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Introduction

The Fifth Periodic Report on the social and economic
situation and development of the regions in the
Community updates the information contained in
preceding reports and provides further analysis on
matters relating to regional problems and policy.

Part A of the report covers the main regional trends
and differences over the last decade or so in regard
to output, productivity, employment and unemploy-

ment. Also included are the results of a major re-

examination of demographic trends in the regions
which focuses on the prospective changes in popula-
tion and labour force for the year 2000.

Part B examines some of the factors underlying the
disparities between regions. The analysis builds on
that undertaken in previous reports, for example, in
regard to infrastructure where a new statistical data-
base on national and regional endowments is exam-
ined. A chapter is also devoted to the role of research
and technological development in the regions,
broadening the analysis presented in the preceding
report. Entirely new elements include a consideration
of the trends in foreign direct investment flows (and
the relative attractiveness of regions to new inves-
tors) and differences in the accessibility of regions
(including how this can be expected to change as a
result of improvements in transport).

Part C of the report describes the situation in the
Community’s problem regions which were eligible for
assistance under Community regional policies for the
period 1989-93. The report also provides a first oppor-
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tunity to consider the next generation of regional
policies effective from 1994 where there is both
continuity with the past as well as important innova-
tions. This part of the report also examines Member
States’ own regional policies and the changes which
have taken place over the last decade or so.

Part D of the report covers other Community policies
in the field of economic and monetary integration and
external policy (enlargement). The latter covers re-
gional aspects of the last enlargement (the situation
and prospects of the new German Linder), the next
enlargement (the regions of Austria, Sweden,
Finland and Norway) as well as examining the re-
gional situation of the countries in the East under-
going extensive economic reform (Poland, the Czech
Republic, Slovakia and Hungary).

The report reflects a combination of own research
and studies carried out by external experts which are
referenced in the text.

Legal basis

The periodic reports are prepared in accordance with
Article 8 of Council Regulation (EEC) N°4254/88
(as amended) on the reform of the European Regional
Development Fund. .

The report was adopted by the Commission after
consulting the Advisory Committee on the Develop-
ment and Conversion of Regions which expressed a
favourable opinion on its contents.
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Summary and conclusions

Regional trends
in the recession

The economic situation confronting the regions of
the Community in 1993/94 could scarcely be more
different from that which prevailed when the Com-
mission produced the previous Periodic Report at the
end of 1990. Then, economic growth was averaging
3-4% per annum, jobs were being created at a record
rate and unemployment was falling steadily even in
the face of an expanding labour. force. Now, the
Community’s economy is at the end of a relatively
deep recession — output seems to have fallen slightly
in 1993 for the first time since 1975 —and unemploy-
ment has risen to 11%, slightly above the level a
decade earlier when it was at its highest in the
Community’s history.

Whatever the explanation of the Community’s econ-
omic difficulties, and although signs of improvement
are visible, they have not provided the ideal circum-
stances for a reduction in interregional disparities, as
pointed out in previous Periodic Reports.

More detailed analysis of the trends at regional level
reveal a mixed picture. In terms of their capacity to
generate income (defined in terms of Gross Domestic
Product (GDP) and expressed per head of popula-
tion), there is evidence of a general narrowing of
disparities across the regions as a whole. Upto 1991
—the latest year for which a complete data set exists —
statistical measures which take into consideration the

situation of all regions point to a slow but steady
reduction in disparities in output per head in general.
Even so, the gap between the richest and poorest
regions remains considerable. For example, in 1991,
the top 10 regions had an average income per head
some 3!/, times greater than the bottom 10. With the
new German Lénder included the difference is
4!/ times.

The figures also suggest that border regions in the
Member States tend to be poorer than the rest of the
country. This is not a uniform tendency, and espe-
cially in Belgium the difference in their income per
head is small.

With regard to unemployment rates, disparities
which narrowed at the end of 1980s widened again
in 1992 and 1993. Unemployment in 1993 in the
10 worst-affected regions averaged 25.3%, some
7 times higher than the 10 least-affected regions
where the rate averaged 3.6%. The regions with the
highest rates of unemployment — in Spain, Southern
Italy, Ireland and Northern Ireland — are often those
where working-age population and labour force are
growing the fastest.

While it was expected in the last Periodic Report that
labour supply growth would slow down, this now
seems by no means certain. In part this is because of
the possible persistence of the higher levels of immi-
gration into some parts of the Community which
have been a feature of recent years. More importan-
tly, it is because there are as yet no signs that the




upward trend in female activity rates is slowing down
especially in those parts of the Community where
they are relatively low. In general, demographic fac-
tors cannot be counted on to solve the Community’s
unemployment problems, especially at regional
level, although falling numbers of young people in
certain areas should help to reduce levels of youth
unemployment.

The unemployment problems also reflect the failure
to create jobs at the rate required to offset the long-
term decline in agricultural employment —a process
which has yet to run its full course in most regions —
and the job losses caused by the restructuring of
industry.

An examination of selected sectors within industry
shows widely different experiences. In textiles and
clothing, which is strongly represented in the weaker
regions of the Community, both output and employ-
ment are under threat. In automobiles and aero-
nautics, rationalisation and the reorganisation of pro-
duction threaten employment although the longer
term trend in output is upward. Both activities have
been hard-hit by the global recession and the job
losses have contributed to rising unemployment in
some of the Community’s central regions, although
rates seldom approach those in the Community’s
worst-affected regions in the South and Ireland.

Also considered in the report is the defence sector,
an amalgam of industrial and service activities
brought together by their shared dependence on pub-
lic defence budgets which are under threat in vir-
tually all Member States. The outcome for the re-
gions in which production is located is uncertain.
Community producers are not entirely dependent on
domestic markets but the restructuring of output to-
wards non-military uses seems to offer the best long-
term policy. At the same time, the run-down or
closure of military installations — often located in
remote and rural areas — will also affect the regions
to varying degrees depending on the extent of local
linkages while the effect on unemployment of a
reduction in military personnel will tend to be more
widely spread.

Factors behind
the disparities

The disparities between the regions reflect their dif-
ferent underlying circumstances: a combination of
historical patterns of development and the capacity
to adapt to the rapidly changing world of the late
twentieth century.

Uneven patterns of development, historically, have
resulted in widely different endowments in infra-
structures (transport, energy, telecommunications
and the environment) and in human capital (the
knowledge and skills accumulated in the workforce)
which are basic conditions for efficient production.
Disparities in incomes per head are strongly associ-
ated both with poor levels of infrastructure provision
and lower levels of qualification of the labour force.
Compared to the rest of the Community, the regions
of Greece, Spain, Ireland and Portugal tend to have
fewer roads, fewer motorways (and higher road-
accident rates), fewer and more outdated rail lines,
fewer telephone lines, poorer access to the major
energy networks and are less likely to be connected
to waste and water supply systems. The differences
remain stark even after standardisation for popula-
tion and land size.

New Commission figures throw these disparities into
sharp relief. For example, the provision of motor-
ways in Ireland and Greece is less than 10% of the
Community average. In Portugal there is an average
of only 27 telephone lines per 100 inhabitants — less
than half the density in most Northemm Member
States. In Portugal and Greece, only 10% of the
population is connected to,a waste water treatment
facility (a particular difficulty given the importance
of tourism in these areas) whereas the figure is over
80% in most Northern Member States. There are
often wide differences in the levels of qualification
of the workforce, although the situation is changing
rapidly. The weight of the past remains important and
whereas in the Community as a whole, for example,
less than one in five adults had not completed an
education beyond primary level, in Greece the figure
is one in two adults and, in Portugal, three in every
four adults. This is one factor in the explanation of
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relatively low rates of female participation in these
areas.

The knowledge and skills accumulated in the work-
force are critical for the competitiveness and adapta-
bility of regional economic structures, a feature
which is closely linked to research and technological
development activity (RTD). Adjusted for the size of
their workforce, Greece and Portugal have only 20-
25% of employment in RTD compared with the more
advanced Member States. This is only one aspect of
the handicap suffered by the weaker Member States
and regions. Others include a comparative absence
of private sector involvement, and the absence of a
financial environment attuned to the risks of innova-
tory activities. Nevertheless, the evidence suggests
that a major investment programme in research fa-
cilities in the Community’s weaker regions is not the
most direct or cost-effective solution since new tech-
nology can be acquired externally. What is more
critical is the capacity to absorb and exploit new
technology which is often lacking and which there-
fore implies a need to establish appropriate systems
for technological transfer. A key difficulty in the
weaker regions, however, is a lack of receptiveness to
RTD: a failure of businesses both to recognise the
importance of RTD and to establish a business ethos
based on the continuous introduction of new products
and processes. This suggests a role for the transfer of
appropriately qualified personnel from stronger to
weaker regions, demonstration projects and other
measures which will help persuade firms of the relev-
ance of RTD to their business prospects. This is espe-
cially relevant to small and medium-sized enterprises
which are often a key source of innovations.

Many of the handicaps affecting the weaker regions
can be alleviated through new investment. There is
encouraging evidence that the weakest Member
States — with the support of the Community’s Struc-
tural Funds — are investing more heavily in infra-
structure than the rest of the Community. In the four
poorest Member States, real investment in transport
more than doubled between 1989 and 1993 (much
more on roads than on rail) while in Spain and
Portugal annual investment in telecommunications
trebled — albeit from a very low base — in the five
years up to 1991. Since the latter investments em-

body the latest technology, it has enabled the weaker
regions to achieve relatively high rates of access to
the digital services which are essential for modern
data transmission systems.

Investment in transport, energy and telecommunica-
tions is vital to overcoming natural, geographical
disadvantages often suffered by the Community’s
peripheral regions and islands. Geographical periph-
erality, however, is not the same as economic periph-
erality, a fact which should become even clearer with
the enlargement of the Community to include distant
but often relatively prosperous Nordic regions. Cur-
rently planned investment in passenger transport net-
works is an important step towards reducing the
economic effects of geographical peripherality. Ana-
lysis of the effects of these improvements suggests
that the main benefits are likely to accrue to many
regions in Greece, Ireland and Southern and Western
parts of the Iberian Peninsula, reducing the time it
takes to travel to Europe’s main economic centres. It
is therefore of critical importance that these projects
are carried out.

Improvements in telecommunication networks will
also increase the accessibility of peripheral areas
although they are not the substitute for transport that
is sometimes thought. On the contrary, contacts es-
tablished by telephone — and along the information
highways of the future —are likely to lead to increased
demand for passenger and freight traffic. Transport
and telecommunications networks are, therefore, es-
sentially complementary.

In relation to energy infrastructures, improvements
in terms of the inter-connection and inter-operability
of energy networks, and regional access to these
networks, will help to improve regional development
prospects.

The evidence shows that new investors are acutely
aware of infrastructure and human resource endow-
ments when taking their decisions about where to
locate, placing both features at the top of their list of
requirements. Modern firms tend to seek a combina-
tion of favourable features rather than being attracted
by any single factor — which differ from activity to
activity — when deciding where to invest.
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One important factor which has favoured
Community regions as a whole as a location for new
investment has been the creation of the Single
Market. This has led to a massive (gross) inflow of
foreign direct investment (FDI) into the Community
from third countries estimated at nearly 120 bil-
lion ECU between 1986 and 1991. When combined
with the flows between Member States — some
150 billion ECU between 1986 and 1991 — FDI rep-
resents a significant source of potential investment
for the Community’s weaker regions and, except in
the case of Greece, has outstripped the transfers from
the Structural Funds. All of the weaker Member
States are net beneficiaries of those FDI flows as are
Belgium/Luxembourg and the UK. In the weaker
Member States, the flows from their Community
partners are the most important whereas the UK is a
major recipient of FDI from third countries.

The Community’s
problem regions
and regional policies

It was against a background of wide regional dis-
parities, and the potential impact of the competitive
forces unleashed by the Single Market, that the
Community introduced the reform of the Structural
Funds in 1988. Three types of problem region were
defined in terms of the Objectives of policy action:
Objective 1 (regions where development was lagging
behind), Objective 2 (regions in industrial decline),
and Objective 5b (rural problem areas). Defined in
this way, in 1989, 140 million people in the
Community lived in problem regions — half of them
living in the weakest (Objective 1) regions — and in
1990, 16 million people of the former GDR were
added (under special provisions).

The performance of these regions over time has been
mixed. On the positive side, many Objective 1 re-
gions have been converging towards the more pros-
perous parts of the Community, although there are
wide variations from region to region. The perfor-
mance of Ireland, Spain and Portugal has been most

encouraging. Here, annual economic growth has
averaged 3% to 13/,% above the rate for the
Community as a whole since the mid-1980s. The
situation in Greece as well as in Southern Italy and
Northern Ireland on the other hand, is considerably
less encouraging and the economic performance of
these regions seems to be deteriorating relative to the
rest of the Community.

Catching up remains a long-term challenge and the
gaps remain wide even with a growth differential on
the scale achieved over recent years by Spain, Ireland
and Portugal. In 1993, GDP per head was some
22-24% below the Community average in Spain and
Ireland and 40% below in Portugal.

Many of the Objective 1 regions which have shown
improvement in terms of GDP have achieved this
primarily through increases in productivity. The ef-
fect on employment and unemployment has been less
significant. Because their labour force has grown,
unemployment in Objective 1 regions as a whole has
increased significantly since the mid-1980s. In 1993,
one in six of the labour force was out of work, 50%
above the Community average.

" Employment in the Objective 1 regions is still dis-

proportionately concentrated in traditional activities.
Whereas these regions account for around 16% of
total employment in the Community, they account
for nearly 50% of employment in agriculture. In
some regions the share of agricultural employment
is still as high as 40% compared to a Community
average of under 7%. The corollary is that service
employment is often 10 percentage points or more
below the Community average. Experience suggests
that agricultural employment will decrease while
many of the new jobs will be in services. The new
opportunities may therefore tend to be of particular
benefit to women many of whom are likely to be new
entrants to the labour market. As a result, the effect
on unemployment might well be small.

The labour market situation is particularly important
in Objective 2 regions since in these areas a reduction
of unemployment is the principal aim of Community
policies. Here, developments appear to have been
favourable with unemployment falling by nearly
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3 percentage points between 1986 and 1993 while in
the rest of the Community it remained virtually un-
changed. This appears to reflect high rates of job
creation in Objective 2 areas, up by 13% between
1986 and 1993, nearly double the rate of increase in
the Community as a whole.

Employment increased in Objective 5b areas at the
same rate as in the Community as a whole. The result
was a fall in unemployment rates of 1 percentage
point between 1986 and 1993, which may reflect
some decline in the labour force in rural areas, per-
haps due partly to outward migration of population
of working age.

While falling short of a full evaluation of assisted
regions, the trends in income per head, employment
and unemployment are important points of reference
for the Community’s new structural policies begin-
ning this year (1994). This new phase of regional
policies will need to address a number of specific
problems, such as the poor economic performance of
Greece, Corsica and Sardegna as well as the general
problem of persistently high unemployment in the
Spanish Objective 1 regions, Southern Italy, Ireland
and Northern Ireland. The latter areas represent the
most acute aspect of the Community’s general failure
to create jobs, as compared with the US and Japan,
discussed in the Commission’s White Paper Growrh,
Competitiveness and Employment.

The Community’s assisted regions enter the new
programming period with considerably increased re-
sources compared to the previous phase, 1989-1993.
These resources will be concentrated on the four
poorest Member States which will receive 70% of the
available funds (including the Cohesion Fund) com-
pared to 63.5% (under all three regional objectives)
in the previous period.

Total population coverage under the Structural
Funds has increased from 43% to just under 52% of
the Community total, although half of the increase is
due to the inclusion of the new Linder. The increase
in coverage is also a response to the regional effects
of the general economic deterioration described
above, as well as to a number of specific factors, such
as the reform of the Common Agricultural Policy and

increased international competition following the
conclusion of the Uruguay Round of the GATT.

The additional resources are accompanied by a
strengthening of procedures designed to improve the
efficiency of regional development programmes
coupled with a simplification of the decision-making
process. By the end of the decade the Community’s
regional policies are likely to finance around 5% of
investment in Objective 1 regions which could rise
to between 7 and 13% in the four poorest Member
States, beneficiaries of the new Cohesion Fund.
Used to finance new infrastructures (such as the
trans-European networks referred to above) and ad-
ditional productive investment, these resources can
be expected to accelerate the process of transforma-
tion and modernisation of the Community’s weakest
regions which the programmes implemented since
1989 under the previous planning period have con-
tributed to. :

The new generation of regional development pro-
grammes will also be complemented by Community
Initiatives which are designed to reinforce the actions
contained in the programmes as well as to introduce
fresh innovatory measures. The new phase will main-
tain a degree of continuity with the past with a
combination of geographical initiatives
(eg INTERREG for action in border areas, including
energy networks, REGIS for areas of extreme re-
moteness, LEADER for rural development) and sec-
torally-inspired initiatives (to promote diversifica-
tion in areas dependent on older industries such as
coal (RECHAR), steel (RESIDER), textiles
(RETEX) as well as defence (KONVER)). New de-
partures include URBAN (actions in cities in crisis),
PESCA (diversification in fisheries areas), ADAPT
(to promote actions in anticipation of changing sys-
tems of production) and an initiative for small and
medium-sized enterprise development.

The full effects of the Community’s new generation
of policies, especially where they concern new infra-
structure and improvements in labour force skills,
will only emerge over the longer term. However,
Community policies in these areas are unlikely to be
enough. Other conditions need to be satisfied before
some regions are able to reduce the gap with the rest.
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Member States’ own policies to promote develop-
ment in their regions have an impo:tant role to play.
Here, the changes have been far-reaching over the
past decade with many Northern Member States
withdrawing from large-scale automatic support for
new business investment in favour of selective assist-
ance to smaller enterprises. Urban problems and rural
development problems also appear to be attracting
greater support.

These changes to national regional policies largely
concern incentives to business and are not, therefore,
directly comparable with Community regional
policies which also focus on infrastructure especially
in Objective 1 regions. Nevertheless, the reductions
in expenditure which have tended to accompany the
adoption of a more selective approach in Northern
parts of the Community wil! have to be compatible
with the need to conform with the additionality con-
ditions under the revised Structural Funds.

Ay

Deepening and widening
in the 1990s

Over the rest of the decade, the Community will take
further steps towards integration. Stage 2 of the pro-
cess leading to economic and monetary union (EMU)
has already been reached while the final stage, a
single currency, will help regional development in-
sofar as it reduces transaction costs and eliminates
exchange rate risk. At the same time, Member States
will lose certain fiscal and monetary policy options
as well as the ability to adjust the exchange rate. In a
single currency system, Member States will have to
adopt policies which avoid macroeconomic imbal-
ances but this will also create the conditions for faster
growth and help the weaker Member States, in par-
ticular, in their efforts to promote real convergence.
On economic grounds, the delayed entry of the
weaker Member States into a single currency area
would therefore be undesirable.

EMU places additional importance on structural
policies as a means of maintaining regional compe-

titiveness. The need to accommodate structural
policies to the stricter fiscal and monetary disciplines
of EMU is being recognised in the implementation
of the revised Structural Funds regulations by a posi-
tive response to request for higher rates of
Community intervention within the limits laid down.
There has also been an extension of eligible areas of
expenditure to include education and health. This
will ease ihe pressure on national budgets but it
remains of paramount importance that any reduction-
s in public expenditure necessary to meet the macro-

- economic convergence criteria agreed in the

Maastricht Treaty be accompanied by a restructuring
of expenditure to maintain investment and improve
the competitiveness of the weaker regions. In this
way, nominal and real convergence can be mutually
compatible objectives.

The movement towards EMU, and the increased
importance accorded to Community structural
policies, are manifestations of closer integration and
greater sharing of decision-making agreed by the
Community’s governments when they signed the
Maastricht Treaty in December 1991. These devel-
opments, towards a deepening of the Community,
have been accompanied by a process of widening, or
enlargement which has taken place at irregular inter-
vals since 1973.

The regions of the ex-GDR have now been part of
the Community for nearly 4 years. This has been a
period of profound restructuring for the East German
society and its regions. Output and employment have
fallen markedly (by one-half and 40%, respectively)
and regional unemployment rates have reached 13-
15%. At the same time, a massive. programme to
reshape and modernise the economy has begun with
investment rising to 50% of GDP compared to an
average of 20% in the Community as a whole. This
has contributed to substantial improvement in pro-
ductivity although the new Linder remain heavily
dependent on public transfers from West Germany,
equivalent to 4.5% of West German GDP in 1993.

In addition, as new Objective 1 regions, the new
Linder will receive 13.6 billion ECU (at 1994 prices,
excluding Community Initiatives) from the Structu-
ral Funds over the period 1994-99. The challenge is
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to help produce competitive businesses and regional
economies capable of generating the output and new
employment which will allow standards to converge
towards those of the rest of the Community.

At the beginning of 1994 accession agreements were
concluded with the governments of four countries of
the European Free Trade Association (EFTA):
Sweden, Norway, Finland and Austria. These coun-
tries are already well integrated into the Single Mar-
ket under the EEA agreement.

Unlike previous enlargements of the Community the
EFTA countries will not in general contribute to a
widening of regional disparities between Member
States. Their average level of GDP per head is almost
the same as that in the Community while unemploy-
ment rates have historically been much lower, though
they have increased significantly during the present
recession. They will, accordingly, impose relatively
little additional burden on the budget for the Structu-
ral Funds which will rise by 5.9 billion ECU
(1995 prices) or 4.5% as compared with an increase
in the Community’s population of 7.4% (and a rise
in land area of 50%). Finland, however, represents
something of an exception. Here, there has been a
large fall in output and regional unemployment rates
have reached 20%, largely as a result of a severe
reduction in exports to the ex-Soviet Union, with
which Finland had extensive trading links. It will be
the only new Member State of the four to be a net
recipient from the Community’s budget.

The regions of the four countries share many of the
problems3 of other parts of the Community. There are
differences in the underlying causes, however, and
the recognition of this was instrumental in the agree-
ment to the creation of a new Objective 6 under the
Structural Funds to accommodate the particular dif-
ficulties in the sparsely populated, climatically ex-
treme regions of Northern Scandinavia. Total popu-
lation coverage under Objective 6 will be 1.9 million
(half of one percent of the total of the enlarged
Community or between 5 and 17% of national popu-
lation in the three countries concerned), with a budget
of 1.1 billion ECU for the period 1995-99. The only
region meeting the criteria for Objective 1 is in
Austria (Burgenland on the Eastern border with

Hungary with 3.5% of national population). The
other regions of the four countries will also be con-
sidered by the Commission for assistance under Ob-
jectives 2 and 5b on a comparable basis to the exer-
cise undertaken for the present Community in
1993/94.

Enlargement to include the four EFTA countries will
create an entirely new and extensive set of border
regions with a new set of neighbours in ithe countries
of Central and Eastern Europe.

The Visegrad countries (Poland, Hungary, the Czech
Republic and Slovakia) have undergone dramatic
economic transformation since 1989. Poland and
Hungary have formally applied for membership of
the Community. Severe recession, caused partly by
the break-up of old trading relations, and economic
restructuring have resulted in massive falls in output
and high unemployment in most parts (the Czech
Republic is the main exception). The regional impact
has been extremely uneven. In general, economic
conditions tend to deteriorate — in terms of unem-
ployment, number of private firms, investment flows
and quality and density of infrastructure — with dis-
tance from Western Europe, especially its capital
cities. An East-West and urban-rural divide has been
strengthened. Certain of the urban areas have also
attracted most of the inward foreign investment.

More general fears that the new opportunities created
in Central and Eastern European countries would
divert investment away from the Community, and
especially its weaker Member States, appear so far
to be unfounded. Moreover, any diversion of invest-
ment is likely to be more than offset by the increased
trading and commercial opportunities for
Community businesses generated by a successful
reform in the East. Trade, however, is a two-way
process and Central and Eastern European countries
are already offering strong competition to
Community producers in certain sensitive sectors
such as steel, textiles and agricultural products .
though on a comparatively small scale so far. Over-
all, however, adjustments entailed by this competi-
tion are unlikely to rival those already demanded
both by international trade with Japanese and Asian
producers and by the advent of the Single Market
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itself, and, from a long-term perspective, are equally
inescapable if further economic progress is to be
achieved.
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Chapter 1 Population and labour force
to the end of the century

Recent evidence points to the likelihood of a more
rapid increase in the Community’s population than
expected in the Fourth Periodic Report!. Immi gration
is a significant part of the explanation although, in
addition, people are living longer while the extremely
low birth rates which now prevail may be starting
gradually to rise again. Labour force in many regions

can be expected to increase as a result of inward ‘

migration and if the trend towards higher female
participaticn continues. -

The last ten years

There were a number of important demographic
changes in the Community over the last ten years :

e the otal population (including the former East
German Linder) increased by 0.3% a year from
337 million to 347 million people;

e the proportion of young people aged 0-14 in total
population fell by 2 percentage points, from 20%
to 18%, while the proportion of older people aged
65 and over increased by 2 percentage points
from 13% to 15%;

e thetotal Community labour force rose significantly
from 143 million to 157 million people, almost 1%

a year, as a result of increasing participation
among women and inward migration;

e the proportion of the labour force aged 15-24
declined from 20% to 16% as a result of falling
birth-rates some two decades earlier and increas-
ing numbers remaining in education;

e the proportion of total labour force aged 50-64
declined from 21%, to 19% because of earlier
retirement among men.

The extent to which such trends will persist into the
next century in different countries and regions is
important for economic prospects and potential la-
bour market pressures.

Previous forecasts

Previous studies undertaken in the 1980s suggested
that the population of the Community would tend to
stagnate during the 1990s. Such an outcome now
seems to lie at the low end of expectations and the
most recent evidence points to the possibility of
population growth in the 1990s at a rate approaching
that of the 1980s. There are three main reasons why
population growth may continue.
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1 985-1 990 1990-1995 1995-2000 2000-2020
Low High Low High Low High
Average annual population growth

1 Total 03 03 06 0.1 05 . 02 05 :
‘ of which
persons aged 0-14 P9 -04 0.3 -05 08 -1.0 02
persons aged 15-64 0.5 0.2 04 0.1 03 02 02 4
persons aged 65+ 1.8 1.5 1.7 1.1 L5 0.9 1.6
_ - Average annual labour force growth ;
| Total 1.1 03 09 0 1.1 04 1.0
| of which
men 0.5 -0.1 04 0.2 0.5 0.5 0.5
‘'women 19 1.0 15 04 20 03 16

Major demographlc and labou' rce trends |n EUR12
Absolute growth (million)

1985-1990  1990-1995 1995-2000 2000-2020
. Low High Low High Low High
- ~ Total populati8if growth ' - .
Total 50 " 51 9.5 2.1 g7 7 ;3% 33.1

of which
natural increase 29 25 4.5 0.9 59 -18.3 18.1
net international
migration 2.2 2.6 49 1.3 3.8 5.0 15.0 :

~ Total labour force growth v
Total 7.9 2.6 6.8 0.4 9.0 -12.8 328

of which *
due to demographic
changes 52 38 47 0.9 2.6 -112 3.8
changes in
male activity -1.3 -2.1 -1.2 -1.8 04 233 6.3
changes in

female activity 3.9 14 33 1.2 6.0 1.7 228

Source : Eurostat, NEI, Ifo
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First, and most importantly, there has been much
higher inward migration than wac foreseen. Over the
period 1985 to 1992, there was a net inflow of well
over 5 million people (around 4 million more than
anticipated in the Fourth Periodic Report). Secondly,
contrary to prior assumptions, life expectancy is con-
tinuing to increase. Thirdly, previous expectations
for the birth rate in the 1990s seem to have been too
cautious and the decline in fertility rates in the South
of the Community now seems to be coming toanend,
while in some Northern countries (eg in Denmark
and the Netherlands) women aged 30 and over are
having more children than was foreseen.

The underestimate of population seems likely to
apply especially to the four largest Member States
and to Germany, in particular, which has experienced
much higher immigration than was expected.

For the labour force also, growth could be somewhat
faster than previously projected, largely because of
the potential increase in the participation of women
and immigration.

Projections of

Community populétiori Bis

to the year 2000

In view of the high degree of uncertainty surrounding
future population developments, the approach
adopted-was to construct scenarios which represent
informed hypotheses on future changes in the key
demographic variables : fertilty, mortality and mi-
gration. These scenarios set the expected upper and
lower limits for population change over the coming
years.

By the year 2000, they foresee a Community popu-
lation of between 351 and 363 million people as
‘against 344 million in 1990 and, therefore, average
growth of between 0.2% and 0.5% a year — compared
to 0.3% a year in the 1980s (Tables 1 and 2).

A low scenario
The key feature of the low scenario are :
o the persistence of relatively low fertility rates;
e sharply declining, but still positive, net inward
migration to the Community from well over
1 million in 1990 to 250,000 per year from 1994

onwards.

Under these conditions there would be slow growth
of total population over the 1999s, largely concen-

. trated in the first half of the decade. This would be
accompanied by changes in the demographic struc-

ture with a sharp fall in the number of people under
25 and significant rise in the number of people in their
30s, 40s, early 50s and early 70s (‘baby-boom’
generations of earlier decades). Working-age popu-
lation, aged 15-64, would rise at a rate in line with
total population.

The effects of this would be different across the
Community, with the highest growth rates in the
Netherlands (0.5% a year) and Luxembourg (0.4% a
year). In most other countries, there would be little
change and a decline\in Germany and Italy. In
Ireland, the last half of the decade would also see
declining population because of a continuing fall in
fertility rates to a level below the so-called replace-
ment rate of 2.05 children for every woman, and
continuing high outward migratior.

At the regional level, the differences are more pro-
nounced partly because of interregional migration.
Between 1995 and 2000 these are likely to contribute
to a decline of population in a number of regions in
central and Northern France, Northern Italy,
Portugal, Northern Spain and parts of the UK, with
the largest fall, of almost 1% a year, in Eastern
Germany and some parts of Greece (Map 1).

The highest growth would be in Flévoland in the
Netherlands — a region which was only recently
reclaimed from the sea — of around 3% a year. Other
regions showing large gains tend to be along national
borders or coasts where migration from elsewhere is
expected, though there are also many in some of the
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Map 1 Growth of population, 1995 - 2000
% share of total population, 1991
Low growth scenario 50.4 "

% change p. a.
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Map 2 Growth of population, 1995 - 2000
High growth scenario
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poorer parts of the Community — in Southern and
Eastern Spain and Southern Italy — as well as in some
of the richer parts — in the West and South of France,
Southern Germany and the Benelux countries.

Interms of overall population change, there therefore
seems to be no simple divide bétween North and
South.

On the other hand, the projected increase in the
population in the age group 15-64 (around 4 million)
in the 1990s, would be concentrated in the South of
the Community and Ireland (as well as in Flevoland).
This would continue to be the case in the second half
of the decade. By contrast, in this period, a fall is
projected in Germany, especially on the Western
border and in the former GDR. Other regions experi-
encing a fall in working-age population would be
concentrated in some of the most prosperous, ur-
banised parts of the Community — the South-East of
England, Ile de France, Brussels and North and
Central Italy.

A high scenario

Recent trends in population in the Community indi-
cate a potential for faster growth. What would happen
if the current evidence on fertility is"‘indicative.ofa‘
recovery? What if inward migration remains high?
The effects of such trends are explored in the high
scenario which assumes :

® a gradual rise in fertility rates

® high levels of inward migration into the
Community of 750,000 a year, less than the
1 million experienced in 1990 (but 500,000 more
per year than in the low scenario).

Under this scenario, Community population would
increase by 19 million over the 1990s, giving a total
of 363 million in the year 2000. The previously
anticipated slowdown in population growth would
not occur and there would be an expansion at a
somewhat faster rate than the 1980s.

A ndla ur orce Otheendofthe C't_.entu.ry

Most Member States would experience some
growth. At the regional level, however, there would
continue to be decline in some areas (in the former
GDR, Greece and Northern Italy — Map 2).

While a recovery in fertility rates in the 1990s would
not affect working-age population until 15-20 years
later, higher inward migration could increase the
numbers in the present decade. Nevertheless, the
difference between the two scenarios for working-
age population is not so great as those for total
population. Overall, working-age population would
increase by 7.5 million, or 0.3% a year, to reach
239 million in the year 2000, some 3 million more

~ -than under the low scenario. Growth would be par-

ticularly high in Germany due to migration, though
some regions here would still face a decline, as would
regions in the North of Italy, Greece and South-East
England.

It is worth noting that the actual data for the early
1990s have been closer to the high scenario because
of high levels of migration. This might not persist
throughout the decade which will depend on a num-
ber of economic and social factors both inside and
outside the Community as well as on Member States
policies on entry.

Labour force

developments

As for population, ‘high’ and ‘low’ scenarios have
been generated for the labour force. These are based
on past trends in participation rates by sex and age.
For the low labour force scenario, in addition to a low
population projection, recent trends in activity rates
(up in the case of women and down in the case of
men) are projected to continue during the present
decade gradually to come to an end at the beginning
of the next century. Although working-age popula-
tion represents the main source of the labour force,
the actual size of the latter depends on participation
of those above working-age who continue to work.
Present low rates of participation among older people
are expected to persist and a limited degree of con-
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Map 3 Growth of labour force, 1995 - 2000
Low growth scenario

% share of active population, 1991
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Map 4 Growth of labour force, 1995 - 2000
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vergence between Member States and regions is
assumed.

In the high scenario, average participation rates for
women are assumed to rise continuously (to ap-
proach male rates by the year 2020) and for men to
increase slightly overall. Activity rates for women in
parts of the Community where they are low are also
assumed to converge to some extent towards rates in
areas where they are high (see Map 5 for details of
regional differences in activity rates for women in
1990). Further assumptions, of secondary import-
ance, are that the potential economic pressure im-
posed by an ageing population is offset by increasing
participation among older people, effectively revers-
ing past trends, and, that young people combine work
and training to a greater extent than at present and so

“- add slightly to the labour force. These assumptions

are applied to the high population scenario described
above.

By the year 2000, under the alternative assumptions,
a Community labour force of between 160 million
and 173 million is projected as against 157 million in
1990, implying growth of between 0.2% and 1% a
year, the upper figure being much the same as the rate
of increase over the 1980s.

A low scenario

Although female participation rates, measured here

in relation to population of 15 and over, are projected
to show a modest increase (from 42.4% to 44.1%),
male participation rates are projected to decline
(from 68% to 66.4%). This would imply growth in
the femmale labour force of some 0.5% a year over the
decade, and 0.4% a year over the second half, as
compared with growth of the total labour force of
0.2% a year over the decade and virtually no change
over the second half. As a result, the share of women
in the labour force would rise from 40% in 1990 to
41% in 1995 and 42% in the year 2000.

At the same time, the average age of the labour force
would rise slightly as the share of 15-24 year-olds fell
from 29 million in. 1990 to 24 million in 1995 and tp
21 million in the year 2000., This decline, however,

would be more than offset by the growth in the
numbers of people of prime working-age, 25-49.
Such a shift in composition can be seen as a positive
development insofar as the average worker would be
more experienced and qualified as compared with the
past.

The changes described above would differ across the
Community. Over the decade, the labour force in
Southem countries, especially Spain and Portugal, as
well as in Ireland, the Netherlands and France would
grow, while in the seven other Member States, it
would remain largely unchanged. In these seven
countries, labour force would in fact decline from the

- .middle of the decade onwards or stagnate in the cases

of aréece and the UK.

Even in Greece and the UK, however, many regions
would experience a fall in the labour force —the South
and West of the Greek mainland, for example, and
the South-East and North of England and
Scotland (Map 3). Particularly large reductions are
projected under this scenario to occur in the East
German Linder and the North-West of Italy, while
the main areas of growth are Southern Spain, South-
em Italy and parts of the South of France.

A high scenario

Under the high scenario, by the year 2000, 16 million
people would be added to the labour force as com-
pared with 1990, only slightly less than the present
numbers unemployed. The additional labour force
would not be evenly distributed geographically. In
particular, the South of the Community — the whole
of Spain and Portugal, Southern Italy and much of
Greece would experience significant growth in their
workforce over the remainder of the 1990s, as would
Ireland, much of France and the Benelux countries
(Map 4).

This growth largely reflects the assumption of con-
vergence in participation rates of women. Overall,
the female labour force would increase by 18% over
the 1990s and would account for 43% of the total in

_ the year 2000 as against 40% in 1990. In the parts of

the Community with traditionally low female partici-
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pation rates — many of the areas noted above — growth
in the female labour force would be most spectacular,
varying from just over 20% (Greece) to over 35%
(Spain and Ireland) over the period.

