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e new member states: best practice from around Europe

Foreword

There’s nothing like the arrival of EU funds to turn Eurosceptics into enthusiastic supporters. They are the most visible sign
of belonging to the European club and, if used well, they can help poorer countries and backward regions catch up.

Early evidence in the new member states has been encouraging. Rather than struggling to find eligible projects, many
funding programmes have been overwhelmed with applications. Poland even managed to contract its entire allocation
for 2004, something Greece is still unable to do after years of practice.

Nevertheless, experience in the EU shows that turning the fund money into eligible and worthwhile projects is remar-
kably difficult. But over the years, it has become easier to point to best-practice examples of EU-funded projects—and to
flops.

The report draws out lessons from these experiences for each of the main players :

e For local authorities and other public bodies, the challenge is to move away from simple, quick-fix projects—a new
road or training institution—and develop broader strategic visions that can mobilise local players and maximise the
cumulative impact of the funds.

e For companies, the challenge is to understand that EU money is there to finance public goals, not business ones, and
to develop projects that find a link between the two.

e For the funds administration, the challenge is to ensure adequate absorption of current funds now, while improving
programmes and institutions for the big money that will come in 2007.

This report is the fourth in a series on the business impact of EU enlargement sponsored by Ernst & Young and Oracle.
We would like to thank Karl Johansson, Nick Prentice and Christopher Hinze at Ernst & Young and Alfonso di Ianni, Sue

Locke, Janusz Naklicki and Hans Jarnik at Oracle for supporting this work in so many ways.

The report’s findings will be presented at meetings of Economist Corporate Network’s East European Group and at
Economist Conferences across the region.

If you would like any further information on the Economist Corporate Network, please contact Andrea Stark by phone
(+43 1) 712 41 61 40 or by e-mail andreastark@economist.com.

Do

Daniel Thorniley
Senior Vice President

4 © 2005 The Economist Newspaper Ltd. All rights reserved.
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=Xecuuve summary

Accessing EU funds in the new member states:
best practice from around Europe

e The ten new member states will get €10bn a year between them in
EU funds until 2006. In per capita terms, that’s less than half of the
average for the EU-15’s poorer cohesion countries. Measured as a
share of GDP, the amounts are similar.

e From 2007, the funds for Poland, Hungary, the Czech Republic and
Slovakia will probably double to reach the cap of 4% of GDP. The
Baltic states are around this limit already, while Slovenia is too
wealthy to be eligible for increased funding.

e The European Investment Bank, the largest donor before accession,
will play a key role providing expertise and co-financing for large-
scale infrastructure projects and SME development. Other donors,
like the World Bank, EBRD and USAID, hope to play a minor sup-
porting role to help new member states absorb EU funds better, but
are largely focusing their aid elsewhere.

e Countries like Greece, Spain and Ireland have received several
rounds of generous EU funding. That is unlikely to be the case for
the new member states. The 2007-13 budget period is probably the
last time that they will receive substantial aid transfers—so it’s im-
portant to use them effectively and fully from the beginning. After
2013, the EU will be focusing on how to finance the accession of
Turkey, the poorer Balkan countries and possibly Ukraine.

Bulgaria and Romania already receive €1.5bn a year between them
in pre-accession financing. That will rise to an average €5.2bn from
2007 to 2009 and probably slightly higher thereafter.

So far, the new members have been able to absorb the EU funds far
more smoothly than expected, already casting a poor light on lag-
gards like Greece and Italy. Demand for grants is generally high and
the quality of administration has been acceptable. The next big test
will come when the first lot of larger projects have run the full cycle
of project management and evaluation—and the money is then ac-
tually transferred from Brussels to the member states.

The three-year period until 2006 is something of a practice run.
Programmes are more centralised and designed more straightfor-
wardly than usual and there is a focus on simpler types of projects
to ensure the money is spent. Although weighting varies widely
from country to country, the two main priorities are transport infra-
structure and rural development. Other key areas are education and
training, small business development and the environment.

© 2005 The Economist Newspaper Ltd. All rights reserved.

e From 2007, the new member states will face three challenges in
accessing EU funds: to absorb twice as much aid and find co-financ-
ing for it; to develop strategies that ensure the funds are targeted at
the most effective projects; and to develop regional capacities for
programme development, management and evaluation.

Experience in the EU-15 shows that funds can play a significant role
in accelerating catch-up, as in Ireland, Spain and, increasingly, in Por-
tugal. But wasted on badly thought-out programmes in an environ-
ment that is not open to trade and investment, the funds can add
to the cycle of poor governance and aid-dependency as in Greece
and backward regions like Italy’s Mezzogiorno and parts of eastern
Germany.

A key challenge is to move away from simple, quick-fix projects
and develop broader strategies and programmes for different
villages, regions and sectors to maximise the cumulative impact
of the funds.

Best practice examples of projects from around the EU-15 show
that EU funds are most effective when they bring together the
interests of the public and private sectors, using the strengths of
each to find joint solutions to common problems.

For public bodies, this means creating new forms of problem-
solving dialogue with the private sector. For companies, it means
understanding that EU money is there to finance public goals,
not business ones and to develop creative projects that find a
link between the two.

Bottom-up involvement of local players is crucial to the success
of funded projects. Not only does it improve the prospect of
long-term viability, but the very act of involvement creates its
own dynamic, ensuring that large sums of aid stimulate growth
rather than dependency.

EU funds are bureaucratic and inflexible. This means they are
not always the right way of financing projects. Aid strategies
need to work around the weaknesses of the EU funds.



Accessing EU funds in the new member states: best practice from around Europe

LIdpter i

EU funds: how much, where and when?

EU funds are the icing on the cake of EU membership. For ordinary
people, they are the most visible sign of integration: construction
sites across the country, proudly declaring the support of the rest
of Europe. The rules and regulations that make up the plain va-
nilla sponge of membership are either frustrating or just too dull
to get most people excited. And the real driver of long-term catch-
up—deeper business ties and improved public administration—is
too gradual to catch much attention.

Nevertheless, the funds can play a significant role in accelerating
catch-up. A clever fund strategy in a good economic and business
environment turbo-charges the growth engine. That’s the story of
Ireland, and to some extent of Spain too. But funds can also be ir-
relevant or even harmful to convergence. Wasted on badly thought-
out programmes in an environment that is not open to trade and
investment, the funds can add to the cycle of poor governance and
aid-dependency. That was the experience of Greece into the 1990s
and also of backward regions like Italy’s Mezzogiorno and parts of
eastern Germany.

It’s too early to say what long-term impact the funds will have in the
new member states. The first few months of experience suggest that
the fears of administrative chaos and lack of eligible projects were
wildly overestimated. The new member states are keenly aware
that they will lose any money they fail to spend. And while a year
or two ago, officials were often openly pessimistic about their abil-
ity to absorb funds, now they are focusing on ways to ensure that
doesn’t happen. Poland even managed to contract out its entire al-
location of funding in 2004. Greece, on the other hand, is still strug-
gling to approve enough projects.

That is an important first step, but EU funds can only have a posi-
tive and lasting impact where they are not only used, but used ef-
fectively. And that is where the new member states need to focus
on the lessons of the rest of the EU. What made the funds more
effective in Ireland than in Greece? What did Portugal learn from its
first difficult years of funding experience? How does this knowledge
translate into projects on the ground?

How much funding is available for
the new EU member states?

The ten new member states are eligible for about €10bn a year in
EU funds for the first three years. Poland alone will get just over half
of the money, making it the fourth largest beneficiary in the EU after
Spain, Germany and Italy. Poland, Hungary and the Czech Republic
together account for three-quarters of all funds. On top of the €10bn
comes an additional €3bn or so in public money to co-finance the
funds, plus another €1bn or more in private investment generated
by funded projects.

That’s a considerable sum of money:. It represents over 20% of the an-
nual EU funding budget and more than three times the level of pre-ac-
cession aid. In per capita terms, it amounts to €134 per new EU citizen.
Subtract membership contributions and that is much the same as the
Marshall Plan which, translated into today’s money, came to about $80
per person. It all sounds remarkably generous, until you realise that not
even the Latvians, who get the most money at €208 per person, come
anywhere near the wealthy Irish who still enjoy €240 each—not to
mention the Greeks and Portuguese at €370 per person (see chart).

© 2005 The Economist Newspaper Ltd. All rights reserved.
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Per capita comparisons demonstrate the kind of shift in scale that
EU funding will have to make for the 2007-2013 budget period.
That debate is currently in full swing (see page 12). But when
economists compare funding levels they are less concerned with
fairness than with the impact EU funds are likely to have on the
overall economy. These are still small economies —Poland has the
same number of people as Spain, but an economy that is only a
quarter of the size. To get a more objective comparison of the size
of funds, it’s best to measure EU aid as a percentage of GDP.

And here, the new member states are broadly on a par with other
big aid recipients. The four “cohesion countries” (Spain, Portugal,
Ireland and Greece, which received money from the Cohesion
Fund to finance infrastructure investment in poorer countries)
currently get EU funds equivalent to 1.5% of their joint GDP. The
new member states will receive an average 2.3% of GDP per year
until 2006. The Czech Republic lines up with Spain at 1.3%, while
Poland gets the same as Portugal at 2.8%. Latvia and Lithuania get
well over 4% of GDP.

True, when Ireland joined in 1973 and Greece in 1981, they at
times got up to 7% of GDP in a variety of ad hoc aid programmes.
But neither was able to use the funds effectively. In Greece the
funds fuelled a plethora of irrelevant projects along with massive
corruption. By the time Spain and Portugal joined in 1986, the
Commission was working on more focused policies for poorer
countries, limiting most categories of EU aid to 4% of GDP, imple-
menting strong controls and specifying targets more clearly.

By the mid-1990s, the EU funding system had taken on something
like its current shape. Greece and Portugal, the two poorest coun-
tries, were getting aid worth around 3% of GDP, while Ireland and
Spain both got considerably less than 2% of GDP—broadly similar
to today’s new joiners.

The current size of funding is controversial for both givers and
receivers. But it’s really irrelevant for the future catch-up of the
new member states. The first three years is more or less a practice
run to learn how to absorb funds and to start work on major in-

EU funds per capita, €
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frastructure projects. The real money starts to flow in 2007, when
the new seven-year budget period begins. Although nothing has
yet been agreed, the signs are that funding for Poland, the Czech
Republic, Hungary and Slovakia will double (see details, page 12).
Transfers to the new member states will be the EU’s biggest aid
programme ever.

But for how long? The cohesion countries had a gentle run-in
period up to the start of focused EU funding in 1989. Funds were
increased by 50% in 1993 and then extended for another six years
in 2000, with a phase-out period for regions that had passed the
wealth marker, set at 75% of the EU average GDP. In short, coun-
tries like Ireland and Spain had over 18 years of consistent fund-
ing—time to make plenty of mistakes and still develop well-func-
tioning administrations, mobilise private investment and build
stronger economies. Portugal, Greece and parts of Spain will con-
tinue to benefit until 2013.

Turn to the new member states and the time-horizon is much
shorter. Aid transfers will be significant for the next seven years.
But once negotiations start for the budget period 2014-2020, the
EU will have 28 members (including Romania, Bulgaria and
Croatia) and will be frantically working out financial packages
for Turkey, four smaller Balkan countries and possibly Ukraine.
Consequently, instead of 18 years of funding and more, the cur-
rent new member states will get just ten full financing years, plus
a few more years of phase-out payments. “There is a big pressure
on us to act faster,” says Andrzej Szoszkiewicz, who runs fundus-
zonline.pl, a Polish information site and author of two books on
how to access funds. “The EU is moving forward. If we don’t use
the money now it may not be there in the future.”

In other words, to get the kind of growth boost from EU funds
that the cohesion countries got (see box, page 8), it’s vital for the
new member states to find ways of using the funds both quickly
and effectively.

EU funds as a % of GDP
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Do EU funds boost growth and catch-up?

The lesson from Ireland’s rags-to-riches story, Spain’s steady catch-up and
the years of stagnation in Italy’s Mezzogiorno or in Greece is that sustain-
able growth comes primarily from deeper economic integration and a con-
sistent reform path—not from aid money. So do EU funds actually work?

