure and magnitude of
their impact. There are two exceptions. The first is competitiveness. The
increase in spending on this objective may have a stronger potential negat-
ive bearing on economic cohesion than in the past. However, this potential
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effect is likely to be neutralized as the package of horizontal policy measures
is matched to a large extent by items in the catalogue of support that can be
obtained from the new mainstream cohesion packages. The second excep-
tion to this is agriculture. Here, one may make a suggestion to study more
in detail the possibility to differentiate the level of farm(er) direct income
support according to various spatial criteria in order to safeguard territorial
cohesion.

o Economic regulation and coordination. The Commission in its recent work pro-
gramme has taken the view that for the good functioning of the EMU there
is no need for significant new blocks of regulation. So the future of the EU
will be characterized by other domains of policy. Its programme for work is
oriented towards the following priorities: health (contagious diseases), secur-
ity (terrorism), external relations (incl. development aid) and internal gover-
nance (corruption). Only one of these seems to have a potentially profound
impact on cohesion, which is the external dimension. One need but think
here of the further liberalization of the trade in agricultural products.
However, the measures to cope with these potential effects can be integ-
rated with the aspects of agriculture cited in the section on the budget.
Another aspect that has received increased attention is security and gover-
nance. Notably, in the accession states economic growth has been severely
affected by problems of organized crime and corruption. The EU has now
fully acknowledged this problem (see EC, 2004a: 171) and reinforces its
actions to combat the causes.

A recurrent point of critique is that of the inadequacy of the EU monetary policy
with its cohesion policy. The finances of many EU countries will be under pres-
sure due to increased competition. This is supposed to imply severe constraints on
national policy action as the SGP obliges member states to squeeze expenditure in
order to match income. This is supposed to lead to a lack of financial means to
attack serious problems. But is this the whole truth? What has Germany shown us
after the War? They have had a very strict budget and monetary policy and have
recovered from a complete disaster. A country that was devastated has grown
quickly into one of the richest countries of Europe.

So, the lesson is to continue to check systematically the consistency of the
other policies with those on cohesion, even if the chances of major problems
occurring on this score seem to be limited.

There is another dimension in consistency that needs to be seen. It is the
effect that cohesion policy has on other EU policies. The most important
element in this respect is the consistency with the overarching EU policy on
competitiveness (Lisbon strategy). It has been decided that the financial
resources of the SF should be better geared to enhance the capacity of the EU to
deliver cohesion and competitiveness at the same time. We recall that the same
holds for other EU policy objectives; support from the SCF is given to projects
that favour employment, equal opportunities or sustainability (EC, 2004e).

So, the lesson to be drawn here rejoins the one we drew earlier: improve the
mechanisms for making sure that EU polices are mutually consistent.
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12.4 Draw lessons for other countries and integration
areas

12.4.1 Selection of countries and redistribution systems

Many of the fast-developing countries have been favouring efticiency over
equity. Part of this has been stimulated by policies of openness to the outside
world stimulating competitiveness. Worldwide openness has often been comple-
mented by regional openness; through participation in regional integration areas.
In many countries this has given rise to considerable inequalities, both interper-
sonal and inter-regional. Social forces are at work which show the need for a
more balanced development of the country. National governments, NGOs and
international organizations ask themselves how this could be given substance.
And they ask themselves in how far money should be explicitly attributed to
cohesion. These questions are essentially political and each country has to make
its own choices.

In this section we will illustrate the cohesion problem and the reaction of the
public authorities to it for two areas outside the EU: Brazil and China.® We will
use only the overall indicator of disparity (an approximation of GDP/P per head
figures) as data for more detailed disparity indicators are generally not available.

Brazil and China differ in many ways. For the sake of the illustration we
highlight here three aspects:

1 Internal devolution. Both countries differ as to the extent to which and the
way in which they have decentralized power and finances in their ‘federal’
system. Each of them has developed its legal, political and administrative
system in the course of history. In that framework they have both made
decisions as to the responsibility of the federal and the state authorities in
matters of taxation and spending (e.g. on infrastructure, education and social
security) and thereby explicitly or implicitly taken decisions as to the redis-
tribution system.

2 External cooperation. Brazil has been one of the initiators of the regional
integration area in South America; China has kept aloof for a long time and
has only just associated itself to a regional integration area.

3 Institutional history. China comes from a centralized planned system. Brazil
has mostly known a market economy. It is good to recall in this respect that
many of the mechanisms that are working towards either convergence or
divergence in the market-oriented models do not work in a socialist
command economy. For instance, in China internal migration was con-
trolled by government, investment spending was done over regions on the
basis of political and security reasons, market returns were a very far-off
concern. Moreover, technologies did not easily diftuse as much was con-
trolled for military or bureaucratic reasons.
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12.4.2 Brazil

Brazil is a federal state. Its 25 states are often grouped into five geographical
regions. The distribution of income and population among these regions and
states is very uneven (Azzoni, 2001). The highest incomes are in the south-
eastern (SE) region; the lowest incomes in the northern and northeastern (NE)
regions (see Table 12.2). The richest state Sao Paolo in the SE region has an
income that is six times higher than the poorest states Maranhao and Piaui in the
NE region. Population is rather concentrated in the southeast where over 40 per
cent of the total Brazilian population lives. Most of them live in Sao Paolo,
where 22 per cent of the population realize 35 per cent of the country’s GDP.
This concentration has been decreasing slightly over the past decades; to the
benefit of the adjacent states.

The huge north—south disparity does not seem to have much decreased over
the period 1950-95. However the disparities between the states have oscillated
over time but overall have shown a tendency to decrease. This was notably due
to the de-concentration from Sao Paolo we described before.

Over the past half a century Brazil has shown a remarkable growth in the
national economy. One might assume that in this country one might see an
example of the consecutive divergence—convergence model that says that in
early stages of development divergence will prevail whereas in later stages con-
vergence tendencies dominate. However, this could not be demonstrated.

12.4.3 MERCOSUR

Brazil has concluded with three of its neighbouring countries (Argentina,
Uruguay and Paraguay) the MERCOSUR, which aims at creating a CM
among the member countries. In the past decade internal customs tariffs have
been lowered, FDI has been liberalized and the movement of workers has been
regulated. MERCOSUR is now probably the most advanced regional integra-
tion area (in terms of stages of integration) in the world after the EU. The
progress in integration has been hampered by considerable tensions between the
member countries in matters of macro economic and monetary policy and in
growth performance. Notably the two smaller partners had the impression they
were losing out in the integration game. Apart from these member states a
number of regions do not seem to have benefited from the integration. That has
increased the existing tensions due to the very large difterences in wealth
between the members and a fortiori between the regions of the MERCOSUR.
Table 12.2 gives an idea of these differences. However, the figures for the
regions’ given do hide important differences between the various provinces in
Argentina and federal states in Brazil; differences that may imply a factor of six
to eight between the highest and the lowest cases in both countries. Other
indicators such as analphabetism and mortality (see Table 12.2) but also poverty
and access to schooling confirm the picture of these disparities.

The development of the disparities over time is difficult to make for the
whole of MERCOSUR due to the very high exchange rate volatility over the



Conclusions and outlook 293

Table 12.2 Regional disparities in MERCOSUR (around 2000)

Region GDP/P (index) Analphabetism (%) Mortality (%)
Cuyo 104 3 1.6
Noreste 52 6 2.2
Noroeste 62 4 1.9
Pampeana 168 2 1.4
Patagonia 175 2 1.3
Argentina 116 3 1.5
Centro-Oeste 110 9 2.6
Nordeste 43 24 7.0
Norte 57 11 4.2
Sudeste 122 8 2.7
Sur 114 6 1.9
Brasil 98 n.a n.a.
Uruguay 116 n.a 1.3
Paraguay 36 n.a 3.7
MERCOSUR 100 n.a n.a.

Sources: Various national statistics

past period. However, calculations for the two big member countries show that
over the period 1985-2000 disparities have tended to decrease in Argentina and
to increase in Brazil (Blyde, 2005).

In recent years the conviction has grown that further integration would
require a form of support to cohesion. The MERCOSUR Secretariat did
prepare studies about specific aspects and operational modalities for the establish-
ment of a fund, some of which had references to the European experience. In
2005 negotiations led to the creation of this Fondo para la Convergencia Struc-
tural del MER COSUR (FOCEM),® in 2006 the ratification process of the regu-
lations was finalized and in 2007 operations started.

FOCEM finances programmes in four fields: (1) structural convergence; (2)
competitiveness; (3) social cohesion (in particular in the smaller and less
developed economies and regions); and (4) institutional capacity (structure)
(Art. 1/2). The fund amounts to $100 million a year. The fund is mainly
financed by Brazil (70 per cent) while Paraguay (48 per cent) and to a lesser
extent Uruguay (32 per cent) are the major beneficiaries.

12.4.4 China

The situation in China is characterized by the existence of a double split. First,
between three geographical areas: the Coast, the Central area and the West. The
next important split is between urban and rural areas. There are very large dif-
ferences in income. On the level of areas there is an east—west gradient; the
Coast is rich, the West is poor. Inside each of the three areas there is an
urban—rural split; the former have high and the latter have low incomes. The
highest incomes are recorded in the coastal urban agglomerations.” The lowest
incomes are recorded in rural areas in the far west. The difterences are very
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large: in 2001 the richest city, Shanghai, had an income per head some 14 times
larger than the poorest western province of Guizhou.

There is considerable controversy both to the magnitude of the differences
and to their evolution (Wu, 2002; Zhao and Tong, 2000; Lin and Liu, 2005).
However, most studies tend to state that these differences are large in inter-
national comparison and that since 1985 they tend to grow significantly. This
applies both to the differences between the three geographical areas and
between the urban and rural population.

There is also much controversy as to the causes of this evolution."” However,
most studies agree on the preponderant influence of changes in government
policy. The period up to the early 1970s (and the ‘Leap Forward’ strategy) was
characterized by massive investment in regions (many of them inland regions)
that did not use the resources properly. So, contrary to expectations this policy
has neither boosted national growth nor decreased regional disparities. The
market-oriented reforms (and the ‘Get rich first’ strategy) have resulted in very
high growth figures for the country as a whole but this growth has been con-
centrated in the regions of the Coast as these were best placed to grasp the
advantages of internal and external liberalization. Indeed they have improved
their access to FDI and hence their factor productivity (e.g. Liu and Li, 2006).