Thisincrease in activity among women rates depends
on the fulfilment of a number of conditions, in par-
ticular, changes in traditional attitude towards
women working, development of job opportunities
in the service sector, increased availability of part-
time employment and flexible working arrangements
and the provision of child-care facilities. There ap-
pears to have been some moves in these directions in
most Member States in the second half of the 1980s
when female activity rates increased especially
rapidly, though the 1990s may not necessarily be the
same kind of period of high employment growth.

While the projected-growth in female activity rates
is particularly high in the South of the Community
and in Ireland, even in these areas the rate of increase
is no greater than over the recent past. By the year
2000, rates of participation here would still be below
the Community average and around 15 percentage
points below the peak levels in Denmark.

Effects on regional
unemployment

The potential effects on unemployment in different
parts of the Community of the above labour force
scenarios are difficult to assess. Because they are only
concerned with labour supply, they leave out of account
the demand for labour which is even harder to predict.
Moreover, it can have a major bearing on participation.
If the Community continues to be affected by high and
generally rising rates of unemployment, the activity
rate assumptions under the low scenario are possibly
the more plausible, since recorded rates of participation
tend to reflect labour demand and if this remains de-
pressed, it could discourage people from entering the
labour market. The potentially large numbers of
women who would like to work are likely to remain
frustrated by lack of jobs and would consequently not
necessarily appear in the unemployment figures. On the

other hand, part of the projected growth in labour
supply under the high growth scenario reflects popu-
lation increases and the people concerned might be
less responsive to labour market conditions (though
the effect on inward migration of a persistent lack of
job opportunities is highly uncertain).

By contrast, if demand for labour grows this would tend
to provide the conditions for rising activity rates, per-
haps especially for women if the new opportunities are
in services, and so increase labour supply. The high
scenario, as indicated above, suggests that there may be
an additional 13 million people, most of them women
—as compared with the low growth scenario — ‘waiting’

-.for new opportunities to arise. This reserve of labour

and its high female component are important factors to
be borne in mind when assessing the potential effects
on unemployment rates of new initiatives to stimulate
Community employment.

Evenunder the low scenario, growth in the labour force,
though at a more moderate pace, is projected so that
neither scenario offers much support for predicitions
that demographic factors would resolve the
Community’s unemployment problems, though there
may be some alleviation of youth unemployment.

The above analysis also’makes clear that the potential
additions to the labour force under the high scenario are
unevenly distributed across the Community. A large
proportion are located in high unemployment regions.
For example, of the 79 regions in the Community with
above average rates of unemployment, 52, or 66% of
the total, could have faster than average rates of growth
in labour supply in the second half of the 1990s. For the
worst affected areas, this means that there is the risk of
high rates of unemployment on a permanent basis
unless the rate of job creation can be pushed to histori-
cally high levels.

-~

The ageing
of the population

There are considerable uncertainties about the
change in working- age population in the Community
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Map 6 Proportion of total population aged 65 and over, 1990
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Map 7 Estimated pl;oportion of total population aged 65 and over, 2020
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over the longer-term, and a fortiori about the change could have increased to a third. Many regions, there-
in the size of the labour force. Over the period 2000 fore, will be confronted not only with the problem of

to 2020, working-age population could increase by supporting more people over the age of retirement
11 million if the assumptions underlying the high but also with that of providing health care and other
growth scenario are realised. Alternatively, under the facilities for growing numbers of very old people.

low growth scenario, it is projected to fall by 10 mil-
lion. Under either scenario, what happens to the
labour force will also depend on changes in partici-
pation rates, which are equally difficult to predict.

There is less doubt that the ageing of the population,
which has been a feature of recent years, will con-
tinue. By the year 2010 or so, in almost all Member
States, working-age population is likely to comprise
more people over 40 than under 40, though if the
rising participation of women continues, this does
not necessarily mean that the labour force will also
age in the same way.

After 2010, the ageing effect is likely to more pro-
nounced as the so-called baby-boom generation born
in the immediate post-war period passes the age
of 65. By 2020, in most parts of the Community, the
proportion of pecple aged 65 or over is projected to
be around 20% or more, as compared with an average
of 15% at present and 10% in a number of regions
(Map 6). The ageing effect will be particularly
marked in regions where the birth rate has slowed
significantly over recent years. In the North of Italy
and Spain, in Germany and large parts of France and
the Benelux countries, the proportion ¢ of people aged"‘ %
65 or over could be around 25% (Map 7). By contrast,
in Northern Ireland and the South of Spain, the
proportion could still be around 15% or less.

Moreover the average age of those of 65 and over is
also set to increase as more people live to an old age.
Whereas at present, around a quarter of the those of
65 and over are over 80, by 2020, this proportion

The new scenarios on population and labour force are derived from :

Eurostat (1991), Two Long-term Population Scenarios for the European Community

Eurostat/NEI (1994, forthcoming), Two Long-term Regional Population Scenarios for the European Union.
Study co-financed by DG XVI of the European Commission.

Eurostat/Ifo (1994, forthcoming), Two Long-term Labour Force Scenarios for the European Union.
Eurostat/NEI (1994, forthcoming), Two Long-term Regional Labour Force Scenarios for the European Union.
Study co-financed by DG XVI of the European Commission.
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Chapter 2 Trends in output in the regions

After a prolonged period of slow growth in the first
half of the 1980s, the Community economy picked
up significantly in the second half of the decade.
Growth at the Community level is an important pre-
condition for narrowing regional disparities in output
and income (as shown in previous Periodic Reports).

Over the five-year period 1985-1990, real output in
the Community grew at an annual average rate of
31/4% comparedto 1'/,% over the previous five years.
This was followed, however, by a cyclical downturn
which began in the UK in the second half of 1990 and
gradually spread to other Member States at the same
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time as a more general slowdown in the world
economy. The boost to economic activity resulting
from German unification and the substantial expen-
diture in the former East Germany initially allowed
the Community to escape the full effects of the global
slowdown during 1991 and the economy continued
to grow (11/4,% a year). Since mid-1992, however,
growth rates have declined significantly and the
Community’s economy contracted by around '/,% in
1993 although the beginnings of a recovery are evi-
dent in 1994.

Trends and differences
in the Member States
and their regions'

These general trends were accompanied by consid-
erable variations in the performance of Member
States and regions. At Member State level, the net
effect of the differences in performance over the past
decade can be summarised in terms of a period of
slight widening in disparities in GDP, in per capita
terms, between 1980 to 1984 followed by a steady
narrowing (real convergence).

1 weakest Community reas

Of particular interest is the performance of the four
weakest Member States — Greece, Spain, Ireland and
Portugal - relative to the Community average. At the
time of the third enlargement in 1986 which brought
Spain and Portugal into the Community, the four
weakest Member States had an average GDP per
head of less than two-thirds (64 %) of the Community
average. Since then average real growth in these
countries has been half a percentage point above
average which permitted a slow but steady process
of convergence vis-a-vis the rest of the Community.
By 1993, average GDP per head in the four countries
reached some 70% of the Community average, an
increase over 7 years of 6 percentage points (Graph 2
and Table 3).

Within the group of four countries, however, there
was some variation. The strongest performance was
recorded by the Irish economy (with an increase in
GDP per head relative to the Community average of
15 percentage points since 1986). A number of fac-
tors combine to explain the improving fortunes of the
Irish economy. First, Irish macroeconomic policy
changed after 1987 to reduce the budget deficit and
the accumulating public sector debt and to encourage
wage moderation. The success of these policies ap-

 pearsto have provided an element of stability encour-

aging a recovery in investment by the private sector.
Secondly, the ongoing process of attracting major
foreign companies seems to have resulted in the

‘establishment of a modern industrial bzse which

began to export strongly at the end of the 1980s under
relatively favourable exchange rate conditions.
Thirdly, there was a significant loss of population
through emigration at the end of the 1980s and this
contributed to a raising of GDP expressed in per
capita terms. Fourthly, throughout the 1980s and
especially after 1988, Ireland has benefited from
increasing transfers from the Structural Funds in
support of extensive programmes of investment in
physical and human capital (see Chapter 8).

Relatively high rates of economic growth were also
achieved by Spain and Portugal. For these countries,
GDP per head increased by between 5 and 8 percent-
age points, respectively, in relation to the
Community average, between 1986 and 1993. As in
Ireland, this appears to have been based on the com-

34




T  Tables. o
Trends and dlfferences in GDP. and GDP per head 1986 1993

GR E IRL P | EURS EURS | EUR12
1986 16 RS 4.1 2.9 29 29
1987 0.5 56 45 53 47 26 29
1988 44 52 42 39 49 33 43
Anntal rowtieie | - 1068 35 47 62 52 47 29 35
in GDP (%) 1990 1 36 9.0 44 34 1.4 30
1991 33 22 26 2.1 23 1.0 15
1992 0.9 08 48 L1 11 05 1.0
1993 B2 o a1 g8 - aino b by sl s
e o S NSNS B 3.0 4.1 3.1 29 22 23
A"";‘:Z: v‘:t‘;‘p(‘f,/':;tw“ 1986-1993| 06 02 0.1 0.1 0.2 0.5 0.4
GDP per head (PPS) | 1986 51 71 63 52 64 109 100
EUR12 =100 1993 49 76 78 60 70 107 100
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pletion of macro-stabilisation programmes in the
firsthalf of the 1980s together with a strong contribu-
tion from exports. These countries also attracted
substantial direct investment from outside, especially
from other parts of the Community.

In Greece, however, economic growth fell short of
the rest of the Community and GDP per head is now
less than half the Community average. It is only since
the turn of the decade — and the slowdown in general
economic growth ~that Greece has achieved a run of
3 consecutive years of economic growth somewhat
above the Community average.

Disparities between the regions of the Community

show a more varied trend than that between Member -

States (Map 9). The overall tendency seems to have
been one of slightly widening disparities during the

slow growth years over the first half of the 1980s and
o gradual narrowing over the second half of the
decade which levelled off in the 1990s. The change

in the trend in the middle of the 1980s mirrors the

change in the fortunes of Ireland and most Spanish
and Portuguese regions which went from marking
time, or even retreat, compared to the rest of the
Community to rapid relative advance in the second
half of the 1980s.

This trend of regional convergence refers to all the
Community’s regions (defined at the NUTS 2 level)
aggregated together in a single statistical measure. It
is also instructive to examine the position of the
regions situated at the extremes and to compare, for
example, the 25 richest regions with the 25 poorest
regions. Here there was no change over the 1980s,

~ “with the 25 richest regions having in 1991 an average

GDP] per head some 2!/, times higher than the aver-
age for the 25 poorest regions, the same as in 1980.
Narrowing the focus to compare the 10 regions at the
two extremes suggests a slight deterioration in the
situation. The top 10 regions had average GDP per
head some 3.3 times higher than the bottom 10 re-

(by reglon) et

Dnspanty;m GDP perhead

Disparity in GDP per person ; ‘
employed (by country)

4 Disparities In GDP per head and productivity, 1980-1993

:Dis‘p'ar'ity ‘in"_vGDP per
head (by country)

i 1 1 1 1 10

10 1 L '1 '|' 1 1

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993
Disparity is population weighted standard deviation as % of the EC average GDP per head
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gions in 1980 but 3.6 times higher in 1991 (Annex,
Table A.4). The widening gap between these two
groups of regions comes both from the relatively high
growth rate of the top 10 regions compared to the
Community average and to the weak growth of the
Greek economy whose regions (before German uni-
fication) accounted for most of the Community’s
bottom 10.

Disparities between the Member States in terms of a
basic measure of. productivity — GDP per person
employed — followed a broadly similar path to that
for GDP per head for most of the 1980s (Graph 5).
After a period of little change in the early part of the
decade there was a turning point around 1984 when
productivity differences between Member States
began to decline. There were, however, considerable
variations around the trend reflecting the strong in-
fluence of the business cycle which impacted on
Member States and regions at different times and to
different degrees.

An encouraging trend was the higher than average
rise throughout the period since 1984 in some of the
Member States characterised by below average pro-
ductivity, notably in Ireland, Portugal and the UK.
The widening of disparities in productivity between
1987 and 1990 seems to have been due principally to
a slowing down in the growth of GDP per person
employed in Spain and UK comparg\d to the rest of

P 0
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the Community (Graphs 5 and 6 and Annex,
Table A.3). These Member States experienced vi-
gorous economic growth over this period which was
accompanied by a significant increase in employ-
ment towards the end of the business cycle upturn.

After 1990, disparities in productivity began to nar-
row again reflecting the continuation of strong per-
formances in Ireland and Portugal, and the fact that
the relative decline in productivity in Spain and the
UK came to a halt as a result of substantial labour
shedding when economic growth began to weaken.
In Greece, the low economic growth of the 1980s was
associated with a failure to make progress in closing

- .the productivity gap with the rest of the Community

throughout the decade, although the most recent data
indicate some improvement in 1992-93 (Annex,
Table A.3).

Disparities in
an enlarged Community

The historical analysis of disparities does not include
the new German Lindsr. Meaningful comparisons
for this area with the rest of the Community for the
period before German unification would be difficult

6 GDP in PPS per full-time equivalent in the Member
States, 1984, 1987 and 1990

Index (EUR12 = 100)
140 :
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and not very meaningful in any case. Estimates for
1991 indicate that average GDP per head in the
unified Germany as a whole was some 14% lower
than that for Western Germany alone, with GDP per
head in the 5 new Liander taken together being only
35% of the Community average. The inclusion of the
new Linder had the statistical effect of reducing
average GDP per head by 3% in the Community in
1991.

In regional terms, average GDP pér head in the new
Linder in 1991 was some 5 percentage points below
the average for the group of 10 weakest regions
before German unification. In fact, when the new
German Liinder are included in the bottom 10 regions
of the Community the difference between the top
10 regions and the bottom 10 widens from 3.6 times
to 4.5 times. The future incorporation of the new
Linder into the analysis will, therefore, widen dis-
parities in statistical terms. As with the enlargement
of the Community southwards during the 1980s, the
extension to the East caused by the addition of the
new Linder has added further to the heterogeneity of
the Community in socio-economic terms. Disparities
between East and West Germany are wider than
those between the North and South of Italy but this
may change if the process of catching-up in the
former case which has now begun can be maintained
in the coming years.

In view of the possible enlargement of the
Community to include four countries (Austria,
Norway, Sweden and Finland) of the European Free
Trade Area (EFTA) in the course of the 1990s it is
also of interest to consider their effect on GDP.

The historical data are particularly revealing. For the
four EFTA countries taken together, GDP per head
declined from a peak of 10 percentage points above
the Community average in 1985 to a level around the
Community average by 1992. For Austria, there was
little change relative to the Community over this
period, but for the Scandinavian countries, especially
Sweden and Finland, there has been a precipitate
decline in their relative growth performance (Annex,
Table A.5).

With average GDP per head in the four EFTA coun-
tries relatively close to the average of the Community
as at present constituted, there would be no signifi-
cant change to average GDP per head in the
Community after enlargement. In addition, the clus-
tering of the GDP per head of the 4 EFTA countries
around the average of the present Community means
the inter-Member State disparities would be slightly
reduced in statistical terms in a Community of
Sixteen. This contrasts with the situation after the last
enlargements where disparities widened because the
countries concerned, Greece, Spain and Portugal,
and the former GDR, had GDP per head well below
the Community average.

At the regional level in the four EFTA countries, the
available data suggest that there are important dif-
ferences in economic circumstances and perform-
ance. A more complete understanding of these dif-
ferences compared to the rest of the Community will
have to await the full inclusion of these countries in
the Community’s statistical systems of regional data
collection and analysis (though a preliminary ana-
lysis is presented in Chapter 12 below).

Concluding remarks

in summary, there is evidence of real economic con-
vergence in regional economic performance over the

* recent past. Many of the weakest Member States and

regions have been able to sustain rates of growth
above the Community average over much of the
period since the mid-1980s. This has been a slow and
gradual process, however, and major reductions in
the wide disparities between the richest and poorest
regions remain a long-term challenge, as pointed out

" in the last Periodic Report. Within the general trend

there have been Member States and regions showing
significant improvement while certain others have
experienced a relative decline. These latter regions,
together with the regions undergoing profound struc-
tural adjustment in the former GDR, are those which
present the biggest challenge to national and
Community cohesion policies (see also Chapters 8
and 9).
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In relation to productivity differences, recent trends
have generally been encouraging and certain
Member States with traditionally lower than average
levels of productivity have gradually converged to-
wards those in the rest of the Community.
Productivity gains are essential to improvements in
underlying competitiveness and, therefore, to the
long-term health of national and regional economies.
The real challenge, however, is one of ensuring that
productivity gains are accompanied by output
growth allowing employment to increase and unem-
ployment to decrease. As the following chapter dem-
onstrates this challenge has proved to be an ex-
tremely difficult one for many of the Community’s
Member States and regions.

U In the analysis here disparities are measured in terms of Gross Domestic Product per head which indicates the
income generated in Member States and regions by the resident producer units. An alternative measure is Gross
National Product per head which measures the resources available after the transfer of factor incomes such as
interest payments and dividends. An additional measure is the net national disposable income which includes
‘unrequited’ transfers from: abroad. However, at regional level, data are only available for GDP per head. Net flows
of factor incomes out of or into a country or region lead to differences between GDP and GNP which may be
substaniial in the case of smaller countries or (notionally) for regions. All daiu for the regions are based on GDP
statistics collected by Eurostat using harmonised definitions. Employment data (for productivity estimates) are
based on harmonised regional accounts sources for place of work (an alternative source of employment data is the
Labour Force Survey (LFS) which is based on place of residence. LFS data do not therefore indicate the
employment generated within regions by the resident producer units).
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Chapter 3 Employment and unemployment
trends and differences in the regions

Employment

The 1980s were a period of net job creation in the
Community although this was mainly due to the
growth experienced in most Member States and re-
gions in the second half of the decade. After the
recession in the early years of the decade, growth in
employment resumed in 1984 some 18 months to
2 years after the beginning of recovery in output. By
1991, employment had expanded by 9!/, million, a
growth of 7!/,% over 8 years.

Asnoted in Chapter 2, there was a marked slowdowrn
in the Community’s economy from 1991 which was
reflected in a contraction in employment from 1992
onwards. In the two years to 1993, the Community
lost some 3 million jobs in net terms and the prospects
are for further contraction in 1994.

The growth over the period 1981-1991 was most
marked in Luxembourg (24%), the Netherlands and
Spain (both 12%) while average or slightly above-
average growth rates were experienced in Germany
(West) and Italy. In the UK, the growth was slightly
below average over the period. The remaining
Member States, with the exceptions of Ireland and
Portugal, where employment contracted between
1981 and 1991, experienced growth rates between a
half and three-quarters of the Community average.
In most Member States, experience was more favour-

able in the second half of the decade compared to the
first half and in both Ireland and Portugal growth
rates were firmly positive in the 5 years 1986-1991.

At the regional level, the pattern is mixed (Map 10),
though the fastest growing regions are concentrated
in only a small number of Member States : Spain,
Luxembourg, UK, the Netherlands and Italy. The
highest growth rates over the period were recorded
in Central and Eastern regions of Spain (in the range
2 to 2!/,% a year) and Dutch regions on the Eastern
border with Germany. High employment growth also
occurred in the more rural regions of the UK (East
Anglia and South West) as well as Central and some
Southern regions of Italy.

The regions where employment declined or failed to
rise over the period were mainly old industrial and/or
highly urbanised parts of the Community, though
they also included some of the less developed areas.
The low rate of increase in employment in France as
a whole (averaging only /4% a year between 1981
and 1991) was associated with a contraction of em-
ployment in many regions such as the rural areas of
Limousin and Champagne-Ardenne and the tradi-
tional industrial areas of Nord-Pas-de-Calais and
Lorraine. As indicated above, in two of the less
developed parts of the Community, Ireland and
Portugal, employment also declined over the 10-year
period as a whole (although for Portugal, data from
the Labour Force Survey indicate relatively high
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growth in employment). Declining employment in
the regions of North Western Spain reflects the dif-
ficulties of regions with older industries compared to
the Mediterranean ‘sun-belt’ in the South and East of
the country which seems to have attracted much of
the new investment.

The changes in total employment have been accom-
panied by changes in the sectoral composition.
Throughout the second half of the 1980s there was a
steady increase in service employment accompanied
by falling employment in industry and agriculture. In
1990, 61% of total Community employment was in
services with 32% in industry and 6'/2% in agricul-
ture. The sectoral structure differs widely across the
Community. Typically, Northern Member States and
regions have the highest concentration of activity in
the service sector while Greece and Portugal, and to
a lesser extent, Spain and Ireland, lag substantially
behind. Among the Northern Member States, em-
ployment in services is relatively low in Germany
where employment in the industrial sector remains
particularly high.

Within Member States, in some cases differences are
substantial. As would be expected, there are strong
concentrations of service employment in the large
urban centres and capital cities, including Athens and
Madrid. Atthe same time, there are still many regions
of the Community where the employment structyre
is extremely traditional, with over a quarter of tota.
employment in agriculture in parts of Greece,
Southern Spain, Portugal and Southern Italy. Here,
there is the prospect of considerable restructuring in
years to come, which involves both risks and oppor-
tunities. The risks derive from further decline in
employment in agriculture, though the emphasis on
income rather than price support under the reform of
the Common Agricultural Policy should help to
maintain the small family farms typical of many of
the less developed areas. The opportunities mainly
concern the possibility of service sector growth as a
greater proportion of expenditure goes on services as
income rises.

Much of the increase in employment in the second
half of the 1980s, in the Northern Member States in
particular, was part-time. Of the 9 million additional

jobs created between 1986 and 1991, one-third were
part-time of which 80% were taken by women.

Unemployment

Consistently, since the mid-1980s, the Community
has not succeeded in creating sufficient jobs to pre-
vent unemployment from rising steadily. From 1973
to 1985, unemployment in the Community increased
inexorably year after year from an average of 2.6%

. to 10.8%. Although the economic recovery in the

second half of the 1980s brought unemployment
down, it still left the rate at 8.3% in 1990 when the
momentum of recovery came to an end. The fall in
unemployment would have been greater had there
not been a steady increase in the labour force over
the period. In the first 3 years of the 1990s, lower
economic growth rates brought employment growth
initially to a halt before causing a decline, with the
result that by the end of 1993 the numbers in work
had fallen by some 3 millions compared with 1991.
With a continued growth in the labour force this
pushed unemployment rates up to 10.9% by the end
of 1993 (for the Community excluding the former
East Germany and to 11% including it), back to the
peak levels of the mid-1980s. In this sense, the pro-
gress of the second half of the 1980s was largely
undone in the first three years of the new decade
(Annex, Table A.6).

Trends and differences
in the regions

The changes in unemployment rates over the
Community as a whole reflect a wide variety of
experience among the regions. The ideal circum-
stances, of course, would have been those where
falling unemployment rates in the Community in
general were accompanied by a more rapid fall in the
worst-affected regions. In such circumstances, un-
employment rate disparities would have narrowed.
In reality, disparities continued to rise in the early
part of the post-1985 economic upswing, beginning
to narrow only after 1988 (Graph 7).
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This narrowing of disparities after 1987 ended a
long-term trend towards widening gaps between the
regions which started in the mid-1970s. The change
in the trend turned out to be short-lived, however, and
disparities have widened again since 1991. In 1993,
unemployment rates in the 10 worst affected regions
averaged 25.3%, 7 times higher than in the 10 least
affected regions where rates averaged just 3.6%. The
10 worst affected regions are located entirely in the
Community’s less developed areas : Spain and the
South of Italy. The least affected 10 regions are for
the most part in Germany (West) although one is in
Greece and another in Portugal, where unemploy-
ment rates are traditionally very low(Map 11).

Regional variations in unemployment rates at the
Commumry level are mirrored at the national level,
though the extent of differences is, of course, less.
Nevertheless the variation in rates in Spain and Italy
in particular is considerable. The most affected re-
gion in Spain (Andalucia) had an unemployment rate

of close to 30% and the least affected region
(Navarra) one of around 12%. In Italy, the gap be-
tween the most and the least affected region was
equivalent to around 20 percentage points (Graph 8).

A narrowing of disparities normally coincides with a
general fall in unemployment rates. That this was not
the case in the years immediately after 1985, when
unemployment rates in the Community had begun
their downward trend, was due to a considerable
degree to the fact that many high unemployment
regions initially remained untouched by economic
recovery. This was particularly so in Southern Italy
where already high rates of unemployment continued
to rise-throughout the second half of the 1980s, while
in many Frénch regions, recovery occurred later in
the decade than elsewhere.

The narrowing disparities after 1988 had much to do
with a marked improvement in some of the
Community’s worst affected regions. This was espe-
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cially true of the regions in the Eastern coastal area
of Spain as well as of certain regions in the UK (in
central and Northern parts of England and the whole
of Wales) where high national growth rates were
accompanied by the creation of much new employ-
ment. The Spanish regions concerned started from a
position of having some of the highest rates of unem-
ployment in the Community — around 20% in 1985,
twice the Community average — but recorded the
largest reductions over the period 1985 to 1990, of
around 9 or 10 percentage points. In the UK regions,
unemployment rates of over 13% in 1985 had fallen
by S or 6 percentage points by 1990.

As indicated above, the narrowing of disparities le-
velled off in 1991 before a widening resumed in 1992
and 1993 in line with rising unemployment in the
Community as a whole. Spanish regions once again
are a major part of the explanation of this change.
Unemployment rates increased sharply between
1992 and 1993, to around 25-30% in the worst af-

fected regions. Regions which had been showing a
marked improvement at the end of the 1980s were
also affected, with unemployment rates on the East
coast and the Balearic Islands increasing by 5 per-
centage points and more in one year. The cyclical
downturn in Spain, which resulted in falling output
in 1993, appears to have been particularly acutely felt
in national and regional labour markets with wide-
spread labour shedding. Fortunately, losses on an
equivalent scale do not appear to have accompanied
the downturn in other Member States and regions
(Map 12).

The outlook for unemployment in the Community,
and for reducing regional disparities, is linked to
overall economic performance. The immediate pros-
pects appear to be relatively unfavourable. For the
Community as a whole, estimates suggest that econ-
omic growth needs to exceed 21/;% a year to keep
unemployment from rising and this it has consist-
ently failed to do in the initial years of the 1990s.

B DK D GR E F

No regional data for Greece or Valle D'Aosta-
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The challenge for the rest of the decade is not only to
raise general rates of growth to above 2!/2% but to
ensure that the regions of high unemployment per-
form better than the rest. This is a task which is made
all the more difficult for some of the regions con-
cerned by their above average growth of working-
age population and labour force (see Chapter 1) and
by their need to ensure that productivity growth —and
underlying competitiveness — is not reduced.

There is, therefore, an important role for Community
intervention through the Structural Funds to promote
the investment which is necessary for more rapid
growth in productivity and competitiveness in the
weaker regions in order to provide a sustainable basis
for increases in output and employment. Com-
plementary measures also need to be maintained to

_proVide the appropriate training and development of
human resources to ensure that workers are equipped
to adapt to economic change and to seize new oppor-
tunities as they arise.

The situation
and prospects
of selected sectors

Ay

There is a growing concern in many Member States
about the effects of structural change and decline in
industrial sectors which are important for regional
economic development and prospects (see dis-
cussion on Objective 2 in chapter 9). Many sectors
are concerned by this process but this chapter con-
centrates on the structure, geographical distribution
and outlook for three industrial sectors which are
often discussed in this context : automobiles, aero-
space, textiles and clothing as well as the defence
sector which combines production, and service acti-
vities. Specific actions at the Community level are
already underway in the case of textiles and clothing
and defence (see discussion of Community
initiatives in chapter 9).

Estimates suggest that in the period 1981 to 1993,
automobiles, textiles and clothing and aerospace

together lost some 1.3 million jobs, most of them in
textiles and clothing, which is the only traditional
sector as commonly understood. This sector, which
has been in long-term decline in Europe in terms of
both output and employmeat, and which is important
in many of the Community’s weaker regions, lost
nearly 900,000 jobs between 1981 and 1993, largely-
as aresult of the relocation of production to low-cost
countries as well as the introduction of new techno-
logies.

Automobiles and aerospace are growth industries in
the Community with rising output and, until the last
decade or so, rising employment. Unlike textiles and
clothing, these sectors are dominated by large plants
which, together with their local subcontractors, often
underpin the industrial base of entire regional econ-
omies. Both sectors are subject to fierce international
competition which, especially in the case of auto-
mobiles, has resulted in large gains in productivity in
a short period of time with significant shedding of
labour. The aerospace industry tends to be concen-
trated in the stronger regions of the Community while
the automobile sector is somewhat more dispersed.

The final sector considered here is the defence indus-

+ try*which combines a variety of activities, in both

AN
€ &

industry and services united bS'/ their dependence on
national defence policies. Employment in equipment
manufacturers and in military installations is now
firider threat in view of the reduction in national
defence expenditure.

Although all these sectors are characterised by de-

clining employment, it is important to bear in mind
that the employment prospects in different sectors
and regions vary considerably at any given point in
time and there are always some experiencing em-
ployment growth. Growth and decline are part of the
normal development pattern of market economies.

Much of the growth over recent years has been in the
service sector. Even so, the Community as a whole
still lags substantially behind the US where services
provided an estimated 23 million new jobs between
1980 and 1992, double the rise in the Community.
Services account for 72% of total employment in the
US compared to only 61% in the Community.
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In general, the Community’s poorest regions have
relatively small service sectors (see chapter 8) and
this may indicate scope for future growth. There
appear to be favourable prospects in the financial and
business services sector which presently accounts for
about 8% of the total Community employment. This
sector could provide sources of employment growth
in many of the weaker regions where it tends to be
underrepresented (although there are certain excep-
tions to this rule such as Ireland). The weaker regions
could also expect to see an increase in employment
in distribution especially in those areas where in-
comes per head are rising stronger (although the
positive effects of an increase in demand might be at
least partly offset by the effects of rationalisation and
modernisation as a structure based on small retail
outlets gives way to one dominated by large (often
multinational) retail chains!.

In non-market services such as healthcare and edu-
cation, there appears to be a lower than average level
of employment in relation to population in the South
of the Community. Employment in healthcare and
education tends to be higher in areas with relatively
high levels of GDP per head?. This suggests that there
may be opportunities for job creation in these sectors
in the Southern regions, a process which should be
helped by the opening up of these sectors to assist-
ance under the Structural Funds in the new pro-
gramming period 1994 to 199¢

The automobile sector

Industry structure

The Community automobile industry covers the
manufacture of private and commercial vehicles, and
of the mechanical components, bodywork and elec-
trical equipment needed to assemble automobiles.
There are six major manufacturers of private cars,
representing 75% of the market, and a few spe-
cialized manufacturers. For the most part these
manufacturers are also present on the commercial
vehicle market, where there is a similar rate of con-
centration, although one manufacturer accounts for
35% of the market. Although their activity is inte-
grated to varying degrees, both upstream and down-

stream, all the automobile manufacturers use the
services of a large range of specialist and non-
specialist suppliers, including SMEs. In certain cases
the components manufactured by these suppliers ac-
count for between 60 and 70% of the final cost of a

vehicle.

With record sales of automobiles in 1992, in the
region of 12.6 million units, the Community market
is the biggest automobile market in the world. It is
also the biggest producer, and in the same year manu-
factured some 12.7 million vehicles. Over the period
1981-1991, employment in the automobile sector
declined by some 9%. The losses accelerated during

- .the current recession and a further 10% of jobs in the

sector disappeared in the period 1991-1993 (Annex,
Table A.7). In 1993 the Community automobile in-
dustry employed some 1.71 million people, one mil-
lion of these jobs being with automobile manufac-
turers, accounting for 5% of industrial manufacturing
jobs3.

Rates of vehicle ownership still vary significantly
from one country to another; in the case of private
cars Germany, France and Italy are major markets,
with between 400 and 450 cars per 1000 inhabitants,
while Greece, Ireland ‘a.Qd Portugal have between 160
and 200 cars for the same number of people, with
Spain coming midway between these two extremes.
Commercial vehicle ownership in the Community
shows similar variations.

Spatial structure

Germany is by far the biggest automobile producer
in the Community. In terms of employment Germany
(excluding the new Lénder) accounted for44% of the
Community total in 1993, followed by France (19%),
the UK (13%), Italy (10%) and Spain (8%).

Major clusters of automobile plants are in Southern
and Central Germany, the UK Midlands, and on
either side of the border between Belgium and the
Netherlands (Map 13). In France, the major plants
are overwhelmingly in the northern part of the
country often in close proximity to Paris. In Italy, the
major employment is in the city of Turin, although
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there are important installations in the South of the
country.

Away from these centres, there are many large instal-
lations which often form an important part of the
industrial base of many of the weaker regions in the
South of the Community.

Over the last few years a number of Community
manufacturers have increased their capacity, often by
setting up new production or assembly units in order
to maintain or increase their share of an expanding
market. The main beneficiaries of these units were
the less favoured regions of Spain, Italy and Portugal,
and the new German Linder.

In recent years similar motives have led certain
Japanese manufacturers to set up new production and
assembly plants, principally in the United Kingdom.
The production capacity of these plants is expected
to grow to about 1.2 million cars a year by 1999. On
the other hand, Japanese exports to the Community
are falling, from 9.2% of the market in 1991 to 8.3%
in 1992.

In this connection, the opening-up of Eastern Europe
has been an opportunity for a number of Community
manufacturers to extend their activity to those coun-
tries, where they are investing in new assembly plant,
developing distribution networks and, through: joing
ventures with local producers, modernizing existing
plant.

Prospects

The demand for cars in Europe is showing a strong
tendency to increase. However, environmental pro-
tection measures, such as a carbon tax, could slow
down or even reverse this trend.

The demand for cars is extremely cyclical and the
high fixed costs mean that profitability is very sensi-
tive to demand. The sector therefore felt the full force
of the recent recession, but shows every sign of
reaping the fulll benefits of recovery. In this respect,
it should be noted that an increase of the market may
still be expected for the Community as a whole in the

future, going by the present rates of ownership of
both private and commercial vehicles.

After a period of relative stagnation during the first
half of the eighties, during the second half the
Community automobile industry went through a
period of intensive growth as the economy as a whole
recovered. Although from 1990 onwards the econ-
omic slow-down caused sales to begin falling off on
a growing number of Community markets, the very
sharp increase in sales in Germany following reuni-
fication offset those losses until 1992.

Since the demand created by German reunification

““has_now fallen off, the Community automobile in-

dustry is now feeling the full impact of the stagnation
of the economy. Since the beginning of 1993, throug-
hout the Community, with the exception of the
United Kingdom, sales of new vehicles have fallen
more sharply than at any time in the past ten years.
Production fell by 15.8% in 1993 although recovery
is expected to begin in 1994. The market for heavy
commercial vehicles will develop in a similar
fashion, chiefly because of an increase in transport
services, an area in which road transport still offers
commercial advantages.

Growing European integration is having a beneficial
impact on the automobile sector. The automobile
markets are still to a certain extent nationally
oriented, with significant price differences from one
country to the next. As the automobile market
becomes European in scale, growing competition
will push up efficiency and demand. On the supply
side, the trend towards mergers, take-overs or joint-
ventures is still in evidence in order to benefit from
economies of scale. This goes hand in hand with an
increasing trend towards regional division of labour,
with a company tending to produce all its European
engines (for example) in one or two production units.

Competition then compels automobile manufac-
turers to keep their costs down and refine their com-
pany strategy in order to remain competitive. In order
to meet this challenge, European manufacturers are
applying, more intensively since 1992, the principles
of ‘lean production’ — integrated development and
production methods — which also involves a redis-
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tribution of responsibilities between manufacturers
and suppliers. This rationalization and restructuring
phase should basically be over by the end of 1994
and could be accompanied by a significant reduction
in jobs on the manufacturing side. In view of the great
age of certain production units and sub-units, and
their consequently low productivity, which may
make it necessary to close them down, it is estimated
that job losses will be highest in certain automobile
producing regions of Germany, Spain and Italy.

Given the interdependence between manufacturers
and independent suppliers, the restructuring under-
taken by the manufacturers could lead to a significant
loss of jobs in specialized suppliers. Because of the
heterogenous nature and high geographical disper-
sion of this sub-sector, these job losses are likely to
affect, to a greater or lesser degree, a large number
of regions in the-.Community.

Aerospace

Industry structure

The aerospace industry can be divided into civil and
military sectors with some ‘dual-use’ activities (see
below). In 1989, the military sector accounted for the
larger share (55%) of total aerospace turngver, al-
though this was down from around 70% a decade
earlier. Within each sector there are a number of
products : airframes, aero-engines, equipment (elec-
tronic guidance systems, undercarriages, etc.),
guided weapons and space vehicles.