Over the past 17 years, two-thirds of EU funds have gone to six beneficiaries:
Spain, Greece, Portugal, Ireland, the Italian south (Mezzogiorno) and the six
east German federal states. The average GDP of these six did converge with
the EU average throughout the 1990s—growth on average was 1.4% points
higher—but there were enormous variations.

©® The Mezzogiorno showed no catch-up at all—in fact, the disparities
between the wealthy north and the poorer south widened. One major
reason was the lack of institutional capacity in the weakest regions.
Potential beneficiaries frequently failed to apply for money and ap-
proved projects were often so badly managed that they lost eligibility
for reimbursement from EU funds. Italy was only able to use two-thirds
of the money available in the 1990s, compared to an EU average of 79%
and Spain’s 87%. It still has the lowest level in the EU today.

© East Germany showed significant growth in the early 1990s due to a
construction boom unleashed by massive aid flows from the federal
German budget, which spent the equivalent of 35% of East German
GDP and 4% of total German GDP in aid. EU structural funds made up
only a tiny 5% of total public transfers. But the boom was short-lived
and east Germany has grown at the same rate as West German GDP or
below since 1997. What's more, the aid created a climate of depend-
ency and entitlement that is a further drag on the economy.

© In Greece, the funds tended to foster fiscal laxity and corruption
rather than growth up to the late 1990s. With the push to get Greece
into the Eurozone, the economy has stabilised and opened up to an
extent—and anyone who has been to Athens in the past year can see
the transforming effect of EU funds used to get the country ready for
the Olympic Games. But Greece has still failed to develop an approach
towards EU funds that goes beyond large infrastructure projects.
Indeed, the new member states’ enthusiastic and broad-based use
of funds is already being used to persuade Greece to get its act
together—or lose part of its funding allocations.

© Spain has become an efficient user of EU funds over the years, with
strong regional authorities defining needs. Economic growth has
remained consistently higher than in the EU.

© TIreland’s use of EU funds has been exemplary. First, it focused on
targeting the roots of competitiveness (for example, the lack of skills)
rather than just developing infrastructure or chanelling money to
private-sector projects. Secondly, it built EU funds into a co-ordi-
nated strategy of fiscal discipline, low taxes and incentives to foreign
investment that unleashed extremely high growth levels in the 1990s,
pushing the country’s GDP well over the EU average.

For some, the wide variation in outcomes is proof that funds are either
irrelevant to the convergence process or can even harm it by distorting
investment decisions and encouraging aid-dependence. But a closer
look at the examples of Ireland and Spain shows that the billions of
euros pumped into national infrastructure projects and poorer regions
accelerated the transformation into increasingly wealthy modernised
economies.

John Bradley, an economist at Ireland’s ESRI, who produces one of
the most-widely used independent models to measure the impact of
structural funds, argues that funds boost catch-up in two ways:
© directly and temporarily by boosting demand through investment
in buildings or machinery and equipment;
© indirectly and long-term by raising the stock of infrastructure
and human capital and encouraging deeper structural reform.

All countries benefit from the direct impact, but as with any subsidy,
its boost to growth is transient. It is the longer-term impact that is
more significant, but that is not guaranteed. It depends on two factors:
that the funds are actually used to promote structural change and that
companies actively respond to the improved economic environment.
The aim of the structural funds is to help improve competitiveness and
performance permanently—not just add a turbo effect.

That’s the good news—EU funds can boost national competitiveness
if used as part of a broader restructuring plan. The bigger question
is whether funds foster intra-regional convergence as intended. Over
the past decade, the gap between wealthier and poorer regions within
member states has grown by 18% despite the financing focus on dis-
advantaged regions. This is the case both in poorer countries like
Spain, where catch-up growth is concentrated in key areas, and in
the backward regions of wealthy member states like Mezzogiorno or
east Germany.

Regional policy officials in the EU generally argue that this is a result
of globalisation. The funds, they claim, slow down a process that would
otherwise become destructive. But a recent study by economists at the
EU’s Ecofin Council suggests that the twin goals of competitiveness
and convergence pursued by the funds could well be at odds with each
other. GDP growth could be 1.6% higher if public funds were focused
on growth regions rather than backward ones, the report claims.
Slovakia’s radical government has taken this to heart—for example, it
wants to subsidise housing in boom areas to encourage labour mobil-
ity rather than invest in declining areas. But with regional disparities
in the new member states even wider than in the Cohesion countries
and growing all the time, balancing these two goals will become an
increasingly central political issue.

© 2005 The Economist Newspaper Ltd. All rights reserved.
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Can the new member states
absorb all the funds?

Learning to absorb EU funds takes time. Even well-tun Austria
needed two years to start drawing down money, when it joined
in 1995—and its record on absorption is still patchy. Spain and
Portugal, now among the best at absorbing funds, took a good eight
years to get up to speed (see chart). And countries like Poland and
Hungary saw delays of up to two years to get funding from the more
complicated pre-accession schemes.

Absorption is often cited as a key issue in defining whether EU funds
will translate into growth or just become part of the stagnation of
undeveloped regions. But absorption actually covers three types of
obstacles to using funds effectively —the availability of co-financing,
the supply of eligible projects and administrative capacity.

e Co-financing is not a significant obstacle for now. For the first three
years, countries have raised sufficient public funds to match the EU
funds, supported by loans from the European Investment Bank (EIB,
see page 14). For the private sector, where companies need over 50%
co-financing in loans and/or other grants, commercial banks and
institutions like the EIB and World Bank have introduced a variety
of new products to support small businesses applying for EU funds.
Commercial banks are also offering bridge financing, with loans that
are repaid once the EU grant is received.

But from 2007, the volume of co-financing required will rise enor-
mously. Assuming funds to the ten new member states rise to €20bn,
they will need to come up with a minimum of €7bn to co-finance
projects—that is a quarter of the total funding spent. Without a
significant participation of the private sector, particularly in large
infrastructure projects, but also in smaller regional projects, finding
co-financing will become an obstacle to using EU funds.

o The supply of projects has also been far higher, overall, than most
in the Commission or the new member states expected. In Poland,
for example, calls for applications from municipalities for local infra-
structure projects have been oversubscribed several times. Only 40%
of eligible projects were able to receive financing.

Small businesses, which are eligible for considerable amounts of di-
rect financing from EU grants, have also responded enthusiastically.
To be sure, there have been teething problems, like ensuring that
companies hand in technically correct applications with all the right
documentation. But these have been far outweighed by the number
of applications. In Poland, for example, a grant for starting up a small
business attracted 700 applications. Around 200 passed the technical
check, but there was only sufficient funds for 17 grants to be awarded.
In Hungary, the SME grants attracted 11,000 applications of which
40% were technically correct. Indeed, the influx of applications was
so great that some programmes had to be closed early, before their
pre-set deadlines.

© 2005 The Economist Newspaper Ltd. All rights reserved.

With these experiences, authorities are looking at ways to reshuf-
fle allocations to ensure money is directed to areas where demand
is greatest. But that will not solve the major problem for the long
term. For while relatively simple projects, like local roads, training
centres or grants to SMEs, have blossomed, more complex tenders
for projects to develop the information society or regenerate urban
areas have failed to generate much interest. That is partly a matter
of time—complex projects take longer to develop. Nevertheless, get-
ting these kind of projects off the ground is vital if the EU funds are
to contribute to long-term growth.

Absorption of EU funds, 1993-1999, payments as % of
commitments

|
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Spain

Greece
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Sources: European Commission, ECN

e The question of administrative capacity in the new member
states has kept many an EU official awake at night over the past
few years. But again, the actual performance has generally been
better than expected. Poland was always viewed as the prob-
lem child in this respect. But its long-criticised authorities have
surprised the EU by working relatively smoothly. The Hungar-
ians and Slovaks are generally on track too, although Slovakia’s
centralised evaluation system has slowed things up initially. The
Czechs have had mixed success. They have appointed the effi-
cient inward investment agency, CzechInvest, to handle funding
to the private sector. While most are enthusiastic about the serv-
ice, public grants have been slower to get off the ground.

But it’s too early to talk of success for two reasons. First, the
administrative process is still in the very early stages—getting
the programmes up-and-running and soliciting the right kind of
projects from local councils, NGOs and the private sector. The
challenge is to ensure that projects are managed and evaluated
correctly so that the EU is willing to transfer the funds once the
project is completed. The real test, then, will come in a year or
so when the first lot of larger projects have run the full cycle of
project management, evaluation and reimbursement. Secondly,
the EU insisted on a simpler, more centralised administration
of the funds. From 2007, however, the larger countries will give
more power to regional authorities—already the weaker link in
the chain.



Accessing EU funds in the new member states: best practice from around Europe

What are the main priorities
for spending the funds?

Every seven years, the EU draws up a new programme for EU funding
as part of its budget planning. Member states have to renegotiate the
size of the total funding budget, the criteria for deciding which country
or region is eligible, and the spending priorities.

Within this framework, each country comes up with its own plan for
spending the money. In the larger countries, this is known as the Na-
tional Development Plan. In the smaller ones, which are treated as just
one region, it’s called the Single Programming Document. Both types
of plan lay out the priority areas for spending, the broad goals which
the funding is designed to achieve and the targets on which the plan’s
success will be measured. The plan has to pass muster in Brussels,
which often requires a bit of tweaking.

The new member states joined the EU in the middle of the 2000-2006
budget period. That’s why the first spending plans were for three years
only, from 2004 to 2006. But governments are already busy finalising
drafts of plans for 2007-13.

At present, for the new member states, there are three main categories
of funds, each run by different institutions and with different aims
and procedures.

e Structural funds for development of poorer regions

 Cohesion Fund for national infrastructure projects in poorer coun-
tries

» Temporary Rural Development Instrument for restructuring farming
areas under the Common Agricultural Policy

Structural funds

The structural funds account for the bulk of EU funding, over €30bn a
year in the EU-25, with around €5bn earmarked for the ten new member
states. They are also by far the most complex—both inherently and be-
cause there was no equivalent pre-accession fund to practise on.

Structural fund priorities, % of total, 2004-06
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EU funds per year, by type, 2004-06

M Structural funds
m Cohesion Fund

Rural development fund

€1.9bn

€2.8bn

Sources: European Commission, ECN

Structural funding goes to regions where the GDP per capita is
lower than 75% of the EU average. These are known as Objective 1
regions. The rest goes to regions with structural difficulties (Objec-
tive 2), training programmes in wealthier regions (Objective 3) and a
smattering of inter-regional projects (Interreg) and projects to com-
bat inequality and discrimination. Among the new members, only
the Prague and Bratislava regions and Cyprus are too wealthy to
qualify for Objective 1 funds. They have mini-funding programmes
based on Objectives 2 and 3.

In the old EU, the bulk of structural funds are managed by regional
authorities, although the degree of decentralisation varies widely
from virtual autonomy in Spain to a strong national emphasis in
Portugal. In the new member states, the regional element is ex-
tremely weak for three main reasons.

1. Six of the ten new members—Slovenia, Estonia, Latvia, Lithuania,
Cyprus and Malta—are so tiny that they consist of only one region
for EU purposes.

2. Of the remaining four countries, only Poland has EU regions that
correspond to administrative regions (the voivodships) which have
a tangible sense of identity. Even here, regional authorities tend to
be weak after 40 years of centralising Communist governments. Po-
land is anxious to give the voivodships more power to set their own
priorities in the future. The Czechs are also commiitted to greater decen-
tralisation, with an emphasis on engaging the smaller districts (kraj)
within EU-defined regions. Hungary has placed less emphasis on
decentralistion, while Slovakia has centralised all its programmes.

3. The priority for 2004-06 is to absorb as much money as effec-
tively as possible. That has meant focusing on administrative
simplicities wherever possible. Consequently, the emphasis is large-
ly on national thematic and sectoral priorities, outlined in a number
of Operational Programmes. These focus on areas like transport, hu-
man resources, competitiveness and rural development (see Chap-
ter 3 for more details). Poland and the Czech Republic have devoted
around 30% of resources to regional development projects, managed
at the regional level but based on nationally defined objectives.

