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Preface

The present report 1s the third report on structural reforms prepared by the Economic
Policy Committee. It summarises the results of an annual country by country examination
of economic policies which the Committee is asked to catry out according to its statutes.'

The country examinations ate a peer review exercise focussing on progress made in the
structural reform of product, capital and labour markets and long-term public finances.
They take a comprehensive look at the whole reform process, provide "benchmarking"
comparisons between countties, give examples of "good practice”" and evaluate to what
extent Member States have mmplemented the country specific recommendations which
have been addressed to them m the Broad Economic Policy Guidelines (BEPGs).

The peer review exercise incorporates the “Cardiff process” for monitoring economic
reform in Member States, which the Ecofin-Council launched on 1 May 1998 in order to
mmprove the functioning of product and capital markets in the Community. The national
reports on structural reforms and the Commission’s Cardiff report2 are therefore an
essential basis for the examinations. In this context, valuable support and advice has also
been provided by the Working Party on the Internal Market (Horizontal Questions).

The country examinations also assess the performance of Member States’ labour market
policies which are an essential part of the overall economic policy framework. Building on
the joint analysis prepared in the framework of the Luxembourg process and as reflected in
the Jomnt Employment Report and the Employment Guidelines, the examinations focus on
those policy areas where the interaction with other areas of economic policy making and
the overall economic performance is highest, e.g. the reforms of tax benefit systems.

As in previous exercises, the Committee has paid particular attention to a number of
priority subjects. The topics chosen this year reflect the new strategic objectives agreed by
the Heads of State or Government at the special European Council in Lisbon. Accordingly
the Committee has focused on: policies to facilitate the transition to a knowledge-based
soctety; reforms of tax-benefit systems; structural reforms and benefits for
citizens/consumers. Separate annexes are devoted to these priotity subjects.

By looking at a wide range of economic policy areas and by evaluating the implementation
of the BEPGs, the examinations and the present report contribute to the preparation of
the multilateral surveillance by the Council according to Article 99 (3) of the Treaty. The
conclusions of the examinations as reflected in this report are also supposed to help the
Commission and the Council in the preparation and the adoption of the new set of BEPGs
which form the centre of economic policy coordination within the European Union.

This year’s peer review exercise was carried out in a working group of the EPC under the
Chairmanship of Per Callesen. It involved all 15 Member States, the European Central
Bank and the European Commission which provided substantial analytical mput and
support for the working group. The present report is the key output of the examinations. It
was adopted by the EPC on 1 March 2001 and submitted to the Ecofin Council for
transmission to the Heads of State or Government for their Stockholm meeting.

I See Council Decision of 29 September 2000 on the composition and the statutes of the Economic Policy
Committee (2000/604/EC); OJ L 257, 11.10.2000, p. 28

2 The national reports and the Commission Cardiff report can be found on the website of the Economic
Policy Committee: http://europa.eu.int/comm/economy_finance/epc/index_en.htm



1. Key messages from the EPC country reviews, 2001

The special European Council in Lisbon on "Employment, economic teform and social
cohesion — towards a Europe of innovation and knowledge" showed a strong commitment
among all Member States on the objectives as well as the means to achieve improved
economic structures, which are essential to sustainable growth and higher living standards,
employment and social inclusion. All factors that will contribute to increased benefits for
consumers and citizens. The Council called for strengthened effort to speed up
comprehensive structural reforms, based on parallel actions in the areas of employment,
mnovation and research, economic reforms on product and capital markets and social
cohesion and using structural indicators to monitor progress.

The EU strategy 1s well developed with the Broad Economic Policy Guidelines at the
centre. The processes fostering reform in different policy areas - the Cardiff, Luxembourg
and Cologne processes - together with the Lisbon strategy form a comprehensive entity of
assessment, learning and recommendations. The 3" annual country review undertaken by
the Economic Policy Committee confirms that Member States have made good progress in
the implementation of structural reform in recent years. These reforms have improved the
conditions necessary to sustain the growth and employment performance of the Union,
and as a result the framework conditions for better social inclusion. In the course of this
yeat’s review, the use of structural indicators proved to be very useful. In the future, these
agreed indicators should be used even more mntensively.

Despite the advances made by Member States in reforming their economies, much remains
to be done, in particular with respect to:

1. Ensure effective competition and the completion of the internal market
Improve the ability of benefit systems and of labour market regulations and
institutions to facilitate high employment

3. Improve the quality and efficiency of public regulation, administration and services

4. Speed up the transition to the knowledge-based society

Progress in the implementation of structural reform

Progress in reforms of product and capital markets has provided direct benefits for citizens
and consumers such as reduced prices, better information and lower administrative
burdens, while universal service obligations have been maintained. Positive results are now
showing at an accelerated speed in sectors where the liberalisation process 1s most
advanced such as telecommunication and to some extent electricity, although the speed of
new measures has decreased somewhat. Good progress has been made with respect to the
mmplementation of single market legislation, and administrative burdens have been reduced.
Less progress has been made with respect to improving public procurement rules and
opening the markets for natural gas, transport, postal services and other network industries.

Efforts have been made to improve the framework conditions needed to facilitate the
transition to the knowledge-based society. Measures taken include national action plans
along with the eEurope Action Plan, enforcement of competition to ensure lower prices
for the access and use of the Internet, establishing regulatory framework for e-commerce
and e-signatures, addressing the lack of ICT-personnel, more supportive conditions for
R&D and university-business interaction. Yet much remains to be done. Even if
mvestment and the penetration of ICT have grown rapidly, the level is still low 1n many



countries. More efforts are also required to increase the quality of human capital and the
level of R&D.

Very few steps have been taken to address problems in benefit systems, labour market
regulations and institutions in order to improve the structural conditions needed for lower
unemployment and higher labour force participation. Some steps have even gone in the
other direction. The dualism in terms of insiders and outsiders, between regions,
occupations, gender and age has not yet been strongly addressed. Labour market
conditions are particularly challenging with respect to participation and unemployment
rates for the 50-64 year olds and women.

During 2000, tax reforms dominated the agenda in many Member States, the aim being to
reduce marginal tax rates for earned income and make tax systems more employment
friendly. The structural effects of these reforms with respect to growth and employment
are positive and beneficial. The cyclical and budgetary effects need to be assessed and
followed up with careful considerations for inflationary pressures, the medium-term
requirements of the Stability and Growth Pact and the long-term sustainability of public
finances, acknowledging the different positions of Member States.

In the previous years substantial pension reforms took place in a few Member States. In
2000 some further steps were taken in other Member States to alleviate the pressures
arising from future demographic changes involving stagnating working age populations and
a growing number of elderly citizens. Yet most Member States still need to develop
comprehensive strategies to cope with the long-term public finance challenge of ageing.

The need for further structural reform

The process of economic reforms needs to be taken further and sustained in the
forthcoming years if all potential benefits for citizens are to be reaped, and if the high
ambitions of the Lisbon European Council are to be met. The present favourable
macroeconomic conditions provide no room for complacency with respect to structural
reforms. On the contrary they should be seen as a window of opportunity to reinforce the
efforts of structural reform, thereby providing positive interactions between structural and
mactroeconomic conditions.

Continuous growth- and stability-oriented macroeconomic policies including price stability,
appropriate wage developments and solid public budget positions constitute the foundation
for further reform efforts. However, despite high unemployment in many countries and
regions and relatively slow overall productivity growth, the emergence of skill-shortages
and labour market pressures show that large structural problems remain and need to be
solved. To meet these challenges, productivity and labour supply must be increased.

Positive effects will only materialise if the political commitment to structural reforms is
translated by Member States into direct and specific action. The country review process has
identified the following areas of structural reform where further action is particularly
required:

1. Ensure effective competition and completing the internal market
Stronger measures are needed in product and capital markets to ensure effective
competition and the full benefits for consumers. The opening of markets needs to be
speeded up m network industries such as electricity, gas, railways, transport, postal
services and other network industries. There 1s a need to ensure increased competition



in already liberalised network industries, as well as in sectors such as business services.
The role of competition authorities should be strengthened, their effective
mdependence secured and the cooperation at Community level strengthened. The
financial supervisory authorities need to cooperate as mergers continue across activities
and countries.

. Improve the ability of benefit systems and of labour market regulations and
institutions to facilitate high employment

The process of tax reforms needs to be continued, in particular with respect to reducing
high effective marginal tax rates generated by the mteraction between taxes and means-
tested benefits. However, tax measures alone will not be sufficient to provide further
substantial increases of employment and participation rates. Reforms of benefit systems
(including duration, eligibility and enforcement) as well as labour market regulations and
mstitutions have to be addressed m this respect. Education, training, life-long learning
and better child-care facilities should address skill-shortages, better inclusion and equal
opportunities. In particular Member States need a coherent strategy to make later
retirement attractive through further reforms of all kind of early retirement schemes and
pension systems and by enhancing life-long-learning. Increased efforts are needed to
prevent people from having to enter sickness or disability schemes and mmprove
incentives and opportunities for people in these systems to be reintegrated in the labour
markets. More efforts are needed to address large regional unemployment differences.
These include measures to increase capital and labour mobility, within and between
Member States. At the same time, wage formation processes should be allowed to more
adequately reflect differences in productivity.

. Improve the quality and efficiency of public regulation, administration and
services

There 1s a strong need to further reduce the administrative burden and barriers for
business, introduce simpler and more transparent procedures, one-stop shops, faster
and easier business start-ups and the simplification of business tax systems. The quality
and efficiency of the public administration and provision of services for citizens also
needs to be improved. Among the remedies are better management, benchmarking,
systematic evaluations, the use of new technologies and exposure to competition.

