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The Principle of Subsidiarity and Innovation Suppor t Measures

Innovation is a policy area in which the Europearidd (EU) has the competence to support,
coordinate and supplement Member States’ poliaesraing to the new Lisbon Treaty (2007).
The Member States (MS) have the primacy in thia ared the principles of subsidiarity and
proportionality are applicable to decide whether &lpport, coordination or supplementation
of MS policies is justified.

This paper presents a detailed subsidiarity teist.applied to three innovation support
measures as part of the Entrepreneurship and Itioov@rogramme of the Competitiveness
and Innovation Framework Programme of the Eurog@ammission. These measures are
access to finance for the start-ups and growthMES and investment in innovation activities,
networks in support of business and innovation-camity grants (new Enterprise Europe
Network), and the Intellectual Property Rights Hispk.
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Executive summary

This paper discusses the rationale for innovatigpsrt measures at the EU level. It focuses
primarily on the rationale for these measures atfb) level instead of at the national or
regional level. It ignores the rationale for gowaent intervention with respect to innovation
support in itself. First, the paper identifies thgal base for EU intervention. The new Lisbon
Treaty (2007) states that the EU has the competersgpport, coordinate and supplement
Member States’ policies with respect to innovatiomovation policy falls under the policy
areaindustry, which is an area in which these EU competencplyaBecause this is not an
exclusive competence of the EU, the principlesutsidiarity and proportionality apply to
decide whether EU action is justified. EU policieshis area come on top of Member State
(MS) policies and do not replace them.

The subsidiarity principle investigates whetherremaies of scale or cross-border external
effects of national innovation policies exist inr&pe. This paper adds access to networks as a
separate third argument. These arguments plealdantervention, while the heterogeneity in
policy objectives, structure of the economy or prefces in Europe could be reasons to refrain
from EU action. The principle of proportionality @xines whether the means and efforts are
proportional to the policy aim.

The European Commission has introduced impact sisea® guidelines for implementing
policies. These guidelines consist of a necesadlly an added value test and a boundary test.
The paper argues that these tests are a transtdttbe principles of subsidiarity and
proportionality according to article 3 in the Lisb@reaty. The necessity and added value test
together cover the principle of subsidiarity. Theubdary test covers the principle of
proportionality.

The arguments of the subsidiarity principle arecttired in a decision tree which could be
interpreted as a detailed subsidiarity test. Fitslystematically asks whether there are market
failures, whether government intervention is usednld EU action with respect to support,
coordination and supplementation is legitimate.ddec¢the arguments of the subsidiarity
principle are reviewed. The arguments are econoofigsale in policy implementing,
internalization of cross-border external effectsafional policies and access to European
networks. If some of these arguments are answdfieahatively, the benefits of EU action
have to be weighted with the benefits of diversithich are diversified policies. Finally, other
arguments are checked, such as deference and copoobproblems of centralized budgets.
In case the application of the subsidiarity priteimplies action at the EU level, it has to be
proportional, i.e. the efforts and means have s$tifjuthe goal.

The decision is applied to three innovation suppwasures which are part of the
Entrepreneurship and Innovation programme of then@atitiveness and Innovation

Framework Programme of the European Commissiors plagramme concentrates on



entrepreneurship, small and medium-sized entempriadustrial competitiveness and
innovation. It supports public-private innovatioarmerships for SMEs, financial instruments
to overcome the poor access to equity, ventureaagnd loans for SMEs and the exchange of
good practice between national and regional auiberiAbout €2.2 billion is available for this
programme in the period 2007-2013.

The first measure is access of finance for the-sfag and growth of SMEs and investment
in innovation activities. This could be done byyiding risk capital and providing leverage to
SME debt financing. The second is a network in suppf business and innovation-community
grants. The third is an Intellectual Property Rgghélpdesk to offer online information on
protection rules and intellectual property rights 8MEs. For all three measures EU support,
coordination or supplementation of MS policiesustified and government action could be
appropriate to address the market failure.

The application suggests that all three measusespelss the principles of subsidiarity and
proportionality. However, a definitive answer degemon implementation of a policy and its
application. As long as innovative SMEs with a tmgly to internationalise are supported by
these measures, the subsidiarity principle fav&Wssupport. For the non-innovative SMEs
and those with a regional orientation this is ptdpaot the case.

These conditions also apply to the principle ofpgandionality. As long as international
networks are integrated with national networksséhefforts seem to be efficient. If these
networks duplicate or even violate national onles,dosts of establishing a network could
dominate the benefits.

The decision tree can only be applied after a cane$pection of all arguments, because the
details are important. Because the benefits of @xies of scale and networks and the costs of
cross-border external effects of innovation suppmeisures often cannot be quantified, it is
hard to come to grips with the benefits of EU imétion. For specific detailed measures, this
is an even bigger problem. The EU impact assessguia¢lines also demand a careful
investigation of the competence of the EU to adt-awith respect to the necessity - value
added and proportionality of EU intervention.



Introduction 1

Nowadays Europe focuses on innovation as a soltiés poor productivity growth.
Europe’s growth figures look pale in comparisonhatiose of the United States and many
Asian countries, most notably to the performanc€laiha and India. Although growth in the
latter countries is mainly due to catching up, mpagple are worried about Europe’s role in
the world economy. Productivity increases woulddidéurope’s economy. To establish this,
the EU Member States agreed to increase reseatctieelopment (R&D) spending and to
support innovation by all means. Many policy irtittas emerged to stimulate innovation at the
European, national and regional level. Currentlyamal governments spend about 65 billion
Euros on public research per year and the Eurof@eammission about 8 billion Euros (the
average annual budget of the Seventh Framework&roge and the Competitiveness and
Innovation Framework Programme).

Innovation policy covers many areas including puBli&D, public funding of private R&D,
Small- and Medium-sized Enterprises (SMESs), engegurship and venture capital, and
policies dealing with intellectual property right® Rs) and standards. In its announcement on a
broad-based innovation strategy for the EU, therosion (EC, 2006) identifies 10 actions

with high political priority covering the educati@ystem, the European Institute of

Technology, a labour market for researchers, kndgdetransfer, cohesion policy, state aid
(including tax incentives), patent strategy, digieoducts, services and business models, lead-
markets and a handbook to stimulate innovatioruislip procurement.

