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1. Trade and FDI Policies
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1.1 Introduction

The recent EU enlargements of 2004, 2007 and 2013 moved the borders to a new set of countries in
the East, which historically had less-intensive economic relations with the EU. These countries were
part of the former Soviet Union and are characterised by lower development levels and significant
institutional and structural differences. At the same time, in the Southern and the Eastern rim of the
Mediterranean Sea, the EU borders countries that are linked to individual EU member states through

their colonial past.

Both bordering areas, in the EU East and the EU South, have been gaining in significance in trade, as
they include emerging economies, energy suppliers, and large domestic markets, all of which are
important to the EU economy. In recognition of this, in 2004 the EU launched the European
Neighbourhood Policy (ENP), to extend the benefits of the EU to neighbouring countries, thus
increasing stability, security and well-being, and creating a “ring of friends” around the EU’s political

borders.

Following suspension of the Doha Development Round of the World Trade Organization, the
European Commission began to pursue Free Trade Agreements (FTAs) that reduced tariffs on trade

and restrictions on investment for certain economies, as a means of protecting markets and enhancing
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competitiveness. The FTAs were an initial step along a longer path to Deep and Comprehensive Free
Trade Agreements (DCFTAs) with neighbouring countries, going beyond tariff reductions to cover
regulatory issues such as investment protection, public procurement and competition policy. DCFTAs
were intended as the EU’s ultimate recognition and acknowledgement of democratic and economic
reforms by ENCs, including improved border security, prevention of illegal migration, reduced
corruption and ensuring the rule of law. The ENP is based on a prevailing assumption that ENCs are

essentially willing and able to conduct ‘Acquis’-based reforms as the pre-condition for a DCFTA.

The SEARCH project involved multiple avenues of research, resulting in more than 20 working
papers, policy notes and policy briefs covering a broad range of trade and FDI policies. We
summarise here the most significant findings and policy recommendations from this extensive body of
research around the following themes: a) Value of trade incentives to ENCs, b) ENC growth and

development potential from trade, and ¢) FDI and trade.
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1.2 Value of trade incentives to ENCs

To understand the value of trade incentives, we first need to know how important trade between the
EU and ENC:s is from the perspective of each group of countries. As things stand, with the exception
of energy exports, ENCs are relatively unimportant trading partners for the EU core countries, while
the EU is among the leading trade partners for ENCs. It is intended that this imbalance reduces over
time, as various ENP agreements reach fruition and as EU trade grows. However, empirical evidence
shows the growth of exports and imports between the EU27 and ENCs remained flat throughout the
four years before and the six years after the ENP was established. Growth of ENC trade rose in that
period only with the nearby EU12, the five major emerging economies of Brazil, Russia, India, China
and South Africa (BRICS), and somewhat more with the USA and the rest of world. Even though an
EU1S5 country is the most important trading partner for ENCs, based on research evidence (Petrakos et
al., 2013; Kallioras and Pinna, 2013), ENC incentives to increase trade with the EU core appear
relatively ineffective, thereby slowing or even potentially halting the willing uptake of ‘Acquis’-based

reforms by ENCs.

It is possible that the lag in growth of trade with the EU27 may be due to the fact the ENC countries
need to satisfy the EU’s conditions before an agreement is reached, combined with delayed, back-
loaded benefits of EU trade concessions. The absence of trade growth with the EU27 perhaps reflects
an unfortunate fact: ENCs may well conclude that trading elsewhere without conditions is preferable
to trading with the EU. At the very least, the EU should consider how best to more finely calibrate its
conditions and trade concessions to meet the highly specific domestic and trade circumstances faced
by bi-lateral partners. Recent events in Armenia and Ukraine reinforce the importance of such

considerations.

There are, however, further relevant findings. Since growth of trade with BRICS and the EU12 was
positive during this period, we know ENCs have begun to fulfil their trade growth potential. Digging
somewhat deeper into the trade geography, we can examine the best export market for ENCs in 1995
and 2010. The EU was the top market for eight of 16 ENCs in 1995, which then dropped to four ENCs
by 2010. At the same time, Russia rose from the best export market for only one ENC, to the best
market for four ENCs. The same trend applies to imports, with imports from EU countries falling

even faster (Pinna et al., 2013).

All other things being equal, cross-border and regional trade is more likely to involve partners of
similar levels of development, allowing for a more balanced and symmetrical interaction. It has been
suggested that asymmetry in the geographic direction of trade may pose a barrier to growth for

transition economies; with the evidence indicating ENCs are best able to use their limited comparative
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advantages when trading with less advanced or less-sophisticated partners. EU trade policies,
incentives and supporting programs should focus ENC trade access and opportunities towards the
short term for recent EU accession countries rather than with the core EU15, to maximise the potential
of trade as an incentive for reform, which is a cornerstone of the existing ENP approach. As ENC
trade diversifies over time in terms of product mix and quality, ample opportunities for expanded
EU15 trade will arise, which might be less likely to arise when trading with Russia or other BRICS
partners (Pinna, 2013).

[Policy inference 1.1: When setting conditions and trade concessions for its least able ENC trade
partners, the EU should consider their specific domestic and trade circumstances.]**

1.3 ENC growth and development potential from trade

1.3.1 Growth potential from trade

Exports and imports to/from the EU are shown by the SEARCH project’s findings to contribute to
growth of gross domestic product (GDP) in ENCs, thereby highlighting the genuine value of trade as
a carrot to stimulate ENC reforms. These results are, however, strictly conditional: the analysis further
reveals that trade expansion with the EU contributes to ENC growth when this trade is mainly with
the EU’s middle- and low-income members, specifically the Southern and the Central-Eastern
members. On the other hand, when trade as a share of GDP with high income EU member states

increases, the impact of trade on ENC growth of GDP turns negative (Anagnostou et al., 2013).

[Policy inference 1.2: EU trade policies should focus ENC trade on recent EU accession countries
rather than on the core EU15 countries.]*

A different but complementary analysis using gravity equations finds distance to be inversely related
to trade flows, which is further evidence of the fact that ENCs trade more with their nearest than their
more distant core EU neighbours (Kallioras and Petrakos, 2013). These results also mirror the finding
above that ENC’s trade grew with the EU accession countries but not the EU core countries during the
last decade. However, it is important to repeat the essential point that trade with low-medium income,
nearby and EU accession countries helps contribute to growth of GDP, rather than to its decline. The

EU should openly promote the value of ENC trade with its newest members as an ENC growth

? The Policy Inferences marked with an asterisk (*) have been tested in survey questions posed to regional policy
experts in the ENCs for their benefit, fit and ease of implementation in the respective countries and regions.

6
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stimulant and support such trade with a well-calibrated portfolio of supplementary European
Neighbourhood and Partnership Instrument (ENPI) measures designed to accelerate growth in both

trading regions.

[Policy inference 1.3: The EU should support ENC trade with the newest EU members with carefully
designed ENPI measures that promote growth in both trading regions.]*

1.3.2 Development diversification potential from trade

Export diversification is variously defined a change in the composition of a country’s existing export
product mix or export destination, or as the spread of production over many sectors. There are well
known risks in concentrating exports in a few primary commodities: such concentration exposes a
country to the negative effects of fluctuations in world demand and to the negative supply-side
features of these primary products. In terms of exports, in 2010 the vast majority of the ENCs had
higher levels of concentration either in the EU market or the BRICS market, compared to the world
market. The same applies to imports, although imports are more diversified than exports in all markets

under consideration.

The risk that ENC economies and exports would be locked-in to their present export specialisations
might arise as a consequence of two distinct types of trade: trading non-fossil fuel commodities with
similar partners (similar partner specialisations reduce opportunities for diversification), and trade with
European partners (well-advanced specialisations inapplicable to diversification) by ENC carbon
exporters. Either way, an ENC economy will have difficulty restructuring its production system,

expanding its comparative advantages and diversifying its export mix.

Recent developments in the international trade literature show the current production structure of a
country is affected by its past production structure, through a path-dependent process governed by the
relatedness of products. Relatedness matters because jumping into new products is far from easy and
straightforward, and relatedness requires the further application of specific capabilities. Capabilities
are not easily transferred across countries: if a country lacks the capabilities needed to produce a new
good, it can be very difficult to start producing it. We see the path-dependent process of product
diversification as driven not only by each country’s past production structure, but also by its trade
relationships with other countries. Jumping into new products because of these relationships might (or
not) be feasible, depending on the strength of economic incentives or of learning opportunities (which

will be fewer with similar trading partners).
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Some capabilities are important only for specific products or groups of products (e.g. specific
technological knowledge, such as fuel extraction), There are also general-purpose capabilities that are
relevant and adaptable to all products. ENCs are more typically characterised by weaker general-
purpose capabilities and need to rely much more on the existing links between products requiring
related specific capabilities in order to jump into new, diversified industries. Specific-purpose
technologies make it very difficult for ENCs to launch new industries that require capabilities they do

not presently possess.

In the case of ENCs, we find product relatedness has a strong effect, both in keeping a comparative
advantage in old products and in diversifying into new products. Policy aimed at improving and
speeding up the diversification process in the short term should focus on favouring the development of
closely-related sectors that benefit from present capabilities. Directly favouring the creation of
unrelated industries might result in severe failures, since the lack of necessary supporting
infrastructure and institutions may doom these initiatives. However, together with these interventions
focused on closely related industries, policy makers should consider increasing existing technical
assistance and diversifying investment with the aim of promoting long-term improvements in the
quality of supporting institutions in ENCs. Creating a favourable environment where firms can emerge
and grow more easily, and where returns from innovation can be appropriated by local companies and
new innovators, might provide stronger incentives and opportunities for diversification even in very

remotely related products, and therefore boost future growth.(Boschma and Capone, 2013).

[Policy inference 1.4: Policy aimed at improving and speeding up the industrial diversification
process in the short term should focus on favouring ENC sectors most similar to ENC exports.]*

[Policy inference 1.5: EU policy-makers should consider increasing technical assistance and
investments to ENCs for long-term improvements in the quality of institutions that support firm
emergence and firm growth.]*

Imports provide powerful incentives for both the EU and ENCs to maintain production in old sectors
where they already enjoy comparative advantage, but learning effects from imports appear to arise
only in EU countries. The availability of a wide variety of inputs, or of higher quality products in the
ENCs, does not stimulate the diversification they need, perhaps because of the lack of suitable
institutions and capabilities, and also because of a lack of demand. Therefore, policy aimed at
improving institutions might also be very useful in this respect. However, more specific policies might
be designed to promote trade flow parity as a whole in ENCs: sectors that are open to international

8
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imports should also be opened very soon to opportunities for exports, to support diversification and

growth in ENCs.

[Policy inference 1.6: Specific EU policies should be designed to promote trade flow balance as a
whole in ENCs by reducing trade restrictions in all EU and ENCs.]*

1.4 FDI

1.4.1 FDI potential

Firms may perform international operations including export and import trade, foreign direct
investments, international outsourcing, in which international market activities lie at the core of their
competitiveness. It is clearly recognised in the literature that the firm’s perspective is the most relevant
basis on which to formulate policies to better support national export capability, and therefore
growth. EU firms may engage in trade, or not, and engage in other international transactions such as
foreign direct investments, contracts and arm’s length agreements that allow firms to reduce their
production costs, to improve their technologies (reducing the gap with leading firms) and to increase
their sales. Firms usually internationalise their production activity in three different ways: a) importing
inputs and components for use in domestic production; b) the international outsourcing of goods and
services (1O), by creating arm’s length agreements with companies in foreign markets; or c) increasing

productivity through foreign direct investment (FDI).

Drawing on data relating to about 15,000 firms in six long-term member states (Austria, France,
Germany, Italy, Spain, and UK) and from a newer member state (Hungary), we find about 70% of
these firms are exporters, but less than 6% have the ENCs as the main export destination (first, second
or third export partner) and just 2% consider an ENC as its first export target market. While the vast
majority of firms export abroad, far fewer firms decide to combine this with internationalisation of
production. There appear to be no significant differences between exporters in general and firms
which choose to export mainly to the ENCs. Nor does FDI as a percent of turnover — about 27% -
differ between firms that export primarily to ENCs and firms exporting elsewhere. The old core of
Europe still remains the main location where European firms prefer to carry out foreign production
activities (Pinna, 2013). However, this finding is in fact quite encouraging: ENCs already receive
levels of FDI entirely comparable with EU FDI, even though ENCs presently lack many of the
protections and supports that are offered by EU countries and sought by their firms. Expanding FDI

clearly depends upon ENCs pursuing the very ‘Acquis’-based reforms some have resisted, to stimulate

9



SEARCH Project (266834) Deliverable 6.3

trade; the added FDI incentives may then improve the willingness to comply with ‘Acquis’-based
reforms. Based on these findings, the EU is advised to continue active promotion of reforms in ENC
negotiations with the full expectation that expanded FDI, trade and other forms of internationalisation

by EU firms is likely to follow.

[Policy inference 1.7: The EU is advised to continue promoting ENC reforms with the full
expectation that FDI and internationalisation by EU firms will follow.]*

1.4.2 The potential of ‘Acquis’-based reform

A related study examined empirically the relationship between the quality of economic governance in
recipient countries and the location of FDI by Multinational Enterprises (MNEs) from EU-15
countries in a wide set of destination countries, including EU new member states, accession and
candidate countries, ENCs, and the Russian Federation. Particular attention was devoted to studying
the role of the quality of recipient countries’ economic governance framework in driving MNEs’

inward investment decisions.