. Speed up the transition to the knowledge-based economy

To further facilitate the transition to the knowledge-based society, government action
must in particular be taken in the following areas. First, the regulatory framework for
digital transactions must be implemented and strengthened, in particular with respect to
e-commerce and electronic signature directives, to expand the use of ICT. Second, skills
and qualifications need to be improved addressing both the lack of highly qualified ICT
personnel and the basic skills of populations to improve social inclusion. Third, stronger
knowledge formation and innovation must be achieved by stimulating especially the
private sector’s engagement in R&D as well as improving university-business links.



Specific conclusions from the country review process

The country review process focuses on structural reform of goods, services, capital and
labour markets as well as long-term public finances and the interaction between structural
reform and macroeconomic policies. As in previous years particular attention has been paid
to selected priority subjects. This year’s topics are 1) policies to facilitate the transition to
the knowledge-based society, 2) reforms of tax-benefit systems to promote employment,
and 3) structural reforms and benefits for citizens and consumers. With respect to labour
markets the review focused on tax-benefit issues and reforms of labour market regulations
and institutions, acknowledging the comprehensive examination of other labour market
1ssues within the Luxembourg process.

Goods and services markets

Member States have made progress in the transposition of single market directives, and
formalised procedures have been established in a number of countries. Yet some
Member States must improve their record. Opening public procurement to competition 1s
only progressing gradually, and despite some measures being introduced there 1s little
evidence of notable effects.

Reductions of the overall levels of state aid are continuing, and aid 1s gradually being redirected
towards horizontal objectives. However, some Member States should make an effort to
reduce, in particular, aid to specific sectors.

Most Member States have now brought national competition laws in line with Community
rules and increased the powers of competition authorities. The emphasis should now
be on ensuring effective monitoring and enforcement, and it should be recognized that
the diffusion of ICT creates new possibilities for collusion. The challenge of
competition policy 1s now changing to one of targeted action to address problems of
competition identified in specific sectors. Many Member States have thus reported a lack
of competition in sectors such as construction and retail trade, and business services are
still characterised by restrictive entry barriers.

Reforms aiming at higher quality and efficiency of public services in areas such as
education and health are being made m all Member States. Yet progress appears
generally to be modest. Key areas to be developed include better management,
benchmarking, systematic evaluations, use of new technologies, private sector
mvolvement and exposure to competition.

Several Member States have recently presented /long-term investment plans to reverse a
downward trend in public investment. Transport and communications infrastructure
and education feature high on the agenda. Public-private partnerships are expected to
contribute to the realisation of the investment plans. A closer cooperation between the
public and the private sectors should not be allowed to lead to less competition.

Benefits from the liberalisation of felecommunications have already materialised in terms of
lower prices, a wider choice of products and higher quality. To bring this positive
development further, most Member States are in the process of securing unbundling of
the local loop and enforcing the regulation of access charges to the fixed networks.
Stronger competition 1s also to be expected from cable companies and the next
generations of wireless telecommunication, following the issuing of new licenses in
most Member States.



In energy sectors, EU directives have been mcorporated mto national legislation in most
Member States and the opening of markets is progressing. Yet the pace of liberalisation
could be accelerated in many Member States. Efforts are still required to ensure
effective competition in these markets, and at the EU level measures are needed for the
full completion of a European energy market without borders.

A few initiatives increasing competitive pressure have been taken by different Member
States in other network industries, including postal services, railways and other public
transport. Efforts are required to introduce market-based mechanisms in the supply of
public utilities. Despite the challenges, experiences of some Member States show that
opening these markets to competition is possible and, when properly handled, does not
compromise universal service obligations.

Privatisation of state-owned companies continues gradually, in particular in Member
States where state ownership historically has been high. Making markets contestable
where state enterprises used to have monopolies is important to ensure an equal

playing field.

Important initiatives to reduce, simplify and assess administrative burdens on enterprises
have been introduced m all Member States. These iitiatives need to be followed up
strongly. A variety of measures have been implemented to encourage entrepreneurship and
support SMESs, including reductions in tax burdens. Some Member States have changed
bankruptcy laws with a view to give entrepreneurs a second chance.

Benefits for consumers and citizens

The overriding objective of structural reform is to secure benefits for consumers and citizens
through more employment opportunities, lower prices and a greater variety of
products. Firm and efficient legislation is required to ensure that public service
obligations are satisfied, that sufficient transparency 1s available and that transactions
can be performed safely from the point of view of the consumer. Competition policy
may therefore be regarded as an important element of overall consumer policy.

Consumer policy does also, however, mclude aspects such as product safety. Several
Member States has thus taken measures to strengthen food safety in 2000.

The diffusion of ICT will facilitate information, transparency and competitive pressutes in
the interrelationship between consumers and businesses and support the development
of e-commerce. Policy may need to address the risk of a digital divide as e-commerce
becomes mcreasingly widespread. Most Member States have progressed by developing
e-government, which will also benefit citizens.

To increase consumer confidence in financial markets, Member States are generally promoting
measures to Increase transparency such as, e.g., stricter requirements for disclosures of
listed companies, improved protection of minority share holders and better corporate
governance practices.

Capital markets

Financial market integration is increasing, but more efforts should be made by Member
States to accelerate the Commission's financial setvices and risk capital action plans.



Several Member States have changed financial regulation and are creating unified

financial regulators or enhancing coordination between existing regulators. Coordination

among national financial regulators should be further strengthened to meet the
challenges posed by the integration of the EU financial system, and Member States
should carefully assess the consequences of increasing concentration in financial
services. The process of stock exchange mergers and increased cooperation between stock
exchanges has continued through 2000.

Venture capital markets have been buoyant in most Member States during 1999 and early
2000, supported partly by expanding new markets for high-tech companies. While the
supply of risk capital is adequate in many countries, there could appear to be problems
with the supply of early-stage financing especially for SMEs as well as competent
capital, which in addition to finance brings other competencies to entrepreneuts.
Emphasis should be put on establishing the right framework conditions for risk capital,
eliminating, e.g., inappropriate barriers in existing regulation.

Favourable developments in capital markets are in several Member States partly explained by,
e.g., reforms of public pension systems and reduced restrictions on the composition of
the portfolios of pension funds.

Labour markets and tax-benefit systems

Skill-shortages and bottlenecks are emerging in several Member States, and wage pressures
appear to be building in some. This highlights the importance of continued efforts, by
governments, social partners and companies, to forcefully continue reforming labour
markets, mncrease employment and participation rates and upgrade human capital
through education and life-long learning.

A majority of Member States have initiated zax refors, aimed at reducing the taxation of
earned income, in particular for low incomes, and making tax systems more
employment friendly. This is welcomed from a structural point of view, but needs to be
assessed and followed up by careful consideration of inflationary pressures and the
long-term sustainability of public finances. Reductions in income tax rates are partly
financed through increases in mndirect taxation and by broadening tax bases.

Progress has been much less pronounced in reforms of unemployment and other
benefits systems, labour market regulation and institutions, and some measures work 1n
opposite directions. Some Member States began to tackle the unemployment trap issue
by adjusting some means-tested benefits that were previously exclusively granted to the
unemployed. Labour market flexibility has also increased in some Member States due
to strong developments in the number of atypical job contracts, possibly with the side
effect of slowing down somewhat the decline 1 labour market segmentation.

Assessment of the effective impact of tax-benefit reforms is to some extent hampered
by lack of timely and systematic information, covering, e.g., effective marginal and average tax
rates and net replacement rates for all population segments. The Commission and the
EPC should continue their work on data availability and exchange of good practices.

In all Member States more efforts are needed to increase employment rates m specific
segments of labour markets. Regional differences in unemployment have thus become
a priority problem in several countries, and disproportionately high unemployment



rates among females, youth, older workers and ethnic minorities exist in most
countries. A wide range of measures is required to make employment more evenly
distributed, including ensuring sufficient flexibility in wage formation, strengthened
regional development policies, access to child-care facilities, education and life-long
learning as well as active ageing policies.

Work on improving active labour market policies has continued, but much remains to be
done to make them more efficient and well focused.

Some Member States have 1n recent years made substantial progress 1 reforming pension
systems, and a few followed in 2000. However, to meet the challenge of ageing
populations most Member States should continue efforts to establish a coherent
strategy including sustainable fiscal consolidation, increased participation of eldetly
workers, and a review of institutional features of pension systems. The EPC is
presently working on this subject.

Policies to promote the transition to the knowledge-based society

The Lisbon Council established a set of targets for the European transition to the
knowledge-based society. The eEurope action plan has been followed by similar national
plans in most Member States.

Most Member States have introduced new 1mitiatives to strengthen overall Re>D efforts.
The mitiatives include stronger public sector research, tax-breaks for private sector
R&D and measures to facilitate the cooperation between public and private sectors.
Most Member States have a shortfall in private sector R&D and an msufficient
commercialisation of R&D output. The development of strong human capital is the
most important framework condition to facilitate R&D because a demand stimulus
alone may risk a reallocation and reclassification of scarce resources.

The djffusion of ICT varies considerably among Member States, although growth has
been impressive in all Member States in 2000. Yet efforts are required to ensure that
barriers are removed, e.g. by lowering the cost of internet access through increased
competition in telecommunications.