Falk et al. (2008) analyse these 10 actions seggréiut the unit of analysis is still very broad.
Gelauff et al. (2008) conclude that in analyzing #ppropriate government level of innovation
the devil is often in the detail (p. 9). This pafeites up this challenge. It focuses on innovation
support measures, in particular the policy instrote@f the Competitiveness and Innovation
Framework Programme (CIP) specified to the sub qammgentrepreneurship and Innovation
(EC, 2005a}. These innovation support instruments also inckmtee of the points above, such
as state aid and lead-markets. Although the framlepmgram on research, technology and
development (FP7) is related to innovation we doaaturess this program here. The main
difference between these programmes is that FRi&&scon developing new technologies. CIP

* | have written this paper as an external expert to INNOVA Europe. It is a mini study on the role of subsidiarity and the
support for innovation. It is a part of a bigger study which is commissioned by DG Enterprise and Industry of the European
Commission. | want to thank Markus Koskellina, Cristophe Guichard and Paul Diederen for constructive discussions and
comments and Nico van Leeuwen for constructing the diagrams.

2 See Van der Horst et al. (2006) and http://eur-lex.europa.eu/JOHtml.do?uri=0J:L:2007:077:SOM:EN:HTML.

® This is budget article 02.02.
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concentrates on bringing these technologies tontéwket (the downstream parts of research and
innovation)? About 75% of the actions in CIP concentrate ormilerisation of research.

This paper discusses the appropriate governmeetk ¢dthese types of innovation support
measures. Is there a role for European policy doatin and an EU budget, or do national
governments have the exclusive primacy for inn@rapolicy (as it seems now) in particular
related to stimulating innovation by Small- and Meud-sized Enterprises (SMEs)? These
guestions are analysed from the perspective ofubsidiarity principle. Are there economies
of scale or external effects that can be interadlihrough coordination of national innovation
policies in Europe? With respect to innovation giels access to networks is an essential market
failure for which EU policy could be warranted. Sthe heterogeneity in policy objectives,
structure of the economy or preferences in Europddrge to conduct innovation policies
efficiently from Brussels?

The answers to these questions depend on theisganibvation support measure. This
papers discusses three of these measures: acdesmte for the start-ups and growth of
SMEs and investment in innovation activities, netksgadn support of business and innovation-
community grants, and the Intellectual Propertyif&g1PR) helpdesk. The application
suggests that all three measures pass the prin@plubsidiarity. However, a definitive answer
depends on implementation of a policy and its apgitbn. As long as innovative SMEs with a
tendency to internationalise are supported by thesasures, the subsidiarity principle favours
EU support. For the non-innovative SMEs and thottk svregional orientation this is probably
not the case.

This paper is structured as follows. In sectioh& [egal bases for innovation support measures
by the European Commission is investigated. Hirgliscusses the Commission competences
for these policy instruments based on the new lisbeaty (EC, 2007). Second, the
demarcation of EU and MS action has to be estadlishecause the Commission has some
legal competences on innovation policy and suppsttuments, but no exclusive competences.
Therefore, the subsidiarity principle is importahhe justification of the particular innovation
support measures of the Commission lies in theaoee of the CIP programme in 2006.
Section 3 discusses this programme and its reléicubsidiarity in general. Section 4 presents
a detailed decision tree to decide whether speicifiovation support measures have to be
carried out by the EU. Section 5 applies this denisree to three innovation support measures:
access to finance for the start-ups and growthMES and investment in innovation activities,
networks in support of business and innovation-camity grants, and the IPR helpdesk.
Section 6 concludes.

# We concentrate on the kind of measures in the INNO-PolicyTrendChart (http://www.proinno-
europe.eu/index.cfm?fuseaction=page.display&topiclD=52&parentID=52).



2.1

2.2

The legal basis for innovation support
Introduction

For the first time the principle of subsidiaritya@gplicitly mentioned in the European Single Act
of 1986 (article 130 ad 4), dealing with environrapolicy. In 1992, the principle of
subsidiarity was officially introduced in the 198®astricht Treaty (article 3b), and moved to
article 5 in the 1997 Treaty of Amsterdam. In tlesvrLisbon treaty the principle removed to
article 3. The formulation in article 3 comprisésde related principles, the principle of
conferral, the principle of subsidiarity and thénpiple of proportionality:

1. The limits of Union competences are governed byptireciple of conferral. The use of
Union competences is governed by the principlesubsidiarity and proportionality.

2. Under the principle of conferral, the Union shait anly within the limits of the
competences conferred upon it by the Member Statémw Treaties to attain the objectives
set out therein. Competences not conferred upobJitien in the Treaties remain with the
Member States.

3. Under the principle of subsidiarity, in areas whathnot fall within its exclusive
competence, the Union shall act only if and insefathe objectives of the proposed action
cannot be sufficiently achieved by the Member Statéther at central level or at regional
and local level, but can rather, by reason of ttaesor effects of the proposed action, be
better achieved at Union level.

4. Under the principle of proportionality, the contemtd form of Union action shall not
exceed what is necessary to achieve the objeatiite Treaties.

Note that the principle of subsidiarity is neutssilout the optimal degree of centralization. In
the debate about subsidiarity, people often conftuseoncept of subsidiarity with delegating
power to the lowest possible level. However, it \Wddoe a mistake to think of subsidiarity and
lower level decision making as synonyms. The suasty principle involves a careful
assessment of the optimal level at which decisstrgild be taken, which can result in
centralization but also in decentralization. Set®da2 and 2.3 discuss the principles of conferral
and subsidiarity in more detail. Section 2.4 dissuthe relation between these principles and
the impact assessment guidelines of the commiggiGn2005b).

The principle of conferral

Promoting research and development and innovagi@am important objective of mutual
interest, expressed by article 163 of the EC treatypsequent articles determine the activities



to be conducted in this area. Following the Maaktrand Amsterdam Treaty innovation policy
is a shared competence. The principle of confésraedspected and the principle of subsidiarity
thus applies. The Competitiveness and Innovatiamemwork Programme is based on articles
156, 157 and 175(1) of these treaties (EC, 200%9.r€levant part in this context on
Entrepreneurship and innovation has its legal iraseticles 156 and 157 which are under the
heading of Industry.

