Executive summary

Introduction: the policy context
and cohesion objectives

Economic growth in the EU has slowed appreciably
over the three years since the publication of the last
Cohesion Report. As a result, unemployment has
risen again in many parts of the Union with all the so-
cial implications which this entails. The sluggish per-
formance of the EU economy over the long-term,
however, suggests that there are more fundamental
problems that need to be overcome if growth is to be
sustained at an acceptable rate in future years.

These problems are reflected in the low growth of pro-
ductivity in the EU in recent years, especially as com-
pared with the US. Unlike in the Union, growth in the US
has accelerated as innovation has increased and the
use of information and communication technologies
(ICT) widened. At the same time, up until the 2001 re-
cession, employment growth was generally higher than
in the EU and a large number of people of working age
were in employment, In consequence, income per head
inthe US has remained some 30% above the EU level.

If growth in the EU is to be sustained once recovery
gets underway, investment in physical and human
capital needs to be increased, innovation needs to be
stepped up and ICT more widely used to boost pro-
ductivity and employment. This, however, needs to
happen notjustin central parts where productivity and
employment are highest and innovative capacity most
developed but throughout the Union.

While it is instructive to consider the performance of
the EU economy overall, it is important not to ignore
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the wide disparities in output, productivity and employ-
ment which persist between countries and regions.
These disparities stem from structural deficiencies in
key factors of competitiveness — inadequate endow-
ment of physical and human capital (of infrastructure
and work force skills), a lack of innovative capacity, of
effective business support and a low level of environ-
mental capital (a blighted natural and/or urban
environment).

Countries and regions need assistance in overcoming
these structural deficiencies and in developing their
comparative advantages in order to be able to com-
pete both in the internal market and outside'. Equally,
people need to be able to access education and train-
ing in order to develop their capabilities wherever they
live. EU cohesion policy was strengthened some 15
years ago at the time the single market project was ini-
tiated precisely to meet these parallel needs. Such as-
sistance is even more important now in the face of the
widening of disparities which enlargement entails.

The contribution of cohesion
policy to EU growth

Ifthe EU is to realise its economic potential, then all re-
gions wherever they are located, whether in existing
Member States or in the new countries about to join,
need to be involved in the growth effort and all people
living in the Union given the chance to contribute. The
cost of not pursuing a vigorous cohesion policy to
tackle disparities is, therefore, measured not only in
terms of a loss of personal and social well-being but
also in economic terms, in a loss of the potential real
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income and higher living standards. Given the interde-
pendencies inherent in an integrated economy, these
losses are not confined to the less competitive regions
or to individuals who are not working or who are in un-
productive jobs but affect everyone in the Union.

Strengthening regional competitiveness throughout
the Union and helping people fulfil their capabilities
will boost the growth potential of the EU economy as a
whole to the common benefit of all. And, by securing a
more balanced spread of economic activity across the
Union, it will reduce the risk of bottlenecks as growth
occurs and lessen the likelihood of inflationary pres-
sure bringing growth to a premature end. It will equally
make it easier to sustain the European model of soci-
ety and to cope with the growing number of people
above retirement age and so maintain social
cohesion?.

Situation and trends

A narrowing of disparities between EU
Member States but major challenges remain

Disparities in income and employment across the Eu-
ropean Union have narrowed over the past decade,
especially since the mid-1990s. Between 1994 and
2001, growth of GDP per head in the Cohesion coun-
tries, even excluding Ireland, was 1% a year above the
EU average, and the proportion of working-age popu-
lation in employment in all apart from Greece in-
creased by much more than the average.

In Greece, on the other hand, as in Ireland, growth of
labour productivity was over twice the EU average
over this period and it was also well above average in
Portugal. In these two countries, therefore, the pro-
ductive base seems to have been strengthened, in-
creasing the potential for continued convergence in
income in future years.

Despite the narrowing of disparities, large differences

remain. In Greece and Portugal, GDP per head is still
only around 70% of the EU average and in Greece and
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Spain, some 6-8% fewer people of working age are
employed than the average.

Disparities in both income and employment will widen
much further when the new Member States join the
EU in the coming months. Average GDP per head in
these 10 countries is under half the average in the
present EU and only 56% of those of working age are
in jobs as against 64% in the EU15.

Although growth in these countries taken together
has been around 1%2% a year above the EU aver-
age since the mid-1990s, it has slowed since 2001
as markets in the Union on which they are depend-
ent have been depressed. Achieving the high rates
of growth in future years which they require for de-
velopment depends on growth being sustained in
the present Member States. Equally, however,
given the interdependencies, high growth in the
new countries can be a significant boost to the rest
of the enlarged EU economy. But to attain this, they
will need substantial help over the coming years to
tackle their wide-ranging structural problems and
realise their growth potential.

Disparities at regional level

Regions suffering from structural weaknesses which
limit their competitiveness and prevent them from con-
tributing fully to sustainable economic growth in the
EU tend to be those which suffer from low productivity,
low employment and social exclusion.

Regions with problems of competitiveness, however,
are not confined to the Cohesion countries in the pres-
ent EU and the new Member States. A number of re-
gions, despite adequate endowment of infrastructure
and human capital, have deficient innovative capacity
and difficulty in sustaining economic growth.

Increasing convergence of
lagging regions in the EU

Development problems are more acute in lagging re-
gions which lack the necessary infrastructure, labour
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skills and social capital to be able to compete on equi-
table terms with other parts of the Union. These re-
gions, which either receive assistance under
Objective 1 of the Structural Funds or will do so in the
near future, are largely concentrated in the Cohesion

countries and the new Member States.

Since 1994 when the Structural Funds were
strengthened, GDP per head in Objective 1 regions
has converged towards the EU average. Between
1994 and 2001, growth of GDP per head in these re-
gions taken together averaged almost 3% a year in
real terms as against just over 2% a year in the rest
of the EU

The extent of convergence, however, has varied
markedly between regions, in large part reflecting
their relative importance in the Member States in
which they are situated. In those in the four Cohesion
countries, which benefited from both substantial as-
sistance and growth-oriented policies at national
level, growth of GDP per head was much higher than
in the rest of the EU.

The number of people in employment has also risen
markedly in the Cohesion countries since the mid-
1990s. The increase was particularly large in Ire-
land and was even largerin Spain, although the em-
ployment rate remains well below the EU average.
The increase was more modest in Portugal and in
Greece.

Outside of the Cohesion countries, growth in Objec-
tive 1 regions has been less impressive, dragged
down in part by slow national growth. In the German
new Lander, GDP per head increased by much the
same as the EU average between 1994 and 2001, but
in the Italian Mezzogiorno, it was below average. In
both cases, however, productivity rose by more than
in the rest of the EU, implying perhaps an improve-
ment in competitiveness, but little if any employment
growth. Only 43% of working-age population in south-
ern ltaly were, therefore, in jobs in 2002, well below
anywhere else in the Union, while unemployment
remains high in the new Lander.
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Strengthening competitiveness
and employment creation

There are a number of areas in the EU in which struc-
tural problems deter investors and inhibit the growth of
new economic activities despite reasonable levels of
infrastructure and work force skills. These tend to be
old industrial regions or those with permanent geo-
graphical and other characteristics which constrain
development.

There are, for example, 11 NUTS 2 regions in the
EU15 in which growth of GDP between 1994 and
2001 was around halfthe average orless (atonly 1% a
year or so) and in which GDP per head in PPS terms
was above the 75% threshold for Objective 1 support
but significantly below the EU average. These regions
are spread across the Union, in the north-east of Eng-
land, in northern parts of Germany and in sparsely
populated-areas in the north of Sweden. In each case,
they had low growth of productivity as well as of GDP
per head. Many contain areas in which GDP per head
is below 75% of the EU average.

The challenge for cohesion policy in these cases is to
provide effective support for economic restructuring
and for the development of innovative capacity in or-
der to arrest declining competitiveness, falling relative
levels ofincome and employment and depopulation. A
failure to do so now will mean the problems are even
greater when action is eventually taken.

A substantial widening of
regional disparities with enlargement

Some 92% of the people in the new Member States
live in regions with GDP per head below 75% of the
EU25 average and over two-thirds in regions where it
is under half the average.

If Bulgaria and Romania, where GDP per head is un-
der 30% of the EU25 average, were to join the Union,
the population living in regions with GDP per head be-
low 75% of the EU average would more than double
from the present number (from around 73 million to
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over 153 million). The gap between their average
GDP per head and the EU average would also double
(from around 30% below average to over 60% below).

At the same time, economic restructuring has led to a
fall in the number employed in the new Member
States, with the result that the proportion of working-
age population in employment is well below the EU15
average.

The effect of enlargement is to add just under 5% to
EU GDP (measured in Euros) but almost 20% to the
Union’s population. As a result, average GDP per
head in the EU of 25 Member States will be around
122% less than the average in the EU of 15. For 18
regions with GDP per head at present below 75% of
the EU15 average with population totalling around
19 million, including Malta, one of the new Member
States, this will mean that their income per head is no
longer below the 75% threshold.

Since the regions concerned have exactly the same
structural weaknesses after enlargement as before,
there is a compelling case for maintaining support.

Social cohesion and the risk of poverty

A significant number of people in both the present and
new Member States have income levels which put
them atrisk of poverty, in the sense of relative depriva-
tion (defined as income below 60% of the median in
the country where they live). In 2000, around 55 mil-
lion people, some 15% of the total population, faced
the risk of poverty, more than half of these having in-
come levels this low for three years in a row. The pro-
portion was relatively high in the countries of southern
Europe and Ireland and was also higher than the
EU15 average in many of the accession countries.
("Accession countries” is used throughout this report
to denote the 10 new Member States plus Bulgaria
and Romania.)

Households most at risk of poverty tend to be those
with people aged 65 and over, especially if they live

alone, and lone parents (predominantly women), es-
pecially in the UK.

The risk of poverty is closely linked to unemployment
and inactivity. Aimost 40% of the unemployed had in-
come below the poverty level in 2000, while the inte-
gration of people with disabilities, the long-term
unemployed and ethnic minorities into employment
remains a key challenge if the risk of poverty and so-
cial exclusion is to be reduced.

The ageing of the population and
increasing dependency rates

Population of working age will begin falling over the
present decade in all four southern Member States,
Germany and most of the accession countries. In the
next decade, the fall will spread to all countries, apart
from Ireland, Luxembourg and Cyprus. On the latest
projections, the number of people aged 15 to 64 is pro-
jected to be 4% smaller in the EU15 in 2025 than in
2000 and in the accession countries, 10% smaller.

This decline will be accompanied by substantial
growth in the number of people of 65 and over. By
2025, there will be 40% more people than now beyond
retirement age in both the present EU15 and the ac-
cession countries, implying a ratio of under three peo-
ple of working-age for every one aged 65 and over as
opposed to a ratio of over four to one at present. Other
things being equal, the ageing of population will lead
to a gradual contraction of the EU’s work force and is
likely to have implications for growth potential.

The significance of this, however, will depend on
real income and employment growth in future
years, which will determine the ease or difficulty of
supporting those in retirement. In practice, only
64 % of people of working-age in the EU15 and 56%
in the accession countries are in employment and
generating income at present. The effective ratio,
therefore, is already only around 2%z people in work
to every one in retirement in the enlarged EU. In
2025, if employment rates remain the same, this ra-
tio will have fallen to under two to one.
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These prospects give added importance to the need
to sustain economic growth across the EU and to in-
crease employment rates and reduce early retire-
ment. Immigration could in some cases be an
important source of additional labour supply, giving
greater prominence to ensuring the effectiveness of
integration policies.