One important task of governments is to avoid social exclusion in the knowledge-based
soclety, and ensuring access /o ICT by students at all levels is central to the policies of all
Member States, although the targeted timetable could be more ambitious in some.

Another important atea is to facilitate extensive use of ICT. Many Member States are
thus 1n the process of establishing regulation for e-commerce and securing the legal basis for
use of electronic signature.

Alleviating the /lack of personnel with relevant ICT skills is a major challenge for Member
States in the shorter term, while in the longer term a general upgrading of skills will be
crucial for achieving the full benefits of ICT and preventing social exclusion.

While governments must support the diffusion and use of ICT by creating the right
framework conditions, there is a need to monitor developments closely. An overly
activist approach by Member States supporting specific sectors such as ICT-production
might entail a risk of distorting markets and waste of resources.



2. Challenges for structural reform
2.1. Recent developments and challenges in the near future

The development of growth and employment in the European Union has been
encouraging since the mid-1990s from both a cyclical and structural point of view. In
particular the rate of unemployment has decreased significantly, albeit from a high level,
while wage increases remained moderate and price increases were contained with the
exception of certain items such as energy and unprocessed food, which have shown an

upward trend, . figure 2.1.

These combined observations suggest an important reduction in structural labour market
problems and thus an increase in the overall productive capacity. Emerging skill shortages
1n most countries and more general labour market pressures in some countries also suggest
that a significant cyclical slack of the economies is no longer present.

Figure 2.1a. The labour market, EU-15 Figure 2.1b. Inflation, EU-15
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Source: Commission Services and OECD, Econonzic Outlook No. 68.

The rate of labour productivity growth has been less encouraging considering the second
half of the 1990s as a whole, ¢f. fable. 2.1, even if this undoubtedly to some extent reflects a
larger take up of jobs by low skilled workers with below average productivity.

Table 2.1. Growth performance in recent years, EU-15

1995 1996 1997 1998 1999 2000
Productivity! 1.7 1.0 1.7 1.2 0.8 1.8
Employment 0.7 0.6 0.9 1.6 1.6 1.6
GDP 2.4 1.6 2.5 2.7 2.5 3.4
1) GDP per person employed. Total economy.

Source: Commission Services.

The factors behind the improvements in growth and employment are in particular:

* The decisive fiscal consolidation efforts which in most countries were reinforced by
the preparation for the euro and the Stability and Growth Pact. This contributed to
low interest rates, lower interest burdens and more sustainable budget positions.

* Wage developments consistent with productivity growth and job creation, which
contributes to a balanced macroeconomic policy mix, backed by the Cologne process.

* The mtroduction of the euro, which prevents repetition of earlier experiences of
financial and currency market turmoil in individual countries, together with the
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provision of stable inflationary expectations in the entire euro area by the ECB’s
monetary policy.

* The continuing implementation of structural reforms in product, capital and labour
markets, backed by the Luxembourg and Cardiff processes.

For the Union as a whole the present macroeconomic situation is fairly well balanced,
allowing economic activity to grow in line with potential growth. The prospect of a less
supportive international demand for exports should be manageable, considering the
Union’s primary reliance on domestic demand, whereas the potentially negative financial
market implications are a concern.

The major challenges in the near future are to:

*  Maintain macroeconomic policies in favour of price stability, growth and employment.

*  Shift and reinforce the focus in labour market policies from demand to supportive
supply measures.

*  Address the different cyclical positions of countries within the euro-area, relying not
only on market-based adjustments of aggregate price and wage movements but also by
designing appropriate fiscal and structural policies.

There is not a strong relationship between the rate of unemployment and the rate of
inflation across Member States, ¢f figure 2.2. This suggests that differences in
unemployment rates are explained mostly by differences mn labour market structures.

Figure 2.2a. Unemployment rates, 2000! Figure 2.2b. Inflation rates, 2000
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Source: Furostat.

Measures to speed up structural reform in product and capital markets, especially with
respect to creating more mnnovative and competitive markets in problem areas, would in
addition to their beneficial long-term effects also improve short-term developments.

In summary, the present favourable macroeconomic conditions offer both a need and an

opportunity to accelerate the process of structural reforms fostering positive interaction
effects between macroeconomic and structural policies.

2.2. Structural challenges in the medium and long term

The special European Council 1n Lisbon agreed on the objective for Europe to become the
most competitive and dynamic knowledge-based economy in the world, capable of
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sustainable economic growth with more and better jobs and greater social cohesion. This
mcludes raising the overall employment rate from an average of 63 per cent today to 70 per
cent by 2010, and raising the female employment rate from 51 per cent today to more than
60 per cent by 2010.

Despite the encouraging growth and employment developments in recent years, several
medum and long-term major structural challenges need to be addressed to meet the
Lisbon objectives, in particular:

* High levels of structural unemployment and inactivity rates in most countries, and
labour market segmentation with respect to regions, gender, age, skill levels and ethnic
minorities as reflected by disproportionately large differences in unemployment rates.

* Insufficient preparation for the long-term public finance challenge of ageing

*  Only moderate increases in overall productivity and the speed of transition to the
knowledge-based economy

Whereas unemployment rates have become low 1n one half of the, mostly smaller, Member
States, the average unemployment rate of the Union is still high. Employment and labour
force participation should be increased in all countries.

The need to mcrease participation rates 1s reinforced by the demographic change, which in
most countries will lead to a shift from growing to stagnating working-age populations
already in the immediate future. One encouraging observation is that female participation
rates 1n some countries, e.g. Ireland and Spain, have started to increase quite strongly.

A broad range of strong measures is needed, if the Lisbon employment target, ¢f. figure 2.3a,
1s to be met.

Figure 2.3a. Employment rates, 2000! Figure 2.3b. GDP per hour, USA=100, 2000!
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Source: Eurostat and OECD.

Labour markets in Member States tend to be segmented along several dimensions as
reflected by large regional differences, disproportionately high unemployment rates for the
low-skilled and high unemployment and inactivity rates for young, females and workers
over the age of 50. In particular these problems and the problem of long-term
unemployment reflect a general msider-outsider problem, which among other measures
should be addressed by removing barriers to entry and re-entry to employment. Lack of
labour mobility is another important cause of regional unemployment differences and must
be addressed by suitable measures. The opening up of temporary and fixed term contracts
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has been instrumental in boosting employment growth in a number of countries, even if
this does not address the problem at its root and may in some instances cause new sorts of
labour market segmentation.

Addressing the particularly low participation rates among workers aged 50 or more serves
the triple purposes of contributing to higher levels of employment and production,
alleviating the public expenditure increases of ageing, and in many cases providing social
benefits for those continuing or taking up employment. This is a major challenge to be
addressed via benefit reforms as well as via creating more inclusive and attractive labour
market conditions for these workers. Support and assistance from the social partners 1s
highly warranted in these and other areas.

Continuing the path of public debt reductions and consolidating public pension systems is
another key preparation for ageing populations. This need limits the extent to which
structural labour market problems can be improved by further tax reductions alone.

As working age populations are no longer growing, and are even declining over time in
some countries, a continuation of present growth trends requires stronger productivity
growth.” Measures to boost productivity growth include:

*  Stronger investment in human and physical capital

*  Speeding up measures to strengthen competition and the functioning of markets

*  Facilitating the transition to the knowledge-based economy, including ICT investments
as well as stronger R&D and mnovation

There also exists a potential for a catch-up in productivity considering the lower productive
levels in a number of countries and regions compared to the most advanced Member
States, ¢f. figure 2.3b. Most Member States also have a catching-up potential compared to the
USA in terms of GDP per hour worked.

Yet even if a strong and comprehensive policy to promote growth is implemented,
productivity developments in the Union and individual Member States will not necessarily
accelerate compared to its long-term trend. The effects of other factors, e.g. technological,
previously driving productivity growth may become exhausted. Although the importance
of a number of factors driving growth is well acknowledged, a large share of economic
growth remains affected by technological changes and other factors not easily understood
and measured. A continuation of the long-term trend may thus reflect an improvement
compared to the deceleration that could occur in the absence of further reform.

As the public sector constitutes a large share of the economy in Member States, specific
attention 1s needed to enhance the quality and efficiency of the services provided by this
sector. The quality of the public sector affects both framework conditions for business, the
well being of the users of public services, and its ability to help and assist vulnerable groups
at the labour market or in social systems.

3 Higher productivity increases in the private sector will not, however, alleviate the financial burden of ageing
for public finances in countries where benefits are wage-indexed, in one way or another, and thus develop in
parallel with private sector wages. The welfare and real income gains provided by higher productivity will in
these countries be shared with retired people, other benefit receivers and public employees.
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The combined agenda of further structural reform is not an end in itself, but a means of
achieving the high ambitions of the Union in terms of living standards, employment and
social inclusion.

Economic reforms have so far and in addition to positive overall contributions to growth,
employment and the sustainability of the welfare states also provided specific benefits for
citizens and consumers with respect, among other things, to:

*  Lower prices for a number of goods and setrvices
* A wider range of products and higher quality of goods and setvices
* Increased opportunities of employment for citizens in vulnerable situations

Moreover, there are no indications that reforms aiming at lower prices and higher
efficiency have had a negative impact on the provision of vital public and social goods such
as universal service obligations and consumer safety.

2.3. Structural policy implications of the knowledge-based society

The growing penetration and use of ICT i1s, together with globalisation, changing the way
m which in particular private companies produce, behave, organise and interact. The
widespread use of ICT creates a particular economic environment characterised by, e.g.,
very low communication costs and almost unlimited access to information. These changes
pose opportunities and challenges for economic and structural policies as well as for
individual businesses, workers, citizens and consumers.