This seems all clear until the Treaty of Lisbon (2G07). This Treaty introduces a new
Title Categories and areas of Union competencdsavitew article 2. Article 2c is on shared
competences and lists 11 areas for which this egpliternal market; social policy, for the
aspects defined in this Treaty; economic, socidltarritorial cohesion; agriculture and
fisheries, excluding the conservation of marinddgaal resources; environment; consumer
protection; transport; trans-European networksyrgyiearea of freedom, security and justice;
common safety concerns in public health mattersthfe aspects defined in this Treaty. In
addition the Union shall have competence to cautyagtivities in the areas of research,
technological development and space, in partidolaefine and implement programmes;
however, the exercise of that competence shaltesetit in Member States being prevented
from exercising theirs.

This list does not include industry under whichamation was linked. Industry is mentioned
in article 2e which states that the Union shalleheempetence to carry out actions to support,
coordinate or supplement the actions of the Merfiitates. The areas of such action shall, at
European level, be: protection and improvementushan health; industry; culture; tourism;
education, vocational training, youth and spomil grotection; administrative cooperation.

Interestingly, comparing the policy areas undeckrt2c and 2e economies of scale and
cross-border external effects are much more limitedhe latter areas while diversity is
important. According to the subsidiarity test, dissed in section 3, there is less reason for EU
action in these policy areas in general. The réa® EU is thus on average more limited for
these areas in which the EU has the competenagpms, coordinate and supplement Member
State actions than for shared competences.

The question is whether the principle of subsitiiapplies for article 2e. First, the
principle of conferral determines that the unios Hae right to act in supporting, coordinating
and supplementing actions of Member States. lbi®erclusive competence. These are defined
in article 2b. The union and the Member States ltavepetences here, so the applicability of
the subsidiarity principle is not excluded. In agplanatory note on the Lisbon Treaty, Europa
Institute (2008) of the law faculty in Leiden camnfis this view. The principle of subsidiarity
applies to any policy area in which the Union hasrclusive competence. This also includes
article 2e on support, coordination and supplemgmtaf Member States policies among
others in the area of industry which includes atswvation.

® Article 175(1) is related to climate change, a part of the CIP programme which is not dealt here (see section 3).



2.3

The succeeding question is what are the differeheéseen shared competences (in article
2c) and the competences to support, coordinatesamolement in article 2e? Support,
coordination and supplementation limit the compegsrof the union to more specific actions
than in article 2c. The Union can only act if MemB¢ates policies are present in these areas
and seems to be more limited as also observeceipréhvious paragraph. The Union cannot
supersede Member State actions in these areak(sepa Institute, 2008). Member States
seem to have the prime responsibility in thesecpdields, which is not automatically the case
for shared competences. The subsidiarity prindiple to be applied to innovation measures
which support, coordinate and supplement actioriderhber States.

Automatically this leads to the questions of compatarity. Member States and Union
innovation policies exist next to each other. Thgkasis on coordination, support and
supplementation suggests that union policies shooddluplicate MS ones. EU policies should
be additional.

The principle of subsidiarity

Should innovation policy and support actions berdmated in the European Union or should it
be left to the Member Statés2derveen et al. (2008) list several reasons fotraization, but
also for decentralization, of policy at the Européevel. The main reasons for centralization
are economies of scale and policy externalitiesthEse reasons we add access to networks as
an extra reason for centralization because it ismprtant for innovation, but not well covered
by the other arguments.

Economies of scale

Economies of scale in innovation policy and suppetions can arise if designing and
executing policy involve substantial fixed costgeneral, centralization of policy might be
more efficient than national policy because thedixost of public administration have to be
incurred only once, instead of for every Membet&taor example, if a policy needs to be
implemented only at the European level, this véle the cost of implementation for each
individual Member State. The same argument appi¢se monitoring and enforcement of
regulation. With respect to innovation policy angbgort actions, the establishment of
European networks is an important topic. Therefiaesl costs in establishing these networks.
National actions could lead to duplications, sodlae clear benefits of scale for EU action in
this respect.

€n applying the subsidiarity principle, it is assumed beforehand that there is a market failure and that government
intervention could be welfare improving in correcting this market failure. The subsidiarity test only establishes the
appropriate level of government intervention. Van der Horst et al. (2006) discuss more extensively with the market failures in
innovation.
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Policy externalities

The presence of policy externalities provides @asdaationale for European coordination of
innovation policy and support actions. Policy emdities arise when a national policy of a
Member State has unintended consequences for adémber State (Ederveen et al. 2008).
A national R&D subsidy, for example, can benefg#te@rch beyond the borders of the domestic
economy. If a government ignores the favourablea$f of its subsidy on other countries, the
amount of subsidy is too small from a Europeanptve. A national policy might also have
a negative effect on other countries. For exangkmnuntry might fail to protect the intellectual
property of foreign firms, thereby facilitating itation by domestic firms.

In the context of innovation policy, policy extelitias can arise if knowledge diffusion
does not stop at the border and if foreign buyersefit from domestic R&D. Without European
coordination, Member States likely ignore the pesieffects on foreign buyers in determining
the size of the policy. European cooperation orlipd®&D, public funding of R&D and the
protection of intellectual property rights can peavthese undesirable effects.

Networks

For innovating firms access to networks is of utmogportance. In the past there were
bottlenecks to exploit the benefits of innovatiodewadays access to information, buyers,
finance and partners are crucial. This informat®available but for many firms the question is
how to receive this information quickly. Innovatiprocesses are speeding up. The lack of
network access is a market failure, but the lacketfvork access to other EU countries or lack
of an EU network cannot be interpreted as a trawditi cross-border external effect. The
benefits for such a network ask for a policy orman action and given the scope of these
networks the EU could be the appropriate level.this reason we will incorporate access to
networks as an additional argument for centralimati specific for innovation -, although it is
not mentioned in article 3 of the Lisbon Treatytbe subsidiarity principle.

Diversity

So far, we focussed on arguments in favour of edising innovation policy and support
actions at the European level. However, centratimatas also its costs. Keeping innovation
policy at the national level has three potentialdfits: adaptation to local circumstances,
learning from a diversity of experiences and betteentives for policymakers through policy
competition (Ederveen et al. 2008).