© 2005 The Economist Newspaper Ltd. All rights reserved.
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Added complexities

Structural funds have developed over the years as the EU put aside pots
of money to deal with specific structural problems as they arose—and to
pay-off intransigent member-states who were blocking other policy initia-
tives. Although the framework for spending the money is defined anew
every budget period, the actual money still comes out of these various
pots and each is governed by particular rules. That politicised and ad
hoc history explains some of the horrendous complexity of structural fund
regulations. Nobody needs to know history to apply for EU funds, but it
is important to understand a few basics.

There are four pots of money that make up the structural funds:

© the European Regional Development Fund is by far the biggest
and finances infrastructure projects and initiatives aimed at
boosting competitiveness;

© the European Social Fund finances education and training;

© the European Agricultural Guidance and Guarantee Fund
finances rural development;

© the Financial Instrument for Fisheries Guidance finances fishing
development.

The new member states have tried to simplify things as much as pos-
sible by linking different operational programmes to one specific fund.
A Human Resources programme will be funded from the European Social
Fund, for example, which has easier regulations, fewer controls and
smaller amounts of money. Smaller infrastructure or competitiveness
projects are financed by the European Regional Development Fund, where
applications are much more complicated. The large-scale regional pro-
grammes in Poland and the Czech Republic can tap money from both of
these funds, but calls for applications are always for one specific fund.

If the individual regions in the new member states still have
little say in how EU funds will be spent, national priorities
vary enormously (see chart). Poland is focusing heavily on
local road-building, for example, the Czechs on education and
training, the Slovaks on rural development and the Latvians
on SME development.

The structural funds can provide up to 75% of the financing for
an eligible public-sector project—the remaining 25% must come
from other public sources (national, regional or local). Across the
EU-15, the average EU share in funding, known as the interven-
tion rate, is about 40%, while Spain has enjoyed the highest av-
erage to date with 68%. In projects involving the private sector,
the intervention rate is between 35% and 50% depending on the
poverty of the region.

Cohesion Fund

© 2005 The Economist Newspaper Ltd. All rights reserved.

The Cohesion Fund was set up in 1993 to finance large national
transport infrastructure and environmental projects in poorer coun-
tries, defined as having a GDP lower than 90% of the EU average.
Until enlargement, only Greece, Portugal, Spain and Ireland were
eligible for this money. Now they have been joined by all ten of the
new member states, doubling the amount spent annually on these
projects to around €5bn.

For the original cohesion countries, the Cohesion Fund accounts for
no more than 20% of overall fund transfers. But the EU decided to
increase its weighting for the new member states to a good third of
aid flows. The idea was to avoid overburdening regional authorities,
to ensure infrastructure build-out and maintain a closer control over
spending. Unlike the individual structural fund projects, which are
approved in-country, larger-scale Cohesion Fund projects have to
get the nod from Brussels. The Cohesion Fund also requires less co-
financing—usually 15% compared to 25% for structural funds.

The cohesion fund replaces a similar pre-accession fund, known as
Ispa, but at €2.5bn a year, it is three times larger. In the next three
years, it will focus largely on highway infrastructure and waste-wa-
ter treatment. Infrastructure projects worth less than €10m will be
handled by the structural funds.

Cohesion Fund per year, €m, 2004-6
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Temporary Rural Development Instrument

Rural development funding in the EU is an indescribable quag-
mire of different policies, institutions and funding sources that has
emerged as Brussels tries to wean its members away from financing
farmers and towards supporting the diversified development of ru-
ral areas. From 2007, the various bits and pieces will be brought into
one larger fund as part of the Common Agricultural Policy.

The new member states have already moved some way towards
simplification. Although rural development is still supported by
specific operational programmes under the structural funds, the
bulk of spending is now in the Temporary Rural Development In-
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strument, a fund specially for the new member states that falls un-
der the Common Agricultural Policy.

At €2bn a year, this fund is far bigger than equivalent CAP rural de-
velopment funds in the existing member states, and three times big-
ger than the Sapard pre-accession programme it replaces. The idea is
to compensate for lower direct income supports (some of the fund
can be used to top these up) and encourage broader restructuring of
the farming sector.

The rural development fund provides 80% co-financing and
the aim is to tackle structural problems in rural areas and fa-
cilitate absorption of structural funds. Money can be used in the
following areas:

» early retirement of farmers

» support for less favoured areas or areas with environ-
mental restrictions

» agri-environmental programmes

» afforestation of agricultural land

» specific measures for semi-subsistence farms

» setting up of producer groups

» technical assistance

» special aid to meet EU standards

> top-ups for direct income payments

How will EU funding change
from 20077

The next budget period is crucial for the new member states. Today’s
annual flow of €10bn in EU funds was a compromise worked out by
the EU-15 to allow enlargement to move ahead without costing the
earth. But the newcomers are now sitting at the negotiating table and
will push transfers as high as possible.

The Commission is proposing to spend €336bn on EU funding for
the period 200713, or getting on for €50bn a year. That’s an increase
of about 30% over the 2000-2006 period, taking into account all pre-
accession funding, and it involves raising the total EU budget to just
over 1% of EU GDP. Some 42% of the funding would go to the ten new
member states, doubling annual flows to €20bn a year—and more if
the separate Rural Development Fund is taken into account. Add Bul-
garia and Romania, which will join in 2007, and Croatia sometime
later, and the proposed aid flows to the region are up to €23bn.

Debate is heated, but nobody questions the need to focus on the new
member states. Wealthy countries are opposed to raising the over-
all budget and existing beneficiaries like Spain are opposed to losing
eligibility for vast sums of money, despite phase-out payments. And
everyone is worried about future spending as enlargement continues.
But when talks are over at the end of 2005 or spring 2006 at the latest,
the increase for the new member states will be substantial.
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Poland will take Spain’s place as the largest beneficiary by far. Al-
though a few regions, like Warsaw and Budapest, might lose their
priority status, the larger countries will see funds double at least.
The Baltics will get only small increases due to the cap on transfers
at 4% of GDP, although they are pushing to have this restriction re-
moved. And Romania, as the second largest new member state will
soon move into the big money with an average of €2bn a year from
2007-2009 (see page 13).

According to the new proposals, the programmes will be simpler
and more clearly focused on the three goals of catch-up for poorer
regions, faster growth for developed ones and stronger integration
across the EU and with its neighbours:

1. Catch-up for poorer members: similar to the current Objective 1
plus the Cohesion Fund: accounts for 78% of spending.

The EU will continue to define poorer regions as having less than
75% of average GDP per capita and poorer countries as having less
than 90% of the average, but this will be measured against the EU-25
average in 2006. Regions that have become “wealthy” overnight by
the statistical effect of enlargement will receive transitional funding
on a declining scale between 2007 and 2013.

2. Competitiveness and employment: similar to Objective 2: ac-
counts for 17% of the total.

For wealthier regions to increase their capacity for innovation, cre-
ate jobs and support restructuring in areas of decline.

3. European co-operation: an expanded and simplified version of
Interreg, accounting for 14% of the total.
The aim is to encourage inter-regional projects within and between
member states and with EU neighbours.

The current mix of rural development initiatives will be concentrat-
ed into one fund run as part of the Common Agricultural Policy.

The next wave of enlargement

With all the focus on the new member states and their access to EU
funds, it’s easy to ignore the next wave of accession countries. But
almost €2bn a year is already flowing into the remaining candidates
for membership—Romania, Bulgaria, Croatia and Turkey. After 2007,
it will be much more.

Romania and Bulgaria are set to join the EU on January 1, 2007.
Negotiations are complete with both, although the EU has left itself
the option to delay entry by a year if accession countries fail to
carry through promised reforms. In anticipation of coming mem-
bership, pre-accession funding went into high gear in 2004, with
Romania receiving an average of over €1bn a year and Bulgaria
about €500m.
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EU funding is broken down into three pre-accession instruments:

e Phare accounts for half of pre-accession funding. It is used for tech-
nical assistance projects that prepare Bulgaria and Romania for EU
membership. (Bulgaria also gets an extra €200m over the three-
year period to decommission its Kozloduy nuclear power plant).

e Ispa is the pre-accession equivalent of the Cohesion Fund and
accounts for a third of funding. It is used for large-scale national
road-building and environmental projects.

e Sapard is the pre-accession equivalent of the Rural Development
Instrument and accounts for one-sixth of funding. It is used for
projects to promote the modernisation of agriculture and the di-
versification of rural areas.

Pre-accession financing per year for
Bulgaria and Romania, 2004-06

M Phare
M Ispa
Sapard

€752m

Sources: European Commission, ECN

From 2007-09, assuming both join the EU as planned, Romania and
Bulgaria will start with an initial three-year programme for EU fund-
ing, like the 10 new member states. The amounts allocated will be
raised gradually each year, reaching the 4% cap for structural and
cohesion funding in 2009. The idea of a three-year package is less to
provide a training ground for the two new members than to ensure
a clear financial package, regardless of how negotiations develop
in the 2007-13 budget period. Unlike the ten current new member
states, Bulgaria and Romania will have to draw up National De-
velopment Plans for the full seven-year period, based on whatever
goals and priorities are decided by the end of 2005.

From 2007-09, Romania will see average annual flows increase 2.5
times to €3.7bn. That is €168 per person, compared to a current
average of €134 for the ten new member states. Bulgaria’s annual
flows will rise three times to €1.5bn. That is equivalent to €188 per
Bulgarian. After 2009, funding increases will be constrained by the
4% cap on fund transfers and will probably stay at around the 2009
level for much of the budget period.

Romania, in particular, will also get a sizeable chunk of rural de-
velopment funding. Already now, Romania and Bulgaria share a
Sapard budget between the two of them that is equivalent to half
of what the ten accession countries used to receive. Between 2007
and 2009, Romania will get a total of €2.4bn in rural development
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funding, part of which will be used to top up direct income pay-
ments to farmers. The funds will make up 22% of Romania’s total
fund transfers, compared to a 19% average for the ten new member
states. Bulgaria will get €618m over the first three years of member-
ship, making up only 14% of total fund transfers.

Croatia and Turkey

Croatia was due to start official negotiations in March 2005, but
these have now ben postponed due to lack of co-operation with
the Hague Tribunal. This is a political setback for Croatia but talks
are likely to start by the end of the year. Although the country has
worked hard to align itself independently with EU laws and regu-
lations, there is no chance that it can catch up with Bulgaria and
Romania, which will sign their accession treaty in April, leaving two
years for ratification. If everything goes smoothly, Croatia could join
in 2009.

Until 2005, Croatia was part of a special EU funding package for
South-Eastern Europe, known as Cards (Community Assistance for
Reconstruction, Development and Stabilisation). Now that Croatia
has graduated to the standard pre-accession financing programmes, it
will get $8om in Phare technical assistance and €25m for infrastruc-
ture projects via the Ispa scheme annually. By 2006, Croatia will also
be eligible for €35m of Sapard financing for rural development.

From 2007, it’s all change in EU aid to pre-accession candidates.
Out go the ad hoc mix of aid instruments, which evolved over the
past 15 years to cope with different needs. Instead of different pro-
grammes for different areas, there will be one pre-accession instru-
ment for both the two remaining candidates, Turkey and Croatia,
and for the four potential candidate countries in the West Balkans
(Albania, Bosnia-Herzegovina, Macedonia and Serbia-Montenegro).

Turkey will start EU negotiations in October 2005, with accession
expected around 2015. In 2005, it is scheduled to receive €300m in
EU assistance through its special pre-accession programme, rising to
€500m in 2006. From 2007, Turkey will switch to the new Pre-Ac-
cession Instrument. Assuming a pre-accession funding level starting
at around 1% of GDP in 2007, Turkey would then receive total an-
nual aid flows of €1.5bn.

Are other donor funds still around?

Which institution was the major source of external financing in the
accession countries over the past decade? Not the EU pre-accession
funds or the World Bank or EBRD, which everyone has heard about.
It was the little-known European Investment Bank (EIB), which
pumped €27bn into the region before enlargement, mostly in trans-
port and other large infrastructure projects, but also in SME financ-
ing and a range of other areas.

The Bank was set up in 1958 as the EU’s autonomous long-term
lending institution. Its purpose is to finance capital investment
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which promotes European integration and furthers EU goals. With the
new member states now shareholders in the Bank and eligible for
full access to its facilities, the EIB will increase its financing in Central
Europe from around €4bn in 2003 to over €5bn in 2006. That adds
both considerable weight and extra leverage to the €10bn flow of EU
funds.