The knowledge-based society which 1s founded on the production, distribution and use of
knowledge involves two major policy areas:

* Creating the framework conditions necessary for widespread use of ICT, such as
mnvesting in ICT equipment and ensuring effective use at low access prices.

* Adjusting elements within the broad range of overall structural policies to the extent
that the economic environment characterising the knowledge-based society requires a
shift in focus and scope.

With respect to the macroeconomic effects of ICT and the knowledge-based economy, a
number of hypotheses have been made in the public and professional debates under the
heading of “New Economy”. Faster productivity growth, at least in a transition period, and
pethaps a contribution to lower inflationary pressures and thus lower structural
unemployment due to higher competitive pressures, are the most valid hypotheses. By
contrast, other popular hypotheses such as the disappearance of capacity constraints and
the risk of inflationary pressures, a new era without business cycles and the prospects of a
long boom have no analytical foundation or factual evidence to support them.

So far the USA has experienced faster productivity growth in the second half of the 1990s,
undoubtedly reinforced by the use of ICT, but mostly due to strong technological progress
m the production of ICT equipment and software itself. The EU and other OECD
countries have not experienced such acceleration. Thus, the consequences of ICT on the
long-term growth rate are thus still not clear.
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Even if the impact of ICT and the knowledge-based society as a macroeconomic
phenomenon may be transitory, however, there will be pronounced effects within the
business sector and consumers will benefit from many new opportunities.

What differentiates ICT from other technologies is not related to the production of ICT,
but the extent to which this technology 1s or can be used in production processes across a
very wide range of sectors and also in private households.

Yet governments are not in a position to conclude that the use of ICT i individual
companies and households is superior to other production factors and consumption at
given market prices. Restraint should therefore be shown with respect to mnterference in
these market decisions. On the other hand, account must also be taken of the fact that the
use of some ICT products, in particular the Internet, creates important network effects as
the use of communication equipment increases if the total number of users mncreases.

The use of ICT is growing strongly in Member States, but from very different levels, ¢f. zable
2.2. From 1999 to 2000 the share of citizens in the EU with Internet access at home more
than doubled, but on average Internet penetration is still lower than in the USA. In 2000,
EU expenditure on ICT as a share of GDP surpassed that of the USA. Yet there are large
differences among Member States, and some have a significant backlog compared to the
most advanced Member States such as Sweden, the Netherlands and Portugal when
measured according to the share of ICT expenditures in GDP. Measures taken to stimulate
the framework conditions needed to increase the use of ICT are described in section 3.5
and annex III.

Table 2.2. Indicators of the transition to the knowledge-based society

Internet penetration, 2000!  ICT expenditure, 2000 R&D expenditure?
(per cent of total pop.) (per cent of GDP) (per cent of GDP)

Nethetlands.............. 54.8 6.4 1.9
Sweden 53.8 7.2 3.7
Denmark......ccocoeenene 51.6 5.9 2.0
Finland.......cccooevnneee. 43.5 6.0 3.1
United Kingdom..... 40.9 6.1 1.8
Austria 38.0 5.6 1.8

36.3 5.4 -

35.5 4.6 1.4

29.2 5.4 1.8

28.4 5.8 1.9

Getrmany..........c....... 27.2 5.6 2.4
Ttaly...ooovvciiciannne 23.7 52 1.1

19.0 5.9 2.2

18.1 6.4 0.8

15.7 6.1 0.9

11.7 5.6 0.5

46.7 5.6 2.6
1) Share of citizens who have Internet access at home.
2) Observations for 1997 for Belgium, Greece and Ireland; 1998 for France, Netherlands and the UK;

1999 for Denmark, Germany, Portugal, Spain, Sweden, Italy, Austria, Finland, EU-15 and USA.
Soutrce: DG INFSO, EITO, Eurostat and OECD.

Assessing the broader aspects of the knowledge-based society, the new challenges for
structural policies may be grouped under two headings:

*  The need to ensure competitive pressures and adjust regulation

* The need to assist and develop production factors
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ICT and the knowledge-based economy may give rise to a number of quite different
developments and challenges 1 different markets.

In markets of standard products better information and increased globalisation should increase
competition and facilitate lower price increases. In these markets, however, companies may
seek mergers and acquisitions in order to maintain market power. This challenge should be
addressed by competition authorities, if the full benefits are to be reaped.

More specialised markets and markets for new products are characterised by shorter and faster
product cycles together with quick and easy access to large markets. In these markets there
are strong incentives to innovate and exploit temporary monopoly situations as the initial
market power for a given product may erode fast afterwards. Favourable conditions in
terms of R&D," innovation, human capital, business-university interaction and access to
venture capital may under these circumstances create a high value added. What matters for
the whole economy in these respects is particularly a large and effective supply of the
production factors needed for success in imnnovative markets such as human capital.
Reallocations of such scarce resources alone may not improve overall performance. Open
markets and mtellectual property rights are also important here.

Considering the strong position of private companies in terms of profitability and capital
returns throughout the 1990s, the competitive pressures have not dominated the other
factors affecting profitability i this pertod.

A third area 1s in network industries, where new technologies have made the introduction of
competitive markets possible, e.g. by allowing a separation of distribution and production.
Companies are now taking advantage of these opportunities. In the case of
telecommunications, effective and competitive markets that ensure easy access and lower
prices of ICT and internet use are crucial in order to realise the important spill-over effects
from increased and effective use of ICT and the new technologies.

Services provided by the public sector are a major area by itself, where the use of ICT may
contribute to better services and higher efficiency. By definition, these benefits cannot be
reaped simply via market forces, but instead require direct involvement of management and
decision-makers.

Among the major challenges facilitating the transition to the knowledge-based society is the
development of basic ICT skills, making the use of this technology available for all and
avoiding a digital divide. The focus on better social inclusion and life-long learning at the
Lisbon Council remains indispensable in this respect.

4 The most important aspect of business R&D is not necessarily the direct contribution to developing new
products and production processes, but the ability to interact with other innovative businesses, universities
and government institutions.
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3. Progress in structural reform

Structural reform is an ongoing process and regulation must regularly be adjusted to match
the challenges that prevail at any given moment. Moreover, Member States faced very
different initial conditions when the regulatory reform process became an integrated part of
cooperation within the EU, and legacies of the past are still evident when comparing the
current state of affairs in different countries.

This has implications for the following annual review of structural reforms, which focuses
primarily on reforms undertaken during 2000. Thus, the fact that a particular country has
made large progress in a given area does not necessarily imply that the country 1s among
the frontrunners. It could also reflect that overdue reforms were finally being implemented,
which of course 1n itself is a good thing. Similarly, reforms in some areas have already
progressed significantly in previous years, while efforts in 2000 have been concentrated on
smaller adjustments and secondary legislation. Although, this report attempts to provide
some indications on how far the structural reform process has progressed in each area and
to a lesser extent in each Member State, the distinction between the “state of affairs” and
changes should be kept in mind when assessing the review below.

3.1. Markets for goods and services
Internal market legislation and state aid

Strengthening of the Internal Market

All but three Member States reduced the share of Internal Market Directives that was not
transposed into national legislation between May 1999 and November 2000, . zable 3.1.
Reductions have been largest in Italy, Austria, Luxembourg and Portugal. The non-
transposition rate worsened in Greece, which was already the Member State where
mplementation of EU legislation was lacking the most, and in Germany, which has had
talks with the Commission on how to improve the situation

Many Member States have in recent years introduced special bodies and procedures to ensure
the transposition of directives 1 a fast and expedient manner. Towards the end of 1999,
Belgium followed by appointing a commissioner and an action plan was adopted during
2000. The French government received in late 2000 an authorisation from parliament to
speed up transposition, which 1s expected to improve the relatively poor record of France.

Despite the overall progress, still more than 72.5 per cent of all directives have not yet been
transposed in one or more Member States. Relative to the total number of directives, the non-
transposition rate is worst in areas such as intellectual property rights, transport, public
procurement, energy and environment.’

Besides the continued transposition of directives, other aspects of the Internal Market
deserve attention. Some Member States report that complaints concerning the functioning
of the European market are still being raised by business. Often they are related to the lack
of mutual recognition or standardisation m the non-harmonised areas. Member States
should therefore be encouraged to put more efforts into the standardisation processes and
take measures to ensure correct implementation and use of the mutual recognition

> For details, see Single Market Scoteboard, November 2000, on
http://eutopa.cu.int/comm/internal_matket/en/update/index htm.
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principle. A number of Member States also call for action to open up for parallel imports
of trademark products from countries outside the EEA.

