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Executive Summary

As provided for under Article 130B of the Treaty, the
Commission presents its first cohesion report ‘on the
progress made towards achieving economic and so-
cial cohesion and on the manner in which the various
means provided for in this article have contributed to
it’. The report aims to answer four major questions:

e have economic and social disparities between
Member States, regions and social groups nar-
rowed over time, leading to an improvement in ‘the
overall harmonious development’ of the Union?

e what has been the role and the achievements of
Member States’ policies in this respect?

e how have the Union’s non-structural policies re-
sponded to the Treaty obligation to take account
of cohesion objectives?

¢ what has been the effect of the Union’s structural
policies?

In so doing, the Report attempts to draw out the

implications for policy at both the Member State and
Union levels.

Social and economic fortunes

Over the past decade, economic growth in the Union
has averaged just over 2% a year, while employment
has grown at 0.5% a year. Some 7 million jobs have
been created in net terms since 1983.

Disparities in income per head between Member
States have narrowed significantly over the same
period. This is largely due to a catching up on the part
of the cohesion countries — Spain, Portugal, Greece

and Ireland — with income per head increasing from
66% to 74% of the Community average. Ireland has
had the most remarkable performance with an aver-
age growth rate of 4.5% a year between 1983 and
1995, followed by Spain with 3% and Portugal with
2.6%. On the other hand, Sweden and Finland lost
ground compared to the rest.

The experience across the Union with regard to em-
ployment was more mixed. In the country with the
highest economic growth, Ireland, employment grew
by a mere 0.2% over the period 1983-93, although
growth has accelerated more recently. Similar growth
rates were recorded in many other Member States
while the deep recession in Finland and Sweden led
to an absolute decline in employment. Countries such
as the Netherlands, Germany, Greece and Spain,
succeeded in creating jobs at a higher rate than the
average.

In Portugal, Belgium, West Germany, the Netherlands
and the UK employment creation, while variable, has
nevertheless been sufficient to reduce the unemploy-
ment. In most other countries there have been
increases in unemployment rates. These are most
dramatic in Finland and Sweden as well as in two of
the cohesion countries, Spain and Greece. In Spain,
more than one in five of the work force is now unem-
ployed.

Income disparities between the regions of the
Union have remained largely unchanged over
time: in the 25 best-off regions income per head
rose marginally from 140% of the Union average
to 142% while there it increased in the 25 poorest
regions from 53 to 55%. Nevertheless, the poorest
— 'Objective 1" — regions as a group improved
their average level of income per head by 2/, per-
centage points from 64.6% to 67.2%.
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Over the past decade, regional income disparities
widened in all Member States, in which they are
measured, with the exception of the Netherlands.
Similarly, regional differences in unemployment rates
also increased within many Member States, with the
UK as a notable exception. In France, Germany
(West) and other countries this has gone hand-in-
hand with a more unequal distribution of personal
income and a fall in the share of wages in total income.

Across the Union as a whole, the incidence of unem-
ployment has become much more uneven. While over
the ten years, 1983 to 1993, the 25 regions with the
lowest rates of unemployment were able to reduce
their average rate even further from 4.8% to 4.6%,
there has been a dramatic increase from 17.2% to
22.4% in the 25 regions with the highest rates.

Moreover, unemployment tends to have the most serious
effects on weaker social groups. Some 5 million young
people, or 21% of the total, are without a job. The propor-
tion of women in paid employment has increased largely
due to the expansion of service employment and part-
time working. On the other hand, the rate of unemploy-
ment of women remains, at 12'/.%, considerably higher
than that for men at 9'/,%.

People without qualifications are particularly vulner-
able to long-term unemployment. Nearly half (49%) of
the unemployed have been without a job for more
than a year. In view of this, it is unsurprising that many
people live below the poverty line. In several Member
States their number has been rising, especially in the
UK, ltaly and France.

Socio-economic trends are clearly not the only deter-
minants of the quality of life of the Union’s people. The
preservation of peace and respect for fundamental
rights are real even if they are generally taken for
granted. Nevertheless, they are an essential basis for
the success of efforts aimed at the promotion of
harmonious development.

Years of work on indicators to measure quality of life
in the broader sense, and the more recent reflections
in the Union on the ‘greening’ of national accounts,
have identified the limitations of conventional income
measures such as GDP, even if as yet there is no
operationally viable alternative. Overcoming these
limitations would allow due account to be taken of
environmental effects, and more broadly of the sus-
tainability of economic development.

Role and achievements
of Member State policies

Member State policies are the Union’s primary
instruments for achieving cohesion. In that sense,
‘solidarity in the Union begins at home’. Moreover,
Member States have the means at their disposal.
Public spending accounts for between 40% and 60%
of national GDP compared to the Community Budget
of about 1.2% of Union GDP.

The measures undertaken by the Member States
to strengthen cohesion have generally gone in the
right direction. Macro-economic policies have
brought about significant progress in nominal con-
vergence. Inflation rates have decreased to levels
which are among the lowest in 30 years. In Portu-
gal, Spain, Italy and Greece, inflation has come
down but remains above the Community average.
Interest rates have also declined and the dif-
ferences between Member States have narrowed,
thus improving the general climate for investment
and growth. Public deficits and debt, however,
remain a major cause for concern. Over the last
decade the financial burden of debt repayment
has increased on average by 1.2 percentage
points of GDP, and in Greece, Finland and lItaly
the rises has been even more dramatic.

Through Member States’ public expenditure and
taxation, interregional transfers of resources take
place. According to a specially commissioned
study of seven countries (containing over 80% of
the Union population) net transfers amount to 4%
of the GDP of donor regions and 8% of that of
recipient regions. These transfers have a signifi-
cant cohesion effect within Member States, reduc-
ing regional income disparities by 20-40%. A
major explanation for this redistributive effect is
the fact that Member States spend about 50-70%
of total public expenditure on education, health,
social security and welfare, housing and cultural
activities.

Expenditure on employment policies, regional
policies, and RTD accounts for between 6 and 14%
of the total. RTD spending is highest in relation to GDP
in the more prosperous countries and is concentrated
in the richest regions in all countries for which regional
data exist.
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So far as employment policies are concerned,
Member States have made a concerted effort to
bring about improvements, concentrating on the
five priority areas agreed at the Essen Summit in
1994 improving labour skills, promoting more em-
ployment intensive growth, reducing non-wage
labour costs, improving the effectiveness of
labour market policies and assisting those hardest
hit by unemployment.

The regional policies operated by Member States
themselves cover some 46.7% of the Union’s total
population. Around half cover the least developed
regions (in the sense of Art. 92.3.a of the Treaty).
For these, the maximum aid levels vary between
30% and 75% of eligible investment expenditure.
For national regional aids authorised under
Art. 92.3.c of the Treaty the maximum aid limits
vary between 10-30%, only Finland and Sweden
being permitted to go up to 35% for a small per-
centage of their population.

These results in terms of population coverage
and aid intensity are the outcome of actions by
the Commission under competition rules to con-
trol population coverage and aid intensities ap-
plying to national aid schemes for regional
purposes.

The variation of aid intensities has helped the least
favoured regions to compete for new investment,
although, richer Member States can afford to use
more public money to support new investment
than poorer ones. Consequently, between 1989-
93, national regional state aid per capita was on
average much higher in Eastern Germany and the
Mezzogiorno in ltaly than in the cohesion coun-
tries, with the result that two thirds of the total
amount of regional national state aid in the Union
is spent in Germany and ltaly.

The contribution of
Community policies

Due to their specific nature and objectives there
are wide differences in the contribution which
Community policies make to the attainment of
cohesion objectives. Important examples are con-
sidered below. -

Social policies, education
and vocational training

Social policies favour by their nature the process
of integration and cohesion. Their impact has
been particularly important in labour law, health
and security at work, free movement of people and
equal opportunities for men and women. Beyond
this and through, for example, the social dialogue,
the Union has acted as a catalyst for the promotion
of basic social rights and values. Support for edu-
cation and vocational training plays, with modest
but well targeted spending, a similar role as cata-
lyst for stimulating the free movement of people,
for raising competitiveness and for enhancing the
opportunities of individuals.

Environmental policies

By promoting the notion of sustainable development,
environmental policy is also directly relevant for cohe-
sion. The starting position of the cohesion countries
is a favourable one and pollution is less in relation to
both population and GDP than in the richer Member
States. On the other hand, expenditure on environ-
mental protection is lower than anywhere else in the
Union. The cohesion countries are faced with the
huge task of implementing many environmental pol-
icy measures, covering for example, fuel quality
standards, lower vehicle emissions, nitrates and
water quality. Investment needs up to the year 2005
have been estimated to amount to 17 billion ECU for
the four countries together. Expert studies come to
the conclusion that environmental objectives can be
met, with possible gains in GDP and employment, by
introducing an appropriate package of fiscal
measures, charges and public expenditure.

RTD

The RTD policy of the EU is aimed at promoting
European competitiveness through scientific excel-
lence. RTD programmes have sought to exploit Euro-
pean potential in technology and innovation. This has
meant a greater concentration of research activities
in the major specialist centres most of which are in the
North where a limited number of RTD-islands stand
out. To counteract this, efforts have been made to
integrate less-developed and more peripheral re-
gions. Research programmes have developed re-
search capabilities in weaker Member States and as
a consequence, their institutes are becoming more
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involved, strengthening the scientific and technologi-
cal base of these countries and accelerating innova-
tion and economic development in the regions over
the longer term.

Internal Market and trade policy

The most far-reaching of the Union's framework
policies to raise competitiveness has been the Single
Market Programme (SMP) which has swept away
many of the obstacles to trade and created a ge-
nuinely integrated European economy. Fears that this
would overwhelm the poorer countries have not been
borne out in practice. Spain and Portugal appear to
have been the most successful in taking advantage
of increased opportunities for exporting to their part-
ners. Ireland also appears to have benefited but the
impact has been marginal for Greece and Southern
Italy.

There is a wide consensus on the positive effects of
trade on growth and also, therefore, on employment.
But the reduction of external protection needs to be
accompanied by internal economic adjustment. High
tariff industries account for almost half of industrial
employment in Portugal and Greece, and the four
cohesion countries are generally more vulnerable to
trade liberalisation. All have trade deficits in services
which is one of the sectors expected to benefit from
the recent Uruguay Round liberalisation.

Competition policy

In applying rules on state aids for regional purposes,
the Commission’s objectives have been two-fold: en-
suring that aid is concentrated on the most disadvant-
aged regions and maintaining a differential in aid
intensity between regions, to enable the poorest ones
to compensate for their structural weaknesses.

Network policies

The net.cohesion effect of EU transport, telecommuni-
cation and energy policy is difficult to assess. In all
three areas, liberalisation is likely to reduce overall
costs, leading to greater competitiveness and in-
creased growth and employment. The effects on the
periphery depend largely on the extent of the reduc-
tion in transport or transmission costs brought about.
In transport policy, cohesion countries stand to gain
in absolute terms from trans-European networks but
not necessarily in relative terms. With regard to tele-

communications policy, advanced services essential
to the Information Society are not common in poorer
regions because of their inferior infrastructure. There
is, therefore, a risk of creating an Info-rich/Info-poor
divide — with negative effects on the innovative ca-
pacity of the whole economy. Since the cohesion
countries have relatively little domestic energy sup-
ply, however, they stand to benefit from energy lib-
eralisation and better access to energy sources.

The CAP and fisheries policy

The Common Agricultural Policy (CAP) accounts for
about 50% of the Community budget and involves a
significant redistribution of income between both re-
gions and individuals as a result of supporting
farmers indirectly through market prices and directly
through subsidies. According to estimates, the 1992
reform had a positive cohesion effect, with more
cohesion countries receiving net transfers after than
before. A detailed description of the situation and of
possible explanations are provided in the report.

Within many Member States, it is possible to discern
a positive effect of the CAP on regional income dis-
tribution and this has increased after the 1992 reform;
nevertheless, the pattern of net transfers is highly
differentiated. Before the reform, some estimates in-
dicated that 80% of transfers went to the 20% most
profitable farms; after the reform, gaps have been
reduced, but not by as much as if the Commission’s
proposal to put ceilings on direct aids had been fully
accepted.

Although fishing is a relatively small sector of activity
and employs comparatively few people, it can be very
important in some of the less developed regions
where alternative job opportunities are scarce. Fish-
eries policy, by supporting the restructuring of the
industry in the face of limited fish stocks, will help to
increase competitiveness and maintain jobs in the
regions concerned over the medium-term.

Effects of EU structural policies

The main features of present EU structural policies
are summarised in the Box. The 1988 reform of the
Structural Funds has significantly increased their re-
distributive effect in favour of the less prosperous
Member States and regions. The main reason for this
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EU structural policies: main features

The Union has six major financial instruments with which to implement its structural policies:
the Regional Development Fund, the Social Fund, the EAGGF-Guidance, the financial
instrument for fisheries guidance, the Cohesion Fund and loans from the European
Investment Bank (EIB). The Cohesion Fund and the EIB are based on a project financing
approach and are governed by their own specific rules. The Structural Funds operate within
a common framework based on the basic principles of concentration, programming,
partnership and additionality.

The resources for EU structural policies have increased substantially from 3.7 billion ECU
in 1985 to 18.3 billion ECU in 1992 and to 33 billion ECU in 1999. For the period of 1994-99,
around 170 billion ECU is available from the Community’s budget for structural policies.
This represents about a third of total Community spending and 0.45% of Community GDP.
Over the decade 1989-99, spending amounts cumulatively to 6.5% of annual Community
GDP. A comparison makes its importance clear: Marshall aid to post-war Europe was
equivalent to 1% of US GDP per year and amounted cumulatively (1948-51) to 4% of US
GDP.

The interventions of the Structural Funds are concentrated on four regional policy Objec-
tives which account for 85% of the funding:

¢ Objective 1, for regions where development is lagging behind (about 70%);
v

o Objective 2, for the adjustment of regions worst affected by industrial decline (11%);

o Objective 5b, for structural adjustment in rural areas (4%);

Objective 6, for adjustment of sparsely populated areas (0.5%).

Three objectives apply Community-wide, having no geographical limitations. They receive
15% of the funding:

o Objective 3 focuses on long-term and youth unemployment;
¢ Objective 4 assists the adaptation of workers to industrial change;
¢ Objective 5a promotes adjustment in the agricultural and fisheries sectors.

90% of the total volume of finance is decided upon at the initiative of Member States. For
the period of 1994-99 more than 300 programmes were agreed in partnership between
the Member States and the Commission, about half of them for Objective 1. Some 9% of
the finance is reserved for Community Initiatives. Under 13 different themes, there exist
about 400 Community Initiative programmes. Some 1% of the finance is reserved for
technical assistance and innovative measures. Most of this is decided by the Commission
after calls for tender.

