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«The ideas of economists and political philosophers ... are more powerful than is
commonly understood. Indeed the world is ruled by little else. Practical men ... are
usually the slaves of some defunct economist. Madmen in authority ... are usually
distilling their frenzy from some academic scribbler of a few years back» (J.M. Keynes,
General Theory on Employment, Interest and Money, /936).

Abstract

In an economic context characterised by scarce EU budgetary resources and strained public
finances, cost-benefit analysis (CBA) plays a crucial role in informing public investment decisions.
Drawing from the CBA experience under the Structural and Cohesion Funds, the paper reviews the
main developments over the last decade. It points out the relevance of CBA in assisting the allocation
of EU funds across projects. Particularly, it shows how the ‘funding gap’ method used to determine
the level of Community assistance should prevent the crowding out of other sources of finance by
increasing the leverage effect and creating incentives for attracting private capital. The paper
discusses the main policy implications in terms of trade-offs and incentives. Finally, it highlights the
role of the European Commission in institutionalising the practice of CBA in public decision making
and explores possible developments in economic evaluation.
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Las ideas de los economistas y los filosofos de la politica ... son mds poderosas de lo
que conuinmente se cree. De hecho, el mundo estd gobernado por poco mds. Los hom-
bres prdcticos ... son generalmente esclavos de algiin economista difunto. Algunos gober-
nantes locos ... suelen basar sus grandes decisiones en las ideas de algiin académico de
hace arios (J.M. Keynes, Teoria General del Empleo, el Interés y el Dinero, 1936).

Resumen

En un contexto economico caracterizado por los escasos recursos presupuestarios de la UE y res-
tricciones en las finanzas publicas, el andlisis coste-beneficio (ACB) juega un papel fundamental para
ayudar a las decisiones de inversion publica. A partir de las experiencias de los Fondos Estructurales
y de Cohesion, este articulo examina los principales avances del ACB en la iltima década, sefialando
la importancia que tiene para ayudar al reparto de los fondos comunitarios entre distintos proyectos.
En concreto, se muestra como el método del «diferencial de financiacion» que se utiliza para determi-
nar el nivel de ayuda comunitaria deberia evitar la expulsion de otras fuentes de financiacion, al
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aumentar el efecto apalancamiento y generar incentivos para atraer capital privado. El trabajo anali-
za las principales implicaciones politicas en relacion con los equilibrios necesarios y los incentivos. Por
ultimo, se destaca el papel de la Comision Europea en la institucionalizacion de la prdctica del ACB en
la toma de decisiones piiblicas y se analizan posibles desarrollos futuros en la evaluacion economica
de proyectos.

Palabras clave: andlisis coste-beneficio, evaluacion de proyectos, fondos estructurales, politica
regional europea.

Clasificacion JEL: D61, H43, 022, R58.

1. Introduccion

Evaluation is about providing a judgement about the value of policies, pro-
grammes or projects. As a discipline it is driven by three interacting factors —theo-
ry, practice and learning (E. Stern, 2003). Ideally, it should build on most advanced
theoretical developments; the analysis should be developed from a perspective that
is informed by practice; eventually, it should promote learning from evidence
gained.

The increasing awareness of and need for economic evaluations is now well
recognized by researchers and practitioners undertaking them. However, it is
also generally well known that the quality of economic evaluations is mixed, and
therefore the value of such studies to decision makers is often questioned.

Governments have limited resources to spend on public investment projects.
They need to conduct economic evaluations to select a limited set of projects in
order to ensure that welfare gains are maximised. In order to achieve this, their value
should be considered in the light of economic costs and opportunities not only for
the investors but for the society as a whole.

The methods adopted by experts in conducting economic evaluations are many
and varied, and reflect the particular question or hypothesis being examined. As
such, there is no «gold standard», although a number of salient features should be in
evidence when conducting economic evaluations. An ideal economic evaluation
would be based on high-quality data, conform to stringent economic criteria, be
internally valid; be externally valid, i.e. being capable of generalisation to other
settings or countries.