Table 3.1. Internal Market legislation, public procurement and state aid

Internal Market directives! Public procurement? Sectoral and ad hoc state aid*
(non-transposition rates) (share of GDP) (share of GDP)
2000 Chg. 99-00 1999 Chg. 1998-99 1999 Chg. 97-99
-- Per cent -- - Pctpoints - -- Percent-- - Pct.points- -- Percent-- - Pct.points -
Austtia............. 2.9 -1.6 1.26 -0.21 0.36 -0.04
Belgium........... 2.9 -0.6 2.32 0.34 0.95 0.03
Denmark......... 1.1 -0.3 2.45 0.18 0.37 -0.04
Finland............ 1.3 0.0 1.55 0.08 0.09 0.01
France.............. 4.5 -0.3 1.93 0.11 0.86 -0.05
Germany......... 3.1 0.7 0.89 -0.23 0.94 -0.29
Greece............. 6.5 1.3 5.08 -0.81 0.56 -0.17
Ireland............. 3.6 -0.3 2.07 0.13 0.39 -0.05
71\ S 3.2 -2.3 1.63 0.32 0.65 -0.14
Luxembourg .. 3.2 -1.6 1.94 -0.11 0.72 0.57
Nethetlands.... 2.5 0.1 1.19 0.14 0.43 0.03
Portugal .......... 4.4 -1.3 2.13 -0.05 1.04 -0.15
Spaif.......cccc.... 1.6 -0.2 2.19 0.69 0.04 -0.45
Sweden............ 1.2 -0.9 2.68 0.20 0.48 -0.12
| 6] SR 2.7 -0.6 2.73 -0.31 0.28 -0.09
EU i 12.82 0.0% 1.83 0.03 0.67 -0.16
1) Share of Internal Market directives not transposed as of November 2000 and the change between
May 1999 and November 2000.
2) Share of Internal Market directives not yet transposed across the whole of the Union.
3) Value of public procurement which is openly advertised.
4) 1999 represents provisional averages for the period 1997-99, while the change between 1997 and

1999 represents changes between the average 1995-97 and the average for 1997-99.
Sources: Single Market Scoreboard, November 2000, DG MARKT and Commission Setvices.

Public procurement accounts for a large share of total demand 1 all Member States. It 1s
therefore of utmost importance that public procurement practices contribute to the creation of
competitive markets, nationally as well as EU-wide. According to Commission estimates,
the value of public procurement published in the Official Journal has since 1997 stagnated
at around 1,8 per cent of GDP. In 1999, the share ranged from 0.9 per cent of GDP for
Germany to 2.7 per cent for the UK and 5.1 per cent for Greece, ¢f. fable 3.1.

However, all Member States actively seek to address this issue. Spain did transpose one of
the public procurement directives 1n 2000, and Germany transposed two directives on 1
February 2001. Belgium, Greece, Ireland and the UK have established bodies within
government to strengthen public procurement and more generally partnerships with the
private sector by providing advice and assistance to individual public entities. Austria
mtends to establish an advisory agency for the federal government in 2001. Denmark and
the Netherlands have mitiated action plans, and reforms of public procurement legislation
have been undertaken in Finland, France, Germany and Spain, while Luxembourg is
contemplating new unified legislation. Denmark established in 2000 a separate state-owned
company that will be in charge of making coordinated public procurement at the state level.

The Internet offers great potential as a means of making public procurement more
effective and transparent, and all Member States are in the process of establishing proper
frameworks. Electronic publishing of tenders 1s only the first step, and should be followed-
up by allowing bids to be submitted electronically. The creation of data bases containing
mnformation on suppliers, products and prices as well as purchases by government agencies
may also contribute to make public procurement “best and cheapest”, ¢f. box 3.1.
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Box 3.1. Good practice: Improving public procurement by using the Internet

The “Public expenditure on-line” project in Italy is a government plan in two stages introduced with an aim
to rationalise the public administration expenditure.

The first stage has been running for one year and is based on three principals; promotion of the new
economy by public administration, autonomy and full responsibility of public management in purchasing
procedures and simplification of procedures. A central service unit has been set up to assist all public
administration in purchasing goods and services. Auctions are publicly announced to which all suppliers of
public goods and setvices can participate. The most favourable offer is chosen by the central service unit, and
the chosen good or service and the price is announced at an internet website. Every office in the public
administration can order their desired quantity from the website.

Two auctions have been carried out following this new procedure; one for fixed telephone calls and one for
photocopier machines. The resulting savings for the Italian public administration have been considerable, 67
per cent lower costs in the case of fixed telephone calls and 40 per cent lower for photocopiers. The average
estimated savings for total state common expenditure is 17 per cent.

The second stage aims to reduce procurement expenditure, speed up the process, ensure transparency in
tendering and open up the public supply market for competition. The publication of public calls for tenders
will be provided electronically. E-commerce will be further promoted and developed as an instrument for
public purchases of goods and services. The project will implement a permanent on-line auction in which
supply and demand can be matched in real time, ensuting that public bodies always get the best price.

Other member states, such as Austria, Belgium, Denmark, Finland, Germany, Ireland, the Netherlands,
Sweden and the UK, have also taken measures in this atrea.

State aid
The overall level of state aid in the EU is gradually being reduced. Yet the pace 1s relatively
slow, and in some Member States state aid has increased in recent years as a share of GDP.

One reason for the slow reduction 1s that wore aid is generally devoted to horizontal objectives such
as energy savings, a cleaner environment, research and development, fostering entrepre-
neurship and SMEs through, e.g., risk capital programmes. By contrast, the particularly
distortionary sectoral and ad hoc aid is being reduced at a relatively fast pace, ¢f. zable 3.1.
There are large variations between Member States as to the extent of sectoral aid, ranging
m 1998 from less than 0.1 per cent of GDP m Finland to 1.0 per cent of GDP in Portugal.

One significant development in 2000 was the phasing ont of aid for shipbuilding at the EU-level.
During the past two or three decades some Member States have spent substantial amounts
of public funds to counter a natural structural change and partly unfair competition from
nations in the Far Fast. Ending this aid was a courageous, but also highly appropriate step
taken by ministers.

Few Member States have an overall strategy for reducing state aid. One exception 1s
Germany where aid to agriculture and mining has been reduced recently and substantial
reductions are planned before 2004. However, sustained discipline in state aid is needed.
Responding to political pressure due to high oil prices in 2000, several Member States
engaged in tax cutting and other measures to alleviate increasing energy costs in the
transport sector, and some adopted aid packages for greenhouse gardening. Although such
practices might be understandable in light of the political pressure, they should be resisted
to avoid engaging in battles on state aid among Member States. Alternatively, measures to
alleviate temporary economic problems within specific sectors should be agreed at the EU-
level and include specific deadlines for the abolition of aid measures.
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Competition policy

Competition legislation and authorities

The process of recent years whereby national competition laws have converged towards a conmon
standard modelled on the articles of the EC treaty is coming to a close. In Denmark and the
UK provisions for the national competition authorities to enforce articles 81 and 82 came
mto force during 2000. A decision to establish an independent competition authority was
taken in Austria in January 2001, and the Netherlands has presented a bill that would make
the authority completely independent from the Ministry of Economic Affairs. In
Luxembourg, a new competition law permitting a more active competition policy by the
authorities will be adopted and implemented.

Merger and acquisition legislation was strengthened in Spain and the Austrian Cartel Court has
been allowed to raise cases at its own discretion. Mandatory notification of M&A’s was
made compulsory in Denmark and 1s currently being considered in France. Ireland and the
UK have announced new legislation that will move the decision-making on M&A from
ministers to the competition authorities.

Also Greece has taken measures to bring national legislation more into line with EU
regulation. Portugal is contemplating a new competition law and the establishment of a
new regulatory competition authority. Several Member States have enhanced the powers
and the resources of the competition authorities to strengthen their capacity to investigate
and enforce existing regulation.

Although most Member States now have equivalent legislation as regards competition laws,
concerns have been raised if the mdependence of the competition authorities is sufficient
in some Member States.

Having established the overall framework necessary for competition authorities, the next
step 1s to make markets work in a truly competitive manner. Some Member States have
highlighted the importance of competition policy having support from both the political
sphere and the general public. Thus, it must be made clear that action against specific
businesses and sectors is fundamentally justified by the wish to protect consumers and
generate benefits for the society. In this sense, competition policy should be seen as an
important element of the overall consumer policy, ¢. box 3.2.

Transforming the general principles of competition legislation into effective competition
requires, moreover, that competitions authorities move towards an approach characterised
by targeted actions against specific anti-competitive practices. This shift in focus is clearly occurring
in a number of Member States such Denmark, Sweden and the UK. Preconditions for
making competition policy effective are the ability to detect markets with lack of
competition as well as the means and skills to provide solutions that can increase
competitive pressures. This, in turn, requires that adequate resources and analytical skills
are available to the competition authorities. To achieve the desired outcome, some Member
States would probably have to increase the resources allocated to the competition
authorities.
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Box 3.2. Consumer policy and consumer protection

Consumer policy aims at strengthening the role of consumers with a view to promote health and safety and
to ensure that economic and legal interests of consumers are safeguarded. Competitive markets are the best
guarantee that consumers can choose between a wide range of high quality goods and services at fair prices.
Competitive markets stimulate efficiency and innovation that benefits businesses and consumers.

Governments have to promote the right framework conditions to make competitive markets work efficiently
through different measures. In the consumer policy area, these measures can include not only actions taken
by public authorities, but also by consumer organisations. Increased access to reliable information and
education of consumers, greater cooperation between Member States and between consumer organisations,
and improved consumer rights services and redress procedures are all essential measutes of consumer policies
if attempting to guarantee consumer protection.

However, if market outcomes do not deliver the levels of quality and safety consumers demand, market
petformance cannot be considered satisfactory. It requites motre specific policy intetventions than
information and transpatency to tackle this kind of matket failure. A high level of quality and safety can be
achieved by making goods and setvices safer through different standards, by a more coherent analysis of risks
to consumers, by reinforced consumer confidence, and by a better enforcement and response to emergencies.

One example in recent years of a market failure that has been tackled with special actions is the area of food
safety in response to the BSE incidents. The White Paper on Food Safety and the establishment of the
independent European Food Authority should be seen in this context. Corresponding actions at national
level have also been taken in all Member States.