Three broad areas of intervention are covered by the Union’s structural policies; infrastruc-
ture, human resources and productive investment. Some 30% of the Structural Funds is
spend on infrastructure investment in, for example, transport, telecommunications, energy,
water supply and environmental protection. A further 30% is devoted to strengthening
education and training systems and supporting labour market policies. The remaining 40%
of total funding goes mainly on productive investment, much of it aimed at building a
dynamic business environment and supporting investment aid schemes for industry, in
particular, for small and medium-sized enterprises.
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was the creation of Objective 1 which was effectively
designed to ensure that resources are concentrated
on the regions with the lowest GDP per head. Under
Objective 2, there is almost no equalisation effect for
the period 1994-99 towards the regions worst af-
fected by industrial decline. In the revisions to the
regulations in 1993, less weight was attached to these
criteria compared to the previous period.

In the first programming period, 1989-1993, an over-
all income equalisation (in terms of GDP per head) of
3% was achieved with transfers of 0.3% of EU GDP.
For the current programming period, funding equival-
ent of 0.45% of EU GDP is estimated to result in an
equalisation effect of 5%. The equalisation effect is,
therefore, about 10 times the original amount of public
finance. This is similar to the income redistribution
effect achieved by the “Finanzausgleich” in Germany
in 1990 or, alternatively, twice as high as that for
specific purpose grants in the USA.

The primary purpose of Community transfers is not to
redistribute money. Instead they are intended, through
investment, to strengthen the economic base in recipient
regions, including human capital formation. Union struc-
tural policies have contributed to a significant narrowing
of the gaps between poorer and richer Member States.
Structural Funds assistance inthe 1989-93 programming
period, are estimated to have increased growth by 0.5%
a year in the four cohesion countries, from 1.7% to 2.2%.
Given the increase in assistance in the present pro-
gramming period (1994-99), the increase in growth may
be even greater on average than 0.5% per year. The
number of jobs created or maintained during the first
programming period is estimated at over 500,000, ie
2.5% of the total.

In Objective 1 regions, structural policies have
brought about a general improvement in basic infra-
structure and helped to modernise their economic
base. Concrete examples are numerous: in Greece,
the number of towns with a waste water treatment
system will more than double by 1999, thus serving
71% of the population. In Portugal, firms assisted by
the Union have achieved productivity increases of
around 5% per year and employment growth of 2.5%
per year. In total, more than 7,000 industrial projects
have been undertaken with Union aid. In Ireland 50%
of the students in post-compulsory secondary voca-
tional education have received Community assist-
ance. Some 14,000 km of major roads will have been
built or upgraded in Spain by 1999.

But it is not only the poorest Member States which
have benefited. Estimates show that around 30-40%
of all funding that flows into the poorest Member
States returns to the richer ones in the form of pur-
chase of know-how or capital equipment.

Moreover, encouraging results have also been recorded
for other Objectives. The poorer regions and social
groups in many of the richer Member States have, with
the help of the Union’s structural policies, been encour-
aged to exploit economic opportunities. In Objective 2
regions, for example, estimates suggest that the pro-
grammes created or maintained 530,000 jobs in netterms
in the period 1989-93. For Objective 5b, the figure is an
estimated 500,000 jobs for the period 1989-99. Objective
3 has financed between 2% and 15% of Member States’
active labour market policies with a specific focus on
reducing exclusion.

In addition, through specific Community Initiatives,
although with varying degrees of success, the Union
has helped to target European problems, to identify
new opportunities and to improve interregional and
cross-border relations in order to tackle common
problems.

Part of the added value of EU policies relates to the
emphasis on innovation linked to the specific qualities
of the delivery system itself. It has helped Member
States to target resources on the worst-affected areas
and problems. Solutions are organised to regional
and social problems through medium-term pro-
grammes which are focused on investment and inno-
vation. The specific features of Community
interventions have in some cases enhanced policy
changes and the development of new structures. An
example of this is Objective 4’s preventative ap-
proach to unemployment resulting from industrial
change. The devolution of responsibilities is encour-
aged, in particular through partnerships formed with
those who benefit most from the programmes. Addi-
tional financial resources are levered from public and
private sources. A Europe-wide framework of oppor-
tunity has been created through co-operation across
borders.

Outlook

The Union faces major challenges including globali-
sation, raptd- iechnological change, EMU and

10
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enlargement. The European model of society remains
the most appropriate framework for confronting them.
Market forces and entrepreneurial initiative are
necessary for seizing new opportunities. Solidarity
and mutual support are an equally important basis for
progress, not only for social reasons but also for
optimising overall economic benefits since there is
ample evidence of the detrimental effects of in-
equality on growth.

Cohesion must therefore be further strengthened.
Nevertheless, the report at this stage avoids making
concrete proposals for change. Rather, a number of
themes are identified as a basis for further discussion
and common reflection. Their proper treatment, re-
specting fully of the principle of subsidiarity, should
lead to better policy-making for enhanced cohesion
in the future.

For many Member States, the emergence of greater
internal regional and social disparities will be a matter of
concern. While the need for sound public finances is
indisputable, major questions for policy-making arise:

e how to secure sufficient investment, including in
human resource development;

o how to favour job creation;

e how to make national structural and social pro-
grammes more effective in coping with widening
disparities.

For EU non-structural policies several themes need to
be addressed, including:

o for the CAP, how to put into practice the intention to
continue reform in such a way that environmental and
social benefits are further developed in the context of
a more integrated rural development policy;

¢ for state aid policy, how to combine administrative
simplification with stricter control on state aid ex-
penditure;

¢ for network policies, how to develop public service
contracts/universal service obligations in parallel
with progress on liberalisation of markets, and

e more generally, how to seize the opportunities for
synergy between policies, including structural
policies.

For EU structural policies, it is recognised that there
is scope for improvements in effectiveness, for
greater performance orientation and for enhancing
their policy relevance. The main questions to be ad-
dressed to make structural policies more effective
are:

e how to target scarce resources better on the most
serious problems;

e how to optimise the use of grants and loans and
public and private funding;

¢ how to simplify procedures;

¢ how to strengthen subsidiarity by clarifying the
respective roles of Member States and the Union, -
to broaden participation at regional and local level
and to involve with the social partners;

e how to maintain sufficient flexibility to respond to
new opportunities and challenges.

Orientating structural policies towards increasing
performance depends on effective monitoring, con-
trol and evaluation. It requires further examination of
the additionality of EU transfers, absorptive capa-
cities of the Member States, built-in incentives to
promote quality and competition for scarce re-
sources.

Enhancing policy relevance is an ongoing process
which has already begun with the preparation of new
Obijective 2 Programmes for 1997-99 and which will
be followed by the mid-term review, in particular for
Obijective 1. This will provide the basis for strategic
thinking on future priorities.

Finally, the general climate of financial rigour in Mem-
ber States has implications for the Union’s policies. A
major theme will be how to combine, in a balanced
way, fiscal discipline with solidarity both with the
poorest Member States and regions and with the most
disadvantaged regions and people in the more pros-
perous Member States.

11
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Chapter 1

What do we mean by cohesion?

The first Cohesion Report is presented in accordance
with Article 130b of the Treaty on European Union.
The Treaty calls on the Commission to 'submit a report
to the European Parliament, the Council, the Econ-
omic and Social Committee and the Committee of the
Regions every three years on the progress made
towards achieving economic and social cohesion
and on the manner in which the various means pro-
vided for in this Article [130b] have contributed to it’.

The organisation of society in European countries
reflects the values of the social market economy. This
seeks to combine a system of economic organisation
based on market forces, freedom of opportunity and
enterprise with a commitment to the values of internal
solidarity and mutual support which ensures open
access for all members of society to services of
general benefit and protection. With growing
European integration, it is inevitable that the Union
should increasingly share responsibility with the
Member States for the maintenance of this European
model of society. The Union, no less than the Member
States, must also have the means at its disposal
— the cohesion policies — to do so.

Until now, the national and Community level policies
to promote cohesion have not been subject to a
single, comprehensive examination, although the
Commission has reported from various perspectives:
on the situation in the regions, employment and
macroeconomic developments. The first Cohesion
Report represents an opportunity to consider syste-
matically how policies at these different levels have
contributed to European cohesion and to examine
their interaction.

A fundamental prerequisite for this analysis — if
only for operational purposes — is to clarify the

Union’'s cohesion objective. General aims such as
solidarity and mutual support must be distilled into
substantive, and measurable, economic and
social targets.

In its methodological approach to economic and
social cohesion the present Report takes as its inspir-
ation Article 130a of the Treaty on European Union
where it is set in terms of 'harmonious development’
with a specific geographical dimension: 'reducing
disparities between the levels of development of the
various regions and the backwardness of the least
favoured regions, including rural areas’. This reflects
an explicit recognition that wide disparities are intoler-
able in a community, if the term has any meaning at
all.

Imbalances do not just imply a poorer quality of life
for the most disadvantaged regions and the lack of
life-chances open to their citizens, but indicate an
under-utilisation of human potential and a failure to
take advantage of economic opportunities which
could benefit the Union as a whole.

So far as the geographical dimension is concerned,
the reduction of disparities between Member States
and regions is held, following the Commission’s 1993
White Paper on these themes, to mean convergence
of basic incomes through higher GDP growth, of
competitiveness and of employment. Improving the
competitiveness of the weaker regions is particularly
important in the context of the European Single
Market. By permitting the free movement of goods
and services, labour and capital, the Single Market
has removed obstacles to trade creating conditions
for faster growth in the Union as a whole and new
opportunities for increased prosperity in its Member
States.

13
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So far as social cohesion is concerned, this is more
difficult to define in operational terms. A starting point
would be to link social cohesion with the objectives
of the European model of society which is founded
on the notion of the social market economy as de-
scribed above. The solidarity dimension is given
practical effect through universal systems of social
protection, regulation to correct market failure and
systems of social dialogue. In addition, policies which
promote solidarity and mutual support are them-
selves a factor in strengthening the productivity of
European society and contributing to economic and
social well-being.

The promotion of social cohesion requires the reduc-
tion of the disparities which arise from unequal
access to employment opportunities and to the re-
wards in the form of income. Such inequality tends to
have serious social consequences through the mar-
ginalisation of sections of society, such as the long-
term unemployed, the young unemployed and the
poor. The incidence of poverty is also a result of policy
choices affecting inter-personal income transfers.
These are all measurable aspects of social cohesion
which are considered in the analysis of this report.

More generally, it is important to underline that
increasing cohesion in the Union is about change.
Improvements in living standards and the reduction
in economic and social disparities depend, to an
important extent, on increases in productivity. How-
ever, increasing competitiveness almost inevitably
implies change; the acceptance of new technologies,
new ways of working, the need to learn new skills. This
can give rise to adjustment problems in the labour
market if economic growth is slow and job creation
is insufficient to compensate for the productivity
growth which derives from increased competitive-
ness. However, experience shows that 'freezing’
existing economic structures to protect jobs is not a
viable, lasting, solution. Delaying the introduction of
change can make it a more difficult and painful pro-
cess later on.

More than ever, national and regional economic perfor-
mance depends on flexibility in an ever more competitive,
global marketplace. The evidence shows that countries
and regions can combine improved productivity (high
output per worker) and high levels of employment
(the percentage of the working-age population in em-
ployment). The two are reconciled over time by the
re-employment of workers in new activities. Innovation is

at the heart of this process. Technological and organisa-
tional change and new demands generated both by this
and by rising real income levels are factors which create
new opportunities to replace the old. Changes in the
composition of employment are part of the process by
which successful countries grow and develop economi-
cally.

This suggests that the aim must be to accelerate the
rate at which new opportunities are created while
attempting to ensure that labour force skills match
requirements. Where the scale of redeployment is
substantial or where workers have difficulty in finding
new employment opportunities and the adjustment to
change is slow, there may be a role for cohesion
policies in attempting to reduce the rate at which jobs
are lost in declining sectors. But the preceding ana-
lysis suggests that such an approach ought not to be
generalised and ought not to be pursued for very
long.

While the report places much emphasis on quanti-
fying trends and policy impacts, it is important to be
aware of the limits and risks of measurement in this
context. First, it is necessary to avoid the wider
political aims of the European Union for its citizens
becoming reduced to a debate on the relative merits
of different macro- and microeconomic policies. The
Union’s political goals of solidarity, mutual support
and cohesion may be pursued through largely econ-
omic means, but, as underlined above, these goals,
nevertheless, remain the irreducible ambitions which
structure European society and help to determine its
sense of identity.

Secondly, although considerable strides have been
made in the development of techniques of evaluation,
economic policies inhabit a complex world where it is
not always possible to quantify outcomes precisely
or, indeed, to assign effects to particular causes.

Thirdly, the outcomes tend to emerge over the longer
term, perhaps especially in the EU context where
cohesion policies address the often extremely disad-
vantaged position of the weakest Member States and
regions with the aim of improving the supply-side
conditions for economic activity to develop.

While the preceding represents the essentials of the
operational approach to cohesion, four further points
should be made. First, it is important to underline that
cohesion is concerned with increasing economic
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growth and new opportunities in the poorer regions
and for disadvantaged social groups and does not
imply a reduction in either growth or jobs for others
('negative convergence’). Secondly, improving econ-
omic circumstances is not an end in itself, but the
means to an end. The creation of wealth should widen
opportunity and raise living standards and the quality
of life generally. In the European context, it should not
only be a consequence of closer integration but
should also contribute to increasing the exchange of
ideas across national borders and appreciation of the
benefits of solidarity. Thirdly, it should heighten
awareness of the need for development to be sustain-
able and for a long-term view to be taken of the use
of natural resources.

Fourthly, cohesion is not to be confused with harmoni-
sation or uniformity. Its sole aim is to achieve greater
equality in economic and social opportunities.
Cohesion and diversity are not conflicting objectives,
but can be mutually reinforcing.

Outline of report

Chapter 2 quantifies the extent of the cohesion
challenge: the nature and scale of economic and
social disparities between Member States, re-
gions and social groups. It focuses on the gaps in
income per head, competitiveness and unemploy-
ment between different parts of the Union, as well
as the situation of disadvantaged social groups in
relation to their access to employment and the
related incidence of poverty.

The remaining chapters of the Report consider the
contribution of national and Community policies to
reducing the gaps and hence to the promotion of
convergence and cohesion.

Chapter 3 contains observations on the contribution
to cohesion of policies which are the responsibility of
the Member States. Macroeconomic policies to pro-
mote stability are examined in this context, as well as
national policies designed to redistribute income at
the inter-personal level or promote national and re-
gional competitiveness.

Chapter 4 considers how the various policies of the
Union in different sectors contribute to the achieve-
ment of cohesion. A wide range of policies is exam-

ined, from those which have a major budgetary signi-
ficance at the Community level — notably agriculture
and research and development — to those which are
largely concerned with establishing a common Com-
munity framework for the development of the sector
— such as the policies to establish the single market
or to reinforce the European dimension in sectors
such as transport, telecommunications and energy.
The policies examined in this part do not have cohe-
sion as their primary objective but, because they are
concerned either directly or indirectly with issues
such as competitiveness or quality of life, they gener-
ally have cohesion effects.