Narrowing disparities in
regional competitive factors

As indicated above, two complimentary sets of condi-
tions need to be satisfied for regions in the Union to
sustain economic development and employment in a
competitive environment. The first is that they must
have suitable levels of both physical infrastructure (ef-
ficient transport, telecommunications and energy net-
works, good environmental facilities and so on) and
human capital (a labour force with appropriate levels
of skills and training). The second is that, in the new
knowledge-based economy, regions must have the
capacity to innovate and to use both existing know-
how and new technologies effectively as well as to fol-
low a development path which is sustainable in envi-
ronmental terms. To achieve both requires an
effective institutional and administrative framework to
support development.

Improving infrastructure endowment

Over the past decade, transport links both within the
Cohesion countries and between these and the rest of
the EU have improved markedly. In particular, with
Structural Fund support, the density of the motorway
network in these countries increased from 20% below
the EU15 average in 1991 to 10% above in 2001. This
increase, however, was largely concentrated in Spain
and Portugal. In Objective 1 regions as a whole,
though the density was higher than 10 years earlier, it
was still only around 80% of the EU15 average. In the
accession countries, motorway density is much lower
still (under 20% of the EU15 average). Construction is
occurring at a rapid rate, despite the environmental
trade-offs that have to be made, but mostly around
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capital cities or on transit routes to the present
Member States.

Some modernisation of the rail network across the
Union has occurred over the past decade, but the rate
of electrification of lines and conversion to double
track has occurred at much the same pace in the lag-
ging parts of the EU as elsewhere, so the gap remains
large. In the accession countries, the state of the rail-
ways reflects decades of neglect and considerable in-
vestment is needed both for modernisation and for
replacement of worn-out track. The need for invest-
ment, however, is no less acute for roads. The in-
crease in road building, however, is reinforcing the
rapid shift of both passengers and freight from rail to
roads.

In telecommunications, the number of fixed telephone
lines in relation to population remains much lower in
both the cohesion and accession countries. This is be-
ing offset by a rapid rise in mobile phone use, though
in Greece and the accession countries, usage is still
less than the EU15 average, in most of the latter, sub-
stantially so. At the same time, access to broadband
lines, which is important forinternet use and the devel-
opment of various ICT applications and services,
shows wide disparities across the Union, broadly in
line with relative levels of prosperity. Availability is still
very limited in many parts of the EU15 as well as in
nearly all the accession countries.

Other infrastructure — schools, colleges, health facili-
ties and social support services of various kinds — is
equally important, since itis likely to have a growing in-
fluence on decisions of where to invest and locate new
businesses. This is especially the case in respect of
knowledge-based activities, which are not tied to any
particular location by a need to be close to sources of
raw materials or a large market.

As regards the environment, the need for investment re-
mains substantial in the Cohesion countries and, even
more, in the accession countries, as reflected, for exam-
ple, in much smaller proportions of the population con-
nected to waste-water treatment plants as compared
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with other parts of the Union. The need is no less impor-
tant, however, in waste management and control of
emissions, especially given the rapid growth in road use
occurring in the accession countries.

Strengthening human capital

While the European Employment Strategy launched
in 1997 has contributed to increasing the resilience of
employment in a period of economic slowdown, im-
portant structural weaknesses remain in both present
and new Member States.

In order to prevent unemployment and support the in-
tegration of the unemployed into work, there is a need
to offer personalised services to job seekers in the
form of guidance, training and new job opportunities.
Developing preventative and active labour market pol-
icies is particularly important in the new Member
States to promote economic restructuring.

A high level of education and skills is of increasing im-
portance both for individual advancement and eco-
nomic competitiveness. The relative number of
people with education beyond basic schooling re-
mains much lower in Objective 1 regions than in the
rest of the EU15, especially in Spain, Italy and Portu-
gal, the one exception being the German new Lander.
Here the relative number is more similar to that in the
accession countries, where it is much higher than the
EU15 average (around 80% or more as against an
EU15 average of 64%).

The skills obtained from further education and initial vo-
cational training in the accession countries, however,
are not necessarily in line with labour market needs and
curricula and teaching structures are not well adapted to
the modern economy. Moreover, many fewer young
people than the EU15 average go on to complete uni-
versity-level education, which is a key requirement for
making a significant contribution to the development of
the knowledge-based economy. This is also the case in
the present Objective 1 regions in the Union, where, de-
spite the increases over the past decade or more, the
gap with the rest of the EU remains large.

Xii

Equally, many fewer people in both the cohesion and
accession countries seem to participate in continuing
training than in the rest of the Union (under 20% of
those employed in enterprises in Greece, Portugal
and all the accession countries apart from the Czech
Republic and Slovenia in 1999), despite the critical
need to adapt to economic change.

Strengthening social cohesion

Economic, employment and social policies are mutu-
ally reinforcing. Economic development must go hand
in hand with efforts to reduce poverty and to fight ex-
clusion. Promoting social integration and combating
discrimination is crucial to prevent social exclusion
and to achieve higher rates of employment and eco-
nomic growth, notably at regional and local level.

Equally, providing comprehensive support to those
most disadvantaged, such as ethnic minorities and
early school leavers, can be important in securing
economic and social gains throughout the EU.

Continuing disparities in innovative capacity

In an increasingly knowledge-based economy, inno-
vation holds the key to regional competitiveness. The
capacity to innovate, access knowledge and exploit it,
however, varies between regions in both the existing
and the new Member States. While the aim of policy is
not to ensure that all regions have the means for con-
tributing equally to advances in new technologies,
they should nevertheless be equally placed to take
advantage of those advances and to put them to
productive use.

Various indicators, however — the relative scale of
R&D expenditure, employment in research activities
and the number of patent applications, in particular —
suggest that there is a wide gap in innovative capacity
between the stronger regions in central parts of the
Union and others. (According to the latest figures, 8 of
the 213 NUTS 2 regions in the present EU account for
around a quarter of total R&D expenditure in the Union
and 31 are responsible for half.) There is a similarly
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wide disparity both between the accession countries
and the EU15 average and, within the former,
between capital city regions and others.

There is a growing consensus about the importance
for regional competitiveness of good governance —in
the sense of efficient institutions, productive relation-
ships between the various actors involved in the de-
velopment process and positive attitudes towards
business and enterprise. Nevertheless, regions still
differ markedly in these respects and in their ability to
develop their own competitive advantage given the
expertise they possess.

Impact of Member State
policies on cohesion

Public expenditure in Member States is a great many
times larger than the amount spent by the EU on cohe-
sion policy. Whereas the former averages around
47% of GDP, the budget allocated to cohesion policy
amounts to a bit less than 0.4% of EU GDP. Neverthe-
less, despite its relatively small size, EU cohesion pol-
icy performs a valuable role in tackling the underlying
causes of disparities across the Union in income and
employment. While Member State policies involving
public spending are mainly directed at providing basic
services and income support, EU cohesion policy is
focused on reducing the structural disparities which
directly affect the economic competitiveness of
regions and the employability of people.

Public expenditure mainly focused
on ensuring access to basic services ...

The bulk of public expenditure in Member States,
therefore, goes on providing a range of services
aimed at ensuring that everyone has access to educa-
tion, health care and social protection. Together these
three functions account for almost two-thirds of total
government spending in the EU. By contrast, public
spending on investmentin human and physical capital
amounts to only just over 2% of GDP on average and
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is under 4% of GDP in all countries apart from Ireland
and Luxembourg. The amount spent by national gov-
ernments on business support services, higher
education, innovation and R&D is similarly low (the lat-
ter averaging only around 0,3% of GDP across the
EU).

In relation to the sums allocated to structural expendi-
ture by Member States, therefore, the scale of the
budget for cohesion policy no longer seems so small.
Moreover, unlike the former, EU structural spending is
concentrated in the regions which are most in need of
assistance (the EU structural allocations to Greece
and Portugal, for example, amount to around 2%2% of
their GDP in each case).

And contributes significantly to
narrowing regional disparities in income...

For the most part, government expenditure per head
of population in relation to GNP on basic services, like
education and health care, is relatively similar across
regions in Member States, reflecting a concern to en-
sure a common level of provision to people irrespec-
tive of where they live. However, the main variation
occurs in spending on social protection because of dif-
ferences in unemployment and the number of people
in retirement, although spending on administration
also differs because of government ministries being
concentrated in the national capital.

The combined effect of these tendencies is that the
contribution of public expenditure to income is in gen-
eral much higher in the less prosperous regions than
in the more prosperous ones, but mainly because of
the lower level of income rather than higher public
spending.

While government revenue
is proportional to income

Government revenue, on the other hand, seems to be
broadly proportional to income, in the main because in
all Member States most taxes are levied centrally
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either onincome or expenditure. It, therefore, does not
tend to offset the positive contribution of public expen-
diture to reducing income disparities between re-
gions. Moreover, in countries where a significant
proportion of revenue is raised locally, redistribution
mechanisms are in place to reduce disparities in the
income available to regions to fund expenditure.

The widespread trend towards devolving responsibil-
ity for public services to regional and local level has
not, therefore, been accompanied by a similar trend in
respect of raising the money to fund these services.
The main exception is Italy, where responsibility for
raising revenue is being increasingly devolved to the
regions without a counterpart strengthening of
regional transfers.

Foreign direct investment: a major
factor in regional development

Foreign direct investment (FDI) can potentially play a
key role in reducing regional disparities in economic
performance not only as a source of income and jobs
but as a means of transferring technology and know-
how to lagging regions, It is particularly important for
the accession countries, in need of substantial re-
structuring of their economies and of a step increase
in productivity and competitiveness. Irrespective of
the financial inducements on offer, however, foreign
investors are not necessarily attracted to places
where the need is greatest, for much the same rea-
sons  as (infrastructure
deficiencies, the lack of a skilled work force, and so
on).

domestic  investors

FDI, therefore, tends to go disproportionately to the
stronger rather than the weaker parts of the Union.
Over the period 1999-2001, investmentinflows repre-
sented around 21% of GDP in Ireland — the country
with the second highest GDP per head in the EU —
15% in Denmark (the country with the third highest
level) and 13% in the Netherlands (the fourth highest).
By contrast, inflows into Portugal amounted to only
just over 4% of GDP, while the countries with the
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smallest inflows were Spain (1%2% of GDP), Italy (1%)
and Greece (just under 1%).

Within countries, FDI is generally concentrated in and
around large cities, especially national capitals, with
very little going to lagging regions. The new German
Lander, excluding the eastern part of Berlin, therefore,
accounted for only just over 2% of total inflows into
Germany between 1998 and 2000 and Objective 1 re-
gions in Spain for under 10% of inflows into the coun-
try in 2000. Similarly, in Italy, under 4% of the total
employed in foreign-owned companies were in the
south of the country.

The same general pattern is evident in the accession
countries. In 2001, over two-thirds of inward FDI into
Hungary went to the Budapest region, over 60% of in-
flows into the Czech Republic to the Prague region
and a similar proportion of inflows into Slovakia to
Bratislava.

Impact of Community
policies: competitiveness,
employment and cohesion

Unlike structural policy, other EU policies are not
aimed principally at narrowing regional disparities or
reducing inequalities between people. Nevertheless,
they have implications for cohesion and in many
cases take specific account of disparities.

Building the knowledge-based economy

Community enterprise, industrial and innovation pol-
icy is aimed at strengthening the competitiveness of
EU producers by promoting competition, ensuring ac-
cess to markets and establishing an environment
which is conducive to R&D across the Union.