The standard economic model is cost-benefit analysis (CBA), which was forma-
lised in the 70s alongside the re-emergence of welfare economics. Originally, it was
conceived as a tool for systematic valuation of factors, incomes and employment for
planning purposes, especially for developing countries (Little Mirlees, 1974).
A definitive statement was provided in the Dréze-Stern model (1987) which incor-
porates a range of policy variables (or signals) and side constraints and emphasises
the joint determination of shadow prices and optimal policies. Cost-benefit analysis
has been widely promoted in the 70s and the 80s by the World Bank and other inter-
national organisations. However, many criticisms have been raised, in particular
because of its relatively narrow theoretical base (Picciotto, 1999; Pennisi-Scandiz-
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70, 2006). The lack of participatory approach, which characterizes more broadly the
international trends in evaluation practice.

This paper aims to discuss the role of cost-benefit analysis in decision making in
a multi-level government context characterised by a diversity of practice. In the light
of the experience of structural and cohesion funds, it reviews the main developments
over the last decade, highlighting the role played by the Commission in fostering a
sound project appraisal culture in the member States. It also points out the relevan-
ce of CBA in assisting the allocation of EU funds across projects. Particularly, it
shows how the new method used to determine the level of Community assistance
should prevent the crowding out of other sources of finance by increasing the leve-
rage effect and creating incentives for attracting private capital. Finally, the paper
discusses the main policy implications in terms of trade-offs between equity and
efficiency issues and draws some wider conclusions on the future of economic eva-
luation in Europe.

2. EU regional policy and cost-benefit analysis

The presence of market failures is usually considered, alongside with redistribu-
tion, as the main rationale for public sector involvement in the economy (Stiglitz
1988). For instance, whenever competition is imperfect, production or consumption
generate externalities, non-excludability and non-rivalry make impossible or unde-
sirable charging users for the provision of a good, then the government intervention
can in principle result in a more efficient allocation of resources thereby potentially
enhancing social welfare. When there is a case for public intervention, the costs and
the benefits of the envisaged intervention should be carefully identified and compa-
red in order to ascertain whether the latter are likely to outweigh the former. This is
the main purpose of CBA as an evaluation tool to assist decision-makers to make
rational choices about public resources allocation.

In the framework of EU regional policy, public sector intervention typically takes
the form of a public investment project, with the occasional involvement of private
investors (public-private partnerships, PPP). The Community assistance is in gene-
ral given in the form of non-repayable grants, although there is an increasing trend
to shift towards repayable grants, especially for SME support.

It should be considered that interventions under EU regional policy mainly per-
form an allocative function, i.e., they aim to pursue efficiency goals such as increa-
se in productivity and output growth. However, in many expenditure programmes,
trade-offs exist between the objectives of efficiency and equity, and the EU regional
policy is no exception. Indeed, there is some evidence of the Kuznets-Williamson
hypothesis, i.e. convergence across member states in terms of GDP per capita may
occur at the expense of increased regional disparities within countries According to
economic theory, this is generally explained by the agglomeration dynamics that
typically accompanies the catching-up process. It may then be desirable that the



14 CUADERNOS ECONOMICOS DE ICE N.° 80

Funds also have a redistributive role in addressing inter-regional inequalities (Mai-
rate, 2006) .

This is indeed the case, as it can be inferred from the way Community resources
are channelled to the member States: assistance is both targeted to the lagging-
behind countries (through the Cohesion Fund) and lagging-behind regions (Structu-
ral Funds). Yet, it should be borne in mind that the ultimate goal of the EU regional
policy is to reduce income disparities between regions through growth-enhancing
interventions within a specific institutional framework.

EU regional policy is mainly implemented in a context of multi-annual strategic
planning which sets out the main objectives and priorities for investment over a
period of seven years. It involves a range of actors with different roles and respon-
sibilities throughout the different phases of the programming cycle. As a result of
the application of the subsidiarity principle, member States are generally responsi-
ble for preparing, implementing, monitoring and evaluating the programmes. This is
typically done in partnership with regional, local and urban authorities with the par-
ticipation, where appropriate, of economic and social actors and other bodies repre-
senting civil society.