Chapter 5 of the Report examines the contribution of
the Community’s cohesion policies themselves.
These have existed in their modern form since 1989,
and the report presents the first extensive opportunity
to evaluate their contribution — not only their direct
impact on economic and social disparities, but also
their wider contribution to improving the quality of life
and giving substance to the idea of European citizen-
ship.

Chapter 6 contains the Commission’s reflections on
the lessons learned from experience in the operation
of cohesion policies, on the problems which have
emerged and on the appropriate response to these.

Finally, Chapter 7 summarises the main conclusions
of the report.
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Chapter 2

The convergence process and cohesion: recent trends

The purpose of this chapter is to examine the extent
of geographical and social disparities in the
European Union with particular reference to income
per head and employment.

A key question is whether gaps between Member
States, regions and social groups have tended to
widen or narrow over time. According to a number of
studies, convergence is a slow process and regional
differences tend to be reduced by not more than 2%
a year over the long-term.

For convergence to occur, it is not enough for the
situation in the weaker parts of the Union or the
position of disadvantaged social groups to
improve in absolute terms. Both must improve in
relative terms, relative to other regions and more
privileged groups.

This chapter seeks, in the first instance, to quantify
prevailing disparities. As outlined in Chapter 1, how-
ever, cohesion is also about more qualitative aspects
— the sustainability of economic growth and the
quality of European citizenship. These are discussed
in the final section of the chapter.

2.1 Income and employment

The enlargement of the Community from six coun-
tries and a population of 175 million to 15 coun-
tries and a population of 370 million has been
accompanied by an increase in its diversity, not
least in socio-economic terms. Major differences
exist between the Member States and regions in
terms of income per head and their capacity to
generate jobs.

Cohesion between Member States
Income per head

At the Member State level, income per head today
(as measured by per capita GDP in 1995) is sig-
nificantly — 10% or more — above the Union
average in Belgium, Denmark, Luxembourg and
Austria. It is also above average in Germany,
France, ltaly and the Netherlands, around the
average in the UK and slightly below in Sweden
and Finland. The remaining four Member States
have income per head between 64% of the Union
average (Greece) and 90% (lIreland). The ‘cohe-
sion gap’ is most clearly seen in the fact that
average income per head in the two poorest
Member States, Greece and Portugal, is some
40% below that in the four most prosperous
Member States listed above. The gap is consider-
ably wider now than immediately before the first
enlargement of the Community in 1973 when GDP
per head in Germany at one extreme was only 25%
above that in Italy at the other.

But while the entry of Ireland in 1973, Greece in 1981
and Spain and Portugal in 1986 resulted on each
occasion in the gap widening, the key issue is how
these countries have fared compared to the other
Member States over time.

Taken as a whole, the economies of the Fifteen
have grown at an average rate of just over 2% a
year over the past two decades, though there have
been considerable cyclical variations. This is
slightly less than in the US over the same period
but markedly slower than in Japan (though Japan
has undergone prolonged recession over the
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1990s). It is, nevertheless, equivalent to GDP dou-
bling every 30 years or so.

One of the most striking features of economic devel-
opments over this period has been the closer integra-
tion of Member States as withessed by the growth in
trade between them, especially during the 1980s
when for every country imports from other parts of the
Community grew much faster than those from the rest
of the world. For all Member States, trade with the
rest of the Community now accounts for well over half
of the total and for all apart from Germany, the UK,
Ireland and Finland, for over 60%.

There have been some differences, however, in
the growth of individual Member States and — as
discussed in the next section — regions (Graph
1). Since the beginning of the 1980s, four Member
States, Spain, Ireland, Luxembourg and Portugal,
have grown on average appreciably faster than
the rest. For Spain and Portugal, growth accel-
erated in the period after their accession in 1986.
For the rest, apart from Greece, Finland and
Sweden, growth has been close to the average. In
the case of Finland and Sweden, there has been
areversal of economic fortunes without precedent
in the Union in the post-war years. Both experi-
enced a sharp fall in GDP in the early 1990s which
led to their income per head declining from above

the Union average to below in the space of a few
years.

This is particularly striking in the case of Sweden.
Over the 10 years 1983 to 1993, GDP per head,
measured in terms of purchasing power standards
(PPS), declined from 12% above the Union average
to 2% below. In Finland, GDP per head measured in
the same terms was the same as the Union average
in 1983 and 9% below in 1993. In both cases, the fall
occurred largely after 1990 when output fell markedly.
Both economies have experienced faster growth than
the Union average since 1993, but they have some
way to go to recover their former position among the
wealthier European economies. The signs are espe-
cially positive for Finland where both investment and
GDP have picked up strongly after several years of
decline (though, as noted below, this recovery is
concentrated in certain regions).

The Cohesion Four

The relative growth of the four poorest Member
States, Greece, Spain, Ireland and Portugal, is of
particular relevance for cohesion. In 1983, the four
had an average income per head of 66% of the Union
average, and it remained at this level until after 1986
(the year of accession of Spain and Portugal). Since
then, annual growth in the four has averaged just over

1 GDP per head in Member States, 1983, 1988 and 1993
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one percentage point above average, giving rise to a
slow but steady process of convergence with the rest
of the Union. By 1993, GDP per head in the four
reached 74% of the EU average, an increase over 10
years of 8 percentage points).

In general, strong growth of the European economy
has tended to favour convergence. This was the case
in the second-half of the 1980s (Graph 2). On the
other hand, the recession of the early 1990s greatly
affected some of the weaker countries and disparities
widened again (though the effect is disguised by the
unification of Germany). Since 1994, growth has re-
sumed in the Union and in these countries.

Growth of the Union economy as a whole means that
the weakest Member States have, in effect, to hit a
moving target to achieve convergence. Though they
have tended to grow at an above average rate, con-
vergence has been slow and the gap in income per
head between them and the EU average diminished
by only around a quarter in the 10 years 1983 to 1993.

There have been marked differences in develop-
ments between the four. Ireland has recorded the
fastest growth of any Member State in recent
years, maintaining a high rate even during the
recession in the early 1990s. GDP per head, which
stood at 64% of the European average in 1983,
increased to 80% by 1993, rising further to 90% in
1995 and at the present rate will overtake Finland
in 1996/97.

Relatively high rates of economic growth were also
achieved in Spain and Portugal, where GDP per head
increased by 7 and 13 percentage points, respec-
tively, relative to the Union average between 1983
and 1993. Both countries were particularly hard-hit by
the recession, however, and their GDP per head
remained largely unchanged relative to the average
between 1993 and 1995.

In Greece, GDP per head increased slightly
relative to the rest of the Union between 1983 and
1993, from 62% of the average to 65%, though
growth has tended to vary widely from year to
year. Whereas in 1985, 1989 and 1991, it ex-
ceeded the Union average at 3 to 4%, GDP fell in
1987 and 1993 and stagnated in 1990. The weak
performances in 1987 and 1990 are particularly
striking, since they were against a background of
strong growth in the rest of Europe.

Employment and unemployment

The major economic challenge facing the Union is the
persistence of high rates of unemployment (Graph 3).
It is this feature above all which marks it apart from
other major economies, specifically Japan and the
US. It is a feature which dates back 20 years. From
1973 to 1985, unemployment in the Fifteen increased
each year from an average of only 2% to 10%. Al-
though the economic recovery in the second half of
the 1980s brought unemployment down, it still left the
rate only just below 8% in 1990 when the upturn came
to an end. Unemployment peaked at over 11% in
1994 and in 1995, it was only slightly below this level,
with over 18 million people unemployed. By contrast,
the rate was under 6% in the US and 3% in Japan.

Unemployment rates in Member States in 1995 varied
considerably, from less than 5% in Luxembourg and
Austria to 15% or more in Spain and Finland. They
were also above average, at close to 12%, in France
and ltaly.

While the present rate of unemployment in the Union
is slightly above the level a decade ago, the number
in employment is, nevertheless, higher. Despite the
image to the contrary, net job creation has been
higher over the past 10 years than in the previous 10
and the number employed in the Fifteen went up by
almost 7 million over this period (although the employ-
ment rate — the proportion of the working age popu-
lation in jobs has remained unchanged). The rate of
netjob creation, however, has varied fromyear to year

2 Disparities in GDP per head and
productivity, 1983-93
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reflecting the effects of the cycle. Growth in jobs was
particularly pronounced in the second half of the
1980s when a total of 10 million net new jobs were
created, a growth of 11/,% per year.

In the period 1991 to 1994, however, the Fifteen lost
an estimated 4 million jobs although employment
started to grow again in 1995. However, at the same
time, growth in employment has been accompanied
by, and was a contributory factor in, the relatively
rapid expansion of the labour force, predominantly
among women. In the 1980s, labour force growth
averaged nearly 1% a year, adding to the difficulty of
reducing unemployment rates.

In general, economic growth has tended to be less
employment-intensive in the EU than in the US which
has experienced job growth of 11/,% a year over the
last decade or so, while in Japan the figure was just
over 1% a year. In the Union, economic growth over
the long-term, averaging just over 2% a year, has
been associated with productivity growth of just
under 2% a year and so has generated an increase
in employment of around /2% a year.

The 1995 enlargement of the EU added three Member
States, where, throughout the 1970s and 1980s, un-
employment was much lower than elsewhere and
two, Austria and Sweden, where unemployment was

not much above the frictional levels associated with
workers changing jobs. This remains broadly true for
Austria, but the fall in GDP in Finland and Sweden in
the early 1990s was accompanied by large-scale job
losses and dramatic rises in unemployment.

In Finland, the number employed fell by over 20%
between 1990 and 1994, largely due to the fact
that trade with the former Soviet Union collapsed,
and unemployment soared from 3% to 18%,
although as noted above, the economy has been
recovering since and unemployment has fallen. In
Sweden, there were similar difficulties, some of
the problems being associated with delays in
adjusting macroeconomic imbalances and with
problems of international competitiveness in some
industrial sectors. Employment fell by 13%
between 1990 and 1994 while unemployment rose
from under 2% to 10%.

The Cohesion Four

Unemployment in Spain — the highest in the
Community — has tended to affect between one-sixth
and one-fifth of the labour force since the beginning
of the 1980s, the proportion rising to almost a quarter
in 1994. These fluctuations mirror the pattern of econ-
omic growth, unemployment declining significantly in
the second half of the 1980s (when employment grew
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by 3'/.% ayear) and significant increases in the 1990s
(when employment fell by almost 2% a year).

In the case of Ireland, where unemployment has also
been traditionally high, the strong economic perfor-
mance over the past 10 years or so appears at last to
be reducing the rate. Economic growth of nearly 5%
a year in the period 1983 to 1993 was accompanied
by growth in employment only slightly above the
Union average. Unemployment remained around
15% of the labour force, though recently the numbers
employed have risen markedly and unemployment
fell to below 12',% in 1995. Ireland is the only
Member State where migration has been on a signifi-
cant scale over the past 15 years, net outward migra-
tion helping to keep down unemployment in the 1980s
— facilitated by the existence of large Irish com-
munities in the UK, the US and, increasingly, other
Member States of the Union — and net inward migra-
tion increasing the work force in the 1990s as the
demand for labour has risen.

Portuguese experience has been similar to that of
Ireland insofar as rapid economic growth has not
been matched by higher than average job creation.
On the other hand, labour force growth in Portugal is
much slower, partly because participation among
women was already higher at the beginning of the
1980s and has increased by much less than in
Ireland, and the rate of unemployment has remained
below the EU average. The unemployment rate in
Greece has also consistently been below average,
though, in the 1990s, it has been 2-3 percentage
points higher than in Portugal.

Cohesion between Regions
Income per head

Despite these considerable differences between
Member States, economic disparities in the Union are
most evident at the regional level and, in particular,
between the centre and the periphery. Income
per head is below or well below average in all the
southern peripheral Mediterranean regions, including
southern ltaly, as well as in those on the eastern and
northern periphery — in eastern Germany and
northern and eastern Finland — and on the north-
western periphery, in Ireland and parts of the UK
(Map 1). They are well above average in a cluster of
regions in northern lItaly, southern Germany and

Austria with a second cluster in the Benelux countries
and northern Germany.

Disparities can be demonstrated in a number of ways.
For example, a simple comparison between regions
with the highest and lowest levels of income per head
(again measured by per capita GDP in purchasing
power standards) reveals that, in 1993, the average
level in Hamburg (D), the most prosperous region in
the Union, was 4 times that in Agores or Alentejo (P)
and in Guadeloupe (F).

Taking more representative groups, a comparison of
the 10 richest and the 10 poorest regions indicates
that, in 1993, in the former, average GDP per head
was some 3.3 times higher than that of the latter,
though this was slightly less than a decade earlier
when the figure was 3.5 (Table 5).

Over the 10 years 1983 to 1993, growth in GDP has
varied markedly between regions (Map 2). The dif-
ference in GDP per head between the 10 richest
regions and the EU average has widened while the
gap between the 10 poorest and the average has
narrowed at a slightly faster rate. Excluding the new
German Léander, the regions making up the two
groups remained remarkably similar over the 10-year
period. The top 10 regions were exactly the same in
1993 as in 1983, though rankings changed within this
group. Half of these are (West) German regions while
the rest are made up of five northern capital city
regions: Bruxelles, Tle de France, Wien, Luxembourg
and Greater London. The bottom group was domi-
nated by the same group of Greek and Portuguese
regions in 1993 as in 1983 together with the Départe-
ments d’Outre Mer (F). With German unification,
however, one of the new L&ander, Mecklenburg-
Vorpommern, was included in this group in 1993, with
three others being only just outside.

Enlarging the scope of the analysis to compare,
for example, the top 25 and bottom 25 regions
reveals a picture of relatively unchanging dis-
parities over the 10 year period, but with more
changes in the regions making up the groups.

The unchanging nature of regional disparities is
confirmed by more formal statistical measures.
For example, the average dispersion around the
average, which provides summary information on
differences between all regions and not just be-
tween the extremes, also shows little net change
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Map 1
GDP per head by region (PPS), 1993
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Map 2
Growth of GDP by region, 1983-93
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over the 10 years to 1993 (Graph 2). Though there
was a slight widening of disparities during the
relatively unfavourable economic climate of the
early 1980s, this was gradually reversed during
the period of recovery between 1985 and 1989.
Disparities then widened again with the entry of
the new German L&nder into the Union before
narrowing again to reach virtually the same level
as in 1983. The average disparity in income per
head in the EU is twice that in comparable regions
in the US.