Production is heavily concentrated in comparatively
few large firms and this trend has been reinforced
over time by rationalisation and consolidation aimed
at achieving economies of scale to allow the industry
to compete with US companies. There are only a few
European companies capable of managing the desiga
and production of civil and military aircraft and
guided weapon systems. In aeroengines, there is only
one major European producer (Rolls Royce, UK)
although there are other significant European pro-
ducers involved in cooperative agreements with the
major global players.

The role of small and medium-sized enterprises
(SMEs) is therefore less significant than in the other
industries. Even in the supply of equipment to the
major airforce or guided weapons constructors, the
market comprises some very large firms although
there are niches such as in the supply of cabin furni-
ture where SMEs predominate.

In employment terms, the aerospace industry was a
growth sector until the last decade or so. Between
1981 and 1991, however, employment was virtually
static in the Community as a whole. Since 1991, there
has been a dramatic decrease in employment reflect-
ing a strong cyclical downturn in civil aerospace
demand and the depressing effects on military pro-
duction of the reduction in national defence expen-
diture (see below). Between 1991 and 1993 employ-
ment declined by 12% to 372 000 employees (Annex,
Table A.8).

Spatial struéture

Over 90% of employment in aerospace in 1993 was
in the four largest Member States. The UK had the
highest share of employment accounting for 37% of
the total. The major clusters of aerospace employ-
ment* are in England (32% of Community employ-
ment), the Paris area (12%3‘, Hamburg and the
Netherlands (10%) and South-West France and
Bavaria (8%) (Map 14). In Italy, production is lo-
cdted mainly ip the centre and North of the country.
The industry is virtually absent from the weakest

_ regions of the Community with the notable exception
of Spain, where there is a small but significant aero-

space industry employing up to 17,000 workers (de-
pending on data source’), concentrated in the Madrid
region and Andalucia. There are also important in-
stallations in Naples (I) and Northern Ireland (UK).
The enlargement of the Community in 1995 will add
a further significant aerospace company, Saab of
Sweden.

Prospects

A recent report for the' European Commission con-
cludes that for the future the sure prediction is that
the EC aerospace industry overall will not be much
larger in employment terms’S.
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Reduced defence expenditure in the Community will
act as a brake on the future expansion of military
aerospace products in domestic markets, while a
reduction in squadron size is also tending to reduce
the significant after-sales servicing market. Produc-
tion will, however, be at least partly sustained by
sales to third countries. Community military aero-
space producers export proportionately more than
US firms. In the future, however, competition is
likely to become more intense as US firms seek to
compensate for falling domestic demand. The
defence industry in the former Soviet Union is also
likely to offer low-cost competition to Community
producers in third markets. At the same time, notable
cooperative ventures are still being undertaken in the
Community, such as the Tornado programme (in-
volving BAe, Alenia and Dasa) and the Eurofighter
project (the same companies plus CASA of Spain).
Missile production is being carried out by a consor-
tium of Aérospatiale, BAe and Dasa.

The Eurofighter 2000 programme, however, has
been delayed (the maiden flight, originally scheduled
for 1991, is now planned for Spring 1994) and the
orders reduced from the planned 765 to 600. National
shares of the workload are in principle proportional
to orders although uncertainty persists as to what the
relative size of these orders will finally be. Spain and
Germany have deferred their first deliveries until
2002, so assembly of the first units in the late 1990s
would be only for the UK and Italy.

Civilian demand is highly cyclical. At present, the
financial position of many major airlines remains
precarious and orders for European aircraft are not
expected to pick up until 1995 or 1996 as the sales
revenue of the major carriers begins to increase in the
expected economic recovery. Much of the fortunes
of the industry will depend on the Airbus Industrie
partnership. Airbus originally intended to expand
output to about 225 units a year by 1995, following
the opening of a second assembly line in Hamburg.
However, the most recent forecasts are for produc-
tion levels of only 170 units in 1995, while the outturn
for 1994 may be only 120 units.

Nevertheless, over the longer term, demand for civil-
ian air transport is likely to expand. Improvements in

air traffic control systems will increase capacity on
the more congested routes; Structural Funds are as-
sisting investment in airports, especially in the less
accessible parts of the Community; and increasing
regulations on noise and other environmental im-
pacts mean that many older models will need to be
retired early.

The underlying growth in demand for civilian aircraft
is therefore strong, with some forecasts for longterm
annual air traffic growth in the 5-10% range, causing
the civil market to overtake the defence side in im-
portance. The pressure to reduce unit costs in order
to improve competitiveness and match US producers
means that increased output will be achieved through
hfgher productivity or sourcing in lower cost coun-
tries. The employment effects of expanding produc-
tion are, therefore, unlikely to be positive.

Textiles and Clothing

Structure of the industry

The textile industry is relatively heterogeneous. Dif-
ferentiated according to end-use, it is made up as
follows : clothing and knitwear (45% of EC fibre
use), home furnishings (17%), carpets (13%), tech-
nical textiles (25%) among the largest users of which
is the automobile industry discussed above. Techni-
cal textiles (filters, webbing, etc) represent the fastest
growing sub-sector over recent years and demand
continues to grow rapidly”.

Industry estimates suggest that there were nearly
77,000 textile firms in the Community in 1990, with
size ranging from giant, vertically integrated multi-
national companies such as Coats Viyella (UK)
which employed about 60,000 people to thousands
of small and medium-sized enterprises and ‘micro’
firms employing only a few workers. Most of the
small textile enterprises in the Community sell only
to their home market or at most, to the markets of one
or two other Member States, while the large firms
sell throughout the Community and export to third
countries. The largest five European firms are
French (2), Italian (1) and British (2) which rank
among the largest ten textile firms in the world.
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Map 15 Employment in the textiles and clothing industries, 1991
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The clothing and textile industries are closely linked
— the clothing industry purchasing 50%, 70% and
40% respectively of the outputs of the cotton, wool
and silk industries. The two industries have common
features and are subject to the same trends. They both
experienced periods of expansion up to the early
1970s followed by prolonged stagnation and by large
and increasing loss of markets to extra-EC imports.

The majority of firms in the clothing industry are
small with those employing less than 20 people ac-
counting for an estimated 22% of total output in
1990.

Two sectors of the market need to be distinguished,
that for mass produced, low-cost clothes and that for
high quality products. Demand for mass produced
clothes is relatively price elastic, while demand for
high quality clothes is determined more by non-price
considerations, although the evidence of recent years
indicates that price remains an important overall
determinant.

More than most products, the demand for clothes is
determined by tastes and fashion, the demand for
which is growing. The life-cycle for a particular
garment may be very short, in some cases as short as
afew weeks. Manufacturers have considerable scope
for specialisation in market niches but this often
requires strong links between manufacturing and
distribution to enable production systems quickly to
accommodate changes in consumer tastes. This ex-
plains the growth of large firms integrating both
manufacturing and distribution.

In employment terms, the textile and clothing indus-
tries are in long-term decline in the Community.
Between 1981 and 1991, employment declined by
nearly one-quarter from 2 560 000 to 1 940 000 rep-
resenting a loss of over 600,000 jobs. Estimates since
1991 suggest that decline has accelerated during the
recession with the loss of a further 25C,000 jobs or
more in the two years 1991-1993, a fall of 13%
(Annex, Table A.9).

Spatial structure

Reflecting the size of their economies, employment
is highest in textiles and clothing in the four largest
Member States which account between them for over
70% of the total (Maps 15 and 16). Employment in
the sector is highest in Italy and the UK which
together account for 40% of the Community total.
The sector is also very important for Spain, Greece
and Portugal which account for 20% of all employ-
ment. There are important differences in the quality
of the employment especially in regard to clothing.
The Community is a world leader in the production
of high-fashion garments and Paris and Milan are the
centres of world fashion. In the Southern Member
States such as Greece and Portugal the clothing in-
dustry while very important in terms of employment,
produces mainly low value-added garments.

Within Member States production tends to be con-
centrated in certain regions, with, in general, both the
textile and the clothing industries being located in the
same areas, the strong dependencies between the two
resulting in structural changes affecting on both in-
dustries and so having a cumulative effect on re-
gional activity.

There are particularly strong dependencies in many
of the weakest parts of the Community (Map 16). The
ten regions with the highest dependency on textiles
and clothing (accounting for more than 1 in 20 jobs
in the regional economy) are in Greece (4 regions),
Central and Eastern Spain (3 regions) and Portugal
(3 regions). At the same time, textiles and clothing
are highly important in some of the stronger regions
of the Community —in Vlaanderen (B), Central Italy,
Southern and Central Germany, North-Eastern
France, in all of which they account for at least 1 job
in 30. Other major concentrations of textile and cloth-
ing employnient (50,000 employees or more) are
found in capital regions such as South-East of the UK
and Ile de France as well as in Rhone-Alpes (F).

Prospects

The Community’s regions dependent on textile and
clothing are likely to have different prospects over
the rest of the decade according to the segment of the
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industry in which they are specialised and their ca-
pacity to adapt and innovate.

For textile products with high design and production
complexity (technical textiles and high fashion fab-
rics), Member States can expect to maintain their
competitive position. For other textile products,
standard cotton fabrics, standard chemical spun
yarns and so on, the shift of production to low-cost
countries is likely to continue.

In general, developments and prospécts are driven by
the retail sector which has been subject to increasing
concentration. On the positive side :

e more professional organisation of distribution
has helped to emphasise the importance of time-
based, rather than cost-based, competition, thus
conferring an advantage in the European market
to European producers;

@ greater emphasis on quality clothing generally
requires close communication between distribu-
tors and manufacturers;

@ increased emphasis on shorter production runs
militates against the labour-intensive mass pro-
duction in many third countries;

® sourcing in distant markets carries more risk®,

On the negative side, the specialist sourcing facilities
developed by large distributors enables them to
undertake a more geographically wide-ranging
search for the cheapest producers. For many clothing
products, and in particular for large orders with long
lead times, distributors will favour cheaper, if distant,
suppliers.

On the policy side, the clothing and textile industry
will also be affected by a phasing out of the MFA
quota arrangements over the next ten years. Major
preconditions specified by the Community as part of
such phasing-out are likely to include the opening of
markets in developing countries, action to curb
dumping of surplus products on EC markets, the
removal of certain state subsidies (particularly export
subsidies) to the clothing industries in the more de-

veloped, low-cost exporting countries and action to
curb counterfeiting of Community brands.

The clothing industry is one of the major employers
in the Community. While dominated by large com-
panies in every other sense, the bulk of the industry’s
firms are small to medium sized enterprises, many
with fewer -than 20 employees supported by out-
workers who are not always captured in official
employment statistics. This suggests that the impact
on regional employment of the ongoing restructuring
of the clothing industry is likely to be considerably
higher than the official estimate.

Defence industry
and military forces

Political reforms in the former Soviet Union and in
all of East and Central Europe, ensuing arms control
agreements and a fundamental reappraisal of defence
policies are leading to defence budget cuts in the
Community Member States.

Disarmament is perceived to offer a unique oppor-
tunity to cut budgetary deficits and to divert valuable
resources to more ‘worthwhile’ objectives. In prac-
tice, however, the size of the peace dividend is
limited in the short and medium term by the substan-
tial costs of conversion and the time needed to find
alternative uses for the physical and human resources
no longer absorbed by defence-related activities.

Since 1987 annual defence expenditure in the
Community has stabilised in real terms. In 1991,
expenditure amounted to 148 billion ECU which
corresponded to 2.3% of GDP and 4.7% of total
government spending. France, Germany and the UK
were responsible for about 70% of the EC total. The
general expectation in 1992 was for real cuts in
defence spending of up to 10% by 1995 and up to
25% by the year 2000. This would lead to a reduction
of up to one percentage point in the share of military
expenditure in relation to Community GDP by the
year 2000. Expenditure cuts on such a scale would
inevitably affect all types of defence expenditure
albeit to different degrees.
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Military personnel accounts for almost 50% of ex-
penditure. About one fifth of the defence budgets of
the EC Member States is spent on military equip-
ment, the mainstay of the defence industrial estab-
lishment. About 5% is devoted to infrastructure
(military base construction, etc), while the remaining
quarter goes on operating expenses.

Armed forces plus support staff exceed 2.3 million,
including professionals, conscripts and civilian per-
sonnel. Adding the 700,000 workers employed in the
defence industries, more than 3 million people, or
2.4% of the Community labour force, are directly
dependent on military expenditure for their employ-
ment.

The reduction of defence expenditures in relation to
GDP expected by the year 2000 will probably be
accompanied by reductions on a similar scale in the
share of defence-related employment in the labour
force. Over one million jobs in the defence industry
and the armed forces could be threatened. The poten-
tial impact on a number of regions is significant.

One half of Community employment in the defence
industry is concentrated in 19 regions (at NUTS
level 2). These have a share of employment in
defence of over 1%, twice the Community average
(Annex, Table A.10). A further one third of employ-
ment is located in other regions with an above aver-
age concentration of defence activities.

Cuts in defence spending clearly make regions and
localities where defence industries are concentrated
vulnerable to job losses. This does not necessarily
imply, however, that the difficulties encountered by
such regions will be proportional to the numbers
employed in these industries. Decisions taken within
the Ministries of Defence on which pieces of military
equipment to cut back on, have clear regional impli-
cations.

A recent Commission study?® identified the NUTS
level 3 regions with known concentrations of defence
industrial activities within the 19 ‘defence-
dependent’ regions as well as over 100 other towns
and cities with plants producing equipment for the
military.

The study found that it was difficult to forecast short
to medium-term factory closures, since because of
the controversy surrounding them decisions were
often not announced until the last moment. Respond-
ents indicated that the regional implications of
defence cuts would be determined by commercial
criteria and that most adjustment would take at least
five years.

So far, corporate responses to the forecast cuts in
defence expenditure of up to 25% by the year 2000
and reductions in export sales have been similar
across Europe. While most firms are understandably
pursuing a number of strategies, it seems that in
general the leading firms have followed a ‘dual track’
course, streamlining their defence operations
through concentrating on core military business
whilst simultaneously seeking to diversify into re-
lated, usually high-technology, civil markets.

In general French and Italian contractors are seeking
to maintain their position in the defence market,
while German and British firms have to some degree
adjusted already. There is some evidence that
German companies are following a more offensive
strategy by moving into related civil markets.
UK companies by contrast are pursuing a more de-
fensive strategy involving lay-offs, closures and
sales of plant and equipment.

So far as military bases are concerned, these are
distributed across more regions than defence indus-
try plants. In 31 regions (at NUTS level 2) the share
of military personnel in employment is over twice the
Community average of almost 2%. These regions are
located in different parts of the Community and
house just over one third of all armed forces (exclud-
ing the new German Lénder). A further 300 military
bases are located outside these regions.

In only a small number of Community regions is the
share of employment in both the defence industry and
armed forces twice the Community average.

The impact of plant and base closures will differ
between regions, with some isolated local areas
being more adversely affected by defence cuts than
those which are located in larger and less defence-
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" dependent regions. Those resulting from defence

Initially, there will be a need for a wide range of

Defence-industry dependent

Military-base dependent

Number of regions % Number of regions %
Eligible 5 9 39 34
Unknown/possibly eligible' 23 42 17 15
Not eligible 27 49 59 51
Total 55 100 115 100

‘Source : EAG { 1 992)

1 De_fenoe uzdustnal planz or nuhtary base is loca!ed m a NUT S level 3 regxon whach is pamally ehglblc

industry cuts are likely to be greater and less diffuse
than those resulting from reductions in armed forces
and may, in exceptional cases, cause a doubling in
the number of job losses.

Policy responses need to be adapted to the special
characteristics of the industry and region affected.
Serious problems of adjustment are likely to occur
where defence industry cutbacks are in areas where
other industries are already in decline and where
older workers with traditional skills are affected or
where a high proportion of the local workforce is
employed in defence. Much of the industrial infra-
structure in such areas is likely to be highly spe-
cialised and may pose serious environmental prob-
lems of site decontamination. There are very few
examples in the Community of complete industrial
conversion from defence to civil applications, al-
though many companies are pursuing strategies of
diversifteation. Much of the labour force involved is
not likely to be readily re-employed without retrain-

ing.

The impact of military base closures, particularly if
they occur in comparatively small communities or
rural areas, can do great damage to the local econ-
omic fabric. Often tourism, agriculture or fishing
provide the only alternative means of employment.
Strategies for the diversification of the local econ-
omy should include the commercialisation of the
land and buildings abandoned by the military.

policy measures directed to environmental improve-
ment, site decontamination and clearance, and a re-
skilling of the work-force. This, in turn, implies a
need for local coordination, given the relative isola-
tion of many defence establishments and the need for
any Community response to be built on local and
regional initiatives.

Such a response is complicated by the fact that the
majority of areas with defence industry plants and
military bases have until recently not been eligible
for Community support under the regional objectives
of the Structural Funds (Table 4). Jobs in the defence
sector have traditionally been secure and little af-
fected by structural change.
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I European Commission (1993), Market Services and European Integration. European Economy No 3.

2 European Commission (1992), Employment in Europe.

3 These data relate to direct employment in the automobile industry as defined by General industrial classification of
economic activities in the European Communities under NACE code 35. They do not include indirect jobs with non-
specialist suppliers, part of whose production goes to the automobile industry, such as rubber producers (two thirds
of production), steel and steel-processing (one third of production), glass, textiles etc.

4 These figures and the regional map are based on a survey of aerospace plants undertaken for the European
Commission by Cambridge Econometrics in 1993/94.

5 The VISA database of the European Commission estimates employment in aerospace (NACE code 364) at 5,600 in
Spain in 1993. The survey undertaken for this report yields a figure of 17,000 in Spain of which 9,000 were in one
company : CASA, a partner in Airbus Industrie. No such differences between sources exist for other Member States.

6 Hayward K (1993), The Aerospace Industry. Future of Industry Paper Series, Volume 14. Study financed by the FAST

programme of the European Commission. .

7 For a more detailed discussion of the industry structure see European Commission ( 1993), Panorama of EC Industry,
and, ERECO (1993), Europe in 1997 : Economic Analysis and Forecasts.

8  This is starkly illustrated by the process whereby some distributors compute an additional cost percentage to cover risks
which vary from 9% for EC countries to 20% for South-East Asia and as high as 30% for countries such as Pakistan,
China, India and Bangladesh. Additional costs such as transportation, which are negligible when sourcing takes place
within the Community, were estimated to account for 7% and 11% of the cost in near non-EC and faraway suppliers
respectively (Institut Frangais de la mode (IFM), quoted in European Commission (1993) ibid.).

9 Economists Advisory Group Ltd, Centre for Defence Economics (1992), The economic and social impact of reductions
in defence spending and military forces on the regions of the Community, Regional Development Studies, Volume 5.
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Chapter 4

Differences in infrastructure and human capital are
widely recognised as contributing significantly to
variations in regional competitiveness. The economi-
cally stronger and more prosperous regions of the
Community are generally more richly endowed with
both, while the lagging regions typically have serious
deficiencies.

In a Community which is gradually moving towards
closer union, such wide differences are less and less
acceptable. This is recognised in the Maastricht
Treaty, which lists among the central aims the pro-
motion of harmonious and balanced development
and the strengthening of economic and social cohe-
sion. In achieving these aims, the Treaty specifically
recognises the role of trans-European networks in the
fields of transport, energy and telecommunications
infrastructures in enabling regions to reap the full
benefits from the Single Market and in linking island,
landlocked and peripheral regions to the central re-
gions of the Community. The creation of greater
equality of opportunity for all European citizens and
firms, wherever they are located, requires progress
towards reducing the gap in infrastructure and human
capital endowments.

This is why a major proportion of the Community’s
aid to lagging regions has been concentrated on
trying to achieve this. Under the 1989-1993
Community Support Frameworks for Objective 1 re-
gions, the Structural Funds devoted some 16 bil-

Infrastructure and
human resource endowments

lion ECU to investment in basic infrastructure and
well over 10 billion ECU to investment in human
capital (at 1994 prices), or some 35% and 22%,
respectively, of total expenditure. In addition, the
European Investment Bank provided nearly 10 bil-
lion ECU in loan finance for investment in basic
infrastructure in these regions in the period
1989-1991.

This chapter examines the ‘development gap’ be-
tween the lagging regions and the rest of the
Community in terms of the major disparities which
persist in regard to endowments in basic infrastruc-
ture anid human capital

Regional differences
in infrastructure

Infrastructure is composed of four main elements :
transport and energy networks, telecommunication
links and environmental facilities (i.e. waste treat-
ment and water supply). In this chapter, new infor-
mation on transport, telecommunications and envi-
ronmental infrastructures is considered. Energy
infrastructures are also important for regional devel-
opment. Extending and improving energy networks
and improving access in the weaker regions are es-
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sential to promoting productive activities. The avai-
lability of high-quality electricity or natural gas sup-
plies enables businesses in all sectors of the regional
economy to optimise their choice of equipment. En-
ergy diversification helps to improve competitive-
ness. Such issues have been examined in a recent
report by the Commission! and are not therefore
explored further in this chapter.

To compare the regional endowments in infrastruc-
tures raises important conceptual and methodologi-
cal issues, which need to be briefly considered before
the data can be properly interpreted.

The role of infrastructure
in the development process

Despite the clear association between the level of
infrastructure and regional development, the nature
of the causal link is still the subject of intense debate?.
Some of the more central regions of the Community,
for example, despite very high levels of infrastruc-
ture provision, arguably face constraints on future
development because of deficiencies in relation to
needs in certain areas, such as transport where the
existing network may be unable to cope with in-
creased volumes of traffic.

The present interest of economists and planners in
infrastructure concerns two main issues :

@ first, the cost which tends to fall on the public
sector which is constrained because of financial
difficulties; this has led to growing interest in
ways of introducing private sector finance,
which, inter alia, requires improved information
on needs to facilitate investment appraisal;

e secondly, the indirect as well as direct contribu-
tion of infrastructure to enhancing regional econ-
omic performance, which is related to its ‘public
good’ aspect, in the sense that once provided it is
available to all at zero or low cost, expenditure
on infrastructure can therefore improve the pro-
ductivity of private businesses and increase
profitability. The overall rate of return on such
investment can accordingly be much higher than

it appears. The historically low levels of infra-
structure investment (including replacement)
have arguably constrained the rate of productiv-
ity and employment growth in some Member
States.

Defining appropriate indicators

Making regional comparisons of infrastructure raises
the problem, first, of identifying an appropriate —and
concise — set of indicators reflecting the scale and,
more especially, the quality of the endowment of
each type of infrastructure. Secondly, there is a rieed
for simplification and ability to aggregate indicators
in order to produce indices of endowment. Thirdly,
infrastructure provision needs to be related to other
factors, such as the structure of economic activity.
Finally, there is a need to take account of links
between infrastructure networks both within and be-
tween regions.

The simplest measure of infrastructure is either the
physical scale of provision — eg the length of roads
per square kilometre or in relation to population —
which indicates the potential intensity of use. The
proportion of population with access to particular
facilities, such as public water supply, may also be
relevant. For most types of infrastructure, indicators
reflecting quality should also be included. For the rail
network, for example, the extent of electrification
and the number of separate tracks, which affect both
the speed of service and the capacity of the network,
can be taken as indicators of quality.

To facilitate interregional comparisons of total en-
dowments, ihere is an obvious attraction in attempt-
ing to combine individual measures to produce a
single composite indicator. While several aggrega-
tion methods are possible, none is wholly satisfac-
tory. Subjective judgement about the choice of
measures to be included and the relative weights to
be attached to each are inevitably invoked. More-
over, changes in composite indicators tend to be
difficult to interpret, while they provide little or no
indication about whether provision responds to the
specific needs of a region. :
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The type of infrastructure provision in a given region
will have typically developed to suit existing needs,
but may constrain new kinds of development. Re-
gions with poor endowments of particular facilities,
however, may have other advantages which more
than outweigh the deficiency. Regions with poor
road or rail networks may have a superior environ-
ment, lower labour costs, and so on. While improved
infrastructure may be a desirable part of regional
development, it may be neither necessary nor suffi-
cient per se to generate that development.

One of the basic factors in a region’s economic
development lies in trade with other regions. Con-
nections to markets and sources of supply (not just
the movement of goods but also the transfer of infor-
mation) may be of critical importance. This is true
both at the interregional level, where deficiencies are
not revealed by a region by region assessment in
cases where the completion of trans-European net-
works is vital to the competitiveness of regions taken
as a whole and at the intra-regional level, where the
links to any trans-European network are important.
For many peripheral and lagging regions, akey prob-
lem is the deficiency of the internal network rather
than the inter-regional links, which is not always
revealed by any regional indicator, since this will not
take account of how well different parts of the net-
work are connected — eg whether branch lines are
well connected to trunk routes.

In summary, while the measurement of infrastructure
endowment is important to understanding regional
differences, any indicator must be interpreted with
caution.

Regional infrastructural
endowments in transport

A good transport system is generally recognised as a
prerequisite for national or regional economic devel-
opment. Transport systems have all of the inherent
features of infrastructure. They are large, indivisible,
immobile and are used by a wide variety of producers
and consumers. In modemn economies, based on
trade, they are also a necessity without a viable

substitute, though substitution is possible between
different modes of transport.

Transport systems particularly have a major role in
promoting the integration and cohesion, in improv-
ing the accessibility of peripheral regions and in
relieving the pressure of transit traffic in the more
central areas3.

As noted above, transport systems have to be con-
sidered in relation to regional needs. The aim is not
simply to equalise endowments. More geographi-
cally remote and less densely populated regions are
likely to need greater provision in terms of road or
rail track length per head of population than less
remote regions. Regions on the extreme periphery,
especially islands, will tend to require relatively more
port and airport facilities and typically will not be
able to use inter-regional infrastructure for intra-
regional needs*. In the most congested central re-
gions of Europe, the combination of transit and re-
gional traffic may also necessitate a higher than
average level of provision relative to both area and
population. The difficulty is to determine the degree
of under-provision of infrastructure in the light of
these sources of variation.

Transport systems are different from other types of
infrastructure in that significant benefits are also
likely to accrue to those not resident in the region
where they are locateds. The costs, especially the
environmental costs, however, tend to fall on local
residents. This makes for difficulty in assessing the
implications of any variations in endowment which
are identified.

Roads

Roads account for the largest share of both passenger
and freight traffic within the Community. More than
70% of freight movements (measured in kilometre
tons) and more than 90% of passenger movements
(measured in passenger kilometres) are made by
road. The use of other forms of transport depend on
good local road communications for access. A good
road networks is, therefore, vital to a region for both
inter- and intra-regional traffic.
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In terms of basic indicators, the weakest regions tend
to lag behind the EC average. The total road surface
per square kilometre in Greece and Spain is only 23%
of the Community average and in Portugal only 42%,
as against over 300% of the average in Belgium and
over 200% in the Netherlands and Luxembourg.
Location is clearly a factor here, since peripheral
regions have less need of roads for transit traffic, as
is density of population. In relation to population,
there is a little less variation, road surface per inhabi-
tant being around 50% of the Community average in
Spain, Greece and Portugal and around 150% in
Belgium. Ireland illustrates the difference between
the two measures, with twice the road surface in
relation to population than the Community average
but only 75% if related to land area.

At the regional level, the lowest level of road provi-
sion per square kilometre is found in the remote
regions of Greece (Anatoliki Makedonia, Thraki and
Kentriki Makedonia), Spain (Extremadura and
Castilla-La Mancha) and Portugal (Alentejo). In the
latter two countries, this principally reflects sparse
population, since all these regions have above aver-
age provision in per capita terms. The Greek regions,
however, come out low on this measure as well
(Annex, Table A11).

There is some tendency for the metropolitan regions
to have the lowest provision per head. In Lisboa, in
Portugal, the road network is less than a third of the
national average per head and in the Athens region
of Greece (Attiki) less than half the national average
per head.

To facilitate comparison, a composite indicator giv-
ing equat weighting to land area and population has
been constructed. This confirms the poor endowment
of Greece, Spain and Portugal (Graph 9).

As the road surface reflects not only the length of
roads, but also their width (number of lanes), it
already involves some allowance for road quality.
Motorways are a further indicator of quality. The
index combining the per square kilometre and per
head figures is highest for the Benelux countries
(more than double the Community average) and
Germany and generally well below the average for

the peripheral countries — only 5% of the average for
Ireland and 9% for Greece (Graph 10).

At Community level, there is no harmonised measure
of the quality of service provided by road networks
(eg in terms of the average travel speed) or the scale
of congestion at peak times (eg in terms of the
variability of travel time). The only data from which
quality differences may be inferred relate to road
safety, as measured by the number of people killed
in road accidents. Although this indicator needs to be
interpreted with extreme caution, the figures seem to
suggest very poor roads in Portugal and Greece, with .
69 people killed per 100,000 vehicles as against a
Community average of 30 (Graph 11).

The extent and quality of road infrastructure at any
point in time is the result of a cumulative investment
effort over a long period. The figures for investment
in roads help to explain the gap between the four
weakest Member States and the rest of the
Community : For most of the period 1975 to 1989,
the road investment relative to GDP in Greece, Spain,
Ireland and Portugal was significantly below the
level in the rest of the Community. Only in the last
two years of the period was the figure for these
countries above the average elsewhere (Graph 12 and
Annex, Table A.12). (More recent information sug-
gests that investment remained above 1% of GDP
during the early 1990s).

Rail

The variation in provision of railways is less than for
roads, although the differences between Member
States and regions remain significant and the spatial
pattern of variation is similar to that for roads.

In most of the more developed Member States the
density of rail lines per square kilometre is above the
Community average, whereas the four poorest coun-
tries have a relatively low density. As for roads, the
per capita figures are somewhat different. Ireland is
again well provided, Belgium, the Netherlands and
the UK less well so, reflecting the greater prevalence
of double-track lines (Annex, Table A.13).
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In terms of the composite index, Germany, France
and Belgium have the most developed rail networks,
Greece the least (Graph 13).

At the regional level, in Spain regions with poor
roads (notably Andalucia and Murcia), also have
poor rail networks, which is also true of the metro-
politan areas of Greece and Portugal. On the other
hand, a number of Spanish regions have very high
levels of rail provision, especially relative to roads,
as is the case in many Southern Italian regions. This
suggests that although national levels of provision do
not vary greatly, there is more substantial variation
between regions within the peripheral Member
States.

Three indicators of rail quality are available — the
proportion of lines which is electrified, the propor-
tion which is double track and the proportion
equipped with automatic block signals.

The degree of electrification depends not only on the
finance available for modernisation, but also on such
factors as the availability of electricity at competitive
prices and the nature and density of traffic carried.
There are substantial variations in this indicator be-
tween both developed and less developed countries.
In the UK and Denmark, a below average proportion
of lines are electrified (29% and 11% as against a
Community average of 41%) while Belgium, the
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Netherlands and Italy all have figures well above the
average. For Spain, the figures is also above average,
though the extent of electrification in the weaker
Spanish regions is below average as it is in Portugal,
Ireland and Greece — in the latter two substan-
tially so (Graph 14).

The proportion of lines which are double track is also
much lower in the less developed Member States
than in the rest of the Community (though this may
reflect differences in the level of demand and density
of service) (Graph 15).

The proportion of tracks equipped with automatic
block signalling, which increases speed and capacity,
is similarly high in more developed countries — in
Belgium, Luxembourg and the UK, it is well over
50% — and low in the less developed — in Spain and
Portugal, it is only around 10%, in the new German
Linder and East Berlin less than 5% and in Ireland,
zero (Graph 16).

During the second half of the 1970s and in the 1980s,
investment in rail infrastructure in the Community
remained stable at around 0.2% of GDP (Graph 17
and Annex, Table A.14). Of the four poorest Member
States, only Spain had a higher figure (an average of
0.25% of GDP a year). Investment levels in Greece
and in Ireland remained very low throughout the
period at, respectively, 0.08% and 0.04% of GDP.

These three indicators suggest that rail infrastructure
in the four poorest Member States is not only less
extensive, but also of poorer quality than in the more
developed parts of the Community. At the same time,
traffic is also lower. Train-kilometres per kilometre
of rail line are only half as high as in the rest of the
Community, passenger-kilometres per kilometre of
rail line are less than 60% as high and the volume of
freight per kilometre of line is less than 40% as high

(Table 5). This low level of use may be one of the

reasons why these countries have given lower
priority to the modernisation of their rail networks
than to investment in roads during the 1980s, though
equally lack of investment may also be a reason why
traffic is low and declining. In the four countries
taken together, rail passenger traffic declined by 1%
between 1986 and 1991 as compared with an increase
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e Table5
Intensiy of use of rail infrastructur

Train-km

\EURS : B, DK, D, F, 1 L, NL, UK

Passeng.-km Tonne-km
per km of rail line per km of rail line per km of rail line
million million million
1990 1991 1991
EUR12 18.9 1.87 142
EURS 20.6 2.03 1.59
EUR4 109 1.16 0.63

- EUR4: EL ESP, IRL

of 7% in the rest of the Community and freight traffic
fell by over 5% as against a rise of 3% elsewhere.

As noted above, the lower level of infrastructure
provision may in some cases reflect the lower level
of transport demand in the lagging regions. However,
there are clear indications that the demand for trans-
port services is rising far more rapidly in many of the
lagging regions than in the rest of the Community.
Between 1987 and 1992, freight traffic increased by
25% on the Iberian peninsula — more than twice the
average increase in the Northern Member States®.
Such a rapid expansion of traffic is likely to result in
increasing congestion, particularly in the more ur-
banised regions.

To prevent deficiencies in transport infrastructure
imposing serious constraints on economic develop-
ment, the least prosperous Member States and re-
gions will need to increase investmsent to a level
significantly above that in the more developed areas.
This seems to have been happening in recent years.
Between 1984 and 1988, the four poorest Member
States devoted around 1% of their GDPto investment
in transport, slightly more than the more prosperous
Member States. Between 1989 and 1993, investment
seems to have more than doubled in each country,
except Ireland, where there is little sign of any in-
crease. Further increases in investment appear to be
planned. Between 1994 and 1999, the four countries
together are projected to undertake expenditure of
around 2% of GDP, at least twice as high as the

Community average, which should enable them to
make some progress towards reducing disparities in
transport relative to the rest of the Community.

Telecommunications’

Telecommunications are important, both in provid-
ing key support to regional economic development
and as a complement to other infrastructure. Tele-
communications are often seen as a modern sub-
stitute for transport links, since they obviate the need
for face-to-face contacts, enable large volumes of
information to be sent more rapidly and cheaply.
However, telecommunications can also create an
increased demand for transport, establishing contacts
which tend to lead to a greater need to travel and
convey freight. Telecommunications and transport
systems can therefore be expected to develop in
parallel rather than as alternative.

Telecommunications can also be seen as a prereq-
uisite for the growth of modern industries and ser-
vices, which require efficient telephone, fax and data
transmission systems. The precise relationship be-
tween investment in telecommunications and re-
gional .development is, however, like that of most
infrastructure, not easy to establish. Improved tele-
communications can have both centralising and
decentralising effects. On the one hand, they make it
easier for firms to service branches and clients out-
side a region from central points and hence can serve
to inhibit development. On the other hand, they make
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it possible for firms to take advantage of lower costs
and other benefits in peripheral regions whilst main-
taining good links with core regions.

The quality of the telecommunications system de-
pends both on the infrastructure itself and on the
services provided. For basic telephone services, the
number of lines per head is a reasonable indicator,
while the quality of service can be measured by
connection to a digital exchange, which provide ac-
cess to networks which are an essential part of mod-
ern data transmission systems.

Despite rapid growth in telephone networks, major
variations between Member States and regions re-
main. Although the number of main telephone lines
in Portugal, for example, increased by over 75%
between 1987 and 1992, it still had the lowest density
of any Member State at 27 lines per 100 inhabitants,
much less than in Denmark (58), France (51) and
Luxembourg (50). In Ireland (30), Spain (34) and
Greece (40) network density was also below the
Community average of 44 lines per 100 inhabitants
(Graph 18 and Annex, Table A.15).

Greater variation exists in some countries at the
regional level. Germany is the most notable example,
the new German Linder have the lowest density of
lines in the Community at 13 per 100 inhabitants in
1992 (see Chapter 11). In Portugal there is consider-
able variation between Acores (18) and Alentejo (19)
and Algarve (34) and Lisboa e vale do Tejo (35),
while in the Mezzogiorno, the density (32) is less
than 75% of that for Italy as a whole and in Greece,
substantial differences exist between Attiki (51) and
more peripheral regions like Anatoliki Makedonia
and Traki (28) or Ipeiros (29).