In the context of innovation policy, local circurastes are important not just because
preferences tend to differ from one country to Arotbut also because of differences in
innovation systems (see Carlsson 2006; Foray 19g5lralk et al. (2008) point out, the recent
enlargements of the EU have led to a substantiab@se in diversity. In the traditional public
finance literature (Oates, 1972) this is the magument to plea for diversity. Later on other
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political economy arguments have been developedhndnie related to diversity: policy
learning and better accountability of policy makémough policy competition.

A second benefit of decentralization also has teviflb maintaining diversity. Governments
adopting different innovation policies can learonfr each other about effective policies. While
centralization would lead to a complete loss okdsity within the EU, a degree of diversity is
still possible in case of multilateral cooperation.

Greater accountability of policymakers is a thimtgntial benefit of decentralization.
Tiebout (1956) presents a theoretical model in Wipiclicy competition arises because voters
can migrate from one region to another (see alsknias 2006). Instead of voters, also
multinational companies may trigger policy competit Member States with a more effective
innovation policy might attract more foreign inveemnt, such that underperforming Member
States will be under pressure of adjusting theioiration policy. The availability of
benchmarks from other Member States provides aitiadal incentive for policymakers to

improve.

Additional arguments

There are also several other motives that may tttiecassessment of subsidiarity which are
not mentioned above (Ederveen et al., 2008). Mo8tase arguments plea for decentralization
and no EU action. Concerning decision making actralized level two other main risks
have been identified. First, overprovision of natibbeneficial policies may result, when
decision making takes place under a norm of defereRecause of the multiple issues which
have to be decided, Member States have an incewtistgpport each other in promoting
national interest at the central level. This cdelald to an overprovision of these policies at the
EU level from an efficiency point of view. A solati of this problem is to bind countries
beforehand not to address these types of politigeeEU level e.g. by limiting the
competences of the EU. Second, common pool probheigist arise, when Member States take
advantage of the common budget. Member Statesdrairecentive to use these budgets for
projects which they would not subsidize otherwiseduse these are inefficient. In these cases,
decentralization may prevent these inefficienciesemtralized decision making.

Impact assessment guidelines
The commission (EC, 2005b) has formulated impasts@ment guidelines for implementing

policies. These are closely related to the subsigiand proportionality principle. Three tests
apply in the impact assessment:
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1. The necessity test: the Commission needs to dematashat the problem cannot be
sufficiently solved by the Member States if it iskmred competende.
2. The added value test: the EU shall take action brthe objectives can be better
achieved by the Union than by the MS.
3. The boundary test: the scope of EU action shalinhiged to what Member States
cannot achieve satisfactorily and to what the Urtian do better.
The necessity test already formulates that theepali action has to be the competence of the
EU. The principle of conferral is thus automatigattspected. The subsidiarity principle
described above is translated into two tests bytimepean Commission: the necessity and
value added test. Most economists dealing wittsthesidiarity principle do not discriminate
between these two parts of one sentence in aBiokthe Treaty (see bullet 3 at page 4). It
could be argued that if EU action has value addeetause of economies of scale or to
internalize cross-border external effects -, MSnearsufficiently solve this alone, because MS
action is not optimal. Moreover, the second pathefsentence of the subsidiarity principle
seems to follow logically from the first part. Frahis point of view the necessity test seems to
be redundant. However, it could be the case thasM& the external effects themselves by
voluntarily cooperation for example. If MS wouldéacare of the positive externalities of
innovation policies and thus intensify these pelicior the wellbeing of citizens in other
Member States, EU action is not necessary. Quitndhis will be a theoretical case.
According to the subsidiarity test presented abehizh assumes that countries act in their self
interest, EU action would be appropriate, but theassity test in the impact assessment
procedure rules this out. Pelkmans (2006) trarsligiis in another principle: that of credible
voluntarily cooperation.

The boundary test as it is formulated here seerbg @ replication of the previous two
formulations. Footnote 31 in EC(2005b) suggestsfibliows from the treaty article on
subsidiarity, but this statdle content and form of Union action shall not exceed what is
necessary to achieve the objectives of the Treaties as is formulated in the proportionality test
(see bullet 4 at page 4). Even if EU action patsesiecessity and value added test - what is
also formulated in the boundary test - the condext form could be more than proportional.
Intriguingly, the whole EC document on impact assgnt mentions the boundary test once.
Later on in its evaluation criteria of the impassassment, it lists the subsidiarity principle
(consisting of the necessity and value added &st)the proportionality principle. This
suggests that the boundary test in the impact sise® has to be interpreted as the
proportionality principle.

Concluding, the impact assessment guidelines ofdinemission are a translation of the
subsidiarity and proportionality principle as memkd in Article 3 of the Lisbon Treaty. It

" These guidelines were formulated before the Lisbon Treaty and the new article on competence to coordinate, support or
supplement MS actions.
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assumes that the principle of conferral is ful@illd he principle of subsidiarity is covered by

two separate tests: of necessity and of value addedany cases the value added test alone
would be sufficient, but a separate necessitydisstiminates cases of voluntary cooperation of
Member States to cover external cross-border efféctthese cases MS action is sufficient. The
principle of proportionality is represented by theundary test.

12



3.11

3.1.2

3.13

Competitiveness and Innovation Programme

Description

The Competitiveness and Innovation framework Pnogna (CIP) of the European
Commission (EC, 2005a), with a relatively small fetdof 3.6 billion euros in 2007-2013, is
targeted to SMEs. The CIP consists of three speagifigrams:

The Entrepreneurship and Innovation programme @¢8t6e budget)
The ICT policy support programme (1/5 of the budiget
The Intelligent Energy Europe Programme (1/5 of the budget)

The Entrepreneurship and Innovation Programmebwiifig together activities on
entrepreneurship, small and medium-sized entempriadustrial competitiveness and
innovation. It encompasses the promotion of pupligate innovation partnerships for SMEs,
the provision of community financial instrumentsoiercome the poor access to equity,
venture capital and loans for SMEs and the exchahgeod practice between national and
regional authorities. Only this part of the progresmelated to innovation policy. For that

reason | will not discuss the other two programmes

The EC'’s perspective on the subsidiarityof C P

The EC (2005a) stresses the potential for MemtegeSto learn from each other in their
innovation policies and support actions addressirgarticular SME needs. The EC recognises
the fragmentation along national and regional limgsich hinder Member States in drawing on
the creative potential in other EU countries. Ti2adtso points at the deficient provision of
national policies and support actions regardintyifas in financial markets and intends to
stimulate the diffusion of good practice across MenStates.