Therefore, the objectives of the EU cohesion policy are pursued in a complex
multi-level government setting (Florio, 2006; Ferrara, 2010). At the start of a pro-
gramming period, each country’s financial allocation is determined on the basis of
relative socio-economic conditions such as regional and national prosperity, unem-
ployment rate and population (Figure 1). Now, we can assume that during the pro-
gramming period a region has the following objectives:

a) Maximising the absorption of the allocated Funds.

b) Maximising the contribution of the Funds to the goals of EU cohesion policy, i.e.
reducing disparities and increasing growth, competitiveness and employment.

¢) Maximising the financial allocation for the following programming period.

Objectives b and ¢ can be seen as being mutually exclusive, so that we can assu-
me that the country has to choose either one or the other. This is due to the fact that
the initial funds allocation is made with reference to the relative prosperity: the poo-
rer the region the higher the transfer of funds, ceteris paribus. Therefore, for ins-
tance, managing authorities may be tempted to spend the money recklessly in order
to remain in the Convergence objective without risking having its financial alloca-
tion reduced in the future. The trade-off between objectives b and ¢ will vary depen-
ding on the degree of overlapping between the Community programming cycle and
the national policy cycles and the possibility for the regional planner to have a pri-
vate agenda (Florio 2006).

I This is of course debatable in principle: for instance, if redistribution is assumed to be a normal
good (i.e., its consumption increases with income, other things equal) it may be better to maximise
wealth first and then redistribute it to the most needy regions.
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On the other hand, in its attempt to strengthen the Community’s economic and
social cohesion, the European Commission can clearly be assumed to pursue only
objectives a and b. Therefore, the Commission’s welfare function can be defined as
a subset of the region’s objectives.

The allocation of the Funds at the beginning of the programming period based on
macroeconomic criteria entails the risk of an implicit reward for poorly targeted or
ineffective programmes. How can the Commission then ensure that managing aut-
horities actually pursue the right objectives? The negotiation of the National Strate-
gic Reference Frameworks (NSRF) and operational programmes enables the Com-
mission to assess that national (or regional) plans are in line with the broad
objectives and priorities (the so-called Community Strategic Guidelines) relating to
economic and social cohesion for the European Union as a whole. However, good
programmes will not necessarily be implemented through sound projects as these
will be selected by the managing authorities once programmes are approved by the
Commission. Within an operational programme, member States are responsible for
the selection and appraisal of the most suitable projects.

However, in the case of «major projects»2, the Commission has a regulatory
power, by deciding the appropriate level of assistance from the Funds. In this con-
text, the need for a CBA has a two-fold justificati0n3. On the one hand, it has to be
demonstrated that the investment project is worth undertaking: a positive economic
net present value signals the improvement in allocative efficiency?, thereby conve-
ying key information about the economic desirability of the project.

This has to be evaluated also in the light of the project’s contribution to the EU
regional policy objectives. On the other hand, the level of Community financing has to
be determined based on the financial analysis’ results so that the grant is modulated
according to the project self-financing capacity and no over-financing occurs. Therefo-
re, the regulatory requirement for a CBA ensures that managing authorities actually
pursue objectives a and b. CBA is used to signal the quality of the project so that resour-
ces are allocated to the right projects, those expected to positively contribute to the
goals of EU regional policy by stimulating growth, competitiveness and employment.

Moreover, it should be noted that the application of the funding-gap method is
required for all projects (not just «major projects»): this prevents projects from

2 The thresholds for «major project» qualification are set at €10 and 50 million respectively for
Cohesion and Structural Funds. As from 2007 common thresholds will apply across Funds: €25 mil-
lion in the case of environmental projects and €50 million in other fields.