The disparities depicted lead to growing social, territorial and ethnic tensions.
Gains in reduction of poverty have come from provincial and local spending,
not central government programmes. However, even the subcentral public pro-
grammes have not been able to reduce disparity (Ravallion and Chen, 2006).
The central government has decided to give more attention to the objective of a
balanced development (see Ninth Five Year Plan and 2010 Long Term Devel-
opment Plan). Yet adequate policies in this respect have not yet been

developed.

12.4.5 ASEAN

China has for a long time tried to be as self-sufficient as possible. In that light it
need not surprise that it has not taken part in early initiatives for regional or
worldwide integration. Other countries have, however, seized such opportun-
ities; in Asia some ten countries have created the Association of Southeast Asian
Nations (ASEAN). ASEAN is an organization of ten countries that aims at a free
trade zone and further integration. Together its member countries have half a
billion inhabitants. However, their size and level of development are very differ-
ent. We see on the one hand small and very rich countries such as Singapore
and on the other hand poor medium-sized countries such as Myanmar. The per
capita income of the former is 100 times that of the latter. We see also large
countries such as Indonesia that take a middle position. Recently (2002) China
has concluded with its southern Asian neighbours a FTA, the ASEAN—-China
Free Trade Area (ACFTA). The association has not increased disparities very
much as China has an income per head that is about equal to that of the average
of that of ASEAN.

Given the huge disparities and the very many difterences that exist in culture
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and institutions the integration aims of ASEAN are very modest. They are
mainly limited to trade. In this restricted field the results are very good. The
same holds for the FTA with China; trade among ACFTA partners has
developed very quickly.

The ASEAN region has worked on plans that go beyond trade, notably plans
for monetary cooperation. The need for this had become apparent with the
crises of the late 1990s. There are no plans for a major set up for cohesion.
Some efforts in this direction are made on a bilateral basis: some of the richer
countries provide Ofticial Development Assistance to the poorer partners.
Moreover, the Asian Development Bank provides loans. However, there is no
fund-type redistribution; the reasons for this absence are the weakness of the
institutions of ASEAN and the enormous differences between cultures and
systems of its member countries that make political cooperation still limited.
Given the specific and embryonic relation between China and ASEAN there is
even less reason for a cohesion effort on that level.

12.4.6 Lessons?

The experience of the EU is unique. Such an experience cannot be transplanted
one to one into a completely different set of conditions. So the EU model
cannot serve as a blueprint for other regions and countries. They have to devise
their institutions and policies to fit their own priorities and possibilities.
However, within these limitations a few lessons can be drawn from the EU
experience which seem to be pertinent for other regions and countries. We will
enumerate them by stage of the policy cycle.

1 Assessment of the problems. Do not rely on the GDP/P disparity alone but go
deeper into the aspects of economic structure, (un)employment, poverty,
accessibility, etc. Select those indicators that reflect policy priorities.

2 Designing the intervention system. Do not embark upon a Union (or regional
group) solidarity-based set of cohesion policies (involving financial redistrib-
ution) unless the political ground is well prepared and a minimum institu-
tional strength has been acquired.

3 Specifying objectives and matching with instruments. Designate clearly the areas
that are eligible for support. Concentrate effort on these areas. Orient redis-
tribution on structural policies that aim at the improvement of the con-
ditions for higher competitiveness for the regions.

4 Implementing actions and delivering results""

e Programming. Avoid making attributions dependent on annual budget
negotiations. Cohesion problems are long-standing ones. Their solution
requires the long-term orientation to clear objectives; the earmarking of
resources and the commitment to their spending in a multi-annual
framework.

e Dartnership. Involve partners in the various stages of the policy. Effective-
ness of the effort is much enhanced when partners become co-owners of



296  Drawing lessons

5.

the problems and the solutions. Devote a part of the resources to
improve the (administrative) absorption capacity of the recipients.

o Implementation. Establish a clear and consistent system of preparation and
selection of proposals, of monitoring implementation and of financial
management and control. Mind that the risk of corruption and of devia-
tion of funds to other uses is endemic and make sure systems contribute
to their eradication rather than their further spreading. Make sure these
systems are simple and avoid high compliance costs (deadweight).

Checking effectiveness and coherence

e Evaluation. Introduce a system of evaluation of the results of the
policy. The EU experience has shown that this approach, notwith-
standing its clear limits, helps to improve the eftectiveness of the inter-
ventions. Anyway it forces both net beneficiaries and net contributors
to reflect on the purposes and the impacts of the policy measures. It
thus limits the negative effects of clientelism. (Mind that many govern-
ment programmes are rather the result of political lobbying and rent
seeking by interest groups than geared towards clear social economic
objectives.)

o Coherence. Check constantly whether other policies (such as transport
infrastructure, support to innovation, etc.) can be designed and imple-
mented in a way that is consistent with the objectives of cohesion.

12.5 Summary

The EU cohesion policy has a sixth stage which is the drawing of lessons for
the future from the experiences of the past. The importance of this stage is
clear from the fact that in the past decades the cohesion policy has regularly
been thoroughly overhauled. Yet there is still a need to improve further the
effectiveness of its battery of instruments and the efficiency of its delivery
system.

The development of the EU has always been along two axes: higher stages
of integration (deepening) and larger membership (widening). EU cohesion
is in future challenged on both axes. First, by the possible negative effects of
the EMU and second, by the integration of the accession countries into the
EU system.

The assessment of the future problems calls for a continuation of the cohe-
sion policy on the following elements. First, maintaining its major objective:
convergence. Second, keeping its main instrument: aid in the form of spe-
cific purpose grants from SF. Third, continued delivery according to prin-
ciples, such as partnership, programming and evaluation.

The overarching policy objective of the EU is to increase its competitive-
ness in a global system (Lisbon strategy). Cohesion policy can make an
important contribution to reaching that objective as it puts the considerable
resources it has available and the long-term experience acquired in deliver-
ing results at the service of the Lisbon strategy.
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On many points the EU policy can be amended so as to take into account
the lessons from the past and to enhance its eftectiveness and efticiency.

The experience of the EU can be helpful for individual countries elsewhere
in the world such as China, Russia or Brazil that are confronted with very
big disparities and have up until now devoted limited attention to cohesion.
The experience can also be relevant for other regional integration areas as
they develop into higher stages.

The lessons are not so much in terms of the large political decisions as to
what areas are to be designated and how much money is to be devoted to
policy. They refer more to the adequacy of delivery and control system
such as programming and evaluation.



Notes

1 Introduction

1 Many books tend to be somewhat under the spell of the newest developments, disre-
garding the contributions from classic authors. As some of these ‘new’ approaches
may turn out to be hypes rather than fundamentals we will present, in a balanced
way, both the classic and the contemporary contributions.

2 The wealth of references are the result of several mutually reinforcing factors; my
life-long professional experience in cohesion matters, my voracious appetite for new
insights (an article a day keeps the doctor away) and my network of colleagues who
signal matters of interest.

3 The original treaties spoke about the European Community. The term EU has
become common only recently both in constitutional and colloquial situations. We
will not go into the legal refinements on this point and designate for all practical pur-
poses the present union and its legal predecessors as European Union.

4 The EU was formed in the early 1950s from a fairly small basis of originally six coun-
tries (France, Germany, Italy and the Benelux countries). In the early 1970s the UK,
Denmark and Ireland left the EFTA (European Free Trade Area) to join the EU. In
the first part of the 1980s, three Mediterranean countries (Greece, Spain and Portugal)
who had overturned their totalitarian regimes and had become democracies were
accepted as new members. In the early 1990s Sweden, Finland and Austria joined to
take part in the economic benefits of the EU. During the 1990s, the central and
eastern European countries became candidates after having gone through a process of
transition from a centrally planned economy to a market economy and from a totalitar-
ian regime to a democracy. The former Deutsche Demokratische Republik (DDR)
was taken up in the EU as part of the Federal Republic of Germany (FRG) in 1990.
Eight other Central European countries (Estonia, Latvia, Lithuania, Poland, Hungary,
the Czech Republic, Slovakia and Slovenia) joined the EU in 2004 together with
Cyprus and Malta. Romania and Bulgaria entered in 2007.

5 For describing the disparities and the policy interventions we will often refer to indi-
vidual countries. As some of them reveal common characteristics we will also use
some groups. The countries of the EU tend to fall into three groups, characterized
by their relative level of development. These are the North, the South and the East.
Into the North we group all countries in the north and north west of the EU; the
South consists of the Mediterranean countries (Portugal, Spain, Italy, Greece, Malta
and Cyprus). To the East we group the ten new member states of Central and
Eastern Europe. In interpreting the data one has to bear in mind that these groups
are of different sizes, the North has some 260 million inhabitants, the South some
120 and the East about 110.

6 In the jargon of the EC, this is also called ‘real convergence’ as opposed to ‘nominal
convergence’. The latter applies to macro economic indicators like inflation and is
relevant in the context of the criteria for joining the EMU.
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Mind that the cycle can be seen at two levels: first, on the level of the whole policy
as is done here and second, on the level of programmes, which is explained in Chap-
ters 6 and following.

GDP/P can be broken down into three components that help to understand the
issue of cohesion better.

Gbr GDP Employment « Working population
Population B Employment ~ Working population Population

These are: GDP per person employed (approximately equivalent to labour produc-
tivity), the total number of persons employed relative to the working-age population
(i.e. the employment rate) and the working population per head of population
(activity rate). Each of them can be further decomposed and related to the dimen-
sions of cohesion. The first term (labour productivity) is the main determinant of
economic cohesion and the employment terms are the major determinants of social
cohesion.

This is the third level in the regulatory hierarchy: (1) constitutions (Chapter 6); (2)
laws (Chapters 7 and 8); and (3) daily practice (Chapter 9).

The disadvantages stem first from the time-consuming procedures. Second, they
stem from the lack of clarity of the criteria for selecting partners. This leads often to
the selection of partners that have little concern for the long-term strategic interests
of the programme and more concern for the promotion of their own short-term
interest by the planned interventions.

2 Disparities: general

1

1 = W

The words convergence and divergence are used with many different meanings. The
EU jargon uses two concepts. Real convergence is the decrease of disparities in
income; the notion we use in this book. It is opposed to nominal convergence used
in monetary matters to denote the adaptation to the Maastricht criteria on public
finances.