Connection to digital networks reflects recent levels
of investment. High connection levels are found in
France (79% of subscribers connected to digital ex-
changes), where investment has been considerable
compared to Denmark, Luxembourg and the
Netherlands which have around the same number of
lines per 100 inhabitants. In Ireland and Portugal, the
rapid growth of the telephone system in recent years
has enabled new technology to be introduced earlier

than in many much more developed countries (in

Portugal, for example, the digitalisation rate in-
creased from zero in 1988 to 50% in 1992), while in
the UK, a major investment programme led to an
equally dramatic growth in digital connections (from
under 2% in 1987 to 55% in 1992).

To be effective, a telephone network needs to be
reliable. The number of faults per line each year is,
therefore, an important measure of the quality of
service (Graph 20). In the more developed Member
States fault rates are generally below 20%
(0.20 faults per line annually) while in the four wea-
kest Member States, rates vary from 30% in Spain to
50% or more in Greece and Portugal. This is despite
intensive modernisation, which halved fault rates
over the period 1987 to 1992.

From the available regional data, there appear to be
no great difference between North and South in Italy,
but substantial differences in Greece, with the hig-
hest fault rate being in the Attiki region (0.71), be-
cause of the old and congested network in Athens.

During the period 1987 to 1991, investment in tele- -
communications in the Community averaged be-
tween 0.5% and 0.6% of GDP, though in the four
poorest Member States taken together it was signifi-
cantly higher at just over 1% of GDP (Graph 21 and
Annex, Table A.16). In per capita terms, investment
in these four countries was some 30% grater than in
the rest of the Community (excluding Germany),
though there was considerable variation between the
four (Graph 19). The high expenditure in these coun-
tries was due almost entirely to a trebling of invest-
ment in Spain and Portugal, which reached a peak
level of around 1.4% of GDP and which, in per capita
terms, far exceeded levels in the more prosperous
parts of the Community. In Greece also, investment
increased significantly between 1987 and 1991, al-
beit from a very low base (from 0.4% of GDP to
0.8%), though investment per head remained very
low (just over 50% of the Community average in
1991-1992). In Ireland, investment was also rela-
tively low in relation to population and, relative to
GDP, was just above that in the more developed
Member States between 1987 and 1991, which may
be due to the fact that the Irish network was already
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significantly digitised by the mid-1980s (with a rate generated — is both an important contribution to
of 46% in 1988). economic activity and a source of protection against

- ecological damage as development takes place. It,
The exceptionally high levels of investment in recent therefore, helps to ensure that regional growth can be
years enabled Spain and Portugal to bring the stand- sustained. For example, inadequate facilities for the
ard of their telecommunications networks more in treatment of urban waste water can significantly
line with that in the more developed Member States, reduce income and jobs.

despite the latter stepping up efforts to expand and
modernise their systems too (Table 6). Between 1987
and 1992, the number of main lines in Spain in-
creased from 62% of the average for Belgium, France
and the UK (the only ones of the more developed
countries for which data are available) to 71%, and
in Portugal, where the number of lines nearly
doubled over this period from 40% to 60%. In both .
countries there was also a considerable increase in
the percentage of subscribers connected to local ex-
changes, while fault rate and average waiting time
. for new connections declined significantly.

The main environmental problems which have im-
plications for infrastructure investment in weaker
regions concern the management of urban waste
water and the disposal of domestic, industrial and

Environmental facilities
and water supply

Environmental infrastructure — considered here in 2 !
ity R B

terms of the capacity to supply a'ciequatt? amounts of e

clean water and to dispose of solid and liquid wastes =
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toxic waste. Problems of environmental damage,
however, are widespread throughout the
Community. In certain cases, for example, contami-
nated land or urban dereliction, the problems tend to
be greater in developed areas now in industrial de-
cline than in less developed regions.

In considering regional endowments of environmen-
tal infrastructure, the approach adopted is not one of
examining the extent to which the weaker regions are
less developed than the stronger, but one of compar-
ing the current situation with the standards identified
in the various Community Directives relating to the
environment. This, in effect, combines quality and
quantity indicators.

Community Directives set environmental standards
and the dates by which these must be met. The supply
of water, the quality of which is governed by Direc-
tives, requires major investment to ensure adequate
provision for households and businesses without
undue impact on the natural environment. Air quality
and control of emissions are also governed by Direc-
tives but are not considered here because they do not
involve major public infrastructure investment and
because the costs of meeting standards fall largely on
the private sector.

The physical requirement for new environmental
infrastructure is difficult to estimate. Continuing
changes in environmental policy and standards, un-
certainty over future economic growth and changes
in technology complicate the picture, while there is
a lack of comprehensive data on existing facilities —
a problem not confined to Europe. Here the aim is to
indicate the broad scale of Community differences in
endowment between regions. \

Waste water

The capability of regions to treat their waste water
varies widely. In West Germany, in 1988, the ratio
of waste water treatment capacity to waste water
production was 105%, while in Ireland the figure was
one-third and in Greece only 11%. The Ministry of
the Environment in Italy recently reported that a
number of the treatment plants in the Mézzogiorno

were not in operation, often because they were not
connected to the sewer or power systems®.

To be treated, waste water has to be collected, which
requires in turn a major investment in infrastructure.
In 1991, only 53% of the population in Spain was
connected to waste water treatment facilities, while
in Ireland the figure was 44% and 31% in Portugal.
These proportions compare with 68% (France) and
98% (Denmark).

Untreated waste water is generally discharged into
rivers and eventually the sea. The quality of bathing
waters therefore give an indication of the effective-
ness of waste water treatment system. In Denmark,
where 92% of the population is connected to waste
water treatment facilities, 96% of beaches met the
standard set in the Bathing Water Directive. In Spain,
90% of beachcs reached the standard, but in
Andalucia this figure fell to 81%, while in Sicily the
figure was only 78% and in East Germany as low
as 68%°. The UK figure is also comparatively low
at 76%.

Solid waste

Municipal solid waste can be disposed of by incin-
erating, composting, recycling or landfill. Landfill is
the most common and least expensive method, but in
order to ensure that landfill sites meet environmental
standards - so that, for example, contaminated water
does not leach into the water table — they need to be
controlled. In Portugal, 62% of municipal solid waste
was disposed of in uncontrolled sites in 1989 and this
rises to 93% in the Algarve!?. In the poorest regions
of Spain 38% of waste was disposed of in such sites

- in 1990 and 71% in Castilla La Mancha!l, in Italy an

estimated 70% of the waste generated in the
Mezzogiorno is disposed of in unauthorised sites!2.

The disposal of industrial and toxic waste is a major
problem in all Member States and there is a lack of
agreement on the methods to be used. Evenin theless
developed regions, the amounts of toxic and hazard-
ous waste being produced have reached significant
levels. Greece, for example, generated approxi-
mately 450,000 tonnes a year!? but has no treatment
or disposal facilities, and it is estimated that Portugal
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waste water solid waste  hazardous waste
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Greece 240 35 2 95 372
ireland 95 20 7 30 152
Italy 208 15 14 288 525
Portugal 113 35 14 149 311
Spain 458 19 10 372 859
Total 1.1 14 124 47 934 2219

Ireland : The Envxronment and Regwnal Dcvelopmau in IRW Jonathan Blackwell and Associate. 1992 .
Italy Enwrmmenlal Invesrment Needs inthe Laggmg Regwns, ERL Espana Indu:mal Hazardoas Waste ba:ed on Valulazxone delle uuzzanve

Spain : Environmental lnmzment Nceds in the Lagglng Regton.s, ERLEs

Fi tgures far water suppty from Water Supply Iryfré.frnw:um needs

produced over 1 million tonnes of hazardous waste
in 1987, 82% of which was disposed of to uncon-
trolled landfill!#

Water supply

Proper management of the environment requires that
the process of supplying water does notinterfere with
the ecosystem. Water is needed for both industry and
households. The poorer regions, where agriculture is
a major water user, face problems of shortages, sea-
sonal fluctuations in both supply and demard and
potentialcontamination. There are permanent supply
problems — ‘water stress’ — in the South and South-
West of Spain, Attiki (GR) and Abruzzi and
Sardegna (I). Shortages are particularly acute in
Communidad Valenciana and Murcia (E). In Ireland,
only 80% of the population was connected to the
public distribution network in 1990 and 65% in the

Norte region of Portugal in 1990 as against 99% in’

France and the UK in 1989 (Graph 23).

Even where the public distribution system is rela-
tively extensive, the amount of water lost from the

system can be high — as much as 34% in Spain and
30% in the Mezzogiorno in 1987'5.

0
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Investment requirements

If measuring the scale of the initial problem is diffi-
cult, assessing the costs of meeting environmental
standards is even more so.

It is estimated that investment of over 900 mil-
lion ECU a year will be needed in waste water man-
agement in the four poorest countries of the
Community plus Italy over the next ten years to
comply with the drinking water Directive (80/778)
and to achieve a 95% connection rate (Table 7).
These figures, however, do not include the renewal
of existing but inadequate facilities nor operating
costs, which together could double the required ex-
penditure.

In the case of urban waste water, investment is re-
quired for the provision and renewal of sewers and
treatment facilities. The Urban Waste Water Direc-
tive (91/271) sets out precise standards to be

achieved by all waste water discharges and a time

schedule with final completion by 31 Decem-
ber 2005, by which date all treatment facilities re-
quired by the Directive must be installed. Investment
alone, however, is not enough to ensure that stand-
ards are met. There are many examples of new plants
lying idle or functioning inadequately because of the
costs of maintenance, a lack of trained employees or
organisational problems.

As GDP grows, so does the quantity of waste gener-
ated. The composition of the waste also changes,
with the proportion of organic matter decreasing. The
provision of recycling and incineration facilities
(which must themselves respect air pollution stand-
ards) is costly. Landfill is likely to continue to be the
most important form of disposal for the foreseeable
future, but as well as investment in the provision of
sites, there must also be effective monitoring of these
and a charging system which reflects the true costs,

. 1993-2003
900 r ECU (mllhons per year)

- Water supply .

._ lnvestment p.a. for Greece in lnd

allha_zérdous waste projects is 2 million ECU
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provides an incentive for waste minimisation and/or
recycling and deters illegal disposal.

The generation of toxic and hazardous wastes per
head is lower in the less developed than in the more
industrialised regions, but is increasing as industry
develops. Lack of law enforcement, local opposition
to the location of facilities and other political prob-
lems are important in restricting investment.

Investment in water supply tends to be directed to-
wards three aims : collection, purification and dis-
tribution. Important problems to be addressed in-
clude the possible deterioration of ground water
quality from pollution and guaranteeing a continuous
supply of water, particularly to Southern parts of Italy
and Spain and to Attiki in Greece.

Planned investment will make considerable progress
towards improving waste water and solid waste treat-
ment and water supply in the weaker regions in the
coming years (Graph 24). Total expenditure in these
areas will double between 1989-93 and 1994-99.

The expected changes will be dramatic as illustrated
in the case of Portugal. Secondary level treatment of
waste water should rise from 20% to 90% over the
next 6 years while the proportion of municipal waste
disposed of under controlled conditions is expected
to rise from 40% in 1990 to 98% in 1999.

Investment in infrastructure can have a significant
effect on the economy of a region, both directly and
indirectly. The installation of new facilities generates
employment both during the construction period and
when in operation. One estimate is that 26,000 job
years in construction, contracting and the supply of
equipment were created as a consequence of projects
financed by the Structural Funds and by Member
States on environmental projects in 199316,

Regional differences
in human capital
endowments

The competitiveness of the Community and regions
depends not only on physical infrastructures endow-
ments but, to an increasing extent, on those of human
resources. Effective educational and training systems
can therefore be important in strengthening com-
parative advantage. Despite the efforts made over
recent years, however, disparities are still very wide.

Adjusting educational and training systems to pro-
found structural changes is a priority for the whole
Community. The need is to respond to technological
advances which make existing skills redundant and
to demographic trends which are reducing the num-
ber of people entering the labour market.

Disparities in educational levels
The educational level (or attainment) of the working-
age population is a fundamental indicator of the

availability of human capital.

In the four poorest Member States, a large proportion
of the adult population (aged between 25 to 64 years)

25 . Educational Sﬁalnmem of population (2 in the Member
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has not undertaken a secondary education — 77% in
Portugal, 64% in Spain, 53% in Greece and 33% in
Ireland as against a Community average of 17%!". In
most of the more developed countries, the figure is
virtually zero (Graph 25).

Furthermore, there are wide regional disparities in
the least favoured Member States. For example, in
Portugal, the proportion of the population of working
age without secondary education varies from 69%
(Lisbon and the Tejo valley) to 85% (Madeira) and
in Greece from 38% (Attiki) to 71% (Eastern
Macedonia). Those living in towns or cities are
generally better educated than those living in rural
areas reflecting the relative ineffectiveness of exist-
ing educational systems.

Patterns are more varied in regard to post-compul-
sory secondary education (Graph 26). While it is the
case that the poorer regions of the Community have
a lower proportion of population who have attained

this level compared to the Community average, this
also applies to certain more prosperous Member
States, notably the UK and Luxembourg.

Disparities in participation rates

Basic education and initial training is essential to
improving the quality of the future workforce in
Member States. It gives young people a better chance
of finding their first job and is essential preparation
for further education and training.

In all Member States, virtually the whole of the
population aged up to 15 years is now undergoing
(compulsory) education. Over time, this will pro-
gressively erode the wide disparities in educational
attainment described in the previous section.

The number of young people taking post compulsory
educational/training courses has increased consider-

liable data for France
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ably throughout the Community in recent years.
There has been substantial progress in the least de-
veloped regions of the Community. Nevertheless,
marked differences still exist in the proportion of
young people of 15 to 19 remaining in education,
particularly between the less developed countries
and the rest of the Community. In the more developed
countries, over 75% of 15 to 19 year olds were in
secondary or higher education in 1989-90, except in
Luxembourg (72%) and the UK (59%)). In the
poorest Member States, the figure was around 60%
or less except in Ireland (69%).

There are also imporant differences in the case of
the 20 to 24 age group. In the Netherlands, 29% of
this group and in Denmark and Germany (excluding
the new Linder) 27% were still in education, while
the figure for Greece and Portugal was 17% and for
Ireland only 15%. There were, however, notable
exceptions. Among the more developed countries,
the UK had a figure of 15% and among the less
developed countries Spain one of 25%.

Closer examination of the data for young people in
the 15 to 19 age group shows that the high figures in
the most developed regions are the result of high
levels of technical and vocational training. On the
other hand, in the least developed regions, in general,
academic forms of education predominate. These
same regions are often those most affected by unem-
ployment among the under 25s.

To reduce present disparities, it is not sufficient
simply to increase the capacity of education and
training-systems in the less developed areas. Al-
though important, enrolment rates give no indication
of the quality of the content of courses or the educa-
tional methods used. The repeat and drop-out rates
provide some insight in to these aspects. Countries
with low enrolment rates also have high repeat and
drop-out rates. In Spain, for example, the repeat and
drop-out rates in secondary education increased from
12% in 1988 to 22% in 1992 and rates are also high
in Italy (19%) and Greece (9.5% in general second-
ary education and 24.5% in technical and vocational
training)!8.

Disparities in continuous
education and training

Data on continuous education and training are diffi-
cult to collect and interpret. Existing sources such as
surveys of the Labour Force Survey indicate the
broad scale of disparities within the Community, the
proportion of 15 to 24-year-olds in employment and
receiving training, for example, varying from 33% in
Germany to less than 2% in Greece and Portugal
in 1991.

In general, the most highly educated and those work-
ing in large companies seem to have more chance of
receiving further training, which implies problems
for the least favoured regions with their more poorly
educated workforces employed mainly in small and
medium-sized enterprises. The fact that training is
most needed in those regions where there is least
provision calls for measures to increase the oppor-
tunities available, through, for example, better links
between initial and continuous education and train-
ing systems.
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Chapter 5 New inward investment
and the regions :

Mobile investment
in the Community :
where are the most
attractive locations?

The prosperity of regions is dependent on their ability
to attract and retain productive activity. The features
of a region which attract economic activity tend to
change over time as do the conditions required by the
activities themselves. Historically, the structure of
economic activity has undergone massive changes as
agriculture gave way to urban manufacturing which,
at least in terms of employment, has in turn dim-
inished in importance as services have expanded.
Within manufacturing and services, there have also
been major structural changes as the scale of activity
has expanded both in terms of the range of products
produced and geographically.

The multinational firm has become the symbol of
modern economic activity at the end of the twentieth
century. These firms have a much greater influence
on activity than their size would suggest because of
the ancillary manufacturing and services which they
generate as they locate in different places. Neverthe-
less, outside the multinational sector, small and
medium-sized companies continuously make loca-

tional decisions only some of which can be ascribed
to the behaviour of large firms.

The factors which determine the locational beha-
viour of companies have been the subject of many
studies. This chapter does not attempt to review the
findings, but instead focuses on the evidence of a
survey of firms which were asked how different parts
of the Community measured up to their locational
requirements'. It then goes on to consider the magni-
tude and direction of foreign direct investment flows
over the period 1986-1991.

Factors affecting

location decisions : a brief review
The survey covered 87 firms including 17 multina-
tionals which had recently taken decisions on the
location of their activities in' the Community. The

findings confirmed the importance of the classic
determinants of location :

e proximity to the market
e the quality and availability of labour

@ suitable infrastructure (transport, telecommuni-
cations, etc)

e the quality of life and personal factors
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e cultural affinity

e promotional policies

@ the existence of other firms in similar areas of
activity, or the clustering effect.

None of these are surprising, though the identifica-
tion of the clustering effect has potentially important
consequences for regions. The decision of where to
locate of around half the companies interviewed was
affected by the desire to be close to companies
carrying out similar activities. This was particularly
true of manufacturing companics which believed
they would have more choice as regards component
suppliers and specialised maintenance services in an
area where similar products were being manufac-
tured. Component suppliers also preferred to be lo-
cated close to similar companies, both for supply of
intermediate goods and for access to major cus-
tomers.

The findings of the survey at a more general level are
also revealing. First, the survey indicated that the
motive underlying the decision to locate, or re-locate,
is a desire to gain or retain market share. The Single
Market appears to be particularly important in this
respect. On the one hand, firms from outside the
Community viewed investment in Europe as a means
of protecting their market share. On the other, many
firms inside the Community have responded to the
Single Market by reorganising their activities geo-
graphically. The data reviewed below confirm the
substantial growth of investment flows into the
Community, as well as between Member States, in
the second half of the 1980s.

Second, in 75% of cases, the firms surveyed selected
the country in which to locate first and only then the
region. In 25% of cases, the final choice was between
regions in different countries. This means, therefore,
that in most cases the attractiveness of a region was
closely linked to the attractiveness of the Member
State concerned, though in a significant minority of
cases, the region seemed to be selected on its own
merits. :

Thirdly, a single factor stood out as the key influence
on the decision in only a few cases. In most cases, the
region selected had a particular combination of char-
acteristics which best satisfied the criteria specified
by the decision-maker.

Fourthly, direct cost factors were not always the most
decisive. Firms were prepared to forego the lowest
cost location in favour of other benefits, though these
often had an implicit cost dimension — good quality
labour, for example, affects costs as does the
proximity of markets.

Perceptions on different
Member States and regions

The firms surveyed were asked to explain why some
countries were included in their short-lists of possible
locations and others excluded. In general, the
Member States most frequently included were
Germany, France and the UK because of the import-
ance of their large market. In the case of Germany
and France, physical location on the European main-
land was important especially when combined with
the good level of infrastructural provision which was
perceived. These countries were also reckoned to
offer a high quality labour force, though concern was
sometimes expressed about cost. For the UK, the
language and culture were seen as particular advan-
tages, especially by outside investors from the US
and Japan.

The other large Member State, Italy, was short-listed
much less frequently than Germany, France and the
UK, largely, it would appear, because investment
there was thought to involve more risk than in the
other three countries. Language difficulties were also
frequently cited against short-listing Italy, while
some respondents viewed peripherality, the political
system and low labour force quality as problems.

For the smaller Northern Member States — Denmark,
Belgium, the Netherlands and Luxembourg — the
absence of a large national market seems to be a
major factor militating against their inclusion on
company short-lists. Companies, at the time of the
survey, were just beginning to view the Community
as a single market. This is probably therefore a tran-
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sitory matter which is likely to change as companies
adapt their production and marketing to the reality of
a fully operational Single Market. On the positive
side, Belgium was often perceived by investors as
being at the heart of the Community, due to the
presence of the European Commission and the head-
quarters of a number of major multinationals. The
Netherlands was often included for distribution sites
due to its excellent port facilities and road network
as well as its accessibility to industrial areas else-
where.

Perceptions on Greece,
Spain, Ireland and Portugal

The attractiveness of locations in the weakest
Member States — Spain, Greece, Ireland, Portugal —
is of particular importance for cohesion. Their per-
ception by the firms surveyed can be summarised as
follows :

Spain

Spain was increasingly being included on short-lists
in cases where proximity to a large population was
important. A number of firms surveyed mentioned
that for many products the Spanish market was ex-
panding as the economy grew and was therefore a
good sales opportunity for them.

As well as an expanding market, the main reasons
given for short-listing Spain were low production
costs and the generous incentives on offer.

The main reasons for not short-listing it were its
distance™from the core Community market which
caused logistic problems and hindered close relation-
ships with customers, language difficulties and, in
the case of US and Japanese firms, the lack of cultural
affinity. A few companies also referred to problems
of labour quality.

Ireland

Ireland was considered more attractive than Greece
or Portugal. Its key attraction was that costs were low
because of low wages, low corporate taxation and

generous incentives. This, together with the lan-
guage, was frequently cited as the reason forlocating
in Ireland. From the replies, Ireland was beginning
to be recognised as a centre of excellence for elec-
tronics and software and had a ready supply of skilled
labour.

The main reasons for not short-listing Ireland were
its peripherality and the difficulties of transporting
goods to the European mainland.

Greece and Portugal

Greece and Portugal were short-listed in very few
cases. Where they were, the main reasons were low
production costs and the generous level of incentives
offered.

The chief reasons given for not short-listing the two
countries were their peripherality and the associated
transport difficulties and high costs, inadequate in-
frastructure, low quality of labour and the lack of
particular skills. Some companies expressed difficul-
ties of ‘doing business’ in countries with a small
industrial base and a lack of industrial tradition com-
pared with countries such as Germany.

In some cases, specific business-related reasons,
such as a lack of service facilities for machine main-
tenance, were also cited.

Concluding remarks

It emerged from the survey that for many companies,
deciding on their location, a key issue was how to
balance the advantages of being close to their main
markets against the lower costs and other benefits
often associated with a more distant location.

The survey implies that regions nearest to the econ-
omic centres of the Community will continue to
benefit from this. Other regions might be able to
counteract such an advantage through lower conges-
tion, better quality of life, lower costs, financial
incentives, and so on. This applies especially to re-
gions which are not too distant from these centres. It
seems likely, however, that headquarters of multina-




tionals and specialised financial services will con-
tinue to be located in central regions.

Through lower costs and financial incentives, the
most peripheral regions have also beeu able to attract
a substantial amount of investment in the recent past,
especially in manufacturing (see below). Notable
examples include parts of Scotland and Ireland
(Midwest), the Lisboa and Porto regions in Portugal,
several areas on the Spanish Mediterranean coast
(Barcelona, Valencia, Malaga), Puglia (Bari) in Italy
and the Thessaloniki region in Greece, which are all
areas with fairly well developed socio-economic in-
frastructure.

In the future, the cost advantage of ‘peripheral’ re-
gions may become smaller as further economic inte-
gration leads to the harmonisation of macro-econ-
omic conditions and upward pressures on wage
levels (see chapter 11). There is, therefore, greater
onus on these regions to maintain or increase their
attractiveness for mobile investment through im-
proving their accessibility and the conditions they
offer for knowledge-based activities.

The survey also has important implications for re-
gional development agencies trying to attract invest-
ment. It suggests, first, that a combination of factors
tends to determine a firm’s decision; secondly, that
the key determinants differ from case to case; thirdly,
that companies tend to choose regions where acti-
vities similar to their own already exist. Finally, firms
indicated that local promotional policies and support
were very important in their final choice of location.

Trends in
Foreign Direct
Investment?

A lagging region derives two kinds of benefit from
foreign direct investment (FDI — the capital with
which an enterprise finances the purchase, creation
or development of subsidiaries abroad or acquire
share in foreign companies) :

@ an injection of capital, which increases invest-
ment in its productive capacity and hence its
growth rate;

@ access to advantages which multinationals can
bring; examples often cited are technical know-
how, the opportunity for the local workforce to
learn new skills and management techniques.

These benefits will be greater where there is a spin-
off to local industry as the multinational interacts
with indigenous firms.

There are, however, at least two reasons why this
favourable outcome may not occur. The first is that
FDI in a productive activity may, because of the
competitive edge of the multinational concerned,
inhibit the development of local firms in that sector.
Secondly, foreign firms do not always develop links
with the local economy. »

It is nevertheless generally accepted that a balanced
development strategy which succeeds in attracting
and integrating inward investment can significantly
assist the convergence of lagging regions. As shown
below, FDI flows are a major source of capital for
these regions often outstripping receipts from the
Structural Funds.

Difficulties in measurement

FDI statistics are well known for measurement diffi-
culties. Data are usually collected at a national level
only, so precluding any regional analysis. They are
also often incomplete. What is defined as FDI varies
from one country to another as do the systems of data
collection. Figures on the outflows from one country
to another, therefore, oftei show major differences
from the figures on inflows estimated by the latter
(the so-called asymmetry problem).

In consequence, the data should be treated with a
great deal of caution. In particular, little can be con-
cluded from small inter-country differences. The
analysis below begins by reviewing the major global
trends in FDI flows.- While the main interest is in
inflows into the Community it is also necessary to
consider outflows since the two are often related.
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FDI : The major giobal players

There are three major sources of foreign investment :
the US, Japan and the European Community. Ac-
cording to European Commission statistics, in the
period 1986 to 1991 inclusive, FDI undertaken by the
Community, US and Japan totalled nearly
370,000 million ECU. The Community and Japan
each accounted for nearly 163,000 million ECU of
this. US FDI abroad therefore totalled some
48,000 million ECU over this period, less than one
third the level of either the Community or Japan. The
figures also indicate that outflows of investment from
the Community and Japan exceeded inflows (espe-
cially in the case of the latter) while the US was a
major net recipient of foreign direct investment
(Graph 27).

The data, however, do not include reinvested profits,
which according to the estimates could account for
as much as 80% of total US FDI abroad. The
Community has been a major beneficiary of US
investment and by 1988 the accumulated stock was
estimated at some 107,000 million ECU. Indeed,
many US companies have been in Europe for so long
that they are no longer considered foreign investors.

In the late 1980s, Japanese FDI abroad increased
significantly, peaking at 40 billion ECU in 1989 as
against 15 billion in 1986 and an average of 8 billion
in 1984/85. Although Japan is a major investor in
neighbouring Asian countries, the evidence also sug-

gests that Japanese investors are increasingly target-

ing the Community reflecting in large measure their
desire to benefit from the opportunities created by the
Single Market, now effectively expanded to include
six countries of the European Free Trade Associ-
ation (EFTA). Japanese investment in the
Community tends to be dispersed across a wide range
of economic activities taking in not only manufactur-
ing but also commercial activities such as property
and financial services where joint-ventures and part-
nerships are common.

The increasing interest in the Community by foreign
investors is reflected in the scale of flows over time
though there are significant year to year fluctuations.
The flow of FDI into the Community was only 7 bil-

lion ECU in 1986 but reached a peak of 33 billion in
1990 before falling back to 21 billion ECU in 1991.
On the other hand, the outilow of FDI from the
Community was not much different in 1990 and 1991
(19 billion and 27 billion ECU, respectively) than in
1986 (22 billion ECU). In analysing trends in FDI,
flows between the Community and the rest of the
world need to be distinguished from flows between
Member States.

Flows between the Community
and the rest of the world

Of the FDI undertaken abroad by Community coun-
tries, the major recipient is the US, accounting for
63% of the total in the period 1986-91. This largely
comes from four Member States. Over this period,
the UK was by far the largest investor outside the
Community accounting over a third (36%) of the
Community total. The three other major investors
were Germany (19% of the total), France (also 19%)
and the Netherlands (12%), with the remaining
Member States having combined shares of only 14%.

The FDI flows into the Community from outside
— some 120,000 million ECU - are of relatively
diverse origin and flows from the Community to the
US are not reciprocated to the same degree. The US
accounted for an average of 25% of the total foreign
investment into the Community between 1986 and
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% total % total % total
external internal :
FDI FDI GDP

B/L 6.0 14.1 33
DK 2.2 08 22
D 3.2 5.0 25.0
GR 0.6 0.8 11
E 8.8 : 18.9 76
F 12.7 159 200
IRL 3.0 55 07
! 7.6 6.6 178
NL 9.3 93 48
P 1.6 34 09
UK 45.0 19.6 16.5
EUR12 100.0 100.0 100.0
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INTRA-Community EXTERNAL NET NET

IN ouT IN ouT NET per head of

+ - + - population
B/L 20216 17024 7123 5679 4636 440
DK 1197 4442 2586 2553 -3212 -
D 7093 36011 3805 31151 -56164 -
GR 1121 22 652 81 1670 160
E 26991 5188 10364 3155 29012 740
F 22777 45943 14905 31823 -40054 -
IRL : 7897 1735 3565 2059 7669 2190
i 9434 13372 8951 7656 -2643 -
NL 13303 22558 10989 20346 -18613 _ -
P 4835 522 1828 113 6028 610
UK 28018 12657 53017 58818 9560 170
TOTAL 142882 159474 117785 163434 - -




1991, the major source of FDI being the EFTA
countries which provided 35% of the total, nearly
three times the share of Japan (13%). FDI from the
EFTA countries grew steadily up to 1990, reflecting
increasing integration with the Community in the
years before the formation of the EEA and the ac-
cession negotiations of Norway, Sweden, Finland
and Austria.

Just as it is the major investor outside the
Community, the UK is the major destination for FDI
flows into the Community, accounting between 1986
and 1991 for around 45% of the total. Of the other
Member States, major shares over the period went to
France (13%), Spain (9%), the Netherlands (9%),
Italy (8%) and Belgium/Luxembourg (6%). Abso-
lute shares are liable, however, to be misleading and
it is revealing to relate the FDI inflows from third
countries into each Member State to the size of its
economy (measured by GDP — Table 8). In this
regard, the large economies of the Community

— France, Italy and Germany (in particular) —
received shares significantly smaller than the relative
size of their economies. The exception was the UK
which received a share of FDI which was greater than
its share of Community GDP (Graph 28). Ireland and
the Benelux also attracted disproportionately large
shares of FDI from outside the Community while for
other countries the shares were broadly in line with
those in regard to GDP.

Intra-Community Investment

Flows of investment between Member States are also
significant at an estimated 150,000 million ECU
between 1986 and 1991. France was the major inves-
tor accounting for some 30% of the total, with
Germany close behind with 23%, only slightly more
than the Benelux countries with 22%. The UK was
responsible for progressively less FDI in the rest of
the Community as recession set in at the end of the
1980s, its share averaging 8% over the period as a
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whole. On the other hand, the UK’s share of FDI
receipts from other Member States was maintained
over the period at 20% of the total. France, the major
investor, was also a major recipient of FDI with 16%
of the total while Spain and Belgium/Luxembourg
were also important destinations with 19% and 14%,
respectively.

Again, however, it is of interest to compare the
inward investment of Member States from other
parts of the Community with the size of their econ-
omies. Those with disproportionately largest shares
of inward investment in relation to their GDP were
Ireland, Belgium/Luxembourg, Portugal and Spain
over the period (Graph 28).

A final approach to the analysis of the trends is to take
the net flows between Member States and their
Community and non-Community partners which can
be standardised for comparative purposes using popu-
lation. The evidence suggests that FDI is contributing

to cohesion and that the four poorest Member States
are all net recipients. Net receipts expressed per head
of population are highest in Ireland followed by
Spain which is by far the largest net recipient in
absolute terms. The UK, the fifth poorest Member
State, is also a net recipient. All the other Member
States are net contributors except Belgium/
Luxembourg (Table 9).

FDI and the Structural Funds
compared

Comparisons between transfers received from the
Community Structural Funds and FDI flows are
fraught with statistical difficulties and can only be
regarded as broadly indicative of the relative magni-
tudes involved. For three of the four main recipients
of Structural Funds assistance — Spain, Portugal and
Ireland — inward foreign direct investment, as
measured, has tended to be larger in value than
Community regional aid. This is especially true of

B ERDF receipts

M Structural Funds
receipts -

B FD1, gross inflow
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Spain, where the former averaged around four times
larger than the latter in the six years 1986 to 1991
(Graph 29). In Portugal and Ireland, the two magni-
tudes were more similar over the period, especially
during the earlier years, though both experienced a
substantial increase in inward FDI in the later years
which pushes up the average for the period.

In Greece, on the other hand, transfers from the
Structural Funds averaged around twice the value of
inward investment over this six-year period.

The tentative conclusion which can be drawn from
these comparisons is that in most cases — Spain in
particular — foreign direct investment is at least as
important as Community regional support as a source
of capital formation in the less developed areas. The
relatively strong growth experienced in the second
half of the 1980s in Spain, Portugal and Ireland
almost certainly owes something to such investment,
though equally the fact that growth was strong is
likely to have been a factor attracting foreign com-
panies to invest in these countries. ;

Ireland is the major destination for both external and
intra-Community foreign investment in relation to its
size. This comes mainly from the US, though the UK
is also important while the Community’s share of
total FDI received by Ireland tended to decline be-
tween 1986 and 1991. FDI has led to the estab-
lishment of a modern productive base in industries
such as electronics and pharmaceutics. The capital-
intensive nature of much of this investment, how-
ever, and the comparative absence of local linkages
have contributed to a relatively low employment
content in economic growth (see Chapter 2).

Greece has attracted relatively low levels of inward
investment and what there is tends to be linked to
tourism in such areas as hotels and catering, which
does not create the opportunities for learning the
skills relevant to high value-added industry.

Almost half of Portuguese inward investment comes
from the UK. FDI increased considerably (virtually
tripling in nominal terms in the second half of the
1980s). Textiles, banking and wholesaling feature
prominently among the sectors concerned and in-

vestment has undoubtedly been attracted by cost
considerations with Portugal exploiting its low wage
advantage. One concern is that FDI may not have
contributed sufficiently to industrial diversification
and that necessary skills are not being taught. The
lack of infrastructure is a hindrance, especially given
the peripheral location, though the position is chang-
ing rapidly.

There have been massive increases in FDI going to
Spain over the 1980s, more so than to any other
Community country according to the evidence. This
has mainly come from other Community countries
and has principally gone into transport machinery,
textiles, chemicals and metal products. There has
also been substantial FDI in banking and wholesal-
ing. The broad base of FDI in Spain has probably
contributed to general efforts to raise skills, espe-
cially of management.

As already noted, the UK is the major recipient of
outside investment and, as indicated in the survey on
location factors above, this seems to be associated
with cultural affinities and the language. The UK is,
however, the major destination of FDI from non-

- English-speaking countries such as those in EFTA.

While English is often the preferred second lan-
guage, this finding may have to be treated with
caution. The UK appears to have been the only large
country which has succeeded in attracting significant
amounts of inward investment to its peripheral, lagg-
ing regions, rather than the core, successful regions.
The UK’s approach may therefore be of interest to
others (see chapter 10).