Service sectors with low and restricted competition

One important area where targeted action 1s required 1s within service sectors not covered
by specific internal market legislation. Most Member States thus report that lack of
competition exists in several sectors, frequently with reference to prices that are high
relative to EU-averages.

Many Member States mention refaz/ trade as a sector lacking sufficient competition and have taken
measures to liberalise it further. In Italy, the effects of abolishing a licensing system have
been substantial and a restructuring process is in full progress. A similarly fundamental
change will take place in the Nethetlands as the Business Licensing Act will be completely
abolished in the period from 2001 to 2006. The French Parliament is currently considering
the National Economic Regulation bill, which among other things includes benchmarks for
good business practices in the distribution sector. In Germany, removal of restrictions on
discounts and gifts is being considered, not least due to emerging e-commerce. Restrictions
on opening hours have been relaxed in Denmark, Finland and Spain, while less restrictive
practices on the size and location of shopping centres were introduced in Austria and
attempted Ireland.

Pharmacies comprise another sector highlighted by several Member States. Minor steps
towards liberalisation have been taken in Austria and Denmark, while problems of high
pharmaceutical prices are dealt with through direct regulation of prices mn Spain, where
stronger competition has been introduced for some over-the-counter pharmaceuticals, and
Sweden, which has decided not to open the market to competition due to concerns over
public health. Yet administrative barriers for parallel imports of pharmaceuticals have been
reduced in Sweden, which has led to lower consumer prices.

Member States have mentioned examples of other sectors with actual or potential competition
problems. Among those mentioned are construction and construction materials in the
Nordic Member States, books in Denmark and Spain, media in Finland, licensing of cabs
and liquor in Ireland and, finally, insurance and oil companies in Italy. Not 1n all cases have
actions been taken to counter the lack of competition.
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Few Member States have explicitly addressed the issue of barriers fo entry into business services
such as lawyers, accountants etc., despite this being an area characterised by many
restrictions and by having some potential for cross-border competition. Germany is one
exception as discussions are taking place between the government and crafts associations
with the purpose of relaxing the conditions under which people are allowed to work
mdependently within a craft.

Although the evidence of specific problems of competition as presented here is slightly
scattered 1n terms of sectors and Member States covered, this 1s mostly a consequence of
competition policy moving mto a phase of concrete and targeted actions in response to
specific problems and sectors. Overall, the impression is that Member States are
increasingly becoming aware of the need to deal with anti-competitive practices in all
sectors and are gradually putting the principles into practical use. Yet efforts are required
by all Member States to identify and address the lack of competition in all sectors of the
economies and to critically examine the anti-competitive impact of existing regulation.

Improving the efficiency and quality of public administrations and services

An efficient public sector organised to meet the needs of citizens and businesses is a high
priority in all Member States. Besides the efforts to reduce red tape and administrative
burdens, it is a challenge to continuously make sure that public administrations work
efficiently and that the services provided by the public sector to citizens are produced
effectively and have a high quality. At the same time, however, it must be ensured that the
public sector does not compete unfairly with private sector businesses.

Box 3.3. Good practice: Improving the efficiency of public services

Several Member States have in the last years experimented with ways of introducing competition into the
provision of public setvices. Last yeat’s Annual Report referred in this context to policy efforts under way in
Finland, the Netherlands and Sweden.

Belgium has introduced a scheme, “The Strategic Planning Instrument”, in its National Employment Office
which is supposed to enhance efficiency of setvice provision by introducing goals concerning costs, unit
production and quality in public administration. The National Employment Office has also developed a
balanced scorecard model. These instruments allow the monitoring and readjusting of the implementation of
key assignments and of structural improvement projects.

The day-to-day activities of the Office are managed and controlled on the basis of management control
panels and cost calculations. For the allocation of unemployment benefits, for instance, goals regarding the
time required for the treatment of a file, number of cases handled, correctness of the decisions and costs per
file have been fixed. Cost developments are monitored by a monthly budget follow-up and operating costs
are known for each cost-centre and for each type of cost. Significant improvements have been observed in
terms of quality and efficiency of the setvices offered by the Employment Office.

Each year strategic goals are set for the coming year. The preparation, monitoring and coaching of this
process is ensured by a special staff department coordinating the process inside the office.

Important investments have been made to manage the information system: a data warehouse, which contains
the data of the different management control panels, has been set up. A “computetised management room”
has been set up which relates information on results to the social and economic environment in which the
Office operates.

The Netherlands has 1n previous years been recognised for having a comprehensive approach o
public sector reform 1 terms of the MDW-programme. During 2000 more projects have been
finalised as part of the overall programme, and new ones have come on stream. Similar
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programmes have more recently been initiated in other Member States. The Belgium
Copernicus-project, the German “Modern State — Modern Administration” project and the
Portuguese Public Service Quality System aim at creating a modern civil service and better
management, all consisting of several specific projects.

Benchmarking of similar public entities has proved to be a useful tool in, e.g., Denmark,
Sweden and the UK. Apparently large differences in the costs of providing similar services
have been discovered in many areas of the public sector. As regards public service
provision, the Netherlands has in 2000 introduced an experiment with vouchers for higher
professional education and a policy document on the possibilities to increase consumer
choice 1n healthcare has been prepared. Portugal i1s preparing a reform of the health care
system which will reorganise management systems.

To make competition effective in all markets zhe public and the private sector must compete on
equal terms. The Netherlands plans a law in 2001 that will clarify how the public sector 1s
allowed to compete with private companies, and the Swedish Council of Competition on
Equal Terms between the Private and Public Sector presented a report in 2000.

Network industries and privatisation

Liberalisation of telecommunications

Among the network industries, most progress has been achieved in telecommunications.
Competition 1s gradually becoming stronger and prices have decreased substantially in most
Member States, ¢f. figure 3.1a. While technological developments have contributed to the
reduction in prices, empirical analyses suggest that much of the improved performance can
be attributed to the opening of markets. The fall in the costs of telecommunication
between 1998 and 2000 has been most pronounced in Member States where the costs in
1998 were relatively high due to partially a late introduction of competition. By contrast,
costs were already low m 1998 in countries such as Finland and Sweden that were among
the frontrunners and opened telecommunications markets in the early 1990s. This, at least
partly, explains why some cost increases can be observed in these countries in the latter

part of the 1990s.

Figure 3.1a. Telecoms prices, 1998-2000 Figure 3.1b. Electricity prices, 1996-2000
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Besides the reduction in prices, other benefits have also been achieved. Thus,
telecommunications companites offer a wider range of products, suiting the needs of
different population groups and businesses, and increases in the percetved quality of
services has been reported in countries such as France, Italy, Spain and the UK. This has
been achieved without compromising public service obligations, ¢f box 3.4. The
mmprovements in terms of prices, the variety of products on offer and the quality of these
services are crucial for the smooth and fast transition to the knowledge-based society, ¢.
section 3.4 and annex III. Yet some Member States still have some way to go before these
benefits can fully materialise.

Box 3.4. Maintaining universal service obligations (USO)

What is USO?

When an economic reform is implemented it is important to take into consideration the provision of services
of universal need such as transport, electricity, gas, telecommunication and postal setvices. These services are
judged to be essential for the functioning of modern society and should be available to all citizens at
reasonable prices to meet the objectives of universal access, despite differences in costs of supply.
Historically, universal setvice obligations have been provided by public monopolies using cross-subsidies. For
further information on USQO, see annex 1.

Maintaining USO in telecommunications

When a market is opened to competition, setvices of public interest still need to be financed. The Commis-
sion permits cost-sharing arrangements to finance USO in competitive markets. However, nine Member
States state that the costs of USO do not constitute an unfair burden on the dominant supplier and that the
costs of establishing a fund are not justified. Therefore the costs of USO will be met by the incumbent in
most Member States and the funds established in some countries are only temporary and will be phased out.
Examples of USO requitements and funding mechanisms atre provided in the table.

Requirement Funding mechanism

Denmark If proven that a deficit exists in the pro-
vision of USO, the regulator will collect
a contribution from fixed telephony
service providers based on turnover

Finland Dominant operator must serve all The incumbent must meet all universal
customers in their territory service costs

France Obligation of overall geographic supply, | Two mechanisms were established in
phone books, public phones and lower | 1997: a mechanism of interconnection
prices for poor households charges (suppressed at the end of 2000)

and a national universal service fund to
which is operator contributes on the
basis of its traffic volume (this
mechanism is still operating)

Spain Obligation of overall geographic supply | Telefonica has been designated the
and phone books. dominant operator and is required to
provide universal services until the end
of 2005
Sweden Telia is obliged to provide telephone The incumbent must meet all universal
services between fixed points to all service costs
regardless of where they live at an
affordable price
United Kingdom | A connection to the fixed network able | British Telecom is responsible for the
to support voice telephone and low provision of USO but the cost of the
speed data and fax transmission, the USO is not re-imbursed. Kingston
option of a mote restricted service Telecom is also responsible for the
package at low cost and reasonable provision of universal service.

geographic access to public call boxes
across the UK at affordable prices.
Source: OECD, The implementation and effects of regulatory reform: Past experience and current issues, 2000.
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In January 2001, Greece became the last Member State to /beralise fixed-line telephony as EU
directives have been transposed m a recently ratified law that provides for the full
liberalisation of telecommunications markets. Portugal has also liberalised fixed-line
telephony during the last year. Most of the other Member States have passed measures to
strengthen competition in 2000. Pre-selection and number portability, which make
switching phone company easier and thus increase competitive pressures, were for instance
mtroduced in Belgitum, Luxembourg and Spain.