One now distinguishes often between two basic notions (Sala-I-Martin, 1996):

Beta convergence is based on the study of the type of mobility pattern of units
within a group. Beta convergence obtains in case low-income units grow fast and
high-income units grow slowly.

Sigma convergence is much more a statistical measure giving, in one figure, the dis-
persion of income per head levels in a set (groups of national or regional economies).
The most common are the coefficient of variation and the Theil entropy index.

See subsequent chapters.

This choice is made notwithstanding the fact that this indicator suffers from some
serious weaknesses. For one GDP is based on the local production whereas popu-
lation is measured by residence which does not need to coincide with work place. At
the regional level, GDP/head is not only determined by firm activity, but also by
regional transfers and non-market gross value added (GVA). The latter are of
importance especially so in poorer regions. Regional transfers include alternative
income possibilities, such as the income of commuters, the sale of assets to foreign
residents, public transfers (pensions, unemployment benefits) and private transfers
(remittances from emigrants). Non-market GVA includes public sector activities;
they can be very important, especially in (peripheral and rural) regions with only
limited other economic activities. Moreover, for comparing the real value of GDP as
a proxy of the spending capacity of income one needs to take into account differ-
ences in price levels. The prominence of the GDP/P indicator is based on the lack
of statistics for other indicators.

The theory of economic integration highlights the forces that determine convergence.
Indeed integration opens up markets, increases the mobility of products and
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production factors, so in general can be assumed to lead to a better allocation and
hence to increase convergence (Molle, 2006).

Many of the theories are well known and we refer the reader to standard textbooks
where he can find the relevant references to classic and modern contributions.

See for instance: Borts (1960) and for a review, among others: Chipman (1965a and
b, 1966).

Following the original work of Solow (1956).

The continuous process is set by a technical change inspiring the development of a
new product. At the first stage of its development this product will need close
contact with existing customers, located in developed countries. At the second stage,
it will still require special skills to produce and a strong market potential to sell; this
means that the production will be located in developed areas where it generates a
high value added and sustains high wages. At the maturity stage, margins will fall
and, to cut costs, the production will be relocated to areas where wages are lower.
The richer countries will change over to new products that are still at an earlier stage
of development.

In this respect one can distinguish between absolute and conditional beta conver-
gence. Absolute beta convergence exists in case there is a negative correlation in a
univariate regression between initial income and growth; conditional beta conver-
gence exists in case the partial regression coefficient of the initial income is negative,
given the values for the other influencing factors such as education (Barro and Sala-
[-Martin, 1995).

The liberalization of European goods and factor markets was feared to have such an
agglomeration effect (Giersch, 1949; Seers et al., 1979, 1980; Keeble et al., 1982). An
analysis of the (changes in the) economic potential of the regions of the EU between
1965 and 1977 ‘lend further weight to the concern over widening regional eco-
nomic disparities, now being expressed in ofticial and academic circles’ (Keeble et al.,
1982: 430). The same can be said about the effects of increased global openness (e.g.
Seers et al., 1979, 1980).

Scale economies refer to the possibility to distribute fixed cost over a larger number
of sales. Scope economies refer to the possibility of using knowledge developed for a
specific purpose in a different setting creating positive externalities of investment in
innovation and human resources.

There is also a more short-term view of the alternation of convergence and divergence
(Barro and Sala-I-Martin, 1991). It emphasizes the possibility of periods of divergent
growth due to asymmetric regional shocks. Once these shocks are absorbed, the
system returns to a basically neo-classical convergence model with poor regions
catching up on the rich ones.

Integration enhances competition and hence tends to strengthen polarization in the
early stages. That positive effect between integration and spatial disparity has indeed
been observed in Europe through the past centuries (Bairoch, 1976, 1981).
However, in recent years integration does not seem to have worsened the situation
(see further sections of this chapter).

From Williamson’s test of the hypothesis for non-socialist economies, the empirical
evidence appeared to be well in line with the expected pattern (Robinson, 1976;
Smolensky, 1961; Perin and Semple, 1976).

Economic integration has a clear effect on many factors of this indeterminate system.
This is the case of market access, R&D and even education and public infrastructure.
See, for example, Boltho and Holtham (1992) and Mankiw et al. (1992). There has
been much attention from both academia and politics for the capacity of policy to
influence the factors mentioned above. By devising intelligent combinations of pol-
icies some poor countries succeed in accelerating their development, while others,
failing to find such solutions, stay behind.

Some suggest that there is a pattern in that multitude of individual country processes.
Countries are supposed to belong to clubs; within clubs there is convergence (for
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instance among the Organisation for Economic Cooperation and Development
(OECD) countries); between clubs divergence is observed. However, it has not been
possible to identify the decisive factors of development from the common character-
istics of the members of these clubs. See, for instance, Baumol (1986), Baumol and
Wolft (1988) and Chatterji (1992).

See, for instance, Martin and Sunley, 1998 for a critical review of models of endoge-
nous growth.

See, among others, Puga (1999) and Faini (1996).

Economic historians too, find convergence and divergence to co-exist (e.g. Rokkan,
1979; Pollard, 1981). Prevailing patterns stem from long-standing, highly complex
interrelations among ethnic, religious, economic and political forces. They refute the
idea of a direct relation between a region being economically backward culturally
dominated and politically powerless, nor do they believe in an underdevelopment
trap from which regions, once caught, cannot escape.

See, among others, Williamson (1976), Vanhove and Klaassen (1987: chap. 6),
Vanhove (1999), Molle (1995) and Vickerman and Armstrong (1995).

Some pockets of relatively high development did exist; however, examples are
Czechoslovakia, that had a rich industrial base and Romania, that prospered due to
its highly developed agriculture.

This will be largely limited to western Europe as no information could be found for
the predecessor states of the countries of central and eastern Europe (apart from some
indications for the Austro-Hungarian Empire).

This result did not stand alone. Actually at the international level, convergence has
also been observed through prolonged time periods (Baumol, 1986).

Particularly interesting is the case of Ireland. The growth of this country has been so
substantial that it is no longer eligible for objective 1 status because its GDP/P is
now higher than 75 per cent of the EU average (see Chapter 7 of this book).

See Kaldor (1966), Hudson and Williams (1986) and Boltho (1982).

From the beginning of the EU, the Commission has reported on the regional situ-
ation and regional developments in the Community (EC, 1961, 1964, 1971, 1973,
1981a, 1984, 1987, 1991a). In the middle of the 1990s it has broadened its scope and
reports regularly on cohesion (EC, 1995a, 1996a, 1999a, 2001). The most recent
report covers the enlarged EU (EC, 2004a).

Now the problem of empirical analysis in this domain was the serious lack of data.
We have assembled all available evidence from a large variety of sources to palliate
this deficiency. In our study (Molle et al., 1980) we have shown convincingly that,
actually, convergence dominated in the early decades of the existence of the EU.
This result has been confirmed later for the larger area of the EU 12 and EU 15
(Molle and Boeckhout, 1995).

There has been a strong interest in the matter; in the past many studies have been made.
This trend was sparked-off by studies such as Barro and Sala-I-Martin (1991, 1995). As
illustrations of a long list of studies we cite here but a few, such as, Neven and Gouyotte
(1995), Evans (1997), Fingleton (1997), Paci (1997), Persson (1997) and Badinger ef al.
(2004). Similar studies have been made for other countries. They showed convergence
tendencies for the regions of other developed economies (see, among others, Barro and
Sala-I-Martin, 1991 for the USA and Sala-I-Martin, 1996 for a whole series of coun-
tries). See, for further details about the time and regional patterns of convergence in the
EU, the various contributions in Vickerman and Armstrong (1995).

This point was already highlighted in Molle et al. (1980) and has since been under-
lined in Rodriguez-Pose (1999) and Ezcurra ef al. (2005). Regions do indeed show a
clustering behaviour along national lines.

Evidence from: Hofer and Woergoetter (1997), Suarez-Villa and Cuadrado Roura
(1993), Cuadrado et al. (1999), Persson, (1997), Kangasharju and Pekkala (2004) and
Terrasi (1999). For Greece the evidence is contradictory as far as the first period is
concerned (Petrakos and Saratsis, 2000; Tsonias, 2002).
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Evidence in, for example, Kozak (2003), Tondl and Vuksic (2003), Ehrlich and
Szigetvari (2003), Resmini (2003), Roemisch (2003) and Petrakos et al. (2004).

The challenges to the East are very big and they have limited resources. So, the EU
supports them with funds (see Chapters 6 to 8).

Interesting in this respect is also Cornut (1963).

3 Economic disparities

1

10

This subject is, at the moment, of particular importance given the policy choices of
the EU (Lisbon agenda) that we will discuss in later chapters. Mind that we will
come back to the aspect of access to knowledge and innovation in Chapter 5 under
territorial cohesion.

Molle (1997a) found indeed a close relation between the differences in growth of
GDP/P and the differences in the sectoral composition of the economy. The
improvement of the composition of the industrial base is important for explaining
convergence (e.g. Cuadrado-Roura ef al., 1999) and stagnation in the change for
divergence (Kangasharju and Pekkala, 2004).

‘An unfavourable sectoral structure together with a lack of innovative capacity seems
to be among the most important factors underlying lagging competitiveness...” (EC,
1999a: 9).

Esteban (2000) and Ezcurra et al. (2005) demonstrate that the productivity differ-
ences are not so much attributable to differences in the sectoral composition but
rather to across-the-board differences in regional productivity. The catch up would
be more related to general measures of productivity increases and not so much to the
sectoral composition.

See, for example, Aldcroft and Morewood (1995), Dobrinsky (2003), Resmini
(2003) and Gacs (2003).

The speed of these two trends is different for each country. The growth of output
performance (productivity) is not correlated with the profoundness of the restructur-
ing; smoother adaptations tend to be positive for growth (e.g. Gacs, 2003).

See, for a more elaborate treatment, for example, van Marrewijk (2002).

Forward linkages are defined as relations with clients; backward linkages are defined
as relations with providers of intermediary goods.