EIB financing in the new member states largely breaks down into

three types:

¢ Individual loans for large infrastructure projects, mostly co-financed
by the Cohesion Fund (together EIB loans and EU funds cannot
make up more than 90% of an investment)

» Framework loans for national governments to co-finance and pre-
finance EU-funded projects. Poland, for example, has negotiated a
€500m framework loan with the EIB.

* Medium-to-long term loans to commercial banks to be used in spe-
cific EU-backed lending programmes for SMEs and municipalities.

EIB financing will be crucial in ensuring that the new member states
make the most of EU funds. First, it gives national, regional and local
authorities flexible, low-cost and long-term funds with which to co-fi-
nance EU-funded projects. And secondly, it provides long-term financ-
ing for infrastructure projects, mobilising not only EU funds, but also
private-sector funding.

For most other international donors, EU enlargement has prompted a
rethink and reduction of their funding role. For over a decade, organi-
sations like the EBRD, World Bank and USAID have pumped billions
of euros into the new EU member states.

For the EBRD, countries like Poland and Hungary were the first benefi-
ciaries in the institution’s successful evolution into a beacon of com-
mercially savvy public financing. The World Bank got a new lease on
life as transition countries translated Bank advice and funding into
successful reform programmes. Slovenia even crossed the line to be-
come a donor country in 2004. America‘s bilateral aid programme US-
AID also had remarkable success, especially in Poland with its venture
capital schemes. “Rarely has a country receiving US assistance made
so much progress in so little time,” the USAID reports triumphantly.

But those days are gone. The eager Central European students have
graduated into EU members. Their aid needs are comprehensively
defined in EU programmes, leaving little space for manoeuvre, and
the money is largely covered by EU funds and capital markets: sover-
eign borrowing is now generally cheaper for the new member states
than loans from donor orgnaisations. The international institutions
are struggling to find a new role.

e The World Bank is changing its relationship with the new
member states from “assistance” to “partnership”, opting to focus on
helping its Central European clients meet the co-funding and reform
challenges of EU membership.

The World Bank (including its private sector arm, IFC) invested $12bn
between 1989 and mid-2004 in 153 projects in the eight countries. It still
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has 32 projects on-going, focused on infrastructure, energy, environ-
ment and rural development. Poland took over half the funding and
is still by far the most active beneficiary, launching loan programmes
worth over $400m in 2004 alone (in areas from coal reform to road
maintenance).

The World Bank’s standard assistance programmes for the region
ended in 2004. They are being replaced by flexible Partnership
Strategies for 2005-07. These are different for each country—and can
change as required—but they focus on two main areas:

» Helping to cover part of the co-financing needed to draw down
EU funds or to pre-finance investments that would ultimately be
reimbursed by the EU.

e Providing policy expertise where requested, backed up by an EU8
Technical Assistance Loan Facility, particularly for building up the
professional capacity of public services.

The IFC says it is taking a more “selective role” in Central Europe,
investing in underdeveloped sectors, participation in difficult priva-
tisations and launching innovative financial products. It also wants
to support private sector investment into the region’s non-EU neigh-
bours.

e The European Bank for Reconstruction and Development
(EBRD) is still defining exactly what role it can most usefully play
alongside the EU funds. Set up 13 years ago to finance the transition
process, it found a clear funding niche by adding extra impact to
commercial financing. It shares risk or forges into new areas of busi-
ness or innovative forms of financing, thus stimulating the market
to take over.

The EBRD has invested a total of €8.5bn in the eight countries to
date. Initially Poland and Hungary were by far the biggest benefi-
ciaries; now Russia alone accounts for almost a third of business,
followed by Romania. That shift in focus is partly a measure of the
EBRD’s success in building a commercial financing market, but it
also reflects the increase in EU funding. In 2004, the new member
states accounted for less than €8oom out of a total business volume
of almost €4bn.

The Bank will continue to help finance the final bits of privatisation
and restructuring; it will also continue with small business credit
lines to commercial banks. But, increasingly, its most important
role is likely to be in infrastructure financing. The bank pioneered
public-private partnerships in the region and has supported govern-
ments in creating a supportive legislative environment for this kind
of project (see page 19). Now it is focusing on the role it can play in
stimulating PPP projects by taking on more risks and offering loans
without a sovereign guarantee.

» USAID, the largest bilateral aid programme, saw the writing on
the wall early, closing virtually all its operations in the eight ac-
cession countries by 2000. It had played a key role in SME financ-
ing and bank privatisation, spending over $1bn in ten years in
Poland alone. Its only office in these countries is in Hungary and it
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co-ordinates aid programmes for South-eastern Europe. ° The EBRD is very active in all three EU accession countries, largely
focusing on private sector development (retail, banks, large-scale

The donors are still playing an active role further east. Romania, foreign investment) and infrastructure financing.

Bulgaria and Croatia are getting their last big blasts of donor funding ~ ® USAID is already winding down spending in Bulgaria, Croatia

before they, too, become part of the EU. and Romania, and will end operations in 2006.

® The World Bank has lending programmes of about €200-300m
a year in the above countries, focusing on restructuring and pri- Turkey will become a key focus of funding from 20056, as the
vatising old industries, supporting public administration and re- World Bank and USAID create programmes to ease the country’s
forming social security programmes. integration into the EU by 2015. The EBRD is not active in Turkey.
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LINdpter 2

Using EU funds:

best practice from around Europe

“There are big misconceptions about EU funds”, says Sheila Maxwell,
drawing on her experience managing EU funds in Wales and now
assisting the Polish regional development ministry. “Regional officials
see a big pot of money coming from Brussels that they can use as
they like. The private sector sees an ATM—you put in your request
and the money comes out.”

Both views have little to do with reality. EU regulations and nation-
al authorities impose tight restrictions on how fund money can be
used. And companies are only eligible for funding, where projects
meet a number of criteria: they have to fulfil specific public-sector
goals, not favour one company over another, and be justified by mar-
ket failure. Except for small businesses, which are eligible for direct
grants in poorer countries, most companies will benefit from funds
indirectly, either through tenders or through new forms of co-opera-
tion between the public and private sectors.

For now, the main focus in the new member states has been on get-
ting the mechanisms running smoothly to absorb EU funds. So far,
that has gone better than expected. Demand is high and the institu-
tions have functioned sufficiently well to throw a very bad light on
long-time laggard Greece, which still has major problems absorbing
EU money.

But as the new member states gain more experience with EU
funds—and receive significantly larger amounts of money—the
focus has to shift to ensuring that grants are used effectively to
boost sustainable growth over the long term. That’s a big challenge,
but the Central Europeans have the advantage of years of funding
experience across the EU.
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In this chapter, we’ll look at a number of very different projects that
are recognised as representing good practice in the use of EU funds.
From these we can distil four key lessons about the most effective
use of EU funds.

1. Develop a clear strategic vision at all levels

2. Encourage creative partnerships between the public and private
sectors

3. Focus on getting bottom-up involvement

4. Be aware of the impact of EU fund inflexibility on development
plans

The need for strategic vision

Inexperienced regional authorities, faced with large sums of devel-
opment aid and a variety of applications, lobbies and local inter-
ests, find it difficult to distinguish worthwhile projects from useless
ones. The development plans elaborated to satisfy Brussels are sup-
posed to play this role. To an extent they do in a country like Ire-
land, which has already worked out a clear modernisation strategy
over the years. But in the new member states, the EU requirements
still tend to be met in a formal and superficial way. The plans are
too general to address concrete development needs.

The lack of a clear strategic vision at the national, regional or lo-
cal level, means that funds are easily spent on one-off projects that
have no cumulative and long-term impact and are frequently not
sustainable without continued aid. This results in what is known
in the aid business as “cathedrals in the desert” or the “technology
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Portugal’s Virtual Campus

Take any ranking of the state of the information society in Europe and
you'll find Portugal in the laggards group along with Greece, trailing new
member states like Estonia and Slovenia. But instead of bemoaning their
lot, some IT companies in Portgual are enjoying an upswing in sales as
they work with UMIC, a dedicated government team, to find innovative
ways to kickstart the country’s information society.

Their first joint initiative, Virtual Campus, launched in January 2003, has
brought wireless networks to 64 universities on 200 campuses through-
out the country. Students get cheap loans to buy laptop computers with
which they have access to comprehensive web services from administra-
tion to course notes. The project is now being copied in France (thanks to
the marketing abilities of the IT companies that benefited) and will soon
spread to the new member states.

Technologically, the project is fascinating. But for people in the public
and private sectors trying to work out how best to use EU funds to develop
an information society, it is UMIC’s approach that is most interesting, in
two ways.

First, UMIC focused on creating sufficient genuine demand for the virtual
campus network to ensure its immediate viability —and to create a broader
impact over the long term. Instead of just setting up the network centrally
and subsidising computers for students, it decided to get each university
to buy into the project—applying for funding, raising its own co-financing
and working out how the virtual campus would function best for its pur-
poses. EU and national funds made up only 65% of the €25m investment
required, so the universities had to be convinced it was worthwhile.

UMIC started with eight pilot projects, demonstrating how different
types of institutions could benefit. Only one-third of the investment was
for the network itself—the rest was earmarked for developing services
and platforms that would put not only the administration of the uni-
versity online, but also the interaction between students and teachers
and between different universities. Less than a year after the network
roll-out began, only three universities are not yet participating. In one
university in Lisbon, a third of all students have bought a laptop and
connected to the network—and they’re pushing for even more services
online. “We’ve taken a viral approach,” says Jodo Nuno Castro, who
works with UMIC. “Each student tell his friends and family; later, he’ll
put these ideas to work in companies and at home. It's a gateway to
reach everybody.”

park syndrome”—expensive new infrastructure with insufficient de-
mand to keep it going once the public financing is gone. What is
needed is policy maps that outline goals, set targets and define how
different policies and priorities will come together.

This was a lesson that Ireland learnt, for example, as it developed
its well-respected training programmes. After several years of dol-
ing out training money to various firms and regions with meagre
results, the national employment agency Fas came up with a co-
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UMIC's second innovation was to co-operate closely with IT companies on
its own terms, leveraging the strengths of both public and private sectors
to achieve far better results than either could have achieved alone. “We
knew the project would have a huge impact on their market by connecting
400,000 people,” says Joao Oliveira, information officer of UMIC. “So we
thought they could help us to make the impact even bigger.”

IT companies like Intel and Cisco worked on the project from scratch.
Portugal was too far behind the rest of Europe to go the classical route
of computer labs with desktops, so UMIC was looking for ways to leapfrog
into mobile internet access via students’ own laptops. The companies were
happy to invest in developing the project although it guaranteed no sales
for their specific products.

Intel, for example, worked on marketing the concept to the universities
and helping them to develop relevant web services. “We are building a
new market,” says Frederico Carvalho, Intel country manager of Portugal,
which had just launched a new mobile notebook computer. “Our role is to
make sure the conditions are there for the market to grow. If there is no
wireless infrastructure, it’s harder to persuade the customer there is any
value in getting a notebook. After the roll-out, it's up to us to capture the
sales.” Laptop sales to consumers grew 50% in the first three quarters of
2004 —Intel’s Centrino Mobile share of the laptop market 18 months after
the product’s launch is 54%.

Intel was only one partner. There are twelve brands of laptop computers
involved. UMIC also persuaded the banks to give students a special inter-
est rate on loans for laptops, paying just a euro a day while studying.
It persuaded Cisco to use the project as an international showcase for
its network and platforms, pushing for more state-of-the-art equipment
rather than a lower price. And it squeezed special software prices out of
Microsoft and Sun. Now that the wireless network is there, it has taken a
step further and persuaded international publishers to accept a Portugal-
wide online subscription to scientific journals instead of multiple paper
ones, saving costs and opening access.

The project worked so well because it made the market work for the public
sector —giving companies flexibility to do what they do best, without let-
ting them dictate solutions. “"We saw that the market responded quickly.
They came up with special packages and special campaigns for the univer-
sity —we had to do very little once the project started,” says Mr Oliveira.
“And these companies are now our greatest ambassadors.”

ordinated national programme, based on identifying and plugging
skill shortages. (Upskilling the Irish, page 18). “There is no point
giving out funds if companies don’t know how to use them,” says
John McGraw, manager of national employment agency Fas. “Now
we commission studies, find out where the skills shortages are and
then find trainers to run the programmes.”