As is recognised, a lack of innovative capacity at re-
gional level stems not only from deficiencies in the re-
search base and low levels of R&D expenditure but also
from weaknesses in the links between research centres
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and businesses, and slow take-up of information and
communication technologies. The Innovation Relay
Centres which have been set up and the Innovating Re-
gions in Europe network are therefore designed to en-
courage regions to develop innovation policies and to
provide technological support to businesses.

Disparities in access to Community funding for re-
search programmes are still evident, particularly at re-
gional level, though the Sixth Framework Programme
is in part aimed at improving links between scientific
centres in the more central parts of the EU and those
in peripheral areas.

Strengthening education and training

The skills of its work force are the EU’s prime compar-
ative advantage in global competition. A high level of
education and the provision of a high standard of train-
ing, which is accessible to people throughout their
working lives, are key to strengthening innovative ca-
pacity throughout the EU and to the attainment of the
Lisbon objective of making the Union the most dy-
namic knowledge-based economy in the world. The
"Education and Training 2010’ programme has been
implemented to help achieve this end, with the com-
plementary aim of making education and training in
Europe “a world reference for quality by 2010’

More and better jobs in an inclusive society

At the Lisbon European Council, the EU defined a
comprehensive strategy aimed at long term economic
growth, full employment, social cohesion and sustain-
able development in a knowledge based society. The
European Employment Strategy (EES) was revised in
2003 better to underpin in an enlarged Union the ob-
jectives set at Lisbon and was directed at supporting
Member State efforts to reform their labour markets,
achieve full employment, increase quality and produc-
tivity at work and reduce social disparities.

Success in implementing the EES depends on a clear
commitment from Member States to help workers and
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enterprises increase their adaptability, attract more
people into employment; invest more, and more effec-
tively, in human capital and improve governance. Ac-
tion to increase social inclusion contributes both to
reducing inequalities in access to employment and to
raising the growth potential of the economy. Following
Lisbon, a common strategy for social inclusion was
adopted by the EU in 2001. The second generation of
national action plans produced by Member States in
2003 recognises the muliti-dimensional nature of so-
cial exclusion and need to combat it through a wide
range of measures by making economic, employment
and social policies mutually supportive.

The Union’s commitment to equality between men
and women needs to be translated into a comprehen-
sive mainstreaming approach, ensuring that all poli-
cies take account of their gender impact in planning
and implementation. If the Lisbon employment target
set for 2010 is to be achieved, the factors underlying
the gender gap in employment, unemployment and
pay need to be tackled vigorously. In this respect, ac-
tions which attract women into employment, encour-
age them to stay longer in the labour market and make
it easier to reconcile a working career with family re-
sponsibilities through the provision of care facilities
should be further pursued.

Environmental protection for
sustainable growth and jobs

Sustaining economic development and creating long-
term, stable jobs depends on protecting the environment
against the potentially damaging effects of growth and
on preventing excessive depletion of exhaustible re-
sources. The Sixth Environmental Action Programme,
Our Future — Our Choice, sets out the environmental
actions necessary to sustain the pursuit of the EU’s eco-
nomic and social objectives. These involve limiting cli-
mate change, preserving the natural environment and
biodiversity, reducing emissions damaging to health and
diminishing the use of natural resources by cutting
waste. They also involve taking account of environmen-
tal considerations when implementing structural policy
decisions involving investment.
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Although there are costs to environmental protection,
not least in the lagging regions where infrastructure
needs tend to be greatest, there are also substantial
potential gains from improvements in health and job
creation in the eco-industries, as well as from more
sustainable development.

The internal market and services
of general economic interest

Liberalising the markets for transport, telecommuni-
cations and energy has led to increased efficiency and
lower prices. It has also, however, involved a threat to
particular social groups or regions of being excluded
from access to essential services. Public service obli-
gations have, therefore, been established to ensure
that everyone can obtain essential services — or ‘ser-
vices of general economic interest’ — of reasonable
quality and at affordable prices, as required by the EU
Treaty (Article 16). Community funds have been made
available to help ensure that these obligations are
respected across the EU.

At the same time, the trans-European transport net-
works have increased the accessibility of the more re-
mote regions and facilitated the expansion of trade,
and those planned to link the new Member States with
the existing ones are likely to have similar effects. The
trans-European energy network guidelines, adopted
in 2003, putincreased emphasis on investmentin gas
pipelines and electricity distribution systems in land-
locked, peripheral and ultra-peripheral regions in fu-
ture years. And the trans-European telecommunica-
tion network programme (or eTEN) is intended not
only to improve communications between more re-
mote regions and other parts of the EU but also to
tackle deficiencies in ICT applications and services.

Reforming common policies:
agriculture and fisheries

Although expenditure under the Common Agricultural
Policy (CAP) has declined gradually over time, it still
accounts for almost 47% of the Community Budget.
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Since the reform process began in 1992, direct aids to
producers have risen to 70% of total spending, but
they remain below the EU average in Spain, the only
cohesion country where this is the case. On average
payments are larger relative to income for large and
medium-sized holdings than for small ones.

Support for rural development in the 2000-2006 pe-
riod is larger in Objective 1 regions (56% of the total
spent) than in other parts of the EU, though only
around 10% of this goes on measures to strengthen
the rural economy outside of agriculture. In the next
programming period, 2007 to 2013, CAP expenditure
will be lower in real terms, with a decoupling of direct
payments from production, a reduction of payments to
large holdings, lower prices and more emphasis on
both rural development and the environment.

With enlargement, employment in agriculture in the EU
will increase by around 60% with a substantial rise in the
number of small holdings. The share of total spending
under the CAP going to Objective 1 regions in the new
and existing Member States is estimated to increase by
around 10 percentage points to some two-thirds.

The Common Fisheries Policy (CFP) is aimed primarily
at conserving fish stocks and restructuring the industry
to ensure its sustainability. The recent emergency mea-
sures introduced will have significant effects on a num-
ber of regional economies, especially in Spain and
Portugal. While in the longer-term, a slimmed-down in-
dustry should return to profitability once the emergency
measures come to an end, in the short-term, it is largely
the responsibility of Member States to alleviate the ad-
verse social and economic consequences.

Of the accession countries, only Poland and the three
Baltic States have fishing industries of any size and
these are already in decline. Together their total catch
amounts to under 7% of that in existing Member States.

State aid and cohesion policy

Insofar as the present regime allows for discrimination in
favour of problem regions, control of state aid can both
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contribute to and support cohesion policy. In line with
commitments made at the Stockholm Council, overall
expenditure on state aid fell significantly in money terms
between 1997 and 2001 and declined relative to GDP in
12 of the 15 Member States. At the same time, spending
is increasingly being shifted towards horizontal objec-
tives. Nevertheless, it remains higher in the more pros-
perous Member States than in the Cohesion countries.

In 2001, only around 9% of total state aid in the EU
took the form of assistance to Objective 1 regions and
the amount involved was under a third of that in the
peak year of 1993, mainly because of large reductions
of aid to the German new Lander as well as to south-
ern ltaly. Regional aid to Objective 2 areas accounts
for around 6% of total state aid.

Given its effect on the regional distribution of eco-
nomic activity and income, the control of state aid re-
mains of major importance in the context of
enlargement. For the period after 2006, efforts will
therefore continue to be made to modernise, simplify
and clarify state aid rules, taking account of changes
in cohesion policy, with the aim of having less but
better targeted assistance.

Justice and home affairs: improving
the conditions for development

A high crime rate, the existence of organised crime
and corruption tend to inhibit economic development
and deter potential investors. A strengthening of the
capacity to combat crime, increased cross-border co-
operation, improved controls of external borders and
better integration of third-country nationals into soci-
ety are, therefore, all ways of supporting regional de-
velopment. This is particularly the case in the
accession countries.

Perceptions of Community
policies in the regions

Surveys carried out among regional officials across
the EU indicate that Community policies are largely

THIRD REPORT ON ECONOMIC AND SOCIAL COHESION

Executive summary

identified with Community funding and that projects fi-
nanced by the Structural Funds tend to be both the
most visible and those regarded as having the great-
est impact. This is especially the case in Objective 1
regions and most particularly in the Cohesion coun-
tries. The positive impact of the Community
INTERREG Initiative was also acknowledged
because of its focus, visibility and stimulus to
cooperation.

While the effect of the CAP on cohesion was generally
regarded as being positive in regions where agricul-
ture was most important, it was claimed to be unfair in
Mediterranean regions and to favour the most profit-
able farms and the most developed areas in other
cases. The absence of a link between the CAP and
environmental policy was criticised, while the integra-
tion of environmental considerations into regional de-
velopment policy was widely welcomed, as was the
incorporation into the latter of investmentin R&D infra-
structure, especially important in
Objective 1 regions.

considered

At the same time, there was widespread criticism of
the high cost of managing Structural Fund
programmes in the present period and of the increas-
ing complexity of procedures. By contrast, the greater
involvement of businesses and the social partners
was viewed as an important advance which should be
carried further.

The impact and added value
of structural policies

The scale and direction of intervention
in Objective 1 regions

The Structural Funds and the Cohesion Fund, which
amount to only around 0.4% of EU GDP, are concen-
trated on assisting the least prosperous parts of the
Union. In the 2000-2006 period, the amount trans-
ferred to Objective 1 regions is equivalent to 0.9% of
GDP in Spain and over 22% of GDP in Greece and
Portugal. More significantly, these transfers are
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estimated to add some 3% to investment in Spain and
8-9% in Greece and Portugal, as well as 7% in the Ital-
ian Mezzogiorno and 4% in the German new Lander.

In most cases, national public expenditure supplement-
ing Structural Fund interventions was larger in real terms
in the 1994—-1999 programming period than the previous
one, increasing the amount available for investment by
40-50%. This was added to further by private funding,
which was especially significant in Austria, Germany,
the Netherlands and Belgium, though the amounts ‘le-
vered’ in this way were relatively small in the Cohesion
countries, France and the UK. The leverage effect on
private investment in the present period seems to be
similar, though much smaller in Germany.

Structural expenditure is also supplemented by Euro-
pean Investment Bank (EIB) loans. Lending to as-
sisted areas in the EU15 totalled EUR 20 billion a year
between 2000 and 2002, over half of which went to
Objective 1 regions, and that to the accession coun-
tries EUR 3 billion a year. Over a third of loans went to
investment in transport in the present Objective 1 re-
gions, while in the accession countries, 90% went to
transport, the environment and energy.

The Structural Funds have been deployed, in particular,
to reduce disparities in infrastructure and in human capi-
tal endowment between Objective 1 regions and other
parts of the EU. Transport systems, both trans-Euro-
pean links and secondary networks within regions,
have, therefore, been improved markedly over the past
decade, while counselling and training have been given
to the unemployed and those in work vulnerable to job
loss in order to increase their employability and their
skills. At the same time, support has been given to R&D
and innovation, both to construct new research capacity
and, equally importantly, to help formulate regional strat-
egies for directing R&D towards meeting local opportu-
nities for development, as well as to furthering the
spread of ICT and the basic skills required to use the
new technologies.

In addition, a significant proportion of the Structural
Funds (14% in the 2000-2006 period) has gone to
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financing investment to improve the environment, to
waste management and waste water treatment espe-
cially, while environmental considerations are explic-
ity taken into account when deciding structural
interventions.