Empirical evidence from a wide range of countries shows that a nation’s globally
competitive industries tend invariably to exhibit geographical clustering in particu-
lar regions (Porter, 1990, 1998). In other words we observe strong tendencies of
concentration of industries in such regions and hence of specialization of certain
regions on specific clusters. In this view a region’s relative competitiveness depends
on the existence and degree of development of, and interaction between, the four
key subsystems of his diamond. Weaknesses in any of the elements that make up
these four subsystems reduce a region’s competitiveness. In particular, the absence
of functioning clusters in a region means, first, that the subsystems themselves will
be poorly developed and next, that the interactions between them — vital for the
generation of external increasing returns — will be hindered. The message for gov-
ernments is that they have to stimulate this dynamic interaction and the quality of
each of the four parts of the diamond to improve competitiveness. There are some
problems with this view (Martin and Sunley, 2003). The assumption that the same
basic notion can be applied to industries, nations and regions gives rise to problems
of empirical testing. The definition of clusters is extraordinarily elastic, so that dif-
ferent authors after Porter use the notion in different ways. And added to this, the
empirical delineation of the geographical boundaries clusters is vague (ranging
from an inner-city neighbourhood, to county level, to regions, even to inter-
national level), and does not appear to be linked to the processes that are supposed
to cause clustering.

See, for reviews, Amiti (1998) and Aiginger (1999).
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See, for another application of the Gini coefficient, Chapter 11.

Specialization rose in six out of ten EU countries for which data were available. In
an earlier study Amiti (1998) using data on five countries and 65 manufactured
industries found that a 1 per cent increase in scale economies lead to a 0.5 percentage
point increase in industrial concentration,

See Molle (1997a). The tendency towards de-specialization had already been observed
earlier (Molle, 1983: 20) for the three ten-year periods between 1950 and 1980.

See Molle (1997a). The same conclusion, branch structure of the regions of the EU,
has become much similar over time as was drawn by Paci (1997). In the same vein,
specialization for the majority of regions decreased in the period 1980-95 (Hallet,
2000). Much in line herewith there was a very general trend of de-specialization of
almost all European regions. Over time the economic structures of all EU regions
have become very similar. The latter appeared to be largely due to the pervasiveness
of the trends of declining agriculture and rising services. For the manufacturing
sector the results were less clear-cut.

The description that follows is largely taken from UNCTAD (2000).

See EC (1996a and b). An effect of European integration on FDI has also been
found by de Menil (1999); his model showed intra-EU FDI to be far higher than
could be expected on the basis of the influence of the usual variables of a model of
intra-OECD FDI.

The regional split up used in this section does not correspond to the standard ones
used in this book. In order to get comparability we have recalculated the figures for
the last two periods with the standard classification of member countries in broad
geographical areas used in other parts of this book. The main difference is that a large
part of the intermediate and periphery zones used in the table would be classified in
North. For the three standard areas the concentration is even more marked than for
the ones used in Table 3.3. Indeed internal North counts for 83 per cent of the
flows; North to South for 8 per cent and North to East for 3 per cent.

The underlying material shows that these are often made up of two-way flows of
comparable size, indicating a considerable interpenetration.

Recall that these countries were considered as the periphery of the EU 15.

See Petrochilos (1989), Buckley and Artisien (1987), Duran-Herrera (1992) and
Simoes (1992).

This was implied by the results of a simulation model reported in Baldwin et al.
(1996).

A first exercise in Morsink and Molle (1991a and b) has been elaborated by Morsink
(1998). The results on the various variables of the model used are confirmed by
Mortensen (1992) for the rate of return on capital, by Devereux and Freeman (1995)
for the real rate of interest and the tax wedge between the home and host country
and by the studies summarized in the EC (1996a) for the ownership advantage and
the trade variable. The results for most variables are also confirmed by de Menil
(1999) but for the influence of the exchange rate. Pain and Young (1996) found that
differences in taxation had a significant influence on the direction of intra-EU DI
from British and German firms. Other studies suggest that the level of real wages
(unit labour cost) is a very significant variable, low wages tend to attract incoming
FDI and high wages tend to stimulate outgoing FDI (Hatzius, 2000).

See also Mariotti and Piscitello (1995).

FDI apparently concentrated initially in countries that went fastest along the road of
preparing for membership (Bocconi, 1997).

See Brenton et al. (1999), Martin and Turrion (2003) and Carstensen and Toubal
(2004).

To our knowledge, no comprehensive studies have been carried out on the welfare
effects of DI in the EU.

For instance studies in Italy referred to by Roberto (2004).

Thereby raising profits of source country firms at the expense of host country firms.
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The extent of cross ownership of firms and the relative supply of skilled labour alter
the impact of FDI on welfare (Glass and Saggi, 1999).

This special focus should not forget that the existing firms account in most countries
and regions for the lion’s share of the development; so the attention on the factors
that shape competitiveness is warranted.

See for a survey: Belessiotis ef al. (2006).

4 Social disparities
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The indicators mentioned are of course related among each other and with the eco-
nomic indicator. Employment, wage level and job characteristics are important
determinants of social inclusion and (lack of) poverty. The level of education is a
determinant of productivity and income.

This is made possible by the fact that the urban audit has come off the ground;
however, not for previous years, nor for CEECs.

See for instance Modigliani (1996), Bean (1994), Layard et al. (1991), Heylen and
van Poeck (1995) and OECD (1994a).

For an overview see Nickell and Layard (1999); see also Blanchard and Wolfers
(2000). The distortions on the labour market in terms of regulation were less harmful
for growth than distortions on product markets. In terms of distortions due to taxes
the opposite seems to be the case (see Molle, 2006: chap. 14).

Standard deviation decreased by half from 4.5 to 2.2.

Unemployment problems tend to cluster in regions across national boundaries;
Overman and Puga (2002).

In periods of upturn the disparity tends to decrease and downturn to increase. This
was notably so at the end of the 1980s and the beginning of the 1990s (EC, 1996a).
We have taken the data for cities used in this chapter from the Urban Audit 2006
website; we have included here all cities with a population higher than 400,000.

See the contributions of the new growth and endogenous theories cited in Chapter
2, in particular Barro (1991), Mankiw ef al. (1992) and Romer (1990). Other contri-
butions come from labour market research. See for an overview of the effects of
social capital on growth: Temple (2001).

These correspond in general to objective 1 regions that are distinguished for policy
purposes: see Chapter 6.

See Eurobarometer of various years that report that a majority of EU citizens are in
favour of a policy of severely restricting immigration. The economics of such a
policy are discussed in Béhning (1993), OECD (1993) and Siebert (1994).

The typical policy now is to stimulate integration into society for migrants already
residing in the country and to restrict new immigration to persons who can fill in
positions on the labour market that otherwise would not have been profitable. See,
in this respect, notably Lahav and Guiraudon (2006).

See for a short overview of the major theories and the references to main authors,
Gachet and le Gallo (2005: Introduction) and Skifter Andersen (2002).

See, for example, the case studies in O’Loughlin and Friedrichs (1996).

In the past there has been a growing reluctance to use the word poverty to denote
certain degrees of disadvantage and many other terms have been proposed.
However, we will use the indicator here as it is very revealing for exclusion.

These results are in line with those of other studies such as Eurostat (1994). Studies
about the subjective poverty (Gallie and Paugam, 2002) find that the inter-country
differences are more marked than objective indicators. For instance 66 per cent of
Portuguese judged they were poor (compared to 23 per cent in Table 4.4) while 6
per cent of Danes judged themselves as poor compared to 13 peer cent in Table 4.4.
As social exclusion and deprivation are relative notions they have been defined with
respect to national, not European, mean values.

These were complemented by regulation of the labour market (e.g. minimum
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wages, dismissal, etc.) to limit the risks of becoming dependent on social security.
For instance, legislation protects workers against safety and health hazards at their
workplaces.

See Esping-Andersen (1990, 1999), Ferrera (1996) and CPB/SCP (2004). Note that
there is also a certain degree of correspondence with the classifications we made on
social exclusion.

This corresponds only to a limited extent to the three large areas we distinguished in
other parts of the book.

The borderline between the private and public domains in matters of social security
is in flux in all EU member countries (Ferrera, 2006). National systems have to adapt
to increasing pressure from the forces in the EU that want to extend the liberaliza-
tion of the internal market for services also to this domain.

See, for an early analysis of these effects, Molle (1986). We do not follow this subject
up any further here as the following chapters will indicate that these policy domains
are essentially national so that they are not the subject of the EU cohesion policy.

5 Territorial disparities

1

wul

10

See for an analysis of the origins of the concept Faludi (2004). The meaning is still
very diftuse; different strands of thought and difterent interest groups give their own,
at times contradictory interpretations.

The Treaty of Amsterdam that amended earlier ‘constitutional treaties’ refers to terri-
torial cohesion in the context of the objective of fostering harmonious development.
The term was introduced in a similar succinct way in the Draft Constitution.
However, there its status seems to have been enhanced, as in the Draft Constitution
territorial cohesion has been placed on the same footing as economic and social
cohesion (see Chapter 1)

So it need not surprise that studies about territorial cohesion give much attention to
the spatial aspects of such policies. We will turn to that subject in Chapter 9.

The Council of Europe is an international organization that is actually older than the
EU. It encompasses more countries in Europe than the 27 EU member countries. It
deals with non-economic aspects such as culture, environment, migration, human
rights, etc. (see for more information their website www.coe.int).

Text in EC (1999b); see for its genesis also Faludi and Waterhout (2002).

Attempts to come to such a comprehensive European Territorial Cohesion Index
have run into many practical problems as to its realization (such as choice of relevant
base indicators, statistical measurement and weighing of components) and into many
interpretation problems that limit their use in policy terms. See for a short review
Grasland and Hamez (2005).

The theory of polarization (e.g. Perroux, 1955) teaches that regions characterized by
strong urban centres continue to grow by attracting new dynamic activities; while
regions characterized by a lack of urban infrastructure decline as they loose people
and economic activities which eventually leads to desertification.

However, the situation is not that simple. Economic studies have gone some way in
defining the negative effects of concentration (congestion cost), but they have bal-
anced these with the positive effects (such as lower transaction cost). So it is difficult
to make, on economic grounds, a clear case for either more concentration or more
de-concentration. There is one exception; regions with a clear lack of urban infra-
structure do benefit from the strengthening of urban services.

Mind that these indicators (better accessibility to markets and to innovation) are
determinants of the competitiveness of regions and could as such have been taken up
in the analysis of Chapter 3. Other competitiveness determinants are entrepreneur-
ship and quality of the labour force (the latter is analysed in Chapter 4).