The second motivation to involve in innovation p@s for SMEs is to foster business
cooperation throughout the EU. International bussneooperation will be easier if all Member
States adopt a common support structure.

In both cases, the EC recognises the key roledtiomal and even regional measures. The
aim of the CIP is mainly to support these natianabvation measures and allow Member
States to learn from each other.

The subsidiarity principle applied to CIP

The CIP is aimed at SMEs, some of them might opargérnationally (via FDI or trade), but
many of them are local firms operating for the lavarket. Rightly, the EC recognises the
prime responsibility of Member States in innovatfolicy regarding SMEs.

13



The diversity in SME policies between Member Stgtistifies the attempt to learn from
each other. Given the large diversity in nationaldvation policies towards SMEs, the potential
to learn is large. Learning is, however, hampengthk fact that not only policy diverges, but
also the SMEs themselves are quite heterogeneaisslifhits the possibility for one Member
State to successfully apply the innovation poli€pther countries.

Van der Horst el al. (2006) conclude that in thér&preneurship and Innovation
Programme neither scale economies nor externattsfé=em to be important and warrant EU
intervention. European involvement is justifiedymisofar CIP meets the goals of reducing
barriers for innovative SMEs and of promoting pgliearning between Member States.

The conclusion of Van der Horst et al. (2006) ismyabased on the idea that SME policies
should be conducted by the Member States and nibteblyU. Compared to large companies
SMEs often have less access to capital marketdeasdccess to new technologies and new
ideas. Government support could overcome this ¢td@ccess. The lack of access does not
apply to all SMEs in the same degree, but dependbencharacteristics of the enterprise.
According to the definition of the EU, the sizeSWIEs ranges from self-employed to large
exporting firms with up to 250 employees. Many SMifien operate at the regional or national
level.

Their channels for knowledge and innovation arerofegional or even local. Others
operate at an international level, but this is aarity of the SMEs. This suggests that there will
be no important economies of scale in innovatiolicies for SMEs in general. Scarce data
material also confirms this view: there is no sfgaint relation between the proportion of
SMEs that receives public funding for innovatiord dhe size of the economy. Neither does the
proportion of SMEs reporting public funding deperedatively on their activities abroad, such
that SME policy is unlikely to suffer from exterredifects. From the subsidiarity perspective
there are no compelling reasons for conducting Sidlcies at the European level. The
national or even regional level seems to be the aqmsropriate level for these policies because
since there are no firm indications for economiescale or the existence of external effects.

A more detailed analysis of the CIP programme imgeof innovation support measures
suggests that the conclusion above does not hiod, iEis not the question whether the
Member States or the EU should support innovatlities for SMEs as was the case in Van
der Horst et al. (2006). The national and regi@ME policies on innovation exist and it is the
guestion what EU policies add on top of the natiamal regional policies. Section 2 already
concluded that EU innovation policies should bepsufive or supplement or coordinate
Member States policies based on the new Lisbonty.r&aese innovation policies complement
Member States policies. This does not automatidaiply that these policies are justified
according to the subsidiarity test. EU coordinatigth correct in principle externalities of
Member States policies. EU policy could also suppod supplement access to European-wide
networks, which MS policies will not do.
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Second, many innovation support measures are rggted at SMEs in general, but to
innovative and internationalising SMEs. For thédaticcess to international networks is
important for obtaining information and setting egoperative projects. For these SMEs EU
policies could possibly pass the subsidiarity tésin der Horst et al. (2006) already made this
conditional premise, but looked in less detailgedfic innovation support measures in the CIP
programme. It is an important aim of this studygligcuss in more detail some innovation
support measures as will be done in section 5.élverapply the subsidiarity test as

formulated in section 4.
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4 Refined subsidiarity test on innovation support m easures

To apply the subsidiarity test for innovation sugpoeasures the information in the previous
sections can be summarized in a decision treefifdi@uestion to ask is whether there is a
market failure and subsequently whether governnmtatvention could help to resolve this
market failure. If one of these two questions leiadmswered negatively, the subsidiarity
principle has not to be applied at all. Subsegyenté have to answer the question if it is an
EU competence (principle of conferral). Based anrthvised Lisbon treaty, the answer is
affirmative for innovation support policies. Howeythere is a serious but!! The EU has
competence focoordinating, supporting and supplementing innovation policies of the Member
States but no competence of replacing nationatiesli It is not MSQr EU innovation support
but MS innovation suppoéand possibly supporting, coordinating or supplementisons of
the EU. So, if there is a market failure and a M8qgy and EU intervention could help to solve

this market failure to a bigger extent, the EU &a®mpetence to act.

Figure Error! Style not defined..1 A check list for applying the subsidiarity princ iple for innovation support
measures

l is there a market failure? [

no

l yes
could government intervention help to resolve the no no government action at all
market failure?

l yes

action at MS level
’ is this a EU competence? no ’

yes
’are there economies of scale, network or external effects’.‘} no no
no
l yes
’ is diversity important? }L ’ is EU action proportional?
yes
yes yes )
go for EU action
weight the normative arguments. Are
other arguments important? :j has EU action value added?
no

l yes

’ integrate with normative arguments

Now the competence is established, the value aoflEd action has to be investigated
(principle of subsidiarity). The first question &re their economies to scale, network effects or
external effects of the policies under consider&itn practice, it is not always easy to answer
this question, in particular not to quantify the$tects. If the answer is no, EU action has no
value added at all, so there will be no need tadiaate, support or supplement MS innovation
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support measures. An affirmative answer implies$ tehave to weight the importance of
diversity. This argument is often very criticalfederations if federal policy implies a uniform
policy over all states which disregards the vamiaiin circumstances per state. For innovation
policy the Member States pursue their own policze®] the support, coordination or
supplementary actions of the EU do not seem t@ieahational circumstances and preferences
to a large extent, because these national polme®mally already cover the national
circumstance& The conjecture is thus that the additional suppwasure of the EU on top of
the national measures will not violate diversityt there is no guarantee. If for some EU
support measure national circumstances are sofigpieit the measure hinders the national
specify seriously, the judgement of the normatirguanents pleads for MS action.