Strategy development was also a vital ingredient in kick-starting Por-
tugal’s information society programme (see box). Lagging far behind
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Upskilling the Irish

There are many factors behind Ireland’s catch-up success but one that has
played a key role is human resources—having the right workforce in the right
place at the right time. Ireland focused significantly more on this area than
other countries. In the 1990s, a third of EU structural funds were directed
towards various training initiatives, compared to just over 20% in Spain or
Greece. During this time unemployment dropped from 15% to less than 5%.
Even in the current 2000-2006 budget period, 30% of EU funding is chan-
nelled into skills development.

But that is the tip of the iceberg. With a new emphasis on upskilling to ensure
a continued supply of quality labour in key sectors like biotechnology, pharm-
ceuticals and ICT, Ireland’s Employment and Human Resources Development
Operational Programme has a total budget of €15bn (compared to EU funding
of less than €1bn) and is an integral part of government economic policy,
comprising three specific upskilling programmes:

© Competency Development Programme, run by national employment
agency Fas and directed at individual company employees

© Company-specific training support, run by Enterprise Ireland for me-
dium-sized exporters

® Training support, run by Skillsnets for groups of small companies

What can the new member states learn from Ireland’s use of EU funds for
skills development?

Make it as simple as possible for companies to take part

The projects that work best are those that allow companies to train employees
without major bureaucratic efforts. The Competency Development Programme,
for example, run by the national employment agency Fas, draws on money
from both the EU’s European Social Fund (€80m) and the National Training
Fund (€120m). But with the money already allocated to the programme,
employers can avoid long-winded applications. They merely pay for the train-
ing—30-40% of the actual cost. Where companies themselves have to meet
the requirements for funding, as with Enterprise Ireland’s company-specific
training programmes designed for exporters, take-up rates are abysmal. Of
the €80m EU fund allocation, only €9m has been spent to date. In response,
Enterprise Ireland has redirected most of the money towards sectoral training
programmes, with pre-financed subsidies for training.

Ironically, Ireland’s most innovative training programme, Skillsnets, has taken
the even more radical step of abandoning EU funds altogether in favour of

most of Europe in virtually all relevant indicators, Portugal’s information
society unit, UMIC, needed to set priorities and ensure that projects had
both an immediate impact and long-term cumulative effects. It decided
to focus first on boosting internet access and set itself clear benchmarks.
With this strategy in place, it was relatively simple to mobilise both pri-
vate and public sector interest in developing relevant and reinforcing
projects that would increase demand and supply for internet access. In-
stead of selecting projects that just happened to come in, the authorities
could shape the kind of projects they wanted and had very clear criteria
by which to make their selection.
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national funding. And its budget was recently doubled. The reason is flexibil-
ity. “We try to make the process of applying for our funds as unbureaucratic
and flexible as possible,” says chief executive Maire Hunt, who organises
groups of 10-30 companies into sectoral or regional training networks.
Skillsnets is a publicly funded organisation, backed by the chambers of com-
merce, employer federations and trade unions. Its aim is to provide focused,
low-cost training, largely for smaller companies, although larger ones also
getinvolved in specific networks. Currently there are 55 networks (like Digital
Media Skillnet, Northside Business Skillnet and Designers’ Training Skillnet),
comprising 2,500 companies and training 15,000 employees. “Unlike with EU
funds, we can get the money to companies when they need it.”

Don’t leave firms and regions to define training needs alone

The big lesson, says John McGraw, manager of national employment agency
Fas, is that you can't leave training to firms or regions—it has to be part of
a large-scale co-ordinated national programme. “We're proactive. Gone are
the days when we used to give firms grants towards training their staff,” he
says. His new approach is based on detailed skill audits provided by the Expert
Group on Future Skills Needs, a publicly funded think-tank which reports on
anticipated demand and supply of skills across sectors and occupations, and
puts forward practical recommendations to government, the education sector
and business on how to restore the balance.

Skillsnets takes a more bottom-up approach. Ms Hunt's ethos is
that training initiatives should come from companies themselves—*
private leadership of public funding” as she likes to call it. But Skillsnets
spends a lot of time explaining to small companies how training will help
their business. And once they’re interested, it works hard to help them
through the process. “We put a lot of effort in at the early stages,” says
Ms Hunt. “There’s a lot of handholding.”

If it works well, it’s worth spending national funds on

For the new member states, National Development Plans are something alien,
drawn up under strict guidelines from Brussels in order to get EU funding.
Turn to Ireland and the NDP has evolved into a core instrument of economic
and social policy-making. It has a budget of €52bn, but 90% of that comes
from domestic sources. It put so much effort into creating effective structures
for spending EU money that, as the funds got smaller, it continued to use
the framework for national funding. But as the Skillsnet example shows, EU
funding imposes restrictions that frequently limit its effectiveness, especially
where the private sector is involved.

But it’s important to distinguish between a strategic vision, which
set goals and benchmarks for co-ordinating a number of different
projects, and large lead projects that absorb most of the funding
pot. These are usually intended to create a growth pole that will
stimulate further investment. The reality is that such projects are
often not commercially viable without funding and fail to take off
as expected—or that they waste money on developments that could
have taken place with a fraction of the funding if the focus had been
on triggering and supporting development rather than funding it.
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The Welsh port city, Swansea, for example, joined a major EU mari-
time project, Edimar, addressing everything from port infrastructure
to small business development and tourism across five countries.
The project swallowed lots of money but achieved very little. “The
SME side did well, but the rest didn’t. Tourism was difficult, as was
the port side of the project,” says Donna Davis of Swansea Business
Centre. “It was too ambitious.” Now, the successful SME project that
emerged out of Edimar (see New trading routes, page 23) is strug-
gling to attract financing, buried under the weight of another mega-
development project for the Swansea bay area.

Creative partnerships between
the public and private sectors

One of the most difficult areas for the new member states will be
finding the right level of co-operation between the public and pri-
vate sectors. At present, EU funding programmes are largely divided
into those focused on public-sector projects like road-building or
training centres and those that directly benefit the private sector like
grants to small companies to modernise equipment, attend trade
fairs abroad or train their staff.

But this separation of spheres, although easier to administer, mili-
tates against the effective use of EU funds. It encourages the worst
aspects of both sides. The public sector is often unable to ensure that
its projects are state-of-the-art in terms of quality, technology use or
function. The private sector has little incentive to bother about pur-
suing public sector goals, except in the formal way required to fill
out a grant application.

Co-operating in a corrupt way brings these two negative sides to-
gether—lining private pockets with projects that are of little use to
local communities. This was one of the lessons learned through
EU-funded projects in Greece and southern Italy in the 1990s and
prompted the Commission to introduce strict rules for private-sec-
tor participation in funding programmes. But the more successful
fund-users have shown that creative partnerships can leverage the
strengths of both sides, producing high-quality and commercially
viable projects that promote public-sector goals, increase private in-
vestment and create profitable business.

In a very broad sense, this is what is meant by Public-Private Part-
nership (PPP): co-operation between companies and public bodies
to introduce private-sector resources and expertise into the provi-
sion of public infrastructure or services. But the term PPP has come
to be associated with the most complex and formal of these part-
nerships, the long-term contractual relationships formed to build,
finance and operate major infrastructure projects. Although this
kind of partnership will certainly play a crucial role in building up
the infrastructure of the new member states, no more than a dozen
such projects—bridges, airports, waste-water treatment plants and
so on—have been completed to-date involving EU funds (see box).
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EU funds and PPP

As EU funding levels rise, one of the constraints for the new member
states will be finding sufficient co-financing. Who will pay the €200bn
the EU estimates is needed to bring infrastructure up to scratch in the
ten new member states? How can countries like Poland and Hungary
finance their 15-35% share when budgets are already very tight?

One solution is Public Private Partnerships (PPP), defined by the
European Commission as “a partnership between the public sector and
the private sector for the purpose of achieving a project or a service
traditionally provided by the public sector”.

PPP projects are common in the UK, Spain and Portugal, generally sup-
ported by loans from the European Investment Bank (EIB, see page
13). But over the past few years, a handful of projects have also com-
bined PPP arrangements with EU cohesion funds. The pioneer project,
launched in 1996, was the €1bn Vasco da Gama bridge in Portugal; the
largest was the €2.2bn new Athens airport.

PPP projects have advantages for both sides. For the public sector,
they make it possible to overcome budget shortages and speed up the
implementation of infrastructure plans. They also focus governments on
questions of viability and efficiency. For the private sector, PPP makes
it possible for companies to take on more business by sharing risk with
other parts of the consortium and keeping debt off the balance sheet.

But Terence Brown of the EIB warns against seeing PPP as the easy
solution for infrastructure financing. “We have seen that PPPs are not
a quick solution for infrastructure and financing constraints,” he says.
“They involve rigorous appraisal of the project and of its operational
and financial risks. They also require a change in mindset both in the
public and private sectors.”

The learning curve is generally steep, slow and painful for both sides.
The new member states have already collected a few horror stories of
their own, led by the region’s pioneering PPP project, Hungary’s M1
highway, where the consortium went bankrupt and the road returned to
state hands. But despite the setbacks, both investors and government
have started looking at PPP again, and the new member states are rush-
ing to get regulatory frameworks up to scratch. That’s largely because
EU funds potentially make the sums a good bit easier. By adding a
sizeable grant to the financing mix, they can transform a commercially
uncertain project into a profitable operation.

But public-private partnerships in the broader sense are happening
all the time and are responsible for some of the best EU-funded
projects to emerge in recent years.

An excellent example of PPP on a small scale is the Merseyside Spe-
cial Investment Fund, set up with funds from the EU and private
sector to provide loan and equity financing and management sup-
port to small and medium-sized businesses in the Liverpool area
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(see box). Its success over the past decade is to a large extent a result
of its hybrid character. It brings strong commercial discipline to an
area of funding that often encourages a culture of dependency. But
it is also obliged to pursue a number of public targets set by its
contract, like job creation and preservation. In order to square the
circle, it gets extra EU funding to bring in private-sector management
support where needed to improve the survival rate of its client com-
panies. “If our companies are in trouble, they can call us rather than
putting their head in the sand,” says Geraldine McEnterget, market-
ing manager of the Fund.

Portugal’s virtual campus project emerged from a less formal and
more strategic partnership between the public and private sectors
(see details, page 17). UMIC, a public body responsible for foster-
ing the information society, decided it would target the country’s
400,000 students as the best way of both boosting internet usage
immediately and pushing it into the wider economy. The idea was
to create a wireless network across the country’s 64 universities,
giving students mobile access to the internet rather than investing
in standard computer labs. To make the project work they had to
encourage universities to sign up to the project and pay a third of
the €25m costs. They also had to find a way to persuade students
to buy laptops and to make use of online services that were still
non-existent.

The answers developed out of months of strategic co-operation with
a number of IT companies which had realised that their only hope
of speeding up business in sluggish Portugal was to help build the
foundations for growth. UMIC knew its plans could be important
for these companies and decided to use their expertise to maximise
the impact of the project.

Intel, for example, marketed the concept of mobile web services to the
universities, helping them understand what it could achieve online. It
didn’t get guaranteed sales for its notebook computers—the students
could choose between 12 brands supported by cheap loans from com-
mercial banks brought into the project. What it got, though, was the
chance to encourage universities to introduce services that played to
the strengths of its new mobile notebook technology.

Cisco was another company involved in the project from the begin-
ning. It won the tender for rolling out the wireless network by agree-
ing to install state-of the-art equipment for the project at the same
cost as standard equipment and use the project as an international
showcase.

Both Intel and Cisco are delighted with the project and have started
to spread the idea to other EU countries. But they had to learn a new
way of co-operating with the public sector. “At the beginning in all
countries, companies look at how they can get their hands on the
EU funds,” says Intel’s country manager for Portugal, Frederico Car-
valho. “But that’s the wrong way to approach it. You have to under-
stand that the objective of the funds is to develop the infrastructure
to make the economy more productive. In this case it filled in access
deployment. That was a good link for us.”
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Supporting Liverpool’s small business

The Merseyside Special Investment Fund (MSIF) was launched in 1996
to provide loans and equity financing to small and medium-sized com-
panies in the Liverpool area. The rationale behind creating the fund
was that, although small business is vital for the region’s regenera-
tion, commercial sources are too risk-averse to bother with small-scale
projects.