Growth of income per head has tended to vary be-
tween regions according to their degree of depend-
ence on different sectors (Table 6). The regions most
dependent on primary sector employment (mostly
agriculture) — located in the four cohesion countries
(Greece, Spain, Ireland and Portugal) and Finland —
have GDP per head substantially below the level in
the rest of the Union and have experienced slower
than average growth, reflecting the trend decline in
this sector over the long-term and the difficulties of
diversifying economic activity in a rural context. The
most industrial regions — half of which are in Ger-
many and the rest in north-eastern Spain, northern
France, northern Italy, Austria and central UK — have
above average GDP per head and have grown at a
rate only marginally below the EU average. Regions
with a strong service sector have, on average, the

highest level of GDP per head and have experienced
a rate of growth of around the Union average. This
group of regions contains the capital cities of all the
Member States, except Lisbon (P), as well as regions
in Belgium, the Netherlands and northern Germany.

Economic activity is strongly concentrated in the
most urbanised areas of the Community. Regions
with more than 500 inhabitants per square
kilometre account for only 4% of the land area of
the Union but for more than half the population. In
1993, their average GDP per head was 14% above
the EU average. This implies that between two-
thirds and three-quarters of the EU’s total wealth
creation occurs in urban areas — although, as
described in the next section, inner city areas
have some of the most serious social and
economic problems in the Union.

The prosperity and growth of many large cities has
given rise to a marked feature of development in
a number of Member States in the form of signifi-
cant differences in economic performance be-
tween certain regions, often including the capital
city, and the rest. This has led to a widening of
disparities in income per head, in particular, in
Spain, Portugal and Greece in the South and Bel-
gium and Germany (West) in the North (Table 7,
Map 2).

4 GDP per head by Member State and regional extremes, 1993
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In Spain, which is the fifth largest Member State in
terms of population and the second biggest in land
area, development has been particularly uneven.
Growth has tended to occur most strongly in the
industrial areas on the eastern coast as well as in
certain central and southern regions. For example,
the level of GDP per head in Valencia increased from
70% of the European average in 198310 75% in 1993,
while in Asturias, it fell from 77% to 75%. Growth in
the more favoured regions was especially strong at
the end of the 1980s, before faltering in the recession
of the 1990s.

Development has also been uneven in Portugal,
where regions with two thirds of the population
(Lisboa and Norte) saw their level of income per head
rise by more than 10 percentage points relative to the
European average in the 10 years 1983 to 1993, while
in the other regions the relative level remained much
the same. The most dramatic example of a growing
city and a declining hinterland is in Portugal; GDP per
head in Lisboa increased from 81% of the Union
average in 1983 t0 96% in 1993, while in neighbouring
Alentejo, it fell from 48% to 42%. As a result of the
growing prosperity of Lisboa, its GDP per head in
1993 was well over twice that of the Agores, the
poorest region in Portugal (Graph 4).

Leaving aside France, where the DOM have a lower
income per head than anywhere on the EU mainland
and the smaller Member States, where capital cities
have relatively high levels of income per head, inter-
nal disparities are particularly acute in Italy and
Germany. In the former, income per head in the North
is typically between 120% and 130% of the Union
average compared to 60% to 90% in the regions in
the South. For much of the 1980s, the disparities
tended to widen even further, but then narrowed in
the recession of the early 1990s which affected the
South to a lesser degree. As a result, over the 10-year
period as a whole, the pattern of regional disparities
changed by less in Italy than in other Member States.

Many of the characteristics of a dual economy are
also evident in Germany. The new Lander, however,
are different from other parts of the Union, with struc-
tural problems characteristic of lagging regions in
general, but also with problems inherited from the
previous era of central planning and environmental
neglect: outmoded infrastructure, environmental de-
gradation and a lack of competitiveness in much of
industry. In the year after unification, 1991, GDP per

head was around a third of the EU average (but after
substantial efforts at national level and with assist-
ance from the Union, this is estimated to have risen to
more than 50% in 1995).

Employment and unemployment

The Union’s unemployment problem is most acute at
the regional and local level. The evidence confirms
that it is in terms of unemployment that regional dis-
parities are particularly acute and show little sign of
narrowing.

Comparisons of regions at opposite extremes serve
to underline the scale of the disparities (Map 3). Thus,
in the 10 worst-affected regions, the average unem-
ployment rate was 26.4% in 1995 or nearly seven
times the average rate (just under 4%) in the 10 least-
affected regions. The 25 worst-affected regions had
an unemployment rate averaging 22.4% in 1995,
nearly five times the average for the 25 least-affected
regions (4.6%).

The changes over time in these groups of regions are
revealing (Map 4). For both the group of 10 and the
group of 25 least-affected regions the average unem-
ployment rate was virtually the same in the mid-1990s
as it had been a decade earlier. But for the group of
10 and the group of 25 worst-affected regions, the
picture is quite different. For the former, the average
unemployment rate increased significantly over the
10 years, from 19.4% in 1983 to 26.4% in 1995, an
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Map 3
Unemployment rates by region, 1995
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Map 4
Change in unemployment by region, 1983-93
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increase of 7 percentage points. For the latter group,
the increase was 5 percentage points.

The tendency for disparities in unemployment to
widen over time is confirmed by the summary statis-
tics for all regions (Graph 5). The long-term trend for
regional differences to increase, which dates back to
the mid-1970s, was interrupted by the economic
upturn between 1987 and 1990. The subsequent
recession led to unemployment increasing through-
out Europe and was associated with a substantial
widening of disparities which continued into 1995.

However, the regions worst-affected by unemployment
today are not always the same as 10 years ago. The major
change which has occurred is that many old industrial
regions of the UK which featured among the 25 worst-af-
fected regions a decade ago have been replaced by
regions in southern ltaly. Spanish regions are the constant
feature of this group throughout the period. With the
enlargements of the first half of the 1990s, a number of
regions in eastern Germany and Finland joined the group.

A growing phenomenon is that of urban unemployment,
which tends to show itself in particular parts of cities rather
than across cities as a whole. The co-existence of areas
with high added value activities and high income resi-
dents alongside areas with low incomes, high unemploy-
ment, high dependence on welfare benefits and

overcrowded and poor housing has become increasingly
common throughout Europe. For such small — if popu-
lous — areas, few comparable statistics are available at
the European level to capture the underlying realities, but
national sources point to unemployment rates of 30% and
more — and occasionally as high as 50% — in some
districts:

Unemployment in 49 districts

with an EU URBAN programme
Unempl. (%) <15 25-30 30+

No. of cities 5 10 10 9 15

15-20 20-25

At the broader regional level, there are often significant
differences in unemployment rates within Member States
(Graph 6). The variation in rates in Spain, Italy and
Germany is considerable. In 1995, the worst affected
region in Spain (Andalucia) had an unemployment rate of
close to 35% and the least affected region (Navarra) one
of around 13%. In ltaly, the difference between the most
and the least affected region was some 20 percentage
points and in Germany, around 15 percentage points.
High average rates of unemployment also exist in some
capital cities despite their high income per head, prime
examples being Brussels, Berlin and London. In general,
as for regional GDP per head, the disparities in unem-
ployment rates within most Member States have tended
to widen over time (Table 8).

6 Unemployment rates by Member State and regional extremes, 1995
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The pattern of employment growth at the regional level in
the EU has also been mixed (Map 5). The regions with
the highest rate of net job creation in the period 1983 to
1993 were located in the Netherlands, Germany,
Luxembourg and the UK in the North and in eastern
Greece, Spain and northern Portugal in the South. For a
large number of regions — nearly 60 at the NUTS 2 level,
or around 30% of the total — there was no change in
employment or a fall over this period. Among those with
the poorest record are many Nordic regions in Finland
and Sweden, as well as a diverse group including old
industrial regions in the UK (Merseyside, South Yorkshire
and West Midlands), France (Lorraine and Nord-Pas de
Calais), Spain (Galicia and Asturias) and rural or less
developed regions such as Dytiki Ellada (GR), Auvergne,
Limousin and Poitou-Charentes (FR) and Basilicata (IT).

Similarly, the distribution of employment between
sectors of activity differs widely across the Union
(Maps 6 to 8). Typically, northern 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. The ex-
ception to this pattern is Germany where employment
in industry remains particularly high.

As expected, there are strong concentrations of ser-
vice employment in the large urban centres and capi-
tal cities in all Member States, including Athens and

Madrid. At the same time, there are still many regions
in the Union where the employment structure remains
very traditional, with over a quarter of total employ-
ment in agriculture in parts of Greece, southern Spain,
Portugal and southern Italy.

As noted in the previous section, regional depend-
ence on different sectors has an important bearing on
performance. The regions most dependent on the
primary sector have unemployment rates well above
the EU average, which is largely explained by the
presence in this group of many Spanish and southern
Italian regions. Largely unchanged levels of
employment have meant that unemployment rates
have also risen over time at a rate significantly above
the Union average, as the numbers looking to work
have increased. The consolidation of farm holdings in
the agricultural sector has continued with the esti-
mated loss of 800 thousand units, 9% of the total,
between 1989/90 and 1993, and it has been esti-
mated that, in 1993, agriculture provided full-time
employment for only a quarter of those working in the
sector.

Unemployment rates are below the EU average in
regions most heavily dependent on industry and have
fallen over time — except in the French and Austrian
areas — partly as a result of employment growth
above the EU average. The regions most dependent

7 Employment rates and productivity in NUTS 1 regions, 1983
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Map 5
Change in employment by region, 1983-93
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Map 6
Employment in agriculture by region, 1994
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Map 7
Employment in industry by region, 1994
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Map 8
Employment in services by region, 1994
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Chapter 2 The convergence process and cohesion: recent trends

on the service sector have higher unemployment
rates on average than the industrial regions but still
below the EU average.

The components of
geographical disparities

An insight into the underlying causes of regional
disparities in income per head can be obtained by
dividing this into two components: productivity (GDP
per person employed) and the number employed in
relation to population. GDP per head is the product of
these two factors. It is informative to examine the
degree to which the income disparities described
above are attributable to one or other of these two
magnitudes — whether, for example, a Member State
or region has high GDP per head because it has a
high level of productivity or a high proportion of its
population in employment.

In order to visualise simultaneously the relative roles
of variations in productivity, on the one hand, and
employment, on the other, information for each has
been set out in a graph (Graph 7). This shows how
the different Member States and regions (at NUTS 1
level) compare to the EU average. The results are
revealing. They show that Member States have widely
different combinations of productivity performance

and employment levels, even where their final GDP
per head is similar. The variations are even more
marked between regions.

Among the three most prosperous Member States, for
example, high income per head in Belgium is attribut-
able to relatively high productivity, while in Denmark
it is due to a high proportion of population in employ-
ment (a Nordic characteristic in general, although
less so today in Finland). In Austria, the third Member
State in this group, high income per head results from
a more equal contribution from both components.

Three of the four large Member States (Germany,
France and ltaly) are clustered comparatively closely
together, while the fourth large country, the UK, has
lower productivity and a higher employment level
than the rest. These Member States are characterised
by wide internal variations, especially Germany and
ltaly. In these two countries, Italy in particular, regions
tend to be at one or other of the extremes, with either
a combination of low productivity and low employ-
ment or high productivity and high employment. This
underlines the extent to which these countries exhibit
the characteristics of dual economies.

The graph also shows a cluster of regions centred in
Germany, northern lItaly and Austria where relatively
high productivity and employment levels are com-

8 GDP per person employed in the Union, 1983 and 1993
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bined. This is a practical illustration that high produc-
tivity — or low labour intensive methods of produc-
tion — can be combined with high employment. As
discussed elsewhere, in a dynamic framework it re-
quires a flexible, adaptable and innovative economy
capable of generating new opportunities to replace
.those made obsolete for technological or other rea-
sons.

The situation in the four cohesion countries is of
particular interest. In practice, there are almost as
many differences as similarities between them.
Ireland and Spain are relatively similar, both having a
level of productivity which is now close to the EU

9 Composite index of length of roads and
motorways, 1992
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average combined with a low level of employment.
Greece and Portugal have a productivity level signi-
ficantly below the average, but in Portugal employ-
ment is above average. In Spain, the largest of the
countries, the internal variations are considerable
especially as regards productivity (which is above the
EU average in the East and North-east and in the
capital, Madrid).

For all of the cohesion countries (and to a lesser extent
for Finland) the challenge is generally one of seeking
to improve both productivity and the numbers in
employment. Not only will this increase income per
head but it will also tend to reduce the numbers of
unemployed (or will provide employment for discour-
aged workers who are now economically inactive).
The emphasis needs to be different in different
Member States and regions within the group. For
Ireland and Spain, productivity has already con-
verged to the EU average (Graph 8 and Map 9), so
that the main challenge for the future is the generation
of jobs. Both countries are characterised by high
unemployment, as noted above, and also have rela-
tively low rates of female participation in the labour
force. For Portugal, where employment is generally
high, the challenge is to increase productivity, and
income per head, while avoiding substantial rises in
unemployment as the necessary structural changes
take place. In Greece as well as some Spanish
regions (and others in southern ltaly), the challenges
are generally more serious, involving progress on
both productivity and employment fronts simulta-
neously. This is an extremely difficult— and long-term

11 State of the railways, 1992
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Map 9
Growth in GDP per person employed by region, 1983-93
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— task, but one of the messages of the preceding
analysis is that it is not an impossible one.

Underlying the productivity gaps are significant dif-
ferences between different parts of the Union in the
conditions for production. In particular, the economi-
cally stronger and more prosperous parts of the EU
are generally more richly endowed with modern com-
munication infrastructure, a skilled and qualified
labour force and the capacity for advanced research
and development.

The gaps in infrastructure can be seen in the dif-
ferences in systems of transport, in road and rail
networks. In the South of the Union and Ireland, the
provision of motorways — which are particularly
important for the transport of both passengers and
freight — is 50% or less of the EU average (Graph 9).
Railway networks are also less extensive in the South
although the disparity is not so great as for roads, but
the gap widens once the degree of modernisation is
taken into account (Graphs 10 and 11).

Telecommunication links are a prerequisite for the growth
of modern industries and services which need efficient
telephone, fax and, increasingly, digital data transmission
systems. Telecommunication networks in the Union are
developing rapidly, butmajor variations remaininthe level
of provision. Typically the poorest parts of the Union score
less well with regard to the availability of telephone lines
(Graph 12), but as a result of the more recent develop-
ment of their systems, better in relation to the provision of
modern digital networks (Graph 13).

Itis increasingly recognised that the competitiveness
of regions is dependent on the know-how and skills
of their people. In modern industrial economies, most
employment does not depend on low-skill mass pro-
duction. Rather, employment is increasingly concen-
trated in smaller enterprises, where the capacity to
innovate is often essential and where the need for a
trained and adaptable work force is correspondingly
greater. Skills are also at a premium in the public and
private provision of many business, social and per-
sonal services which together account for some 64%
of total employment in the EU.

While progress has been rapid over recent years,
more remains to be done to develop the potential of
Europe’s work force especially — but not exclusively
— inthe poorer regions. In the latter, the weight of the
past is particularly important so that today a large
proportion of the adult labour force has not pro-
ceeded beyond basic schooling, ranging from 45%
in Ireland to almost three-quarters of the total in
Portugal compared to 36% in the Union as a whole
(Graph 14). Virtually all young people in the Union are
in school to at least the age of 15 and almost all remain
in education to 18 in many Member States (Graph 15).
But more needs to be done to improve the higher
education and vocational training of these to equip
them for an increasingly competitive marketplace.