Economic institutions and governance are drivers of MNEs’ location choices, but not all aspects of a
host country’s environment matter to the same degree. Government expenditure, property rights and
the legal system positively influence investment decisions, while monetary policy and market
regulations do not seem to be relevant drivers. In negotiations with ENCs, the EU is therefore advised
initially to stress the need for effective reforms relating to government expenditure, property rights and
the legal system, as those most important to FDI, while temporising on changes to monetary policy

and market regulation.

[Policy inference 1.8: Reforms to government expenditure, property rights, and the legal system
should be a priority for EU policies to promote Foreign Direct Investment in European Neighbouring
Countries.]*

It was also noted that MNEs do not all attach the same relevance to the quality of economic
institutions and governance: about one-third of MNEs from EU-15 invested in destinations where
these are weaker, while two-thirds of investment goes where institutions are of higher quality. MNEs
investing in countries with poor institutional practices may appear to be counterintuitive, but there
could be situations in which companies believe they can capture advantage from these weaknesses.

Such institutional subversion is a particularly well-documented phenomenon in the case of transition

10
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economies, where political and economic elites maintain advantage over the rest of the population. It
is then possible that some MNEs are drawn towards locations where they can establish influential
connections with these elites, which in turn allow them to take advantage of poor governance by

obtaining low rents or circumventing market rules.

Even so, it must be born in mind that most MNEs prefer locations where economic institutions are
strong. Furthermore, foreign investment attracted by institutional weakness is far more likely to
benefit local elites than the economy as a whole. Therefore, in terms of policy implications, focused
and continuing efforts should be made to establish and reinforce strong governance and institutions in
ENCs. This is not only relevant to attracting global capital but it is also fundamental to stimulate
domestic economies. Indeed, improving economic institutions is very likely to be seen as a positive

signal by foreign investors overall (Ascani et al., 2013).

[Policy inference 1.9: Focused and continuing efforts should be made to establish and reinforce
strong institutional settings of European neighbouring countries.]*

1.4.3 The potential benefits of FDI from EU investors

The benefits of FDI are sometimes taken for granted. However, there is often little reliable empirical
evidence to support the common claim of economic gains from capital investments in the ENCs and
other transition countries. Nor is there evidence of the size of the (presumed positive) spillovers of
European FDI vis-a-vis foreign investments originating from other parts of the world. Thus, it is not
known whether the preferential relations offered by EU’s European Neighbourhood Policy and related
bilateral agreements, and the intensification of economic interactions — including capital flows — that

these facilitate, are in fact beneficial for the countries of the region.

The relevant literature has shown that at the national level these spillovers are by and large positive,
raising the productivity of domestic firms (albeit often conditional on a range of factors, such as firm
sizes, domestic technology and institutions, etc.) and thus of the economy as a whole. But studies for
other parts of the world have shown these positive effects often favour the most advanced regions. As
a result, FDI can often contribute to a widening of regional disparities in recipient countries. In the
ENP context, where spatial asymmetries are often acute and geographical disparities already large, this

effect may be particularly difficult to redress.

11
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From the EU side, the ENP provides an institutional framework of association (including preferential
trade agreements) which, arguably, gives EU firms a relative advantage, at least in the sense of
reducing entry costs and uncertainties such as information asymmetries and legal barriers. If, as it is
believed to have happened in the new EU member-states, the framework of association promotes less
speculative and more long-term strategic investments, then investments originating in the EU are
likely to be more organically linked to the local economies of the host countries, thus, possibly,

generating larger spillovers for domestic firms.

The evidence shows FDI originating in the EU to have a ‘productivity advantage’ over investments
from other parts of the world, in the sense that it tends to generate greater productivity spillovers for
domestic firms. It thus seems that the process of association with these regions, which gives a
preferential access to European firms in their markets, does not carry a ‘hidden’ or indirect penalty for
ENC firms. Equally interesting, FDI spillovers have not reached their maximum value in the ENC
region. In South Eastern Europe, where the involvement of the EU is magnified, such spillovers are
very positive and strong, despite the fact that recipient countries in the region share similar initial
problems of institutional quality and absorptive capacity with many of the ENP countries. This
suggests that further intensification of economic links and capital flows are likely to be increasingly

beneficial.

Together with findings of section 1.4.1 above, the overall potential gains to ENCs of EU association
are substantially larger than experienced thus far, which may lead ENCs to conclude that benefits to
date were not worth the pain of attempting reforms. Future productivity benefits and growth potential
from EU-based FDI should be stressed in promotional materials and discussions between EU and ENC

negotiators.

1.4.4 Spatial development potential of FDI seen broadly

The economic growth of ENCs tends to be driven by the performance of a limited number of local
economies within nation-states, particularly those most engaged in international trade. These are most
frequently urban areas where economic growth concentrates. Indeed, most industrial production,
skilled labour and higher paid jobs tend to agglomerate in cities, where geographical proximity
promotes ease of communication and creates an environment which favours frequent interactions and
the flow of ideas. In turn, this agglomeration limits the diffusion of knowledge beyond the boundaries

of economic concentrations.

Accordingly, economic development is ultimately spurred at the local level where knowledge spillover

is generated. As a matter of fact, while codified knowledge becomes largely available and accessible

12
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as a result of improvements in communication technologies, the tacit knowledge necessary to apply
this codified knowledge to new development remains localised, requiring spatial proximity to be

transmitted, absorbed and successfully applied.

[Policy inference 1.10: Research findings that demonstrate strong prospects for future growth from
EU-based FDI should be included in relevant materials and discussions between EU and ENC
negotiators.]*

Although the productivity spillovers discussed in 1.4.3 above, are not particularly localised, they tend
to be significantly stronger and more positive for firms located in the capital city regions of the
recipient countries. As FDI tends to concentrate in these regions anyway, it follows that it acts to
amplify regional disparities within countries. European FDI appears to have the strongest contribution
to this adverse geographical effect. This risk of such disparities gives EU policy — and ENP in
particular — an increased responsibility to implement and support action to reduce spatial disparities

and asymmetries in the countries of the EU neighbourhood (Monastriotis and Borrell, 2013).

1.4.5 Spatial development potentials of FDI: the case of Ukraine

Based on empirical data collected in our SEARCH enterprise survey of 153 foreign firms in three
district regions of the Ukraine in 2012, further insights about regional effects of FDI are presented.
The data contains information on location choice of MNCs, assessment of institutional quality, and
embeddedness within the regional economy. Investors in search of markets are most likely to invest in
the capital region Kyiv, rather than in the bordering regions Lviv and Kharkiv, due to Kyiv’s large
market potential, better access to resources, and the higher quality of institutions in the capital. The
border region Lviv, enjoys the advantage of being close to the EU border, and with its concentrations
of human capital, pulls in labour-seeking FDI. The Kharkiv region, bordering the Commonwealth of
Independent States (CIS), retains its old industrial infrastructure as a remnant of Ukraine’s planned
economy. It continues to attract foreign investments from CIS firms to serve the local market through
historically well-established customer-supplier networks. The overall better institutional quality of the
capital region attracts vital FDI firms that place great importance on the institutional environment,
emphasising the impact that poor hinterland can have in promoting highly uneven regional

development.

[Policy inference 1.11: The risk of increasing regional disparities gives an important role to the ENP
to support actions that will reduce spatial disparities and asymmetries in the countries of the EU
neighbourhood.]*

13
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Policy lessons from the example of Ukraine could apply to other ENCs that share similar regional
structures and levels of economic and institutional development. In all these cases, there are strong
reasons to properly balance the Acquis compliance with a calibrated programme of ENPI assistance,
as proposed earlier in this chapter. More specifically, programmes to improve specific strategic assets
of the key regions and regional governments,, such as human capital, concentrated pools of highly
skilled labour, and building technology-oriented infrastructures, deserve special attention. Targeted
development of local infrastructure is also advised. This implies support of local SMEs, building of
customer-supplier networks, and promoting the development of specialised clusters of companies and
industries by national and regional governments, as well as public institutional centres. Finally, there
is a need to introduce and actively promote improvements in overall quality of regional institutions.
The policy guidance here can be summed up as follows: ENPI and related programmes should not be
promoted broadly, but must take account of the specific assets of key regions (at national and sub-
national levels), the quality of local infrastructures, capabilities, and the quality of regional

institutions.

[Policy inference 1.12: ENPI and related program supports should not be promoted broadly, but must
take account of the specific assets of key regions (at national as well as sub-national levels), the
quality of local infrastructures, capabilities, and the quality of regional institutions.]*

14
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2. Mobility and Migration Policies
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2.1 Introduction

A central focus of the ENP is the free movement of people (COM 774, 2007 in Wesselink and
Boschma, 2013). At the time of the first ENP negotiations, officials travelling to Brussels from EU
neighbouring countries encountered problems in acquiring temporary visas, and partner countries
mentioned difficult visa procedures as a disincentive to further integration (COM 726 final, 2006 in
Wesselink and Boschma, 2013). Visa negotiations were initiated as a starting point for wider
negotiations with the majority of ENP countries in order to make the ENP a more attractive policy for
partner countries (Wesselink and Boschma, 2013). The majority of southern ENCs had special visa
regulations in existence, and these were then expanded to Ukraine and Moldova, and later considered
for Georgia, Armenia and Azerbaijan. However, temporary visas are a relatively small step in the vast
array of supports needed to promote mobility of workers between the EU and ENCs. In common
with the coupling of trade incentives to political reforms (democracy and human rights), the ENP has
used political reforms in ENCs as a condition for changes in EU migration laws. Efforts such as the
governance facility (European Commission, 2008a), the Neighbourhood Investment Facility (NIF),
and the InterRegional Programme (IRP) have been set up to support reform projects in countries under
the ENP remit. The scholarship programme Erasmus Mundus, specifically targeting ENP countries,
was set up to continue the success of previous scholarship programmes in fostering cooperation at the

university level (COM 774, 2007 in Wesselink and Boschma, 2013).

The evidence collected in the SEARCH project points the way to policies that will complement and

strengthen current ENP initiatives on migration and worker mobility, and make them more effective
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in meeting ENP goals. The following sections summarise these policy findings organised around the
themes (1) Benefits of mobility of highly-skilled workers, inventors and research networks, (2)
Potentials of wage regulation and measures to protect migrants in the EU, and (3) Benefits of

addressing remittance policies.

2.2 Benefits of mobility of highly-skilled workers, inventors and research networks

The policy implications of this research are based on evidence of (1) patterns of labour mobility of
highly skilled individuals, (2) the impact of the mobility of highly skilled individuals on economic
growth, and (3) the push factors of highly skilled labour flows.

Our results suggest that mobility seems desirable at the aggregate level, although at the inventor level
it is a zero-sum game for firms (Moreno, 2013). The policy inference derived from these results is that
policies should be directed at promoting inter-regional and international competition for highly-skilled
labour, and reducing institutional barriers to highly skilled labour flows. These barriers are higher
between ENP countries and EU countries, than within-EU countries, and so there is scope for reducing

barriers between EU countries and ENCs (Moreno, 2013).

[Policy inference 2.1: Policies should be directed at promoting inter-regional and international
competition for highly-skilled labour, and at reducing institutional barriers to highly-skilled labour
flows especially between the EU and ENCs.]*

Labour mobility and research networks have been found to be a crucial factor in the creation of
knowledge, and their unequal distribution over geographical spaces explains regional differences in
innovation performance and economic development (Moreno, 2013). So, policies directed at
encouraging the mobility of highly skilled workers (such as the EC Marie Curie Programme or
Framework Programme R&D projects) may have a very important role in fostering innovation in less-

innovative regions, and in supporting their economic growth (Moreno, 2013).

The findings of this research contradict what was expected by the researchers. It was not expected that
geographical distance would have such a large negative effect on the mobility of highly skilled
workers (Moreno, 2013). As a working hypothesis, highly skilled workers might not want to relocate
to distances far away from their current colleagues (Moreno, 2013). Moreover, this research has shown

that progression towards the European Research Area is hindered by fragmentation of the institutional
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framework between countries, which impedes international labour mobility (Moreno, 2013).
Therefore, policies should be directed at increasing the transparency of recruitment procedures, at
improving the portability of social security provision internationally, and at reducing differences in
taxation (Moreno, 2013). A possible coupling of such requirements with bilateral ENP instruments —

action plans — needs to be used to support such a strategy.

[Policy inference 2.2: Policies should support the participation of highly skilled workers in both EU
and European Neighbourhood Country research networks.]*

The findings of this research suggest that research collaborations as currently supported by formal EU
programmes stimulate the acquisition of direct knowledge through such collaboration, which also tend
to reduce frictions that may restrict labour mobility across Europe (Moreno, 2013). Such benefits of
research funding policies could be extended to the ENP area through their inclusion in the building of

international research networks.