This, indeed, is true for basic transport infrastructure as it is essential for decreasing
transport cost of goods. It is also true for telecom infrastructure that it is of utmost
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importance for growth of the service and information-related parts of the economy
(e.g. Martin, 2003; Cieslik and Kawiewsk, 2004).

In the literature the latter notions have been extensively used. The EU-wide analysis
of this type has been initiated by Clark ef al. (1969), who used the notion of poten-
tial to illustrate the effect of the enlargement of the EU 6 with the three NMSs
(notably the UK). Their analysis has been elaborated by Keeble et al. (1982, 1988).
More recently there has been a revival of the attention for this type of study. We
mention here Copus (1999), IRPUD (2000) and Lopez-Rodriguez (2002). The
results tend to differ due to differences in choice as to regional division, distance
matrices, market indicator, decay function parameter, etc. However, they all
concord in putting the gravity centre of the EU in northwestern continental Europe
and the lowest values in the southeast of the enlarged EU.

Although their main disadvantage is their distance to the centre of the EU they have
other problems in common such as a small internal market and natural constraints
such as mountainous landscape. Due to these specific problems they benefit from a
specific EU regime in terms of regional aid (EC, 2000a).

Compared to the ‘core’ category of the previous section the grouping in the present
section distinguishes between core group 1: major city regions such as Paris, the
Randstad and the Ruhr and core group 2: areas between these cities. Compared to
the former ‘ring’ the present grouping distinguishes group 3, the area directly around
the core in northwestern Europe and group 4 consisting of areas farther from the
core such as the other regions of England and those of central Italy.

See Hollanders and Rundel (2004) and also trendchart.cordis.lu/scoreboards/
scoreboard2003/pdf/eis_2003_tp1_indicators_definitions.pdf.

See Cooke (2003) and Leydesdorff and Meyer (2006) and the articles referred to in
the latter publication.

See, for a general introduction, for example, Camagni (1991) and Aydalot and
Keeble (1988) and for special cases, Johannisson (1998) for Sweden and Ritsild
(1999) for Finland.

For example, assume that the lowest and observed values for business R&D are 0.5 per
cent and 2.5 per cent and that country x has a score of 1.5 per cent. The rescaled score
for country x is 50, which is equal to its position halfway between the lowest and highest
observed values. Each rescaled score for an individual indicator is then multiplied by the
weight assigned to that indicator to come to the Summary Innovation Index.

These approaches to the problem have been labelled the Triple Helix Model
(Etzkowitz and Leydesdorft, 1997).

The picture given here is similar to the one provided by a recent map published on
the ESPON website (www.espon.eu early 2007) on the ‘Readiness for the Informa-
tion Society’. This map depicts the performance of all EU 27 regions on a composite
indicator in which similar elements as the ones in Table 5.4 are taken up.

This picture has also been found by studies for one specific indicator; for instance
Paci and Usai (2000) showed that patent production is concentrated in the regions
that have the highest scores on centrality as depicted in Figure 5.1.

These figures are corroborated by the analysis for Spain. Here the regional distribu-
tion of innovation activity, measured by the generation of patent applications, was
particularly concentrated on the traditionally more dynamic regions (Guerrero and
Serd, 1997). The public funding for supporting innovation was also concentrated in
the provinces with these concentrations of applications. So the authors concluded
that: “The search for efficiency through technological policy brings about a vicious
circle which goes against technological convergence.’

An example is the need for cooperation of a company specializing in a high-tech
innovative activity with researchers from a university in a second country and a spe-
cialized consultancy in yet a third country.

In the recent past, floods have happened frequently in this area, making flood-risk
management a particularly important transnational issue.
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6 Policy fundamentals
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Various strands of thought define this in different but similar ways. Some speak
about the constitutional level (Buchanan, 1991), others about the institutional frame-
work (Hooghe and Marks, 2001). Yet others (economic institutionalists such as
Williamson, 1998) speak about the interface between social embeddedness and prin-
ciples (values, ideology, norms, functions leading to the distribution of roles among
various actors involved, etc.).

Other aspects are the concern for environmental sustainability, for international
solidarity, etc.

The foundations for and the basic structure of this European policy edifice were laid
by the Padoa-Schioppa et al. (1987) report. See, for a structured view of the devel-
opment of the EU on these three scores, Molle (2006).

This factor becomes more important the higher the movement of capital (Arachi and
D’Antoni, 2004).

See, for instance, Vandamme (1986) and EC (1988).

See EC (1992, 2002¢). The results of these studies are corroborated by those of an
international study that encompasses also the NMSs (Luebker, 2004). There is con-
siderable support (50-90 per cent) for national redistribution; such support is notably
strong in the NMSs and the cohesion countries and less so in the richest member
states. The support for international redistribution drops in all countries (for most by
some 25 to 30 percentage points).

This definition is from the draft constitution (Art II1.16, second par.); it takes up the
essentials of the text of earlier documents.

This is the main stated objective. Mind that there are also other objectives that we
will come across in the next chapters. First, to reach political compromises that per-
mitted the passing into higher stages of integration. Second, to reach other policy
goals, such as competitiveness, employment, sustainability.

For that reason we will not go into this further; the assessment of EU policies in
terms of cohesion (see Chapter 9) will thus be made largely in terms of economic
and social aspects.

Such an approach has been followed in the framework of the European Spatial Plan-
ning Observation Network (ESPON) project (BBR&P, 2003).

Concrete examples of such linkages exist, for instance, cooperation between cities is
facilitated by the EU SF in the so-called INTERREG programme.

The fundamental ideas of different schools of thought on redistribution have been
used for the setting up of international union redistribution schemes (Findlay, 1982).

The consequence of such limiting of claims to a well-delimited sub-set of the world,
be it the nation or the union, is that international transfers to third countries have
more in common with acts of charity than with distributional justice. For that reason
development policies are ordered under external policies (Molle, 2006: chap. 17).
The case of the aid to potential member countries is on the borderline between the
two.

See, for the dynamics of the EU case, notably MacDougall et al. (1977), Padoa-
Schioppa et al. (1987) and EC (1993a); see, for the specific aspects of the EMU case,
for example, EC (1993b) and Bayoumi and Masson (1995); for a more ample discus-
sion about the systemic aspects see Molle (2006) and Sapir ef al. (2004).

Each of the stages indicated here is a theoretical construct; in practice a wide variety
of organizational forms exist that correspond more or less to one of these concepts.
So the comments made further on in the text on each of these stages do not need to
apply to concrete examples (e.g. the USA as an example of a federation).

These theoretical insights have been developed at an early stage for market integra-
tion (Giersch, 1949) and also for monetary integration (see also Chapter 2).

Art. 159 of the present Treaty. The obligation to coordinate EU policies with an
impact on cohesion has been there right from the start of the EU. Indeed, the Rome
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Treaty (Art. 39.2) instructed the EU to take account, while working out the
Common Agricultural Policy, of ‘structural and natural disparities between the
various agricultural regions’. Art. 80 stipulated that the Commission in examining
rates and conditions of transport shall take account of the ‘requirements of an appro-
priate regional economic policy, the needs of underdeveloped areas and the prob-
lems of areas seriously aftected by political circumstance’. The draft EU Constitution
uses almost the same wordings in its Art. II1.117.

Of course the mirror picture is relevant as well: in implementing cohesion policies
(e.g. giving support to infrastructure projects) it should be checked how far they are
consistent with other policy objectives such as the preservation of the environment.
Indeed, the treaty has been amended and now obliges the EU to elaborate the
environmental policy in line with the balanced development of its regions (Art.
174.3). The EU has also the obligation to check the consistency of all its policies
with the objectives of its environment policy. The information about the consistency
on this score is relatively scarce (see Lenschow, 2002).

This has been introduced by the Treaty of Amsterdam (Arts 125-30). This treaty
specifies that the task of the EU to support the actions of the member states while
respecting the national competences in the field.

This EU application of basic principles has forced member states into major adapta-
tions of their national social security systems with respect to their institutional
setting, organizing principles and administrative practices. See Sindbjerg Martinsen
(2005).

See Hooghe (1996) and in particular Hooghe and Marks (2001) for further details on
multilevel governance and cohesion policy.

See Molle (2006: chap. 2 for the fundamentals and chap. 18 for the effects).

See, in this respect, the study made for the NMSs by Brusis (2002) and for Italy by
Fabbrini and Brunazzo (2003).

This is a real risk with considerable welfare consequences. The risk is illustrated by
the Common Agricultural Policy that has fallen victim to sectoral interests with huge
negative consequences for consumers, taxpayers and third countries (e.g. Molle,
2006).

Partly, it is close to moral hazard; interested parties have indeed tried to bend the use
of indicators and the measurement of their problems to create a more or less artificial
eligibility for aid (see next chapter).

There is a limited participation of regional representatives in the work of the
Council (made possible by Art. 203). The UK has for instance given certain powers
to the Scottish parliament and government. If matters concerning these powers come
up in the EU then Scottish government representatives will come to the EU
Council meetings. Regions of other countries have tried to obtain similar powers
but up until now with very little effect.

Apart from these types of organizations we can distinguish other types of groupings.
The first are the so-called ‘general umbrella’ organizations. Among these we find
such organizations as the Council of European Municipalities and Regions (founded
1951) and the Assembly of European Regions (founded 1985). These organizations
try to group very diverse interest and have lost a good deal of the limited influence
they had in the 1970s and 1980s to the other groupings given here. The next are
lobby organizations of strong regions that cannot hope to obtain much funding
because their economic structure is strong and their level of development high, they
have regrouped themselves also to show a certain quality label to investors and they
exchange information and best practices to optimize their policies for regeneration
and innovation. They lobby the EU for participation in cohesion programmes that
are applicable to restructuring or to social problems (urban deprivation). Much of
their lobbying is, however, for the horizontal programmes of the EU, such as
Research and Development. To that end they team up with other interested parties
(such as firms and research institutes).
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The need for a social policy to complement economic integration had already been
recognized by other international organizations (ILO, 1956).

The treaty articles were rather a mixed bag. For a long time the situation has been
characterized by a dichotomy between aims and means. Indeed the aims set are
broad and ambitious (Arts 136 and 137): ‘the member states agree upon the need to
promote improved working conditions and an improved standard of living for
workers, so as to make possible their harmonization, while the improvement is being
maintained’. However, the instruments provided are not very specific; the ‘improve-
ment is largely to be achieved through the beneficial effects of the Common
Market’.