After weighting the normative arguments (which natiypoint to one direction) it has to
be checked whether other arguments like deferenceramon pool problems play a
substantive role. If not, these other argumentsbeaneglected. If these problems are important,
these have to be weighted with the normative arguisnén practice these other arguments are
not decisive. Only if a policy requires much EU diimg, common pool problems could become
quite serious. This could hamper the effectiverdsbe funding policy such that the market
failure is not solved in the end. This was the watdton for the policy action. Sometimes the
common pool problem can be solved by subtle implgat®n schemes including strict
requirements and substantial national co-financing.

Taking account of all these arguments the valueadgdositive outcome of the subsidiarity
test) has to be determined. If the answer is p@sitt has also to be checked whether EU action
is proportional.

Does the outcome of this checklist differ for caaedion, support or supplementing innovation
support measures without discussing specific messatrthis moment? Are coordination,
support and supplementation intrinsically differéoin each other with different conclusions
for the decision tree? For coordination, nearlyoandtically economies to scale apply or access
to international networks. If there is a marketufeé and if EU action is proportional the
outcome of the subsidiarity test will be quite afeeYes for EU action. Coordination of
national measures prevents often duplications tbnal efforts, and could induce policy
learning. For specific measures coordination cdddess useful, because these kind of national
measures are in the interest of other Member Statesordination has no value added.
Without having investigated specific measures wesguhat these cases are scarce.

For support and supplement this is less cleartiheee economies of scale, network effects
or cross-border externalities in innovation supations? Maybe MS action is not sufficient,
or MS action is restricted? Supplementary actiarggest that MS action is not sufficient:

Positive externalities, lack of international netlwaccess or insufficient economies of scale

8\f not, that is a pity, but the EU has no competence to correct national government failures in this policy area.
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could play a decisive role here and EU actions dide additive to MS action. Supportive
actions/competences distinguish themselves fromlsopentary actions that without support of
the MS, MS action would not flourisht is a necessity for MS action.

A crucial question is whether MS fail to conduatdk actions. If they do not perceive a
market failure or consider government actions mgrapriate, it is questionable whether the
EU should intervene. The EU competence is striathjted to coordination, support and
supplementation of MS actions.

° Supplement is something that completes or makes an addition (Merriman-Webster dictionary).
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5.1

5.2

Applying the principle to policy support measures
Selecting concrete cases

The INNO-PolicyTrendChart lists about 400 innovatgupport measures with different
modalities and targets. ERA-watch and TrendCharehlacently developed a new policy
framework for the European Inventory on researatianovation policies (EIRIP). They
classified 5 categories:

1) Governance and horizontal research and innovaitinis,

2) research and technologies,

3) human resources,

4) enterprises and market and

5) innovation culture.
We concentrate on innovation support measuresifitabs category 4. This category includes
firm support to research and skills, to sectorabwation programmes, entrepreneurial
innovation and start-ups and access to financet Mesasures in this category are directed to
enterprises and not to the public sector.

From the EIP Work Programme 2008 (EC, 2007) whigmtions several support measures
in the areas we select the measures related tesatwéinance for the start-up and growth of
SMEs and investment in innovation activities, amel ¢reation of an environment favourable to
SME co-operation, particularly in the field of ceskorder cooperation. In terms of budget €143
million is destined to the financial instrumentslabout €74 million is reserved for the new
network in support of businesses and innovatiothifdl example is the IPR Helpdesk which
fits into category 4 and 5. It is a service for SMEategory 4) and helps to promote an
innovation culture by protecting the investmenirofovating (category 5). These three support

measures are discussed below.

Case 1 Access to finance for the start-up andg  rowth of SMEs and
investment in innovation activities

The overall objective is to improve access to foeafor SMEs and investment in their
innovation activities. Venture capital and debafice are main pillars of SME-finant&As is
discussed in EC (2006b), there are market failurggoviding finance to innovation high-
growth SMEs as well as to traditional SMEs, pattdy in their early-stages and in the case of
micro-enterprises. These market failures are chapitaket imperfections and the

 As emphasised by EC (2006c).

19



appropriability of knowledge, among others. Goveemtrintervention could be help to resolve
the market failures. We also know that MS purseséhkinds of policies and that the EU has a
legitimate role for coordinating, supplementing augporting MS actions as discussed in the
previous chapters. This implies three times ydsigureError! Style not defined..1.

Figure Error! Style not defined..1 Checking access to finance policies for innovati ve SMEs

l is there a market failure? |

Lyes ,

no

could government intervention help to resolve the no

no government action at all

market failure?

|

yes

N J action at MS level
is this a EU competence? no
l yes
’are there economies of scale, network or external effects?| no no
[ no for local SMEs
yes for international SMEs
A,

is diversity important? }L ’ is EU action proportional?

yes
es
Y go for EU action

weight the normative arguments. Are
other arguments important? : has EU action value added?
no

v

yes

integrate with normative arguments }

The question is whether EU support has a valuedatldee. First, are there economies of scale,
external cross-border effects of national poli@e&uropean network effects? A tentative
answer is that this depends on the characteristitee SME. First, the SMEs have to be
innovative themselves. These finance policies ghoat finance knowledge diffusion to non-
innovative firms. Second, there has to be a Eunop@@aension such as access to a European
network. The European support to access to finanoges on top of national support. It is
difficult to identify benefits of economies of sealf these policies here. May be the national
policies are not efficient but it is not the purpdbat EU support for finance overrules a
national policy.