3 The legal basis for the submission of a CBA is provided by article 26 of Regulation 1260/99 for
the Structural Funds; for the Cohesion Fund see article 10 of Regulation 1164/94 and article 1 of Reg-
ulation 1265/99. For the 2007-2013 programming period, CBA requirements are laid down in article
40 of Regulation 1083/2006.

4 In economic terms, a positive economic net present value only signals a potential Pareto (i.e.,
allocative efficiency) improvement, as some people may actually be worse-off because of the project.
However, positive net benefits ensure that a set of transfers can potentially be organised so that at least
one person is better-off without making anyone else worse-off (see for instance BOARDMAN et al.,
2001 for further details).
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FIGURE 1
THE ALLOCATION OF RESOURCES THROUGH THE PROGRAMMING CYCLE
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SOURCE: MAIRATE, ANGELINI (2007).

being granted more than strictly necessary to go ahead; in turn, ensuring an optimal
absorption of funds has an additional impact and does not generate undue profits to
the beneficiaries involved.

The nature of the governance system in which the Funds operate tends to create
potential information asymmetries. Notwithstanding on-the-spot checks and ex-post
evaluations, the Commission cannot fully observe whether the projects selected by
the managing authorities during the implementation of programmes are actually
meant to contribute to the goals of the EU cohesion policy. The use of microecono-
mic criteria (i.e., CBA and «funding-gap» method) to allocate resources to projects
can then signal the behaviour of the managing authorities and help prevent potential
moral hazard in the context of the initial allocation of resources to regions/member
States and regions decided on the basis of macroeconomic criteria.

By making the grant of Community financial resources conditional upon the
results of the CBA for major projects, the managing authorities in the member sta-
tes should ask the following questions: is the project worthwhile? Is this project the
best alternative? What is the optimal level of public resources to be granted to the
project? By addressing these issues, CBA can serve its role of supporting investment
decisions and ensuring an efficient allocation of public resources. Of course, these
are not always easy questions to be answered, particularly in the context of the lag-
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ging behind states or regions with weak administrative capacity that most typically
lack the necessary technical expertise. In this regard, there is a clear scope for the
Commission to play an important role by stimulating the development of sound pro-
ject appraisal culture through capacity building actions.

3. The funding gap method and revenue generation

A key element of the Commission guidelines (EC 2006) is to establish a trans-
parent and relatively standard procedure through which the level of grant to a parti-
cular project can be derived. Figure 2 depicts the conceptual framework under
which major projects are appraised and granted financial support from the Funds.
The first screening is done through the economic net present value (ENPV) criteria:
if negative, the project will not in principle be offered Community financing as the
region would likely see its allocative efficiency deteriorating with the envisaged
intervention and would rather be better off without it>. Then, for the economically
desirable operations, the financial profitability is assessed to determine whether the
project actually needs to be co-financed and to what extent. The so-called «funding-
gap method» is employed here: in the limits of the ceilings set by the regulations,
the EU grant typically funds the portion of the investment cost which is not figura-
tively covered by the expected net revenues.

The funding gap-rate R is computed as follows:

_ DIC — DNR
DIC

R [1]
where
DIC is the discounted investment cost
DNR is the discounted net revenue (i.e., the difference between discounted reve-
nues and discounted operating costs, including the discounted residual
value where appropriate).
Then, the co-financing rate CR is generally found as the minimum between the
funding-gap rate and the ceilings set by the regulations (Max CR):

CR = Min [R; Max CR] [2]

Of course, projects exhibiting a positive financial net present value (FNPV) have
no funding gap by definition and thus do not generally receive a grant from the
Funds, with the exception of industrial investments subject to State aid rules. These
are already viable on their own as they can borrow the necessary resources on the
financial market.