[Policy inference 2.3: Policies aimed at supporting high-skilled worker mobility from ENCs should
focus on three measures: (1) making recruitment procedures more transparent, (2) improving the
portability of social security provision internationally, and (3) reducing differences in international
taxation.]*

Nieto et al. (2013) find that immigrants are more likely to be over-educated than natives, with this
probability being higher for immigrants from non-EU countries. Nonetheless, through years of
residence in host countries, the probability of being over-educated slightly decreases for both kinds of
immigrants, but the size of the reduction is greater for immigrants from non-EU countries. This means
that although immigrants from countries outside EU have a higher probability to be over-educated,
their process of assimilation is faster than for immigrants from EU countries. It is worth noting that
these differences are not related to horizontal mismatch (differences between their field of the study

and their job).

Thus, immigrants experience a higher over-education disadvantage than natives due to the imperfect
transferability of the human capital acquired in their countries of origin. However, immigrants
accumulate knowledge and experience in the host country and adapt to the local labour market, thus
facilitating an assimilation process that reduces the intensity of over-education. The pace of
assimilation however is notably slow for immigrants. Therefore there is a certain risk that immigrants
from outside the European Union remain permanently trapped in poorly-matched jobs, regardless of

their levels of education. Taking into account the wage consequences of over education, this last result
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implies that the wage gap between natives and immigrants will not disappear after several years of
residence in the host country. Policy actions should focus on three different aspects: first,
incorporating in the migration policy formal criteria related to education levels and to the match with
the current needs in the labour market (i.e., like the Australian points system); second, trying to design
a system of assessment and recognition of foreign qualifications in order to give an appropriate signal
to the labour market and, third, providing publicly-provided informal training to recent immigrants

with appropriate skills to improve the transferability of their skills to the new labour market.

[Policy inference 2.4: A program should be developed to assess professional qualifications of ENC
migrants, and to provide informal training to immigrants to improve skills transferability to the new
labour market.]*

Miguelez and Moreno (2013a) find that only a subset of countries, and a subset of regions in some of
the Northern and Central European countries, are benefiting from the immigration of talented
individuals and, as a consequence, these regions are those potentially benefiting from knowledge
flows and human capital spatial externalities. All in all, from this first analysis it is important to bear in
mind that (1), even when controlling for innovation potential and patenting bias, skilled individuals are
particularly attracted to a few countries and regions, whilst this phenomenon is very poor or non-
existent in other countries; (2), large cities and capital cities register high inward migration rates, most
of the time, even in countries that do not have a high level of inward migration—supporting the
importance of urban agglomerations as pull factor in attracting migrants; and (3), in some cases, the
regions surrounding large or capital cities are even more magnetic, pointing to the existence of

spillovers of attractive features and/or crowding-out effects from the capital region.

The research also confirmed the importance of being located nearby those leading regions and cities in
terms of inventors’ stocks and inflows, indicating co-location and geography count in attracting talent.
When trying to elucidate why these movements are concentrated in space, we uncovered three reasons.
First, attractive regions are located nearby because the attractive characteristics of a given region in
terms of amenities, job opportunities, social networks, research facilities, multinational firms, contacts
with academia, and the like, may well spill over its administrative boundaries. Second, some of these
popular regions, especially urban ones, may suffer some kind of congestion effects, such as high land
prices, traffic jams, or pollution, which would favour the location of the research agents outside the
region, but nearby it at the same time in order to take advantage of the possible existence of
agglomeration economies. Finally, we believe that certain European countries are more attractive due
to their research prestige, their wage premiums, or their industrial traditions, which make all the
regions of these countries attractive for inventors from abroad - a consideration that should be taken

into account when defining the global EU research policy.
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Since highly-skilled labour mobility tends to be very concentrated in space, few regions will benefit
from the knowledge of these highly-skilled workers. Therefore, it is not clear that policies aiming at
attracting talent will promote economic convergence. At least, this has not been the case for most
European countries, so it is not expected to happen in European neighbouring countries. What policy
makers in ENCs should take into account is that regions hosting the capital city tend to attract more
highly-skilled workers and this is whereas should focus their efforts in policies designed to attract
highly-skilled workers. In this way, the surrounding regions of capital regions will also be able to

benefit from these policies.

[Policy inference 2.5: The EU should consider supporting ENCs in their efforts to attract high skilled
workers to ENC capital cities.]

Research collaborations between firms and across regions are pivotal for acquiring external knowledge
and in creating new knowledge (Miguelez and Moreno, 2013a). The promotion of distant, weak ties
embracing as many actors as possible is a plausible and beneficial policy option from a regional
perspective. The promotion of cooperation is therefore advisable from a policy viewpoint, especially
in linking inventors who are both geographically and economically distant. Consequently, promoting
the creation of research networks between inventors in the EU and in the ENP countries is of value,
especially bearing in mind that the geographical and the economic distance is greater with the ENP
countries, and may boost innovation and, as a result, economic growth. Providing job opportunities
and being connected to other regions through networks of collaborations helps, especially for

peripheral, backward regions of Europe, as well as regions in ENP countries.

Policy recommendations regarding mobility within the local labour market are not so straightforward.
Although mobility seems to be desirable at an aggregate level, and also at the inventor level, it could
be understood as a zero-sum game for firms. One policy option is to promote the competition for
talent at the interregional and, in particular, the international levels. What, in any case, seems clear is
that at the very least, institutional barriers to mobility must be avoided. As these barriers tend to be
higher between European Neighbourhood countries and countries in the EU than between EU
countries, there is scope for removing barriers in order to spur innovation (Miguelez and Moreno,

2013a).

[Policy inference 2.6: Institutional barriers to the mobility of high-skilled individuals between the
European Neighbourhood Countries and EU countries should be reduced.]
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Miguelez and Moreno (2013Db) state that the results of their research provide additional evidence of the
role that socioeconomic conditions play in enhancing regional innovation rates. Thus, policies that aim
to increase the polarisation and concentration of innovation activities in order to benefit from
economies of scale may fail to achieve satisfactory results if the specific economic fabric of a region is
not properly taken into consideration. In other words, we should factor in ways of diffusing
knowledge, such as through collaboration in research networks, which make investments in R&D and
human capital more profitable in economic terms. To sum up, if governments want to obtain the
highest returns from each euro invested in R&D and in education, it is advisable from a policy

perspective, to promote the participation of highly-skilled workers in networks of research.

Miguelez and Moreno (2013c) state that as labour mobility and research networks have been
demonstrated to be a fundamental factor in the creation of knowledge, their unequal distribution could
explain regional differences in innovation performance and economic development. In this sense,
policies aimed at encouraging the mobility of highly skilled workers or enhancing participation in
research networks (as promoted by the European Commission through Marie Curie programs or the
Framework Program Projects), especially in less innovative regions, may play a critical role in the
creation of knowledge, and subsequent economic growth. Clearly though, the effectiveness of such
policies, as shown by the results of this research, crucially depends on each region’s capacity to give
returns to such labour mobility and on participation in research networks. In this respect, we have
provided evidence that those regions that are more knowledge and innovation intensive obtain higher
returns, since they are able to translate internal and external knowledge into specific new commercial
applications more efficiently than less innovative regions. Therefore, the idea that R&D spending and
knowledge production in general spillover to neighbouring regions is not so evident in the absence of a

certain level of receptivity to external knowledge (Miguelez and Moreno, 2013c).

[Policy inference 2.7: ENP policies aimed at encouraging the mobility of high-skilled workers need to
take into consideration regional capacities to give returns to such mobility.]

The SEARCH study perfectly fits the rationale of the Smart Specialisation strategy, recently launched
by the European Commission. In order to work out how the Smart Specialisation concept could be
applied to regional policy, the concepts of embeddedness of the local networks and the local labour
force, as well as the idea of connectedness to global knowledge hotspots, (by means of learning-
linkages in the form of cross-regional alliances and spatial mobility of human capital), are pivotal

(Miguelez and Moreno, 2013c).
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2.3 Potentials of wage regulation and measures to improve conditions for migrants in the EU

2.3.1 Labour market instruments and migrants

Three main policy implications are drawn from this research. First, labour market instruments such as
the minimum wage, redundancy costs and the generosity of unemployment benefits interact with one
another, some substituting or complementing one another (Cigagna and Sulis, 2013). Second, there is
interaction between labour market policies and migration policies, and third, international coordination
of migration policies may help attract skilled migrants (Cigagna and Sulis, 2013). Labour market
policies show important degrees of complementarity/substitutability among them (see Boer and van
Ours, 2008). For example, employment protection legislation and unemployment benefits coverage
have the same aim of protecting workers against risk, hence they are imperfect substitutes. However,
while higher employment protection of employed persons reduces turnover in the labour market, that
protection makes it more difficult for the unemployed to find positions. On the other hand, higher
coverage of unemployment benefits can increase mobility. As long as migrants perceive such
differences, this will have important implications for the way in which immigrants choose destination
countries. In other words, national governments and EU authorities have to take such interactions into

consideration when making policy adjustments.

[Policy inference 2.8: ENP measures should include clear and transparent information on labour
market policies in EU countries, so that potential migrants from Neighbouring Countries are well-
informed prior to choosing destination countries. ]

The second important policy implication is that labour market policies interact with migration policies.
Hence the effect of possible reforms should carefully take into account such interactions. For example,
the introduction of a minimum wage could have both a positive employment effect on native workers
and a positive effect on migration flows. If migration policy is not properly calibrated or adequately
coordinated, such a large inflow of immigrants could crowd native workers out of jobs, thus cancelling

out the potentially positive benefit effects of a minimum wage (Cigagna and Sulis, 2013).

[Policy inference 2.9: ENP measures should include clear and transparent information on labour
market institutions in EU countries, so that potential migrants from Neighbouring Countries are well-
informed prior to choosing destination countries.]
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Finally, countries should design and coordinate their migration policies in order to attract the most
highly skilled migrants. In fact we obtain quite different results for migrants with low and high skills
depending on the area of origin, both for the role of migration policies and employment protection
legislation. The negative effect of migration policies on flows is much stronger for migrants from the
East of Europe and the Middle East that on average have higher skills, while it is statistically
significant but reduced in size for migrants from the North of Africa. Similarly, the potentially
attractive role of employment protection is higher for the former group of migrants (Cigagna and

Sulis, 2013).

[Policy inference 2.10: ENP migration policies need to take into consideration the different impacts
they have on migrants from Eastern Europe, the Middle East, and North Africa.]

2.3.2  Economic crises and ENC-outmigration

Motellon and Lopez-Bazo (2013) find that the impact of the financial crisis on the probability of
losing their job was greater for immigrants from the ENC. The results also indicate that differences in
the probability of losing their job for immigrants with respect to natives in terms of educational
attainment, occupation and sector, were even greater than differences observed for non-ENC
immigrants. In fact, almost the entire gap in the rate of job loss between natives and immigrants from
ENC can be attributed to differences in observed characteristics, thus ruling out discrimination against
ENC immigrants. In any case, one could argue that what might be behind the results is a phenomenon
of job segregation between natives and immigrants, in which discrimination actually takes place

through the real possibilities of occupying certain jobs.

Some implications can be derived from Spanish economy. First, the loss of employment for
immigrants is an added cost to their own displaced status, especially for recent immigrants. Even for
those who are entitled to receive the unemployment benefit, the difficulty of finding another job in a
prolonged recession may lead to limited financial resources to meet basic needs. The higher chance of
losing one’s job and combined with low chance of finding another (as reflected in an unemployment
rate for immigrants of around 35%) could force immigrants to return to their home countries. Even if
they stay in the host country, a long period without employment erodes both real social integration and

assimilation into the labour market (Motellon and Lopez-Bazo, 2013).

In turn, for the host country, and by extension to the whole EU, the presence of a large number of
unemployed immigrants has obvious costs. Despite these risks, it is possible that a high percentage of
unemployed immigrants decide to stay in the host countries because they have no better alternative in
their countries of origin. Even without a job in the EU, they can continue enjoying higher levels of

security, as well as of social protection (including unemployment benefits, and health and education
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services). In that case, at least temporarily, immigrants stop contributing to the system and,
consequently, do not help to counteract the effects of an ageing population (Motellon and Lopez-Bazo,

2013).

The reduced ability to maintain employment among immigrants can be seen as a cost also for their
countries of origin. First, in terms of the value of remittances, which in the case for countries of North
Africa, (especially Morocco and Algeria) where remittances are an important source of external
financing. Secondly, because they have to deal with the return of those who decide to come home,

especially for the young, more skilled population (Motellon and Lopez-Bazo, 2013).

Finally, migration policies should take into account the effects of business cycle asymmetries on push
and pull factors of migration. In particular, as high rates of job losses may discourage potential future
immigrants, and thereby hinder the correction of macroeconomic imbalances in sending countries, it
could increase the lack of opportunities for a significant portion of its population (Motellon and

Lopez-Bazo, 2013).

[Policy inference 2.11: ENP migration policies need to take into account the dynamic effects of
business cycle asymmetries on push and pull factors of migration.]

These circumstances must be considered when designing and assessing instruments of EU migration
policy in the context of the ENP. Despite the obvious difficulties that would surround the
implementation of an action of this type, the results suggest that, in the context of the ENP, resources
should be allocated to improve the human capital of immigrants, and even of potential immigrants in
their countries of origin. Among other effects, an increase in the educational attainment of immigrants

would improve their employability and the pace of assimilation into the European labour market.