See, for the evolution of the European Social Policy, for example, Holloway (1981)
and Hantrais (1995).

It was indeed only at the adhesion of the UK that the goal of economic (regional) cohe-
sion was translated into concrete policy action.

7 Reaching objectives by financial support

1

10

11

This framework is laid down in detail in four regulations: the most important one
gives the general provisions on the ERDF, the ESF and the CF (Reg. 1083/2000);
three others give more detailed provisions for each fund separately (Reg. 1080/2006
for the ERDF; 1081/2006 for the ESF; 1084/2006 for the CF).

These comprise the overseas departments of France (e.g. the Caribbean islands of
Martinique and Guadeloupe) and islands off the African coast such as Madeira (P) or
the Canary Islands (Sp).

Mind that these do not correspond to the three dimensions of the disparity problem
as detailed in Chapters 2-5. In each of the three objectives occur elements of eco-
nomic, social and territorial cohesion.

Examples of such common problems have been given in the last section of Chapter
5.

This phenomenon is not very well documented but is referred to often in the liter-
ature. See, for instance, Bache (1998), Wallace (1983) and Vaneecloo (2005). See
also Box 7.2.

For the period 2004-06 the ten new member states have received in total €24
billion, of which €15 billion has gone to the objective 1 regions of the NMSs and
some €8 billion is from the CF.

The latter was even divided; some programmes were supported by the Guidance
section of the EAGGF, others that dealt with rural development were financed
through the Guarantee section. The number of instruments is even higher if one
takes the instruments for the accession countries (Phare and Sapard) into account.

A good review of the philosophy behind the budgetary mechanisms of the EU is
given in EC, 1993a.

Note that the UK contribution is particularly low both in terms of its relative wealth
and in terms of GDP; this is due to the exceptional arrangement the UK has negoti-
ated with the EU in the early 1980s, permitting it to pay only little more to than it
gets from the EU. This has been a bone of contention ever since.

In order to limit the expenditure for agriculture and open up the possibility to use
resources for other tasks of the EU the total amounts of spending on agriculture have
been fixed. This has no economic foundation either; economists argue in favour of a
much more drastic cut in EU agricultural outlays. Actually on the basis of the sub-
sidiarity test a good case could be made for the total re-nationalization of the agricul-
tural policy which would free considerable amounts of money on the EU level and
would take away a mortgage on cohesion as claims for compensation of distortions
stemming from agricultural policy no longer need to be honoured.

One can thus say that the implicit objective of the EU cohesion policy has been to
facilitate major progress in integration. Hence, the evaluation of its effects that we
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will make in Chapter 10 will be done both on the basis of its stated and of the
implicit objectives.
This has formed the main justification for the significant increase of the resources
devoted to cohesion policy. Compare, for example, the Delors report (Delors ef al.,
1989): ‘Historical experience suggests that in the absence of countervailing policies,
the overall impact (of more economic integration) on peripheral regions could be
negative.” See also EC (1993c¢).
See, among others, Wallace (1983), Carrubba (1997), Laffan (2000), Hooghe and
Marks (2001), Deltas and Van der Beek (2003) and Vaneecloo (2005).
Most of the other budget items have no explicit redistribution objectives. They do,
however, have some redistribution eftects; an aspect we will deal with in Chapter 11.
For a description of the proposals for the ERDF see EC (1969); for the creation of
the fund see Talbot (1977); for the first restructuring see EC (1981b); for a descrip-
tion of the changes in its tasks see EC (1977, 1985b, 1990a); and for a review of its
performance in the first ten years see the EU brochure EC (1985a).
See, for a study of the early development of the ESF, Collins (1983); for later years
see Degimbe (1999) and EC website.
Improving the urban structure (polycentrism, see Chapter 5) has not been translated
in the priority objectives of cohesion policy. It tends to be taken seriously (that
means get financial support) only in as far as it corresponds to other priorities.
Stimulating polycentrism implies strong urban development in regions with weak
urban structures. The ESDP (see Chapter 5) wants to apply this recipe at three geo-
graphical levels:

1 European. The aim here is to pass from the Pentagon (see Chapter 5) as the only
EU centre of global importance to several centres that can all assume also global
importance.

2 National. The aim is to go from a situation where one or some cities dominate
the scene (such as London or Paris) to a more balanced situation where more
centres assume important roles. This rejoins the older concepts of Metropoles
d’équilibre in France and the Polos de Desarrollo in Spain

3 Regional. The aim here is to move from a single dominant centre to a situation
where many small- and medium-size towns exist that provide essential services.

Mind that it is notably the NMSs who have a very strategic choice to make con-
cerning the division of their efforts and available resources over space; either con-
centration of efforts on growth poles or growth corridors (favouring efficiency) or
dispersion of resources over the remaining areas of the country (favouring equity).
See Chapter 10 (notably Figure 10.3) for the effects of the application in the EU of
this rule and Chapter 9 for a discussion about the improvement of the administrative
absorption capacity.

See, for example, Kandogan (2000), or for a refinement that accounts for coalitions such
as the Franco-German tandem Kauppi and Widgren (2004). These results cannot be
considered as conclusive, however, as the distribution of votes (after enlargement with a
large number of small states) is strongly biased in favour of countries with considerable
needs. And anyway the degree of redistribution is largely dependent on political horse
trading and not on sound economics (Bayoumi and Masson, 1995).

These figures have been borrowed from the ESPON projects 2.2.1 and 2.2.2. See
ESPON (2005: 50).

We will come back in Chapter 10 on the negative welfare effects of the pumping
around of finances that is the consequence of this ‘juste retour’.

On each side of these national budgets some categories (e.g. taxation on the income
side and welfare on the expenditure side) have a very large redistributive power.
Much of the text of this section has been borrowed from the website of the EU.
This subject is notably important in the NMSs. For an illustration of the potential
and ditficulties of realizing this potential we refer to Scott (2006).
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In Chapter 5 we gave the example of the cooperation of a company specializing in a
high-tech innovative activity with researchers from a university in the second region
and a specialized consultancy in yet a third region.

See EC (2002d), GHK (2003) and EC website.

See for the effectiveness of this method, for instance, Parkinson (1998).

8 Reaching objectives by regulation and coordination
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The structure of the present, previous and following chapter is not straightforward.
Some of the elements placed now fairly late in one of these three chapters might
have been introduced earlier. An example is the third section of this chapter that
could also have been placed before Chapter 7. Other elements might have been
analysed later. An example of this category concerns sections 8.4 and 8.5 that could
have been placed at the end of Chapter 9. Such alternative rearrangements have been
tried but presented disadvantages that were as important as the disadvantages of the
present structure.

But influencing of decision makers through ‘naming and shaming’ is possible.

It thereby takes account of the subsidiarity and proportionality principles (see
Chapter 6).

These aims have since been reformulated but have in essence remained the same
(EC, 2006).

Many of those who have to comply with these rules complain about the severe con-
straints they put on their operations. This complaint was voiced as follows by one
project leader: ‘In matters of regulation the EU makes a horse; national governments
transform it into a camel and auditors into a monster.’

A more detailed idea of the implementation of these general rules is given in the
next chapter.

See also, in this respect, the next chapter.

This did indeed happen in practice as shown by reports of the Commission (e.g.
Vanhalewijn and Simon, 1999) and independent analyses (i.e. Martin, 1998b).

In this respect one might mention the so-called “De Minimis” rule that exempts aid
to SMEs under a certain ceiling (smaller than €200,000 for three years).

There was not very much variation among member countries on this point; in fact there
was a clear-cut majority in all countries (EC, 1992, 1994a). See also OECD (1994b).

A representative of this school is Vaughan-Whitehead (2003). There has been much
popular support for this. Indeed, two-thirds of the European population (EU 12)
thought that the social dimension of Europe, including a charter with fundamental
social rights, is a good thing.

See, for example, Molina and Perea (1992) and Sinn and Ochel (2003). The example
that is often cited in this respect is that of the German unification where standards
have been set nationally notwithstanding the fact that the productivity level in the
new German Bundeslaender was very much lower than in the old ones. Hence, eco-
nomic development in the former has stagnated and transfer payments to them have
stayed at very high levels. This should be a lesson for the EU not to apply similar
things to the NMSs.

See, in this respect, Bean et al. (1990), Addison and Siebert (1994) and Brown et al.
(1996).

See Arts 16 and 86 of the EC Treaty and Arts IIT 6 and IIT 35 of the draft constitu-
tional treaty.

See Molle (1986). In this respect it is interesting to cite the Public Service Agree-
ment target adopted by the UK government: ‘Make sustainable improvements in the
economic performance of all English regions and over the long term reduce the per-
sistent gap re in growth rates between the regions’ (HM Treasury, 2002).

Further information about the tasks, competences and governance systems of these



312  Notes

17

18

19

20

21

22

international organizations can be obtained from their websites (e.g. www.ILO.org,
www.IMF.org, etc.).

Given the discontent over the (perceived lack of) eftectiveness of the cohesion
policy (see Chapter 10) one tries to limit the need for a cohesion policy by making
sure that other EU policies have a beneficial or at least neutral effect on cohesion.
This holds also for the external effects of other policies than cohesion; for instance,
the case of environment, see Lenschow (2002).

Let us recall here that there is also a strong need for vertical coordination. Indeed,
the EU role in many of these policies (e.g. transport) is limited and national govern-
ments continue to play a major role.

In some cases such a negative impact is considered to be part of the restructuring
process that is needed for competitiveness. We recall that the EU has instruments to
cope with this sort of impact. For example, the CF is set up for facilitating the adap-
tation of the Mediterranean countries to cope with the effects of the introduction of
EMU (see Chapter 6)

The instrumentalization of the SF for other objectives has been codified at different
levels. First of all on the constitutional level, the Treaty of Amsterdam of 1997 pro-
vided: ‘The Union’s financial instruments should work, simultaneously and in the
long-term interest towards economic growth, social cohesion and the protection of
the environment.” Next on the level of regulation, Council Regulation 1260/1999
that governed the SF programmes says that while making its ‘efforts to strengthen
economic and social cohesion in the Community shall also seek to promote the har-
monious, balanced and sustainable development of economic activities, ... a high
level of protection and improvement of the environment’.