Foreign direct investment :
manufacturing

It is of interest to consider the results of an enquiry
into the nature of US and Japanese investment in new
manufacturing plants in the Community’s regions.
As mentioned above, the advent of the single
European market, provided a new impetus for firms
from outside, not only to sell to, but to produce in the
Community in the second half of the 1980s. US and
particularly Japanese firms have expanded their
operations in the EC, through portfolio as well as
greenfield investments (Tables 10 and 11).
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:’dfu ;:::{ % :lful:bb:r Most important investment regions
UK 68 7100 Scotland, Wales, Midlands
France 30 2900 Ile-de-France, Bassin Parisien, Mediterranée,
- Centre Est, Cote d’ Azur
ireland 28 2700 Dublin, Cork
Netherlands 15 1000 Brabant, Limburg, Randstad -
FR of Germany 12 1400 Baden-Wiirttemberger, Bayern, NRW
Spain 6 800 Cataluiia, Valencia
Belgium 5 750 Vlaanderen
italy ‘ 5 500 Nord Ovest, Lombardia, Nord Est
Luxembourg 5 300
Total 174 17450

:#';“I:::s :fu;::: . Most important investment regions
UK 59 11400 Wales, Midlands, North, South
FR of Germany 24 3400 Nordrhein-Westfalen
France 23 3600 Bassin Parisien, Elzas, Lorraine, Ile-de-France,
Centre Est ’
Spain 11 1400 Cataluiia, Valencia
Netherlands 9 450 Brabant, Limburg
ltaly 8 1600 Nord Ovest, Lombardia, Nord Est ;
ireland 7 600 Dublin, Cork
Belgium 5 450 Vlaanderen
Luxembourg e 100
Total 147 23000
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US Companies

FDI in manufacturing by US concerns was highly
concentrated in two countries, the UK and Germany.
France, Italy and the Netherlands followed some way
behind. Compared with the 1960s and 1970s, the
regional distribution of direct investments remained
much the same in the 1980s.

Of particular importance is new, or greenfield, in-
vestment in the regions which is the kind highly
prized by Member States because it tends to bring

- with it new activities, technologies, managerial skills

and so on. In the period 1986 to 1989, almost two-
fifths of all new US greenfield plants were located in
the UK. Active regional policies (development
grants and agencies) diverted much of these to devel-
opment areas, particularly Scotland and Wales.

The second- and third-ranked destination countries
for these investments were France (30 plants) and
Ireland (28 plants). In France, there is a clear concen-
tration in the metropolitan area and surroundings
(Ile-de-France and Bassin Parisien) and in the inter-
mediate regions in the South (Mediterranée, Rhone-
Alpes, Auvergne and Céte d’Azur). International
transport and telecommunication links and numerous

-~ technical and scientific centres of excellence appear

to have created an attractive investment climate in
these regions for US firms.

Despite Ireland being one of the smallest Community
markets, its language, cultural ties, young qualified
workforce, tax concessions and other incentives and
the marketing efforts of the IDA (Industrial Devel-
opment Authority of Ireland), have attracted many
US invéstors.

Japanese companies

As indicated above, Japanese foreign direct invest-
ment increased considerably in the 1980s. According
to a recent questionnaire, nearly a quarter of the
270 Japanese responding companies were motivated
to invest in Europe (Jetro 1990) as a step towards a
globalized business strategy. The second reason was
to satisfy expanding demand by local production
instead of exports and the third to meet the needs of

European consumers. For all of these reasons, the
participation of Japanese manufacturers in European
business began to accelerate in the latter half of the
1980s and there were 529 companies in operation or
planning to operate in Europe in 1990.

The UK (133 firms), France (95 firms) and Germany
(89 firms) are the three main European countries
where Japanese manufacturers tend to locate. Up to
the mid-1960s, there were only 28 Japanese manu-
facturing companies in the UK, less than in France
(35 firms) and Germany (36 firms). After 1985,
Japanese manufacturing investment in the UK in-
creased rapidly in a wide range of sectors, the number
of firms exceeding the number in Germany in 1986
and the number in France in 1988. The Japanese are
also very active in investing in Southern Europe, with
Spain (55 companies) being by far the most import-
ant destination and the largest investment being in
chemicals, engineering, electronics and vehicles.

Over the period 1986 to 1989, 147 Japanese firms
located in Europe, 59 in the UK. As well as going to
the South East of England, Japanese firms like US
companies have located in large numbers in periph-
eral regions in Wales and the North. In France also,
Japanese firms show a similar locational pattern to
their US counterparts, except more have gone to the
North-East (Alsace and Lorraine) than to the
Southern sunbelt.

In Germany, Nordrhein-Westfalen is the most im-
portant location for Japanese companies, their
presence there dating back to the immediate post-war
period.In the 1960s and 1970s a Japanese centre was
created in Diisseldorf which acted as a magnet at-
tracting further Japanese investment.

Concluding remarks

The Member States of the Community have been
heavily involved in foreign direct investment, both
as investors inside Europe and in the rest of the world
and as recipients of inflows from Japan, the US and
the EFTA countries. This has almost certainly
brought major benefits to national and regional econ-
omies, though the scale and nature of the effect
differs from case to case, according to the quality of
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the employment created and the extent of local link-
ages established’.

One Member State, the UK, has attracted a dispro-
portionately large share of inward investment into the
Community from outside. Cultural factors in general,
and the English language in particular, appear to have
been important underlying reasons, though, as noted,
the UK is also the major destination for investment
from non-English speaking countries alike.

The evidence also suggests that originators of FDI
are also recipients, large-scale outflows from
Member States such as France and the Benelux coun-
tries being matched to a major extent by inflows.
Countries such as Spain, Ireland and Portugal, how-
ever, receive much more FDI than they invest abroad.
The large amount of FDI going to Spain from both
the Community and outside confirms that it is in-
creasingly seen as a favourable location for new
activity. There are encouraging signs for the weaker
Member States that efforts to attract FDI to their
regions can pay off (see Chapter 10).

Finally, any residual fears about the implications of
foreign companies investing in the Community, which
at present seem to be focused on Japanese firms, need
to be tempered by the thought that there used to be
similar concern about US multinationals in earlier
periods. With the passage of time, these in many cases
have ceased to be regarded as foreign producers and are
seen as integral, and essential, to the national and
regional economies in which they are located.

1 Netherlands Economic Institute and Ernst and Young (1993), New location factors for mobile investment in Europe.
Regional Development Studies No. 6. Study financed by DG XVI of the European Commission.

2 The data for the analysis of FDI flows are taken from ;
(i) European Commission (1994), Direct Investment in the Community, 1984-91 Eurostat Theme 6, Series D.
(i) European Commission (1991), Foreign Direct Investment in the Peripheral Member States.

3 See Greenaway, D. (1993) Trade and Foreign Direct Investment in The European Community as a World Trade
Partner, European Economy N° 52, DG II of the European Commission.




Chapter 6 The role of
research and technological
development in the regions

Many of the causes of disparities in economic devel-
opment can be traced to disparities in productivity
and competitiveness. Although not the only factors,
Research and Technological Development (RTD)
and, more generally, the capacity to innovate and
upgrade, particularly in products and processes, are
vital components of regional competitiveness. This
might lead, in turn, to a raising of regional output
through increased interregional and international
trade. New or improved products and processes,
lower costs, greater flexibility of production, higher
quality and quicker market response, are all ways in
which RTD can confer a comparative advantage on
particular regions.

The fact that most factors which favour RTD and
innovation (defined here as the necessary steps — or-
ganisational, managerial, commercial and financial
as well as technical — required to introduce a new or
improved product or process onto the market) are
virtually defining characteristics of the Community’s
core regions serves to underline their importance in
the Community’s effort to increase social and econ-
omic cohesion. These factors include :

e well developed communications networks;

e good scientific infrastructure;

@ ecasier access to skills and know-how;
@ advanced markets for business services;
e information services.

From a regional development perspective, RTD and
innovation are important insofar as they increase the
capacity of producers to consolidate and diversify
and thereby guide them to maintain or increase their
competitiveness in a continually changing interna-
tional market. Since innovation has become a con-
tinuous process requiring the rapid introduction of
each new advance, the economic success of a region
depends to a large extent on the possibilities available
for securing access to innovation and technological
developments on an ongoing basis. Success depends
also on how much of indigenous effort can be turned
into new products and processes.

The problem for weaker regions is therefore twofold:
to generate and develop their own indigenous RTD
activities and to adapt technological developments
which take place elsewhere to a specific regional
context. The traditional approach of many regions
has been to seek to attract outside leading technology
enterprises with well-established links in the RTD
area. Recent studies have shown that, on average,
foreign-owned companies in Spain! and Ireland?
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have a higher propensity to conduct research acti-
vities than native firms.

Such a strategy is unlikely to be sufficient, however,
for the wider incorporation of new technologies into
the productive base. For the weaker regions, the
productive base often consists largely of small and
medium-sized firms, usually working in traditional
sectors and lacking an outward-looking perspective.
In many cases, highly qualified people are in short
supply and ancillary services are inadequate — such
as traditional banking practices which inhibit inno-
vation. In such regions, therefore, further investment
in RTD, or its extended application, is a wider issue
than it might initially appear.

In less favoured regions, the wider incorporation of
new technologies into the productive base depends
not only on the availability, quality and degree of
integration of technology supply with local demand,
but also, and most importantly, on the business envi-

ronment, including entrepreneurial culture and de-
gree of cooperation among regional socio-economic
actors — that is, on the existence of an environment
which fosters the rapid diffusion of innovations
throughout the local economy.

Differences in RTD :
an overview

Measures of the.’technology gap’ between Member
States suggest that it is considerably wider than the
gap in income per head discussed in Chapter 1.

A standard measure of the level of RTD activity is
gross expenditure on R&D (GERD) expressed in
relation to GDP (Table 12). The Community’s four
weakest Member States in this respect — Greece,
Ireland, Spain and Portugal — have levels which are
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GDP per head
1990 105 139 128 35 69 115 66 103 102 35 93 | 100
Index
Qrossexpenditure;. 4. Breb st 81 0r 087 245 001 138 206 050 221 12.00
onRandD
(GERD)'
% GDP 1990 i3 ,
Y M W s e s ot 100
Business
expenditure % 1123 085 202 010 052 148 055 077 1.11 012 147 1130
onRand D
(BERD)'
% GDP 1990 ,
2 O R 8 8 s o e o 59 8 9 113|100

Share of BERD in GERD
(% GERD)' 1990 D5 92 30 6 Bt 6l 6% .59 66

Govn. RTD

financing 140 228 411 060 219 691 098 185 250 098 2.83 {3.24
(% total budget)
1988

Total RTD
scientists and

P engineers per 1000 44 38 59 14 205} 50 39 4.b Ll 748 1:42
labour force 19892

Private RTD
scientists and

engineers per 1000 =% 13 38 02 06 -23 1% 13 .16 .01 328 22
labour force 19892

2, DGXII (derivation from OECD data 1992
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less than half the Community average — at just over
2% of GDP (Graph 30). Despite doubling their RTD
expenditure relative to GDP during the 1980s,
Greece and Portugal have levels which are still a third
of the Community average.

In Portugal and Greece, more than two-thirds of
GERD is carried out by the public sector — much the
same proportion of expenditure which is undertaken
by the private sector in more advanced countries.
Indeed, in these two countries, the public sector
proportion tended to increase during the 1980s. On
the other hand, in both Spain and Ireland the share of
GERD in the private sector increased steadily during
the last decade, and by 1992 the public-private split
had almost reached the Community average. From a
regional development perspective, this deeper invol-
vement of private firms in RTD in the weaker regions
is a promising sign of modernisation.

So far as RTD manpower is concerned, Greece and
Portugal have only between a fifth and a quarter of
RTD personnel per 1000 employed (on a full-time
equivalent basis) than the more advanced Member
States (Graph 31). For example, Denmark with a
labour force of nearly 3 million has more RTD per-
sonnel than Portugal and Greece together with a
combined labour force of nearly 9 million. In Spain,
moreover, the proportion of scientists and engineers
in the labour force was only around 50% of the
Community average (Map 17).

While the gap between countries remains large, it has
tended to narrow over time. RTD employment in
Ireland rose steadily during the 1980s, particularly in
the business sector. In Spain, the rate of increase was
one of the highest in the Community over this period,
at some 9% a year, with the average rise in the
business sector approaching 16%?3.
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Since RTD activities can be characterised as intan-
gible long-term investment carrying a high risk, there
is more difficulty in finding sources of finance out-
side the more developed regions. In 1989, for
example, the total risk capital available in Portugal
and Ireland was less than a quarter of that available
in the Netherlands. In Spain, there were less funds
than in Belgium which has under a quarter the num-
ber of people*.

The net result is one of substantial trade deficits in
technology and a high degree of dependence of the
weaker countries on the stronger. Spain is a classic
example with exports less than 20% of imports and
a technology deficit which doubled between its ac-

- cession into the Community in 1986 and 1990, when

it reached a peak of nearly 1,400 Million ECU, three
times that of France, Italy or Belgium, the biggest
component being technical assistance. In Greece and
Portugal, foreign patent applications were nearly
38 times domestic applications, as compared with,

for example, Italy, France or Germany, where the
figure was under 5 times>.

In strictly economic terms, the lack of basic scientific
research in the weaker regions is less worrying than
the deficiency in applied research, or innovation,
directed at the effective incorporation of technology
into the production process.

In these regions, there is also a problem of lack of
finance for innovation, which is associated with a
financial environment offering little access to ven-
ture capital and other forms of finance for innovation.

Islands of innovation

Recent Studies® have examined the geographical pat-
terns of RTD activity in the Community. The most
striking finding is that laboratories and enterprises

Map 18 Major ‘islands’ of science-based innovation, 1991

Innovation area
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which are involved in RTD projects are highly con-
centrated in comparatively few ‘Islands of Innova-
tion’. These islands are relatively small, mostly urban
areas, with a dense network of enterprises and re-
search laboratories interacting in the development of
new products and processes of production (Map 18).

A limited number of such islands in the Community
stand out from the rest : Greater London,
Rotterdam/Amsterdam, Ile de France, the Ruhr area,
Frankfurt, Stuttgart, Munich, Lyon/Grenoble, Turin
and Milan.

Up to three quarters of all public research confracts,
including those funded by the Community, are esti-
mated to be concentrated in these few places. They
also tend to work closely together as part of a highly
exclusive network. The large majority of science-
based innovative activities in the Community, there-
fore, involves laboratories and enterprises located in
this innovative core. By contrast, laboratories and
enterprises located in peripheral regions of the
Community only participate in 5-8% of networks.

An additional aspect of geographical diversity con-

cerns the type of agency engaged in these networks
of cooperation. The further the distance from the
central Islands of Innovation, the more partners tend
to be laboratories rather than enterprises and the
smaller and more specialised the projects become.

Finally, RTD activities in the Community’s weakest
Member States are often concentrated in a few re-
gions, normally around capital cities. In Spain, only
around a quarter of the national RTD effort,
measured in terms of both GERD and RTD person-
nel, takes place in the weakest regions which account
for 60% of the population. In Greece, Athens domi-
nates RTD, accounting for nearly 60% of govern-
ment expenditure and possibly for as much as 70%
of private expenditure. In Portugal, nearly 90% of
public sector RTD is carried out in Lisbon and the
Tagus Valley, which also accounts for nearly 50% of
business RTD. In Ireland, at the end of the 1980s,
nearly two-thirds of national GERD and almost half
of industrial RTD was concentrated in the Eastern
region. InItaly, only 3% of industrial research under-

taken by the private sector takes place in the South’
and, in 1989, barely 9% of public sector research.

Even though this concentration is, to a large extent,
a result of a natural process of scarce RTD resources
tending to become located in a few places to gain the
benefit of economies of scale and externalities and
even though it is closely in line with the territorial
distribution of industries and the stronger univer-
sities, it is still necessary to ensure that results and
know-how are transferred to enterprises in weaker
regions.

Structural factors
underlying disparities

Small firms are often regarded as a major source of
innovation. At the same time, their capacity to inno-
vate has limits and they tend not to possess the
resources required to respond to rapid technological
change in increasingly global markets and the devel-
opment of new products of ever higher quality which
it invokes. The problems are more serious for firms
in the weaker regions. According to some, the main
difficulty facing small businesses here is not so much
their size but their isolation®.

Small businesses in the less developed regions are
also having to contend with increasing competition.
In part, this originates from producers in less de-
veloped countries which are gradually gaining mar-
kets which were formerly the preserve (sometimes
because of protection) of firms in the more developed
countries. Equally, there are competitive pressures
from front-line countries such as Japan, which set the
standards in terms of rapidly changing patterns of
innovation and short life spans of products.

Small businesses in the weaker regions have diffi-
culty in competing with producers in developing
countries in terms of wage costs. On the other hand,
in attempting to move into higher technology areas
they must match the demanding pace of product and
process innovation set by firms in the more pros-
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u:st mates of Structural Fund ' A'a__ ' s| tance for RTD1 |n the CSFs (%)
Ob]ectlve 1 Objective 2
Belgium : 5 133
Denmark = 12.8
Germany = 14.1
Greece 1.0 =
Spain 20 9.7
France 1.1 10.7
Ireland 40 5
Italy 49 20.9
Luxembourg = 0.0
Netherlands - 7.9
Portugal 24 2
UK 2.1 53
EUR12 27 9.3
F T hesc mditeuses cover a'uide spectrum of RTD and innovation rélated actions such as information, Science Parks, Infrasimuchire. s
Universities, training programmes, construction of new RTD centres, Iaboratary equipment, technology rraru'fer centres,
msearchfndu;try links, demonstration projects.
Source : European Commission

perous regions of the Community as well as in the
US and Japan.

In adopting a modernisation strategy in weaker re-
gions based on innovation and the incorporation of
new technology, as opposed to a strategy of com-
parative advantage based on specialising in low wage
production, regional planners have to address not
only a supply problem (the lack of RTD capacity and
mechanisms for diffusing technology) but also — and
probably most importantly in the first place — a
problem of demand.

This problem is one of receptivity .The lack of recep-
tivity is reflected in the fact that SMEs in weaker
regions fail to generate a demand for the output of
RTD in the form of new products and processes. In
many cases, there is an absence of the most basic
information to indicate the need to innovate in order
to compete in the global market in both dynamic and
traditional sectors, so that such firms are not able

successfully to identify and express their demand for
RTD and innovation services. In some cases, there is
insufficient recognition of the need to strengthen
specialised business services to be able to compete
in new markets. In effect, the demand-side problem
is an additional challenge for the weaker regions.

Improving the demand side is an area where public
policy has not always been as helpful as it might have
been. Those responsible often tend to impose stand-
ard policy prescriptions on innovative problems in-
stead of adopting an approach based on partnership
between the private and public sectors and on estab-
lishing administrative structures flexible enough to
respond to a region’s true economic problems.

Regional innovation strategy needs to involve the
various local actors, especially in the private sector,
in the definition of policy priorities and the im-
plementation of measures for promoting innovation.
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It is also important to note, however, that a narrowly
defined local approach is to be avoided since it may
undermine the possibility of weaker regions benefit-
ing from synergies with other policies and acters at
the national and European level. This is particularly
true of technology, which is, by definition, an inter-
national process not constrained by national borders
and one of the driving forces behind the ever increas-
ing internationalisation of the economy.

Molas J (February-March 1992), La empresa espaiola ante la investigacion y la politica tecndlogica, Arbor CXLI,
554-555, 185-208 pp.

Circa Group Europe (1993), Thematic evaluation of the impact of CSFs for Research and Technology in Greece,
Ireland and Portugal, CEC Draft report, Brussels.

Quintanilla M A (February-March 1992), Recursos del sistema de Ciencia y Tecnologia en Espafia, Arbor CXLI,
554-555, 31-76 pp.

Muldur U (1991), Le financement de R&D au croisement des logiques industrielle, financiére et politique,
Fast-Monitor Programme, Brussels.

OECD (1992), Main Science and Technology Indicators, MSTI 1992-1, Paris.

FAST (May 1992), Archipelago Europe — Islands of innovation, Ulrich Hilpert; Prospective Dossier N°I : Science,
Technology and Social and Economic Cohesion in the Community.

OECD (1991) Reviews of National Science and Technology Policies : Italy.

' Morgan K and Cooke P (1991), The intelligent region : industrial and institutional innovation in Emilia Romagna,

Regional Industrial Research Report No 7, University of Cardiff.
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Chapter 7 Peripherality reconsidered

The notion of peripherality is often used to explain
why certain regions consistently fail to catch up with
developments in other more centrally located re-
gions. It seems that natural resilience, which allows
regions to deal with adverse developments, is much
greater in central regions. There, both private busi-
ness and public authorities appear to have more
connections and contacts with counterparts else-
where, and this appears to facilitate adaptation to
structural change. This chapter examines the notion
of peripherality, first, from the perspective of the
nation-state, and secondly, from that of the
Community in the light of the extensions in transport
and communication networks in prospect.

From the point of view of the Member State, border
and coastal areas can be considered peripheral. Bor-
der areas suffer from peripherality because the neigh-
bouring country has different social, economic, legal
and political systems. This tends to limit the econ-
omic and administrative linkages which are normally
established between adjacent areas. This is the case
both for the internal border regions of the
Community and to an even greater extent for its
external border regions. Moreover national borders
often follow the course of rivers, mountain ranges or
other geographical barriers, which further restrict
cross-border interaction and co-operation. Coastal
regions can be considered as border regions separ-
ated from their neighbours by the sea. The
Community’s border and coastal regions are de-
scribed below, focusing on what they have in com-
mon as well as their great diversity.

While border regions are often some distance from
national centres of political and economic power, a
number of them are centrally located from a
Community standpoint. The Community’s central,
as opposed to peripheral, regions are identified below
in terms of the accessibility of major European
centres of economic activity to business travellers
based there. The potential effect of planned improve-
ments in the Community road, rail and air networks
in reducing the time required to reach these economic
centres is then examined.

Coastal and border areas

The Community’s coastline stretches for more than
60,000 km. Areas around the coast gain some import-
ant benefits from their location, being generally re-
garded as pleasant places to live, which can attract
firms to locate there. Tourism, for instance, tends to
be especially well-developed in coastal regions. The
fishing industry also plays an important role in most
coastal regions, even after the anticipated reduction
of overcapacity. Businesses in other areas of activity
can be attracted by seaports and the access to world
markets which they afford, as well as by transport
links to inland areas which are normally very good
in respect of the larger ports. These benefits, how-
ever, do not accrue equally to all regions. The time it
takes to travel by road to the nearest major seaport
differs considerably between regions. Coastal areas
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which are some way from large ports can in many
cases be counted among the Community’s most pe-
ripheral regions. In general, however, coastal regions
are favoured by their location and reasonably well
integrated into the European transport network.

The land borders of the Community Member States
stretch for almost 10,000 kilometres in total. About
a half of these are between Member States, the other

half with third countries (Table 14). 16% of the

Community population lives in what can be defined
as border areas, which account for 22% of the
Community’s land mass. Of the 184 Community
border regions (excluding those in the new German
Linder now undergoing administrative reforms)
defined at the NUTS 3 level, 122 have borders with
other Member States, 58 with neighbouring countries
in Central and Eastern Europe.

From a historical perspective, the geographical fea-
tures defining natural borders tend to be important
determinants of the economic performance of border

regions. While rivers facilitate access to cities and
towns located on their banks, mountain ranges make
international trade and cooperation difficult and may
retard development on both sides of the border. Simi-
larly, political borders are artificial barriers in some
ways closing off regions from their natural hinterland
and obstructing social and economic development
(Graph 32 which indicates that average GDP per
head tends to be less in border regions than in other
parts of the country concerned).

There is a marked difference between Spanish,
Portuguese, Irish, Greek and Danish border regions
and those elsewhere. They are very sparsely popu-
lated (with population densities in the range 30-60 in-
habitants per square kilometre compared to a
Community average of 153), accounting for 47% of
the land mass of Community border regions but only
20% of their population. The Danish border regions,
for example, have a maximum population density of
64 inhabitants per square kilometre (Table 15) as
opposed to an average of 105 inhabitants per square

Index (EUR12 = 100)
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32 Average GDP per head in border reg ons co
rest of the country, for the Member States, 1991

NUTS 3 regions: no data for IRL, I, P, East Germany, Corsica, French overseas departments
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kilometre for all border regions. Not by chance, the
densely populated border regions are located in the
centre of the Community, while those which are
sparsely populated are at the periphery.

Differences in economic prosperity between neigh-
bouring Member States are not always reflected in
the relative levels of GDP per head in regions on

either side of the border. Dutch and Bélgian border

regions have higher levels of GDP per head than
neighbouring regions in Germany, in contrast to the
situation at the national level (Graph 33). Along the
French-Spanish border, the Spanish regions have
much the same level of per capita income as their
counterparts, despite average GDP per head in Spain
being only two-thirds that in France.
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The sometimes important differences in GDP per
head and other socio-economic characteristics be-
tween regions on either side of a border largely
reflect variations in the development potential of the
regions concerned. However, in many cases they also
reflect decades of artificial separation and the diffi-
culties which such regions encounter if the people
living there wish to cooperate. Regions with different

economic characteristics would normally seek to
identify cooperative measures which are com-
plementary : eg a rural area might be developed for
weekend recreation increasing the attractiveness of a
metropolitan area across the border as a location for
industrial investment. Regions with similar econ-
omic characteristics, on the other hand, would
usually tend to develop their common strengths.
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Border regions
and the Structural Funds

Differences in economic performance of border re-
gions explain the varying degree to which they are
eligible for support from the Community Structural
Funds. Under the new programme established for the
period 1994 to 1999, out of the 184 NUTS level II
border regions, 40 are eligible for support under
Objective 1 criteria, 27 under Objective 2, 60 under
Objective 5b, 13 under two Objectives (2 and 5b or
2 and 1) while 45 are not entitled to any regional
support atall (map 19). Incomparison with the period
1989-1993, the number of eligible regions has in-
creased from 109 to 140, mostly under Objective 5b.
Total population coverage has risen by over one-
sixth (16%) in border areas, slightly more than in the
rest of the Community. The share of border regions
in total eligible population in the Community under
the three regional Objectives of the Structural Funds

has increased from 17.8% to 18.1% (which compares
with the 16% of Community population for which
they account). All the regions on the Northern
Ireland-Irish and Spanish-Portuguese borders are
classified as Objective 1 as well as regions along the
Community’s external border in Northern Greece
and Eastern Germany. In other parts of the
Community, the population covered by either Objec-
tive 2 or 5b or both is around 40% (Table 15).
Overall, 55% of the population living in border areas
are eligible for regional support from the Structural
Funds (58% if the new German Lénder are included),
as compared with 52% in the Community as a whole.

On German unification, borders between East and
West Germany ceased to exist while the Community
acquired a new set of border regions. East German
regions of approximately 24,000 km? with 3 million
inhabitants now need to explore how to re-establish
and extend relations with neighbouring areas in
Poland and the Czech Republic under market condi-

~ NUTS 3 regions; L is a single region
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tions. Efforts in this direction are currently being
hindered by differences in the rate of progress to-
wards the establishment of a market economy and in
the cost of production (creating additional pressures
for structural adjustment) and wage levels (attracting
workers to the new Linder, tending to exacerbate the
already serious problem of unemployment and con-
tributing to the growth of the black economy), as well
as by the inadequate cross-border transport and other
links. Similar problems are also evident along the
Northern borders of Greece and the Italian border
with Slovenia.

Further enlargement of the Community to include
Austria, Finland, Norway and Sweden would make
the Community a direct neighbour of Russia,
Hungary and the Siovak Republic and lengthen the
Community land borders by 81% and its coast lines
by 68% (Annex, Table A.17). The land area of
Community border regions would increase by 130%
— as against an overall increase of 48% in total

Corﬂmunity land-space — though the population liv-
ing in these would expand by only 16% as compared
with a 7% increase in total Community population.

Large parts of these four countries can be classified
as coastal and/or border areas, most of them rela-
tively prosperous and located on the periphery of the
Community — a combination which is not very com-
mon in the Community as it is at present.

Passenger transport
networks and regional
accessibility

In the Third Periodic Report (1987), regions were

classified as central, intermediate or peripheral ac-
cording to an average of their physical distance to all

Map 19 Interreg li - eligibility of border regions

E== Objective 1

B Objective 2
Objective 58
Article 10 Area

« Excludes Belfast

East German boundaries are provisional
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Map 20 Average travel time to 194 economic centres, 1991
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other regions, weighted by GDP. This was a first
attempt to give operational content to the notion of
peripherality. This section aims to refine and extend
this analysis by measuring the accessibility of
194 major economic centres in the Community, the
EFTA countries and Central Europe for business
travellers from over a thousand Community NUTS 3
regions. The indicator of peripherality estimated is
the average time required to travel to each of these
major centres by road, rail or air’.

The simple distinction between central (Western
Germany, the Netherlands, Belgium and
Luxembourg) and peripheral (Ireland, Greece, Spain
and Portugal) Member States and regions is much
less evident if NUTS level 3 regions are examined
and if air travel is taken into account.

Business travellers from the large agglomerations in
the heart of Europe, like Brussels, Paris, London, the
Rhine-Ruhr and Rhine-Main areas, Stuttgart,
Munich and Milan, can on average travel in the least
time to business destinations across Europe
(Map 20). More peripherally located larger centres
with international airports, like Glasgow,
Copenhagen, Berlin, Athens, Rome and Madrid,
however, are also relatively well-connected when air
travel is taken into account. The integration of such
cities into the European air transport network is cru-
cial for their further development, facilitating long-
distance travel and networking and providing world
market access to local producers of high value/low
weight goods, though for other products, transport
costs will continue to distance them from central
Community markets. However, such costs also offer
some protection to local firms against competition
from producers located in other regions.

Apart from the major capitals, all of the
Community’s Southern and Western fringes as well
as nearly all of its islands are still disadvantaged in
terms of access to the 194 economic centres identi-
fied. In these often sparsely populated regions the
economic returns on major investment in transport
infrastructure are often insufficient to justify the ex-
penditure required, whether private or public. Never-

theless, a minimum degree of access is required in

N
¢

order to sustain economic activity in such peripheral
areas.

The average time required to travel to the 194 econ-
omic centres is also relatively high, however, for a
small number of regions which are geographically
close to the Community’s centre. These areas, such
as Mecklenburg-Vorpommern in Germany and the
Southern interior of France, are economically weak
and often sparsely populated with under-developed
transport links.

With the further extension of international transport
networks being a priority of Community policy and
being supported by both the European Regional De-
velopment Fund and the Cohesion Fund, an evalu-
ation of the joint effect of current plans on travel
times and regional accessibility is of interest2. In
general, the estimated reduction in average travel
time to the 194 centres from the implementation of
the expansion plans for road, rail and air transport
networks is greater for peripheral regions than central
ones (Map 21). There are likely to be significant
gains in Greece, Ireland, the Southern and Western
regions of the Iberian peninsula, Mecklenburg-
Vorpommern and Nord Pas-de-Calais. There are also
likely to be widespread gains in other parts of France,
Belgium and Luxembourg, but much fewer in the
other central countries. Overall, the plans appear to
reduce the degree of peripherality of outlying regions
and therefore open up new markets to producers
located there.

Ease of access to nearby markets is also important,
as indicated by the total population of the NUTS
level 3 regions which can be visited on a single-day
business trip (implying a three-hour limit on one-way
travel time Map 22). Contrary to the previous indi-
cator, on this measure of market access the largest
gains from the present plans are likely to accrue to
the densely populated, central regions and their sur-
rounding areas, primarily from the extension of the
high-speed rail network — as well as the Channel
Tunnel - to connect the major metropolitan areas in
the South-East of England, Northern France,
Belgium, the Netherlands, the Franco-German bor-
der region, the Southern Rhone valley and Piemonte
in Italy.
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There are, however, some exceptions. A number of
regions in the Spanish North-East and South-West,
in Central Italy and in Northern Greece, as well as
Mecklenburg-Vorpommern, which are among the
most sparsely populated and peripheral regions in the
Community, are expected to enjoy a considerable
increase in accessible population, the proposed ex-
tensions of the road network and new air links bring-
ing major population centres (in the above cases,
Madrid, Athens and Berlin) within reach.

On the other hand, it remains the case that the cen-
trality or peripherality of a region’s location can be
improved but not fundamentally changed through
investment in transport. In the less densely populated
parts of Europe, the increases in easily accessible
population from such investment will always tend to
be relatively small as compared with the more popu-
lous central regions.

An alternative option for peripheral areas is to accel-
erate the rate of adoption by local enterprises of new
techniques of information processing and telecom-
munications. In many cases, such techniques (in the
form of telefax, teleconferencing, telematics, cellular
mobile radio and telephone networks) may serve as
a partial substitute for personal contact. As compared
with investment in traditional transport infrastruc-
ture, therefore, the further extension and moderni-
sation of the Community telecommunication net-
work might be a more cost-efficient way of linking
peripheral areas with the Community’s centres of
economic activity (see chapter 4 on telecommunica-
tions infrastructure endowments in the regions).

Market access is dependent not only on the quality
of the transport infrastructure linking supply and
demand, but equally on the institutional structures
which guide international trade relations. The com-
.pletion of the Single Market, by abolishing border
formalities, has in a practical sense increased the
accessibility of border regions for trading partners
from abroad. The foundation of the European
Economic area has tended to reduce the peripherality

of, for instance, the Danish regions and the Alpine
areas of Germany and Italy by facilitating trade with
the EFTA countries. Reforms in Central and Eastern
Europe are generating trade between East and West,
potentially benefiting the regions on the
Community’s Eastern borders.

Improvements in the international transport and tele-
communication networks, institutional reforms lead-
ing towards European integration and industrial
change in general open up growth opportunities for
enterprises, no matter where they are located in the
Community territory. In the competitive struggle to
take advantage of these opportunities, the likely win-
ners will be those firms which are best able to expand
their customer base across Europe while maintaining
aflexible and cost-efficient production structure. The
latter often implies a regional division of labour and
a decentralisation of business locations. All of these
developments lead to increased requirements for di-
rect personal contacts between business operators at
the various locations, which can only be achieved
through their full integration into the international
passenger transport and telecommunication net-
works. Consequently, the attractiveness of a region
as a business location is increasingly determined by

* .the connections provided by these networks to main

centres of economic activity in Europe and beyond.

: BfLR (1992), Accessibil'ity and Peripherality of Community Regions : The Role of Highways, Long Distance Railway
and Airport Networks. Study financed by the European Commission.

2

The plans concerned are those which were under consideration by the Commission services in 1992.
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Chapter 8 Regions assisted by
the Community 1989-1993

The reform of the Structural Funds, which was
agreed in 1988 and implemented from 1989!, was an
important watershed for regional policies at the
Community level. It introduced a genuine
Community vision of regional problems, whereas
previously policy had essentially taken the form of
intervention in support of the regional policies pur-
sued by each Member State individually. The aim of
this chapter is to examine the economic performance
of these regions.

In order to have a fuller appreciation of the main
developments in them, the analysis begins.in the
mid-1980s, somewhat before the reforms were im-
plemented. The chapter is not therefore an evaluation
of the effects of the reforms (see Annual Reports on
the Implementation of the Reform of the Structural
Funds for this) although it provides some indications
of what has happened since 1988.

The definition of problem regions under the reform
was based on a typological approach. Three types of
problem region were defined which the Community
adopted as ‘objectives’ of policy under the Structural
Funds. The first of these objectives, Objective 1,
aimed to promote development and structural adjust-
ment in regions which were lagging behind, defined
as those with GDP per head below 75% of the
Community average. Changes in GDP per head in
this group of regions compared to the rest of the
Community is, therefore, a key indicator of progress.

To obtain a more complete picture, developments in
these regions in respect of other related aspects is also
examined below :

e the record on unemployment and job creation
which is essential to alleviate the serious excess
supplies of labour and lack of employment op-
portunities often associated with low GDP per
head;

e trends in productivity which are important in
relation to improving competitiveness and, there-
fore, the potential for growth.

The second objective, Objective 2, aimed to promote
the conversion of areas affected by industrial decline.
The key defining characteristic of these areas is their
relatively high unemployment rate which is used in
the present analysis as the main indicator of develop-
ments. The third objective, Objective 5b, is aimed at
rural areas affected by problems of structural adjust-
ment linked to the decline of agriculture. All of the
main indicators are relevant for assessing progress in
these regions.
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Developments in the
Community’s weaker
regions 1986-1993 :
Objectives 2 and 5b

The performance of the Objective 2 and 5b regions
in respect of the indicators discussed above is con-
sidered below in comparison with the rest of the
Community. Developments in the Community’s
weakest regions (Objective 1) are then examined in
more detail to assess the main differences emerging
between them (Table 16).

Analysis of Objective 2 and 5b regions is hampered
by data problems. Statistics for small eligible areas
(often below NUTS level 3) are not available on a
harmonised basis. The analysis, therefore, has to rely
on estimates which are more valid for certain series,
such as unemployment rates, than others, such as
GDP and employment.

The data indicate that experience as regards unem-
ployment in the Community’s weaker regions has
varied significantly in the period since 1986
(Table 16). As indicated in chapter 3, the latter half
of the 1980s was a period of economic recovery.
Unemployment in the Community as a whole fell by
2 percentage points from 10.7% in 1986 to 8.5% in
1991 before increasing to 10.4% in 1993.