[Policy inference 2.12: The EU should consider directing policies to improve the educational level of
ENC immigrants.]*
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2.3.3 Measures to influence attitudes towards immigrants

Research carried out in Parts (2013) suggests that countries differ in their attitudes towards
immigrants. First, in Western Europe, people tend to worry more about possible threats to economic
and social welfare as a result of immigration, while people in Neighbouring Countries tend to perceive
immigrants as a threat to local culture and customs. Second, native respondents from New EU
Member States had average scores in most aspects of their attitudes to immigration, apart from
perceiving that immigrants undermine a country’s culture. These findings are useful for developing

precisely targeted policy measures to promote pro-immigrant attitudes among different populations.

[Policy inference 2.13: Both EU and ENCs would benefit from learning to understand specific fears
of its population regarding immigrants, and to base suitable pro-immigrant policies on this
knowledge.]*

2.4 Policy measures to address remittances
Matanos and Ramos (2013) in their research suggest focusing on remittance policies as part of the
overall migration strategy formulated under the remit of the ENP. Remittances are considered
important for development in receiving countries (Matano and Ramos, 2013a). In order to augment the
potential positive effects of remittances, policy-makers should address the following main targets:

1) Facilitate the process of remitting, making it more transparent and official.

2) Stimulate and support temporary migration.

3) Provide incentives for highly skilled migrants to increase their likelihood of remitting.

4) Fostering the temporary migration of skilled migrants who remit larger amounts of money.

Such policies would benefit ENP countries in the following respects:
1) Stimulating temporary migration might limit the losses a country faces with permanent
migration (such as brain drain).
2) Returning migrants will bring back not only the original human capital with which they are
endowed, but also the human capital acquired in host countries, thus facilitating positive
human capital spillovers in origin countries. Also, returning migrants bring back the social
capital acquired during their migration experience.
3) Temporary migration allows more flexibility in meeting the demands of host countries,
which is often variable and depends on the business cycle.
4) Increasing remittances supports the attainment of higher education by receiving individuals,
as well as improving welfare.
5) Making the process of sending remittances easier increases the probability that funds can be

targeted to direct investment in education and other assets in origin countries.
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6) Supporting temporary migration can reduce the risk of disrupting families that might occur

with permanent migration.

Overall, barriers to remittances should be reduced and several policy areas can be addressed to achieve
this aim. Support for temporary migration, such as temporary work visas and dual citizenship (Matano
and Ramos, 2013a), can make it easier for people to find employment and facilitate trade in services,
for example. A second set of barriers relates to remittance fees and double taxation. Such transfer costs
make official and legal channels of remittances less attractive for migrant workers, and increase the
propensity to use illegal and informal ways of money transfer (Matano and Ramos, 2013a). Moreover,
taxing remittances in receiving countries doubles the tax load on money transfer and decreases the
attractiveness of legal transfers even further, hindering development in receiving countries (Matano
and Ramos, 2013a). A third set of policies should be targeted at infrastructures, such as providing
electronic means to transfer money into migrant origin countries (Matano and Ramos, 2013a). Fourth,
encouraging migrants to do fewer but larger remittance transactions (as opposed to multiple
transactions with small amounts) would help bring down the burden of fixed remittance fees, as well
as stimulating increased competition by allowing more institutions to enter in the money transfer

business (Matano and Ramos, 2013b).

[Policy inference 2.14: The EU should consider developing policies to support temporary migration
from European Neighbouring Countries through temporary work visas.]*

[Policy inference 2.15: The EU should support temporary migration through dual citizenship.]*

[Policy inference 2.16: European Neighbourhood Policy should encourage improved electronic
money transfer infrastructures for migrants.]*

[Policy inference 2.17: European Neighbourhood Policy needs to reduce barriers to remittances by
reducing monetary transfer costs such as fees and double taxation.]*

[Policy inference 2.18: The EU should encourage migrants to make larger but fewer remittances
rather than smaller and more frequent money transfers.]*
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3. Technology and Innovation Policies

result 1m pac C countri

3.1 Introduction

A central pre-condition for catching-up in economic, social and political spheres is the acquisition,
innovation and production of technology. Research evidence collected in Workpackage 4
‘Technological activities and innovation diffusion in the EU and interactions with the EU
neighbouring regions’ of the SEARCH Project focused on the investigation of technology flows
within and between EU and ENC regions. The results of this research have policy implications in the
following areas: (1) value of improving the mechanisms and conditions for knowledge flows, (2)
benefits of innovation policies, (3) growth potential from addressing inter-relationships between
innovation, FDI and trade openness, (4) growth potential from investments in social capital, and (5)

potential for improving the availability of data.

3.2 Value of improving the mechanisms and conditions for knowledge flows
Autant-Bernard and Chalaye (2013a) in their research in international knowledge flows state that in
order to participate in building a Common Knowledge and Innovation Space, public policies should be

developed to support the channels through which knowledge diffuses.

Firstly, the channels through which knowledge diffuses should be reinforced. Since scientific and
technological collaborations, built upon historical and commercial linkages due to proximity, are
favoured by common language, policy makers should promote mutual knowledge of cultures and
languages among EU countries and ENC to promote an intensification of partnerships. The public and
private research potential of European countries on the one hand and their immediate physical
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proximity on the other hand, can offer greater cooperation opportunities than can the USA to

neighbouring countries.

A means of encouraging mutual understanding and knowledge of cultures and languages is essential to
promote student mobility. This type of flow is mainly determined by the continent of residence. Policy
makers should encourage balanced mobility of students from ENC to Europe, and vice versa. Mobility
should not be restricted to academic courses but should also include internships in firms. The
feasibility of balancing mobility varies by country and more specifically according to the standard of
living (studying in Europe often represents a high cost for families). Balancing mobility depends also

on the political context (the current situation in Syria, for instance, prevents balanced mobility).

[Policy inference 3.1: The ENP should support the channels through which knowledge diffuses by
formulating policies for: (1) the promotion of a mutual understanding of cultures and languages and
(2) a balanced mobility of students between the EU and ENCs, both in the academic and the industrial
spheres.]*

Location plays a lesser role in the choice of which country to file a patent in than for scientific and
technological collaboration. The protection of intellectual property rights (IPRs) is more important in
the downstream phase of the research and innovation processes, and is closely related to markets and
export dynamics, which follow a different logic in terms of the importance of location. On the other
hand, the geography of production and exports is less concentrated than for scientific and
technological collaborations. Policy-makers are therefore advised to collaborate on the formulation of

policies for intellectual property regulation (Autant-Bernard and Chalaye, 2013a).

[Policy inference 3.2: The ENP should support cooperation between the EU and ENCs in the
formulation of policies for intellectual property rights regulation.]*

Secondly, the actors through which knowledge spreads should be directly promoted. In particular,
among ENC inventors and scientists, those coming from Israel, Ukraine and to a lesser extent Egypt,
often appear as central agents within the knowledge networks. At the same time, these countries are
among the least Europe-oriented ENCs. Improving their orientation towards the EU would therefore
help, both directly and indirectly, to foster knowledge exchanges between the EU and the ENCs
(Autant-Bernard and Chalaye, 2013a).

[Policy inference 3.3: The ENP should support the generation and spread of knowledge flows within
and between the EU and ENCs with instruments focused on specific actors and groups such as
universities, research institutes, and specific sectors and firms.]*
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The prominent role played by Germany and France in innovation within the EU should be drawn
upon to develop additional collaborations and to foster knowledge diffusion between ENCs. French
and German inventors and scientists are strongly connected to both EU and ENC countries and could
therefore act as knowledge spillover agents between the two areas (Autant-Bernard and Chalaye,

2013a).

The potential role played by the newer Member States should not be neglected. Due to their
geographical, cultural and sometimes linguistic proximity to certain ENCs, they may collaborate more
easily with partners from other ENCs. Reinforcing their ability to collaborate and exchange knowledge
with their closest neighbours should therefore help to create a Common Knowledge and Innovation

Space (Autant-Bernard and Chalaye, 2013a).

[Policy inference 3.4: The ENP should support countries central for innovation in the EU (such as
Germany and France) when creating innovation linkages between EU and ENCs.]*

The results of the research carried out in the study by Autant-Bernard et al. (2013) on 14 EU countries,
(Belgium, Bulgaria, Czech Republic, Estonia, Spain, Greece, Hungary, Iceland, Lithuania, Latvia,
Norway, Portugal, Romania and Slovakia) find differences between old and newer EU member
countries in corporate innovation rates. Despite these differences, the determinants as well as the type
of innovation (generation versus adoption) in the two groups of countries are quite similar. Newer EU
countries therefore still suffer from a gap between them and older EU countries, but the forces at work
are similar and their potential to generate and adopt innovation is not so different. The gap is more a
result of limited absorption capacity and export exposure than to a divide in the innovation process, in
which old EU member countries generate innovation and newer EU member countries adopt it

(Autant-Bernard et al. 2013).

This suggests that developing countries do generate innovation and can contribute to the Common
Knowledge and Innovation Space, or as mentioned in the original SEARCH proposal, lead to the
emergence of the European Research Neighbourhood. In order to develop ENC innovation capacity,
increasing their export exposure and their internal level of knowledge appear as the main priorities.
This would foster the ability of these countries to generate innovation but also to adopt existing
technologies (Autant-Bernard et al. 2013). In addition, adoption is strongly influenced by the intensity
of collaboration in both old and new EU countries. The ability of firms to adopt externally-generated
technologies should therefore be improved by fostering R&D cooperation (Autant-Bernard et al.

2013).
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[Policy inference 3.5: The ENP needs to acknowledge the interdependencies between external
technology adoption and R&D collaboration by implementing policies that support both.]

The empirical analysis in the research of Sebestyen and Varga (2013) produced important findings on
the role of space in different processes of knowledge generation. The finding that non-spatially
mediated learning in (Framework Programme or patent) collaboration networks significantly enhances
research productivity, is evident for both types of knowledge creation in the regression results of the
research study. However, spatial proximity plays different roles in patenting and scientific publication.
While local agglomeration of knowledge industries, together with patenting carried out in proximate
regions, improve patenting prospects, spatially mediated knowledge flows do not seem to be
significant sources of science-oriented research resulting in publications. On the contrary, the results
suggest a “chessboard-like” spatial arrangement of scientific research institutions, which do not tend to
spatially agglomerate. However, it also seems that success in science does not necessarily require
agglomeration. This finding has policy relevance as it proves that establishing channels for knowledge
flows which contribute to a higher quality of network embeddedness have a positive effect on the

productivity of a region (Sebestyen and Varga, 2013).

EU neighbouring country regions where good quality universities and public research institutions are
located could potentially build research collaboration networks that are competitive with networks
maintained by many European regions (Sebestyen and Varga, 2013). Moreover, intensifying the
participation of neighbouring countries in EU Framework Program funded research projects could
result in an increase in research productivity in neighbouring country regions where local universities
or public research facilities already have substantial research capacity. This increased research
productivity might later form the basis of regional economic development policies that take advantage
of accumulated potential of their higher education institutions or public research institutes. Policies
aimed at attracting private research labs of industries closely related to the region’s research
specialization, paired complementary measures such as building human capital assets or physical
infrastructure development, could potentially initiate a long running process that possibly ends up in a

substantial regional industry concentration (Sebestyen and Varga, 2013).

[Policy inference 3.6: Policy-makers should extend participation in EU research funding programmes
to public research institutions in ENCs.]

The results in the study by Miguelez and Moreno (2013) confirm that the production of knowledge in
a region depends not only on its own research efforts and internal factors, but also on the knowledge
available in other regions, accessible through mobile inventors and bilateral collaborations (Miguelez

and Moreno, 2013). In addition, regions benefit more from external knowledge stocks when the
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transmission is through networks of collaboration than through the movement of highly skilled

workers (Miguelez and Moreno, 2013).

In the design of the Innovation policy in a knowledge-based economy (European Commission, 2000,
p. 5), the European Commission emphasised the importance of knowledge mobility, since, “the
importance of tacit and specialised knowledge calls for greater mobility of knowledge workers”.
Equally, it was highlighted that, “European heterogeneity or variety can be exploited through
networking of firms and scientists, to create a vibrant learning culture in which many different ideas
and approaches are available as inputs to firms’ innovation and learning” (p. 6). Our research has
empirically confirmed that policies fostering mobility and collaborations amongst inventors leads to
higher innovation outputs. Thus, policies that facilitate the mobility of knowledge among firms,
stimulate collaborations among firms in their knowledge activities and foster senior knowledge
workers visiting other institutions, even when crossing the borders of a region, has a benefit for the EU

as a whole (Miguelez and Moreno, 2013).

The empirical analysis carried out by Miguelez and Moreno (2013) supports the hypothesis of the
importance of collaborations and, to a lesser extent, of labour mobility, as the means of fostering the
geographical diffusion of knowledge. Hence, from a policy perspective, these results illustrate that,
R&D and human capital efforts are not the only factors important to generate innovation at the
regional level, but that the degree of connectivity with agents external to the region are also important

. . 3
for innovation®.

[Policy inference 3.7: In order to augment innovation capacities within the EU and the ENCs, policy
mechanisms of the ENP should support the creation of linkages between EU, ENC and global actors.]

3.3 Policies for reducing innovation barriers

The analysis by Marrocu et al. (2013) offers relevant and original empirical findings which allow for a
better understanding of the processes of knowledge creation and diffusion across Europe and ENC
(Marrocu et al., 2013). The policy advice is that regions and countries still need to focus on creating a
well-educated labour force, given the strong and pervasive role in determining both the internal
creation and the external absorption of knowledge. The impact of graduates on innovation activities is

much stronger than formal R&D expenditures (Marrocu et al., 2013).