The blame for this unemployment is not put on the EU (max. of 5 per cent),
however, but on various other causes, like a poor economic situation, and notably
inadequate government policies (EC, 1993b).

Empirical support for this thesis can be found in Jafte and Palmer (1997) and for the
USA in Brunnermeier and Cohen (2003).

9 Implementation and delivery

1

3

For an example of conflicts in implementation of the EU cohesion policy (due to the
lack of specification of objectives, the blurring of responsibilities and complexity of
administrative procedures) see the situation of the UK in the 1980s as described by
Rhodes (1986) and Coats and Wallace (1984).

The level we discuss here is the same as the one in the previous chapters. The con-
stitutional provisions and the fundamentals of the EU cohesion policy discussed in
Chapter 6 are here translated into principles and practical rules for the design of its
system of delivery. Mind that in Chapter 6 we have not mentioned the constitu-
tional provisions on implementation. The ones of major importance are those that
bestow powers on the Commission for implementation of policies (Arts 202, 211
and 226-8) and for budget outlays (Art. 274).

We cite in this respect the introduction in Levy (2000):

The operational character of policy management does not connect with the discur-
sive focus of the academic market for EU texts and monographs. The knowledge
about implementation and management has been held and transmitted by an
entirely different process. It is held by practitioners at all levels and has been dis-
seminated through training workshops, reports and manuals in thousands of loca-
tions throughout the member states, mostly inaccessible to the academic world.

So, for information one has to turn to the work of practitioners. Now that work is
mostly on specific subjects. There are very few papers of a general nature. I have drawn
first on my own experience, gained over my whole professional career as associate and
later director of NEI/ECORYS (see, for more information, www.ecorys.com). Next |
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have drawn on the work that my colleagues at NEI/ECORYS have done over the past
decades to support European, national, regional and local authorities in improving the
implementation of the SF (such as ECORYS, 2004a). In particular I have borrowed
largely from one of the reports that have been made in this respect: NEI/ECORYS,
2002. T am indebted to my colleagues in general for their support and to the authors of
the report in particular because they have permitted me to use almost literally large parts
of their text.

The relevant theoretical literature on the subject of this chapter is even scarcer than
the empirical literature. Some early attempts have tried to draw general features from
a study of the EU practice (e.g. Wallace, 1984). However, this avenue has not been
pursued. Much of the theory has instead been worked out in highly mathematical
exercises about game theory (Corchon, 1996; Palfrey, 1998). Only very few authors
have attempted to close the gap between this latter type of celestial theories and the
mundane EU practice. One such attempt is by Levy (2000) who focuses on the issue
of performance during the difterent stages of the policy cycle.

See for instance with respect to the Social Fund: Laffan (1983).

Absorption capacity has two other dimensions:

1 Macro economic absorption capacity can be measured in terms of the capacity of an
economy to absorb large amounts of income without creating significant distortions
and/or inflationary pressures. The EU has made a provision for this as it has set a cap
on the share of EU aid to the GDP of the recipient country (see Chapter 7).

2 Financial absorption capacity can be defined as the ability to co-finance EU-
supported programmes and projects, to plan and guarantee these national contri-
butions in multi-annual budgets, and to collect these contributions from several
partners interested in a programme or project. This requires a strong discipline of
the member state in matters of public finance.

See, for a first attempt, Herve and Holzman (1998); for the time being this consti-
tutes an insufficient conceptual and theoretical basis. So, one needs to base oneself on
practical experience (e.g. NEI/ECORYS, 2002).

Mind that this is auditing in the strict sense of checking the regularity of expenses.
The term audit is increasingly used in a much wider sense encompassing the com-
parison of the outcome of projects with the objectives of the programme. In our ter-
minology this is the task of evaluators; a role that we will detail in Chapter 10.

See Chapter 10 on evaluation. Most NMSs have taken the challenge very seriously.
See for example Artner (2005) and ECORYS (ABCap) (2004a).

In the field of SF these requirements can be largely deduced from the relevant regu-
lations (notably 1260/99, 438/2001 and 1083/2006).

See Papadopoulos (2003), Horvat (2005) and World Bank (2006).

The principle of partnership is closely related to the principle of subsidiarity (see
Chapter 6). The lowest level of government that can efficiently deal with a subject
has to be empowered to do so but in cooperation with the governments at other
levels that deal with aspects they are best equipped for.

See, for the origin and basics of the principle, EC (1979, 1984) and the EU website.
The complicated set up that is thus created is defined by some as a policy network
(e.g. Heinelt and Smith, 1996) or network governance (e.g. Kohler-Koch and
Eising, 1998) by others as multi-level governance (notably Hooghe, 1996; Hooghe
and Marks, 2001) or cooperative federalism (e.g. Casella and Frey, 1992).

A similar development can be seen in Poland.

For instance in terms of (1) the involvement of representatives of the private
sector in planning, and (2) the use of modern monitoring and evaluation techniques,
etc.

Among the regions that have adopted this course we find without exception all
those who have a very strong constitutional position such as Scotland, the German
federal states and the Spanish autonomous regions.
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This is likely to be a low estimate as only in the Czech Republic the number of staff’
working in SCF management and implementation structures (exclusive of final ben-
eficiaries) amounts to some 1,200 people.

In Germany the whole programming process has been developed within a working
group in close cooperation with the federal states. External assistance by a research
institute has been used for the drafting of the Regional Development Plans. Accord-
ing to the MA this was a necessary step since capacities in the ministry for such an
extensive task were limited. Although parts of drafting were sourced out, the whole
process is assessed as very labour intensive.

These documents are in a sense national versions of the EU Lisbon strategy (see
Chapters 11 and 12) with the central objective to enhance competitiveness, in
particular, in the field of the knowledge economy.

Except for cases of transport and environment, which are jointly financed by the
ERDEF and the CF.

Because this is what happens: all kinds of sectoral and regional stakeholders will try
to fund as much as possible from their wish-list from EU support.

In order to support project sponsors in preparing projects the Commission, together
with the European Bank for Reconstruction and Development (EBRD) and the
European Investment Bank (EIB), has set up JASPERS (Joint Assistance in Support-
ing Projects in European Regions). The contribution of the EIB and the EBRD is
particularly useful for projects that need co-financing from the private sector (e.g.
toll roads). JASPERS gives the do’s and don’ts for the process but also suggestions
for tools such as contract forms (e.g. for concessions). (See: japsers.europa.eu.)

See, for more information about the legal status and functions of this international
agreement, www.danubecom-intern.org.

This finance came from the Phare programme but the objective was to mainstream
financing and implementation after accession according to the ESF.

From 2009, the Commission will itself produce a report at the beginning of each
year on the progress achieved with regard to the strategic priorities of the Union.
This report will be sent to the Council, which will adopt conclusions on the imple-
mentation of the strategic guidelines; the Commission is responsible for monitoring
their application.

Many such instances are reported in Levy (2000).

The programming documents for the former objective 1 (backward regions) were
generally CSFs translated into OPs, although SPDs could be used to programme
amounts of less than €1 billion. All the programming documents for former objec-
tive 2 (restructuring regions) were SPDs. By contrast, the choice of the form of pro-
gramming documents for the former objective 3 (social and employment) was left to
the regions and member states.

Evaluation

This concept of efficiency applies to the cost involved in the whole policy cycle (from
conceptualization via delivery to monitoring and adaptation). It should not be confused
with the concept of allocational efficiency as a motive for regional policy (by stimulating
the putting to work of idle resources which enhances total production).

Another important one is the group around external policy to which the candidate
countries had to report (Phare programmes). See in this respect the study Williams et
al. (2002).

See CEEE (1995), EC (1999d) and Tavistock ef al. (2003). The Guide is available
directly at www.evalsed.info.

For those interested in further information about the EU methods and practices we
refer to: europa.eu.int/comm/regional_policy/sources/docgener/evaluation/rado_
en.htm.

In the literature, one tends to make a distinction between relevance and appropriate-
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ness. The former puts the accent on orientation of the interventions to the object-
ives, the latter on the type of intervention and the choice of instruments. For our
purpose the distinction between the two terms is not essential so we will use both
for designating the same stage in the evaluation process. This is more justified
because the different DGs of the Commission have not yet agreed on a common ter-
minology in evaluation matters.

Due to lack of sufficient empirical evidence we are not able to specify the efficiency
aspect for each of the objectives distinguished. So we will make an overall estimate
of efficiency in the last sections of this chapter.

Working papers, evaluation reports and other related documents can be directly
downloaded from the Commission’s website europa.eu.int/comm/regional_policy/
sources/docgener/evaluation/evaluation_en.htm.

Commonly, the CSF MA provides the Terms of Reference and the evaluation
method to be used, while OP MAs contract out the work.

Each programme consists of a multitude of projects (several hundreds per program-
ming period); much too wide a variety and much too large the specificity to be dealt
with in this chapter. So we will limit ourselves to studies that have drawn the main
conclusions of this wealth of detailed studies.

See, for instance, Bachtler and Michie (1995) and EC (1996a); see also the sub-
sequent sections that give the results by objective.

See, for example, Bradley et al. (1995), Bornschier et al. (2004), Martin and Saenz
(2003) and Beugelsdijk and Eijffinger (2005).

The EU SF support has been at a cost to welfare because it tended to force R&D-
intensive industries into regions not well endowed to make them competitive
(Midelfart-Kvarnik and Overman, 2002).

They prescribe a cocktail of EU and national policies that tend to optimize the alloca-
tion function and that should lead to the rapid catching up of the backward areas. They
tend, thereby, to put much confidence in the beneficial eftects of further liberalization
of markets. For the influence of market policies on cohesion see Chapter 11.

One can distinguish three main types of methods: case studies, simulations and
econometric models. The former have the huge disadvantage of using very hetero-
geneous approaches so that their results are very difficult to generalize. The middle
group is often used in ex ante evaluations, has the advantage of a systemic approach
to reality, but can only produce the likelihood of change due to a policy on a
number of assumptions. They tend to come to positive conclusions. The latter (often
used in ex post evaluations) finally try to relate the observed development of target
variables to those of policy variables. See, for example, EC (1996a; 2004a).