The effect of intervention on real
convergence and economic integration

Empirical analysis shows not only that growth of GDP,
employment and productivity in Objective 1 regions
has exceeded that in the rest of the EU since the mid-
1990s in particular, but that convergence has been
most pronounced in the least prosperous regions
among these. (It should be noted that this analysis is
based on a consistent set of data specially compiled
for the report.) It also indicates that structural interven-
tions have boosted growth in the Cohesion countries
both by adding to demand and strengthening the sup-
ply side of the economy. In Spain, therefore, GDP in
1999 is estimated to have been some 1%:% higher
than it would have been without intervention, in
Greece, over 2% higher, in Ireland, almost 3% higher
and in Portugal, over 4%2% higher. In addition, GDP in
the new German Lander is estimated to have been
increased by around 4% as a result of intervention.

Structural intervention has also encouraged a growth of
trade between Cohesion countries and other parts of the
Union — which has more than doubled over the past de-
cade — and closer integration. The evidence suggests
that, on average, around a quarter of structural expendi-
ture returns to the rest of the Union in the form of in-
creased imports, especially of machinery and
equipment. This ‘leakage’is particularly large in the case
of Greece (42% of expenditure) and Portugal (35%).

Since alarge proportion of any increase in spending in
the new Member States goes on imports and around
60% of these come from the existing EU Member
States, structural expenditure in these countries is
likely to involve similarly large leakage effects to the
benefit of growth in the rest of the Union. As in the Co-
hesion countries, this spending tends to go dispropor-
tionately on imports of machinery and equipment, to
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the benefit of Germany, in particular, which accounts
foraround 45% of all such imports purchased from the
EU15.

Intervention in Objective 2 regions:
restructuring and job creation

Over the period 1994-1999, 82 regions in 12 Member
States received Objective 2 assistance totalling around
EUR 2,4 billion a year (increased to EUR 3,3 billion a
year in the present period) because of the presence of
areas of industrial decline. This was supplemented by
similar amounts of funding from both national public and
private sources, increasing overall structural expendi-
ture in these areas to around EUR 7 billion a year.
Spending was concentrated, in particular, on the recon-
version of old industrial sites and business support ser-
vices (together accounting for around half the total),
while some 20% went on human resource development
and 10% on support for R&D and ICT.

Evaluation studies suggest that overall, structural inter-
vention in these areas led to the creation of some 700
thousand jobs over the period and just under 500 thou-
sand in net terms, while around 300 thousand SMEs re-
ceived assistance to improve their production methods
and to seek out new markets. At the same time, some
115 million square metres of industrial waste land were
cleaned up and reconverted, enabling new economic
activities to be developed, including leisure and cultural
ones. Partly as a result of these measures, unemploy-
ment declined by slightly more in these areas than in the
rest of the EU, though GDP per head rose by allittle less.

More detailed analysis indicates that support for R&D,
innovation and technology transfer was particularly
effective in creating new jobs or maintaining existing
ones, though in general the innovative capacity
of most Objective 2 areas remains less developed
than in more successful regions. By contrast, endow-
ment of infrastructure and human capital seems
comparable to levels elsewhere.

Although the interventions have had positive effects,
these might have been greater if both the areas
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eligible for support and the scale of operations funded
had been bigger and if the time horizon for projects
(three years) had been longer. These changes would
enable programmes of more strategic importance for
regional development to be supported.

Support for agriculture, rural
development and fisheries

Interventions under Objective 5a during the 1994-1999
period were aimed at improving agricultural efficiency
and helping to safeguard the countryside and seem to
have been relatively effective in supporting restructuring
of small farms in Objective 1 regions.

Interventions under Objective 5b amounted to around
EUR 1.2 billion a year and were implemented in areas
housing some 9% of the EU population. They seem to
have led to some diversification of agricultural produc-
tion and a growth of activities, such as agri-tourism
and environmental services, while helping to renovate
villages and develop public services.

In the present programming period, support for rural
development has been integrated into a single overall
strategy, though divided between two programmes,
one subject to the Structural Fund regulations, the
other to those of the EAGGF-Guarantee. The latter
are designed for agricultural market policies and not
well adapted to multi-annual action programmes.

The fishing sector is concentrated in a limited num-
ber of regions in peripheral parts of the EU, which
have been hit by the measures taken to preserve
fish stocks and where, accordingly, interventions
under the Common Fisheries Programme can
contribute significantly to the development of other
economic activities

Promoting employment, education
and training through the ESF

During the 1994-1999 period, the European Social
Fund (ESF) provided support for the development of
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human resources amounting to a third of overall
Structural Fund interventions, around half going to
Objective 1 regions.

Interventions under Objective 3 were aimed at inte-
grating young people, the long-term unemployed, and
those at risk of exclusion into employment and at pro-
moting equal opportunities. Interventions under Ob-
jective 4 were focussed on helping workers adapt to
industrial change. Evidence suggests that the most
successful measures were those offering a combina-
tion of support, such as guidance, training and job
search, tailored to individual needs.

In addition, the ESF provides finance for employment,
education and training systems at both national and
regional level. In Objective 1 regions, the ESF helped
to increase levels of public investment in education
and training. Although the European Employment
Strategy (EES) was launched when the programming
period was already underway, the ESF provided sig-
nificant support, from 1997 on, for policies included in
the National Action Plans for employment (NAPs),
especially in the southern Member States

In the 2000—2006 period, the link between the ESF
and the EES has been strengthened considerably.
With a budget of around EUR 60 billion overall, the
ESF has become the main Community financial in-
strument underpinning the EES, and the EES, in turn,
provides a stronger policy framework for ESF inter-
ventions and employment creation.

Promoting cooperation and networking

Community Initiatives are designed to promote inno-
vation, partnership and the development of collabora-
tive ventures between countries and regions,
addressing needs often unmet by the mainstream
programmes implemented under the Structural Fund
Objectives.

In the 1994-1999 period, INTERREG Il supported

three broad types of programme, cross-border coop-
eration (Strand A), energy networks (Strand B) and
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cooperation over regional and spatial planning
(Strand C). Most funding went to Strand A
programmes for improving the environment, support-
ing cultural activities, tourism and services for SMEs
and assisting the development of transport links, es-
pecially cross-border routes. Significant improve-
ments were made, in particular, to border crossings in
Objective 1 regions in Greece, Germany and Finland.
The main benefits, however, have come from in-
creased contact and better understanding between
public authorities and private and semi-public
organisations on either side of the border.

During the period 2000-2006, INTERREG IIl — en-
dowed with around EUR 5 billion — reinforced the
cross-border component (Strand A), promoted strate-
gic cooperation at trans-national level on spatial plan-
ning themes (Strand B), and favoured cooperation
and exchange of experiences between regions
(Strand C).

In the future, INTERREG will need to take account of
the new context in which border areas represent a
larger part of the EU in terms of both population and
land area.

The URBAN Initiative covers the 44% of the EU popu-
lation living in cities of over 50,000 people. In the
1994-1999 period, support amounted to just EUR 148
million a year and was divided between 118 cities. In
the present period, this was reduced to EUR 104 mil-
lion a year divided between projects in 70 cities. The
main focus is on small urban neighbourhoods and on
encouraging local involvement in schemes which di-
rectly affect people’s lives. This has helped to raise the
visibility of EU structural policy as a whole. It has also
helped to attract private investment. On the other
hand, the concentration of support on small areas
leaves out of scope projects for tackling wider regional
issues, such as the relationship between urban and
neighbouring rural areas.

The EMPLOYMENT and ADAPT Initiatives supported

around 9,300 projects in the 1994-1999 period, in-
volving some 1,6 million people in programmes for
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labour market integration and job creation at local
level. Projects funded included measures for facilitat-
ing access to work and training, support for new
sources of employment, help for SMEs to anticipate
change and child care support for women to make it
easier for them to pursue a working career.

In the 2000-2006 period, EQUAL is focussed on
new innovative approaches to combating inequali-
ties and discrimination on the labour market, giving
strong emphasis to trans-national cooperation,
partnership and the exchange of experience and
good practice.

LEADER Il provided support in rural areas to around
900 local action groups over the period 1994—-1999
from a budget of EUR 300 million a year which was in-
creased to EUR 700 million through co-financing. The
main activity funded was tourism, though assistance
was also given to SMEs and the development of local
products.

With LEADER+ (2000-2006), which has the same an-
nual budget as LEADER II, more emphasis has been
put on the pilot nature of projects and cooperation has
been made easier.

Pilot innovative actions

Nearly one in three regional authorities across the
EU15 has formulated a Regional Innovation Strategy
(RIS) or a Regional Information Society Initiative
(RISI). The most visible effects of the two Initiatives
have been public-private sector partnerships and sup-
port for SMEs to access new technologies.

A new system for innovative actions, with Structural
Fund support of around EUR 400 million in total, was
introduced in 2001 to encourage regions to develop
programmes for increasing regional competitiveness
through technology and innovation (the Lisbon strat-
egy), applying new forms of ICT (the eEurope action
plan) and promoting sustainable development
(Gothenburg). So far three out of four regions in the
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Union have applied for funding for programmes
relating to one of these three themes.

Improving the effectiveness of
Structural Fund management

In the last review of the Structural Fund regulations in
1999, there was an attempt both to simplify the system
and decentralise day-to-day management to Member
States. Though Member States are increasingly re-
sponsible for how the Funds are spent, the Commis-
sion remains ultimately accountable to the budgetary
authority for expenditure. The need before the new
funding period is to review the regulations with a view
to increasing the effectiveness of the system and
further reducing its complexity.
The core principles
Programming, partnership, concentration and
additionality have remained the central principles of
the Structural Funds since the 1988 reform. Program-
ming, in the sense of planning expenditure over a
number of years to achieve strategic objectives, has
resulted in greater certainty and more stability and co-
herence in the policy followed and the projects funded.
While the programming period has lengthened as
planning capabilities have increased and while objec-
tives have become more quantified, concerns have
grown over the complexity and time involved in ap-
proving programming documents and over the need
to ensure that programmes are flexible enough to
adapt to change.

Partnership in the design and implementation of
programmes has become stronger and more inclu-
sive, involving a range of private sector entities, in-
cluding the social partners, as well as regional and
local authorities. This has led to better targeted and
more innovative projects, improved monitoring and
evaluation of performance and the wider dissemina-
tion of information of their results, at the price, in some
cases, of additional
management.

complexity of programme
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Concentration, in the sense of focusing funds on the
areas most in need, has increased over time, though
evaluations suggest that resources are still some-
times spread too widely and thinly. In the present pro-
gramming period, 41% of the EU15 population live in
either Objective 1 or Objective 2 regions, though the
complicated process of defining the latter led to some
fragmentation of regions and excessive dispersion of
resources.

Additionality has been largely respected in Objective 1
regions, in the sense that the Structural Funds have
supplemented rather than replaced existing public ex-
penditure. However, verifying that this has also been
the case as regards Objective 2 and 3 programmes,
especially the latter, has proved more difficult.

The search for greater effectiveness

Although expertise in managing the Funds has in-
creased over time, improving the effectiveness of
programmes remains a key challenge. The control
procedures required are often regarded by Member
States as unwarranted given the costs involved and
as duplicating national systems. A particular criticism
is that present requirements were decided so late that
they have led to delays in programme implementation,
creating pressure for funds to be spent quickly at the
expense of quality. Costs of financial management
seem especially high for Objective 2 programmes.

While the management of public funds has improved,
it was still the case, in the last programming period,
that only a third of Objective 1 projects evaluated were
completed on time, while a third were over a year late.
In addition, two-thirds of projects were over budget.
The discipline imposed by the 'n+2" rule during the
current period has contributed to improving signifi-
cantly the use of structural monies. In 2003, the finan-
cial execution of the Structural Funds was close to
100%.