The Fund was set up to address this financing gap and it came up with a
number of innovations that addressed the specific needs of small busi-
nesses. The success of the Merseyside fund, now in its second round of
EU financing, has turned the project into a best-practice model for the
use of EU funds and for SME development, now widely imitated in other
Objective 1 regions of the UK. With a total fund of €116m, of which
45% comes from the EU, the MSIF expects to provide finance to around
1,000 companies by 2006.

So what differentiates the Merseyside fund from other SME financing schemes?
The fund has three peculiarities that have contributed to its success.

First, it is set up as a public-private partnership, with commercial tar-
gets, and private investors. Its long-term aim is to turn itself into a
large, self-sustaining SME financing fund when EU money ends in 2013.
That means the financing is not cheaper than from commercial sources
or less rigorous in its due diligence, just that the Fund will accept a
higher level of risk. But the EU funding also commits the Fund to pur-
suing goals set by the public sector. Unlike private venture capitalists,
the Fund is contractually committed to creating or preserving a total
of over 12,000 jobs.

Secondly, part of its success is the flexibility to come up with finan-
cial packages tailored closely to the clients” needs. The fund offers
small loans of up to €150,000, hybrid mezzanine financing for up to
€1.5m and equity investments of up to €3m—and these can be mixed
and matched as required. The fund will look at companies that need
financing for a wide range of reasons: start-ups, expansion, buy-outs,
acquisitions or turnaround situations.

The third element to its success—and possibly the most important—is
the ability to provide management support to its client companies, thus
adding value to the financing and maximising survival rates far beyond
the norm for SMEs. MSIF received an additional €3m from the EU to
provide what is known as the Business Owners Support Service (BOSS).
The benefits offered range from collective procurement and general
networking, to training and mentoring. Companies struggling to repay
loans are given intensive care. “If we provide top-quality support, we
have the best chance of success,” says Geraldine McEnterget, marketing
manager for MSIF.
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Corporate access to EU funds

There's a paradox in EU funding for the private sector. All of the new member
states have detailed programmes to promote competitiveness, small business
development and rural diversification. But the bulk of the money is intended
for the public sector, with companies largely benefiting indirectly through
tenders. Even the 10-20% of structural funds that companies can apply for
directly is designed to promote public-sector goals — job creation, environ-
mental standards, innovation — not business ones.

Add to that state aid regulations that restrict public grants to the private
sector, rules that prevent governments from aiding one company over
another, and anti-corruption monitoring, and it’s clear why applying for EU
funds is a complex process.

But, contrary to expectations, Central European companies have shown mas-
sive enthusiasm for EU funds. Where grants are open to larger companies
- usually to create jobs in areas of high unemployment, raise standards to
meet EU requirements or encourage more R&D — response has been particu-
larly strong. Poland, Hungary and Estonia call regular tenders with deadlines
for applications to specific grants. Although calls open to companies are usu-
ally well oversubscribed, authorities are able to choose the best projects.
The Czech Republic, Lithuania and Latvia sometimes operate on a first-come,
first-served basis, approving all projects that match the grant’s requirements
(for example, number of jobs created). Several grant allocations have already
run out completely.

Large companies have been most active in applying for grants — but their
options are limited in some countries. Poland, for example, has several
schemes directly accessible by large companies, whereas the Czech Republic
has just one. In Slovakia, uniquely, size doesn’t matter so much as nationality:
only fully Slovak entities can apply for funding.

Small and medium-sized businesses, defined as those with less than 250 peo-
ple and sales of less than 50m, are eligible for more direct support, for three
reasons. First, it is taken for granted that the market in poorer countries
fails to finance the sector adequately. Secondly, SMEs are the most important
job creator in the EU and under-represented in the new member states. And
thirdly, the chance of distorting the market through state aid is minimal given

The co-operation was great for the companies, but it was even bet-
ter for UMIC. By finding ways to give companies a business interest
in providing the best-quality products and services possible, it en-
sured that Portugal got the most modern infrastructure and strong
demand for a project that directly meets UMIC’s goals.

IT companies have been at the cutting edge of finding ways to align
public sector goals with business development and are starting to
introduce these methods into the new member states. Oracle, for
example, has teamed up with banks and consultants to launch a
website for small business and public bodies like schools and hos-
pitals which want to access EU funds. The project was started in
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the small amounts involved. Grants below 100,000 no longer even have to
be registered as state aid.

But while larger companies usually hire a consultant to seek out the right
grant programmes, draw up perfect applications and ensure follow-up, smaller
companies are generally left to their own devices. “Around half of applica-
tions fail because of formal mistakes,” says Orsolya Ignacz of Ernst & Young
in Hungary. This means dozens of basic details, like having proper pagination,
including the right original documents, filling in the form exactly as required
and so on.

CzechInvest, which manages grants for companies in the Czech Republic,
will check applications for formal mistakes as they come in. But that is an
exception. In Poland, Hungary and Slovakia, companies can use free online
services like DirectEurope, provided by IT company Oracle, which searches out
grants for different needs, takes applicants through the form-filling process
and provides a check-list to eliminate the most common mistakes.

DirectEurope also offers advice on co-financing through its partner banks.
SMEs are eligible for up to 65% of a project’s costs; larger companies for 50%.
But the actual level depends on the type of grant and the degree of develop-
ment in a specific region. Projects in Prague or Budapest, for example, can get
around 15% less in project costs than in more backward areas.

Bridge financing can also be crucial. Companies cannot claim retrospectively
for work started before a funding application has been made. But they also
have to wait until a project’s completion before applying for an actual transfer
of cash. Since it takes a good three months or more to find out if an applica-
tion has been successful, and then another two months to get the money
once a project is completed, both timing and cash flow can be problematic.
Reimbursement is also not automatic. Companies have to apply, with full
details of expenses and project management, to get the money from Brussels.
The first “no’s” are starting to trickle in. The first company in Latvia to sign a
contract for EU financing, furniture maker BFDF, which was supposed to get
20,000 to support its participation in a German trade fair, has had its contract
cancelled for failing to meet exact requirements. “I would say that the first
step — getting applications approved - is the easiest,” says Sergei Matjnin of
Bradley Dunbar in Poland.

Hungary in April 2004, spread to Slovakia in the autumn and was
launched in January in Poland, where take-up has been phenom-
enal. The site provides detailed information on calls for tenders for
the relevant operational programmes and takes the user step-by-step
through the application process, with a formal check at the end. Us-
ers can use the site for free, with no obligation. They also have the
option of asking for advice on funding or technology needs from
the backers or applying for co-financing, thus generating leads for
the backers and access to a sector that is developing quickly. That’s
obviously one business goal for the project. The other is to facili-
tate the efficient absorption of EU funds, building a solid base for
greater investment and faster growth.
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Village life in Wolverhampton

Wolverhampton blossomed in the industrial revolution, becoming a
centre for steel and other industries. But it fell into serious decline
after the second world war. Locals moved out of the city centre, schools
and commercial infrastructure closed down and the old housing stock
became increasingly derelict.

In the 1980s, the council tried to revitalise the city with individual
infrastructure projects—but the decline continued. In the 1990s, the
local council decided to take a more strategic approach to ensuring
that its revitalisation plans would take on a life of their own. One of
the biggest challenges was St John’s, a historic area on the southern
edge of the city centre. Far from the main shopping areas, St John’s had
become a depopulated and dangerous zone, uninteresting for residents
or businesses.

Few companies were interested in locating there; and few people were
interested in living there. It was a vicious circle. So the City Council
decided to tap EU regional funds to kick-start development in a scheme
known as St John'’s Urban Village. “The funds were important as pump-
priming at the start of the scheme,” says David Halford, head of finan-
cial planning at Wolverhampton City Council. “We used it to create
more commercial confidence in the area, to get others investing and
improving infrastructure. It created a buzz.”

The council had long realised that the key to success was getting local
people and businesses involved in all regeneration planning. In this
case, it set up the St John’s Urban Village board, a partnership with
the West Midlands Regional Development Agency, local businesses,
residents’ groups, architectural associations and investors to drive the
project. “We encourage the private sector to take a very prominent role
in regeneration” says Mr Halford. It's crucial, he says, since the aim is
to attract the private sector to invest.

Seven years on, St John’s Urban Village is one of the UK's regeneration
success stories and is still developing rapidly. Several rows of old ter-
raced housing were renovated, without squeezing poorer residents out
of the area. The Village has attracted a critical mass of small creative
businesses, generating around 2,000 jobs. A new Market Square, with
a retail centre and apartments, was completed last year. EU funding of
around €1.5m is now concentrated on setting up a Learning Quarter,
a joint venture to link the city college and an adult education centre,
while providing more facilities for Urban Village residents.

Successful public-private partnerships do not always have to in-
volve innovative or complex initiatives. The private sector can
play a substantial and constructive role in straightforward urban
regeneration projects, where the aim is to spark new corporate in-
terest in declining regions. In Radbod, for example, a former coal
mine close to the town of Hamm in Germany’s industrial Ruhrge-
biet, the local council, a real estate developer and the property
subsidiary of the MGG coal company set up a project develop-
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ment company, backed by EU funds, to turn the disused mine into
a fully serviced industrial area with a diverse clientele.

There is nothing spectacular about the Radbod industrial area,
but it’s been a success for all three partners. The contaminated
land was cleaned up and landscaped, giving Hamm an attractive
new industrial area, close to the town centre. The mining compa-
ny has been able to make an elegant exit, pay its environmental
debt and come away breaking even. Since 2001, eight companies
have set up business. Almost half the land is sold or taken and
the marketing effort goes on.

The EU money financed the initial planning project and the build-
ing phase. But the EU funds also imposed certain restrictions. Since
the condition for financing was creating around 300-400 jobs, Rad-
bod is not allowed to accept companies that require space but lit-
tle labour, like logistics companies or supermarkets. Nevertheless,
the EU funds made the project possible, contributing half of the
project’s costs, in addition to public financing from the region. The
private sector partners invested 20% in the project and expect to
come out even or with a minimal profit.

Why bottom-up involvement
1s crucial

When analysts try to identify why some poor regions in south-
ern Italy and eastern Germany, for example, fail to show any dy-
namism after years of funding, they point to the problem of aid
dependency. Instead of building up local groups and initiatives
that can develop and implement new plans, the aid has turned
people into passive recipients, thus discouraging local initiative.
This is a classic problem of aid financing, because it is usually
simpler to provide infrastructure or services for a community
rather than develop projects with them. Local players start to be
seen as obstacles rather than as vital resources to make projects
work. One of the lessons learnt by the most dynamic of the EU-
funded regions is that the involvement of local people and busi-
nesses is vital to the long-term success of a project, encouraging
further investment and local demand.

Take the Wolverhampton council’s EU-backed project to inject
commercial and residential life into the St John’s area. On the
way to becoming a derelict and depopulated part of the historic
city centre in the 1990s, the area is now home to a number of
small businesses; young people have moved into the renovated
rows of old houses; a new market square is emerging around a
retail and residential block completed last year and a community
college has been extended to act as an adult learning centre. St
John’s Urban Village, as it’s now called, is a success story of ur-
ban regeneration (see box).

That was the result of combining bottom-up involvement with
top-down planning. The city council applied for EU funding and
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New trading routes

The port town of Sundsvall, 350km north of Stockholm on Sweden’s north-
east coast, is an ancient commercial centre, which blossomed in the 1800s
as the centre of Sweden'’s timber industry. There are still a few pulp and
paper companies operating, but the city is marked by industrial decline
and the area’s small communities are struggling. The region’s future, it
believes, is in small business.

As an Objective 1 area, eligible for large-scale EU funding, Sundsvall
Council has launched a number of projects aimed at encouraging smaller
companies to expand abroad. Trading Link is one such project, based on
partnership with other EU port regions: Aarhus in Denmark, Swansea in
Wales, and Cork in Ireland.