The availability of specialist skills is important for
innovation and the development of Research and
Technological Development capacities. The propor-
tion of employment in RTD in the South and in Ireland

12 Number of main telephone lines, 1595

13 Main telephone lines connected to digital
exchanges, 1963
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is generally around a half that in the more prosperous
Member States (Graph 16), and the overall invest-
ment in RTD is correspondingly low — for example,
Germany invests 5 times more than Greece in relation
to GDP (Graph 17).

2.2 Social Cohesion

Previous sections have been concerned in part
with the spatial dimension of labour market prob-
lems and the implications of regional disparities in
unemployment for economic and social cohesion.
This section focuses more explicitly on social
cohesion through an investigation of trends in two
key areas affecting the well-being not just of dif-
ferent social groups but of European society as a
whole:

e the access of individuals to income generating
activities. This aspect can be best understood in
terms of developments in the labour market, not
just of levels of unemployment but also levels of
participation and access to job opportunities;

o the distribution of household incomes net of trans-
fers after tax, where, in terms of social cohesion,
indicators of the incidence of poverty are particu-
larly relevant.

These are matters of concern to all Member States in
the Union and to their policies for social integration

and solidarity. They represent two defining elements
of the European model of society. Given the general
difficulty in defining social cohesion, as discussed in
chapter 1 above, for operational purposes any nar-
rowing of differences in individual access to employ-
ment and a reduction in poverty can be regarded as
signifying an improvement in social cohesion.

Access to employment opportunities
Changing patterns of employment

There have been fundamental changes in the global
economy over the past two decades which have had
far-reaching consequences for the pattern of employ-
ment in Europe and elsewhere. The most obvious
long-term employment developments in Europe are
an expansion of employment in services coupled
with declining employment in agriculture and manu-
facturing, a growth of part-time jobs, filled predomi-
nantly by women, and a shift in the occupational
structure of the work force towards those with high
educational and technical qualifications and knowl-
edge-based skills.

The expansion of service employment, associated
both with increasing demand for services as real
incomes rise and the more labour-intensive nature of
service activities, is a feature of all advanced econ-
omies and shows little sign of abating. In 1995, 64%
of employment in the Union was in services as against
57% 10 years earlier, while only 31% was in industry.

! .
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This, however, still leaves a gap between Europe and
the US, where 73% of employment was in services in
the same year and where some 22 million additional
jobs in this sector were created between 1980 and
1993. This is not so many more than were created in
services in the European Union over the same period
— around 18 million — but the big difference is that
in the US this was coupled with a increase in total
employment of 20 million, in Europe of only 5 million.
Whereas Europe lost 5 million jobs in agriculture and
8 million in industry, losses in the US in these two
sectors together totalled only 2 million between them.

Differences between Member States in the distribu-
tion of employment between sectors have narrowed
considerably. Over the Union as a whole, there has
been a decline in the share of employment in agricul-
ture, a large decline in the share of industry and a rise
in services (see Table 10 in the Annex which shows
sectoral shares for the years 1983 and 1993 compar-
ing the cohesion countries with five other Member
States — Belgium, Germany, France, the Netherlands
and the UK). In the cohesion countries, there was a
dramatic fall in agricultural employment (the decline
in share ranging from 6 percentage points in Ireland
to 8-9 percentage points in Greece and Spain and to
13 percentage points in Portugal). In effect, the struc-
ture of employment in the cohesion countries appears
to be converging towards that in the more ‘mature’
economies in the North of the Union in which employ-
ment in agriculture has declined to very low levels,
while dependence on the service sector for jobs has
grown considerably. The increase in employment in

services in the cohesion countries ranged from 6 to
15 percentage points while in the rest of the Union, it
was around 7 percentage points. In effect, in the
former, the average share of service employment is
similar to that in the rest of the Union 10 years ago.
Large numbers of people remain employed in agri-
culture in the cohesion countries, and it seems likely
that further restructuring will take the form of a direct
shift from agriculture to services, missing out the
intervening step of a shift to industry first.

Many of the additional jobs created in Europe in
services were part-time, most of them taken by
women. Whereas the number of full-time jobs in the
Union declined markedly during the recession years
1990 to 1994, the number of part-time jobs increased
by around 3% a year. In the majority of Member
States, all or nearly all the extra jobs for women over
this period were part-time. By 1995, over 31% of
women in employment worked part-time, 67% in the
Netherlands, 45% in the UK and 43% in Sweden, a
higher proportion than in the US (28%). By contrast,
part-time working remains on a relatively small scale
in the four Southern European countries, though,
apart from in Greece, it is tending to increase signifi-
cantly. The corollary of the expansion of service
employment and part-time working is the significant
growth in the importance of women in the labour
force.

While many of the women joining the labour force
went into comparatively low skilled jobs in services,
there was also a marked growth in jobs demanding

16 RTD personnel in the Union, 1943

17 Gross expenditure on research and
development in the 1990s
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Map 10
Change in labour force by region, 1983-93
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Map 11
Labour force participation of women by region, 1993
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high skills and high education levels. Between 1983
and 1991, the employment of those classified as
technical and professional workers expanded by 2%
a year across the Union, twice the rate of growth of
total employment, while the number of manual
workers declined. The former continued to increase
despite the recession in the first half of the 1990s while
the number of manual workers fell markedly.

Non-manual jobs in services filled largely by women
have expanded, while manual jobs largely filled by
men in industry and agriculture have contracted.
Nevertheless, over the long-term, it is the higher
skilled jobs which offer the surest prospect of growth
for both men and women.

The effects of the changes:
participation in the labour force

The changes in the global pattern of employment
have been a factor in the different experiences of
different social groups. One of the most striking
changes has been the increase in the number of
women working, up by over 6 million over the last
10 years. But this was 1 million less than the increase
in the number of women joining the labour force, so
that female unemployment has also risen.

The increased participation of women in the work
force has been a major factor, of more importance
than differences in demographic trends, underlying
the differential rate of labour force growth across the
Union over the past decade or so (Map 10).

There have been other differences, notably among
those under 25 and those in their 50s and older.

The proportion of young people in the labour force
and employment has declined over a number of years
as more have remained longer in education and initial
vocational training. However, in three of the poorer
Member States (Spain, Ireland and Greece) the num-
ber of young people looking for work has not fallen as
fast as the fall in employment resulting in an increase
in unemployment, among young women more than
young men.

For the so-called prime-aged population (aged
25-54), the striking feature is the difference between
the sexes. For men, participation rates are similar in
the North and the South, though they have declined
over time everywhere, though less in Greece and

Portugal than in other Member States. For women,
participation rates are much lower in the South, ex-
cept in Portugal, and in Ireland. though they have
risen markedly over the past 10-15 years, converging
gradually towards those in the rest of the Union. This
is especially true in Ireland and Spain where partici-
pation rates of women aged 25 to 54 have increased
by over 10 percentage points over the past decade.
While this has had the positive result of promoting the
greater integration of women into the labour market,
it has added to the challenge of reducing unemploy-
ment especially in these two countries. It is likely,
moreover, to continue to add to the challenge in the
future since rates of participation of women still tend
to be much lower in most of the less prosperous
regions of the Union than in other parts (Map 11).

There is a general tendency for people to remain
longer in the work force in the poorer Member States
than in the North resulting in higher employment and
participation rates among the over 55s. This is espe-
cially true for men, although in both North and South
rates of participation and employment are falling as a
result of earlier retirement, linked to the lack of job
opportunities for them combined with the more wide-
spread availability of pension and disability insurance
schemes.

In sum, while it is difficult to draw general conclusions
on the trends of disparities between social groups on
the labour market, one result appears to be that
participation and employment patterns in the poorest
countries are converging towards those in the more
prosperous Member States.

Unemployment

Different social groups are affected differentially by
unemployment. In genera,l its impact is greatest on
young people, women and those working in declining
sectors and/or in low-skilled jobs and serves to rein-
force the general disparities between different parts
of the Union.

The rate of youth unemployment among those under
25, has mirrored the movement in the overall rate, but
is around twice as high, averaging some 21% over
the Union as a whole in mid-1996, giving a total of
5 million young people unemployed. The rate, how-
ever, has come down slightly faster than the overall
rate since the present recovery began. Indeed, the
gap between the two has tended to narrow a little over
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time, reflecting in part the declining numbers of young
people across the Union (the result of falling birth
rates), in part, the tendency for a growing proportion
to stay longer in education, in part, the range of
measures taken in Member States to prevent those
leaving school with few or no qualifications moving
straight into unemployment.

Except in Germany and Austria, high unemployment
among the young is universal across the Union, the
rate rising to over 40% in Spain, around 35% in Italy
and 25% or more in Greece, Belgium and France
(though in all three of the latter countries, this partly
reflects the very small number of young people in the
labour force — only around 35% of the 15 to 24 year
olds).

The rate of unemployment among women in the
Union is also high, averaging some 12'/>% in mid-
1996 compared with 9'/,% for men, with the result
that despite there being many fewer women than
men in the labour force almost as many of them
are unemployed.

With the exception of Sweden and the UK, as well
as Finland, where the rates are much the same,
the rate of unemployment of women is higher than
for men throughout the Union, over 60% higher in
Spain and Belgium and almost 90% higher in Italy
and Greece. Moreover, although unemployment
rates for women generally rose less sharply than
for men during the recession, partly reflecting the
disproportionate presence of women in service
sector jobs which were affected much less than
jobs in industry, they have also tended to fall less
quickly during economic recovery as participation
of women in the labour force has continued to
increase.

In all economies, there are significant movements of
people between jobs going on all the time, in part
because of a desire for change, in part in response
to shifts in the composition of economic activity and
in the demand for different skills. Such movements
are almost bound to be associated with spells of
unemployment for some, though these need not be of
long duration. In Europe, however, one of the most
marked features of the labour market is the high and
persistent incidence of long-term unemployment,
especially in comparison with the US, indicating the
structural, and deep-seated, nature of its unemploy-
ment problem.

In 1995, in the Union as a whole almost half (49%)
of those unemployed and seeking work had been
looking for employment for a year or more (compared
with only 12% in the US) and over a quarter for at least
two years, only slightly below the proportions 10 years
earlier. High long-term unemployment creates prob-
lems of its own which are particularly intractable.
Those affected face social exclusion, a loss of con-
fidence, a degradation in their skills and increasing
difficulty finding a job the longer they are out of work,
reinforced by the general reluctance of employers to
take on people who have not worked for some time.

Member States differ considerably as regards the
average duration of unemployment, or more rele-
vantly the relative numbers of long-term unemployed,
which determines the scale of the problem. For
example, two countries or regions can have the same
level of unemployment but one may have a high inflow
combined with a short average duration and the other
a low inflow combined with a long average duration
and a large number of people who have been unem-
ployed for a year or more. The former implies lower
rates of ‘exclusion’ and, accordingly, is less damag-
ing to social cohesion.

Member States differ according to the inflows into un-
employment — or the chances of someone becoming
unemployed — and, most relevantly for social exclu-
sion, the prevalence of long-term unemployment.
Some indication of these differences can be gained
from the relationship between the overall rate of
unemployment, on the one hand, and the proportion

18 Unemployment rates and long-term
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of the unemployed who have been out of work for a
year or more (i.e. who are long-term unemployed), on
the other. In 1995, the highest rate of overall unem-
ployment in the Union was in Spain, at almost 23%.
The proportion who were long-term unemployed, at
just under 55%, was also above the Union average
(of 49%), but less so than in Italy and Ireland, where
the overall rate ‘'of unemployment was much less,
though still above the Union average, but over 60%
of the unemployed had been out of work for a year or
more (Graph 18). In Belgium, the incidence of long-
term unemployment among the unemployed was
much the same as in these two countries, but the rate
of unemployment was slightly below average. It is in
these four countries, therefore, that the problem of
social exclusion seems particularly acute.

By contrast, in Finland, unemployment was well
above the Union average in 1995, but a much lower
proportion of those affected were long-term unem-
ployed (87%). This is partly explained by compara-
tively recent and rapid growth in unemployment to
present levels. In France, unemployment was also
relatively high, but long-term unemployment relatively
low. In these countries, therefore, despite relatively
high levels of unemployment, social exclusion seems
less of a problem.

In the other Member States, overall rates of unemploy-
ment were below average to varying extents. These
can be divided into two groups — Luxembourg,
Austria, Denmark and Sweden (not shown in the
graph because of data comparability problems),
where the proportion who were long-term unem-
ployed was much less than average, and the other
five Member States, where it was around the average
level (though the number affected was significantly
higher in Greece, where the proportion was slightly
above average, than in the Western part of Germany,
where the overall unemployment rate in particular was
well below average). The UK, however, is somewhat
different from the other four countries in this group, in
that not only was the incidence of long-term unem-
ployment less in 1995, but it had also been signifi-
cantly below the Union average in earlier years (in
1990, only a third of the unemployed had been out of
work for a year or more as compared with a Union
average of 48%).

In general, the relative scale of the long-term un-
employment problem as between Member States
was similar in 1990 before the rise in unemploy-

ment rates which occurred subsequently, sugges-
ting that the problem is a deep-seated one as well
as being distinct from the problem of unemploy-
ment as such.

There are also differences between social groups.
Women seem to be less likely to lose their job than
men once in employment, but experience difficul-
ties in finding a job when unemployed or when
trying to return to work after a spell of inactivity to
take care of children. Long-term unemployment is,
therefore, slightly higher among women than men
in most Member States (though not all, Denmark,
Ireland, the Netherlands and the UK are signifi-
cant exceptions).

Unemployment among young people is also a prob-
lem, though the number affected has risen by very
much less than the rate over recent years because of
the increasing numbers staying longer in education
and initial vocational training (which has, therefore,
reduced the size of the youth labour force). Moreover,
the proportion of those under 25 who are long-term
unemployed has not tended to rise significantly,
though it remains a serious problem in ltaly and, to a
lesser extent, in Greece, where it takes much longer
on average for those looking for their first job to find
one.

Long-term unemployment is a particularly serious
problem for older workers, especially men and
women who lose their jobs in industry and find it
particularly difficult to find another one. In 1995,
62% of those unemployed aged between 55 and
59 had been out of work for a year or more and
two-thirds of these had been out of work for at
least two years. Many others, moreover, had with-
drawn from the labour force completely into
enforced early retirement, a large proportion after
trying to find another job (in 1995, around a third
of men in this age group were no longer in the work
force, well below the official age of retirement —
65 — in most countries).