5 Exceptions can be made on the basis of considerations on benefits non-directly quantifiable at
project level (e.g., environmental measures for the adoption of the acquis communautaire.
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FIGURE 2

THE ALLOCATION OF FUNDS TO THE PROJECTS: CBA AND THE
FUNDING-GAP METHOD
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In the general regulation© for the 2007-2013 programming period, the «funding-
gap» method is maintained as a key principle for allocating Community resources
to projects. The rationale is to determine the project’s self-financing margin so as to
grant to the project the amount of money it needs to be implemented without risking
over-funding. Under the programming period 2000-2006, the EU grant is generally
determined in order to cover the funding gap (Mairate-Angelini, 2007)’. The met-
hod aims at guaranteeing a normal financial profitability through the Funds’ inter-
vention so that the project can be implemented?.

This new feature marks an important change in the rationale of the financing
mechanism, which we could define an «enhanced» funding gap method: the EU
grant will not fill the whole funding gap anymore but it will only co-finance it°.

Some changes have been introduced, however, to address potential risks and
deficiencies.

First, in order to ensure a more consistent approach, a single method will apply
to both Cohesion and Structural Funds, as well as to the new Instrument for Pre
accession Assistance (IPA). Ceilings are fixed only at the level of operational pro-
gramme and not at project level. Also, no distinction is made for project generating
«substantial» net revenues. Hence, the Funds’ contribution decreases fully linear
with the funding gap.

Second, the main difference with respect to the previous system is that for the
2007-2013 programming period it is the project cost and not the co-financing rate
that is modulated in order to take into account the project’s self-financing capacity®.
Fixed co-financing rates set at the priority-axis level are consistently applied. Third,
it reduces the risk of crowding out of private finance as the funding gap covers only
the part which is not paid back by future revenues which is therefore eligible for EU
co-financing.

6 According to article 29 of the Structural Funds regulation 1260/99, the contribution from the Funds
to revenue-generating projects «shall be determined in the light of their intrinsic characteristics, including
the size of the gross self-financing margin which would normally be expected for the class of investments
concerned [...]». As regards the Cohesion Fund, the co-financing rate «may be reduced to take account, in
cooperation with the Member State concerned, of the estimated revenue generated by projects [...]».

7 The Commission working document on CBA methodology 2007-2013 provides qualitative indi-
cations on expected profitability and suitable financing structure for 17 different fields of intervention.
Ideally, different benchmarks for the profitability normally expected should be employed for different
project categories. However, given the high variability (both within and across countries) of available
data on financial rate of returns, specific benchmarks at sector level have not been proposed so far.

8 It should be noted that, in principle, a 100% co-financing rate could possibly be set at priority
level. Yet, this would entail a much lower co-financing rate on other priority axes in order to respect
the ceilings fixed by the regulation at the level of operational programme

9 «Eligible expenditure on revenue-generating projects shall not exceed the current value of the
investment cost less the current value of the net revenue from the investment over a specific reference
period [...]» —Article 55(2) of Reg. 1083/2006
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FIGURE 3
STRUCTURAL AND COHESION FUNDS 2007-2013
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4. Incentives and trade-offs

The rationale for the revised funding gap method is to create appropriate incen-
tives to maximise the use of public resources. The aim is therefore to enhance the
leverage effect of the EU grant by taking better account of the financial profitability
of the projects. Two important implications derive from this principle. First, on ave-
rage, the EU co-financing at project level as a percentage of the total investment cost
is likely to be reduced compared to the previous programming period, ceteris pari-
bus. This should free EU resources to finance other projects. Secondly, as national
public resources will increasingly have to be used to fill the funding-gap together
with Community funds, a stronger incentive is created for the managing authorities
to activate private sources of financing.

This incentive is likely to be even more effective in the current context of strai-
ned public finances, particularly in those countries which need to meet the Stability
Pact criteria and undergo fiscal consolidation policies. In principle, the new co-
financing method should induce project promoters to borrow the present value of
expected net revenue on financial markets. However, the ultimate objective is to cre-
ate an incentive for the formation of public-private partnerships as increased value
for money can be obtained when private investors are involved in the projects not
only for securing additional funds but also for providing their know-how and mana-
gement skills.
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Notwithstanding, it has to be pointed out that, even in its new specification, the
funding-gap method will still have a drawback: due to the lack of a clear tariff policy
at the EU level, the government authorities can be interested in keeping tariffs low
in order to obtain a higher grant from EU funds. This practice is not desirable, par-
ticularly because the sustainability of operations may be jeopardised if the potential
affordability of the good or the service provided is not fully exploited. However, the
following aspects should be considered.