Monitoring is an essential part of the system, but eval-

uations suggest that it has not been as effective as ex-
pected, partly because of the difficulty of collecting
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meaningful information. Moreover, the focus on finan-
cial issues rather than strategic ones tends to lead to
funds being spent where they are most easily ab-
sorbed instead of where they might be most effective.
Although improvements have been made in the pres-
entperiod by identifying indicators and targets, the for-
mer are often not well defined and the latter too broad.

Evaluation has also improved over time, but still varies
considerably between Member States in the way it is
implemented. Evaluations are now required to be un-
dertaken ex ante by Member States, at mid-termin co-
operation with the Commission — in time for the
results to affect decisions on the remainder of the
programme — and ex post by the Commission,
though only two years after the programme ends.
More involvement of regions and Member States in
the process might make it more useful and relevant.

To encourage better management, a financial incentive
in the form of a performance reserve, with 4% of Struc-
tural Fund resources, has been introduced in the pres-
ent period for allocation in 2004 on the basis of the
achievement of programme targets specified initially.

Management systems have in many cases become
more decentralised over time which, according to
evaluations, has tended to increase their effective-
ness by making them more responsive to regional
needs.

The challenge of enlargement

The Structural Funds are of key importance to the new
Member States in helping them strengthen their com-
petitiveness. Over the period 2000—-2006, the acces-
sion countries are receiving some EUR 3 billion a year
from ISPA (for transport and environmental projects),
SAPARD (for agriculture and rural development) and
PHARE (for strengthening economic and social cohe-
sion and administrative and institutional capacity). Af-
ter the 10 new Member States enter the EU, they will
continue, together with Bulgaria and Romania, to be
eligible for PHARE assistance for three years
(totalling EUR 1.6 billion a year).
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Under ISPA, 324 projects had been approved by the
end of 2003, divided fairly evenly between transport
and the environment and, in the former, between road
and rail. Under SAPARD, resources amounting to
EUR 500 million a year go to support development
plans for agriculture and rural areas formulated by the
countries themselves.

The new Member States will be eligible for support
from the Structural Funds over the period 2004 to
2006. Support, amounting to some EUR 21.8 billion in
total over the three years, will be concentrated on a
limited number of priority areas to maximise impact
and minimise problems of programme implementa-
tion. The priority areas selected by the countries differ
markedly in terms of the relative importance attached
to spending on infrastructure, human resources and
productive investment, in part reflecting differences in
the prevailing state of the capital stock in these
respective areas.

The need to develop a strategic approach and to focus
on a limited number of priorities, highlighted during the
negotiations, is to be maintained in the implementa-
tion phase. In addition, special attention will need to be
given to ensuring the maximum coherence between
the Structural Funds and national policies, to environ-
mental considerations and to equal opportunities. At
the same time, the issue of administrative capacity re-
mains a concern, despite the progress made at both
national government and regional level, though expe-
rience of actually implementing programmes will help
strengthen capacity.

From this and other perspectives, the 2004-2006 pe-
riod can be regarded as a transitional one, allowing
the new Member States concerned to prepare the
ground for the next, and much longer, programming
period.

Executive summary

The challenge ahead for structural policy in the new
Member States is:

« to identify the structural deficiencies in each re-
gion which have the most damaging effect on
competitiveness and growth potential and to give
priority to tackling these first;

» toformulate a long-term development strategy for
each region in line with its comparative strengths
and weaknesses, which recognises that all needs
cannot be tackled simultaneously and which or-
ders investment projects in the light of the interac-
tion between them and the growth path it is
intended to follow over the long-run;

+ to give due weight to environmental consider-
ations in investment decisions in order to ensure
that the growth path chosen is sustainable;

» to avoid excessive concentration of investment in
the present growth centres where the impact on
economic activity might be greatest in the short-
term but which may be at the expense of balanced
development over the long-run;

» to help strengthen the administrative capacity for
designing, implementing and managing develop-
ment programmes at regional level.

1 See, for example, T. Padoa-Schioppa, Efficiency, stability and equity — A strategy for the evolution of the economic system of the
European Community, Oxford University Press 1987, which emphasises that “there are serious risks of aggravated regional
imbalance in the course of market liberalisation ... (and) adequate accompanying measures are required to speed adjustment in
structurally weak regions and countries ... reforms and development of Community structural funds are needed for this purpose"

(Pp. 5-6).

2 On this and previous points, see Agenda for a growing Europe, report of an independent high-level study group, chaired by André

Sapir, July 2003.
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Conclusions: a proposal for
a reformed cohesion policy

The Commission adopted a proposal on 10 February
2004 for the budget of the enlarged European Union'
of 27 Member States for the period 2007-2013.

This was an important decision, the Commission tak-
ing the view that Union’s intervention in a number of
key policy fields required strengthening. In particular,
the Commission decided that an ambitious cohesion
policy should be an essential element of the total
package. Importantly, in the new budgetary structure,
the Commission maintains the view that cohesion pol-
icy should be allocated a single, and transparent, bud-
getary heading which is essential in order to provide
the certainty and the stability necessary for the plan-
ning of the next generation of national and regional
multiannual programmes.

The decision reflected the work that has been under-
taken since the publication of the Second Cohesion
Report in 2001 which launched the debate on the fu-
ture of cohesion policy in the enlarged Union for the
period beginning in 2007. The conclusions of the Third
Cohesion Report that follow present a detailed pro-
posal for the priorities and delivery system for the new
generation programmes under cohesion policy in con-
formity with the broad guidelines set out in the finan-
cial perspective. Following the introductory remarks,
Part | sets out the new priorities for cohesion policy.
Part Il describes the main elements of a new delivery
system. Part Il sets out the resource implications.

It is worth recalling that cohesion policy — one of the

pillars of the European construction together with the
single market and monetary union — is the only policy
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of the European Union that explicitly addresses eco-
nomic and social inequalities. It is thus a very specific
policy involving a transfer of resources between Mem-
ber States via the budget of the European Union for
the purpose of supporting economic growth and sus-
tainable development through investment in people
and in physical capital.

This also means that the concept of cohesion that has
applied at the European level has not been a passive
one thatredistributes income but a dynamic policy that
seeks to create resources by targeting the factors of
economic competitiveness and employment, espe-
cially where unused potential is high.

Four challenges for the future

More cohesion needed in an enlarged Union

The enlargement of the Union to 25 Member States,
and subsequently to 27 or more, will present an un-
precedented challenge for the competitiveness and
internal cohesion of the Union. As illustrated in this re-
port, enlargement will lead to the widening of the eco-
nomic development gap, a geographical shift in the
problem of disparities towards the east and a more dif-
ficult employment situation: socio-economic dispari-
ties will double and the average GDP of the Union will
decrease by 12.5%.

At the same time, the whole of the Union faces chal-
lenges arising from a likely acceleration in economic
restructuring as a result of globalisation, trade
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opening, the technological revolution, the develop-
ment of the knowledge economy and society, an age-
ing population and a growth in immigration.

Demographic ageing in Europe is a particular chal-
lenge. The regional variations in this respect are con-
siderable reflecting trends in fertility and mortality, and
in migration. Addressing the problems is not simply a
question of coping with a rise in the dependent popu-
lation. It also requires ensuring that national and re-
gional development strategies are adapted to
demographic circumstances and are able, in particu-
lar, to promote active ageing policies and to exploit the
often underused potential of the older population.

Finally, economic growth in the EU has slowed appre-
ciably over the three years since the publication of the
last Cohesion Report. As a result, unemployment has
risen again in many parts of the Union with all the so-
cial implications which this entails. As a springboard to
the future, the Union should fully exploit the opportuni-
ties provided by the current trend towards recovery.

Reinforcing the priorities of the Union

In an effort to improve the performance of the EU
economy, the Heads of State and of Government of
the Union meeting in Lisbon in March 2000 set out a
strategy designed to make Europe the most success-
ful and competitive knowledge based economy in the
world by 2010. The Nice Council in December 2000
translated the Lisbon objectives on poverty reduction
into a coordinated EU strategy for social inclusion. At
the Gothenburg Council in June 2001, the Lisbon
strategy was widened adding a new emphasis on pro-
tecting the environment and achieving a more
sustainable pattern of development.

Cohesion policy makes an important contribution to real-
ising these aims. In effect, growth and cohesion are mu-
tually supportive. By reducing disparities, the Union
helps to ensure that all regions and social groups can
contribute to, and benefit from, the overall economic de-
velopment of the Union. Articles 3 and 158 of the Treaty
reflect this vision, which has been reinforced in the draft
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Constitution by the introduction of a clearer reference to
the territorial dimension of cohesion.

Cohesion policy is also necessary in a situation where
other Community policies have important benefits
combined with limited but localised costs. Cohesion
policy helps to spread the benefits. By anticipating
change and facilitating adaptation, cohesion policy
can help to limit the negative impacts.

For this reason, cohesion policy in all its dimensions
must be seen as an integral part of the Lisbon strat-
egy, even if today, as the Commission pointed out in
the financial perspective, the policy design underlying
Lisbon needs to be completed and updated. In other
words, cohesion policy needs to incorporate the Lis-
bon and Gothenburg objectives and to become a key
vehicle for their realisation via the national and
regional development programmes.

Increasing quality to promote more
balanced and sustainable development

This report shows that disparities in output, productiv-
ity and access to jobs which persist between countries
and regions stem from structural deficiencies in key
factors of competitiveness — inadequate endowment
of physical and human capital, a lack of innovative ca-
pacity and regional governance, and a low level of
environmental capital.

The cost of not pursuing a vigorous cohesion policy to
promote growth and tackle disparities is therefore
measured not only in terms of a loss of individual and
collective well-being but also in economic terms, in a
loss of potential real income and higher living stan-
dards. Given the interdependencies inherent in an in-
tegrated economy, these losses are not confined to
the less competitive regions or to individuals who are
not working or who are in unproductive jobs but affect
everyone in the Union.

Strengthening regional competitiveness through

well-targeted investment throughout the Union and
providing economic opportunities which help people
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fulfil their capabilities will thus underpin the growth po-
tential of the EU economy as a whole to the common
benefit of all. By securing a more balanced spread of
economic activity across the Union, regional policy
helps to reduce the pressures of over-concentration,
congestion and bottlenecks.

A new partnership for cohesion

The reform of cohesion policy should also provide an
opportunity to bring greater efficiency, transparency
and political accountability. This requires, first and
foremost, the definition of a strategic approach for the
policy spelling out its priorities, ensuring coordination
with the system of economic and social governance
and allowing for a regular, open review of progress
made.

The corollary of the above is the need to reinforce in-
stitutional capacities at all levels of government
throughout the Union, building on one of the key
strengths of cohesion policy.

A new architecture for EU
cohesion policy after 2006

More targeted interventions

Inthe public debate on the future of cohesion policy re-
ferred to above, a general conclusion was that there
are a number of matters which are important for cohe-
sion in the Union as awhole. (...“the issues of compet-
itiveness, sustainable development, and economic
and social restructuring are relevant in all Member
States™). These elements are key to understanding
the proposal below on future priorities.

In effect, the Commission proposes that actions sup-
ported by cohesion policy should focus on investment
in a limited number of Community priorities, reflecting
the Lisbon and Gothenburg agendas, where Commu-
nity intervention can be expected to bring about a le-
effect and significant added
for the regional programmes, the

verage value.