[Policy inference 3.8: The ENP should support the implementation of actions aimed at increasing the
endowments of the labour force in ENCs.]*

? The idea of connectivity is also at the core of the ‘smart specialisation’ strategy recently launched by the
European Commission.
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Pikalova and Mazurin (2013) analysed the barriers and supports to success of projects for international
cooperation (INCO Projects). The policy implications of this research suggest that the ENP address
the lowering of regulatory barriers to innovation, supporting the building of institutions for innovation,

and instruments for international cooperation between the EU and the ENCs.

Regulatory barriers and information flows

With regard to raising awareness and communicating good practice in establishing regulatory
frameworks to encourage international science, technology and innovation (STI), STI cooperation and
foster ethical standards for conducting research at a national level, national policy stakeholders in the
EU and NCs must ensure political decision makers are aware of the need to stimulate regulatory
frameworks for STI cooperation and of barriers and threats which require urgent action (Pikalova and

Mazurin, 2013).

Legal constraints such as intellectual property rights (IPR) IPR and licensing barriers hindering
cooperation need to be removed (e.g. for international mobility, protection and utilization of
intellectual property, transfer of funds and scientific equipment, shipping of scientific material and
samples etc.) and appropriate national legal frameworks should be designed in accordance with
international standards. Emphasis should be put both the protection of each other’s knowledge and on
the trans-national access to knowledge, allowing international exchange of scientific data and results

while guaranteeing the rights of individual partners (Pikalova and Mazurin, 2013).

National rules for import and export of scientific material are one of the significant issues hampering
international science and technology cooperation with NCs. Procedures need to be simplified to bring

national regulations into line with international law (Pikalova and Mazurin, 2013).

[Policy inference 3.9: The ENP should encourage the reduction of legal constraints to innovation such
as rules for trade in scientific materials, IPRs and licensing. |

A further set of measures to support innovation in ENCs is the access to information. Based on the
research carried out by Pikalova and Mazurin (2013) it is recommended that ENCs increase the
capacity of their National Information Points and National Contact Points. This could be done by the
EU through the assessment of support structures for EU-ENC science, technology and innovation
cooperation, and the provision of professional and accessible information and consultancy services

(Pikalova and Mazurin, 2013).
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[Policy inference 3.10: It is recommended that policy stakeholders in the EU and NCs assess and
advance support structures for STI cooperation between the EU and ENCs by providing information
and consultancy services. |

Linking EU and ENC institutions
The full openness of EU Framework Programmes for ENC participation could, in addition to
supporting direct research links, also enable cooperation with European and international research

networks and platforms for ENC researchers (Pikalova and Mazurin, 2013).

Promoting information exchange between national institutions in EU Member States that have
expertise in innovation management and entrepreneurship with ENCs could support ENCs in the
development of these competencies. Furthermore, training courses on innovation management and
entrepreneurship could be set up within academic or innovation-related institutions in ENCs, involving
experts from both EU Member States and Neighbourhood Countries, with financial or indirect support

(e.g. incentives) from the national authorities (Pikalova and Mazurin, 2013).

[Policy inference 3.11: The EU should consider setting up training courses on innovation
management and entrepreneurship within academic or innovation related institutions in ENCs.]*

It is recommended by Pikalova and Mazurin (2013) that mutual learning activities between EU and
ENCs be set up which focus on legislative, tax and IPR issues, as well as on the coherence and
coordination of the whole framework, in order to identify good practices, and success stories, but also
barriers and failures in both EU Member States and Neighbourhood countries. To implement such
international exercises, joint workshops or small conferences could be organised in the scope of
Specific International Scientific Cooperation Activities (INCO), funded within the EU Research and
Technological Development (RTD) Programme, or at a bilateral level, based on the partnership of

individual EU Member States and Neighbourhood countries (Pikalova and Mazurin, 2013).

[Policy inference 3.12: The EU should consider supporting mutual learning activities which address
legislative, tax and IPR issues and help to identify good practices, and barriers and supports to
innovation in these areas. |

Based on the evidence collected in INCO projects, Pikalova and Mazurin (2013) recommended that
the EU and ENCs engage in joint twinning activities between research centres, institutes, EU,
national-level technological platforms and other national and regional technology networks. In
addition, the experience gained through the European Technology Platforms can be replicated in
ENCs by building industry-led technology platforms for the definition of research priorities and action
plans on technological areas underpinning growth, competitiveness and sustainability (Pikalova and
Mazurin, 2013).
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[Policy inference 3.13: The EU should consider extending its innovation policy instruments such as
twinning activities and technology platforms to ENCs.]

Transfer of good practice between scientists. To support mutual learning in good scientific practice,
the EU is advised to invest in individual capabilities, through joint training activities in science
management (Pikalova and Mazurin, 2013). In order to reduce linguistic barriers, the EU could
promote knowledge of different languages through supporting the teaching of university courses in
different languages in ENCs, international joint supervision of PhD theses between the EU and ENCs,
and joint mobility programmes for scientists in the EU and the ENCs (Pikalova and Mazurin, 2013).

[Policy Inference 3.14: EU innovation support to ENCs should include joint training activities in the
management of science, support learning of different languages in university courses, joint mobility
programmes for scientists, and encourage international co-supervision of PhD theses.]

Supporting Pikalova’s and Mazurin’s (2013) study on the importance of knowledge of languages for
international collaboration in research and innovation, Autant-Bernard and Chalaye (2013) find that
whether or not a country or region is Francophone plays an important role in international
collaboration between some of the EU and some ENCs. They suggest that another means to enhance
sharing language could be based on the promotion of one specific language throughout the
neighbouring area. The specific role played by French in several ENCs clearly favours their
integration within EU knowledge networks. Compared to other areas, and especially the US, the EU
does not benefit from its spatial proximity to ENCs alone. EU also holds a comparative advantage
based on the number of Francophone ENCs. Policy makers should strengthen this advantage by
promoting Francophone. In this perspective, the development of new technologies opens new
opportunities to teach and exchange knowledge with ENCs in a common language. Massive Open
Online Courses (MOQOCs) could in particular be used as a strategic tool to reinforce Francophone and

hence knowledge sharing in the area.

[Policy inference 3.15: The EU should consider supporting Francophone through Massive Open
Online Courses (MOOC) to facilitate innovation collaboration between the EU and NCs.]

Liargovas (2013) finds that EU27 and NC16 countries place different emphasis on different policy
instruments for innovation, depending on their endowments. For example, the successful performance
of technoparks, which are the focus of Northern European countries, requires a rich background as
regards knowledge creation and the institutional environment to support the generation, diffusion and

commercialization of knowledge. On the other hand, Eastern and Southern European countries place
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emphasis on the development of business incubators. Obviously, the latter require fewer endowments

compared to technoparks.

[Policy inference 3.16: Technoparks and incubators are innovation instruments which require
different conditions for their effectiveness. Policy makers should recognize these differences and
support the implementation of these policies only where such specific conditions exist.]

3.4 Growth potential from addressing inter-relationships between innovation, FDI and trade
openness

The relationships between the EU and ENC countries have received great attention since 2007 when
the EU attempted to develop an integrated policy towards the non-candidate countries on the EU’s
eastern and southern borders, as an alternative to further enlargement. Among the different ways in
which valuable interactions between the EU and ENC are generated, capital transactions represent a
key channel and M&A activity is one of the most effective ways for directing capital towards

productive sites (Di Guardo et al., 2013).

Our results concerning the determinants of M&A activities among EU and ENC countries provide
useful insights to assess whether the European neighbourhood policy (ENP) is becoming effective in
offsetting tangible and intangible barriers between the two country groups. In order to support
knowledge flows among ENC and EU countries, international transactions should be supported and
encouraged by ENP because a high density of interactions between firms from the EU and ENC
exposes neighbouring countries to the influence of EU-based firms, which often have more advanced

technical solutions and organizational practices (Di Guardo et al., 2013).

[Policy inference 3.17: The ENP should consider facilitating international capital transactions
between ENCs and EU countries as a measure for supporting innovation.]

In the study by Bergman and Ondos (2013a, 2013b) it was found that international patent co-citations
between EU and ENCs are increasing, indicating an increase in innovation collaboration. This trend is
likely to increase as a host of other policies for FDI and trade openness take hold. A direct implication
of these findings is that the EU should support FDI policies that bring innovative firms to ENCs
because they will stimulate patenting activity and innovation (Bergman and Ondos, 2013a and 2013b).
Moreover, policies promoting trade and people mobility can also be expected to contribute to an

expansion of patenting activity (Bergman and Ondos, 2013a and 2013Db).

[Policy inference 3.18: ENP measures should support FDI policies that bring innovative firms to
ENCs.]
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As in the case of EU accession country experience, international patent citations may increase in some
ENC regions, and decrease in other regions if they are less innovative or unable to capitalise upon
related measures of the ENP (for example, FDI, trade, university exchange). The effects of several
ENP initiatives will influence which ENC regions can take fullest advantage of potential knowledge

flows within relevant citation exchange communities (Bergman and Ondos, 2013a and 2013Db).

ENP border region citations of Western patents can be expected to rise markedly, although the reverse
citation flows are extremely unlikely in the short run. In common with accession country experience,
developing ENC regions are expected to be citation-knowledge consumers in early rounds, a
dependence which may continue indefinitely for all but the most advanced or technically-specialised

ENC regions (Bergman and Ondos, 2013a and 2013Db).

In this perspective, ENP should take care of regional differences also based on their location and on

their current innovation endowment (Bergman and Ondos, 2013a and 2013b).

[Policy inference 3.19: The ENP should take account of regional differences in ENC innovation
capacities in the formulation of its policies.]*

Complementing Bergman and Ondos’ (2013) study of knowledge flows via patent citations, Di
Guardo and Paci (2013) find that various types corporate alliances (Merger and Acquisition, Joint
Ventures and Strategic Alliances) provide a valuable channel of interaction and knowledge flow
among companies located in the ENC and in EU. The presence and development of these external
connections strengthens the competitive conditions of the ENC markets and favours their economic

growth.

At the same time, the situation of uncertainty and instability in several neighbouring countries
increases the risk involved in international agreements; as a result, companies’ willingness to do
deals and the number of completed transactions decreases. Moreover cross-border transactions have
been shown to be influenced by the historical, cultural, institutional, and geographical proximity

between EU and neighbourhood countries (Di Guardo and Paci, 2013).

Overall, the ENP should try to support agreements among firms in EU and ENC through the design of
specific instruments devoted to decreasing the risk associated with uncertainty and instability. More
generally, the EU should continue and reinforce its policy of supporting the neighbourhood countries
in their ongoing process towards more open and competitive internal markets and towards more

democratic, efficient and transparent institutions (Di Guardo and Paci, 2013).
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[Policy inference 3.20: The ENP should design policies to reduce risk and uncertainty in firm
alliances between EU and ENCs by supporting ENCs in making markets more open and competitive,
and their institutions more democratic, efficient and transparent.]

Results in the paper by Lopez-Bazo and Motellon (2013) suggest that regional differences in export
sunk costs might be causing differences across regions in how export levels respond to innovation.
Innovation contributes to raising a firm’s future productivity and makes products more attractive,
making it easier for a company to accommodate the extra costs of exporting its products. Even given
the assumption that firms in all regions are similarly effective in translating innovation into higher
productivity and competitiveness, it remains the case that geography, agglomeration, and certain
regional endowments cause differences across regions in the sunk costs faced by firms. As a result
these of regional differences, the benefits of innovation make up for additional cost of exporting in
some regions but not in others. This explains the greater effect of innovation on export status for
regions with a high extensive margin of exports. Therefore, policies aimed at increasing the number of
firms that export in regions with a low extensive margin of exports should encourage generation and
adoption of innovation by non-exporting firms and, simultaneously, compensate for the location

disadvantage that firms in these regions face (Lopez-Bazo and Motellon, 2013).

More specifically, results from the sample of Spanish firms, and from each of the Spanish NUTS2
regions, can be used to infer r the likely effectiveness of policies that aim to promote exports in ENCs:

1  Stimulating innovation in products and processes can be an effective policy for increasing the
share of exporting firms in ENCs in the medium and long term. Innovation developed by firms
within the ENC or generated elsewhere but adopted by firms in these countries, increases
competitiveness and thus the chances to export, raising the volume of exports from ENCs.

2 To be effective, direct policies aiming to stimulate exports in the short run, should focus on
innovative firms from ENCs with a level of productivity above a given threshold. They are the
group of firms with the highest chances of success in foreign markets and should be the target
of direct policies designed to facilitate sales abroad, for example, by providing information,

credits, and easing contacts with potential customers (Lopez-Bazo and Motellon, 2013).