As Community grants at project level are likely to be lower ceteris paribus,
national or regional authorities may in turn have an incentive to revise their charging
systems, by making users pay for the good or service up to a level that is considered
socially affordable. From a strictly financial point of view, the project promoters’
attempt to maximise revenues before public contribution creates better conditions
for the participation of private investors. Also, this would bring about desirable
economic implications: to the extent that tariffs are brought in line with the (social)
marginal cost of the service provision, gains can be expected in terms of allocative
efficiency.

Furthermore, according to the general regulation (Art. 55), due account should
be taken of «considerations of equity linked to the relative prosperity of the mem-
ber state concerned» in the calculation of the eligible expenditure (i.e. the «funding
gap»). This means that revenue generating projects should be assessed in the light
of the users’ potential ability to pay for the good or service provided.

With a view to ensuring transparency and consistency, the European Commission
recommends that member States provide affordability ratios to be used in the pro-
ject appraisal (EC, 2006). The next step would be to figuratively include some «sha-
dow tariffs» to top up the potentially affordable tariff level where appropriate; this
would then be considered in the determination of the funding gap. This calculation
procedure would effectively tackle the trade-off effects since a national or regional
authority would not receive extra EU funds if tariffs are seen below the affordable
level tariffs are seen below the affordable level. However, this method of «afforda-
ble shadow tariffs» has not been put forward yet by the Commission, as there is no
clear Community legal basis to enforce it. In these circumstances, affordability
ratios will only be used as «soft» benchmarks. Member States whishing to do so
may however apply the method on a voluntary basis.

5. The CBA model and its practical limitations

In designing interventions, formal cost-benefit analysis is useful, especially for
large projects. Proper evaluation requires that a number of conceptual issues be care-
fully considered. These include the correct understanding of costs, choice of valua-
tion techniques, setting the time horizon, assessing distributional impacts and inter-
temporal issues, and evaluating risk and uncertainty.
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CBA studies prepared for large projects that were assessed over the last years
were often unsatisfactory. The most frequently encountered problems are the follo-
wing: errors are found in the application of the discounted cash-flow methodology
(e.g., inclusion of depreciation or contingency reserves); the residual values are not
properly computed; sensitivity and risk analyses are lacking or incomplete; inflation
is not treated consistently; external impacts are not quantified. Likewise, within a
given member State, CBA studies lack uniformity of approach.

Varying assumptions are also made about other key parameters such as the real
discount rates despite guidelines in regard to the latter. In the United Kingdom, the
discount rate is fixed at 3.5% (Green Book, 1997) whilst for instance in France the
Commissariat General au Plan had a 8% discount rate which was subsequently revi-
sed in 2005. In fact, there are different views on whether the discount rate should be
used to take account of time preference —with risk and uncertainty explicitly dealt
with by undertaking appropriate sensitivity and scenario analyses— or whether it
should be used to account for risk aversion (Gray, 1995). Despite the lack of theo-
retical consensus, the approach which is generally used in practice is to adopt the
real interest rate on government gilts. This has the advantage of being readily avai-
lable: the development of international capital markets and the removal of exchan-
ge controls means that such market rates should more accurately reflect social time
preference rates, thereby avoiding the need to set a notional or shadow discount rate.

Furthermore, different assumptions are also made about the shadow price of
labour, which is generally priced as 100 per cent of market wages, except where
there is a clear case for a different approach. In any event, a minimum shadow wage
of not less than 80% of the market wage should be applied. This is in line with inter-
national practice, although this needs to be reviewed in future cost-benefit analyses
in the light of the structural changes in labour market, with increasing unemploy-
ment. With such uncertainty, a sensitivity analysis should be undertaken using dif-
ferent parameters.