Much effort has been put into opening the local loop to competition. Third-party access to the
local loogp was 1mplemented in Belgium, France and Spamn in January 2001, and has been
prepared in Ireland during 2000. In France licences for local loop access were granted to
two national operators and two additional operators in each of the regions in 2000. Italy is
testing how to implement unbundling of the local loop in three major cities and based on
experience unbundling will be introduced nation-wide, as it was done in Luxembourg and
the UK during 2000, in Belgium in early 2001 and previously in other Member States.

Ireland has made and Austria is planning major revisions of the telecommunication law, while
specific amendments to the existing framework have been made 1 2000 by some Member
States. Finland changed the regulation of tariffs for renting fixed lines. Spain 1s mtroducing
tougher accounting standards for the dominant operator to make access charges reflect
costs better, and a price cap has been implemented for teleservices and the leasing of fixed
lines. Sweden is considering measures to enforce third-party access to fixed lines.

In mobile telecommunications, Spain has enforced accounting separation for interconnection
charges for the two dominant operators, and Sweden has established that excess capacity in
the mobile networks must be offered to competitors. The Netherlands has mtroduced a
range of measures to counter the apparent lack of competition in cable networks, and
Ireland has ensured easier access for domestic operators to satellite capacity.

Although the beneficial effects of competition are already clear, additional impetus to the
process of price reductions and new services is expected to come from zhe next generations of
mobile telecommunications. Probably the most notable development in telecommunications
matkets in 2000 was the auctions held over 3“ generation, UMTS, mobile licences. Not
least because of the substantial revenues that were appropriated i the UK, Germany and
to a smaller extent in Austria, Belgium, Italy and the Netherlands. Denmark and Greece ate
planning auctions for 2001. Finland, France, Ireland, Spain and Sweden decided to award
the UMTS licences through a beauty contest, in some instances combined with a fixed
payment. Fixed Wireless Access (FWA) licenses have or will also be awarded in most
Member States, which will provide an alternative to high-speed fixed wire internet access.

It is important to ensure the effective allocation of a scarce resource such as radio
spectrtum. Although different countries have adopted different mechanisms — such as
auctions and beauty contests — overall the aim 1s the same. To ensure the continuing
development of a vibrant and innovative telecommunications sector, delivering choice,
quality and value for money to the consumer.

Opening of energy markets

The opening of electricity and natural gas markets continues according to the impetus provided
by the EU directives. Overall, progress 1s much faster in electricity than in gas, and partly
therefore price developments have been far more favourable for electricity, ¢f. figure 3.15.
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As a consequence of the opening of markets, the energy sector is being restructured as
companies seek to obtamn assets in all parts of the value chain in energy production, to
ensure the ability to offer customers a range of energy products, and to secure assets
abroad to counter the loss on domestic markets that former national monopolies
necessarily must expect. As energy firms are increasingly diversifying their activities, the
challenges of government regulation and regulators change. In some Member States such
as Denmark, Greece, Ireland, Luxembourg, Spain and the UK, this has led to decisions on
the establishment of or plans to establish unified energy regulator within the last two years. In other
Member States separate regulators are maintained in energy markets. Thus, independent
electricity regulators were set up in 2000 in Austria and France.

The electricity directive was finally transposed in France and Luxembourg in 2000, while
Greece 1s expecting national legislation to become in line with the directive in 2001. Ireland
1s preparing secondary legislation to ensure the proper transposition of the directive.

However, almost all Member States are opening electricity markets faster and more vigorously than
required by the directive. The market 1s already completely liberalised in Finland, Germany,
Sweden and the UK, and Austria will follow in October 2001. Several Member States
decided 1n 2000 to speed up the liberalisation process, and most expect fully liberalised
electricity markets by 2003-04.

Experiences from the frontrunners, in particular Sweden and the UK, show that additional
measures may be required to ensure that markets are actually competitive. Moreover, if
these measures are implemented such as the removal of requirements of expensive
metering equipment in Sweden, the impact on competition particularly in the small
customer segment of the market can be significant.

Finland has decided to tighten the requirements for unbundling of monopoly and market activities
of the electricity companies, and Austria has as a goal to proceed in the same direction in
2001. Electricity pools have in 2000 been established mn Germany and Ireland, and Italy
expects one to come on stream 1n 2001. The UK will be mtroducing a new arrangement for
wholesale electricity trade, which is expected to enhance competitive pressures and lower
prices. Finland will introduce a new law to avoid the need for installation of expensive
metering equipment, which may otherwise make it prohibitive expensive to switch supplier.

Some Member States mention one of the challenges facing electricity markets, and that is
the need to develop renewable electricity production 1n the light of the Kyoto targets. Today, many
of the available technologies cannot compete with conventional electricity production. A
common framework for energy taxation within the EU could support the use of
environmental-friendly energy production, but until taxation of polluting production is
raised to the perceived costs of the externalities, it may be necessary to promote renewable
technologies by other means. It 1s, however, important that these means conform as much
as possible to the competitive electricity markets that are now being created in Europe.

Whereas the development of renewable energy production most frequently has been
promoted through regulation, one effect of the opening of electricity markets has, 1n e.g.
Finland, Germany and Sweden, been that some companies have offered “green” electricity
to their customers who now face differentiated electricity products. Another benefit for
consumers and businesses of the opening of energy markets is that they can now in some
Member States buy a range of energy products, including energy management services,
from the same supplier.
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August 2000 was the deadline for the beginning of the gradual opening of natural gas markets.
Most Member States met the deadline, but France, Germany, Luxembourg and Portugal
were submitted to an infringement procedure. Yet Germany and France expects the
directive to be transposed in the first half of 2001, leading in Germany to a fully liberalised
market. Full liberalisation before 2004 is also planned in Austria, Italy and Spain, which will
then jomn the UK where the gas market has been fully opened for several years and
Germany. The Netherlands also expects a relatively fast full opening, but this is made
conditional on developments in the neighbouring countries. Although most Member States
thus have adopted faster market opening than required by the directive, the speed is overall
considerably slower than i electricity markets.

Italy and Spain have in addition to the measures already outlined decided to restrict the
activities of tncumbents. Italy has mtroduced limits on the maximum market share of individual
compantes in electricity and natural gas, which has forced the incumbent electricity
generators to sell generating capacity to competitors. Limits on gas market share have also
been introduced in Spain which has also imposed expansionary limits on the main
operators 1n electricity and liquid hydrocarbons. Moreover, Spain has mtroduced
restrictions on cross-ownership m the main operators of the liberalised industries, ¢f. box
3.5. These are thorough measures that are likely to be effective in loosening the grip of
incumbents on domestic markets, and can possibly serve as an inspiration.

Box 3.5. Good practice: Ensuring competition in network industries

Since many network industries are rather concentrated and require large investments, ensuring competition in
these markets is a key challenge. Therefore, liberalisation per se is not enough and further measures are
needed.

Since 1999, a significant liberalisation of network industries has taken place in Spain. The government
adopted appropriate legislation eliminating legal barriers to competition in network industries, which exceeds
the requirements laid down in the corresponding EC directives. An independent regulatory authority was
established. Liberalisation was accompanied by the privatisation of state-owned companies.

Strict limits were placed on the expansion of dominant operators in electric power, liquid and gas
hydrocarbons in order to prevent them from gaining dominant market power. E.g. in electricity, groups with
installed power greater than 40 per cent of the total market may not add new capacity in the following five
years. For market shares between 20 and 40 per cent, the prohibition stands for a period of years.

However, as these measures were regarded as insufficient for ensuring the desirable level of competition,
further action was taken to impede management influence in more than one operator within key sectors,
which should prevent coordinated conduct between operators. As a consequence, no person or legal entity
may sit on the Board of Directots of mote than one dominant company in network industties. Also, any
company ot group owning over 3 per cent of more than one operator in the same sector may only exercise
voting rights on the excess over 3 per cent in one such company.

Although progress 1s being made in reforming electricity and gas markets, stronger regulatory
measures might affect market developments favourably. The energy directives allow a choice
between accounting and legal separation, and 1 2000 accounting separation was chosen by
France and Greece in electricity and by most countries in gas. Similarly, a choice between
regulated and negotiated third-party access can be made, and a number of Member States
have opted for negotiated access, in particular 1n the gas sector. Choosing the stronger
form of regulations may, however, enhance transparency. Thus, legal separation may
reduce the risks of cross-subsidisation and regulated third-party access can be an effective
means of avoiding non-competitive practices.
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Finally, there may be a need for further initiatives at the EU level. The opening of national
energy markets is only one step, albeit an important one, towards the creating of a unified
European energy market, corresponding for instance to the highly integrated Nordic
electricity market. In order for this to materialise it may, e.g., be necessary to establish a
common framework for tariffs for cross-border trade in energy and barriers for the
interconnection of national networks should be eliminated.

Progress in other network industries

While market opening has progressed in telecommunications and energy, few reforms have
been mtroduced in other network industries 1 recent years. In railways as well as postal
services there are pronounced differences between Member States in the degree of market
opening, ranging from completely open to almost monopoly markets. Much can
undoubtedly be learned from frontrunners such as Sweden in postal services.