Accordingly,
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Commission proposes a core list consisting of a lim-
ited number of key themes as follows: innovation and
the knowledge economy, environment and risk
prevention, accessibility and services of general
economic employment
programmes, the focus will be on implementing the re-
forms needed to progress towards full employment,
improve quality and productivity at work, and promote
social inclusion and cohesion, in line with the guide-
lines and recommendations under the European
Employment Strategy.

interest. For related

These priority themes would be valid for the Union in
general, but they would need to be completed and ex-
panded to take account of the specific needs of the
less developed regions and Member States, where
additional needs persist, for example, in relation to the
provision of infrastructure and to institutional capacity
building. These aspects are dealt with below (see also
first Box at the end of this section for details).

Three Community priorities

The pursuit of the priority themes would be organ-
ised around a simplified and more transparent
framework with the generation of
programmes grouped under three headings: con-
vergence, regional competitiveness and employ-
ment; territorial cooperation.

future

Convergence: supporting growth and
job creation in the least developed
Member States and regions

The convergence programmes concern the less de-
veloped Member States and regions which in accor-
dance with the Treaty are the top priority for
Community cohesion policy. The Treaty calls for a re-
duction in disparities between “the levels of develop-
ment of the various regions and the backwardness of
the least favoured regions or islands, including rural
areas” (Article 158). Enlargement will bring about an
unprecedented increase in the disparities within the
Union, the reduction of which will require long-term,
sustained efforts.
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This objective would concern, first and foremost,
those regions?, in which per capita GDP is less than
75% of the Community average*.

The key objective of cohesion policy in this context
would be to promote growth-enhancing conditions
and factors leading to real convergence. Strategies
should plan for the development of long-term competi-
tiveness and employment.

The Commission proposes that temporary support
should apply under this heading to those regions
where per capita GDP would have been below 75% of
the Community average as calculated for the Union of
Fifteen (the so-called statistical effect of enlarge-
ment). These are regions where objective circum-
stances have not changed, although their GDP per
head will be relatively higher in the enlarged Union. In
the interest of equity, and to allow the regions con-
cerned to complete the process of convergence, sup-
port would be higher than decided in Berlin in 1999 for
the so-called “phasing out” regions of the current
generation.

It should be noted that in making this proposal, the
Commission is opting for the more rigorous among the
four options presented in the Second Cohesion Re-
port, in the interest of concentration and a more effec-
tive cohesion policy overall. It should be understood
that this support would end in 2013 and would not be
followed by a further phasing out period.

Programmes would be supported by the financial re-
sources of the European Regional Development Fund
(ERDF), the European Social Fund (ESF) and the Co-
hesion Fund®, in accordance with the principles set
out in the Treaty.

For illustration, the ERDF would provide support for:

* modernising and diversifying the economic struc-
ture of Member States and regions, with particular
attention to innovation and enterprise, notably by
creating closer links between research institutes
and industry, favouring access to and use of
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information and communication technologies
(ICTs), developing conditions favourable to R&D,
improving access to finance and know-how and
encouraging new business ventures;

+ extending and upgrading basic infrastructures
such as transport, telecommunications and en-
ergy networks, water supplies and environmental
facilities;

« protecting the environment, notably by helping
Member States to achieve full compliance with the
body of EU law, supporting the development of
eco-industries, rehabilitating derelict industrial
sites, supporting measures to prevent natural and
technological risks, investment in infrastructure
linked to Natura 2000, contributing to sustainable
economic development, favouring cleaner meth-
ods of transport and the development and use of
renewable energy;

* Reinforcing the institutional capacity of national
and regional administrations in managing the
Structural Funds and the Cohesion Fund.

The ESF would strengthen its role as the main Com-
munity financial instrument supporting of the Euro-
pean Employment Strategy (EES). It would provide
support for:

« improving the quality and responsiveness of la-
bour market institutions, education and training
systems, and social and care services;

* increasing investment in human capital, raising
educational levels, adapting the skills of citizens
and ensuring access for all to the labour market;

« promoting the adaptation of public administration
to change through administrative and capacity
building.

The new generation of employment-related

programmes should also seek to take on board the
lessons of the current EQUAL initiative across the EU
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(covering innovation, empowerment, partnership and
trans-national cooperation in employment matters).

The Cohesion Fund will apply to Member States with
GNI lying below 90% of the Community average®. As
for the current period, the Commission proposes to
maintain the mid-term assessment of eligibility for the
Cohesion Fund.

In line with the priorities set by the financial perspec-
tive, the Cohesion Fund should strengthen its contri-
bution to sustainable development. In this respect,
trans-European transport networks, in particular, the
projects of European interest, and environmental in-
frastructure would remain the central priorities. In or-
der to reach an appropriate balance to reflect the
particular needs of the new Member States, itis envis-
aged also to support projects such as rail, maritime,
inland  waterways, transport
programmes outside the TEN-T, sustainable urban
transport and environmentally importantinvestmentin
the key fields of energy efficiency and renewable
energies.

and multimodal

Regional competitiveness and employment:
anticipating and promoting change

While interventions in the less developed Member
States and regions remain the priority of cohesion pol-
icy, the analysis of the Third report confirms that there
are, to different degrees, important challenges that
concern all EU Member States.

In particular, Member States, regions and citizens will
have to adapt to a world experiencing rapid economic
and social change and trade
globalisation and a move towards a knowledge-based
economy and society. They will also have to tackle the
particular challenges that derive from an ageing popu-
lation, growing immigration, labour shortages in key
sectors and social inclusion problems.

restructuring,

In this context, the Union must have an important role
to play. First, the implementation of the Lisbon agenda
has been disappointing. In these circumstances,
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Community financial support can act as a catalyst,
helping to mobilise national and regional policies and
resources and to target them more resolutely on the
Union’s objectives.

Second, the visible presence of cohesion interven-
tions throughout the EU is an essential element for the
political, economic and social integration of the Union
and for promoting involvement of public and private
stakeholders and gaining their commitment to achiev-
ing the Union’s objectives.

For cohesion policy outside the least developed Mem-
ber States and regions, the Commission proposes a
two-fold approach:

1) First, through regional programmes, cohesion
policy would help regions and the regional authori-
ties to anticipate and promote economic change in
industrial, urban and rural areas by strengthening
their competitiveness and attractiveness, taking
into account existing economic, social and territo-
rial disparities;

2) Second, through national programmes, cohesion
policy would help people to anticipate and to adapt
to economic change, in line with the policy priori-
ties of the EES, by supporting policies aimed at full
employment, quality and productivity at work, and
social inclusion.

Anticipating and promoting regional change

The regional programmes will help to address the
problems faced by urban and rural areas relating to
economic restructuring and other handicaps. This re-
port describes the difficulties facing many areas, for
example, those dependent on traditional industries, or
urban areas in decline, or, again, rural areas often
confronted with a highly dispersed or ageing
population and poor accessibility.

Under the new programmes, the Commission pro-

poses a stricter concentration of interventions on the
three priority themes referred to above (see Box).
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The single funding source for the new programmes
would be the ERDF. From a resource allocation point
of view, two groups of regions need to be
distinguished:

 the regions’ of the Union covered neither by the
convergence programmes nor by the “phasing in”
support described below;

» the regions currently eligible for Objective 1 not
fulfilling the the convergence
programmes even in the absence of the statistical
effect of enlargement. Such regions would benefit
from a higher level of support (under the heading
“phasing in”) on a transitional basis (the reduction
would follow a path comparable to that for regions
no longer eligible for Objective 1 in the period
2000-06).

criteria for

Helping people to anticipate
and respond to change

Actions in this sphere would be delivered through na-
tional programmes with the aim of reinforcing the in-
troduction and implementation of structural reforms in
the labour market and strengthening social inclusion,
in line with the objectives and guidelines of the EES.

To this end, support should focus on three policy prior-
ities that are crucial for the implementation of the EES
and where Community funding can provide added
value:

* increasing the adaptability of workers and enter-
prises, by investing in skills and in-company train-
ing and by supporting the development of efficient
life-long learning strategies;

» attracting more people into employment and pre-
venting early exit from the labour market, in partic-
ular through active ageing policies and measures
to support the participation of women;

* increasing the employment potential of people
who face greater difficulties in accessing the

labour market and retaining their job, such as
people with disabilities, ethnic minorities and
migrants.

The single funding source for the new programmes
would be the ESF.

European territorial cooperation:
promoting the harmonious and balanced
development of the Union territory

In the Second Progress Report on economic cohe-
sion® the Commission pointed to “the high level of
value added by the Union to measures concerning
co-operation, the exchange of experiences and
good practices and the role played by the Commu-
nity Initiative programmes was widely acknowl-
edged. Strengthening the instruments for
transnational, cross-border and interregional
co-operation and assistance on the external fron-
tiers of the Union were the aspects most often
mentioned”.

Building on the experience of the present
INTERREG Initiative, the Commission proposes to
create a new objective dedicated to furthering the
harmonious and balanced integration of the terri-
tory of the Union by supporting cooperation be-
tween its different components on issues of
Community importance at cross-border, trans-na-
tional and interregional level.

Action would be financed by the ERDF and would fo-
cus on integrated programmes managed by a single
authority in pursuit of key Community priorities linked
to the Lisbon and Gothenburg agendas.

In principle, all regions (defined at NUTS 3 levels)
along the external and internal borders, terrestrial
as well as maritime®, would be concerned by
cross-border cooperation. The aim would be to pro-
mote joint solutions to common problems between
neighbouring authorities, such as urban, rural and
coastal development and development of eco-
nomic relations and networking of SMEs.
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In this context, the Commission intends to propose a
new legal instrument in the form of a European
cooperation structure (“Cross-border regional author-
ity”), in order to allow Member States, regions and lo-
cal authorities to address — both inside and outside
Community programmes — the traditional legal and
administrative problems encountered in the manage-
ment of cross-border programmes and projects. The
aim would be to transfer to this new legal structure the
capacity to carry out cooperation activities on behalf of
public authorities.

In order to allow more effective actions on the external
borders of the enlarged Union, the Commission will
propose a New Neighbourhood Instrument (NNI) in
the context of the European Neighbourhood Strategy.
The NNI would operate on both sides of the external
border, including, where appropriate, maritime bor-
ders. The NNI will promote, inter alia, sustainable eco-
nomic and social development and build on past
experience of cross-border cooperation, in particular
partnership, programming  and
co-financing.

multi-annual

So far as the broader actions to promote transnational
cooperation are concerned, the lessons should be
drawn from current experience. In particular, Member
States and regions would be invited to assess the use-
fulness and effectiveness of the existing 13 transna-
tional cooperation zones (defined under INTERREG
[1IB) in the light of enlargement. The objective would
be to decide, together with the Commission, on a num-
ber of zones for transnational cooperation which are
sufficiently coherent and where there are common in-
terests and opportunities to be developed. It is envis-
aged that such cooperation would focus on strategic
priorities with a trans-national character such as R&D,
information society, environment, risk prevention and
integrated water management.

Finally, the Commission proposes that regions should
in future incorporate actions in the field of interregional
cooperation within their regional programmes. To
achieve this, regional programmes would need to
dedicate a certain amount of resources to exchanges,
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cooperation and networking with regions in other
Member States. In addition, the Commission would
seek to facilitate exchange of experience and good
practice on a European scale by organising networks
involving regions and cities.

An integrated response to specific
territorial characteristics

One of the key characteristics of an effective cohesion
policy lies in its adaptability to specific needs and char-
acteristics of territories.