The lack of uniformity of approach creates a great deal of latitude for those con-
ducting the cost-benefits appraisal that results are not comparable across studies.
Bodies commissioning such studies appear to be in most cases the sponsoring
departments or agencies (for instance, a national road authority), which may be alre-
ady be publicly committed to the project. There is thus a risk that those conducting
these studies may feel inhibited in giving due weights to the negative features of
projects.

We make here several suggestions which would enhance the value of cost-bene-
fit appraisals. The first is that (except where a standard procedure exists, as in the
case of road projects) they should be commissioned by a central evaluation unit, rat-
her than by the sponsoring department or Agency. This would help to facilitate a gre-
ater consistency of approach. The second is that these studies should be undertaken
prior to the adoption of the project in question by the Government, and eventually
by the European Commission. If it is undertaken subsequently as is common prac-
tice in most cases, there is a risk that the cost-benefit analysis will come to be seen



THE RATIONALE FOR ECONOMIC EVALUATION IN EUROPE 23

as a tedious compliance requirement with EU rules, rather than as a dispassionate
evaluation of costs and benefits, and as a tool for the rational structuring of priori-
ties. Finally, there would be scope to undertake ex post CBA studies to confirm that
the expected benefits outweigh the costs and therefore that projects have a real eco-
nomic impact (EC, 2010).

6. The institutionalization of CBA

Since the inception of the Structural Funds, the Commission has provided detai-
led guidance to member States. In 2007, the Guide to Cost-Benefit Analysis was
updated and provided more detailed guidance on different areas of intervention
together with some indicative benchmarks on rates of return (EC, 2007).

Member States are responsible for applying the provisions laid down in the regu-
lations, especially for projects below the threshold of 50 million euro. For major
projects, the Commission takes the decision and sets the contribution from the funds
on the basis of the information contained in the application for funding. In order to
increase the responsibility of member States, the Commission has encouraged the
development of national CBA frameworks, which are meant to provide common
working rules to be used by national project promoters. Such methodological docu-
ments were elaborated by the Czech Republic, Slovakia (for water sector projects),
Estonia, Ireland (both a general and water projects’ specific guidelines), Italy (a
general framework and two recent working documents setting methodologies for the
evaluation of employment and environmental impacts of major projects), Lithuania
and Poland (for transport projects). As a whole, there is more detailed and specific
guidance on CBA developed by experts, in particular in the transport sector (De Rus,
2010).

Where available, national CBA frameworks contributed to speed up the apprai-
sal of major projects, as project promoters do not have to define specifed and para-
meters for each CBA study. Duplication of unnecessary work is avoided and greater
consistency is ensured, at least between projects within the same country. These gui-
delines can also be used by the bodies commissioning CBA studies as well as by the
Commission services for reviewing their quality. Only a minority of member States
have so far developed CBA frameworks and in some cases these are not operational
enough. This should help facilitate a greater consistency of approach at least within
a single State.

The Commission has provided guidance on the methodology to be used in carr-
ying out cost benefit analyses which includes a set of working rules for project
applicants (EC, 2006). In particular, the Commission’s working document recom-
mends a financial discount rate of 5% in real terms as a benchmark for the apprai-
sal of public sector funded projects under Structural and Cohesion Funds interven-
tions. This proposal has raised several issues relating to the choice of the financial
discount rate as well as the need to differentiate social discount rates according to
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different target regions!'® (Florio, 2006a). For public-private partnerships projects,
the Commission’s working document suggests that the financial discount rate may
be increased to reflect a higher opportunity cost of capital to the private investor !