In general, the chances of being unemployed are
much greater for those with low skills and few qualifi-
cations. In 1995, the rate of unemployment among
those aged 25 to 49 with only basic schooling
averaged 13% across the Union compared with 8%
for those with additional secondary level qualifica-
tions and 7% for those with a university degree or
equivalent.
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The incidence of poverty

Earlier sections of this chapter discussed the growth
and distribution of basic income from production
— GDP — in Member States and regions. It showed
that GDP growth in the Community has been
achieved largely by raising the output of each worker,
rather than by additional employment, although the
latter has also increased.

This has also been associated with a fall over time in
the share of total income (GDP) accruing to labour in
the form of wages and salaries (pre-tax) in virtually all
Member States, while the share accruing to capital
has increased. At a time of acute threat from interna-
tional competition, these developments underline the
contribution that European labour has been making
to the restructuring of the economy to meet the chal-
lenges posed.

As also discussed above, there are evident dif-
ferences in the capacity of Member States to integrate
the more disadvantaged members of society fully into
the labour market. This affects the incidence of
poverty at household level in the EU, which is deter-
mined in large measure by access to paid employ-
ment as well as by the scale and prevalence of
transfers under systems of social protection. One
of the main characteristics of the European model of
society is the commitment to combat poverty and to
correct large income inequalities through taxes and
social transfers.

The degree to which society suffers from poverty is
generally assessed in terms of the poverty line, which
is a relative rather than an absolute concept, usually
defined as the proportion of households with income
of 50% or less of the average for the country as a
whole.

The impact of social transfer payments on the in-
cidence of poverty is considerable. Itis estimated that
without such transfers around 40% of all households
would find themselves below the poverty line,
whereas this is reduced to less than 15% as a result
of transfers.

At the Union level, inequalities between households
have tended to be examined by reference to levels of
household expenditure, for which some estimates
existfor anumber years, rather than income, for which

no. comparable data exist over time. These should
show a more equal distribution than income levels to
the extent that savings tend to be higher among
wealthier households than poorer ones. The data for
expenditure, which come from general surveys of
household spending, are adjusted for differences in
purchasing power and household size and composi-
tion (a smaller weight is accorded to children, for
example, than to adults).

A brief overview of the results (see Annex, Table 3)
shows that, at the end of the 1980s, the incidence of
poverty was generally higher in the South than in the
North of the Union. It was particularly high in Portugal,
where 27% of all households fell below the poverty
line and to a lesser extent in ltaly (22%) and Greece
(20%). At the other extreme, only 5-6% of households
in the three BENELUX countries and Denmark had
expenditure of less than 50% of the national average.
In the remaining countries, the proportion ranged
from 11% in Germany to 17% in both Spain and the
UK.

The data suggest that there was some increase in
rates of poverty measured in these terms in most
Member States during the 1980s, and it was only in
Ireland and Spain and to a lesser extent in Portugal,
where the proportion of households below the poverty
line declined. These countries had among the highest
incidence of poverty at the beginning of the 1980s
and it appears that the fruits of subsequent economic
growth have been more evenly distributed than pre-
viously, perhaps reflecting the stage of their econ-
omic development. More and more up-to-date
information, however, is required to determine how far
these changes represent long-term trends and to
assess the effects on distribution of the economic
recession of the 1990s.

More recent data on poverty in the 1990s can be
obtained from the first results of the new European
Community Household Panel (ECHP), which col-
lected information on household income — rather
than expenditure — for 1993. For most countries, the
income measure for this year indicates that there was
more inequality between households than shown by
the expenditure measure for the late 1980s and,
therefore, a higher incidence of poverty. Given the
different basis of measurement, it is not possible to
conclude anything about changes during the 1990s,
but the ECHP at a minimum suggests that the problem
in some countries remains serious.
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2.3 Other dimensions
of cohesion: quality of life
and European citizenship

The previous sections presented a traditional analysis
of the relative circumstances of Europe’s population.
The indicators used, relating to income and employ-
ment, remain the most solidly-based and widely
understood which are available. They have provided
the basis for decision-makers in undertaking difficult
regional and social policy choices at European and
national level.

At the same time, they are insufficient in themselves
to assess the full situation and other aspects need to
be taken into account, perhaps especially at Union
level. In the EU today there is widespread concern
about two further issues which relate directly to the
quality of life and cohesiveness. First, there is concern
about the consequences of economic growth for the
environment, in terms of increased congestion, pollu-
tion and degradation. This has given rise to a concern
with 'inter-generational cohesion’ and the need for
national and regional development to be sustainable
over the longer-term. Secondly, there is concern that
European integration should not become a geopoliti-
cal process remote from the needs of ordinary
people, but should be about the quality of European
citizenship in all its facets.

Sustainability

Sustainable development has been defined as 'develop-
ment which meets the needs of the present without
compromising the ability of future generations to meet
their own needs’ (World Commission on Environment and
Development (1987), Our Common Future, OUP). At its
heart, sustainable development emphasises the need to
move towards patterns of growth which lower the con-
sumption of non-renewable resources and which are
therefore reproducible over time.

According to the White Paper, Growth, Competitive-
ness, Employment, the essential contradiction in the
existing economic order is that production is too
intensive in natural resources which are scarce, often
non-renewable, and uses too little labour which is
plentiful. It called for a new framework — which
requires nothing short of 'a new model of develop-
ment’ — based on an integrated approach where
progress would be measured in terms of changes in

the overall quality of life resulting from economic
growth. This would attach particular importance to the
generation of local, community-based employment,
to the benefits derived from the improvement and
protection of the natural environment and to the
development of individual and collective responsi-
bility as the guarantor of sustainable growth. This new
model of development addresses cohesion — espe-
cially social cohesion — issues directly.

A basic challenge recognised in the White Paper is
to make the economic-ecological relationship a posi-
tive one. This is particularly important for regional
cohesion where the imperative, as discussed above,
is to promote rapid catching-up on the part of low-in-
come regions. In this context, sustainability concerns
must not be regarded as something which holds back
regional growth where it is needed most, but as a
source of new opportunities.

There are complex issues at stake in this regard. On
the one hand, there is an increasing awareness that
the quality of the environment is an important deter-
minant of a region’s attractiveness for new activities
and that regions can make best use of their natural
assets if their economic policies are geared to sus-
tainable development. The environmental sector is,
therefore, increasingly regarded by enterprises as a
business opportunity and by regional authorities as
an asset. Accordingly, sustainable development and
the narrowing of regional disparities can be
mutually-reinforcing.

On the other hand, environmental policy choices
need to have regard to existing regional disparities,
which have to be taken into explicit account in order
to minimise the risk of a further widening, to the
detriment of economic and social cohesion, espe-
cially in peripheral regions.

Subsequent chapters illustrate how the Union has
sought to incorporate environmental issues in re-
gional development programmes — which include
investment in clean water supplies, waste manage-
ment and land reclamation. (see chapter 5) — as well
as in transport and policies specifically for the envi-
ronment (see chapter 4).

Citizenship, democracy and solidarity

The idea of European citizenship — and the creation
of a people’s Europe in the broadest sense — has
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been implicit in the process of integration since the
beginning. The only true foundation for integration in
Europe is a sense of common purpose and solidarity
on the part of all of its people. Any notion of European
cohesion is inevitably intertwined with that of citizen-
ship, democracy and solidarity.

The Union is intended to develop opportunities for
people to work together in pursuit of shared
objectives. Beyond citizenship, which grants free
movement of people, political rights and greater
democratic participation, the Union promotes equal
opportunities for all through the respect of fundamen-
tal rights. The sense of belonging to the Union and
democratic participation are mutually reinforcing.
Democratic participation has been enhanced by the
institutionalisation of the social dialogue and the dia-
logue between representatives of civil society. It finds
concrete expression in the growth and development
of institutions over four decades, most notably via the
growing power and influence of directly-elected rep-
resentatives in the European Parliament and, since
1993, through the involvement of the regional and
local representatives in the Committee of the Regions.

An enhanced sense of belonging to the Union implies
more than bringing decision-making closer to the
grassroots. It is interrelated with a reduction in the
basic economic and social disparities discussed
above. The existence of under-used resources, in
disadvantaged regions or among excluded social
groups, serves to fragment European society, apart
from being a waste of economic potential. European
citizenship, therefore, places obligations on the Union
to work to eliminate major disparities in standards
of living between citizens in one part of the Union
and those in another and to promote freedom from
poverty and equal access to employment oppor-
tunities.

Again, it is not just the aims which are important to
cohesiveness: the way in which they are implemented
is perhaps as important because it provides oppor-
tunities for people to come together. This has been a
central component of European policies for solidarity
and cohesion (see chapter 5). At one level, it has
produced a spirit of cooperation between the
Commission and representatives in the institutions,
fostering a two-way flow of information and ideas
— extending beyond the formal requirements for con-
sultation contained in Community law — which has
contributed to the conception and formulation of

cohesion policies, raising the quality of the interven-
tions for the benefit of those whose lives are directly
affected.

At another level, the implementation of EU policies is
highly decentralised, devolving responsibility as
close to the ground as possible to promote partner-
ships between Member States and regions, and
to encourage cooperation and exchanges of experi-
ence. Not only is this a vehicle for innovation and best
practice, it is also essential for raising awareness of
European issues.

All of these developments have contributed to break-
ing down the barriers of nationality, without com-
promising the virtues of diversity. In other words, they
have helped lead to the formation of a genuine Europe
for all.

Concluding remarks

The analysis of this chapter demonstrates that there
has been significant progress in reducing economic
and social disparities in some areas and that some of
the weakest Member States and regions have
embarked on a long-term process of convergence
with the rest of the Union. This favourable outcome
persisted through the recession of the early 1990s,
although it has been accompanied by a general
deterioration in the employment situation throughout
the Union.

Economic convergence at the Member State level
has not always been evenly distributed between
regions and social groups. However, in countries in
the process of catching-up, these negative side-
effects of development are often difficult to avoid due
to the different dynamics of certain regions and indus-
tries. Within some of the most advanced countries in
the Union, there is evidence of weakening social
cohesion as a result of the effects of unemployment
on disadvantaged social groups and an increasing
incidence of poverty. On the other hand, rates of
employment are higher than a decade ago, though
women’s participation in the work force has risen
significantly.

The outlook for the labour market will be affected by
demographic trends. One important feature remains
the failure of fertility rates in the EU to pick-up, falling
to a post-war record low in 1995 of only 1.4 children
per women. This will reduce some of the inflows into
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the labour market in the next century, although there
can be other offsetting effects on total labour supply.

More generally, there are reasons to believe that a
process of fundamental economic reform has been
put in place in the weakest parts of the Union encour-
aged, as later chapters of this report will demonstrate,
by national and EU policies to develop infrastructure,
human capital and productive activity.

The prospects for further reducing disparities will
depend on this process continuing as well as on other
factors such as general economic circumstances.
Much also depends on policy developments. Policies
geared to macro-economic stability to provide the
conditions for growth are important in this context
(see next chapter), as are national and Community
policies to promote competitiveness and growth and
the creation of durable jobs.

Finally, past enlargements of the EU have generally
had the effect of widening regional disparities. It
seems likely that future enlargements will have a
similar effect since many candidate countries of
Central and Eastern Europe have incomes per head
significantly below the current Union average. As the
experience of previous enlargements demonstrates,
however, the Union has shown itself capable of
accommodating such differences and of moving for-
ward nevertheless.
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Chapter 3

Member State policies and cohesion: an overview

3.1 Introduction:
weakening internal cohesion

The evidence presented in chapter 2 suggests that,
even though a process of convergence between the
Member States is apparent, economic and social
cohesion within most Member States seems to have
experienced a setback during the 1990s in the form
of widening disparities in income and unemployment.

There are a wide range of Member State policies
which have implications for cohesion at national and
EU level, particularly:

e structural policies aimed at maintaining macro-
economic stability;

¢ redistributive policies aimed at achieving an opti-
mal allocation of resources in social as well as
economic terms and redistributing income
between persons and regions to avoid excessive
disparities.

These aims are not of course mutually exclusive and
it is generally the case that the same expenditure will
have a direct or indirect impact on all them at the
same time. Each is examined below.

3.2 Macroeconomic policies

The macroeconomic policies of the Member States
are important in creating the climate for economic
growth. In the four poorest Member States, in particu-
lar, where regional under-development problems

cover more or less the whole country, national-level
macroeconomic policies have a key role in ensuring
the effectiveness of EU cohesion policies designed to
promote higher public and private investment.

In view of the inter-dependencies and spill-over
effects created by trade and the movement of capital
as well as labour, countries have long since ceased
to regard their macroeconomic policies as purely
internal and have engaged in coordination. In the
European Union, macroeconomic coordination is
focused on establishing a stable macroeconomic
framework which is a pre-condition for achieving sus-
tained growth in the medium-term and for participa-
tion in EMU. Particular attention is devoted to the
convergence criteria of price inflation, exchange and
interest rates, public deficits and indebtedness which
— given the key role of these criteria in macroecon-
omic stability — even countries with an EMU ‘opt-out’
aim to fulfil.

Stability is of critical importance to the poorest
Member States, providing the climate for investment
and hence for obtaining the most from European
Union cohesion policies.

The evidence suggests that three of these countries
— Greece, Spain and Portugal — as well as ltaly,
where a large part of the territory is less developed,
need to maintain their efforts towards nominal conver-
gence although the emphasis may be different in
each case.

In global terms, significant progress in nominal con-
vergence has already been achieved, in particular in
relation to inflation rates which have converged to
levels which are among the lowest of the past
30 years. In Greece, Portugal, Spain and ltaly, rates
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have declined considerably in the last years, but are
still high compared to the Union average, especially
in Greece (Graph 19). Differences in interest rates are
areflection of a number of factors such as differences
in inflation rates, fiscal balances, exchange rate
movements, financial market confidence and the
credibility of the policy mix.

The current room for manoeuvre with regard to
exchange rate variation is determined, for coun-
tries participating, by the bands in the Exchange
Rate Mechanism (ERM) of the European Monetary
System (EMS). Within the wider bands adopted in
August 1993, rates have remained remarkably
stable. Although the central rate of the Spanish
Peseta had to be devalued four times between
September 1992 and March 1995, partly followed
by the Portuguese Escudo, pressure on curren-
cies inside the ERM has not been as severe as on
currencies outside the ERM.

Excessive budget deficits result in upward pressure
on interest rates providing less favourable conditions
for investment and growth. In addition, they lead to a
build-up of debt over time increasing the burden of
interest payments in public expenditure, which
reduces the financial resources at the disposal of
Member States to carry out even the most productive
programmes, such as investment in economic infra-

structure and training, while placing additional strain
on social expenditure. Partly as a result of the
recession, average debt for the Fifteen has been
creeping upwards since 1992 from around 60% of
GDP to over 70%. High indebtedness remains a
particular problem for Belgium, Greece and ltaly
(Graph 20).

With the introduction of a single currency, national-
level policies will continue to play an important role in
regional stabilisation. Adjustment will occur partly
through the automatic transfer mechanisms which
operate at the inter-personal level within the Member
State (especially through social security payments
and taxes). From a regional perspective, the situation
after joining European EMU will not be so different in
economic terms from that of belonging to a national
monetary union.