[Policy inference 3.21: The ENP should include measures to stimulate exports in the short run by
focusing on innovative firms in ENCs with a level of productivity above a certain threshold, because
these firms have the highest chance of success in foreign markets.]
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3.5 Growth potential from investments in social capital

Di Guardo et al. (2013) state that given the very important role played by political, cultural and social
distance, efforts to promote democratic reform and improve human rights should be strongly
encouraged by European institutions. As a matter of fact, notwithstanding the merits of the ENP and
the goals achieved so far, there remains plenty of unfulfilled potential in deploying the relationships
between the EU and the ENC countries in the area of social capital and institutions. Moreover, in
relative terms countries such as Belarus, Libya, Syria, Azerbaijan, Russia, Ukraine, Moldova, Egypt,
Jordan rank very low in terms of democracy, human rights, the rule of law, good governance and
market economy principles, whereas top positions are taken by the most advanced EU countries,

namely Sweden, Denmark, Finland, The Netherlands, Austria (Di Guardo et al., 2013).

This calls for more efforts from both sides to accelerate the process of ENC democratic reform and
reduce the gap in democracy and human rights. Increased financial assistance and technical support
from the EU side and stronger actions towards democratic control, political and civil liberties,
competitive elections, freedom of organization and freedom of expression, the fight against corruption
and violence from within ENCs is expected to improve the level of cooperation, to increase economic
integration and movement of people, to intensify ties and to strengthen peaceful relationships.
Ultimately, this enduring process should guarantee widespread democratic shared values that are
indispensable for civil and political stability, sustainable long term development and economic

prosperity (Di Guardo et al., 2013).

[Policy inference 3.22: EU countries should consider measures for strengthening social and
institutional capital in ENCs such as for example democratic reform, protection of human rights,
political and civil liberties, competitive elections, freedom of organization and freedom of expression,
and the fight against corruption in ENCs.]

3.6 Scope for improving the availability of data in the Community Innovation Survey (CIS)
As a result of experience of using the CIS dataset to study the innovation diffusion process in the EU
countries, Moreno et al. (2013) offer some suggestions for future implementation of CIS data and

questionnaires:

»  With the available information in CIS, it is currently impossible to compute any indicator
on innovation diffusion for the ENCs. None of them are present in the CIS. The number of
countries covered should be increased.

*  Some improvements in the CIS survey could address the main limitations highlighted in

this study. In particular, collecting more quantitative information about the way
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innovation is produced would be of great help in econometric and economic analysis. For
instance, the shares (or the intensity) of innovation made within a firm, in cooperation or
developed by others, should be registered directly for each case. Moreover, the usefulness
of the CIS data comes from the possibility to cross-reference several items. Most of these
cannot be carried out using aggregated data available on the Eurostat website, because
micro-level data are needed. Increasing the availability of data at the micro level (which
for now is available for only a few EU member states) would thus provide more tractable
information and richer analysis of the adoption process and its determinants.

* A second suggestion would be to try to eliminate the subjectivity in some of the questions
of the CIS questionnaire, in order to be able to better define categories and quantify the
answers. Some of the current questions, for instance, ask whether an innovation has been
developed “mainly” by other firms or in collaboration. This subjectivity impedes the
ability to measure or consistently define the same processes across countries, due to the
possible biases related to the subjectivity of the answer. As suggested above, this
subjectivity may be partly solved by asking the share of innovation that relies on each type
of innovation and not as a result of the interpretation of the word “mainly”.

* In the present CIS3 and CIS4 questionnaires, the items dealing with the innovation
adoption issue, do not provide separate information about diffusion occurring within the
country and across countries. A revision of the question may solve this problem.

+ EUROSTAT should provide a technical annex on how the macro data provided in its web-
site have been generated from the micro data. Aggregation issues and different
methodologies may be a problem for researchers who need to know, how the statistical
office treated micro data in order to obtain macro ones.

* CIS tells us if a firm has made or adopted an innovation or but gives no indication of the
intensity of such processes. Therefore, a firm making a small-scale innovation and a big
firm generating a lot of innovation are, at the moment, considered equally. A question
(even qualitative) about the importance of innovation in the firm activity could be added.
This question should be asked for each type of innovation (innovation within the firm/
innovation resulting from collaborations / innovation generated by others).

* Another drawback of the CIS is that it does not allow us to assess the intensity of
technological flows between EU countries. It does not provide information on the
geographical origin of the technologies adopted by firms. This kind of information is
crucial for determining whether innovation diffusion arises mainly within countries, or if
significant technological flows occur also between countries. Identifying the countries that
derive most benefit from these international flows would also be of interest. According to

our results, diffusion arises mainly between Core countries and the highest levels of
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adoption are recorded for Core countries. But obviously this requires additional

investigation.

[Policy inference 3.23: The data collected under the CIS survey could be improved by:

. Expanding the survey to ENCs.

. Including more quantitative information and data at the macro level.

. Improved by eliminating the subjectivity in some of its existing questions.

. EUROSTAT should provide a technical annex on how the macro data is collected starting
from the micro data.

. A question should be added about the importance of innovation in the activities of the firm.

. The CIS should incorporate questions on the geographical origin of the technologies adopted
by firms.]
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4. Institutional and Social Capital Policies
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4.1 Introduction

Social capital affects the level of economic development, promotes formation of political openness,
democracy, human rights and freedoms in society (Tatarko, 2013). It supports these processes in
different ways such as interpersonal and institutional trust, cooperative values and attitudes, sustaining
communities and networks of people and firms. Private corporations benefit from trust among their
employees and from trusting relations with clients and suppliers, creditors and shareholders. To
deepen our understanding of these processes it is important to draw lessons about institutions and

policies that encourage the formation of social capital in the European Neighbourhood. (Parts, 2013b).

Research evidence produced in Workpackage 5 “Institutional Environment” of the SEARCH Project
has led to policy recommendations that support ENP initiatives for strengthening of institutions that
promote economic growth in EU Neighbouring Countries. This chapter summarises the main policy
findings on the following topics: (4.2) Importance of social capital and institutional quality for
economic growth, (4.3) Benefits of social capital for innovation, (4.4) Influencing institutional quality
in ENCs through the adoption of the ‘Aquis’, (4.5) Recognising the importance of national
specificities in institutional reform, (4.6) Use of social capital for entrepreneurship, (4.7) Policies for

addressing education mismatch between EU and ENCs, and (4.8) Law approximation under the ENP.
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4.2 Importance of social capital and institutional quality for economic growth

Research by Hlepas (2013a) finds that a cooperative predisposition of the population, and public trust
in politicians who are involved in negotiations and implementation of measures for European
integration and European Neighbourhood policies, are very important within the context of the

European Union.

There are important differences in social capital among the “old” EU-15 members, and even more so,
among candidate countries and Eastern neighbouring countries. European policies should be calibrated
to national needs and deficiencies. Southern European Countries that are currently suffering an
unprecedented economic crisis highlighting how deficiencies in institutional quality, elite compliance
with legal and ethical norms and cooperative attitudes have not been properly addressed, resulting in
low levels of competitiveness, even though democratic institutions and human rights reached high
standards in these same countries, which have been following the path of Europeanisation over

several decades.

There should be concrete measures to encourage cooperative attitudes and restore confidence in
politicians, for example through increasing participation in procedures and institutions, transparent and
accountable decision-making, encouraging various forms of voluntary social work etc. Compliance of
elites with legal and ethical norms can be promoted through actions to strengthen the rule of law,
public awareness and transparent budgeting, while discouraging rent-seeking and free-rider attitudes.
Policies should be further developed, with an emphasis on institutional capacity and sound

governance.

[Policy inference 4.1: EU policy measures under the ENP should support the formation of
institutional capacities and sound governance in ENCs.]*

Bartlett et al. (2013) investigated the relationship between institutional quality and growth in EU
Neighbouring Countries. According to the comparative analysis of governance indicators, both
Ukraine and Moldova are fragile in terms of political stability, freedom of expression and media
freedoms, as well as implementation of electoral processes, despite some progress in compliance with
democratic principles and the rule of law. Both states are characterised by lower levels of
accountability of the government. But most of all, dealing with corruption remains the greatest
problem Neighbouring Countries face. This is not surprising, given the political struggles and
accompanying social and economic instability in the last decade that made these two countries

politically vulnerable, unstable and democratically less-consolidated, especially when compared to the
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control groups of candidate countries (Croatia and Macedonia) and EU new member states (Bulgaria

and Romania) (Bartlett et al., 2013).

The comparative empirical analysis of quality of institutions has reached some key conclusions.
Firstly, the prospect of accession to the EU is a powerful driver of institutional convergence. The
analyses showed that ENCs have a much weaker institutional convergence path than accession
countries, and a lower level of governance capacity than in the new member states. This may be due to
an absence of a clear accession horizon for EU membership, and associated weak and inconsistent
European Neighbourhood Policies which place ENP countries in the “realm between accession,
integration and external relations policies” (Monastiriotis and Borrell, 2012). However, nominal
adoption or transposition of current EU norms and rules does not guarantee successful institutional

performance, as the continuing problems in Bulgaria and Romania demonstrate (Bartkett et al., 2013).

Secondly, although Ukraine and Moldova have shown considerable progress over recent years,
difficulties in compliance with core democratic standards (rule of law, political and economic
freedoms, respect for minorities, free media) persist. Nevertheless, the findings concerning our new
“Institutional Quality of Public Services Index” show that capacities for change have improved based
on the considerable improvements in the quality of education in Ukraine, and in the capacity for
innovation in Moldova. However, convergence is not complete and the final outcome is far from
certain. Given that good governance and democratisation are among the top priorities of the ENP
Instruments for Ukraine and Moldova, the EU has so far failed to promote transformative processes
and to encourage the complementary evolution of institutions. The EU has not yet fulfilled its potential
role as a “transformative power”, shaping faster institutional convergence and improved internal
institutional complementarity. Under such circumstances, there is a danger that if they are indefinitely

delayed the reform processes will either stagnate or “run out of steam” (Bartlett et al., 2013).

[Policy inference 4.2: The EU should not delay its pressures on reform processes in ENCs.]

Thirdly, institutional reform in ENCs is strongly and positively related to economic growth. This
suggests that attention should be given to the complementarity of the institutional reforms that take
place under the process of transition. A corollary of the findings is that reforms that lead to a lower
level of institutional complementarity are likely to have a significant negative impact on economic
growth. The change in formal institutions brought about by reforms should therefore not be allowed to
outpace the (slower) change in informal institutions. In Ukraine and Moldova the likely consequence

of ongoing discontinuities in the pace of institutional change could be an increase in corruption and
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political instability. Reform programmes should therefore focus as much on informal institutions as on
formal institutions in the design of policy, in order to create stable democratic change and functioning
market economies. For example, the development of endogenous institutions and incentives to
eliminate the deeply-rooted tolerance for corruption would contribute greatly to the elimination of the

“governance gap” between these countries and the EU (Bartkett et al., 2013).

[Policy inference 4.3: In countries such as the Ukraine and Moldova reform programs supported by
the European Neighbourhood Policy should focus as much on informal institutions as on formal
institutions.]*

Part (2013b) states that cooperative predisposition of the population and public trust of politicians who
negotiate and decide on matters of European integration are very important within the context of
Europeanisation and EN policies. At the level of individuals, social capital gives people a sense of
confidence and security, thus compensating partly for the shortage of money in hard times. However,
the case of Southern European Countries that are suffering from political and economic crises, shows
that their deficiencies in institutional quality, elite compliance with legal and ethical norms and

cooperative attitudes have not been accordingly addressed.

Trust levels tend to increase along with overall economic development and growing incomes,
indicating that general pro-growth policies could benefit the creation of social capital. However, policy
makers should keep in mind that in countries with low initial welfare levels the effect of growth might
be the opposite: in several EU neighbouring countries (e.g. Serbia, Ukraine, Croatia) higher incomes
are associated with lower institutional trust and lower acceptance of social norms. In some new
member states (e.g. Bulgaria, Hungary, Latvia, Poland) institutional trust has been even lower than in
ENCs, even though these countries are already in the phase of development where growing incomes

favour higher institutional trust.

Political authorities could also encourage values that contribute to the development of social capital,
such as acceptance of social norms, more cooperative attitudes, supporting various forms of voluntary
work, etc. In this respect, compliance of political and business elites with legal and ethical norms has
critical importance, as the rest of the public tend to follow the elite’s value orientations. Elite
compliance can be promoted through actions that strengthen the rule of law, public awareness and

transparent budgeting, while discouraging rent-seeking and free-rider attitudes.

In sum, it is not easy to provide uniform policy recommendations for all countries on how to support

the creation of social capital. The policies which aim at supporting social capital creation should adjust
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to the peculiarities of each country and focus on country-specific deficiencies. These peculiarities,
including institutional capacity and governance performance, depend on the overall level of economic
and democratic development of a specific country, so respective policies should be continuously

revised and adjusted.