In respect of unemployment, Objective 2 regions as
a whole outperformed other parts of the Community
assisted and unassisted areas alike. Unemployment
rates in the Objective 2 regions were 4 percentage
points lower in 1991 (10.8%) than in 1986 (14.7%).
This fall was partly reversed over the following two
years although the rise in unemployment was not as
great as for the Community as a whole. As a result
the difference between the average unemployment
rate in Objective 2 regions and that in the Community
as a whole narrowed from 4.6 percentage points in
1986 to only 1.7 percentage points in 1993.

This is a particularly encouraging outcome given that
a reduction in unemployment disparities is the prin-
cipal aim of Objective 2 assistance. :

Part of the explanation for this is probably related to
labour supply developments. Most Objective 2 re-
gions are highly urbanised and therefore often among
those where demographic changes and population
ageing have reduced the number of new entrants to
the labour market. At the same time, job losses in
traditional industries — coal, steel, engineering —have
tended to affect men in middle and older age groups,
a significant proportion of whom have withdrawn
completely from the labour market.

The impact of falling labour supply should probably
not be exaggerated, however. Tentative estimates of
employment change suggest that the Objective 2
regions had a faster rate of net job creation than the
rest of the Community. Over the period 1986 to 1993
the average rate of increase was approximately
double the Community average (Table 16).

The Objective Sb regions generally have relatively
lower rates of unemployment, a traditional feature of
rural areas outside the Community’s least-developed
regions. From an average rate of 8.3% in 1986,
unemployment in the Objective 5b regions fell to
only 6.1% in 1991 increasing again to 7.3% in 1993.
Although reducing unemployment is not an explicit
aim under Objective 5b, the apparent relative im-
provement is encouraging. This is underlined by the
tentative evidence on employment change — which is
likely to be more directly related to the process of
structural diversification in rural areas — where the
figures suggest gradual net job creation at a rate
equivalent to the Community average (Table 16).
This evidence also suggests that the falling unem-
ployment in rural areas cannot be attributed to on-
going rural depopulation.

In the Objective 2 regions, trends in GDP per head
over the five-year period were generally slightly
downward. This might suggest that economic re-
structuring led to an increase in the share of total
employment in sectors with relatively low productiv-
ity in Community terms — such as certain services. In
Objective 5b regions, there was little change over the
period, GDP per head remaining at around 80% of
the Community average.
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Regions %‘;‘:g y:r:’%r;t Unemployment rate GD':EP:;:'l ::f ngps)

1993 1986 1991 1993 | 1986 1989 1990 1991
Objective 1 109 154 143 16.7 61 63 63 64
Objective 2! 113 14.7 10.8 12.1 962 95, 95 94
Objective 5b 107 8.3 6.1 73 84 82 82 83
Other regions 106 84 64 8.0 117 117 117 116
EUR123 107 107 85 104 100 100 100 100

EUR12 excludes East German Ldnder
3 - The figure is for 1987
Source Eurostat, calcu!anon.c DG X Vl

thures for Objecuve 2'and 5b regions cover all NUT S 3 regtau where ar least 50% )

Developments
in Objective 1 regions

In the Objective 1 regions the imndicators present a
mixed picture. These regions include virtually all the
areas of highest unemployment in the Community.
In 1986, the average unémployment rate in the for-
mer was 15.4%, half as high again as the Community
average and double the rate in Objective 5b areas.
Since then, there has been little improvement, the rate
declining to 13.9% in 1990, before increasing to
16.7% in 1993, above the level in 1986. Although the
evidence on changes in employment in the Objec-
tive 1 regions is more encouraging, rates of increase
do not seem to have reached those of the Objective 2
areas. Part of the high and persistent unemployment
is due to labour supply growth, as noted in Chapter 1,
and for the medium-term at least, reducing unem-
ployment is likely to represent something of a mov-
ing target as new entrants, especially women, come
into the labour market in significant numbers.

Although the structure of employment in Objective 1
regions is changing, there are still significant num-
bers employed in agriculture. In 1990, the average

share of agricultural employment in the Community
was 6.6% whereas in the Objective 1 regions it was
nearly 3 times higherat 17.7%. This means that while
the Objective 1 regions as a whole accounted in 1990
for 1 job in 6 in the Community, in agriculture they
accounted for nearly 1 in 2 (Annex, Table A.18).

Labour market developments reflect a combination
of cyclical and structural changes affecting the
Community’s regions in general. These changes tend
to be accompanied by changes in regional productiv-

ity and hence in levels of economic output, or GDP.

As noted above, it is the change in GDP, measured
in per capita terms, which is the central indicator of
progress in the Community’s Objective 1 regions. On
average, these regions taken as a group marginally
increased their GDP per head from 61% of the EC
average in 1986 to 64% in 1991. This small increase
is illustrative of the challenge involved in bringing
about real convergence in the Community. A sub-
stantial narrowing of disparities can be expected only
over the long term.
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The main trends and differences emerging within the
group of Objective 1 regions are the subject of the
following sections.

Employment creation
and unemployment

More detailed analysis of the labour market develop-
ments for individual Objective 1 regions since 1986
suggests that they can be divided into three main
sub-groups. The first consists of Ceuta Y Melilla,
Canarias, Murcia, Comunicad Valenciana and
Andalucia which experienced a rapid rise in employ-
ment levels. These coastal regions in Southern and
Eastern Spain, had employment in 1991 some 15%
and more above that in 1986. They, therefore, appear
to have benefited more than other Spanish Objec-
tive 1 regions in the Iberian interior and on the
Atlantic coast in the North-West from joining the
Community in 1986. In effect, they seem to be part
of a larger group of Spanish regions including
Catalufia and Madrid which represent nodal points
on the road and rail networks linking the peninsula
with France and the rest of the Community. Cataluiia,
which is largely covered by Objective 2 of the Struc-
tural Funds, for example, experienced a rise in em-
ployment of over 20% between 1986 and 1991, the
highest amongst the Spanish provinces.

The second sub-group is more geographically
diverse and comprises regions where employment
increased by more than the Community average but
by less than in the first group of regions. The regions
in this second group are located in the Spanish inte-
rior (Extremadura, Castilla — Leon and Castilla—La

Mancha) and also include the Western Mediter-

ranean islands of Sardegna and Corse. Rates of net
job creation in these areas varied from over 7% in
Corse and Castilla-La Mancha to 12-13% in the other
regions in the Spanish interior.

The third sub-group is the largest and most geo-
graphically diverse taking in, on the one hand, the
Mediterranean regions of southern Italy and Greece
and, on the other, the Atlantic coastal regions from
Portugal and Spain (Galicia and Asturias) in the
South to Ireland and Northern Ireland in the North.
Typical rates of net job creation in these regions were

around 5% over the five-year period, although em-
ployment remained virtually unchanged in Greece.
Calabria in Italy was the only region to record a fall
in employment.

The structure of employment is relatively similar
across the Objective 1 regions. The share of employ-
ment in agriculture in many cases is over 20% and is
around 40% in parts of Portugal. In only a few
regions — parts of Spain and Northern Portugal — is
the share of employment in industry above the
Community average. In all but a few regions the
share of employment in services is below the
Community average of 61% and is as low as 50% or
less in many parts of Greece, certain Spanish regions
and Portugal. Tourism sustains high shares of service
employment in some regions such as Canarias and
Andalucia in Spain, or, a combination of tourism and
the public sector.

The performance of Objective 1 regions in terms of
unemployment over the same period 1986-91, gener-
ally mirrors that of employment described above
(Annex, Table A.19). As indicated in chapter 3,
however, the relationship between the change in
employment in a given region and changes in unem-
ployment rates is often a complex one. For example,
when new jobs are created some of the new employ-
ment may be taken up by commuters — often the case
in city regions — or by new entrants to the labour
market. As noted above, many Objective 1 regions
had faster than average rates of increase in labour
supply, as a result of higher birth rates in the past,
coupled with the increasing participation of women.

For the regions where employment grew by most the
effect on unemployment was as expected. In the
regions of Southern and Eastern Spain, the ccrollary
of rapidly rising employment between 1986 and 1991
was a substantial fall — of five percentage points or
more — in unemployment rates.

In the Spanish interior, the fall in unemployment
rates were almost as great. In the Western Mediter-
ranean islands, however, with lower rates of employ-
ment growth than the regions in the South of Spain
but still slightly above the Community average, the
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fall in unemployment was correspondingly more
modest at around 2 to 2.5 percentage points.

For the remaining regions the picture is more mixed.
On the one hand, there were regions where the fall in
unemployment was relatively high, such as in
Portugal and Ireland (5 and 4 percentage points re-
spectively). On the other, many regions in the Italian
Adriatic and Southern Italy experienced significant
rises in unemployment which suggests relatively
high growth in the labour supply. Greece also saw a
slight increase in unemployment between 1986 and
1991. In the Spanish Atlantic regions, modest rates
of employment increase were reflected in a compara-
tively small fall in the unemployment rate, of 1 to
2 percentage points, over the period.

The preceding analysis focused on the period 1986-
1991 for which regional employment data are avail-
able. In 1991, the Community entered a period of
recession with the first firm signs of recovery emerg-
ing in 1994. The most recent data, for unemployment
rates only, suggest that the depth of the recession has
differed substantially from Member State to Member
State and region to region. The figures up to 1993
show a fairly general increase in unemployment
across the Objective 1 regions. The rise has been
particularly marked in Spain, with regions in the
South and East of the country which had previously
shown the largest reduction in rates being among the
worst affected. In the Italian regions, unemployment,
which at most had fallen only slightly during the
economic recovery, began once again to rise at a
faster rate than the national average, while in Ireland,
rates of unemployment by the end of 1993 were
heading back towards 20%. Elsewhere, increases in
unemplGyment have been the general rule, though
the extent has been more modest.

The French overseas departments (Guadeloupe,
Guyane, Martinique and Réunion) are not included
in the above analysis because of data problems. The
available evidence suggests that in these areas of
extreme geographical peripherality in relation to the
rest of the Community, job creation was relatively
rapid but insufficient to offset the even more rapid
rises in working-age population. In fact, rates of
population growth in the French overseas depart-

ments were well above those in other Objective 1
regions. With labour demand failing to keep pace,
unemployment rates reached higher levels than in
most of continental France.

Productivity and GDP growth

Other things being equal, rising employment accom-
panies growing GDP. Job creation is both a reflection
of and a contributory factor to growth in output. The
extent to which the two go together depends on
developments in output per worker or productivity.
Growth in productivity is important for regions since
it tends to mean that efficiency in production is
improving which helps to control unit costs and to
maintain or improve competitiveness. The challenge
is to achieve increases in all three variables simulta-
neously : output, productivity and employment. It is
essentially this challenge which is addressed in the
Commission White Paper Growth, competitiveness
and employment.

In terms of GDP per head, there were marked vari-
ations in experience among Objective 1 regions in
the period 1986 to 1991 (Annex, Table A.20). The
regions in the South and East of Spain grew fastest
together with Castilla-La Mancha in the Spanish
interior, Ireland and Portugal. All of these regions
converged strongly towards the Community average,
by between 6 and 9 percentage points. Of particular
encouragement is the fact that they were among the
poorest parts of the Community at the start of the
period with GDP per head equal to or less than 60%
of the Community average.

The Spanish Atlantic regions, Castilla Léon and the
Italian Adriatic regions converged more gradually
towards the Community average GDP per head, by
1 to 3 percentage points over the period.

-

The remaining regions all showed a divergence away
from the Community average. This was particularly
true of Northern Ireland, where GDP per head fell by
7 percentage points over the period to 72% of the
Community average. In other regions, the decline
was more modest, at around 1-3 percentage points.




These changes in GDP per head were associated with
markedly different variations in productivity growth
(Annex, Table A 21). Ireland and Portugal experienced
arapid convergence of GDP per head mainly as a result
of dramatically rising productivity over the period
relative to the Community average. As discussed in
Chapter 1, productivity growth was particularly pro-
nounced in the large foreign-owned industrial sector in
Ireland. The national accounts data also suggest that
productivity rose at a similar rate in Portugal, though
the rate of increase falls significantly if the LFS em-
ployment data are used instead. In some Southern
Spanish regions there were significant improvements
in productivity notably in Castilla-La Mancha and
Extremadura. In other regions, however, productivity
declined (eg Murcia, Ceuta Y Melilla) or increased
more slowly (eg Canarias) which would be consistent
with nising employment in services linked to the growth
of tourism.

In Northern Ireland, Corse and Sardegna, productiv-
ity fell substantially relative to the Community aver-
age with no change in Greece. This is a worrying
development when combined with the fact that in all
of these regions, GDP per head has been falling
further behind the Community average. It may reflect
the emergence of a vicious circle of declining pro-
ductivity and declining competitiveness resulting in
declining GDP and further decrease in productivity.
In Greece, economic progress seems to have been
held back by macroeconomic problems including
difficulties in regard to inflation and public sector
deficits which have acted as a brake on new private
investment.

Northern Ireland, the region with the biggest fall in
relative productivity, is not typical of Objective 1
regions and shares many of the characteristics of
industrial areas in severe decline. The region was
once a world centre in shipbuilding and linen textiles.
Today the economy is highly dependent on public
sector employment, though the industrial sector has
undergone extensive modernisation with the devel-
opment of many highly productive enterprises.

Studies suggest that the problems often lie in the
small business sector with many parts having low
productivity.

Concluding remarks

In summary, it is possible to conclude that the weaker
regions have made some progress towards converg-
ing in real terms with the rest of the Community.
There are encouraging signs that this may have ac-
celerated after the reform of the Structural Funds in
1989. But the process has generally been slow and
regions have been affected to differing extents.

The evidence strengthens the impression that struc-
tural change is a slow process, especially perhaps
with regard to the Community’s most backward re-
gions. For individual Objective 1 regions, however,
the evidence also suggests that substantial progress
is possible even over a period as short as five years.

The experience of Objective 1 regions has been
mixed in the period since 1986. Some undoubtedly
have made progress including many which were
among the weakest at the start of the period. Others
have managed only to maintain their relative econ-
omic position. Of particular concern are the minority
of Objective 1 regions which seem to have fallen
back in key respects compared to the rest of the
Community in spite of the efforts of recent years. For
such regions economic development policies may
not be sufficient and there are undoubtedly other
constraints of a social, political or institutional nature
holding back the growth of their prosperity. In other
words, national and Community regional policies
may need to be complemented by reforms which are
more broadly based in order to hasten the process of
regional economic convergence and cohesion.

The Community’s policies for the coming period are
the subject of the next chapter.

1 In 1993/94, new lists of assisted regions were designated. The problem regions discussed in this chapter are those of
the period 1989-93. In view of their long-term restructuring problems the vast majority of these regions were

re-proposed by their national authorities and are retained on the new lists.
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Chapter 9 Community regional policies

1994-1999

Financial resources

The Community’s regional (and other) policies over
the rest of the decade are being formulated and
implemented in the context of moves towards greater
integration. In December 1991, the Community’s
governments signed the Maastricht Treaty, which
sought to broaden and deepen the range of issues
subject to shared decision-making. Of particular sig-
nificance for regional policy, the new Treaty recog-
nised the need for increased solidarity and cohesion
within the Community as a basic condition for further
economic and social progress.

It is the role of the Commission to translate the
ambitions of the Maastricht Treaty into concrete
proposals for action over the 1990s. Faced with the
ongoing challenges of the Single Market and the new
challeng€s posed by economic and monetary unifi-
cation, including the adoption of a single currency by
the end of the decade, the Commission’s medium-
‘term budgetary proposals covering the period 1993
to 1999! — the Delors II package? — called for another
significant increase in structural expenditure to pro-
mote economic and social cohesion. This was gen-
erally accepted by Member States, even though the
Maastricht Treaty had not yet been ratified. In con-
sequence, the funds devoted to structural policies
will increase by 41% from over 21 billion ECU in
1993 to 30 billion ECU in 1999, including the new

Cohesion Fund created to provide additional aid to
the poorest Member States Spain, Greece, Ireland
and Portugal with a GDP per head of less than 90%
of the Community average. Structural Funds in 1999
will, therefore, be three times their real value in 1989.

The increasing importance attached to structural
policies in the Community is reflected in their in-
creased share of the Budget. In 1993, the last year of
the old programming period, expenditure in structu-
ral measures accounted for 31% of the total as against
51% for agriculture. By 1999, the figure will have
risen to 36%, while the share of spending on agricul-
ture will have declined to 46% (Table 17).

Of the 141.471 billion ECU (at 1992 prices) available
for the period 1994 to 1999, 96.346 billion ECU
—74% of the total — was allocated by the Council to
Objective 1 regions (those where development is
lagging behind). 11% went to Objectives 3 and 4,
while the rest was divided fairly evenly between the
other Objectives3? (Table 18).

The original recommendations in the Delors II pack-
age were based on four key principles underlying the
1988 reform — concentration, programming, partner-
ship and additionality. These principles were dis-
cussed in the previous Periodic Report and in the
Commission’s mid-term review of the Structural
Funds*.The principle of concentration of assistance
on the worst-affected areas is key to the analysis of




Commumty resources, 1993-1 999 (b ECU 1992 prlces)
1993 1996 1999
bn ECUs % bn ECUs % bn ECUs %
‘ Agriculture 352 509 36.4 48.4 38.4 457
Structural Actions 213 30.8 25.0 332 30.0 35:7 5
i * Cohesion Fund 1.5 22 23 3.1 2.6 3.1
| * Structural Funds 19.8 28.6 22.7 30.2 274 326 i
‘ Internal Policies 39 56 45 6.0 5.1 6.1
External Action 4.0 5.8 4.6 6.1 5.6 6.7
Other 48 6.9 48 6.4 5.0 59
Total commitments : 69.2 100 732 100 84.1 100
Total payment appropriations 65.9 713 80.1
Totfl payment appropriations 12 12 13
as % Community GNP
Togat co_mnurmem relate 10 the legal obli gauon under!aken by the Community even n ifihe i total paymem‘ appro;

Table 18
" The Structural Funds, 1994—96/99
flnanclal allocatlons by Objectlve (%.of total by Member State)

Resources available B DK D GR E F IR | L NL P UK EUR12
for the CSFs
; Obijective 1 1994-1999 45 = 735100 0 87 19 100 78 - 8= 100~ 26 74
Objociive? 10041996 | 100 6 4 - 4 16 - 4 9. 16 =93 6 '
Objective3and41994-1999 | 29 45 10 - 6= 28 - 9. 3159 =37 11
Objective5a 1994-1999 | 12 39 6 - 1 17 - 4sy s ek 4 .
Objective5b  1994-1999 5 8 7 - 220 - > 8 8 - 9 5
Total 100 100 100 100 100 100 100 100 100 100 100 100 100
| Lot;l ‘ﬁ‘:;;rzstate 1.3 05148 111 241 Ox 45 1501 15 172 100
‘ Source : DG XVI
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the impact of the funds and is discussed in more detail
below in the light of the new decisions on the Struc-
tural Funds, 1994-1999 (modifications to the other
principles, which concern effective implementation
of development programmes, were also introduced).
The regulations governing the use of the Structural
Funds for the new programming period introduced a
number of changes with the aim of improving their
effectiveness, as follows :

o the integration of action in the fisheries sector
and in fishing dependent areas into structural
policies; .

@ the creation of a new Objective 4 designed to
facilitate the adaptation of workers to industrial
change and changes in systems of production;

@ abroadening of measures in Objective 1 regions
to include education and health;

e a simplification of decision-making procedures;

e the involvement of the social partners in
decision-making;

e a strengthening of procedures to verify
additionality;

e greater emphasis on evaluation, appraisal and a

more precise formulation of quantitative inter-
mediate objectives;

e indicative allocation by Member States for all the
Structural Funds decided by the Commission.

Concentration

In order to be most effective in reducing disparities,
the limited resources available for regional policy
need to be concentrated on the worst-affected areas.

The evidence suggests that there has been a greater
concentration of Community support in the sense that
a higher share of resources are going to Objective 1
areas. Between 1989 and 1993, the proportion of
funds going to these regions rose from 62% to 65%
and by 1999, it will increase to 73% (including the
Cohesion Fund). The four poorest Member States
received 50% of the funds in 1992 as against 42% in

1988. With the Cohesion Fund, this share will rise to
54% by 1999. For these four, total Community struc-
tural expenditure under Objective 1 in 1999 will be
twice the level in 1992 in real terms. Other Objective
1 regions will also receive a rising share of resources,
from 19% to just under 23% over this period. Expen-
diture on other Objectives will therefore decline in
relative terms (though it will rise in absolute terms).

In terms of the population covered, the proportion for
the Community as a whole for all regional
Objectives, has risen from 43% in 1989 to 1993 to
52% in 1994-96/9. Except for Greece, Ireland and
Portugal, where all the population was already
covered, coverage has increased in all Member States
(Table 19) but half of this increase relates to the
addition of the new Lander. Spain and the UK have
experienced the smallest rise — 1-2% points — while
in the other countries, apart from Luxembourg, the
increases range from 7 percentage points (Belgium)
to 20 (Germany). Denmark and Luxembourg are now
the only Member States with no regions eligible
under Objective 1 (Map 23).

The decisions which led to the increased coverage
were taken against an economic background which
had deteriorated significantly since 1988/89. Econ-
omic growth rates declined markedly at the begin-
ning of the 1990s in most member States and unem-
ployment rose sharply. The need for coordinated
action to revitalise the Community’s economy was
recognised at the Edinburgh summit at the end of
1992, which agreed a package of infrastructure
measures to stimulate economic activity, and a year
later the Commission presented further proposals in
the White Paper Growth, competitiveness and em-
ployment.

Against this background, regional policy was also
seen to have a role in stimulating the growth of
weaker regions. The general perception was that the
number of regions suffering from lagging develop-
ment or structural decline — as opposed to temporary
cyclical problems — was increasing.

In determining eligibility under Objective 1, the
regulations adopted by the Council maintained the
central criterion that these should be NUTS 2 regions
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Objective 1 Objeétive 2 Objective 5b
1989 1994 1990 1994 1989 1994 1989 1994
Belgium 0.0 12.8 22:1 14.2 2.7 45 24.8 315
Denmark 0.0 0.0 4.9 8.5 2.1 6.8 7.0 153
Germany ; 0.0 20.6 124 8.8 74 9.7 18.8 39.2
Greece 100.0 100.0 0.0 0.0 0.0 0.0 100.0 100.0
Spain ST 59.7 222 20.4 2.5 44 82.6 84.5
France 27 44 183 25:1 9.7 16.7 30.2 46.2
Ireland 100.0 100.0 0.0 0.0 0.0 0.0 100.0 100.0
Italy 364 36.7 6.6 11.0 5.0 8.3 47.8 56.0
Luxembourg 0.0 0.0 38.0 34.6 0.8 7.9 38.8 424
Netherlands 0.0 1.5 9.9 174 3.0 54 129 242
Portugal 100.0 100.0 0.0 0.0 0.0 0.0 100.0 100.0
UK 2.8 59 355 30.9 26 49 404 41.7
EUR12 21.7 26.6 16.8 16.8 5.0 8.2 43.0 51.6
;ﬁ"’l',?;':: 70.0 91.9 54.2 58.2 16.1 285 1403 1786
' France includet DO
ltaly includes Abruzzi for 199 1994 s &ue to the
Jact that population grow s ,
Source : DG VI and

with a level of GDP per head (in PPS) of less than
75% of the Community average. At the same time,
however, it applied the criterion more flexibly, so
widening the scope for regions to be included under
Objective 1.

When the first list of Objective 1 regions was estab-
lished in 1988, this flexibility was used to allow the
inclusion of Northern Ireland and Corsica. In 1993,
the Council included some 8 regions or areas not
strictly fulfilling the GDP per head condition (North-
em Ireland, Corsica, Abruzzi and Molise, the new
areas of Hainaut in Belgium, part of Nord-Pas de
Calais, the Highlands and Islands Enterprise Board
Area and Merseyside). Other new additions to the

list, with GDP per head below 75% of the
Community average were the five new German
Lander and East-Berlin, Cantabria in Spain and
Flevoland in the Netherlands.

Since no region has been taken off the list — though
Abruzzi will be on 1 January 1997 —the result is that
the population covered under Objective 1 has in-
creased from 70 million to 92 million or from 21.7%
of the Community total to 26.6% (this will decline to
26.2% when Abruzzi, the most prosperous of the
Objective 1 regions, loses its status in 1997).

The new Objective 1 regions in Belgium, France and
the UK added a new dimension to the defining char-
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acteristics of Objective 1 regions. THese are not areas
of lagging development in the traditional sense but
regions where the decline from relative prosperity
based on industrial activity has been particularly
acute.

East Berlin and the new German Linder with
16.4million inhabitants also present a new type of
regional problem — one of transition from a centrally
planned to a market economy, a process without
recent historical precedent (see Chapter 11). These
were granted a total of 3 billion ECU (1991 prices)
by the Councilé to assist economic and social reform
between 1991 and 1993, bridging the gap before the
start of the 1994-99 programming period. Although
statistics on GDP on standard definitions did not exist
for the relevant period, there was no question in 1993
that the new Linder qualified for Objective 1 assist-
ance. The result is that over 20% of the population of
Germany now lives in Objective 1 areas.

In Belgium, almost 13% of the population lives in
Hainaut, which has become an Objective 1 region,
while the first Objective 1 region in the Netherlands,
Flevoland, accounts for under 2% of national popu-
lation. There was also an increase in the proportion
of the population of Spain, France and the UK living
in Objective 1 regions.

In summary, though the population coverage of Ob-
jective 1 regions has risen and the geographical con-
centration of assistance has declined, this is mainly
due to German unification and the extension of aid
to the former East Germany. Of the 21.9 million
additional people covered, 16.4 million — 75% —live
in East Germany.

As regards Objective 2 assistance, the proportion of
population covered remains at 16.8% as before 1994,
though the numbers have increased from 54 million
(in 1990) to 58 million in 1994-1996. In general, the
average size of eligible area has declined while their
number has increased. Many of the areas included on
the new list” were proposed by national governments
in anticipation of a permanent shake-out of labour in
key sectors caused by the current recession. Areas
with population of over 20 million were included on
the Objective 2 list under the declining sectors pro-

visions. Four areas — Hainaut (part), Cantabria, Nord
(part) and Merseyside — which used to qualify for
support under Objective 2 now fall under Objec-
tive 1. Eligibility for Objective 2 status will last for
three years, in the first instance, and will be reviewed
in 1996.

Objective 5b regions have been defined for the full
six-year period on the grounds that structural changes
in rural areas tends to be relatively slow. In addition
to the general economic pressures discussed earlier,
rural areas in the Community face new challenges
from the reform of the Community agricultural pol-
icy as well as from the effects of the GATT Uruguay
Round. Accordingly, the population covered under
Objective 5b has been increased from 5% of
Community population in 1989 to more than 8%
in 1994. Though the increase is relatively uniform
across the Community, there are large rises in the
proportion of the population covered in Luxembourg
and Denmark®. »

The macroeconomic
weight of Community
regional policies

- Community regional expenditure influences the de-

velopment of Member States and regions in two
principal ways :

. @ through the co-financing of investment in physi-

cal and human capital raising their productive
capacity;

e through income transfers which allow imports to
be increased without a worsening of the balance
of payments.

The investment effect of Community regional
policies can be illustrated by the ratio of ERDF
expenditure — the principal vehicle for physical in-
vestment under the Structural Funds — to total gross
fixed capital formation (GFCF) in the economies
concerned. In 1989, the ERDF financed 0.4% of
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Tab}le 20 |
the otherﬁstructural Funds

Increase in GFCF 1994-1999- 2.5% pa
Increase in Gpp 1994 1999 : 2 5% pa

1999 ﬁgures mclude Cantabna s

BN -

1999 figures. cxclude Abruzzi i

Source: Eumstat, DG 1I, calculatlon.s DG XVI

ERDF commitments asa percentage of The Structural Funds
Objective 1 and Cohesion Fund
regions in Investment (GFCF) GDP asa g:écggtage
1989 1993 1999 | 1989 1993 1999 | 1989 1993 1999
Greece T3 11.0 126 14 1.9 2:2 2.5 33 4.0
Spain’ 26 40 66 BT 09 1.5 10« “ 45 >33
Ireland 5.2 9.3 7.8 0.9 1.5 1.2 2.1 3.1 2.7
Portugal 53 7.0 8.0 14 1.8 2.1 27 33 3.8
EUR4 3.9 6.0 7.8 09 1.3 1.7 1.6 23 29
(of which Cohesion Fund) 04) (0.6)
New German Linder? na (09 18 1ina (04 08 | na (08 17
italy® I e 405 04 0T 08 06 1 1.2
gg;’scmmumty i AT ALY S R T S D B N SR G 3 |
All objective 1 regions 3.0 5.0 47 0.7 11 1.2 12 1.8 21
EUR12 0.4 0.6 09 0.1 0.1 0.2 0.1 0.2 0.3
PR S : : =~ e —— .

:Figures in bradceu rcfer to amounts prowdcd under EEC Reg 3575/90

For 1989 and 1993, Northern Ireland in the UK and Corsicain France, for 1999, mcludmg also Hamaul rhe Arrondlssement: of
Douai;: Valenaermex and Avesnes: Flevoland; M ersey.ﬂde and the nghland.r & Islands Enterprise Area.

GFCF in the Community and 3% of that in Objec-
tive 1 regions. In the four poorest Member States, it
financed 4% and in other Objective 1 regions,
around 2% (Table 20).

By 1993, the figure for all Objective 1 regions had
risen to 5% and that for the four poorest Member
States to 6%. By 1999, the Community’s contribu-
tion to investment will rise further in real terms,
though the share of GFCF will depend on what
happens to the latter in the meantime. If GFCF were
to grow by 2.5% a year, the average for the
Community over the 1980s, the ERDF would still
finance 5% of investment in (the now enlarged group

of) Objective 1 regions but nearly 8% in the four
poorest Member States.

The effect of regional expenditure on the ability to
import can be assessed by relating the amount in-
volved to the GDP of the area concerned. In 1989,
Structural Funds’ support to the Objective 1 regions
as a whole was 1.2% of their GDP and in the four
poorest countries, 1.6% of GDP. By 1993, these
figures had risen to 1.8% and 2.3% respectively.

By the end of the current programming period in
1999, if GDP grows at 2.5% a year, the average for
the Community in the 1980s, the Structural Funds
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will represent 2.1% of GDP in Objective 1 regions
and 2.9% of GDP in the four poorest Member States.

To have alasting effect on productive capacity, these
funds need to be used to increase physical and human
capital. Moreover, the scale of the effect depends on
counterpart financing from the Member States con-
cerned, which is why the additionality principle is
considered to be important and why it has been
strengthened under the revised regulations, especial-
ly in relation to the provision, in the regional plan, of
adequate financial information on the extent of na-
tional expenditure on development-related expendi-
ture.

Community initiatives

The total funds available for Community initiatives
in the period 1994 to 1999 amount to 13.45 bil-
lion ECU in 1994 prices. Initiatives will focus on
seven broad themes : cross-border and transnational
cooperation, rural development, the most peripheral
regions, employment and the development of skills,
the management of industrial change, urban areas
and fishing (Table A.22 in the Annex shows the full
list of initiatives). There is, in addition, a reserve of
1.6 billion ECUs for allocation at a later stage.

Several of the initiatives reflect a desire for conti-
nuity. This is true of INTERREG, the largest one
which is mainly for cooperation across internal bor-
ders but which is intended to cover cooperation on
external and certain coastal borders to a greater ex-
tent than previously. This is linked with measures to
promote energy networks formerly undertaken under
REGEN. There are also follow-ups, with increased
finance, for LEADER which is for rural development
and REGIS which is for ultra-peripheral regions.

In addition, it is proposed to continue initiatives
assisting regions hit by the decline of the coal, steel,
textile and defence industries - RECHAR,
RESIDER, RETEX and KONVER - up to the end of
1997 and a specific initiative for the Portuguese
textile industry has been added. A new initiative,

ADAPT, financed from the Social Fund, has been
introduced to help workers threatened with unem-
ployment because of industrial change and to help
enterprises improve their competitiveness.

Another initiative directed at small and medium-
sized enterprises is also intended to ease adaptation
to industrial change. This will incorporate some of
the successful features of the existing PRISMA,
STRIDE and TELEMATIQUE initiatives, as well as
reflecting the thinking in the White Paper, and will
be focused mainly on Objective 1 regions.

The Employment Initiative will incorporate elements
of the existing NOW programme, for women, and
HORIZON, for the disabled, but will be widened to
cover other disadvantaged groups such as the long-
term unemployed, while YOUTHSTART will aim to
provide a guarantee of training and employment for
the under 20s throughout the Community.

The new initiatives for urban problems and PESCA
for fishing dependent areas complete the list.

The Structural Funds
and the regions
of the ca_ndidate countries

The negotiations over the accession of the four EFTA
countries have also included the issue of Structural
Fund assistance. The allocation of Objective 1 assist-
ance has been agreed and a new category of aid,
Objective 6, has been created.

Only Austria has a region which qualifies for Objec-
tive 1 assistance, Burgenland with a population of
269,000, 3% of the total population of Austria. Ac-
cording to the latest assessment, the financial aid
fixed for the period 1995 to 1999 as a whole will be
184 million ECU, which represents an amount per
inhabitant of slightly less than in present Objective 1
regions (outside Cohesion Fund countries)
(Table 21).
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The Structural Fund and the new '
Austria Norway  Sweden Finland EURe
(excl. GR, E, IRL, P)
Population 7699 4241 8559 4998 283365
Objectives 1 and 6 269 587 450 837 45036
population (’000)
Objectives 1 and 6 3,50% 13,80% 5.25% 16,70% 15,90%
as % of national population
Structural Funds 1995-99 1623 L 120 i grast
(1995 prices MECU)
of which :
Objectives 1 and 6 184 384 230 511 32247"
Other Objectives 1439 769 1190 1193 35000
Structural Funds per head (ECU) 211 268 166 341 237
% estimate of Structural wads oumde Obj 1 rcgtan: P i G R
Source : DG XVI : ¥ :

A new Objective 6 has been established for regions
—defined at NUTS level II — with outstandingly low
population density (below 8 inhabitants per square
kilometre). Regions eligible for this will be in the
three Scandinavian countries. Objective 6 will be
similar in kind to Objective 1 and will be subject to
revisions in 1999 at the same time as the Structural
Fund regulations are reviewed. Until then aid will be
regulated through a protocol in the Treaty of Ac-
cession. The regions which are eligible, which are
also identified in the protocol, cover a population of
1.874 million and will receive a total of 1.109 mil-
lion ECU (at 1995 prices) over the period 1995 to
1999 as a whole — equivalent to 592 ECU per person
(an average of 118 ECU a year) which is 17% lower
than the average for Objective 1 regions in the rest of
the Community (outside Cohesion Fund countries).

After negotiation, the position of each country under
Objective 6 is as follows :

e in Sweden 450,000 people, or 5.3% of the popu-
lation, will live in regions eligible for assistance
(mainly in three northern counties). They will

receive a sum averaging around 101 ECU per
person a year over the period 1995 to 1999;

e in Finland, 837,000 people, 16.7% of the popu-
lation, live in eligible regions, mainly in Lapland
and other areas bordering Russia. The sum in-
volved has been fixed at the equivalent of
122 ECU per person per year over the period
1995 to 1999;

e in Norway, some 587,000 people, 13.8% of the
population, are likely to live in eligible regions
and to receive an average of 125 ECU per person
per year over the period 1995 to 1999.

So far as other objectives of the Structural Funds are
concerned, the Commission has indicated, without
giving a precise figure, that the population covered
by Objective 5b is likely to be significant and larger
than the population under Objective 2. Objective Sa
is also likely to be important.

Because of relatively low rates of unemployment in
the candidate countries, with the exception of
Finland, the population covered by Objective 2 as-
sistance will probably be minimal in Norway and
Austria and wel! below the Community average in
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Sweden. In Finland, as a result of high unemploy-
ment since 1990, the population covered by Objec-
tive 2 might be relatively high.

Although neither the eligible areas nor the global
coverage of population has yet been established (this
remains to be done before the 1st January 1995 which
is the envisaged date of accession), the total amount
of finance available for Objectives 2, 3, 4, 5a and 5b
has been agreed. Including Community initiatives,
the Budget for 1995 to 1999 has been fixed at 4.6 bil-
lion ECU.

The total available for the four candidate countries
from the Structural Funds amounts to 5,884 mil-
lion ECU (at 1995 prices), which represents an addi-
tional expenditure of 4.5% in relation to an expansion
of 7.4% in the Community’s population. The average
assistance per person under all the Objectives com-
bined is slightly below the average for the existing -
8 Member States excluding the four Cohesion coun-
tries.