Without further political integration, responsibility for
these transfer mechanisms is likely to remain with
Member States. The present Community Budget is
too limited to contribute significantly to macroecon-
omic stability across the Union as whole, although
Union-level policies will help to underpin the position
of the weakest regions and Member States. At
national level, Member States participating in EMU
will have to combine fiscal discipline with the
necessary flexibility to be able to cushion, via inter-
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regional and inter-personal transfers, shocks which
temporarily threaten regional and social cohesion. As
discussed in the next section, adjustment is also
facilitated by improvements in the adaptability of the
work force.

3.3 Structural reforms and
expenditure-based policies

Alongside policies to promote stability, the Member
States for which catching up is a major objective also
need to ensure that their economies are adaptable to
the requirements of faster growth. Impediments to
resource mobility in its widest sense reduce their
efficiency and their ability to restructure and to exploit
new opportunities.

The Member State allocative policies take the form of
structural reforms to improve the functioning of the
markets and expenditure-based policies to provide
incentives to overcome market failures.

In the European Union, the Single Market Programme
(SMP) has been the motor for structural reforms,
sweeping away a wide variety of national measures
which served to limit trade and protect inefficient

activities. Member States have generally accompa-
nied this with market reform policies of their own.

These appear to have been largely successful in
Ireland and Portugal. Both countries have attempted
in this context to improve the flexibility of the work
force not only through reducing regulation but also by
raising skills, in tandem with determined industrial
development strategies to provide new opportunities
in modern activities and thus to attract FDI in export-
oriented sectors. In Portugal, this has been accom-
panied by deregulatory measures in the financial
sectors, in public services, the retail trade and the
housing market. Furthermore, administrative price
controls were lifted for many industrial products and
services. But in the other Member States most con-
cerned, more remains to be done.

In Greece, market reform has gone furthest in the
financial sector, bringing the economy into the wider
European monetary environment. But progress re-
mains limited as regards the working of the labour
market: wage variations are insufficiently related to
productivity performance at sectoral, enterprise or
plant level; regulation has limited flexibility by acting
as a disincentive to the redeployment of labour. More-
over, the Greek economy continues to be charac-
terised by close relationships between the
government, the wider public sector, the banks and
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selected large private enterprises. While such
arrangements are helpful in the formation of
consensus around economic policy goals, a less
desirable result is that the economy is less subject to
the disciplines of the market.

In Spain, while reforms linked to the Single Market
Programme have been extensive, there have been
only limited changes in two key areas affecting
performance: the labour market and the non-
traded (largely service) sector. The Spanish
authorities themselves identified the problem in
the convergence programme of early 1992 and its
revision in 1994. A set of measures in the service
sector to improve competition and transparency
were planned, along with measures to enhance
labour mobility through the reform of the education
system and to improve housing supply, adminis-
trative procedures and management of public
enterprises. Up to now, however, the assessment
on the implementation of these proposals is some-
what mixed and much depends on the outcome of
extensive reforms, mainly enacted in 1994, to ad-
dress the main labour market rigidities, including
working time regulations, occupational and geo-
graphical immobility, wage setting, recruitment
procedures and employment contracts. Signifi-
cant progress, on the other hand, has been
achieved in a number of areas linked to decisions
taken at the EU level, including transport services
and the financial system.

Through their expenditure-based, allocative policies
Member States can influence patterns of production
and consumption in order to achieve a more optimal
use of resources in social and economic terms.
Broadly defined in this way, all spending by the
Member States is allocative and mostly concerned
with social aspects. Thus services supplied to the
community and to households and persons directly
(education, health, social security and welfare,
housing community and cultural services) account for
50% to 70% of total general government expenditure
in the Member States, or between 20% and 30% of
national GDP. This social expenditure also plays a
significant redistributive role within the Member
States, often supporting spending of the lower
income groups who contribute less to its financing
through proportional or progressive tax systems.
They, therefore, contribute significantly to the
internal cohesion of Member States, as discussed
below.

’

Expenditure on economic services (regional
policies, research and development, trade promo-
tion, employment policies, etc.), on the other
hand, accounts for between 6% and 14% of total
government expenditure or 3% to 10% of national
GDP. These policies are intended to improve the
climate for firms and to affect the way in which the
job market functions. Apart from regional policy,
which due to its importance will be treated separ-
ately below, these policies have no intended spa-
tial effects and are operated largely without
reference to spatial considerations. Nevertheless,
such effects exist and merit careful analysis. The
analysis will be limited to R&D and employment
policies.

While R&D policies vary significantly between
Member States, they are generally aimed at
national objectives, such as the stimulation of
innovation and the improvement of competitive-
ness. While some of the larger Member States
have made efforts to regionalise public R&D
spending, it remains the case that though the
sums concerned are of a similar order of magni-
tude to regional incentives, their spatial distribu-
tions are virtually the opposite. Both overall R&D
spending and incentives are highest in relation to
GDP in the more prosperous countries and are
concentrated in the richest regions in all countries
for which regional data are available. In France,
Spain and ltaly, public spending is even more
unevenly distributed than private spending and is
thus often the main engine of disparities.

The net result is a reinforcement of existing disparities
inside the EU, contributing to a virtuous circle of
innovation and competitiveness in the more pros-
perous regions. This is an issue for European cohe-
sion which is unlikely to be resolved at the national
level, creating the space for more determined inter-
vention through EU structural and R&D policies, as
examined in chapter 4 below.

A major aspect of employment policy is that it helps
to prevent the exclusion of people from the labour
market, thus furthering social cohesion. Since the
European Council of Essen in December 1994, EU
Member States have been coordinating their employ-
ment policies within a Community framework, with the
aim to achieve a structural reform of the labour
market. Efforts have been concentrated in five priority
areas:
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¢ to improve labour force skill, Member States have
strengthened financial as well as fiscal measures
to encourage firms to increase their investment in
vocational training. Some Member States have
also launched extensive reforms of their vocational
training systems while others have increased sub-
stantially the number of training places available.
Specific measures have been introduced to im-
prove training levels for young people, in particu-
lar, through the apprenticeship system and
traineeships which combine work experience and
formal training;

e to promote more employment-intensive growth,
some Member States have encouraged the social
partners to reach formal agreement on more flex-
ible and shorter working hours. In other cases,
regulatory reforms have been undertaken to facili-
tate the use of part-time and other flexible types of
work. The expansion of services in social, com-
munity and home-care sectors, fulfilling unmet
demand in the personal sector, has been encour-
aged in some Member States, through various
means including regulatory reform, tax incentives
and the use of service-vouchers;

e to reduce labour costs, in cases where they
constitute a potential barrier to job creation, espe-
cially at the lower end of the skill and earnings
scale, several Member States have reduced the
level of social security contributions on selected
groups of workers, the low paid and those who are
disadvantaged in the labour market. In a number
of cases, total or partial exemption from contribu-
tions have been introduced to encourage the
hiring of young people or the long-term unem-
ployed;

e toachieve a similar objective, of reducing charges
or taxes imposed on labour to bring down the cost
of employment and thereby stimulate job creation,
in a number of Member States, an attempt is being
made to shift the burden of tax from labour to other
sources by extending the tax base. So-called
‘green’ taxes (such as the new landfill tax in the
UK) have, therefore, been introduced — or are in
the process of being introduced — in some coun-
tries to replace part of the social contributions
levied on employers;

e to improve the effectiveness of labour market
policy, most Member States are attempting to

rebalance expenditure from passive income sup-
port to active measures aimed at the integration of
the unemployed into paid jobs. In some cases
such efforts have sought to eliminate disincentives
by making the eligibility rules for unemployment
benefits stricter, in particular in connection with the
refusal of job offers. In other cases, the range of
policy instruments was strengthened and diversi-
fied, including training programmes, recruitment
subsidies, temporary job offers, job-search assist-
ance and business start-up aids. In some Member
States, reforms have been undertaken to improve
the efficiency of employment services, through
greater de-centralisation, deregulation and a
greater focus on the needs of special groups.

In all areas referred to above, priority has been given
to actions in favour of the re-integration of the most
disadvantaged groups, such as young job-seekers
and the long-term unemployed, as well as to achiev-
ing effective equality of opportunity between men and
women in working life.

Member States’ own regional policies

Most of the Member States operate their own policies
to assist their less developed regions or to achieve
other spatial goals. These policies are conceived and
implemented differently in different national contexts.
In some countries, it concerns incentives to capital
investment in the regions while in others, particularly
in France, it is more wide-ranging also including
policies of spatial planning involving infrastructure
expenditure. The objectives of regional policies are to
reduce disparities in economic development by
encouraging investment in the poorer areas and to
reduce disparities in unemployment, particularly that
linked to industrial restructuring, but also underem-
ployment in backward regions. In some Member
States, demographic and geographical issues, in
particular peripherality and the associated risk of
outward migration, also play a prominent role. Finally,
urban policy, especially in the UK and France, also
addresses problems linked to the decay in the physi-
cal and social environment in inner city areas.

As regards regional incentive policies — which are
common to all Member States — grant expenditure is
typically very low, accounting for between 1% and 4%
of total government expenditure. In ltaly, Germany
and France, however, grants account for less than
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40% of total regional aid expenditure, so that total
regional incentives are significantly higher in those
Member States. Germany and ltaly, the farge 'dual’
economies, also account for most expenditure,
around two-thirds of the total between 1989 and 1993
(Graph 21), although in Italy itis in sharp decline. Over
the same period, the four cohesion countries together
accounted for about one-fifth of total expenditure on
incentive while together they had almost one-sixth of
total population and just over one-tenth of total EU
GDP. In these Member States the amounts of regional
support are largely determined by the needs gener-
ated in co-financing the EU’s cohesion policies.

An intertemporal analysis reveals that Member
States are spending less of their budgets on
regional investment incentives over time. In a
longer term perspective this is particularly true in
Denmark, the Netherlands and the UK. Given that
grants do not constitute the most important instru-
ment of support in Germany, lItaly and France,
which have among the highest absolute amounts
of expenditure, and that the intertemporal devel-
opment of the other support measures is not
known, a reduction in grants would not necessary
imply that the importance of spatially-oriented pol-
icy is in overall decline in these countries.

National regional incentive policies have played a
necessary role in promoting EU-wide cohesion. The
lessons learned and experience gained in regional
policy at national level have contributed significantly
to the support for policies of solidarity and to the

21 Average annual expenditure on regional
asgistance in Member States, 1988-83
(ECU mn at 1993 prices)

quality of actions at EU level. In addition, insofar as
they help the most disadvantaged regions, Member
State policies contribute to European convergence
and cohesion. But while necessary from the point of
view of cohesion at the EU level, national policies are
not sufficient.

First, since they are faced with generalised problems
of lack of competitiveness across much of their terri-
tory, the intensity of expenditure in the cohesion coun-
tries — expressed per head of population in the
assisted regions — does not always give them a
significant advantage compared to many regions in
northern Member States. The northern Member
States concentrate their resources on a more
restricted population in the worst-affected regions,
typically between 20% and 40% of their total popula-
tion, often with some of the highest unemployment
rates in the Union and other serious structural prob-
lems. As a consequence, expenditure per head is
higher in the assisted parts of ltaly, Germany or
Luxembourg than in the cohesion countries
(Graph 22). Across the EU as a whole, this has tended
to mean that the concentration of resources on the
assisted regions with the lowest GDP is not as clear-
cut as it might be. In effect, and as discussed below,
lack of budgetary capacity has reduced the impact
of EU competition policies which permit higher rates
of intervention in poorer Member States. As a result,
the receipt of regional grants is determined at least
as much by the Member States in which the region is
located, as by needs. However, with the help of the
EU’s Structural Funds, the poorer Member States
have been increasingly able to offer comparable sup-
port for regional investment to many northern regions.

Secondly, in the absence of a decisive advantage
with regard to incentives, the weaker Member States
have more difficulty in competing with northern
Member States where supplier networks are more
developed and, as regards producer services, often
of higher quality. The superiority of business infra-
structure probably lies behind the research finding
that the effectiveness of regional expenditure and the
quality of the foreign direct investment (FDI) attracted
(in terms of such factors as decision-making
autonomy or innovative capacity) are higher the more
developed the economy. Countries and regions with
a long history of FDI attraction and experienced
regional development agencies, such as Scotland
and Ireland, succeeded in attracting higher quality
investments.
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Thirdly, the widespread availability of grant support
risks generating dead-weight, whereby incoming
investors receive grants beyond the level required to
make their investment profitable because of grant
competition between countries. Finally, given the par-
ticular problems of urban areas, the degree of suc-
cess of urban policy seems to be lower than that of
regional policy in general.

3.4 Redistribution

Member State redistributive policies change the dis-
tribution of income between people through flows of
taxes and benefits. As a result of such policies, the
distribution of personal disposable income (PDI) can
differ significantly from the distribution of income be-
fore taxes and benefits.

The effects of these policies can be seen clearly at
the regional level: since tax payments are related
proportionately or even progressively to income,
while benefits tend to be constant or even to decrease
with income, they involve involuntary but significant
implicit transfers from high income to low income
regions. As a result, the regional distribution of PDI
per head within the Member States tends to be more
even than the distribution of GDP per head. For
example, Northern Ireland, the poorest region in the
UK, has a GDP per head which is 68% of the figure
for the South-East, the richest region, but its PDI after
transfers is 85%. Similarly in France, Languedoc-
Roussillon moves from 55% of the GDP per head of
lle de France to 71% in terms of PDI per head.

The redistributive effects at the inter-personal
level also result from expenditure on the provision
of public goods and services, either free at the
point of consumption or at subsidised prices. The
inter-regional redistribution of such expenditure is
not transparent and cannot be found in published
accounts. They have had to be estimated for this
Report.

This analysis suggests that the regional disparities
after taking account of the effects of tax and public
spending flows through national budgets are
between 20% and 40% lower than the disparities in
regional GDP per head (Map 12, which shows esti-
mates of the net amounts transferred in 1993).
Member State budgetary policies, therefore, make a

contribution to cohesion, though primarily at the
national level.

National policies mostly concern aspects of social
cohesion and tend to impact on regional cohesion
indirectly. Study results suggest that even though
public expenditure accounts for between 40% and
60% of national GDP, the net regional transfers are
much smaller, equivalent to 4% of the GDP of donor
regions or 8% of recipient regions.

To the extent that national redistribution policies bring
regional and personal disposable incomes closer to
the national average, at the European level they also
bring the regional-level disparities closer to the
Member State-level disparities. As a result, they have
an important role to play in promoting convergence
and cohesion between regions at Community level.

At the same time, they cannot substitute for EU-level
policies. Since they are organised nationally, the
transfers are not systematically related to differences
in GDP on a European scale. For example, East
Anglia in the UK is of a similar level of prosperity as
Bretagne in France and both are just above the EU
average. Butin terms of transfers their position is quite
different. Bretagne receives net transfers equivalent
to around 3% of its GDP from the French State, East
Anglia transfers the equivalent of 3% of its GDP
(again, in net terms) to the British State.