This report shows that particular geographical or
natural handicaps may intensify development prob-
lems, particularly in the outermost regions of the
Union, in many islands, in mountain areas and in
sparsely populated parts in the far north.

The report also identifies the role cities throughout the
Union play as centres of economic development, al-
though they are also faced by problems linked to envi-
ronmental pressure, social exclusion and economic
restructuring. It also emerges from the analysis that
rural areas continue to be faced by large-scale
changes. Their revitalisation depends on the diversifi-
cation of economic activity and the strengthening of
their links with urban areas.

While recognising the different circumstances and
challenges, the Commission considers that the
next generation of programmes should be defined
in such a way that the different territorial problems
(and opportunities) can be addressed without multi-
plying the number of programmes or the number of
instruments. Any given programme
should therefore provide the framework for different
situations to be dealt with and for integrated and ho-
listic solutions to problems to be addressed.

individual

Integrating urban deprivation and regeneration
into regional programmes: URBAN+

The foregoing is relevant to urban policy. Building
on the strengths of the URBAN initiative, the
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Commission intends to reinforce the place of urban
issues by fully integrating actions in this field into
the programmes.

To carry this out, at the beginning of the next pro-
gramming period, each Member State would pro-
pose a list of urban areas which would benefit from
a specific action within the programmes. The extent
of the problems facing the cities and their role in
promoting regional development would suggest
that the number of cities concerned should be
greater than the 70 today covered by the URBAN
initiative in the EU15.

Critical to the success of urban actions is the involve-
ment of the city authorities both in the design of
programmes and in the management. It is therefore
envisaged that an arrangement involving a sub-dele-
gation of responsibilities to these authorities would be
necessary within the regional programmes. The scale
of interventions organised in this way would be de-
cided when the programmes are drawn up, but it is
worth noting that today more than 10% of the total EU
contribution to Objectives 1 and 2 is devoted directly
or indirectly to financing urban-related measures.

As indicated above, cooperation between cities — an
important element of the added value of European ac-
tion — would be included under the heading of territo-
rial cooperation.

Outermost regions

The Commission intends, within the convergence ob-
jective, to set up a specific programme to compensate
for the specific constraints of the outermost regions,
as recognised by article 299.2 of the Treaty and re-
quested by the European Council of 21-22 June 2002
in Seville. In addition, an action, “Grand Voisinage”,
aimed at facilitating cooperation with the neighbouring
countries, would be included under the new “Euro-
pean territorial cooperation” programmes. In accor-
request of the Council, the
Commission will shortly present a report on an overall
strategy for the outermost regions.

dance with the
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Addressing persistent problems of development
in regions with geographical handicaps

Problems of accessibility and remoteness from large
markets are particularly acute in many islands, some
mountain areas and in sparsely-populated regions,
particularly in the far north of the Union.

The allocation of resources for the regional competi-
tiveness and employment priority should take account
of this by using “territorial” criteria, reflecting the rela-
tive disadvantage of regions with geographical handi-
caps. Member States should ensure that the specific
features of these regions are taken into account when
it comes to the targeting of resources within regional
programmes.

In an effort to promote more action in these sometimes
neglected areas and to take account of the higher cost
of public investment in per capita terms, for the next
period it is proposed that territories with permanent
geographical handicaps should benefit from an in-
crease in the maximum Community contribution.

A better organisation of the instruments
operating in rural areas and in favour of
the restructuring of the fisheries sector

In the communication financial perspective, the Com-
mission proposes to simplify and to clarify the role of
the different instruments in support of rural develop-
ment and the fisheries sector.

The current instruments linked to rural development
policy would be grouped in one single instrument un-
der the Common Agricultural Policy designed to:

* increase the competitiveness of the agricultural
sector through support for restructuring (for in-
stance, investment aids for young farmers, infor-
mation and promotion measures);

enhance the environment and countryside

through support for land management, including
co-financing of rural development actions related
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to Natura 2000 nature protection sites (for in-
stance agri-environment, forestry, and ‘Least Fa-
voured Areas’ measures);

* enhance the quality of life in rural areas and pro-
mote diversification of economic activities through
measures targeting the farming sector and other
rural actors (for instance, qualitative reorientation
of production, food quality, village restoration).

The present Community Initiative, LEADER+, would
be integrated into mainstream programming.

Similarly, action in favour of the restructuring of the
fisheries sector would be grouped under a single in-
strument, which would focus on actions to accompany
the restructuring needs of the fisheries sector and to
improve working and living conditions in areas where
the fisheries sector, including aquaculture, plays an
important role.

An important part of these proposals is that the finan-
cial resources transferred from cohesion policy to
these new instruments would continue to be deployed
in such a way that the same degree of concentration is
achieved as today on helping the less developed re-
gions and countries covered by the convergence
programmes.

Outside these interventions, cohesion policy would
support the diversification of the rural economy and of
the areas dependent on fisheries away from tradi-
tional activities, in conformity with the priority themes
listed in the Box.

Coordination and complementarity
with other Community policies

Cohesion policy provides an essential complement to
other Community-wide expenditure in the field of inno-
vation (R&D, enterprise, information society and envi-
ronmentally clean technologies), networks (transport,
energy, communication) and education and culture. In
effect, cohesion policy helps to ensure that the neces-
sary physical and institutional capacities are created
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in the Member States and regions across the whole of
the Community enabling them to benefit from these
other policies. The management of the latter policies,
on the one hand, and cohesion policy, on the other,
could be improved in future through more ongoing dia-
logue and exchange of information and better coordi-
nation of activities.

The question of complementarity concerns a number
of policy fields. Particular attention would be given to
ensuring the integration of actions in favour of equal
opportunities between men and women into national
and regional programmes.

Likewise, the implementation of cohesion policy
should help to promote compliance with internal mar-
ket rules, especially as regards public procurement
legislation. Arapid and effective implementation of the
new legislative package for public procurement in the
Member States would contribute to the simplification
of procedures and, therefore, to the efficiency of cohe-
sion policy.

At another level, consistency with the Broad Eco-
nomic Policy Guidelines and the European Employ-
ment Strategy would help to increase the
effectiveness of cohesion policy.

A key question is that of the consistency between co-
hesion and competition policies. The regions with
GDP per capita below 75% of the average should re-
main eligible for the state aid regime as defined in ac-
cordance with Article 87.3(a) of the Treaty. For the
regions affected by the “statistical effect”, these would
be subject to a limit on state aid similar to that foreseen
under Article 87.3(a) at the beginning of the period.
These regions would be assimilated to the state aid
regime as defined in Article 87.3(c) but subject to the
relevant limits on aid intensity granted under Article
87.3(c) by the end of 2013 at the latest.

The outermost regions as defined under Article 299 of
the Treaty that would not be covered by the new con-
vergence objective would also benefit from a specific
transitional state aid regime setting limits on aid that
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would be comparable, initially, to those defined under
Article 87.3(a), followed by a gradual reduction.

For other regional programmes, the Commission is
proposing to abandon the current system whereby it
draws up detailed lists of eligible areas at sub-regional
level (see below). Consistency would be ensured at
the level of the priorities to be financed rather than at
the level of the geographical areas where the actions
supported take place. This means that outside the
convergence objective, the different fields of interven-
tion will have to be pursued in a manner consistent
with the applicable state aid rules. At the same time,
the Commission intends to keep the relevant state aid
rules under review taking into account these priorities.

The Commission intends to simplify the rules as re-
gards other state aid matters not explicitly covered by
existing frameworks, guidelines or regulations. This
concerns cases involving the granting of limited
amounts of state aid. The principle would be one of ap-
plying a so-called “significant impact test”. The result
would be to provide greater legal security and more
flexibility, well above what is currently possible under
the de minimis rule, for both Member States and re-
gions in addressing local development and employ-
ment issues.

A reformed delivery system

The way that policies are implemented has a decisive
effect on their effectiveness. The delivery mechanism
for cohesion policy has demonstrated its capacity to
deliver quality projects of European interest on the
ground while maintaining high standards in the man-
agement and control of public expenditure, because:

» it allows interventions to be planned within a sta-
ble, medium-term (multi-annual) framework nec-
essary for the realisation of major investment;

» through its integrated strategies for development,

it combines within a single coherent framework,
targeted investment in equipment, infrastructure,
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innovation and human resources taking into ac-
count the specific circumstances of the regions;

» it promotes good governance through closer pub-
lic-private partnership;

» as aresult of co-financing arrangements, it levers
in additional expenditure from national public and
private sources;

* it encourages more precision in public expendi-
ture so that it is more cost-efficient while at the
same time being compatible with the single
market.

However, this report underlines the need to tackle
certain difficulties encountered in the implementa-
tion of current programmes. Though the key princi-
ples of
partnership, co-financing and evaluation — should
be maintained, the efficiency of the policy in an en-
larged Union could be enhanced by introducing a
number of reforms designed, first, to encourage a
more strategic approach to programming; sec-
ondly, to introduce further decentralisation of re-
sponsibilities to partnerships on the ground in the
Member States, regions and local authorities;
thirdly, to reinforce the performance and quality of
programmes co-financed through a reinforced,
more transparent partnership and clear and more
rigorous monitoring mechanisms,;and fourthly, to
simplify the management system by introducing
more transparency, differentiation and proportion-
ality while ensuring sound financial management.

cohesion policy — programming,

It should be noted that the limits of decentralisation
resulting from simplification are set by the fact that
the Commission is accountable to the budgetary
authority and to public opinion on the sound finan-
cial management and on the results of the activities
co-financed. The reform of the delivery systemin all
its aspects, as presented below, would be under-
taken in full respect of the Treaty and of the basic
principles of the new financial regulation (article
155)1°,
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The body of law for the new cohesion policy would be
presented and adopted at the same time to ensure
greater coherence and efficiency from the beginning
of the programming period.

More strategic orientation on
the priorities of the Union

The Commission proposes that an overall strategic
document for cohesion policy should be adopted by
the Council, after an opinion of the Parliament, in ad-
vance of the new programming period and on the ba-
sis of a Commission proposal, defining clear priorities
for Member States and regions.

This strategic approach would guide the policy in its im-
plementation and make it more politically accountable. It
would help to specify more tightly the desired level of
synergy to be achieved between cohesion policy and
the Lisbon and Gothenburg agendas and would in-
crease the consistency with the Broad Economic Policy
Guidelines and the European Employment Strategy.

Each year, the European Institutions would examine
progress on the strategic priorities and results
achieved on the basis of a report by the Commission
summarising Member State’ progress reports.

To support this work, evaluation tasks need to be re-
defined with a view to become more strategic and
result-oriented.

Simplification based on more subsidiarity

Already during the current period, the Commission
has embarked on an exhaustive examination of ways
to streamline the management of cohesion policy. For
the next period, the Commission proposes to simplify
further the system in a number of key aspects.

Programming

The programming system would be simplified as
follows:
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» at the political level. on the basis of the strategic
document adopted by the Council, each Member
State would prepare a policy document on its de-
velopment strategy, which would be negotiated
with the Commission and constitute the frame-
work for preparing the thematic and regional
programmes, but not having the role — as the ex-
isting Community Support Framework — of a
management instrument;

» atthe operational level: on the basis of the policy
document, the Commission would adopt national
and regional programmes for each Member State.
The programmes would be defined at an aggre-
gate or high priority level only, highlighting the
most important measures. Additional detail, re-
flected today in the so-called “programme com-
plement” would be abandoned as well as
management by measure.