[Policy inference 4.4. The ENP needs to support political authorities in ENCs to invest in value
orientations that contribute to the development of social capital, such as strengthening the rule of law,
improving transparency, and discouraging rent-seeking and free-riding.]*

4.3 Benefits of social capital for innovation

Lebedeva and Schmidt’s (2012) research on values and attitudes to innovation among Canadian,

Chinese and Russian students found that there are cultural differences in value priorities:

e Russians prefer the values of Self-Enhancement more often than Canadians do, but the latter
prefer values of Self-Transcendence more often than Russians do. Chinese students prefer values
of Conservation more often than Russians and Canadians.

e Russians and Canadians prefer values of Openness to Change more often than Chinese students
do. These differences, in our opinion, reflect differences in the Traditionalism-versus-Modernism
continuum, with Chinese culture tending to be closer to the pole of Traditionalism, whereas the

cultural patterns of Russians and Canadians lean towards Modernism.

e There are significant cultural differences in innovative attitudes among Canadian, Russian and
Chinese college students. Canadian and Russian’ attitudes towards innovation are more positive,
while the Chinese are less positive.

e There are certain universal relationships in the three cultural groups, with the values of Openness
to Change being conducive to innovative attitudes, and the values of Conservation impeding them.
This conclusion is compatible with the results obtained by other researchers (Shane, 1992, 1995;
Dollinger, Burke & Gump, 2007).

e There are culturally specific features in some relations of values and innovative attitudes: thus,
among Russians the values of Achievement positively relate to innovative attitudes, among
Canadians, values of Benevolence negatively relate to innovative attitudes and among Chinese
values of Self-Direction have no relations with attitudes towards innovation. We explain these
differences by culturally specific value priorities and implicit theories of creativity and innovation.

e The type of Values-Innovation mediation is different in the three countries. Whereas in Russia and
Canada values fully mediate the effects of gender and age, this is not true for the effect of gender

in China, which also has a direct effect on innovation.

e The regression coefficients of age and gender on values differ between Canada, China and Russia,

which reflect cultural differences in the impact of age and gender on value priorities.
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We may suppose that in societies where people value tradition, security, conformity (values of
Conservation in the Schwartz model) any innovation can cause fear, anxiety and mistrust, therefore it
is obvious that values of Conservation are negatively connected with acceptance of innovation
(Lebedeva and Schmidt, 2012). Values of Openness to Change as contrary positively influence
acceptance of innovation. Gender differences might play their role in cultures that are more traditional:
women tend to be more suspicious toward innovation.

The findings that there are culturally specific and gender —related relations of values with attitudes
about innovation means that we must consider specific features of a culture when introducing

innovative patterns to it (Lebedeva and Schmidt, 2012).

[Policy inference 4.5: ENP measures should focus on supporting a cooperative attitude and
restoration of confidence in politicians to be achieved in ENCs by increasing: (1) public participation,
(2) transparency and (3) accountability in political decision-making.]*

Akcomak and Muller-Zick (2013) reach two types of policy conclusions from the research on the
relationship between trust and innovation. Social networks are good for economic outcomes, meaning
governments should enhance participation in networks. The EU Framework R&D projects are good
examples here, because most applications require a consortium. In this way professional and social
links are established throughout the continent (and sometimes outside the continent), which in the long
run is very important for diffusion of knowledge. Through this channel social capital can be tied to
innovation. So fostering (especially vertical) networks is a policy outcome. If the general trust or
social capital index is used as an indicator, then the literature points to complementarity effects to
argue either that governments should invest in human capital since education has a great socialising
element, or looks at the variables that form social capital/trust in the long run. If the research has a
long-run view, then establishing formal institutions as well as education, would support the creation of

social capital in future.

This research is about the trust-innovation link so our policy implications are akin to the second
observation (i.e., the complementarities and institutions as first best solutions). But in general current
EU policies that support the formation of networks (e.g., the Framework Programme), promote
education (e.g., lifelong learning) and reduce heterogeneity (e.g., policies on social inclusion, inclusive
growth) can foster trust in an indirect way. The new Horizon 2020 research programme set up is also
conducive to social capital and trust since inter-disciplinarity is a strong aspect of the program.
Forcing scientists and policy makers of different back grounds to come together would result in links
across disciplines between and within regions, which is very important for the diffusion of knowledge

(Akcomak and Muller-Zick, 2013).
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[Policy inference 4.6: The European Neighbourhood Policy should promote school curricula that
build capacity for and promote positive attitudes toward innovation. ]*

The results obtained by Ozman and Erdil (2013a) reveal strong interaction effects between cultural
diversity, diversity in competencies and industry regime. The research highlights that the impact of
cultural diversity on innovation depends upon technological opportunities, and the distribution of
knowledge. According to the results, no significant effects of cultural diversity on innovation are
detected for low and high technological opportunity regimes. On the other hand, in general, both
knowledge diversity and cultural diversity tend to reduce knowledge creation in industries

characterised by intermediate levels of technological opportunities.

The underlying reason behind this result can be related to the networks of actors. In particular, it is
found that, high degrees of cultural and knowledge diversity tends to reduce the extent of partnerships.
According to the results of the simulation analysis, there is also an interaction effect between
knowledge diversity and cultural diversity. In particular, the highest knowledge growth, and the
highest level of interactions occur when both cultural diversity and knowledge diversity is minimum.
This also implies that negative effects of cultural diversity can be offset by promoting cultural

homogeneity.

There are various policy implications of these results. Firstly, since the impact of cultural diversity on
innovation largely depends on the context of the industry, it is particularly important to consider the
nature of knowledge creation in the specific context under question. By knowledge creation we mean
the extent to which learning happens through knowledge transfer and knowledge creation. Where both
mechanisms determine learning, cultural diversity has a negative impact on innovation. However, in
cases where cultural diversity is a necessity, the negative impacts can be offset by employing
people/organisations who have similar competencies. In other words, a policy perspective which takes
into account diversity in competencies is relevant to promote innovation, when considering the

impacts of cultural diversity.

[Policy inference 4.7: EU policies should support the formation of vertical networks between
organisations in EU Neighbouring Countries.

Networks of actors also play an important role in this context. In this paper, networks are taken as the
main mechanisms through which the impact of diversity manifests itself. In general, the extent of

interactions between different actors contributes to learning. On the other hand, to the extent that
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partnerships are repeated between the same people/organizations, learning and new knowledge

creation can be limited.

The findings of Erdil and Pamukcu (2013) point to the following policy implications: EU-related
support seems to exert a significant effect on firm-level innovation activities in Turkey even though it
accounts for less than 2% of the total public funding. It is worthwhile noting that EU-supported R&D
projects are based on international collaborations, while only 1.5 % of R&D and innovation projects
supported by national programmes are collaborative. Hence, existing support mechanisms should be
strengthened and new policy instruments should be developed both for universities and private sector.
Further research is necessary to investigate the success of EU-funded programmes on one hand — and

the apparent failure of the schemes organized on the local (subnational) level, on the other.

[Policy inference 4.8: Policies arising from the ENP in support of innovation need to take into
account diversity in firm competencies in ENCs. ]

4.4 Influencing institutional quality in ENCs through the adoption of the *‘Aquis’

Research by Hlepas (2013c) finds that the adoption of “European acquis”, either through legal
compliance of the regulative and legislative framework, or through “voluntary” domestic policies in
the framework of new Governance arrangements (Open Method of Coordination, “White Paper of
Governance”) has improved institutional quality and that it has a positive impact on economic

development in EU and in the Neighbouring Countries.

In addition to the adoption of the Acquis, other factors that play an important role in institutional
quality are the global financial crisis 2007/8, the public debt crisis of the European Southern countries
running from 2008 until today, and domestic institutional governance reforms. Different waves and
velocities of Europeanisation alongside external and internal driving forces, influence the significant
path of institutional quality of each country. Divergent processes of Europeanisation in different
countries or groups of countries reflect the “Goodness of Fit” or “Misfit”, along with the responses of

domestic structures and actors to European and global driving forces.

However, even in cases of improvement of institutional quality, the analysis has shown important
differences in government effectiveness, regulatory quality, rule of law and control of corruption,
between countries. The legal compliance and adoption of formal criteria has to be complemented with

effective implementation of policies, employing more legitimate governance arrangements.

[Policy inference 4.9: The EU should consider strengthening existing support mechanisms for
knowledge transfer in ENCs.]
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[Policy inference 4.10: EU policies should be adjusted to the particular characteristics of each
country. ]

Ozman and Erdil (2014) investigate the relationship between cultural diversity, knowledge diversity
and innovation. High levels of cultural diversity are found to be one of the fundamental obstacles in

the EU, in the management and coordination of the innovation processes in the European Region.

Cultural diversity has both potential advantages and disadvantages for innovation. The positive effects
of cultural diversity are related to increased synergies and spillovers that arise from the association of
different viewpoints, and increased opportunities for knowledge recombination. On the other hand,
negative effects are related mostly to communication problems and problems which arise in conflict
resolution. The research from which the following policy recommendations arise has focused on the
interactions between industry characteristics, cultural diversity and knowledge diversity and their

relationship to innovation.

The findings of our study provide useful insights for policies that aim to increase innovation
performance via collaborations. For example, in an industry lacking innovative success, the reason can
be low levels of technological opportunities, rather than communication problems associated with high
cultural diversity. If this is the case, policies aiming at effective knowledge diffusion may not be able
to achieve their goals. Therefore we propose that an immediate policy domain should be the

prioritization of sectors according to their technological opportunity levels.

In shaping innovation and collaboration policies, policy makers should consider the nature of
knowledge regimes in specific contexts. In knowledge-intensive industries where innovation occurs
through new knowledge creation, as in software and information and communication technologies, a

culturally diverse population comprised of similar competences yields high innovation.

However, in low tech industries, where a knowledge regime predominantly favours knowledge
diffusion with few opportunities for new knowledge creation, cultural diversity has a smaller impact
on innovation. In such cases, complementarities between different competences should be emphasised.
In other words, neither too much knowledge similarity nor knowledge diversity is beneficial, rather

collaborations between actors of complementary competences yields high innovation.

[Policy inference 4.11: The EU should place emphasis on the improvement of legal compliance of
countries as well as their institutional capacity.]
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[Policy inference 4.12: In both low tech and high tech industry contexts, the EU is advised to support
collaboration between actors with similar competencies. ]

4.5 Recognising the importance of national specificities in ENCs in institutional reform

Kaasa (2013b) finds that countries with a Communist background tend to have much lower levels of
governance quality than western economies. Among the latter, Northern European countries have the
highest and Southern European countries the lowest governance quality. Among the neighbouring
countries, besides the three old western economies, no further lines based on geographical or historical
background can be drawn. If the mean values of country groups are considered, a Communist history
seems to have a strong influence on governance quality. Among the countries of Middle East, the
governance quality in North-African countries is, comparable to the countries that were part of the
former Soviet Union. More generally, governance quality is similar in geographically close countries.
Hence, there is a strong need to improve governance quality in the countries of former Soviet Union

and North Africa; and a cooperation creating policies for improvements seems sensible.

[Policy inference 4.13: In high tech industries, the EU is advised to foster collaboration between
culturally diverse actors. ]

In the study by Bartlett and Popovski (2013) it was found that local governance and social cohesion
are important political principles which feature prominently in Ukrainian politics but there are many
obstacles to their effective implementation. Despite many discussions about the need for the reform of
local government, both in political institutions as well as in civil society, there is no political will to
draft an action plan with a view to implementing it. A divided political opposition and diminished civil
society mean that there is little impetus to reform the system. The local political elite is still unable to
take over the running of local government. The majority of them are still tuned into the centralised
model and they do not have the political education to run their local councils independently. Both the
psychology of local politicians and the administrative structure still favour the centralised model.
Centralisation has been taking place since 2010, and political and economic power is concentrated in

the office of the President and the ruling elite.

The 2008 crisis, on top of the 20 years of economic problems, impoverished the majority of the
Ukrainian population, exacerbating their retreat from the political sphere. They felt and still feel that
the ruling elite does not want them in the corridors of power. They are invited and wooed to vote but
are not encouraged to actively engage in politics. They also perceive the ruling elite as corrupt and
guided by personal economic interests. The Ukrainian populace is also deterred from engaging
actively in politics as a result of the need to concentrate on economic survival. Networks play an

important role in developing and supporting these strategies. These networks are a backbone of the
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Ukrainian state and society, and as such they are a vital structure of, and play an important function in,
all different groups of Ukrainian society. As much as they are helping some Ukrainians to survive they

are also helping a smaller minority to enrich themselves.

Since Ukrainian society embraced market forces, financial transactions have become more important
in these networks. Corruption has become endemic to Ukrainian society and has permeated not only
the economic sphere but also public services such as education, health care and social services. As a
result of political centralisation, only lip service is paid to the reform of local government and to the
process of decentralization. The process of centralisation, together with the economic recession and
high levels of corruption is creating a fragmented society in which there are increasingly fewer

connections between different groups in society.

In relation to the above summary of our research results we recommend the following:
1. To discuss, amend and implement the draft laws of 2009; Draft Concept on Administrative and

Territorial Structure Reform in Ukraine and the Concept of Local Self-Government.

2. To be able to fulfill the task above it is important to build capacity to discuss, amend and implement
the draft laws:

2.1. There are already provisions in the Ukrainian legislation and they need to be put into practice. To
enable this there is a need to invest in human capital;

2.1.1. To address the standard of education in primary and secondary schools, as well as regional

differences and differences in rural and urban areas.

2.1.2. The number of universities has gone up and the level of education has gone down. The Bologna
Agreement needs to be implemented. There is a brain-drain taking place, especially among the best

educated.

2.1.3. There is a need for citizenship or civic education. The ruling elite is still immersed in the
Communist legacy and is there to rule not to serve. As a result, a majority of population has withdrawn
from the political sphere.

3. To address the high levels of corruption in Ukrainian society. Corruption has spread to all levels of

Ukrainian society.

4. To invest in the development of civil society, which has diminished in the aftermath of the Orange

Revolution.