The role of Member State redistributive policies is to
redress basic income inequalities and to widen

22 Average annual expenditure per head in
assisted areas, 1989-93
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Map 12
Net regional transfers in selected Member States, 1993
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opportunity and access to services. They serve an
essential purpose in social terms especially in view of
the need to combat poverty in the Union, as dis-
cussed in chapter 2 above. This means that transfers
which support consumption predominate over those
aimed at expanding investment. This is one of the
differences with Community policies which are mostly
concerned with the latter.

Striking an appropriate balance in public expendi-
tures between the ‘social’ and the ‘economic’ is an
ongoing difficulty facing national policy-makers.
Thus, for example, the failure over many decades to
effect long-term structural change in southern ltaly in
spite of large-scale transfers — which have, never-
theless, served to reduce household disposable in-
come disparities — appears to be an example of too
much of the former and not enough of the latter.

In ltaly, a new balance has now been struck, reducing
the emphasis on purely income transfers which are
difficult to sustain over the longer term. This has
meant, in effect, that policies for the poorer regions of
the Mezzogiorno increasingly work to a Community-
driven cohesion agenda which stresses structural
improvement and competitiveness. As noted above,
in the four poorer Member States of the Union, the
political priority given to expenditures in support of
regional economic competitiveness and develop-
ment, in the face of competing demands on the
national budget, can similarly be traced to the lead
given by policies established by the EU.

3.5 Concluding remarks

The preceding analysis provided an overview of
some of the policy instruments and political choices
deployed at national level in addressing issues of
economic and social cohesion. These policies con-
tribute to reducing income and employment dis-
parities at national level and, indirectly, at Community
level. They are, above all, the Union’s primary
defence against poverty. The evidence of chapter 2
suggests that, albeit in difficult economic circum-
stances, these policies have not been able to prevent
awidening of regional and social disparities internally
within the Member States.

This inevitably has negative effects on the quality of
life of sections of the population and on national

cohesion, as well as on cohesion in the Union as a
whole. It carries an additional risk of weakening over-
all efforts at the European level to promote solidarity
to the extent that it contributes to disaffection in dis-
advantaged regions and among the unemployed and
the poor.

As indicated in the introduction to this chapter, there
have been important constraints on the capacity for
independent economic policy action by European
governments over the last decade or so. Neverthe-
less, the preceding observations provide cause for
further common reflections on appropriate policy
responses.

In particular, they draw attention, firstly, to the role played
by fiscal policies over the last decade. One result has
been that the financial burden for repaying the public debt
has increased on average by 1.2 percentage points of
GDP; in some Member States such as Greece, Finland
and ltaly, the rise has been more dramatic. Under EMU,
national budgets will have to be managed in such a way
as to underpin economic stability and maintain low inter-
est rates while retaining sufficient flexibility to help smooth
out the cyclical ups and downs in economic activity.
Budgetary discipline is, therefore, an essential medium-
term objective and several Member States have already
announced their intention.to keep public finances in
balance, or even in surplus, partly in preparation for the
longer-term effects of supporting an ageing population.

Secondly, in relation to their overall budget, Member
States typically devote relatively small sums to expen-
diture on strategic economic services (regional
policies, research and development, trade promo-
tion, etc.) which address long-term competitiveness
problems. The issue of the correct balance between
efforts to cure cohesion problems and those which
seek to prevent them arising in the first place may
merit further reflection in this context.

In this regard, the Union has attempted to give a lead
by reinforcing the priority within all Member States of
efforts to promote investment for growth. For the
weaker Member States, however, budgetary con-
straints inevitably limit their capacity to undertake the
necessary rebalancing in favour of strategic expen-
diture in the fundamental way required to promote
catching up with the rest of the Union. Here, Union
intervention can offer financial support for wide-
ranging improvements in infrastructure and human
capital.
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Chapter 4

The policies of the European Union

Introduction

One clear manifestation of the process of European
integration is the wide range of areas where the Member
States have taken a deliberate decision to pursue com-
mon policies. In each case there is a specific set of
objectives, the origins of which can be traced, at least in
a formal sense, to the provisions in the Treaties. These
policies include those specifically targeted on improving
cohesion, which are the subject of detailed analysis in
chapter 5. The other policies — which are examined in
this chapter — have other objectives, though in some
cases, such as the trans-European network programmes,
they include explicit reference to cohesion. But even
where cohesion is not explicitly part of the objectives,
different regions and social groups tend, nevertheless, to
be affected differentially.

The concern of the following analysis is not to carry
out a critical assessment from a cohesion perspective
of policies designed to pursue other objectives.
Rather, it is to examine how, and to what extent, they
have helped to further cohesion aims and to consider
whether, and under what conditions, they could do
more to further this end without being diverted away
from the pursuit of their primary objectives. This is an
important issue in an era of continuous pressure on
public budgets, at both national and Community
level. In both financial and efficiency terms, it makes
sense, to take account, where relevant, of the effect
on cohesion when designing policy measures and to
take advantage of any opportunity for achieving
mulitiple aims through a given set of actions.

The Union policies examined here differ significantly
in nature and scope, but can broadly be considered
under four heads:

e agriculture and fisheries;

e measures to improve competitiveness — the
single, or internal, market programme (SMP),
research and development, competition policies,
industrial and trade policies;

¢ network policies —transport, telecommunications
and energy;

e measures to improve the quality of life — social
policy, education and training and environmental
protection and improvement.

4.1 Agriculture
and fisheries policies

Agriculture

In expenditure terms, the most important policy of the
EU concerns its intervention in agricultural markets
under the Common Agricultural Policy (CAP). The
market support or ‘Guarantee Section’ of the EAGGF
(the EU’s Agricultural Fund) alone absorbed almost
half of the total EU budget in 1994,

By ensuring the orderly development of markets and
by removing the uncertainty from a sector charac-
terised by long lead times in the production process,
the CAP has helped to secure, over several decades,
the supply of food for European citizens. It has also
supported and stabilised incomes in a sector where
employment has been under constant threat (see
chapter 2) and for whom there are generally few
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alternatives. The CAP has had a decisive impact on
activity in the sector: it has been estimated that half
the value of agricultural production is accounted for
by these transfers.

The CAP has also been the sectoral policy of the EU
involving the largest redistribution of income among
European citizens. Financial support under the Com-
munity Budget takes the form of a transfer of income
from consumers and taxpayers to agricultural pro-
ducers. The difference between prices inside the
Union and world prices, where these exist and where
they can be considered as valid reference prices,
also gives rise, implicitly, to income transfers. Direct
measures to improve the longer-term competitive-
ness of the agricultural sector are a separate, if
related, aspect of the CAP, specifically addressed
under another part of the EAGGF budget, the
'‘Guidance Section’, which aims at improving farm
structures. This involves only a relatively small propor-
tion of the EU’s agricultural budget (around 8-9%)
and its impact is considered later in chapter 5.

The CAP is a policy in a state of evolution, most
recently with the 1992 agricultural policy reforms,
which in turn has effects on the nature and extent of
the implicit transfers. The 1992 reforms addressed
the problem of growing surpluses for many agricultur-
al products by reducing price support and weakening
the relationship between payments and output in
favour of more direct support for farmers' incomes.

As already indicated, in supporting farmers indirectly
through prices which are generally higher than world
prices and directly through the payment of subsidies,
the CAP also involves large implicit transfers between
Member States and regions, economic sectors and
social groups. The CAP, therefore, has an effect on
cohesion. The following analysis considers the first-
order effect of these transfers before going on to
consider other effects.

The mechanism through which transfers from trade
come about is particularly complex: first, taxpayers in
one Member State subsidise domestic as well as
other EU producers through direct payments and
export refunds. Secondly, consumers subsidise na-
tional producers through purchases of domestically
produced food, but they also subsidise producers in
other Member States through intra-EU imports of ag-
ricultural products. Income is therefore transferred
between Member States according to their differing

patterns of production and consumption (the net
trade transfer).

The net trade transfer and other income transfers
(direct payments in certain sectors, such as tobacco
and cotton, and Member State transfers to the EU’s
agricultural budget) generated by the market policies
of the CAP have been estimated by external experts
for the period 1989 to 1994 (the methodological diffi-
culties of doing this are discussed in the statistical
annex to this report). The data, therefore, contain
information both for the period before and after the
1992 reforms (see annex). The reforms, however, are
not the only factor affecting the pattern of transfers:
there are many others which determine the perfor-
mance of agriculture in any country in any given
period and, accordingly, the net gains and losses
under the CAP.

The pattern of transfers
between Member States

Transfers under the CAP can be assessed for 1994,
the most recent year for which a complete data set is
available. This is an interesting year because it is the
first complete one under the new CAP regime, though
full implementation occurred only in the course of
1995/96. The estimates for overall gains and losses
by the external experts gave the following results:

e the net transfers in 1994 were positive for five
Member States. Ranked in order of the absolute
transfer, the five are GR, E, IRL, FR and DK. The
explanation for the transfers varies, however, from
country to country within this group. Typically, the
northern Member States — especially DK and
IRL — benefit more from trade transfers because
of patterns of specialisation which favour produc-
tion in the more protected sectors. The southern
Member States — GR and E — tend to benefit from
direct payments. FR also gains substantially
through trade — in 1994, it had the largest positive
effect from trade with EU partners of any Member
State — but it received even more in the form of
direct payments;

o the net transfers were negative for the remaining
seven Member States. Of this group, the three
large Member States, D, IT and UK, made
substantial gross contributions to the EU's agricul-
tural budget in the same way as FR, but unlike for
the latter, the trade effects were negative in each
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The development of market policies under the CAP

The traditional CAP was based mainly on market price support of farm output. This particular approach to agricultural
policy, being directly related to domestic supply, succeeded in generating a rapid increase in agricultural production
and self-sufficiency within the EU.

In the first years of the CAP, import duties, apart from allowing higher domestic prices and farm incomes, also
provided an extra source of financial resources for the Community Budget. The costs of the policy were borne almost
exclusively by consumers. From the end of the 1960s onwards, expanding domestic supply relative to domestic
demand created surpluses of dairy products, meat and cereals with the result that the EU had to provide incentives
to promote exports. In effect, European consumers and taxpayers were faced with a situation of ongoing support
for the incomes of farmers through higher agricultural prices than world levels, combined with the increasing costs
of surpluses in the form of export subsidies, storage and disposal costs.

In view of the changing circumstances, the EC Council of Ministers decided in 1984 to introduce production quotas
for dairy farmers to limit the budgetary costs which were particularly high in the dairy sector. By directly restricting
supply, the objective of reducing surpluses and associated costs was achieved, although this did rather less to
change underlying agricultural structures. A further step towards balancing demand and supply was taken a few
years later by taking land out of production under the land set-aside scheme. While savings on budget expenditure
were achieved the overall efficiency of the agricultural sector was not improved.

In view of ongoing pressures, including a preoccupation with the very variable effects of the CAP on different parts
of the Union, a major reform was introduced in 1992 which had effects on important product sectors of EU agriculture:
cereals, oilseeds and meats. Its main aim was to balance supply and demand by giving a greater role to the market
mechanism. The reform also sought to break the link between support to farmers and the quantity of production.
Payments to farmers are now based on historical yields. At the same time, compensatory payments remain linked
to the area cultivated by each farmer, but they are limited by regional or individual ceilings. Meanwhile, accompany-
ing measures seek to reduce over-supply and improve the environment by encouraging less intensive farming, the
afforestation of agricultural land and early retirement schemes for farmers.

Estimates of net transfers under the Common Agricultural Policy

The calculation of transfers associated with the CAP was undertaken by external experts. It requires a complex
analysis and a number of simplifying assumptions, due to the individual nature of different agricultural markets and
the fact that for some products, there is no international reference price.

Transfers between Member States

Transfers from taxpayers in each country are estimated by assuming that the share of each in the EU agricultural
budget equals the share of its contribution to the overall Community Budget. Transfers from consumers are estimated
by multiplying the amount of each product available for consumption in each country by the EU ‘price support'.
‘Total support’ is based on OECD data used to calculate PSEs (Producer Subsidy Equivalent) and CSEs (Consumer
Subsidy Equivalent). Because these data relate to a period before the Uruguay Round Agreement, they may not
necessarily reflect the relationship between EU prices and world prices after the agreement. This could mean that
the scale of EU price support is over-estimated. Since the OECD does not compute support rates for fruit, vegetables,
wine and olive oil, these had to be estimated.

Transfers between regions

Food consumption per head and average tax rates are assumed to be the same across all regions in each Member
State. Both assumptions are likely to mean that the burden on richer regions is under-estimated in relation to that
" on poorer regions, and more refined assumptions might, therefore, produce a greater cohesion effect.
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case while direct payments were substantially
lower. The BENELUX countries all experienced
positive trade effects. Agriculture in Belgium and
Luxembourg is relatively specialised in more pro-
tected products, but this was more than offset by
the negative effects of transactions under the ag-
ricultural budget.

The data suggest that the position has changed over
time. For the five Member States for which transfers
are currently positive, all have experienced increas-
ing transfers over the period. For Spain and France,
the effect has been to transform their position from
one of net loss to one of net gain. For the remaining
Member States, the position of net loss has been
maintained and only in the UK were net losses sub-
stantially reduced, especially in the period after the
reform.

The position of the four weakest
Member States

A priori, it could be expected that the cohesion coun-
tries would benefit from the CAP if only because they
have proportionately more agricultural producers
than the more prosperous and more urbanised north-
ern Member States. In the past, this has been offset
by a pattern of support under the CAP which was
related to the production of certain livestock products
and cereals. These are products of particular import-
ance for climatic and other reasons in northern Mem-
ber States. The 1992 reforms took an important step
away from this system and the pattern of transfers to
which it gave rise appears to have had the expected
effect of giving more support to poorer countries with
more agricultural producers. In particular, it reduced
the burden on consumers in poorer Mediterranean
countries by reducing the prevailing prices of cereals
and of beef and veal for which they are net importers.
Countries with higher dependence on agriculture also
benefited from moves towards direct payments fin-
anced by taxpayers.

As a result, and as shown above, three of the poorer
Member States — GR, E and IRL — were net benefi-
ciaries from the CAP in 1994 compared to two, GR
and IRL, beforehand. For Greece, the gains come
from a combination of high direct payments (mainly
to cotton and tobacco producers) and its low con-
tribution to the budget. It has experienced (smaller)
losses from trade because of lower protection rates
for its exports (mainly fruit and vegetables) and higher

protection for its agricultural imports (mainly livestock
products). Ireland has gained because of positive
trade transfers (it exports highly protected agricultu-
ral products), but also because of its relatively low
contribution to the agricultural budget. Spain
benefited from direct payments after the reform, the
main factor in turning its position from net contributor
to net beneficiary, although it also has signi<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>