The budgetary period 1993-1999 differs from the programming period for regional actions which for Objectives 1
and 5b runs from 1994 to 1999, and for two 3-year periods, 1994-1996 and 1997-1999, for Objective 2.

European Commission : The means to match our ambitions. COM(92) 2000.

Including innovative and transitionai actions.

European Commission (1992), Community Structural policies : Assessment and Outlook, COM (92) 84

European Commission (1993), Growth, competitiveness and employment Com (93) 700 final

Regulation (EEC) No 3575/90 of the Council at its meeting of 4 December 1990

The list is published in the Official Journal, L81 of 24 March 1994.

The list is published in the Official Journal, L96 of 14 April 1994.
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Chapter 10

The past five years have been a period of consider-
able uncertainty and upheaval in the regional policies
of Member States. Major geo-political develop-
ments, economic fluctuations and almost continuous
structural change have combined to create a difficult
environment for regional policy. These changes are
reflected in Northern Member States in a decline in
large scale, automatic support to business in favour
of a more selective approach with more emphasis
than in the past on developing the business environ-
ment (assistance to producer services) and small
enterprises. In Southern Member States and Ireland,
expenditure on regional incentives has increased and
is now among the highest in the Community in rela-
tion to GDP. These countriés have maintained rela-
tively extensive geographical coverage in their re-
gional incentive schemes whereas in Northern
Member States such coverage has been reduced. This
has tended to reduce differences in expenditure on
regional incentives across the Community when ex-
pressed per head of population. The major exception
is Italy where expenditure per head remains substan-
tially ahead of the rest of the Community.

Definitions of regional policy

Since the promotion of productive investment is the
major means of stimulating regional development in
all Member States, the focus is on regional incentives
and, to a lesser extent, on the provision of infrastruc-

Regional policies in 1
Member States : recent trends

ture to aid business expansion. Where major infra-
structure investment is concerned (transport, tele-
communications and energy networks) Member
States tend not to distinguish systematically between
that of a general nature and that undertaken specifi-
cally to promote regional development. For this rea-
son, regional policy conducted at Community level,
which has a strong emphasis on infrastructure, is
difficult to compare directly with that of the Member
States.

The analysis below is divided into three sections. The
first reviews recent changes in the objectives,
priorities and context of regional policy in Member
States, including the importance accorded to regional
incentives to business and to business-related infra-
structure. The second examines changes in the design
of regional incentives as regards their form, value,
spatial coverage and the targets of assistance. The
final section considers trends in expenditure on re-
gional incentives since 1980, focusing, in particular,
on developments during the late 1980s.
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The objectives and
context for regional policy

The major feature of national regional policy over the
past decade has been the reformulation of policy
objectives (see Box, for a summary of the major
changes in policy in each of the Member States).
During the 1980s, regional policy became less
oriented towards redistributing income and employ-
ment and more towards encouraging structural
change to achieve greater diversification and raise
the overall potential for economic growth.

In recent years, policy makers have had to contend

with several different kinds of structural adjustment.
The primary concern, particularly in Northern
Member States, has continued to be regions depend-
ent on traditional industries. Problems of structural
adjustment, however, have affected a much wider
range of regions throughout the Community, es-
pecially those containing single activity towns or
cities dependent on industries such as defence, which
has experienced plant closure or conversion of pro-
duction to non-military goods, or fishing or agricul-
tural communities affected by over-capacity and
quota restrictions.

The emphasis on promoting structural adjustment of
regions reflects the influence of macro-economic
developments and geo-political changes. Economic
crises during the 1970s and early 1980s, associated
with widespread unemployment and accompanied
by structural change affecting all regions, reduced
the importance of regional policy on the political
agenda in several Member States. Budgetary restric-
tions and changes in attitude towards subsidy-based
intervention led to lower expenditure and a more
selective approach to regional development in many
countries.

The recovery from the recession of the early 1980s
was followed by strong economic growth throughout
the Community, but unemployment in many regions
remained high, including certain urban/industrial ag-
glomerations. (In the UK, the social, economic and
environmental problems of inner city areas prompted
a growing range of urban policy measures which

gradually supplanted regional policy in terms of pol-
itical priority and expenditure.) The spatial concen-
tration of growth also brought problems for some
developed regions : over-heating and congestion en-
couraged renewed interest in measures to decen-
tralise economic activity from cities such as Paris,
Athens and London.

Other aspects of structural adjustment are attribut-
able to geopolitical developments. Preparations for
the Single Market, with the potential for enhanced
cross-border cooperation and compettion, promoted
greater concern with the competitiveness and pro-
ductivity of industries and firms. The impact of pol-
itical and economic transformation in Eastern
Europe has had greatest impact in Germany where
unification has required major restructuring pro-
grammes in virtually all economic sectors of the new
German Lander, including a massive increase and
reorientation of regional policy resources. Elsewhere
in the Community, the lowering of East-West tension
is apparent in the closure or rationalisation of military
bases and cutbacks in production and employment in
defence industries.

Against this background, regional policy has focused
increasingly on assisting the restructuring of regional
production systems. Although regional financial in-
centives are still the main instrument for the promo-
tion of new productive investment in the regions,
policy makers are moving away from their former
reliance on subsidies for investment and employ-
ment, and measures are being oriented more towards
improving competitiveness and the regional business
environment through business-related infrastructure
development (notably in the Netherlands), technol-
ogy transfer and consultancy services, especially for
marketing and exports. The nature of
business-related infrasfructure provision is also
changing : the traditional provision of industrial es-
tates, factories and local services is being supplanted
by the creation of enterprise and incubator units,
technology and science parks and telematic centres.
This broader approach to the promotion of produc-
tive activity in problem regions is also reflected in
the administration of regional policy which is becom-
ing more integrated with other areas of policy (eg
urban/regional policy coordination in the UK) and is
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the subject of more coordination between central and
regional government (as in Belgium and Spain).

The reorientation of policy is, however, being under-
taken within a context of tightening budgetary con-
straints and varying degrees of political commitment
to regional policy. In addition, the monitoring of aids
under Community competition policy — in the inter-
ests of creating a ‘level playing field’ — has focused
on both the extent (coverage of assisted areas) and
intensity (rates of assistance) of regional policy. This
is particularly so in the Northern Member States. In
Denrmrark, almost all conventional regional incen-
tives were abandoned in 1991 in favour of a new
national system for the promotion of business devel-
opment; in the Netherlands, regional assistance has
been confined to the North of the country (although
there are some other areas with temporary designa-
tion); and in Germany, both the level of expenditure
and the extent of assisted areas have been reduced
substantially in the former West Germany — though
assistance has been increased massively in the new
" Eastern Linder.

By contrast, Member States in the South have gener-
ally maintained or increased expenditure on regional
policy in recent years, aided by support from the
Structural Funds, especially to Objective 1 regions,
and more liberal conditions under competition pol-
icy. Nevertheless, they too have not been immune
from cutbacks, at least as regards the promotion of
productive investment. Besides Italy, where political
change has led to the temporary suspension of re-
gional agencies and programmes, in both Spain and
Portugal reductions in national expenditure on aid is
expected to occur over the next few years. As indi-
cated in Chapter 11, however, it is important for the
weaker Member States and regions that overall re-
gional expenditure is maintained so that, with the
increased resources available under the Structural
Funds for the period 1994-99, a firm foundation is
laid for catching up.

The design of
regional incentives

The shift in national regional policy objectives to
focus more on structural adjustment, with increas-
ingly limited resources in many Member States, is
evident in the design of incentives to attract new
productive activity. A common theme in the compo-
sition of incentive packages, their administration,
spatial coverage, the conditions for eligibility and the
rates of support is a more selective approach to
promoting indigenous regional development.

Over the past decade, both the number and form of
regional incentives used by Member States have
become more limited. The diversity of incentives, com-
mon in most Community countries during the 1970s, is
disappearing (particularly as regards fiscal concessions
and interest-related subsidies), and most incentive
packages are now heavily grant-based. The diversity
which remains tends to be greatest in the less developed
countries : Greece, Italy, Ireland and Portugal typically
have more numerous and varied incentives, including
labour-related subsidies, than other Member States.

Many of the incentives which have been abolished in
recent years were major, high value, automatic
schemes. Examples include WIR regional allow-
ances in the Netherlands (terminated in 1983), re-
gional devclopment grants in Great Britain and
standard capital grants in Northern Ireland (1988),
investment allowances in West Germany (1989) and
almost the entire package of Danish measures
(1991). By contrast, the new schemes introduced
have tended to be less costly, indirect or focused on
small firms, eg regional enterprise grants in Britain
(introduced in 1988), aids for decentralisation and
small firms in France (1991) and the business envi-
ronment policy ‘BOB’ in the Netherlands (1992).

The demise of major automatic schemes has given
rise to an important shift in the administration of
regional incentive policy. Whereas at the start of the
1980s automatically-administered incentives were
prevalent, especially in the larger Community coun-
tries, by the end of the decade only in Italy was
large-scale automatic support still the basis of re-
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gional incentives. Elsewhere, most support now has
a significant discretionary component. An additional
administrative trend, as noted above, has been the
development of a more decentralised approach in
many Member States, particularly in respect of sup-
port for smaller projects and firms.

Associated with these administrative developments,
the eligibility conditions for regional incentives now
involve greater selectivity and more discretion so as
to increase the cost-effectiveness of assistance. In a
number of countries, assistance has come to be
limited to those sectors where it is considered effec-
tive, excluding sectors with over-capacity. In other
countries like Belgium and Portugal, eligibility con-
ditions take more account of the industrial charac-
teristics of projects. The emphasis on promoting the
business environment is reflected in the extension of
eligible activities to include certain producer services
with a greater focus on high-tech, innovation and
consultancy.

Incentives have also increasingly been focused on
new firms or projects as opposed to existing ones,
especially in Germany, Ireland and the Netherlands.
Start-up projects qualify for more generous awards
and are subject to less restrictive eligibility
conditions than extensions, while projects involving
rationalisation and reorganisation rarely receive as-
sistance.

34 Population living in regions assisted by
Member States, 1980, 1986 and 1992

[ B 1980
80 B 1986
| M 1992

DK NL D IRL BiECO I K F GRUE L P
P, E : no data before 1986; GR : data for 1981, not 1980

At the same time, the spatial coverage of assisted
areas has become more restricted and more focused

on problem regions in Northern Member States. Over
the period 1980 to 1992 in Belgium, Denmark,
(West) Germany, the Netherlands and the UK, the
average population in designated problem regions
has fallen from just over 35% of the total to
around 27% (Graph 34 and Table 22). Apart from
Denmark, where although there are designated prob-
lem regions they have not received assistance so far,
the most notable reductions have occurred in the
Netherlands (a decline of two-fifths), the UK (one-
fifth) and Germany (one-third).

By contrast, in Southern Europe and Ireland —much of
which are designated as Objective 1 regions —there has
been no reduction in spatial coverage since 1985. In
Greece, Portugal and Spain, there has been virtually no
change in areas eligible for assistance since their ac-
cession to the Community, while in Ireland the only
change has beena temporary extension to assisted areas
between 1989 and 1991. Nevertheless, within assisted
areas, Southern Member States are targeting regional
aid more precisely through graduating rates of support.
InItaly, different rates have been introduced in different
parts of the Mezzogiomno and in Spain, six different
maximum rates of support apply according to the de-
velopment status of the area.

In general, the overall maximum rates of award of
regional support on offer in the Member States have
not changed markedly, being determined primarily
by Community aid ceilings. However, there has been
a number of changes to the rates of support for
specific incentive schemes reflecting the greater se-
lectivity noted above. In Northern Member States,
the changes were mostly ina downward direction and
in favour of start-up projects. In the Netherlands, the
maximum rates of support under the IPR were re-
duced from 25% to 20% (15% for subsequent exten-
sions), in the former West Germany, the maximurmn
preferential rate was reduced from 25% to 18% and
in Ireland, the maximum rate for extensions was
reduced in two stages from 60% or 45% (depending
on location) to 15%. By contrast, in Southern
Member States, rates of support generally increased..
In Italy, rates were raised in the mid-1980s and in

‘both Portugal and Spain, new regional incentive sys-
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Population coverage RIE per head
in assisted regions of population (% national GDP)
(% national population) in assisted regions
(ECU 1990 prices)
1980 1986 1992 1980 1985 1990 1980 1985 1990
Belgium 39.50 33.10 33.10 38.15 49.67 44.71 0.13 0.14 0.11
Denmark 2700  24.00 19.90 9.82 10.62 5.40 0.02 0.02 0.01
France 38.20 39.00 40.00 16.85 11.73 7.57 0.05 0.04 0.02
Germany 36.00 35.00 27.00 30.07 28.38 33.15 0.08 0.07 0.07
Greece' 65.0 58.00 58.00 7.13 36.28 52.47 0.07 0.35 049
Ireland 28.00 28.00 28.00 "} 117.00 57.46 58.14 1.66 0.75 0.63
Italy 35.60 35.60 35.60 185.19 238.72  404.63 0.60 0.72 1.04
Luxembourg { 100.00 100.00 79.70 63.97 23.72 70.91 0.51 0.17 041
Netherlands 2740 25.00 19.90 5845 42.10 . 33.09 0.13 0.08 0.05
Portugal - 100.00 100.00 - 27.35 - - 0.38
Spain - 58.60 58.60 - 31.93 - - 0.19
UK 49.50 36.80 36.80 70.61 62.27 36.92 0.30 0.20 0.10
EURS9 37.90 35.50 3340 = = = =
EUR12 — 41.00

: ! ,-:"Fvar Greece theﬁgareforpopulax "
Source : EPRC(1993) " .

tems introduced after thcir‘entry into the Community -

involved higher ceiling on support.

Expenditure on
regional incentive policies

The differences in policy trends across the
Community are reflected in the changes in expendi-
ture which have occurred over the past decade. In
most Northern Member States, spending on regional
incentives declined markedly in the course of the
1980s (Graph 35). This is especially true of
Denmark, the Netherlands and the. UK where the fall
was more than 50%. However, in Belgium and — to

a lesser extent — Luxembourg, there was no clear
tendency either up or down, while in Germany a
tendency for expenditure to fall in the first half of the
1980s was reversed as spending on investment
allowances increased dramatically in the second half
prior to their withdrawal in 1989. With their abolition
and the withdrawal of special depreciation allow-
ances (for the former Border Area) in 1994, the
regional aid expenditure in West Germany will be
30% lower than in 1991. On the other hand, in the
new East German Linder, regional expenditure is
rising rapidly. The total regional budget for the new
Linder was DM 11.4 billion in 1992, over ten times
more than in the West of the country.

While the underlying expenditure trend in most
Northern Community countries is clearly down-
wards, in Southern Member States regional incentive
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© " "Data for Gresce for 1982, 1988; No data for €, P before 1989

spending has increased significantly since the mid-
1980s. Current budgetary pressures, however, sug-
gest that growth is unlikely to continue in the 1990s.

Member States can be divided into four groups in
terms of expenditure on regional aid. At the bottom
come Denmark and France, with expenditure of
under 0.02% of GDP in 1990. The second group
comprises, in ascending order, the Netherlands,
Germany, the UK and Belgium with expenditure of
0.05-0.1% of GDP and with the Netherlands rapidly
declining towards the bottom group. The third group
consists of Luxembourg plus four countries where all
or most areas are Objective 1 regions — Spain,
Portugal, Greece and Ireland — with expenditure of
0.4-0.6% of GDP. (Spending in Spain, in fact, was
lower than this in 1990 but within the range in 1989.)
Finally, in Italy, expenditure in 1990 amounted to
Just over 1% of GDP, reflecting significant social
security concessions and a marked increase in spend-
ing in 1990 (in previous years, expenditure generally
being around 0.7% of GDP - still more than else-
where in the Community).

Because, however, countries with a low level of
expenditure tend to confine the coverage of policy to
relatively few and narrowly defined assisted areas,

differences between countries in terms of expendi-
ture per head of assisted population tend to be much
less marked. Thus, with the exception of Denmark
and France at one extreme and Italy at the other, in
all countries spending in 1990 was between 27 and
70 ECU per head of the population of assisted re-
gions, with Luxembourg, Ireland and Greece close

to the top of this range and Spain and Portugal and

the other countries close to the bottom (Graph 36).

These figures indicate that the intensity of regional
aid to business in the Northern Member States has
declined relative to that in'Southern Member States.

L This chapter is based on a short study : European Policy Research Centre (1993), The regional policies of the Member
States : a review of recent trends, study financed by DG XVI of the European Commission.
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“alia; abqhshed‘mterest sub si dxes
Denmark

1982 : Population of General Development Regions reduced
from 27% (and 31% in the late 19705) to 25% (and to
24% in 1984).

Soft loans to companies and a number of minor incen-
tives withdrawn. Maximum grant increased from 25%
10 35% in the Special Devzlopment Regions.

1987 : New problem region map drawn with population in
problem regions reduced to 20% by 1990.

Support made more selective, with focus on projects
with fundamental development impact.

Conventional regional development grants, loans and
authorities abandoned in favour of new national busi-
ness development system.

New problem region map agreed for the period 1992
to 1996 overing 20% of thc population.

__France -

1985 :

1988 :

199F:

1992:;

nated as pcrmanent problem regions | instead of receiv-
- Ing assistance under exc.,puonal provnsmns

1991 : '

and a new regxonal incentive for sr

rural areas (the AHZR) mtroduced '

Germany

1981 : Assisted areas to be reduced from
. tion to 30% by 1993, Speclal inves
high-grade jobs introduced: '

i982 SpemalSteelI;ocanonProgrammeA lntr 1982-85).

1982 :

1986 :

2 Enure country made ehglble for Community support.
- Population of Desxgnaled Areas mcreased temporanly

: Ceiling on aid for extensions of pmjects reduced from

lifa.cmnng industry. New
service sector, parucularlyv

equipment gran
subSQquen,ﬂy

(1989—1991) 28% to 34%

25%.to 15%. More emphasis placed on repayable
forms of suppon. :
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ntive system (SINPEDIP) .
the PEDIP (specific mdustnal devel-
for Portugal) to support innovation
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Chapter 11

Prospects for the regions
under EMU

The achievement of Economic and Monetary Union
in the Community promises enhanced prospects for
the developed and the less favoured regions alike.
The reduction of transaction costs and the elimina-
tion of exchange rate risk may promote regional
specialisation and intra-Community trade in goods
and services. The weaker regions can benefit from
this specialisation by exploiting more fully their
comparative advantage. Furthermore, a general ex-
pansion of trade is likely to be beneficial for econ-
omic growth which provides in turn favourable con-
ditions for lagging regions to catch up. Finally,
increased capital mobility encouraged by fixed ex-
change rates and the tendency towards quasi-uniform
inflation rates will tend to equalise interest rates for
any given level of risk, which should favour the less
developed regions where capital is often relatively
scarce afld capital costs, therefore, relatively high.

While yielding potential benefits, the increased inte-
gration of the Community under EMU is, however,
not without costs or risks for the lagging regions.
These arise both from the macroeconomic adjust-
ments required in the run-up to EMU and from the
additional constraints imposed on Member States by
full membership of EMU which could adversely
affect economic and social cohesion. Both aspects
are examined in more detail below.

Current issues and problems

Transition to EMU

The final transition to EMU requires Member States
to meet strict nominal convergence criteria regarding
inflation and public finances, as well as to maintain
exchange rate stability. These criteria are specified
in the Maastricht Treaty. They are interlinked and the
need for progress in meeting all criteria in a majority,
at least, of Member States was underlined by events
in 1992 and 1993 which, as discussed below, led to
a series of crises in the Exchange Rate Mechan-
ism (ERM). In fact, very few Member States fulfilled
these criteria in 1992 or 1993. With the exception of
Ireland, the countries with the highest concentration
of Objective 1 regions in particular still have some
way to go. Italy, Spain, Portugal and Greece all had
rates of inflation and long-term interest rates well
above the Maastricht norms and none achieved the
necessary exchange rate stability. The budget deficits
of italy and Greece represent a major problem, while
in both countries as well as in Belgium and Ireland,
public debt ratios are much higher than the bench-
mark set. The transition to EMU will in these coun-
tries and in others involve the implementation of
appropriate policies to meet the Maastricht criteria
(Grapis 37 —40 and Table 23). Such policies involve
the control of inflation — both actual (as measured by.
the consumer price index) and expected (as reflected
in long-term interest rates) — a reduction in budget
deficits and public debt and the avoidance of ex-
change rate fluctuations.
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99 Debt ratios in the Member States, 1993
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Chapter 11 — Current issues and problems

Table 23 :
The Maastricht convergence criteria, 1993
Inflation Public Finance Interest Exchange Total
rate rate’ ted
Budget Debt 19:2 o e
deficit' ratio’

Belgium 2.8 7.0 138.4 8.7 Yes 3
Denmark 14 4.4 90.6 9.0 Yes 3
Germany 3.4 42 48.9 8.0 Yes 3
Greece 13.7 15:5 1212 16.6 No 0
Spain 4.7 12 55.9 124 No ]
France 23 5:5 441 8.6 Yes 4
Ireland 2.0 23 99.0 9.1 No 3
Italy 44 9.4 118.1 " 11.9 No 0
Luxembourg 3.6 2.5 10.0 7.9 Yes 4
Netherlands 2.1 4.0 81.4 8.0 Yes 3
Portugal 6.7 8.1 66.4 13:2 No 0
UK 34 7.6 48.8 9.1 No 2
EUR12 average 38 6.0 65.9 10.2
Convergence criteria 33 3.0 60.0 10.7

; : General gavenunentdeﬁcxr as a percentage of GDP

z General government debt as a percentage of GDP

7 Long-term interest rates in 1992

Currency stability criterion : the national currency has not devalued in the past two.years and has remained within the normal
2.25% fluctuation margins of the exchange rate mechanism
Source > Abraham and Van Rompuy (1993), updated DG XVI :

Experience during 1992 and 1993 demonstrated the
degree to which the Maastricht criteria are inter-
linked. The persistence of differences in inflation
rates, budgetary imbalances and the situation in the
real economy produced a series of crises in the ERM.
This culminated in the withdrawal of two currencies
from the system, realignments of other currencies
and a substantial widening of fluctuation margins to
plus or minus 15%. This experience demonstrated
the very real difficulties faced by some Member
States in adjusting to the Maastricht criteria without
damaging economic performance.

In order to maintain a fixed exchange rate, it is not
sufficient for price inflation in each Member State to
remain in line with the average of the others. As
experience has demonstrated, it has to be reduced to
the level prevailing in the countries with the lowest
inflation rates. Italy, Spain, Portugal and Greece will
each have to adopt a policy to curb inflation in the
run-up to EMU, which can be a painful process, since
it implies tighter control on domestic production
costs and, in particular, the cost of labour. This
cannot easily be achieved where annual rises in
prices and wages are institutionalised and where
labour organisations are asked to moderate wage
demands in anticipation of lower inflation. Where
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wages rise but prices are restrained, there would be
a squeeze on domestic profit margins and a tempor-
ary or possibly more permanent contraction of do-
mestic production and employment. This could be
avoided if productivity increased more rapidly to
reduce unit labour costs.

Tentative estimates of the effects of reducing the
1992 inflation rate to the EC inflation convergence
criterion for EMU suggest that the average unem-
ployment rate would increase, at least in the medium-
term, by 4 percentage points in Greece, by 2 percent-
age points in Portugal and by 1 percentage point in
Spain and Italy'. ;

In addition to the implementation of anti-inflationary
policy, Greece, Italy and, to lesser extent, Portugal
and Spain, will have to endeavour to reduce budget
deficits to the 3% Maastricht level. On the basis of
1993 figures, the required reduction in the budget
deficit would be over 10 percentage points of GDP
in Greece and 7 percentage points of GDP in Italy.
For Portugal and Spain, the effort required is more
modest (respectively around 2 and 1 percentage
points of GDP).

The benefits of a significant improvement in the
fiscal position of Greece and Italy and further con-
solidation in Portugal and Spain are importam‘insofar
as they contribute to alleviating the ‘crowding out’
effect of interest payments on growth-enhancing
public and private investment. The combined effect
of fiscal restraint and exchange rate stabilisation
should result in lower levels of nominal and real
interest rates. This should help to create a more
favourable climate for domestic and foreign invest-
ment. Finally, fiscal restraint is also likely to reduce
the balance of payment deficits of the four countries
concerned to levels compatible with sustainable capi-
tal inflows and transfers from other countries.

However, the positive effects of sustained fiscal con-
straint have to be balanced against its potential costs,
which in some degree will depend on the way it is
achieved. If it is attained by a mixture of tax increases
and public expenditure cuts, it may entail short-term
deflationary effects, especially in countries such as
Greece and Italy, where the scale of measures re-

quired to achieve the Maastricht targets is substan-
tial. This would delay the catching-up process in
these countries and their regions in both the short and
medium-term.

Given the need for real convergence and the streng-
thening of cohesion in the long-term, it is essential
that the required fiscal consolidation is pursued se-
lectively in a manner which does not jeopardise the
competitive position and, therefore, the growth pros-
pects of these countries concerned. The Fourth Peri-
odic Report identified the key determinants of the
competitiveness of lagging regions as the cost of
credit — especially for small and medium-sized firms
—income and corporate tax rates, the supply of quali-
fied manpower and the availability and quality of
basic infrastructure. Every effort should be made to
avoid fiscal consolidation reducing development-
related public expenditure in the lagging regions or
increasing the costs facing local businesses.

In this context, the recent decline in the share of
public gross fixed capital formation in GDP in some
of the weaker Member States suggests there is some
cause for concern. Whilst for the Community as a
whole, the share was the same in 1992 as in 1985, a
substantial reduction is apparent for Ireland and
Greece and to a lesser extent Italy (Table 24). This is
aworrying development, even for Ireland despite the
rate of economic growth being relatively high in
recent years while public capital formation has been
cut back. Over the longer term, such reductions are
likely to depress the rate of economic growth.

In view of the need to sustain efforts towards real
convergence, the necessary cut in the real growth of
total government expenditure should be accompa-
nied by a restructuring of eipenditure which avoids
cuts in capital formationin lagging regions. The same
holds for public expenditure on education and train-
ing. Only if the least developed Member States and
regions step up their investment in basic infrastruc-
ture and human capital can they hope to sustain
significantly higher growth rates over the longer
term.

To summarise, the necessary budgetary restraint
agreed at Maastricht should be pursued in a way




- Government gross fixed capital formation in the weaker Mem

% GDP

% change

1985 1992 o i
Greece 44 3.6 -0.8
Ireland 4.0 24 -1.6
ltaly 3.7 31 -0.6
Portugal 2.5 - 4.0 1.5
Spain 37 5.1 14
EUR12 2.8 2.8 0.0

Source : Abraham and Van Rompuy (1993), updated DG XVI =+ -

which minimises the burden on the lagging regions.
The required reduction in the growth of public ex-
penditure should be accompanied by a restructuring
of expenditure and taxes as appropriate, in favour of
the elements which foster the competitiveness of the
weakest regions. A balanced restructuring of public
expenditure will, in addition, complement the

Community’s efforts under the increased Structural

Funds and enhance the growth prospects of lagging
regions. At the same time, any strengthening of the
investment effort in absolute and relative terms will
ease the burden of meeting inflation targets to the
extent that productivity is increased and unit costs
reduced.

The benefits of such an approach are likely to emerge
over the medium-term as the Irish experience shows
to some degree. Sound macroeconomic policies and
fiscal consolidation will tend to lead to lower costs
and higheér post-tax rates of return on private capital.
These will in turn give rise to better investment
opportunities if at the same time infrastructure and
labour force skills in lagging regions are streng-
thened and upgraded.

Adjustment mechanisms
under EMU

A full-fledged EMU, and the imposition of. fixed
exchange rates in particular, will impose additional

constraints on the regions which could have an im-
portant effect on economic and social cohesion.

Exchange rate flexibility is important in that, in prin-
ciple, it enables a country, through devaluation, to
offset a loss in international competitiveness in a
relatively painless manner. As such it facilitates
short-term adjustment to general, or country-specific
economic shocks which reduce regional growth and
raise unemployment.

The nature of the shocks to which regions are ex-
posed greatly affects the balance of benefits and costs
of economic and monetary integration. Most analysts
agree that the cost of removing the exchange rate as
an instrument of stabilisation is lower the more simi-
lar is the economic structure of the countries joining
the monetary union. Countries or regions whose
structure differs substantially from the norm are
more vulnerable in the vent of a shock. The evidence
available suggests that this is certainly the case for
some of the least developed Member States like
Greece and Portugal. The removal of the possibility
of exchange rate adjustment, therefore, represents a
more important loss to them than to the stronger
countries.

The question remains as to how a Member State or
region can adjust to adverse shocks under EMU. In
the US, workers losing their jobs in one State often
move to another in search of work. Labour mobility
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does not occur to the same degree in the Community,
where interregional and international migration is
comparatively limited within the Community. Nor is
a massive labour outflow necessarily beneficial fora
depressed region especially if it takes the form of an

exodus of more skilled and better educated workers.

Variations in labour costs represent a second poten-
tial adjustment mechanism though for these to occur
wages and labour costs need to respond to employ-
ment conditions. Evidence relating regional and na-
tional wages to unemployment suggests that a 10%
increase in the unemployment rate will tend to reduce
wages by 0.5% to 1.5%'. Unfortunately, there is no
way of judging whether a reduction in labour costs
of this scale is sufficient to offset the employment
effects ot economic shocks. Rigid labour contracts
and national systems of wage determination tend to
impede regional wage adjustment in the Southern
Member States.

A third regional adjustment mechanism comes from
the action of automatic fiscal stabilisers which oper-
ate to reduce the tax-take from, and increase the
public expenditure transfers to, hard-pressed regions
as economic activity declines. Estimates suggest that
the US fiscal system offsets in this way about 20-33%
of any decline in regional income relative to the
national average. Most Community countries are
characterised by an even higher degree of regional
stabilisation because tax rates and the level of unem-
ployment benefit tend to be higher than in the US.

This mechanism is, however, much more effective
within Community countries than between them be-
cause there is no central mechanism which plays the
role of the Federal Budget.

The need for
Community intervention

In summary, EMU is not without risks for some of
the weaker Member States and regions. In particular,
~ some of the weakest countries need to make major
adjustments to meet the nominal convergence crite-
rialaid down in the Maastricht Treaty. Anti-inflation
policies, fiscal consolidation and the loss of the ex-

change rates as an instrument of adjustment could
adversely affect the economic performance of a num-
ber of Member States.

At the Edinburgh Summit meeting at the end of 1992,
Member States agreed to increase resources to sup-
port economic and social cohesion in the context of
EMU. The expansion in the Structural Funds and the
creation of the Cohesion Fund should make it easier
for weaker countries to achieve the budget targets
specified in the Maastricht Treaty whilst maintaining
the relatively high levels of development-related
public expenditure required to reduce the deficiency
in their infrastructure and human capital and modern-
ise their economies (see Chapter 9).

In the longer term, Member States which have tradi-
tionally relied on periodic devaluation to maintain
national and regional competitiveness and whose
capacity to absorb adverse economic shocks is rela-
tively limited give potential cause for concern. Rela-
tively low labour mobility and lack of wage flexi-
bility tend to inhibit adjustment in these economies.
The Structural and Cohesion Funds’ support for
measures aimed at improving underlying competi-
tiveness and increasing diversification should help to
reduce dependency on exchange rates and vulnera-
bility to shocks. At the same time, the Funds could
focus more on strengthening the regional capacity for
adjustment, stimulating processes of adaptation in
the labour markets of less developed regions and
increasing action to create new jobs.

The challenges faced by these regions in the transi-
tion and final stage of EMU represent an important
additional justification for the agreed enhancement
to resources for structural action in order to promote
lasting improvements in their underlying competi-
tiveness. Community efforts cannot, however, re-
place behavioural changes and government policy,
as the example of German unification demonstrates.




The previous enlargement :
the situation of, and
prospects for, the new
German Lander

Since unification in 1990, aclear picture has emerged
of the effort required in the new German Linder to
turn them from a centrally-planned into a social
market economy. The transformation encompasses a
rapid introduction of wide-ranging changes in the
legal, social and financial framework, including the
administration of regions, as well as in external com-
mercial and political relations. It also requires
changes in the structure of economic activity and
employment, in the tax system, in pricing, in the
management of enterprises and in property rights as
well as modernisation of the infrastructure. Just as
importantly, environmental improvements need tobe
made to comply with more advanced Community
standards.

These challenges face each of the five new Linder as
well as East Berlin, but vary in nature and scale
according to regional circumstances. Substantial ef-
forts have been made over the 3 years since unifica-
tion but the process of reform and restructuring has
proved more difficult and more protracted than many
had initially foreseen.

Population

The population of the new German Liander is declin-
ing, whereas in the rest of Germany and the
Community, it is rising, if only at a low rate (Annex,
Table A.23). Only in a few regions of Greece and
Italy, is there a more rapid decline. Except for short
periods of growth at the end of the 1960s and 1980s,
population in the former East Germany has been in
continuous decline since 1950, as a result of outward
migration accompanied in the 1970s by low birth
rates. In the past few years, the decline has accel-
erated and between 1989 and 1992 the new Lander
lost more than 5% of their population, when the
annual rate of decline was six times more than be-
tween 1950 and 1980. Net outward migration of

more than a million between 1989 and mid-1992 was
the most important factor, though there was also a
dramatic fall in birth rates. Births per thousand of
population fell from 13 in 1990 to an average of under
8 in 1992 and to 5 in mid-1993, lower than in any
other part of the Community (the lowest figure in
other regions being 6 per thousand in Liguria in
Italy). This led to a natural decline of 100 thousand
a year in 1991 and 1992 — or 0.6% of East German
population. The decline was particularly marked in
already sparsely populated rural areas (especially in
Mecklenburg-Vorpommern and Northern
Brandenburg), small and medium-sized industrial
towns and inner-city areas, while growth has oc-
curred in suburban areas of larger towns, where
economic performance has been stronger and unem-
ployment lower. Declining job opportunities in the
West and rising wages in East Germany, combined
with some inward migration, have reduced the rate
of net outward migration. For the reduction to con-
tinue, however, depends on improvemerts in econ-
omic and labour market conditions and specifically
more job creation.

Economy

Output and employment in the new Lénder have
fallen dramatically since unification. With the former
Czechoslovakia, the GDR was generally recognised

a1 Migration between the new and old German
Lénder, 1988-1992 :
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_ Key mvestment and demand md|cato
& in the new and old German -ander and'EUR
Gross fixed capltal Gross fixed capital Domestic GDP per head in
Area formation (% GDP) formation per demand/GDP new Lander
person employed {% GDP) (% GDP
{1000 ECUs) in other area)
1991 1992 1993 | 1991 1992 1993 ; 1991 1992 1983 1991
NewLanderi 482 495 50.5 59 9.0 117 §1948 1847 177.1 -
Oid Lander | 214 212 20 9.4 100 10.1 936 93.0 92.1 28.7
Germany 232 234 . 227 8.7 98 104 {100.1 100.1 99.6 334
EUR12 203 19.8 19.6 7.8 8.0 82 ; 986 981 982 34.1
EUR12+1 208 204 20.3 11 78 83 999 100.0 100.0 35.1
Sourcz 2 urasxaz. mnonal statistics, calculations DG XVI ..

as the most advanced part of the COMECON area.
GDP per head was estimated to have been around
two-thirds of the Community average in 1988. By
1991, the level had fallen to a third of the average.
Since then, however, it has recovered to a level of
nearly half the Community average. Preliminary es-
timates suggest a level of GDP per head of some 43%
of the Community average in 1992 and 49% in 1993.
This was accompanied by a fall in employment im-
plying an even bigger increase in labour productivity.
At the same time, average wages increased by nearly
35% in 1992 and 12% in 1993.

Underlying the recent growth in output there was a
significant rise in investment, of 24% and 16% in
1992 and 1993, respectively, in the form mainly of
an increase in construction (36% and 24 %), though
the rise in investment in new capital equipment (11%
and 8%) was also significant. This pushed up the
share of gross investment in GDP to nearly 50% in
1992 and 1993, much higher than in the rest of the
Community (20%) (Table 25). Investment has been
largely concentrated in services, the share in industry
declining from around 33% to under 30% between
1991 and 1993. (Economic surveys suggest that such
high rates of investment growth are unlikely to be

maintained in 1994 especially in manufacturing,
where even lower investment than in 1993 is ex-

pected.)