As regards the use of the shadow wage, the Commission suggests that this
should be determined at national or regional level on the basis of specific labour
market conditions (EC, 2006). Another issue, which is partly linked to the enlar-
gement of the Union is the lack of maturity of large scale infrastructure projects.
As a result, decision making procedures tend to be longer than for member States
which have more experience in preparing and designing similar projects. In order
to speed up these procedures, a new initiative has been launched to assist member
States in the preparation of their projects: JASPERS (Joint Assistance for Prepa-
ring Projects in European Regions) !2. In this context, operational support is being
provided for carrying out CBA studies in line with the Commission’s guidelines.
The overall assessment is positive so far as it has contributed to improvement of
the quality of projects which potentially should lead to better socio-economic
impacts.

7. The future of economic evaluation

The paper has highlighted the main underlying challenges to a rigorous applica-
tion of CBA in the context of the EU cohesion policy. Capacity-building actions for
the member states need to be further strengthened, especially in the context of the
enlargement to other countries, namely Romania and Bulgaria. On the one hand,
there is still need to increase assistance to member States with weak administrative
capacity to perform their tasks, especially through technical assistance facilities
such as JASPERS. On the other hand, it is essential to agree common rules for pro-
ject applications and ensure proper application of EU guidance to national contexts.
This approach will bring substantial benefits in terms of simplification both for the
Commission and member States, and thereby contribute to increase efficiency, in
terms of speeding up decision making procedures for major projects. It will also
have an important capacity building effect with a view to enhancing accountability
and transparency.

The current legal basis for EU regional policy provides a coherent framework for
project appraisal and decision making in which CBA plays a crucial role. However,

10 The Commission has proposed a real social discount of 5.5% for cohesion countries, i.e. coun-
tries with a GNP per capita below 90% of the EU average and 3% for the other member States to be
used in all cost-benefit appraisals (EC, 2007); for a theoretical discussion see FERRARA, 2010.

1 For a discussion on this point see GROUT (2005) and HAMMAMI et al. (2006).

12 This is a joint technical assistance initiative between the Commission (DG for Regional Policy)
the European Investment Bank (EIB) and the European Bank for Reconstruction and Development
(EBRD). The aim is to assist the 12 Central and Eastern EU Member States in the preparation of major
projects to be submitted for grant financing under the Structural and Cohesion Funds.
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there are still difficult issues arising from the strict application of the funding-gap
method, especially as regards affordability and sustainability issues. The co-finan-
cing rules are likely to create incentives for project promoters to charge the users up
to the affordable level. This should in turn favour the participation of private inves-
tors and contribute to the financial sustainability of projects in the longer term. Con-
sidering the crucial importance of these issues, it will be necessary to undertake furt-
her analytical work, with the help of academics and practitioners, in order to avoid
potential adverse effects and to maximise economic efficiency through investment
projects.

In times of crisis, uncertainty prevails in economic decisions. Policy makers
should avoid non economic and ‘bureaucratic’ evaluations to justify their demands
for EU funding and should provide the right incentives for sound evaluation (Florio,
Vignetti, 2003). Given the scarcity of public resources for investment, their deci-
sions should be guided not only by economic rationality, but also by social choice
(Sen, 2000). The issue is not only to know whether the investment projects are right
but also why they are the right things to do from the point of view of the society. In
this regard, there is an urgent need to bridge the gap between projects, programmes
and policies within a renewed evaluation framework which combines the founda-
tional principles of CBA with other techniques involving a plurality of stakeholders
in public decision making. Undoubtedly, this would have the advantage to address
some criticisms to the standard CBA model which applies essentially to projects rat-
her than policies.

An alternative route to an extended CBA approach would be to link microeco-
nomic evaluation to a wider macroeconomic framework insofar CBA studies can
provide useful information to estimate the externalities associated with major infras-
tructure projects and build these parameters into a macro model to measure the
wider impacts of the EU regional policy. This should in turn lead to rethink some
basic assumptions on which CBA is conducted, for instance the choice of discount
rate which should reflect economic conditions in EU countries, e.g. levels of inco-
me per capita, interest rates, etc.

The main purpose is not a radical rethinking of CBA, but rather to make further
advances building on current practice to give a new impulse to the economic eva-
luation of projects and policies.
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