Access to international networks seems also lepsiitant as argument for EU support to
finance. The only network that could be relevanttfis case is a European network for
financing. A European venture capital market ikiag. The question is whether such a
network is necessary and why. National venturetahpiarkets are often underdeveloped, but
the primacy of correcting market failures there ma&ional governments. If national venture
capital markets would form barriers to internatibc@operation the situation is different. This
case is discussed below.
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5.3

There could be external effects of national poticieor example regional or national
government do not want to support internationalpawation of innovation because it also
benefits a firm in an other country. Or firms wftreign ownership are not eligible for venture
capital or other forms of financing. For these sas& support fills a gap. EU support could
have a value added for innovative firms with arinational orientation which are not covered
by national support.

Is diversity important? There is diversity in MSlipies to access to finance, but this does
not imply that it hinders support or supplementafior innovative firms with an international
dimension. It could be the case that one natiamadihg policy allows for international projects
of innovative firms and another not. This makesdbsign of a European policy more
cumbersome, but not necessarily a big hurdle.

There is a risk of a common pool problem. Membeitest which allow financial support for
international projects could now refer innovatiirens to EU support. Such strategy cannot be
excluded but it seems to be limited given the maxinof the fund and underdeveloped venture
capital markets. Moreover the EU could restricgibliity criteria to prevent misuse of the
funds.

This concludes that EU action has value addedttandubsidiarity principle is passed. In
particular, the cross-border external effects dgfamal funding policies for innovative firms
could hamper access for firms with an internatiam@&ntation. The other arguments,
economies of scale of policies and access to nksxsgem to be less important. The diversity
argument is not decisive. | conjecture that the romm pool problem is also not decisive, but
deserves attention.

The final question: is the action proportional? énture capital market is lacking because of
too little supply of money. Regulation would notghere. EU funds seem to be appropriate.
Moreover, the fund is only meant as leverage, aaupply the complete venture capital
market. It will also not duplicate national polisias long as it is focussed to SMEs with an
international orientation. This suggests the ppledf proportionality is also passed. EU action
to improve finance for the start up and growth BE$ and investment in innovation activities
seems to be justified according to our test.

Case 2: Network in support of business and inno  vation-community grant
(the new Enterprise Europe Network)

The objective is the creation of an environmenbiaable to cooperation of SMEs, particularly
in the field of cross-border cooperation (see BM7). The EU wants to offer services related
to offer information, feedback and business codparato innovation, technology and
knowledge transfer and to encourage the particpaif SMEs in EU framework programmes
for R&D.
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It is not hard to imagine markets failing to estsiiola network for supporting cross-border
cooperation of SMEs. A network needs coordinatiod the individual incentives for SMEs are
limited. Government intervention could support sachetwork without necessarily big
government failures. In many MS governments algipett SME networks.

The question is thus whether an EU role for coatiim, support or supplementing is
justified according to the detailed subsidiaritgtt he objective is cross-border cooperation.
For regional or even national networks, nationalegional governments have much better
information on the needs of SMEs for such a netwdHe question is whether cross-border
cooperation and thus cross-border knowledge difus important for the innovation of
SMEs. Gailly (2008) mentions in his study on thedfprise Europe Network (EEN) 4
challenges for SMEs related to innovation and chmssler initiatives. These challenges are
search and information costs, agency costs, bampaosts and management costs and time.
These challenges exist for all innovative projebtg,the author argues that these are much
bigger for international projects.

The main argument for creating such an EU-wide ndtws to provide innovative SMEs
access to information in other EU countries reldteknowledge and innovation, business
partners, prospective clients and so on. The MeiSkstes themselves have an incentive to
support their innovative SMEs in doing busines®alr but this is clearly inefficient. Every
Member State has to acquire the same informatiathier Member States. There are
economies of scale of a European initiative. Thetxat the EU level are probably much lower,
it has not to be duplicated at each national léBetause much more firms could benefit from
these services it is more rewarding to increasejtiadity of the services. As a result,
information flows, business cooperation and knogettansfers could increase.

Because Member States could also deliver thes@&esery themselves (but less efficient)
access to networks does not seem to be a sigrtifieason for EU involvement. National
support services for SMEs do not seem to causerroges-border external effects. The main
reason for EU involvement is thus economies ofesoéthe support measures.

I do not find a compelling reason why the new Emtiee Europe network would violate the
diversity in Member States significantly. It coldd the case that the business culture for SMEs
differs between the Member States and that a supptwork could be adapted to this culture.
However, the EU initiative to internationalize tbasetworks supplements the national
networks. Only for SMEs aiming at international petation the situation could be different,
but these firms already have to adapt to othemssi cultures in order to be successful
internationally. It could be that the New EnterpriSurope network is less accessible for some
innovative SMEs in some countries because it i delapted to their business culture, but if
this is a significant barrier the questions risewlthese firms can achieve their international

aims any how.

22



The normative arguments of the subsidiarity teggest that EU support for such an
international network has value added mainly beeatfigconomies of scale. The EU has
clearly a competence here. There is €74 millioroiwed for this network. The next question is
whether common pool problems come to the fore. & goal of the network is delivering
services and no funds or loans. Member States davecentive to reduce their international
network support to internationalising SMEs at tpense of the EU. This is also the main
value added EU support: economies of scale. Mei®tates should scale down their activities
in this area and the EU should upgrade them. Thécss should be restricted to innovative
SMEs with an international orientation. For natibmaregional SMEs national governments
are the prime actor for support.

The last question addresses the principle of ptapwlity. The answer depends on the form
and establishment of the network. If an EU-widenmek would be supported besides and
surpassing existing national or regional netwotks, effort and means would probably not be
proportional to the outcome. It would probably atkglicate national networks. Moreover, it
could even interfere with MS policies. If this letcase the EU network would also not deliver
economies of scale. The benefits of economiesalésre present if the EU-wide network and
national networks are integrated. That is the gaticallenge. If this is successful the principles
of subsidiarity and proportionality are respectédot, the value added of the new Enterprise
Europe Network can be doubted.

Figure Error! Style not defined..2 Checking network in support of business and inno vation-community
grant
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Case 3: Intellectual Property Rights Helpdesk

The IPR Helpdesk is an initiative of the EU whidfecs on-line information on protection rules
and intellectual property rights for SMEs, in pautar for those participating in transnational
research projects. In 2008 a new IPR support prégeSMEs will supplement existing
services with services to better enforce SMEs sighttis a problem that IPR are often not
respected, in particular in high imitation coundgri@ften developing countries). This hampers
the opportunities for SMEs to trade and to develew ideas, because investments cannot be
fully recovered from piracy* SMEs lack the capacity and knowledge to act againkations

of IPR abroad and quite often they even do not hiawd&nowledge of possibilities to patent
their own inventions. This is a market failure f@ich government intervention could be
helpful. Moreover, the EU has the competence tadioate, support or supplement Member
States policies here. The helpdesk is meant tolsogmt existing services.