Every six months or so, one of the towns takes it in turn to host a joint
event, known as Inter Trade. Three or four SMEs are sent from each region
to the host country, which provides at least five “matching” companies.
That can result in 60 or more business-to-business meetings. “Its like
speed-dating for companies”, says Beatrice Einarsson, the project’s co-
ordinator at Sundsvall Council. Given that one in four of the meetings
generates a business deal, it’s probably a good deal more successful than
that!

But it's about more than simply creating sales. Trading Link events rep-
resent a unique opportunity for smaller companies to share knowledge
and ideas. “The visit was an excellent opportunity for our company to see
the scale of Swedish manufacturing processes and best practices,” says
the managing director of a Welsh engineering company, after a trip to
Sundsvallin 2003.

Knowledge is not only passed on during the trip, but in the lead up to the
event too. That is where Sundsvall Council comes in. As well as selecting
companies and accompanying them to the event, the project workers help
companies prepare—providing local information and help with language
skills—as well as produce the company profile necessary for the matching
process. In fact, all the companies need to do is foot half of the travel bill
when the event comes around.

established an overall plan. But the individual projects them-
selves were developed in detail through the St John’s Urban Vil-
lage Board, a partnership with a variety of institutional partners
along with local businesses, residents’ groups and investors. The
Board still exists today and is cranking out initiatives to continue
development.

In Wolverhampton, the effort to work with various groups in the
area ensured buy-in from the local community and generated the
private investment that is now sustaining development. But the
very act of mobilising local players was also part of the process of
revitalisation. By combating the scepticism and inactivity of local
people who have seen nothing but years of decline, the project cre-
ated its own dynamic.
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The Trading Link project is a good example of copying best practice in EU
funding. The project was dreamt up by one of its partners, the Swansea
Business Centre in Wales which ran an EU-funded pilot event in 2002 with
other Objective 1 port towns, Cork, Aarhus and Sundsvall, as invitees.
Sundsvall Council, which had financed the first trip, returned home to
Sweden to post its own application for regional development funding for
the next event. The four events since then have received a total EU sub-
sidy of around €250,000 and Sundsvall Council’s is trying to get more
funding for 2006-2007 and bring in other port regions in France, Poland
and elsewhere.

Swansea’s pilot event was actually part of a much bigger EU-funded project
called Edimar (Economic Development in Maritime Regions), addressing
everything from port infrastructure to business development and tourism.
“The SME side did well, but the rest didn’t. Tourism was difficult, as was
the port-side of the project,” admits Donna Davis, of Swansea Business
Centre. “It was too ambitious.”

Swansea is not alone in experiencing how larger, complex projects can
often waste resources, directing funds away from more innovative projects.
Although the Trading Links project proved a success, the Swansea Business
Centre has been unable to secure funding for it since. The bulk of funds
has been swallowed up by one major development project for the entire
Swansea bay area, which is divided up into sub-projects. It is now difficult
to get smaller bids approved. In Sweden, by contrast, smaller projects in
cities and municipalities are actively encouraged.

Unfortunately for Swansea, that leaves their future in Trading Links look-
ing uncertain. “It’s always a gamble,” says Ms Davis. “We’ve had to fund
each mission as it goes—if you don't get anything from outside, you
have to fund it from in-house.” Whilst Swansea still views Trading Links
as a pilot, Sundsvall is focusing on the long term. “We are growing the
project,” says Ms Einarrson. “There are some 40-50 eligible companies in
Sundsvall region, and that’s just the smaller ones.”

Mobilising initiative is also the idea behind the Trading Link scheme
(see box) , which brings together small companies from across the
EU to focus on building trade relations and sharing ideas. EU funds
are used to set up the network, organise twice-yearly meetings and
finance half the travel costs, but the outcome is down to the com-
panies themselves.

Community mobilisation can be on a much smaller scale. In the
most depopulated corner of rural Ireland, for example, the closure
of the Arigna coal mine laid off 260 people, threatening the life of
the village and surrounding area. But a grouping of 40 community
groups got together, applied for EU funds, raised private co-financ-
ing, and came up with a number of new initiatives from tourism
trails to alternative energy sources. One of the most popular has
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been a museum, Arigna Mining Experience, where 20,000 visitors
a year are taken down the mines by former miners. These projects
have so far brought in about 150 jobs—not enough to stop the popu-
lation drain. But they and their children have managed to get peo-
ple thinking about what they can do if they want to live in Arigna.

Coping with the
inflexibility of EU funding

In many ways, EU funds are not the ideal development fund-
ing—especially where the private sector is involved. Their goals
are set well in advance for seven years, so they tend to reflect past
priorities. The emphasis is more on technically eligible applica-
tions than on innovative ideas. And projects have to be carried out
exactly as specified to ensure reimbursement from Brussels—even
where improvements could be made. The whole process is slow,
bureaucratic and discouraging for those with an entrepreneurial
mind.

That’s the bad news. The good news is that some member states
and regions have found ways to work around the restrictions to
improve the impact of EU funds on sustainable growth.

One of the finest examples is Ireland’s human resources programmes,
often celebrated as one of the great successes of EU funding. But take
a closer look, and it turns out that the most innovative part of the
whole programme—Skillsnets, which provides low-cost training for
small firms—actively avoids EU funds, after early experiences. Direc-
tor of Skillsnets, Maire Hunt, says the problem is flexibility. The key
to Skillsnets’ success is making the whole process as easy as possible
for SMEs to use. “If in the future the European Social Fund can look
at what is best practice and aim not to hamper promoters, then we’d
consider applying again.” In the meantime, Ireland is pumping its
own money into Skillsnets.

In most cases, the solution is less drastic. In Portugal’s Virtual Campus
project, for example, the universities each applied for funding directly.
But because of state aid rules, EU funds can’t be used to sponsor broad-
band connections. So the universities that needed more bandwidth
had to deal with that issue separately from the rest of the project.

Where the private sector is involved, the restrictions are more rigid.
If there is a loose form of co-operation between public and private
sector, it is easiest if a public body acts as lead applicant. In the Wol-
verhampton urban regeneration project, for example, the council ap-
plied for the money and used it to help finance the numerous small
projects that made up the Urban Village.
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Czech Republic

The Czech Republic is set to receive €3.1bn in EU funds
for the budget period 2004 to 2006. Experience in
2004 was mixed. Progress was excellent on the Cohe-
sion Fund, with 15 large projects approved, representing
€450m—well over half the total amount. Structural fund
projects were slower, with €165m in approved projects
by the end of 2004, just around one-tenth of the total
amount. CzechInvest, which has been appointed to or-
ganise tenders for company projects, did a good job. Ten-
ders for public projects, on the other hand, were slow in
getting off the ground.

All of the Czech Republic except for the Prague region
qualifies for Objective 1 funding. The bulk of funding
is going to rural development, transport infrastructure
and the environment. The structural funds have a strong
emphasis on education and training.

Public bodies can get 75-100% of a project’s costs covered
by EU funds. Outside of Prague, the ceiling is 46-50%
for larger companies and 61-65% for SMEs. For Prague’s
Objective 2 and 3 programmes, a maximum of 30% of
funding is available for corporate projects.

Structural Fund €1.7bn
Cohesion Fund €936m
Rural Development Fund €482m
Total €3.1bn
Total funds per capita €103
Total funds as a % of GDP 1.3%

Further information www.strukturalni-fondy.cz

CzechInvest
www.czechinvest.cz

Source: National Development Plan, EU Commission

Sectoral breakdown of planned Structural, Cohesion and Rural
Development Fund payments in the Czech Republic 2004-06

Private sector
Tourism 3%
Industry & services 7%

Physical infrastructure

Transport 19%
Telecommunication 1%

Agriculture & rural

development 41% Energy 1%

vironment & Water 15%

Social infrastructure 1%

Human capital Education 3%

Research & Development 1% Training 8%

Source: ECN

Structural Funds allocations (including public co-financing) 2004-2006

Operational Programme Who can benefit? Amount Managing Authority
Human resource Not-for-profit organisations, public institutions, Ministry of Labour and Social Affairs
development municipalities, companies (via training programmes) <423m WWW.mpsv.cz
p p - comp g prog www.esfcr.cz/
Tndustry and enterprise Not-for-profit orgamsat.lons, municipalities, €348m Ministry of Industry and Trade
SMEs and large companies WWW.mpo.cz
e Ministry of Environment
Infrastructure Municipalities €335m WL eny.C2
Rural development Municipalities, farmers, rural businesses; Ministry of Agriculture
and agriculture rural associations and foundations €251m www.mze.cz
Joint Regional Municipalities, Not-for-profit organisations, SMEs €598m Ministry for Regional Development
Www.mmr.cz
Ministry for Regional Development
Prague Municipalities, Not-for-profit organisations, SMEs €142m WWW.mmr.cz
Total funding €2.1bn

Source: National Development Plan

© 2005 The Economist Newspaper Ltd. All rights reserved.

Note: funding allocations include national co-financing and totals represent funding commitments through 2008
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Hungary

Hungary is eligible for €3.7bn in EU funds from the
2004-06 budget. In 2005 and 2006, transfers are expect-
ed to reach around €560m per year, with the rest of the
money coming in for approved projects by 2008.

In 2004, Hungary issued 64 tenders for structural funds
and approved just over 4,000 projects with a value of
more than €60om or around 22% of the amount budg-
eted for 2004-06. By February, this had risen to 30%. The
Cohesion Fund is also on course, despite poor experi-
ence absorbing the similar pre-accession Ispa fund.

Hungary is focusing half of its spending in two areas:
rural development projects will get a third of spending,
while investment in human resources accounts for al-
most 20% of the budget.

All of Hungary is classed as Objective 1, meaning that
organisations based in any region can apply for struc-
tural funds. Municipalities and not-for-profit organisa-
tions can use the funding for between 75% and 100%
of a project’s costs, regardless of region. Around 40% of
funding will go to the private sector. SMEs can get 50-
65% of a project financed epending on the region. For
larger companies the range is 35-50%.

Structural Fund €2.1bn
Cohesion Fund €1.1bn
Rural Development Fund €534m
Total €3.7bn
Total funds per capita €128
Total funds as a % of GDP 1.7%
Further information National Development Office
www.nfh.hu

Sectoral breakdown of planned Structural, Cohesion and
Rural Development Fund payments in Hungary 2004-06

Private sector Physical infrastructure

Tourism 3%

Transport 17%
Telecoms 1%

Industry & services 7%

Agriculture & £ 0.5
rural development } nergy 0,5%
32% Environment &

Water 12%

Social infrastructure 1%

Human capital ] o
Education & Training 18%
Research & Development 3%

Source: ECN

Structural Funds allocations (including public co-financing), 2004-2006

Operational Programme Who can benefit? Amount Managing authority
Human resource NOt—'fO.I’—ijO.ﬁt orgamsa’gons,.publ1c.1n'st1tut1o.ns., Ministry of Employment and Labour
municipalities, companies (via subsidised training €750m
development www.fmm.gov.hu
programmes)
Economic Competitiveness Not-for-profit orgamsat]ons, municipalities, €607m Ministry of Economy and Transport
SMEs and large companies www.gm.hu
Environmental Protection ..
and Infrastructure Municipalities €440m Ministry of Economy and Transport
www.gm.hu
Development
Agricultural and Rural Municipalities, farmers, rural businesses; Mmlstry.of Agriculture
. . €417m and Regional Development
Development rural associations and foundations
www.fvm.hu
. Municipalities, farmers, rural businesses; National Regional Development Office
Regional Development not-for-profit organisations, SMEs S476m www.nfh.hu
Total funding €2.7bn

Source: National Development Plan
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Poland

The EU has committed €15.4bn in structural, cohesion
and rural development funds for Poland in the budg-
et period to 2006. It expects Poland to draw 59% of
that amount by 2006, with the rest coming in for ap-
proved projects until 2008. That means yearly spending
of around €3bn in 2005 and 2006. Almost half of the
money will go to provincial and national infrastructure
projects, with the majority aimed at upgrading the coun-
try’s transport systems. But Poland’s sizeable agricultural
sector will not be left out—it will harness more than 30%
of all funds over the next two years.

By the end of 2004, Poland had approved projects for the
full €3bn budgeted for the first year of EU membership,
although Cohesion Fund spending is behind schedule.
The key question now is whether the approved projects
will be realised and managed well enough to trigger the
reimbursement of funds from Brussels.