The restructuring of the East German economy has
led to significant imbalances in trade between the two
parts of Germany, with East Germany being very
dependent on financial transfers from the rest of the
country. This is reflected in the fact that domestic
spending in East Germany exceeded internally
generated real income by around 80% in 1992 and
1993 subsidised mainly by transfer payments (of the
order of 100 billion ECU) from West Germany.

The instability of the East German economy is espe-
cially evident in the performance of manufacturing,
the output of which fell in 1992 and in 1993 was only
two-thirds the level in the second half of 1990. The
structure of industry has changed extensively since
unification. In particular, mechanical engineering
has declined in importance while strong demand for
food combined with the boom in construction have
increased the importance of related industries. This
has also influenced the pattern of privatisation which
has progressed most in these sectors, while small and




medium-sized firms in these industries have per-
formed better since privatisation.

The privatisation of companies is intended to be
completed by the end of 1994, though the task is
becoming increasingly difficult. Among the enter-
prises remaining with the State Trust Agency are
large-scale producers in chemicals and mechanical
and electrical engineering in which there are likely
to be further jbb losses. These industries are concen-
trated in such regions as Halle, Magdeburg, Dessau,
Cottbus and Chemnitz and it is here that the process
of restructuring and the need to revitalise industrial
centres will be particularly acute over the coming
years. Privatisation has produced no net revenue for
the government budget — on the contrary, the State
Trust Agency will probably show a large deficit of
nearly 140 billion ECU or more at the end of the
privatisation process. :

Employment

The decline in employment has been widespread,
affecting all five new Linder as well as East
Berlin.The extent of the adjustment and restructuring
process is perhaps most clearly indicated in the rapid
fall in employment between 1989 and 1992
(Graph 42). The figures suggest that since unifica-
tion one in every three East Germans has lost their
job. Sectoral changes have been extensive. Between
1989 and 1992, employment in agriculture fell to a
third of its previous level; in mining and manufactur-
ing, it declined to below 30% of the level in 1989. In
1993, although the rate of decline in both total and
manufacturing employment slowed down throug-
hout the region, there was still an overall fall of just
over 3%, while the share of employment in manufac-
turing declined to 20% (35% in West Germany). This
decline was accompanied by a fall in employment in
research and development in industry (from 80,000
in 1990 to 20,000 in 1992). At the same time, the
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42 Development of the labour market in the new German
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Map 24 Unemployment in the new
German Lénder, 1994
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number of self-employed increased (from around
200,000 in 1989 to 560,000 in 1992), reflecting the
growth in services, though by not nearly enough to
compensate for losses in other sectors.

Unemployment

Joblosses led to registered unemployment increasing
toaround 15% in both 1992 and 1993, well above the
average rate in Germany and the Community
(Graph 43). On Community Labour Force Survey
estimates, the unemployment rate on ILO definitions
was 13% in April 1993, 3 percentage points above
the Community average. Without the many direct
labour market measures (short-time working, public
works and further education programmes) unem-
ployment might well have exceeded 30%. Including
early retirement and commuting to the West, the
deficiency in jobs amounted to some 38% of the
labour force in 1992.

Women have been more seridusly affected by uném-
ployment than men, their share of employment fall-

ing from 49% to 43% between 1989 and 1992 and
their share of unemployment exceeding 60%. In
January 1994, registered unemployment was 23% for
women as against 13% for men. Activity rates among
women have remained well above the Community
average (at 77% in 1992 as against a rate of 58% for
West German women).

Long-term unemployment has also emerged as a
problem. 27% of those registered as unemployed in
May 1992 had been out of work for more than a year
and by November 1992, this had risen to 46%. Short-
time working, further training and public work pro-
grammes as well as commuting to the West to work
are indicative of the extreme pressure on the East
German labour market, and for some time the rate of
job creation is unlikely to be sufficient to prevent
long-term unemployment from continuing to rise.

Although all East German Linder show similar
trends in unemployment, there are signs of a growing
disparity among them. The difference between the
NUTS level 3 regions with the lowest and highest
unemployment rate widened from 5 percentage
points in 1991 to 17 percentage points at the end of
1993. The capital cities of the new Lander —Dresden,
Berlin, Potsdam, Magdeburg and Erfurt — as well as
a number of other larger urban areas have profited
from job creation in public and private services and
have relatively low levels of unemployment. The
highest levels of unemployment are in rural regions,
especially Mecklenburg-Vorpommern and in single-
industry regions where factories have been closed
— for example, Erzgebirge (textiles and mechanical
engineering), the Northern region of Thiiringen
(mining, textiles and light industry), the Southern
region of Sachsen-Anhalt and parts of the
Oberlausitz (Sachsen)(Map 24). The situation is es-
pecially difficult in the Eastern parts of
Mecklenburg-Vorpommern and Sachsen (bordering
Poland) as well as in some central areas of East
Germany where the opportunities of commuting to
the West, to Western parts of Berlin or to the capital .
cities of the new Lander are non-existent. These areas
also registered high rates of outward migration.
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Infrastructure

As noted in the Fourth Periodic Report, the problems
of an inadequate and decaying infrastructure in the
former GDR are acute. Recent estimates suggest that
to bring the East German infrastructure up to Western
standards will cost :

e for residential accommodation, 225-300 bil-
lion ECU;

e for cleaning up the environment, 100-250 bil-
lion ECU;

e for transport infrastructure, 100-250 bil-
lion ECU;

e for telecommunications, 30-50 billion ECU. °

These figures, however, apply to average
Community standards which vary widely between
countries and regions. The state of East German
infrastructure is no worse in many respects to that in
some of the Community’s weaker regions. The main
exception is telecommunications which because of
years of neglect are far inferior to anywhere in the
Community. Here, improvements have already been
made. In 1991, the number of connections per inhabi-
tant were a third of the number in the rest of Germany
as against a fifth in 1989. By 1995, the plan is for this
difference to be eliminated completely. Neverthe-
less, the general catching-up period for infrastructure
in other areas will vary from 10 to 20 years in most
cases.

Prospects

The new German Linder face the basic challenge of
finding their niche in a more competitive European
market. Because of trade liberalisation, they have to
compete not only with the more advanced regions in
the West but also with the less developed regions in
Central and Eastern Europe. The former have par-
ticular advantages, better infrastructure and higher
productivity in particular, though they also have high
wages and high land prices. The latter have much
lower labour costs, though other conditions of pro-

duction, such as labour force skills, organisational
structure or the low quality of infrastructure, which
are a legacy of central planning systems, are similar
to East Germany. The Czech Republic, in particular,
seems to have been successfully adapting its econ-
omy, exploiting its specific advantages and attracting
foreign investment.

For East Germany to adapt to Westem standards in
the face of wages and labour costs increasing ahead
of productivity and a declining industrial base is
proving to be extremely difficult. An urgent task
remains, therefore, to diminish the deficiencies of
infrastructure, labour productivity, capital stock and
technology. Particular attention needs to be given to
small and medium-sized enterprises and to producer
services which are likely to be the main sources of
job creation. These sectors also hold the key to re-
ducing the concentration of production in certain
regions in single sectors of activity which are not

. competitive.

At the same time, the restructuring of regional econ-
omies needs to be based more on specific endow-
ments, indigenous potential and the experience of the
local workforce. Advantages include skilled labour,
the high proportion of qualified personnel in research
and development, experience of Eastern European
markets, the central European location and cities rich
in cultural history and tradition. They also include

£ 1900M 1991 1992 199371
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land space in urban areas, mineral resources for the

building industry, an agricultural sector which is

potentially productive and a high level of social

infrastructure. Exploiting these advantages depends

on striking a balance between higher labour produc-

tivity and increased wages and standards of living.

This needs to be supported by extensive modifica-

tions to the regulatory framework in line with local ‘
conditions.

The convergence to Western levels of labour produc-
tivity and infrastructure will inevitably be a long-
term process. As in certain other regions of the
Community, the risk is that nominal wages and la-
bour costs will converge more rapidly than produc-
tivity. This will tend to slow down the process of real
convergence by prevénting the desirable growth of
employment and giving rise to high unemployment
despite massive support measures. The absence of
self-sustaining growth based on indigenous potential
could give rise to a situation of permanently high
transfers of resources only to maintain disappoint-
ingly low levels of economic activity. This has been
the case in Italy for a long time. As a result, financial
difficulties have multiplied and the growth of the
national economy has been held back.

In sum, to arrest the process of deindustrialisation

and to reconstruct the economy requires improving

the competitiveness of existing enterprises, support

for the creation of new firms and better use of the

skills of the labour force. To this end, the high level .
of public and private transfers, in general, and invest-
ment, in particular, must be efficiently used to ensure
that the economy becomes more productive as the
only sustainable basis for the creation of new jobs
and the promotion of economic convergence and
successful integration into the national and
Community framework.

' F. Abraham and P. Van Rompuy, The regional policy implications of Economic and Monetary Union, study financed by
DG XVI of the European Commission, 1993
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Chapter 12

Regional structures

and problems in
neighbouring countries

The countries belonging to the European Free Trade
Area (EFTA) have formally concluded new arrange-
ments with the Community in the form of the forma-
tion of the European Economic Area (EEA).
Switzerland, however, has decided against joining
the EEA. This chapter examines the socio-economic
situation in the regions of the 4 EFTA countries
which have completed negotiations leading to full
membership of the Community — Austria, Finland,
Norway and Sweden.

For the former centrally-planned countries of Central
and Eastern Europe, the Europe Agreements con-
cluded with the Community provide for closer co-
operation on a wide range of matters (including trade
liberalisation in their favour and consultation on re-
gional policy issues, as described below). These
Agreements tend to be seen as a step towards full
membership of the Community, especially in the four
countries — Poland, Hungary and the Czech and
Slovak Republics — examined later in the chapter.

The EFTA countries

For purposes of analysis, the three Scandinavian
countries — Sweden, Finland and Norway — can be

grouped together, while Aus&ia is somewhat differ-
ent geographically and economically.

Demography

The population of the EFTA countries totals 25 mil-
lion or just cver 7% of the present Community. In
general, the demographic situation and prospects for
the four EFTA countries are similar to many parts of
the Community. The differences are largely a matter
of timing and the Nordic countries, in particular,
experienced falling fertility and a consequent ageing
of the population somewhat in advance of most of the
Community. There is therefore an older age structure
of population in the four EFT A countries, especially
in Sweden and Norway. There are signs, however, of
a recovery in fertility rates in these countries and,
combined with recent trends towards increasing mi-
gration, population growth could begin to accelerate
gently.

The recovery in fertility rates will only impact on the
population of working age and the labour force at the

- beginning of the next century. With the exception of

Austria, activity rates, especially for women, are
already close to those of Denmark — the highest in
the Community — and further significant increases
are therefore improbable. Consequently, numbers in
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the labour force in the EFTA countries — some
12.8 million - are unlikely to change much during
the rest of this century but could rise in the next.

The three Nordic countries together cover an area of
over 1.1 million square kilometres and have a total
population of 18 million, equivalent to half the area
of the Community but with only 5% of the population
(Table 26).

The very low average population density — 16 people
per square kilometre as against 145 in the EC —
conceals wide-differences (Map 0). South of a hori-

zontal line north of the cities of Bergen and Oslo in
Norway), Uppsala in Sweden and Tampere in
Finland, there is 25% of the land-mass and 70% of
the population. North of the line, there is a vast area
of small settlements typically dependent on basic
economic activities. 20% of the land-mass lies North

of the Arctic circle. Climatic extremes are a particular
feature with long winters and low temperatures.

Austria, one-fifth of the size of Sweden, has a similar
population and is the most densely populated of the
EFTA countries, though sparsely populated by
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Map 25 GDP per head (PPS) in the EFTA countries, 1991
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Map 26 Regional unemployment in the
EFTA countries, 1993
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Community standards. Like Norway and Sweden,

substantial parts are mountainous.

The Nordic countries cover large areas and tend to
be a long distance from the major Evropean markets.
For example, in Norway the distance from Oslo to
the North Cape is 1,700 km, which is more than the
distance from Oslo to Rome. Austria is both smaller
and considerably closer to the major European mar-
kets.

Econamy

Natural resources are a key aspect of the Nordic
economies whereas Austrian prosperity is based on
trade in manufactures and tourism. Forests cover a
large part of Sweden and Finland while Norway has
large reserves of offshore oil and gas. Other re-
sources include metals, large stocks of fish off the
coast in the case of Norway and access to hydroelec-
tric power.

Until recently, the four countries had slightly higher
levels of income per head than the present

Community despite their distance from the main
centres of economic activity in Western Europe
(Map 25). With the exception of Austria there has
been a relatively sharp fall in GDP per head since the
mid-1980s and Sweden and Finland are now below
the Community average.

In the 1980s, the Austrian economy grew slightly
faster than the Community, but the Scandinavian
countries have all experienced a decline in GDP per
head relative to the Community. In the case of
Finland, the economy has been severely affected by
the collapse of trade with the former Soviet Union
and its GDP per head fell to 86% of the Community
average in 1993.

As in the Community, GDP per head in the
four EFTA countries is highest in the capital cities
and surrounding areas. In the Nordic countries there
is a general North-South divide between poor and
rich regions, though the gap is relatively narrow
despite the harsh climatic conditions of the North,
partly because of the scale of public sector employ-
ment and transfers. In Austria, there is no simple
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geographical division, the Western regions which are
at the other end of the country from Vienna being

As in the Community, many border areas in the
EFTA countries experience disadvantages, espe-
cially the Eastern regions of Finland which border
Russia and Austriaregions which border Hungary,
Slovenia, the Czech Republic and Slovakia.

Similar to the Community, over 60% of employment
in the Nondic countries is in services. Agricultural
activity is limited largely due to the climate and
terrain. The growing season at the latitude of Oslo,
Stockholm and Turku is on average 30-40 days shor-
ter than in Denmark and at the latitude of Oulu and
Narvik 60-70 days shorter. Yields per hectare are
significantly lower than in the non-Mediterranean
parts of the Community — for barley, rye, oats and
potatoes 20-30% lower, for sugar 17% lower and for
wheat 49% lower. Other primary activities, forestry
and fishing in Norway in particular, are important

N
¥

and provide a major source of income and employ-
ment in some of the more isolated areas.

Compared to the Community, the share of employ-
ment in industry is small in Norway and large in
Austria and about the same in Finland and Sweden.
In the Nordic countries; industry is concentrated in
the processing of natural resources, though Sweden
has a more diversified manufacturing base than the
others.

Longer-term structural developments have been
similar to those in the Community, with a general
shift of employment out of agriculture and industry
into services.

So far as the spatial distribution of economic activity
is concerned, in the Nordic countries, primary acti-
vities are important for the Northern and Central
regions, industry for the South and services both for

capital regions and the most peripheral parts of the
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North — in the latter, largely public sector services.
In Austria, the Alpine areas in the West are major
centres of tourism and modern industry, while more
traditional industry is concentrated in the North and
East.

Unemployment

In all four EFTA countries, unemployment has been
much lower historically than in the Community. In
1990, average unemployment rates were only around
a third of the average for the Community, varying
from 5% in Norway to just 1.5% in Sweden, this
despite rates of labour force participation being sig-
nificantly higher than the average for the
Community.

Since 1990, however, Nordic countries have experi-
enced substantial increases in unemployment. In Fin-
land, recession has been particularly severe because
of its dependence on trade with the former Soviet
Union. In 1993, unemployment reached 7.7% in
Sweden, 6.9% in Norway, 17.6% in Finland while in
Austria it was lower at 4.5%.

Unemployment traditionally has been higher — about
three times higher—in the Northern regions of Nordic
than in the South (Map 26). In the central areas,
unemployment rates have been somewhat lower but
still double those in the South. In Austria, unemploy-
ment is linked to the decline of traditional industries
affecting many urban centres including Vienna
(Graph 44).

The incidence of unemployment in the Nordic coun-
tries has changed during the present recession, the
prosperous industrial parts of the South being more
severely affected than the North.

Unemployment in the EFTA countries is no longer
that much lower than in the Community. Indeed in
Finland, rates are similar to those in the Communitys
worst-affected regions. It remains to be seen, how-
ever, to what extent recent developments are structu-
ral as opposed to cyclical in nature.

In comparison

; The Nordic counties have a three-tier administrative
. system consisting of central government, counties

and municipalities. As in some Community countries
(eg Ireland and Denmark), Scandinavian counties
have limited autonomy from central government, the

- head of-administration being appointed by central
- government. There are elected regional County Coun-

cils, which are responsible within the framework of

. national policy for areas such as education (secondary
- schools), social services, health care, land manage-
. ment, business promotion and, in some cases, even
- regional planning.

992. 12 counties
ut central governm
ted in additior

“ Austria, as a Federal State, has a different administra-
‘tive structure which is very similar to that of
- Germany, with 9 Lander created after the First World
- War, each with its own Parliament and government.
: The powers of the Lander are, however, not so exten-
- sive as those in Germany. They account for only 27%
of government expenditure. For administrative pur-
 poses the country is divided into 84 Landbezirke plus
. 15 urban authorities while at the local level there are
: 2350 municipalities. The Federal, Linder and local
: governments are all involved in regional policy, their
. activities being coordinated by the Austrian Con-
 ference on Regional Planning (OROK).
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Regional policy

There are certain differences in regional policy in the
Nordic countries as compared with the Comaunity.
Policy is focussed to a lesser extent on reducing
disparities by promoting the growth of output and
employment in the weaker regions. Given the diffi-
cuit natural living and working conditions, the low
population densities and long distances in nosthern
parts of these countries, the emphasis has been on
maintaining population, employment and incomes in
remote areas. This has resulted in a system of long-
term transfers to these areas. Since transport and
communication networks are already relatively well
developed, regional policy is mainly orientated to-
wards business support and public services, rather
than infrastructure. Thé main measures in operation
are investment and development grants, loans and
guarantees and employment and transport subsidies
— in many cases regionally differentiated to cover
part of the cost of conveying goods into and out of
less favoured regions.

Regional policy objectives in Austria are more varied
than in the Nordic countries and have tended to
change as the economy has developed and the inter-
national context has altered. They included a land-
use and spatial planning dimension. The present aims
are :

@ spatial planning and protection of the environ-
ment, mainly in the Alpine regions;

e transfrontier cooperation in border regions, espe-
cially those where agriculture and declining in-
dustries are important;

@ reorientation of international transport networks,
especially rail, towards Central and Eastern
European countries.

The Visegrad countries

Economic Trends

Since 1989, the four ‘Visegrad’ countries — Poland,
Hungary, the Czech Republic and Slovakia — have
undergone dramatic economic transformation. The
abandonment of central planning and the progressive
re-orientation of production was initially accompa-
nied by massive falls in output, though these were
much smaller in size in 1992 and there were clear
signs of improvement in 1993. Inflation rates, which
rose sharply — to over 600% in Poland in 1990 —have
also fallen to more manageable levels.

As a result of privatisation programmes, virtually
complete for small firms, the private sector is making
a growing contribution to both output and employ-
ment — in Poland, for 45% of the former and over
50% of the latter at the end of 1992. Cumulative
foreign direct investment in the region has grown
from less than US$500 million in 1989 to more than
US$11 billion by the end of 1992, US$4 billion of
this in Hungary, where the number of joint ventures
grew from 1,300 to over 9,000 between 1989 and
1991. New financial institutions and other business
services have been established, providing important
support for the privatisation and restructuring pro-
grammes.

The adverse consequences are most apparent in
rapidly rising unemployment, from negligible levels
in 1989 to between 12% and 14% in the first half of
1993 in Poland, Hungary and Slovakia. Prices have
risen, while real wages have fallen, and access to
housing, health and education has become more un-
equal between social groups.

Regional Disparities

The regional impact of the restructuring processes
varies greatly across the region. In the first place,
there is a pronounced difference between the ‘core’
areas — the capital cities of Warsaw, Prague,
Bratislava, Budapest and the other major cities
(Poznan, Wroclaw, Krakow, Gdansk, Veszprem,
Kosice, Brno) — and other parts. The position of such
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centres as the predominant concentrations of econ-
omic, social, cultural, political, administrative and
intellectual activity and was furthered by the central-
ist policies under Communist regimes but is likely to
continue under market conditions. This is reflected
in the patterns of inter-regional migration, privatisa-
tion and foreign investment.

Secondly, there is a growing disparity between West-
ern and Eastern regions, with higher levels of econ-
omic development and growth in the former. Gener-
ally, economic conditions tend to deteriorate — in
terms of unemployment, high dependence on agri-
culture, number of private firms, foreign investment,
the quality and density of infrastructure — with dis-
tance from Western Europe.

Demography

Population growth in the region has slowed down in
recent years. Between 1989 and 1992, the total popu-
lation of the four countries increased by only 0.1% a
year, compared with an average of 0.4% a year over
the period 1980 to 1989 (Table 27).

According to official figures, migration amounted to
under 1% in Poland and Slovakia, for example. How-
ever, unreported, illegal migration seems to have
been important, especially from the former
Yugoslavia and Romania and from African and
Asian countries using the Visegrad countries as a
transit route to Western Europe.

At the regional level, there are major differences in
demographic trends :

® natural increases in population are still signifi-
cantinrural and underdeveloped areas (eg North-
East Poland, Eastern Slovakia), which have a
higher proportion of young people and larger
minority groups;

@ birth rates tend to be constant or falling in capital
cities and other urban and industrial areas,
though these are partly offset by inward migra-
tion.

Employment
and unemployment

Employment in the Visegrad countries in 1992
totalled 26.2 million. The scale of the fall in employ-
ment over the period 1989-1992 has diverged be-
tween the four countries, ranging from 9% in the
Czech Republic to 16% in Hungary. In all the
Visegrad countries, labour markets are being restruc-
tured as economic reforms are implemented. The
most important features are :

@ a widespread decline in employment, which has
been particularly severe in regions where pro-
duction is concentrated in a single activity;

@ asignificant reduction in employment in energy,
mining, heavy industry and defence {eg Upper
Silesia and Slovakia) (Map 28);

® a major fall in agricultural employment in re-
gions around capital cities and other major urban
areas. There has been little change in traditional
rural areas (eg Eastern Poland), but this masks
significant underemployment, with a lot of
young people staying on farms as they have no
other choice (Map 29);

e growth of employment in services, which has
occurred in all regions, notably in capital cities
and other urban centres (Map 30);

@ a shift in employment from the public to the
private sector, particularly in urban areas and in
sectors such as construction and distribution, re-
flecting privatisation and the growth in self-
employment, on the one hand, and the closure or
rationalisation of state enterprises, on the other.

The effects are reflected in unemployment rates
ranging, in the first half of 1993, from 4% in the
Czech Republic to 14% in Poland. Average rates of
unemployment conceal extremely wide regional
variations ranging from 24% in North-West Poland
(Koszalinkie) to 0.3% in Prague. The major concen-
trations of unemployment (of 16% or more) are in
the North and East of Hungary (Nograd, Borsod-




Abauj-Zemplen, Szatbolcs-Szatmar-Bereg) and
North Poland (Koszalin, Olsztyn, Slupsk and
Suwalki)(Map 27). The main features of regional
unemployment are :

® rates tend to be lower in the West, in areas
bordering West European countries than in the
East, though this is less so in Poland than in the
other three countries;

o capital cities and other major urban centres also
tend to have low unemployment reflecting their
economic structure and infrastructure and con-
centrations of private business and foreign in-
vestment;

@ agricultural regions have in many cases been
more affected by economic restructuring labour
shedding and tend to have higher unemployment
because of the greater problems of job creation
in these areas.

® unemployment is set to increase in many indus-
trial regions since privatisation and restructuring
of large industrial enterprises are still to take
place raising the prospect of large-scale job
losses in areas such as Upper Silesia in Poland
and North-Central Slovakia.

Economy

At present no official data exist for GDP per head at
the regional level in any of the Visegrad countries.
Unofficial estimates indicate that virtually all regions
experienced a significant decline in GDP over the
period T989 to 1992 resulting from the collapse of
state enterprises in all major economic sectors,
though less so in the capital cities, larger urban areas
and regions close to Western Europe. Per capita
income levels are highest in cities such as Budapest,
Prague, Warsaw, Lodz, Wroclaw, Katowice and
Gdansk and lowest in the Eastern parts of all coun-
tries.

As noted earlier, the small enterprise privatisation
process — covering small retail shops, restaurants,
workshops and so on — is virtually complete in the

four countries. The large privatisation programmes,
by contrast, are still in their early stages, in some
cases delayed by administrative problems, disputes
over property rights and shortages of domestic capi-
tal. This is not always the case, however; in Poland,
for example, Parliament has accepted the General
Privatisation Plan (and created National Investment
Funds, to be managed by firms on a tender basis).

There is a clear correlation between the rate of new
firm creation and the economic base of regions, the
former being much higher in the capital cities; under
both the small-scale and large-scale privatisation
programmes the large urban areas have dispropor-
tionate concentrations of new enterprises and entre-
preneurs in relation to population. These areas have
the benefit of well-developed infrastructure, a rela-
tively diversified industrial structure, good interna-
tional links, access to financial and intellectual skills
and support services. By contrast, Eastern regions
tend to suffer from under-development.

Foreign investment has been rising in all four
Visegrad countries, although data on the number and
capital value of joint ventures are often contradic-
tory. By mid-1993, Hungary had been the recipient
of foreign investment worth around $5.3 billion,
while the former Czechoslovakia received $2.2 bil-
lion between 1990 and 1992, half in 1992 alone. In
Poland. foreign investment at the end of 1992
amounted to over $1.3 billion, with a further $5,2 bil-
lion planned in respect of activities already estab-
lished.

The main recipient sectors of foreign investment are
automobiles and transport, finance and insurance,
and import-export services. The main source of in-
vestment are Germany, Austria and Italy, though
France, the UK and the USA are also important.

As with privatisation, the regional distribution of
foreign investment is related to the level of economic
development, the capital cities being the major loca-
tions.

At the end of 1991, Prague accounted for 49% of all
firms with foreign capital participation in
Czechoslovakia and Budapest for 56% in Hungary.
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In Poland, where there are other major cities in
addition to the capital, Warsaw accounted for 37%
of such firms, other favoured centres being Lodz,
Katowice, Wroclaw and Poznan.

Regions close to the border with Western Europe,
which are also usually more developed, tend to have a
greater concentration of foreign companies than others.
In Hungary, foreign investment is concentrated, as well
as in Budapest, in the Lake Balaton area, the Western
border with Austria and along the Danube, whereas
there is relatively little in the North-Eastern regions (eg
Borsod-Abauj-Zemplen and Szatbolcs-Szatmar-
Bereg). In the Czech Republic, the South Moravian
region on the Austrian border has the highest number
of joint ventures after Prague, while in Slovakia, most
investment is in Bratislava and the Western regions
bordering Austria, and in Poland in the regions borde-
ring Germany (eg Zielona Gora).

Regional problems

All regions in the four countries have been affected
by economic restructuring, the impact being positive
and balanced in ‘innovative’ and ‘adaptive’ regions
but negative in ‘crisis’ regions where mechanisms of
restructuring are either absent or poorly functioning.

Those regions which are highly urbanised and indus-
trialised, especially those with a diversified industrial
structure and well-developed infrastructure, appear
less vulnerable to the costs and difficulties of econ-
omic transformation. Privatisation has proceeded
more rapidly, new enterprises established more eas-
ily and foreign investment attracted more readily.
The adaptation of regions to new economic condi-
tions appears to depend critically on :

@ economic structure, including the skills of the
workforce, the quality of fixed assets and the
degree of diversification;

o the level of development, including the number
and types of employment opportunities and such
factors as the extent of ‘entrepreneurship’;

@ geographic peripherality and infrastructure, in-
cluding proximity to larger urban centres, trans-
port networks such as international airports and
sources of capital and innovation.

The ‘crisis’ and problem regions suffer from a num-
ber of overlapping difficulties :

@ declining heavy industry, such as coal and iron
ore mining, steel production and armaments, giv-
ing rise to high unemployment and limited op-
portunities for diversification (eg Kladno,
Ostrava, Pribram and Vsetin in the Czech
Republic, Katowice, Lodz and Walbrzych in
Poland, Baranya and Northern Nograd in
Hungary and most regions in Slovakia);

e agricultural underdevelopment (eg Szabolcs-
Szatmar-Bereg, Borsod-Abauj-Zemplen in
Hungary and Suwalki, Ciechanow and Ostroleka
in Poland);

e underdeveloped infrastructure (eg Szabolcs-
Szatmar-Bereg in Hungary, North-East Poland
and Eastern Slovakia);

e peripherality and an Eastern location
(eg Zamosc, Przemysl and Krosno in Poland,
Eastern Slovakia and Hadju-Bihar and Szabolcs-
Szatmar-Bereg in Hungary);

e environmental degradation (eg the coal basin of
North-West Bohemia in the Czech Republic and
Upper Silesia and the Legnica copper mining
area in Poland);

e demographic pressures, such as an ageing popu-
lation (eg Suwalki in Poland and Borsod- Abauj-
Zemplen in Hungary), or the presence of mi-
nority ethnic groups (eg gypsies and Slovaks in
Hungary and the Czech Republic and
Hungarians in Slovakia);

@ lack of a major urban centre which could act as
a growth pole (eg South-East Hungary).
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Direct investment in, and
trade with, Central and
Eastern Europe?

In 1990-91, in the immediate aftermath of the col-
lapse of Communism and the initiation of economic
and political reform programmes in Central Europe,
some observers expressed the expectation that
Hungary, Poland and Czechoslovakia would attract
large volumes of foreign direct investment. More-
over, assuming that Bulgaria, Romania and the (then
still integral) USSR and Yugoslavia were able to
embark on successful reform programmes, they
would on this view also be attractive to foreign
investors — in particular, the USSR with its large-
scale oil and gas reserves and other natural resources.
Indeed, there was discussion at the time that these
countries could be sufficiently attractive to large
corporate investors to divert substantial amounts of
foreign direct investment (FDI) flows from other
countries. This is not very surprising if one compares
the population of all of Western Europe (380 million)
with that of Eastern Europe plus the successor states
to the former USSR (410 million).

Three years after the initiation of the reforms, the
expectation of large FDI flows into the eastern coun-
tries has not up to now been fulfilled. Due to the
serious difficulties that these countries have en-
countered in establishing a reasonably well function-
ing market economy by introducing a new commer-
cial and legal infrastructure, obstacles to Western
companies doing business in Central and Eastern
Europe have been much more numerous than ex-
pected. The sharp declines in output, and the difficul-
ties in (re-)creating macro-economic stability and
growth (let alone undertaking large scale privatisa-
tion programmes), suggest that the costs and the
economic and political risks associated with invest-
ing in the Central and Eastern Europe are much
higher than was initially perceived.

It does not seem likely that the financing needs of the
countries of Central and Eastern Europe and the
former Soviet Union will within the next decade be
a drain on world savings. Ultimately, the very sub-

stantial investments needed to consolidate economic
and social reform in Eastern Europe will have to be
financed by increased savings in both East and West.

In geographical terms, it does not appear likely that
the Eastern countries are competitors for FDI inflows
with countries on Europes Western periphery like
Ireland, Spain and Portugal, assuming that much of
the FDI is to build up capacity to serve local or
proximate markets. Other lagging regions like
Greece and southern Italy are geographically closer
at least to the Balkan countries but the prospects for
foreign investment in Bulgaria, Rumania and the
former Yugoslavia are even worse than those in

. Central Europe.

In the 1980s, the main investing countries in the
Communitys lagging regions were the UK, France
and the Netherlands together with the US and Japan,
whereas a recent survey of 144 from the top 500
companies in the world identified firms from
Germany and EFTA nations, i.e. countries which are
geographically closest to Eastern Europe, as well as
Benelux as major investors in the East. The corpor-
ations based in the US and Japan have so far shown
relatively little interest in investing in the countries
of Central and Eastern Europe (including the former
Soviet Union).

The total foreign direct investment flowing into these
countries (almost $10 billion up to October 1991) is
considerably less than that received by Spain in 1990
alone ($14 billion). One explanation is the very small
size of individual projects : the average capital com-
mitted to joint ventures (the primary method of direct
investment in the region) is $330,000. Until 1991,
Hungary was the only country in Central Europe that
had attracted foreign investment on any noticeable
scale. Of the $2 billion cumulative inflow, over one
half was committed in 1991. The largest capital
commitments were in telecommunications and
chemicals.

There seems to be little reason to fear that develop-
ments in Eastern Europe will lead to lower invest-
ment inflows to the economically less developed
regions of the Community. Only 15% of the firms
surveyed said that commitments to Eastern Europe
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were diverting investment from other areas, while
most companies would invest in both regions. This
suggests that FDI encouraged by the continuation of
economic and political reform in Eastern Europe
would act in the first place as a boost to world growth
and not lead to a displacement of economic activity
from regions like the Mediterranean or the Atlantic
coast. :

In the longer term, there is likely to be an expansion
of FDI in Central and Eastern Europe, provided that
the reforms undertaken lead to the establishment of
a satisfactory commercial and legal framework
within which national and foreign investors feel com-
fortable to operate.

Such an outcome would in fact benefit the
Community as a whole : investment and economic
growth in the East would stimulate exports and sales
by EC enterprises. A recent Commission study aims
to assess these benefits with the help of two alterna-
tive scenarios for prospective economic develop-
ments in the countries of Central and Eastern Europe,
which broadly represent the range of plausible out-
comes.

In the optimistic scenario, Eastern Europe would
experience rapid growth from the mid-1990s on-
wards, with the achievement of macroeconomic sta-
bility and economic reforms leading to improved
supply and the successful transformation of existing
productive capacity, in an international environment
characterised by a general absence of trading restric-
tions. The pessimistic scenario is one in which the
reforms fail.

The ‘successful reform’ case generates a very sub-
stantial increase in trade with the Community. In
1991, trade flows (exports and imports) between the
EC and the countries of Cendal and Eastern Europe
and the former Soviet Union accounted for 67 bil-
lion ECU or 7% of EC trade (excluding trade flows
between Community Member States). Within a time-
frame of twenty years, these countries could expect
a six-fold increase in their trade flows with the
Community and at least a doubling of their share in
EC trade. This would imply that by the year 2010

imports and exports each would reach values of
around 200 billion ECU per year (at 1991 prices).

In the absence of any restrictions on trade, there
would be a very substantial positive EC balance on
manufactured goods with these countries, perhaps as
high as 70 billion ECU by 2010. Nevertheless, EC
market penetration by manufacturers from the East-
em European countries should be expected to in-
crease : the share of their exports in EC manufactured
imports would almost triple to more than 15% in
2010. The counterpart to the Community surplus in
manufactured products would be substantial deficits
in energy trade (with the former Soviet Union) and,
more significantly in policy terms, in agricultural
trade.

The pessimistic scenario generates little in the way
of direct economic impact through trade, which
could be expected to increase by less than 50%
between 1991 and 2010 (i.e. less than 2% annually).
Exports of Central and Eastern Europe would remain
heavily concentrated in a few ‘sensitive’ industries :
clothing, metal manufacturing, chemicals, timber
and furniture.

The ‘successful reform’ case should lead to a new
international division of labour characterised by a
progressive diversification of Eastern Europes ex-
ports to the EC. New trade patterns should tend to
mitigate problems for particular Community regions
or sectors in adjusting to increased imports from
across the Communitys eastern borders.

In this scenario there is clearly scope for considerable
growth in intra-industry as well as inter-industry
trade. The studys projections for the year 2010 in-
clude large EC trade surpluses in motor vehicles and
other transport, in mechanical and electrical engin-
eering, chemicals and textiles. A number of case
studies in the Communitys lagging regions con-
firmed that a prosperous Central and Eastern Europe
could provide a strong market for lagging regions
exports of clothing and textiles as well as of machine
tools, automobiles etc. Conversely, the threat of low
price competition and dumping is much greater in the
pessimistic scenario.
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The projected changes in trade in the various indus-
trial sectors were allocated to the EC regions with the
help of a gravity model of interregional trade. The
reduction of tariff and non-tariff trade barriers as well
as the removal of a number of other economic and
political impediments to trade was modelled by a
substantial reduction in the ‘distance’ separating the
Community regions from their trading partners in
Central and Eastern Europe and the former Soviet
Union.

The expected impact on the Communitys lagging
regions differs quite substantially from one country
to another. The case studies confirmed the good
economic prospects for Greece if reform in Central
and Eastern Europe succeeds; the small positive net
effects on Spanish and Portuguese industry; and the
minimal effects on Ireland and Northern Ireland. The
evidence on Southern Italy was inconclusive, where
the modelling results presented a much more optim-
istic picture than the case study. :
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