Many studies have been made along these lines that use different time periods, different
data and different dependent and independent variables. An early attempt at such mod-
elling has been made by Molle (1983), relating sectoral growth of employment for the
regions of the EU 9 to a number of variables (location factors), among them regional
policy. The eftect of the latter variable could not be identified. Other models exist that
explains well the significant part of the decrease in disparity by the usual growth factors,
such as Crespo—Cuaresma et al. (2003) but do not include a policy variable.

Other models that combine both the supply side and demand side have also been
made. See, for critical review of all three types of models, Mairate and Hall (2001).
An overview of these models is given in EC (1999a).

See Gaspar (1995), Cappellen et al. (2003) and Beugelsdijk and Eijftinger (2005).

See Martin and Tyler (2006) for an approach based on a variant of shift share analysis.
This definition of policy efficiency is different from the one of allocational efficiency
used elsewhere in this book. The latter refers to the working of markets; it is higher
the lower the cost of distribution of production factors to different productions and
of goods and services to customers. Allocational efficiency can be improved by
taking away barriers to movement and distortions of markets (e.g. competition). See
Molle (2006: chap. 14) for an application in terms of EU integration.



316  Notes

21

22
23
24
25
26

27

28

29

30

31

32

33

34

35
36

37

38

39

[N

One should also take account the fact that the SF outlays, in regions that are net
recipients, have a number of positive effects in the regions that are net contributors
to the funds. These come about because the former import many capital goods from
the latter. This effect is estimated at some one-third of the total.

See the advantages of decentralization proclaimed by the fiscal federalism school sig-
nalled in Chapter 6.

See, for an early comprehensive one, Nanetti (1992).

Later confirmed by the results of de la Fuente (2003).

Growth is not a prime objective, as many of these regions have done well in the past
and have traditionally relatively high incomes per head.

Programming period 1989-93 by Ernst and Young (1997) and programming period
1994-99 by CSES (2003).

A similar problem exists with another indicator of social disparities, the differences in
access to social security. This is also the almost exclusive domain of the national state
and the EU has only a very limited role to play here (see Chapter 6).

See, for a general analysis, OECD (1993) and Layard ef al. (1991) and for an analysis
of five EU countries, de Koning and Mosley (2001).

See, among others, Mairate (2006).

See in this respect the evidence for old member countries, for exampole, Gualini
(2004) for Italy and Basle (2006) for France and for the new member states, for
example, Blazek and Vozab (2006) and Paraskevopoulos et al. (2006).

A related problem (notably for the former objective 2 (restructuring)) has been the
definition of small very precisely delimitated areas. They were unsuited for the
formulation of clear targets and for the definition of relevant policies for a balanced
development of the whole region.

On the more general level of EU institutions and policies we mention that EMU
takes away the possibility to use the exchange rate to adapt situations that otherwise
could not be changed. Too high levels of EU social and environmental standards
have sometimes put a break on development.

See Marques-Mendes (1986a, b), Petith (1977), Johnson (1958) and Miller and
Spencer (1977).

See, for instance, Baldwin et al. (1997), Breuss (2002) and the literature cited in the
latter article.

See Allen et al. (1996, 1998), Bottasso and Sembenelli (2001) and EC (2004f).

In the past, exchange rate uncertainty had negatively influenced direct investment
flows between EU countries (Morsink and Molle, 1991a, b; Morsink, 1998). The
same applied to foreign transactions in loans and stock (NIESR, 1996). These results
are in line with those of a more general study (Rose, 2000) that shows that the
decrease of exchange rate volatility and in particular the creation of a monetary
union lead to large increases in trade among the participant countries.

See in this respect the discussion in economic policy where Rose (2000) predicted
very high results, which were challenged by Persson (2001) followed by Micco ef al.
(2003) who did, as yet, find little effect.

One might expect academic studies to be more critical than studies made in the
course of the EU policy process. However, this is not the case for two reasons. First,
many studies from the former strand find their way into the academic literature.
Second, some of the more critical academic studies are used by the Commission to
improve the quality of the policy.

Accountability of the principal for the actions of the agent necessitates all sorts of
control and monitoring mechanisms (see Chapter 9).

Consistency with other EU policies

We have given the constitutional basis for this horizontal coordination in Chapter 6.
We will of course mention those studies that refer to other relevant research.



10

11

12

13

14

15

16

17

18

19

20

21

22

Notes 317

In the subsequent sections we have used for the older period the overview study of
Molle and Cappellin (1988) and the recent one of Hall ef al. (2001). We also made
use of the EC studies on the subject, notably EC (2001).

Of course the Gini coefficient reflects a static situation. In case a certain policy
impacts favourably on poor regions we will assume that it is positive for cohesion.
Although the effectiveness of the contribution of the CAP to cohesion seems satisfac-
tory there is room for questioning the efficiency: €54 billion spending on CAP pro-
duces a Gini coefficient of 0.16; while €22 billion spending on regional policy
produces a Gini coefticient of 0.48.

Much of this policy now comes under the heading of competitiveness. The import-
ance of the factors that drive competitiveness for cohesion is very well documented
(see, for example, the special issue of Regional Studies (Vol. 38.9 of 2004) or
CE/ECORYS (2004). However, as most of the documents we use speak about the
internal market we will follow that mainstream.

The impact of market integration on regions has been studied notably in the frame-
work of the completion of the internal market. Most studies have emphasized the
diversity of the sectoral and regional effects (Molle, 1990; Bachtler and Clement,
1992; EC, 1996a; Rodriguez-Pose, 1999).

This result is both drawn from studies that analyse historical examples (Molle and
Boeckhout, 1995) and more modern cases (i.e. Paluzie et al., 2001).

Network industries are a group of sectors based on infrastructural networks, such as
railways, telecommunication, electric energy, etc.

Preserving the availability of services of general interest in problem areas refers both
to the economic (firms in industry and services), to the social (individual citizens)
and, in particular, to the territorial dimension of cohesion (e.g. with respect to acces-
sibility to centres). See also, in this respect, Chapter 5.

As the EMU has been implemented only recently, there are as yet not many studies
available that have well grasped the impact. So, provisionally, we must do with
studies that are based on economic reasoning.

See Barr ef al. (2003), Micco ef al. (2003), de Nardis and Vicarelli (2003) and Persson
(2001).

See Morsink and Molle (1991a, b), Morsink (1998) and Pain and van Welsum
(2003).

This section draws on Agence Europeenne Territoires Synergies et al. (2001),
Chapter 3. Note that similar results are obtained for telecommunications, a network
industry that bears resemblance to transport (ESPON, 2004c).

The other proposition is also true: a very high proportion of the SF was actually
spent on transport infrastructure projects.

The strong discontinuities in the graph are due to the fact that much (51 per cent) of
the expenditure of the period of analysis was actually concentrated in only seven
regions.

The EU has been given competences in the field first, with the Single European Act
and second (in 1992), by the Treaty of Maastricht.

Mind that cohesion policy compensates for these effects; its catalogue of eligible pro-
jects includes projects that help countries to come up to EU environmental stand-
ards.

As the resources of these countries to tackle the problem (both in regulatory and in
financial terms) are very limited the SF have moved in. Environment is a key prior-
ity in all the NMSs.

This impact is attenuated by the spending on innovation that comes from other
sources such as the SF and national funds.

See Hall ef al. (2001). They give the results of the renewed effort of the EC to gauge
the impact of its other policies on cohesion.

We have not taken up the effects of external policy here because the basis for scoring
appeared too scanty.
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Indeed, peripheral regions belong mostly to the objective 1 category, while interme-
diate regions often were only eligible for the other objectives. Finally, the central
regions did in general not qualify for SF aid (apart from projects such as URBAN).
Mind that the data apply only to the EU 15.

Note that for the year 1985 we have assessed the situation before the Mediterranean
enlargement, while the 2000 situation reflects the situation before the latest enlarge-
ment. This could have given some problems in case we had wanted to compare spe-
cific regions. Now we circumvent this by working with categories that keep their
policy relevance whatever the specific composition of regions.

In order to limit as much as possible arbitrariness we have asked several persons to
check the scoring. Of course there remains some arbitrariness in the translation of
these considerations into scores. However, as all studies on which we base ourselves
are published anybody can verify their plausibility.

Conclusions and outlook

The recent overhaul of the systemic aspects of the EU cohesion policy has incited
many to bring forward proposals for change (see, for example, Sapir et al., 2004).
The Commission has also made a series of proposals after consultation of experts and
practitioners. Some of these have been accepted and are now part of the new regula-
tions. Others, that have not been accepted, merit to be kept in mind. We will there-
fore mention a few of them in the coming sections.

A modern regional policy for the United Kingdom, DTI, March 2003.

Some of this has already been implemented, for instance the rule that additionality is
only checked for objective 1 regions.

This argument is a difficult one as in a number of cases the application of EU consid-
erations is supposed to provide welfare gains to the EU as a whole that may offset
the presumed welfare losses of the country in question. Anyway the measurement of
these eftects is very difficult.

To make sure that the newest dimension of cohesion policy, viz. territorial cohesion,
is taken seriously the suggestion has been made to introduce a Territorial Impact
Assessment for other relevant common policies, particularly with regards to state aid
(see ECOTEC, 2003b).

Other countries such as India, Russia, etc., could also have been taken. Integration
areas such as NAFTA (USA, Canada, Mexico) would, however, require a much
more in-depth analysis that would go far beyond the capacities of the present study.
Different statistical sources combine in a different way the provinces of Argentina in
regions. The choice does not hamper our analysis though as the picture actually
remains the same. A similar problem exists as to the comparison of the levels of the
major countries. In some comparisons Brazil is supposed to have a much lower
GDP/P level. It would only aggravate the disparity but would not aftfect the major
conclusions.

The Council of Ministers” decision MERCOSUR/CMC/DEC Nos 18/05 and
24/05.

Mind that there is a statistical effect of the type that also produces very high figures
for urban areas like Paris or Hamburg.

As to differences, see Wu (2002). As to causes some put the accent on conditional
convergence theories, for example, Demurger (2001) who finds a very strong rela-
tion between the infrastructure development in China and the relative growth
figures of the provinces, next to geographical location and openness to reforms.
Notably in this area the EU experience seems to be of much relevance for other
countries. Mind that the EU 1in its recent experience with the introduction of the
system in the accession countries, most of who have gone through a very difficult
transition period and did show weaknesses as to their absorption capacity.
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