In sum, Ukraine is a highly centralised state and a fragmented society. Political decisions are made by
a small ruling elite that combines political and commercial interests. Centralisation has been taking
place since 2010 and the ruling elite pays lip service to the reform of local government. As a result, the
present political situation in Ukraine is characterised by the absence of decision-making. The

Ukrainian ruling elite does not promote, let alone strengthen, local government, capacity building and
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citizens’ democratic participation at local and regional levels. Civil society is too weak to put pressure
on the President and the Parliament, and Ukrainian citizens show little interest in participation since

they do not trust the ruling elite.

[Policy inference 4.14: The EU should cooperate with countries of the former Soviet Union and North
Africa to improve governance quality in these regions. |

4.6 Use of social capital for entrepreneurship

Bartlett, Popa and Popovski (2013) state that the removal of barriers to entry and growth is an
important focus of policy, to stimulate entrepreneurship in the transition economies of ENP. Moldova
and Ukraine still have a long way to go in liberalising their economies (Bartlett et al. 2012). The
situation is not much different in the non-transition economies of North Africa. In all ENC economies
therefore, liberalisation of the business environment is needed to stimulate the further development of
small and medium enterprises (SMEs).

The state has an important constructive and supportive role to play in establishing the basic
institutional framework in which entrepreneurship can flourish, new firms are encouraged to enter the
market, and established firms have appropriate incentives to undertake investment and generate
employment opportunities (Tyson et al. 1994; Smallbone and Welter, 2001b, 2010a, 2010b). In
addition to macroeconomic stability and secure property rights, governments need to establish an
effective institutional support structure for the development of the SME sector (Kolodko 2000). In
particular the establishment of formal institutions to monitor and enforce competition, and reduce the
ability of large monopolistic firms to stitch up local markets, is an important element of building an
institutional framework supportive of a dynamic market economy and economic growth. The Croatian
government began to develop an institutional support structure for SMEs in the 1990s, passing a Law
on the Encouragement of Small Business Development in 2002. A national strategy for SMEs was
adopted in Macedonia in 2002. As yet, such national strategies have not been adopted in the ENP

countries.

However, progress with creating a formal institutional framework for the support for SMEs is not the
whole of the story. Other missing ingredients include informal institutions, which can either promote
or hinder the development of small businesses, including factors such as the extent of corruption,
informal norms of business behaviour, and the size of the informal economy. In addition, the degree of
interpersonal trust is an important factor. A legacy of ethnic tension can undermine such trust
relationships and make it difficult for entrepreneurs to do business on the basis of arms-length
anonymous contracting. Instead they are reduced to a smaller circle of business partners who they
know personally and can trust to do business with them. Such trust is hard to rebuild if rent-seeking
clan or social networks of the former nomenklatura elites reinforce the political connectedness
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between the large firm sector and the political elite. Such political connectedness supports the
monopoly positions of local tycoons, and provides both overt and hidden barriers to small business
entry and growth. This drives up business costs and reduces the quality of goods and services,
reinforcing the lack of international competitiveness of most economies of the region. Policy makers
will need to address these issues in a serious way if the potential of the small firm sector to promote
economic growth, in an increasingly difficult global market environment, is to achieve its full

potential.

[Policy inference 4.15: EU policy-makers should consider supporting Ukraine in the discussion,
amendment and implementation of draft laws of 2009 which emphasise: (1) the investment in
education and implementation of the Bologna Agreement, (2) investment in citizenship and the
development of civil society.]

4.7 Policies for addressing the skills mismatch and labour market distortions in ENCs

The major finding of the study by Bartlett (2013) is that there is a different pattern of skill matching
across education qualifications between transition economies and emerging economies in the ENP
region. In most countries there is a clear divide between mid-level educated workers with secondary
education, who suffer high levels of positive mismatch, and more highly educated workers with a
university education who have a better experience in the labour market (as do workers with a very low
level of education). This pattern is found in the transition economies such as Croatia and Moldova. It
is similar for the Ukraine, with the exception that tertiary-educated workers also suffer high levels of
positive mismatch and only a post-graduate qualification ensures easy access to a job. The picture is
rather similar in Turkey, with the exception that there is a huge gender bias, with women facing a far
greater degree of mismatch than men at almost all levels of qualification. Egypt shows a completely
different pattern, with high levels of mismatch among all education groups. Among workers with
primary education or lower, the level of negative mismatch is high, while among the more educated

with secondary and tertiary levels of education, the level of positive mismatch is high.

Policies need to address the high level of mismatch in the middle level of education achievement. This
means reforming secondary vocational schools to replace out-dated curricula and improve the
efficiency of school systems. Policy makers need to make the necessary changes to education and
training systems. To this end, vocational education systems need to adapt or be reformed. Appropriate
changes need to be made in the curricula, in the reallocation of teachers between subjects, in teacher

retraining and in school restructuring.

Higher education systems also need attention since there is a growing demand for highly skilled
workers, evidenced by the high level of mismatch of university graduates. Even though enrolment in

universities has increased, there appears to be much scope for further growth at the tertiary level.

52



SEARCH Project (266834) Deliverable 6.3

However, any further expansion of tertiary education also needs to be well regulated to ensure that the

quality of the education experience does not decline.

At the same time, the capacity of the public administration to carry out labour market forecasts or
skills forecasts is limited by budget cuts, caps on public sector employment, and a lack of statisticians
and labour market experts to carry out the analyses. Contracting out of services may to some extent
overcome such limitations, but will not completely solve it. The first priority therefore is to carry out
capacity building within public administration to enable appropriate staff carry out, and use, skill

mismatch analyses and macroeconomic and sector skill forecasts.

Yet, even if the macro- or sector-level skill forecasts are carried out, and education and training
systems are adapted, reformed and restructured, such a top-down approach may still fail to address
skill mismatches: future demand for skills may not match projections due to unexpected
technological and structural change. For this reason, ENCs should also consider using subsidies to
ensure a greater degree of skill matching, especially for adult training and retraining purposes, and to
supplement skills forecasts and skills anticipation activities which are likely to remain especially

useful for guiding long-term investments in the provision of initial education.

Finally, research has shown there are substantial and significant common problems of mismatch in the
labour markets of both the EU Enlargement and EU Neighbourhood countries. Some specific policy
measures could help to reduce this including (i) incentives for older less-skilled workers to retrain and
for firms to carry out more and better in-house training for workers of all skill levels; (ii) reform of the
secondary and vocational education systems, especially in transition countries; (iii) measures to
improve the labour market matching for women workers, such as provision of publicly-provided
nursery and kindergarten education for young children especially in the emerging market countries;
(iv) encouragement to employers to take on younger skilled workers through job subsidies and
internships; and (v) provision of improved skill forecasts to professionals in career and education

guidance for adults as well as school leavers.

[Policy inference 4.16: To stimulate entrepreneurship in the small firm sector in the EU
neighbourhood, policy makers need to address issues that undermine trust relationships such as a
legacy of ethnic tensions, rent-seeking clans or social networks of the former nomenklatura elites that
reinforce the political connectedness between the large firm sector and the political elite.]*

[Policy inference 4.17: The EU should consider supporting educational reform policies in the Ukraine

to address the skills mismatch by updating curricula and improving efficiency of secondary vocational
schools.]*
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4.8 Law approximation (harmonisation) under the ENP

Harpaz (2013) discusses the approximation of laws under the ENP. He states that, first, the ENP’s lack
of definition and legal clarity light definitiveness and legalism and the flexible nature of mechanisms
of conditionality under which the EU sets out the terms that must be met by ENCs participating in
ENP programs, reduces its effectiveness. Second, this light legalism, coupled with the lack of “joint
ownership” between the EU and the NCs in formulating and implementing the ENP, should not be
perceived solely in a negative light, because there are positive repercussions of these features. Third,
the EU should offer a much more comprehensive and generous set of incentives in order to reinforce
the mechanisms of positive conditionality and overcome interest groups in ENC that want to veto
cooperation. Fourth, positive conditionality should be re-oriented more towards trade and regulatory
expectations, as opposed to political expectations. This reorientation is especially warranted vis-a-vis
ENCs such as Israel, where strong veto players exist. However, given that the ENCs have no prospect
of becoming EU Member States in the short and medium term and in light of the (almost ten years)
failure of the ENP to offer alternative meaningful incentives, it will be very difficult for the EU to re-
establish, at least in the short-term, the credibility of the ENP’s positive conditionality. This difficulty,
which is being accentuated during the current crisis in European leadership, in economic and monetary
matters, and the ensuing rise in Euro-scepticism), only underscores the importance of instruments of
social learning and institutional building in order to enable the ENP to serve as a robust,
comprehensive, consistent and long-lasting (economic and political) anchor for reform The EU should
thus do more to establish enhanced cooperation, closer institutional links and networks between the
EU technocracy and the technocracies of the various ENCs. Such links and networks may better
succeed in advancing, on an ad hoc basis, alignment on specific-issues relating to trade, and
depoliticising moves towards regulatory and legislative alignment. The EU’s Twinning programmes
and the full or partial opening of other EU programmes and institutions to ENC’s could be an
important move. As this research has attempted to establish, the EU is continuing to overcome
challenges in the spheres of social learning and institution building. The EU together with the ENCs
should rise to these challenges (Harpaz, 2013).

[Policy inference 4.18: The EU should consider supporting the Ukraine in lessening skills mismatch
in the Ukrainian labour market with specific policies for: (1) retraining workers, (2) encouraging firms
to retrain workers in-house, (3) investment in and regulation of educational reforms, (4) improvement
of conditions for women workers by public provision of childcare such as nursery and kindergarten,
(5) supporting employers to take on younger skilled workers through job subsidies and internships,
and (6) improving skills forecasting for future labour market requirements. ]

[Policy inference 4.19: The EU should offer a much more comprehensive and generous set of
incentives in order to reinforce the mechanisms of positive conditionality and overcome veto players
in the NCs.]
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[Policy inference 4.20: Using trade incentives to influence the formation of democracy and human
rights in European Neighbouring Countries should be re-oriented towards reform of trade and
regulatory practices rather than to purely political reforms.]*

The results obtained by Lopez-Tamayo et al. (2013) in their research on the effects of the ENP on the
institutional, social and economic performance of EU neighbouring countries show that:

(a) there are significant differences among countries in the ISEPI index;

(b) the European Union neighbouring countries (ENC) are at the bottom of the league;

(c) there are some differences between those countries located in the south of European Union and
those located in the east;

(d) between 1995 and 2011, only developed and European Union countries registered an improvement
in the ISEPI index.;

(e) a convergence process to a unique steady-state is not observed in the global ISEPI index;

(f) a conditional convergence process has occurred during the period. At an individual level, only in
the Macroeconomic Environment and Quality of life and labour market conditions has the speed of
convergence speed been improved.

The results indicate that ENP has had different effects on different measures in the index and that the
evolution of neighbouring countries is quite heterogeneous, taking into account their recent

institutional, social and economic performance.

From a policy perspective, these results reinforce the validity of the bilateral action plans that have
characterised ENP, recognising the different starting point and particular characteristics of each

neighbouring country.

[Policy inference 4.21: The EU should do more to establish enhanced cooperative, closer institutional
linkages and networks between the EU technocracy and the technocracies of the various NCs.]

In the framework of a European Neighbourhood Policy policy aimed at setting targets that can be
successfully implemented for harmonising intellectual property rights within and beyond the European
Union, Favale and Borghi (2013) make the following recommendations:

e The dismissal of the ‘one size fits all’ approach to IPR, international harmonisation, and the
adoption of a more balanced approach, will have positive effect on successful implementation
of the obligations agreed in the Action Plans and in the related bilateral agreements. This
approach has to be pursued with greater determination, especially in the field of ‘automatic’
IPR, i.e. rights that do not depend upon registration and examination (copyright and related

rights, unregistered designs).
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e Presently, all bilateral agreements between the EU and ENCs include a ‘safeguard clause’
whereby restrictions on trade can be imposed on the ground of protecting IPR. This clause
forecloses the application of Community exhaustion of IPR to contracting ENCs, and has the
effect of restricting the parallel import of IPR-protected goods from ENCs to EU and vice
versa. This is a serious barrier to trade. There is a need to explore the possibility of repealing
or modifying the ‘safeguard clause’ with respect to those ENCs that show a level of protection
comparable to that of the EU (in our analysis: Israel and Jordan).

e Most of the bilateral agreements stress the importance of law approximation and set detailed
targets in this respect. It is suggested the focus on PR protection should be shifted to aspects
that are more directly relevant to inter-state trade; most importantly this requires the
coordination of judicial procedures and enforcement mechanisms.

e Progress has been made in the coordination of financial assistance to develop IPR agencies.
Such financial assistance should be paralleled with administrative support from EU agencies
(for example, the Office for Harmonisation in the Internal Market and other inter-European

institutions (e.g. the European Patent Office).

[Policy inference 4.22: The EU should continue its implementation of bilateral action plans which
take into account the different starting points and characteristics of each NC.]

[Policy inference 4.23: It is suggested to explore the possibility of repealing or modifying the
‘safeguard clause’ for IPR.]*

[Policy inference 4.24: Policies should shift the focus of bi-lateral agreements on intellectual property
rights protection to become more directly relevant to inter-state trade; these include, above all,
coordination of judicial procedures and enforcement mechanisms in European Neighbouring
Countries.]*
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