Coordination and coherence between the Funds
would be guaranteed at both political and operational
level.

The number of funds would be limited to three (ERDF,
ESF and Cohesion Fund) compared to the current six
(see Box at the end of this section).

As opposed to current multi-Fund programmes, fu-
ture ERDF and ESF interventions would aim at op-
erating with only one Fund per programme. In this
respect, the action of each Fund would be made
more coherent by allowing the ERDF and the ESF
to finance residual activities related, respectively,
to human and physical capital. Funding of these ac-
tivities would be limited and directly linked to the
main domains of interventions of each Fund. This
would allow both for a simplification and increased
effectiveness of programming.

The Cohesion Fund and the ERDF would follow a sin-
gle programming system, where transport and envi-
ronment infrastructures are concerned. Large
projects would be adopted by the Commission sepa-

rately, but managed within the related programmes.
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Financial management, co-financing

Payments would be made at the level of each
high-level priority and no longer, as today, at the lower
level of the “measure”. The system of payments (ad-
vances and reimbursement) as well as the essential
principle of automatic de-commitment (the ‘'n+2" rule)
would be maintained.

National rules would largely determine eligibility of ex-
penditure, with the exception of a limited number of
fields such as VAT, technical assistance and passive
interests'', where Community rules would continue to

apply.
Financial control

The principle of proportionality would apply to the op-
eration of control systems, the level of intervention by
the Commission depending on the level of Community
co-financing and the adequacy of the national or re-
gional control systems. Below certain thresholds, the
Member State would have the option of using its na-
tional control systems for the programmes concerned,
and the Commission would rely principally on a decla-
ration of assurance by an independent national con-
trol body. The Commission would continue to apply
closure of account procedures and financial correc-
tion mechanisms, which enable it to assume its
responsibility for the implementation of the budget.

Proportionality and further simplification of financial
management and control should go hand-in-hand
with stricter sanctions and prompt recovery in case of
irregularities or fraud.

Additionality

Additionality — that EU resources should add to rather
than replace national resources — would remain a
key principle of cohesion policy. However, in line with
the principle of proportionality, the Commission would
verify its application only within the “convergence” ob-
jective. Member States would be responsible for en-
suring that the principle of additionality applies within
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the “Regional competitiveness and employment” and
“European territorial cooperation” programmes.

Partnership and coordination

Partnership would be enhanced by reinforcing the
complementarity and cooperation between Member
States, regions and local authorities both at the pro-
gramming and implementation levels. In this respect,
according to its institutional arrangements, each
Member State should seek to organise the coordina-
tion between the different levels of government
through tripartite agreements.

To promote better governance, the social partners
and representatives from civil society should become
increasingly involved through appropriate mecha-
nisms in the design, implementation and follow-up of
the interventions.

In order to increase the leverage effect, more empha-
sis is needed on modern forms of financing. One di-
rection of reform would be to reinforce the partnership
with the European Investment Bank and the European
Investment Fund, for example, by establishing a
stronger link between co-financing rates and the eco-
nomic viability of programmes and projects.

These proposed changes should bring greater trans-
parency to the operation of the policy, facilitating the
access of citizens and companies thus increasing the
number of projects coming forward and helping to
make a contribution to greater value-for-money
through increased competition for support.

More concentration

The maijor concentration of resources should remain
on the less prosperous Member States and regions
with an emphasis on the new Member States. At the
level of the individual development programmes, con-
centration would be achieved by focusing on the Lis-
bon and Gothenburg priorities as well as, in the
“convergence” regions, on institutional capacity
building.
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With regard to the competitiveness
programmes, the current emphasis (under Objec-
tive 2) on the zoning of eligible areas at the level of
communes, municipalities and wards has meant
that concentration has been understood almost ex-
clusively in micro-geographical terms. While the
geographical concentration of resources in the
worst affected pockets or areas must remain an es-
sential part of the effort in the future, it must also be
recognised that the prospects of such areas are in-
timately linked to the success of the region as
whole.

regional

As many regions have recognised, this requires the
development of a coherent strategy for the whole
region as away of addressing the needs of its weak-
est parts. For the future, it is therefore proposed to
abandon the current system of micro-zoning, allow-
ing the appropriate balance between the geograph-
ical and other forms of concentration to be
determined in the drawing up of the regional com-
petitiveness programmes in partnership with the
Commission.

This should not imply any dilution of the level of effort
in deploying EU financial resources. Under the “re-
gional competitiveness” strand, concentration would
take place at a two levels:

+ Thematic concentration would be stronger out-
side the “convergence” regions, in the sense that
programmes would address a maximum of three
themes (see Box).

« Asecond level of concentration will be assured via
rules on the minimum financial volume of

programmes and priorities.

In the context of the partnership, regions would have
the responsibility in the firstinstance for concentrating
financial resources on the themes necessary to ad-
dress the economic, social and territorial disparities at
regional level. The Commission would verify and con-
firm consistency at the moment of deciding the
programmes.
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Finally, through the principle of de-commitment of un-
used funds (the 'n+2" rule), a discipline unique to re-
gional and cohesion policy, there would remain a
strong incentive in favour of the efficient and rapid
realisation of the programmes.

A stronger accent on
performance and quality

Effectiveness calls for a greater focus on impact and
performance, and for a better definition of the results
to be achieved. Overall, the efficiency of cohesion pol-
icy would be improved by the establishment of an an-
nual dialogue (see above) with the European
Institutions to discuss — on the basis of the Commis-
sion’s yearly report accompanied by Commission rec-
ommendations — the progress and results of national
and regional programmes, so to enhance transpar-
ency and accountability towards the institutions and
the citizens.

Evaluation before, during (on-going) and after the end
of the programmes would remain essential to the
overall effort to maintain quality. In the assessment of
regional strengths and weaknesses at the beginning
of each programme, there is a need inter alia for an ad-
ditional effort to anticipate within each Member State
and region the adjustments likely to occur from trade
opening and globalisation. In addition, it is recom-
mended that trade impact assessments should in fu-
ture include systematically a territorial dimension for
the EU.

In addition, the Commission proposes to set up a
Community performance reserve whose main objec-
tive would be to reward the Member States and re-
gions which show the most significant progress
towards the agreed objectives. The rules for the allo-
cation of the reserve would be improved and simplified
taking into account the experience with the perfor-
mance reserve for the current programming period.

In this context, a stronger complementarity and part-

nership between the Structural Funds, the EIB and
EIF could be established.
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Finally, the Commission proposes that Member State
create within their national allocation a small reserve
enabling them to respond swiftly to unexpected sec-
toral or local shocks resulting from industrial restruc-
turing or the effects of trade agreements. This reserve
would be used for providing ancillary support to the
re-training of the most affected workers and to the di-
versification of the economy in the areas concerned,
acting as a complement to the national and regional
programmes which should constitute the principal in-
strument for restructuring in anticipation of economic
change. The mobilisation of the reserve would be dis-
cussed and agreed with the Commission.

It is important to recall here that the new financial per-
spective propose the creation of a specific instrument
(Growth Adjustment Fund) to complement growth and
cohesion objectives in the light of the objectives of the
Union and to react to crises stemming from international
economic and trade developments. The Commission
proposes to add to this instrument by using the commit-
ted, but unused, funds from the ERDF and ESF up to a
maximum of EUR 1 billion per year.

Financial resources

The financial resources dedicated to cohesion pol-
icy should reflect the ambition of an enlarged Union

to promote growth and job creation in its less
favoured areas. For the period 2007-2013, the
Commission has proposed in the financial perspec-
tives to allocate a sum equivalent to 0.41% of the
GNI of the EU27 (which equates to 0.46% before
the transfers to the proposed single rural and fisher-
ies instruments) in support of the three priorities of
the reformed cohesion policy. This percentage cor-
responds to EUR 336.3 billion over the period (or
EUR 344.9 billion taking into account the adminis-
trative expenditures and the Solidarity Fund). With
the exception of the Solidarity Fund, these re-
sources would remain, as today, an expenditure
target, while remaining subject to the rules related
to de-commitment ('n+2").

The indicative division of this amount among the
three priorities of the reformed policy would be as
follows:

1) Around 78% for the “convergence” priority (less
developed regions, Cohesion Fund, and “statisti-
cal effect” regions), with the emphasis on help to
the 12 new Member States. The absorption limit
(“capping”) for financial transfers to any given
Member State under cohesion policy would be
maintained at its current 4% of national GDP, tak-
ing into account amounts included under the rural
development and fisheries instruments.

I Expenditure on cohesion policy, 2000-2013

EUR million (at 2004 prices)
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The relative importance of the Cohesion Fund
would be enhanced to represent a third of the fi-
nancial allocation for the new Member States con-
cerned. This is in order to consolidate the effort
begun in 2004-2006 in the light of significant
needs of these countries in terms of transport and
environment infrastructure. The allocation be-
tween countries would take account of the needs
of each Member State and upper and lower limits
would be established, as today (financial
“fourchettes”).

The regions concerned by the so-called statistical
effect would benefit from a specific, decreasing al-
location under the convergence objective to facili-
tate their “phasing out”.

2) Around 18% for the “regional competitiveness and
employment” priority. Outside the phasing-in re-
gions the distribution between the regional
programmes financed by the ERDF and the na-
tional programmes financed by the ESF would be
50-50.

Regional programmes inside the “phasing in” re-
gions will follow the same principle of funding from
a single source (the ERDF). Interventions inside
these regions in pursuit of the EES will take place
in the context of the national programmes fi-
nanced by the ESF, with an appropriate earmark-
ing of ESF resources to ensure that the profile for
phasing inis fully respected, ERDF and ESF com-
bined. The contribution of each Fund in the re-
gions concerned would follow, on average, the
same proportions as in the current multi-fund
programmes.

3) Around 4% for the “territorial cooperation” priority.

For the distribution of the financial resources among
Member States, the Commission proposes to apply
the method based on objective criteria used at the
time of the Berlin Council (1999) for the “convergence”
priority, taking into account the need for fairness
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regarding the regions affected by the statistical effect
of enlargement.

Resources for the objective “regional competitiveness
and employment” would be allocated by the Commis-
sion between Member States on the basis of Commu-
nity economic, social and territorial criteria.

Finally, the size of the population living in the relevant
regions and relative socio-economic conditions would
guide the distribution of resources under the “Euro-
pean territorial cooperation” objective.

*kkkk

The Commission will organise a Forum on 10-11 May
2004, in advance of the presentation by the Commis-
sion of the new legislative proposals. This Forum will
bring together all those concerned by cohesion policy
to discuss the proposals contained in this report.
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1 European Commission, Building our common future: policy challenges and budgetary means of the enlarged Union, 2007-2013
COM(2004)101

2 COM(2003)34 final of 30.1.2003, p.4.

3 Strictly defined at the NUTS 2 level.

4 Measured in purchasing power parities and calculated on the basis of the Community figures for the last three years available at the
moment the decision is taken.

5 Each of these Funds would have at its disposal resources to finance technical assistance.

6 Measured in purchasing power parities and calculated on the basis of the Community figures for the last three years available at the

moment the decision is taken.

Defined at NUTS 1 or NUTS 2 depending on the institutional system of each Member State
COM(2003)34 final of 30.1. 2003, p.27.

Only maritime borders proposed by Member States would be eligible.

Council Regulation (EC, Euratom), 1605/2002 of 25 June 2002.

Interest to be paid by the management authority or the final beneficiary.

- =2 ©O ©
- O

J THIRD REPORT ON ECONOMIC AND SOCIAL COHESION