What is the value added of EU intervention? Theeeegonomies of scale of providing such
a help desk at the EU instead of 27 national halggleven if the EU establishes contact points
in each Member State. There are also benefitsadé st.the EU tries to protect IPR in other
non-EU countries instead of individual MS doingsthit least there is a role for coordination
and for support. The existence of cross-borderrpatesffects of national helpdesks does not
seem to be a problem. May be the lack of acceisgdomation on IPRs and the role of the EU
could be a problem for SMEs. Then a European IPRdésks with online information is a
solution to this network failure.

The benefits of diversity are no counter argumeniftional helpdesks. There is no budget
available for SMEs so a common pool problem cowldpay a role. Concluding the
subsidiarity test leads to value added of EU-irgation mainly because of the economies of
scale of a supplementing EU policy.

It is a relatively cheap support measure with hingeefits for innovative SMEs. If the
helpdesk does not duplicate similar initiativesnafividual MS, the support measure is
proportional. For some MS this could be the caseesponse to the European IPR Helpdesk
they could scale down their national activitiesallfMS already have a good functioning
helpdesk the EU initiative is not proportional, asitl probably also not meet the principle of

subsidiarity.

* Smith (1999) estimates that US exports to the middle-income economies with weak patent regimes and strong imitation
abilities would rise by 12.5%.

24



Figure Error! Style not defined..3 Checking Intellectual Property Rights helpdesk
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5.5

Conclusions on applying the decision tree

The three cases in this section suggest that Edvietion is justified, although some
limitations are set with respect to the applicaima implementation of policies. We focused
on innovation support measures and in this are&théas always the competence to
coordinate, support or supplement. In all threeesdke measures address market failures and
government intervention seems in principle to redi¢he market failure. This result appears to
be obvious but there are many examples of goverhimtvention that do not relieve market
failures or do no even address them. It is theesfdways useful to check these two questions.

It is often harder to decide on the subsidiaritygiple. The theoretical arguments are clear,
but in practice the relevance of these argumerafién open for discussion. Quantitative
estimates of benefits with respect to economiescale and access to networks are not available
for specific measures and that is also the casthéocosts of external cross-border effects. One
has to rely on expert judgements and try to compase judgements on the value added with
the costs of the policies. Even our analysis oividdial measures does not provide detailed
material on the value added of these measurese Vttybes into more depth than other studies.
One of the critical aspects was the interferena®fEU support measures with national
support measures. Does it supplement, duplica¢eerf violate national support? These are
critical elements for which a good impact assessiiserequired. This thorough effort is beyond
the scope of this paper.
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Conclusions

This paper has discussed the rationale for innomatupport measures at the EU level. First, we
have identified the legal base for EU interventibhe new Lisbon Treaty (2007) says that the
EU has the competence to support, coordinate goplesment Member States’ policies with
respect to innovation. Innovation policy falls untlee policy area industry which is listed as
policy area to which these EU competences applgaBse it is not an exclusive competence of
the EU, the principles of subsidiarity and propamtlity are applicable to decide whether EU
action is justified. The EU policies in these areame on top of MS policies and do not replace
them.

The subsidiarity principle investigates whetherrewraies of scale or cross-border external
effects of national innovation policies exist inrBpe. This paper adds access to networks as a
separate third argument. These arguments plealdantervention while the heterogeneity in
policy objectives, structure of the economy or prefices in Europe could be reason to refrain
from EU action. The principle of proportionality @xines whether the means and efforts are
proportional to the policy aim.

All these arguments together are structured incdsdn tree which could be interpreted as a
detailed subsidiarity test. It is applied to thieeovation support measures which are part of the
Entrepreneurship and Innovation programme of thegean Commission. These measures are
access of finance for the start-ups and growthMES and investment in innovation activities,
network in support of business and innovation-comityigrants, and the Intellectual Property
Rights helpdesk. The shallow application suggéetsdll three measures pass the test, but a lot
depends on implementation of a policy and its @agitbn. As long as innovative SMEs with a
tendency to internationalise are supported by thes@sures, the subsidiarity principle favours
EU support. For SMEs with a national orientatiois thill probably not be the case.

These kinds of conditions also apply to the priteciqf proportionality. As long as
international networks are integrated with natiometivorks these efforts seems to be efficient.
If these duplicate or even violate national netvgptke means and efforts to build a network
could dominate the benefits of such a network.

The decision tree can only be applied after a cane$pection of all arguments. Because
the benefits of economies of scale and networkgtamdosts of cross-border external effects
can often not be quantified, it is hard to comegrips with the benefits of EU intervention
(Gelauff et al., 2008). For specific detailed measuthis is even a bigger problem. The EU
impact assessment guidelines (EC, 2005b) also demaareful investigation of the
competence of the EU to act, and with respectemttessity, value added and proportionality
of EU intervention. The guidelines also offer satmels which can be applied. However, as
already stated in the introduction, the devil ishia details.
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Even if the applications lead to clear-cut ansveer&U’s competence, and on the value added
and proportionality of EU intervention, other quess remain. The first is the relation with
national and regional innovation support measufdsat are the complementarities? EU action
is additional to MS action and should not duplicateeplace MS policies. The EU should only
support, coordinate and supplement MS innovatigpstt measures. In practice it is often hard
to draw clear boundaries between these policieauszcof policy interdependencies.

Second, the answers to the subsidiarity principldd vary over time. Ongoing
globalization, further European integration andcaegément will increase the interactions
between countries and markets. This will affectlibaefits of economies of scale, the benefits
of networks, the costs of cross-border externaaff and the relevance of diversity. This
suggests that the outcome of the subsidiarityisesdt a once and for all decision. If major
developments take place, it could be useful toumtelan initial decision on the value added of

a European innovation support measure.
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