All Polish regions are eligible for Objective 1 structural
funds. In most areas, public bodies can claim 75-100%
of project costs. The ceiling for larger companies is 50%.
Companies in Poznan and Warsaw can only get 35% of
project costs; those in Gdansk, Gydnia, Sopot, Wroclaw
and Krakow 40%. Smaller businesses can often claim an
additional 15% of funding above and beyond these ceil-
ings.

Structural Fund €8,631
Cohesion Fund €4,179
Rural Development Fund €2,543
Total €15,353
Total funds per capita €135
Total funds as a % of GDP 2.8%

Further information www.fundusze-strukturalne.pl

Ministry of Economy
www.mgpips.gov.pl

Sectoral breakdown of planned Structural, Cohesion and
Rural Development Fund payments in Poland, 2004-06

Private sector Physical infrastructure

Tourism 2%

Transport 27%
SMEs, industry & services 6%

Agriculture & rural
development
32%

Telecoms 2%

Environment 16%
Social infrastructure 1%

Human capital Education 3%

Research & Development 1% Training 10%

Source: ECN

Structural Funds allocations (including public co-financing), 2004-2006

Operational Programme Who can benefit? Amount Managing authority
Human resource Not-for-profit organisations, public institutions, Ministry of EcorTomy, .
e e . . .. €1.96bn Labour and Social Policy
development municipalities, companies (via training programmes)
www.efs.gov.pl
. .\ . - e Ministry of Economy,
Improving competitiveness Not-for-profit organisations, municipalities, €1.71bn . .
. . Labour and Social Policy
of enterprises SMEs and large companies
www.zwp.gov.pl
Food sector modernisation Municipalities, farmers, rural businesses; Ministry of Agriculture and
. . €1.78bn Rural Development
and rural development rural associations and foundations .
www.mrirw.gov.pl
Transport Mur}1c1pal1t1es, road, rail and mar'1t1me ofﬁges; €1.55bn M1mstr¥ of Infrastructure
environmental and water protection agencies www.mi.gov.pl
Fisheries and Fishermen afn.d processing companies; Ministry of Agriculture
. . port authorities; €0.28bn and Rural Development
fish processing .
water management offices www.mrirw.gov.pl
Municipalities, farmers, Ministry of Economy,
Integrated Regional not-for-profit organisations, SMEs €4.1bn Labour and Social Policy
www.zporr.gov.pl
Total funding €11.4bn

Source: National Development Plan

Note: funding allocations include national co-financing and totals represent funding commitments through 2008

© 2005 The Economist Newspaper Ltd. All rights reserved.
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Slovakia

Slovakia will get €2.1bn in EU funding for the budget years
2004 to 2006. Last year’s performance was mixed. Seven
Cohesion fund projects were confirmed, using up the year’s
budget. Interest in structural fund spending was high, espe-
cially from small business, but the administration has been
relatively slow to organise programmes. Approved projects
came to €119m, about one-tenth of the total. Ironically, Slo-
vakia’s centralised system, designed to avoid the problem
of poor regional administration capacity, has delayed fund-
ing programmes since there are no regional offices to make
an initial first cut of applications.

Slovakia has spread its priorities quite broadly with the bulk
of money going to transport infrastructure, environment and
rural development. Along with Latvia, Slovakia is the only
new member state to allocate funding specifically towards
the unemployed—some 11% of structural funds focuses on
projects to help the young and long-term unemployed enter
the labour market.

Like Prague, Bratislava is too rich to qualify for Objective 1
funding, but an extra programme using Objective 2 funds
exists just for the capital. Larger companies can receive up
to 50% of the costs of their projects (30% in the Bratislava
region). SMEs are eligible for up to 65%. Foreign-owned
companies are explicitly excluded from funding.

Structural Fund €1.2bn

Cohesion Fund €571m

Rural Development Fund €352m

Total €2.1bn

Total funds per capita €133

Total funds as a % of GDP 2.5%

Further information Ministry of Economy
www.economy.gov.sk
SARIO: www.sario.sk

Source: National Development Plan, EU Commission

Sectoral breakdown of planned Structural, Cohesion and
Rural Development Fund payments in Slovakia, 2004-06

Private sector
Tourism 4%
Industry & services 3%

Physical infrastructure

Transport 26% Telecommunication 1%

Agriculture & rural Energy 1%
development 25% Environment &

Water 21%

Social
infrastructure 1%

Research &

Development 0,4% Human capital

Training 2%~ Education 4% Employment development 11%

Source: ECN

Structural Funds allocations (including public co-financing), 2004-2006

Operational Programme Who can benefit?

Amount Managing authority

Human resource

development
grammes)

Industry and services SMEs and large companies

Basic infrastructure . .
and water protection agencies

Agricultural and Rural
Development

Bratislava Objective 2

Municipalities and SMEs
Programme

Not-for-profit organisations, public institutions,
municipalities, and companies (via training pro- €367m

Not-for-profit organisations, municipalities,

Municipalities; road and rail offices; environmental

Municipalities, farmers, rural businesses;
rural associations and foundations

Minstry of Labour, Social Affairs and Family
www.employment.gov.sk

Ministry of Economy

€222m
www.economy.gov.sk

Ministry of Construction and
€ 566m Regional Development
www.build.gov.sk

€266m Ministry of Agriculture
www.mpsr.sk
Ministry of Construction
€79m and Regional Development
www.build.gov.sk

Total funding

€1.5bn

Source: National Development Plan
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Slovenia

As the wealthiest of the new EU member states, Slovenia is set
to receive only 1% of GDP in EU funds or €738m. Slovenia was
unexpectedly slow to approve projects in 2004, hampered by
the lack of a role for regional authorities, with the whole of the
country currently classified as one Objective 1 region. The new
government has focused attention on improving absorption.
Over half of funding in Slovenia is targeted at infrastructure
build-out.

Sectoral breakdown of planned Structural, Cohesion and Rural
Development Fund payments in Slovenia, 2004-06

Physical infrastructure

0
Agriculture & rural Transport 29%

development 15%

Tourism 5% \

Industry &
services 10 %

Telecommunication 0,6%

Environment &
Water 28%

Social
infrastructure 1%

Human capital
Education 8%

Research & Development 2% Training 5%

Source: ECN
Structural Fund €267m 1. Productive sector and economic competitiveness
Cohesion Fund €189m 2. Knowledge, HR development and employment
Rural Development Fund €282m 3. Economic infrastructure
Total €738m Further information
Total funds per capita €123 Government Office for Structural Policy and Regional Development
Total funds as a % of GDP 1.0% WWW.gOV.Si/svrp
Source: National Development Plan, EU Commission

Estonia

Estonia is eligible for €829m in EU funds up to 2006. It has been
very successful so far in generating projects for funds, with in-
formation about grants easily accessible on the internet and in
the media. Indeed, Estonia is likely to have one of the highest
absorption rates. The country’s spending priorities are slightly
different than the other member states with 40% of funding con-
centrated on rural development and 23% on human resources.
Estonia is also using structural funds to employ more people to
manage funds—a weakness in other countries.

Sectoral breakdown of planned Structural, Cohesion and Rural
Development Fund payments in Estonia, 2004-06

Physical infrastructure
Tourism 2%

Industry & services 3%
Agriculture & rural \

development 41%

Transport 15% Telecommunication 1%

Environment &
Water 11%

Social
infrastructure 1%

Human capital .
Education 11%

Research & Development 6% Training 6%

Source: ECN
Structural Fund €386m 1. Human Resource Development
Cohesion Fund €309m 2. Competitiveness of Enterprises
Rural Development Fund €134m 3. Rural development & agriculture
Total €829m 4. Infrastructure and local develop
Total funds per capita €201 Further information
Total funds as a % of GDP 3.5% Ministry of Finance: www.fin.ee, www.innove.ee
Source: National Development Plan, EU Commission

© 2005 The Economist Newspaper Ltd. All rights reserved.
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Latvia

Latvia is the poorest EU member state and consequently gets the
highest proportion of EU funding at 5% of GDP (the 4% cap does
not include rural development funds) or €208 per person. Total
funds amount to €1.5bn. Latvia’s two main priorities are rural
development and agriculture (including fisheries), which ac-
counts for 44% of total funds, and infrastructure, which accounts
for 34%. Funding will not increase substantially after 2007.

Sectoral breakdown of planned Structural, Cohesion and
Rural Development Fund payments in Latvia, 2004-06

Physical infrastructure
Tourism 1%

Industry & services 10%
Agriculture & rural _\

development 44%

Transport 17% Telecommunication 2%

Energy 2%

Environment &
Water 11%
Social
infrastructure 1%

Employment
development 6%
Education & Training 4%

Human capital

Research & Development 1%

Source: ECN
Structural Fund €649m 1. Promotion of Territorial Cohesion
Cohesion Fund €515m 2. Promotion of Enterprises and Innovation
Rural Development Fund €291m 3. Development of HR and promotion of employment
Total €1.5bn 4. Development of Rural Areas and Fisheries
Total funds per capita €208 Further information
Total funds as a % of GDP 5.0% Ministry of Finance: www.fm.gov.lv
Source: National Development Plan, EU Commission

Lithuania

Lithuania is eligible for €1.9bn in EU funds to 2006. Absorption
levels look set to be high, since response rates have been strong,
especially from farmers and companies. Spending priorities are
spread broadly between infrastructure and rural development,
with sizeable chunks available for the private sector and training
programmes. Funding will not increase substantially after 2007.

Sectoral breakdown of planned Structural, Cohesion and
Rural Development Fund payments in Lithuania, 2004-06

Physical infrastructure
Tourism 5%

. L
Industry & services 8% \ Transport 16% Telecommunication 4%

Agriculture & rural Energy 5%

development 33%

Environment &
Water 7%

Social
infrastructure 1%

Human capital

Training 12% ducation & R&D 7%

Source: ECN
Structural Fund €386m 1. Social and economic development development
Cohesion Fund €309m 2. Human resource development
Rural Development Fund €134m 3. Development of the Production sector
Total €829m 4. Rural and fisheries development
Total funds per capita €201 Further information
Total funds as a % of GDP 3.5% Ministry of Finance: www.finmin.lt
Source: National Development Plan, EU Commission
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Ell ERNST & YOUNG

Quality In Everything We Do

Ernst & Young has established a cross-border strategic tax task force
to advise clients on issues arising from the EU Accession. The task
force includes specialists from the 10 accession countries and the
15 existing EU member states who cover a broad range of areas
including Value Added Tax (VAT), customs and international trade,
corporate and international tax, Human Capital issues and the
grants and incentives available for companies and organizations.

Clients are also able to draw on the expertise of Ernst & Young’s
associated law practices in the Accession states. They can advise
on a range of legal issues including corporate law, mergers and
acquisitions and employment law.

Ernst & Young is a global leader in professional services. It
provides integrated solutions that draw on diverse and deep
competencies in consulting, assurance, tax, corporate finance, and
in some countries, legal services. Ernst & Young employs 110,000
people in 130 countries. The firm is frequently rated among the best
places to work by leading publications around the world and is also
consistently ranked first in client satisfaction in independent surveys.
Ernst & Young has enjoyed uninterrupted growth since its original
inception in 1903.

For more information please visit www.ey.com
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ORACLE

Oracle Corporation is the world’s leading supplier of software for
information management, and the world’s second largest independent
software company. With annual revenues of $10 billion, the com-
pany offers its database, tools and application products, along with
related consulting, education, and support services, in more than
145 countries around the world. Oracle is the first software com-
pany to develop and deploy 100 percent internet-enabled enter-
prise software across its entire product line:

¢ database servers,
e enterprise business applications,
e application development and decision support tools.

As more and more companies transform themselves into e-businesses,
Oracle’s internet-enabled solutions provide a cost-effective way to
expand market opportunities, improve business process efficiencies,
and attract and retain customers. By replacing expensive, unwieldy
client/server computing models with the efficiency and reach of the
Internet, companies can deploy a wealth of innovative applications
that can be accessed with a Web browser.

One of Oracle’s main commitment in Europe is to assist Public
Sector in both EU Member and Accession Countries in meeting the
objectives of the eEurope plan and the Lisbon Strategy in order to
create world’s most competitive economy by end of this decade.
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