The situation in raziways may generally be described as one 1n which smaller steps are taken
to facilitate market opening at a later stage. A new regulator has been set up in Austria.
Accounting or legal separation of infrastructure and rail transport operations has been
mtroduced in Ireland, Italy and Luxembourg. In France, following the legal separation in
1997, a second step of the reform in 1999-2000 induced a significant rebalancing of access
prices for the use of rail infrastructure, leading to large increases for the most attractive
routes and time slots. In Italy, the Netherlands and Sweden competition is gradually being
mtroduced in passenger rail transport by awarding licenses to more operators through
public tenders.

Being a frontrunner in the opening of postal services markets, Sweden mtroduced in late 1999
new measures to enhance competition. These included, e.g., the introduction of a
coordinated system for handling of address changes and the redirection of mail. In Sweden,
but also in Austria and Germany, there is evidence that increased competition has led to
improved service quality and a wider range of products, while universal service obligations
seem to have been maintained satisfactorily.

At the other end of the spectrum, the postal services directive was transposed mto national
legislation in Ireland and Luxembourg, leading to partial liberalisation. In between,
Belgium, Greece and Italy are engaged 1n a reorganisation of the national postal companies
to strengthen the efficiency and the quality of services provided. France 1s preparing new
postal regulation which will include measures to ensure universal service obligations and
transparency in accounting. The Netherlands introduced new postal regulation in 2000 that
implies a market opening beyond that required by the EU directive. A liberalised market
for postal services is required to create an innovative and competitive imdustry. It remains
essential for the future to enhance competition in this sector due to the increasing
substitution effect caused by various electronic communication media.

In the Netherlands, a new passenger transport act was passed 1 2000 and will come into effect
in 2001. When fully implemented by 2005, all regional and urban transport will be subject
to public tender. New regulation of airports is being considered in the UK. Having the most
congested airports in Europe, slot allocation regulation may be changed to allow for trading
and auctioning, and the current system of grandfathering of slots is being reconsidered.

Privatisation

Privatisation of state-owned companies may serve different objectives such as disengaging the
public sector from production of goods and services that are already bemng produced by
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competing private sector companies, getting access to private sector competencies through
strategic alliances, obtaining public sector revenue to reduce debt and boosting capital
markets. Most Member States have privatised some companies, fully or partly, during 2000.
Substantial privatisation programmes are gradually progressing in Austria, Greece and
Portugal, which to some extent reflect the wide spread state ownership in these countries.

Privatisation 1s generally moving faster in sectors where compelitive or contestable markets have
been developed most. During 2000-01 financial institutions will be sold, at least partly, in
Austria and Greece. Greece and Ireland will privatise part of their national airlines i 2001,
while Spain plans to complete the privatisation of its former national carrier. Austtia,
Denmark, Germany, Ireland and Italy are in the process of divesting shareholdings in
airports. Telecommunications companies are getting privatised in Austria, Germany,
Portugal and Sweden.

Fewer privatisations have taken place m ozher network industries such as energy and postal
services. Yet the IPO of the German postal company and the sale of shares in electricity
companies in Greece and Portugal are notable exceptions. It must also be recognised that
mn some Member States, private companies have always dominated energy markets. Despite
that many of the former monopolies are still state-owned, energy and postal sectors are
being restructured fast through mergers and acquisitions across borders. To ensure that all
companies, state-owned as well as private, face a level playing field in all Member States
during the restructuring process, it 1s important that all markets are contestable.

Despite the continued privatisation process, state ownership remains high in some Member
States. These countries may wish to consider if state control over a large part of the
economy 1s still warranted. In this respect, some Member States may also reconsider the
use of “golden shares” and other means of maintaining control after privatisation. Not only
does continued control muddle the responsibilities of the state, but it can also mean that
revenues from the sale of shares become unnecessarily low.

3.2. Improving the business environment

Important steps forward were m 2000 taken by many Member States to reduce
administrative burdens for businesses, and SMEs in particular. This will not only reduce
the costs associated with administration, but also eliminate many barriers faced by new
entrepreneurs. In addition, several Member States decided on new measures to encourage
and support entrepreneurs. Although the task of improving the business environment is far
from complete, the progress in 2000 should be recognised.

Measures to reduce administrative burdens

All Member States are committed to limit the administrative burdens put on businesses by
public regulation. Ensuring regulatory quality, simplification of procedures and
transparency 1s thus high on the agenda, and specific measures are being implemented.

Some Member States such as Ireland and Sweden launched general action plans or
strategies for improving regulatory quality in 1999, while Finland, Germany, Greece and
the Netherlands followed suit during 2000. Advisory or interdepartmental bodies assigned
the task of overseeing regulatory reform were established in the Netherlands and Spain.

Assessing the impact of new regulation on businesses before implementation is an
important means to avoid excessively complicated legislation. The use of a systematic
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approach in the form of Regulatory Impact Analysis (RIA) has in 2000 been decided in
Ireland and Italy, and is gradually being implemented, ¢f box 3.6. Denmark introduced a
new method for evaluating administrative costs by way of accounts, based on interviews of
250 businesses.

Box 3.6. Good practice: Reducing administrative burden through Regulatory
Impact Analysis

Regulatory Impact Analysis (RIA) is a decision tool that aims to assess proposed and existing regulations. The
method is to systematically and consistently examine potential impacts arising from government actions and
communicating the information back to decision makers. RIA programmes in different countties ranges from
broad cost-benefit analysis to narrower assessments such as SME impacts.

In Italy, the RIA programme introduced during 2000 is based on a two-step submission. First, a preliminary
assessment of a law or regulation will be prepared taking into account the affected parties, the social and legal
elements justifying the regulation, the budgetary, economic and social constraints, the alternatives to
regulation and the appropriate level of regulation. Second, the results from the first stage are validated and the
following elements are provided; the expected results, a desctiption of the chosen analytical method, the
direct and indirect impacts on public administration and on affected parties based on a cost-benefit analysis.

The RIA programme is managed by the Simplification Unit and the Department for Legal and Legislative
Affairs (DAGL). While the regulating administration prepares the RIA, the task of determining its
completeness is assigned to DAGL. DAGL has the possibility to delay a regulation or law if considered of
bad quality and can also repott to the Prime Minister. The effectiveness of the system rests on the fact that
DAGL and the Simplification Unit are credible reviewers, thus acting as gatekeepers of the Council of
Ministers.

The Italian RIA programme is still at an experimental phase but meets most of the requited elements
identified by the OECD, namely to maximise political commitment to RIA, to allocate responsibility
carefully, to train the regulators, to use a consistent but flexible analytical method, to develop and implement
data collection strategies, to integrate RIA with the policy making process and to involve the public.

RIA is also taking place in Austria, Denmark, Finland, France, Germany, Ireland, the Netherlands, Sweden
and the UK.

Easy and cheap communication between businesses and the public sector will reduce costs
and mmprove efficiency. The new means of electronic communication, not least the
Internet, have a great potential in this respect. All Member States are actively pursuing ways
to exploit the new possibilities by establishing Internet portals containing information,
electronic forms that can be submitted electronically, ¢f. section 3.5.

Another area of action is creating easier access to the public sector by establishing a variety
of single contact points. Networks of local or regional one-stop-shops have been extended
Greece, Portugal, Spain and Italy, which has also 1n 2000 drawn up an action plan for the
adequate operation of municipality one-stop-shops. In Austria, a single gateway to
pollution prevention and control has been created, while Swedish businesses will soon be
able to get information on the entire state support system at one single place.

Promoting start-ups and SMEs

In the same vein, single contact points targeted at assisting and supporting new companies
and SMEs have been established in Luxembourg and the UK in 2000, and Denmark
created a unit with the task of promoting the internationalisation and exports of SMEs. In
Germany, the federal government created a single contact point by collecting the
substantial financial support programmes for SMEs at the Deutsche Ausgleichsbank, as
one element of a general SME action plan. Also in Spain, an overall plan to strengthen the
competitiveness of SMEs has been adopted. France has taken steps towards speeding up
business registration procedures, and a tax on business registration has been abolished.
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Some Member States have established networks of SMEs. In Denmark these are regional
networks, while the Dutch network is targeted at rapid growth companies. Support has in
Denmark been given to a Business Service Scheme to contribute to the creation of a
market on which SMEs can buy a range of administrative services related to reports and
payments to the public from specialised private service agencies.

Following the recommendation of the Risk Capital Action Plan, Austria, Finland, Germany
and the Netherlands have or are in the process of changing bankruptcy legislation to make
1t easier for entreprenenrs fo get a second change to start new businesses. More Member State
should consider making similar legislative adjustments. Some Member States such as
France have made legal adjustments to allow for various forms of profit sharing schemes.

Taxation of businesses

As part of the tax reforms that are being implemented in most Member States, changes are
being made to the taxation of businesses with some measures affecting all companies and
others particularly targeted at SMEs and start-ups.

Substantial reductions in corporate tax rates are gradually being implemented in Germany and
Italy, although counteracting changes such as broadening of tax bases, as in e.g. Germany,
reduce the net effect for large corporations. Decisions to reduce the corporate tax rate in
the coming years have been taken or are planned in Austria, Belgium, Denmark, France,
Ireland and Luxembourg. Generally, the changes to the overall corporate tax systems are
fully financed and adopted to improve the structural effects of taxation on business
behaviout.

However, in a number of Member States the gradual fall of the general corporate tax rate 1s
implemented faster and offen supplemented by specific tax reliefs for SMEs. In France, a lower tax rate
for small business was introduced in 1999 and extended to cover more firms in 2000, and a
lower social security contribution rate also applies to SMEs in their two first years of
existence. The German tax reform contains substantial benefits for SMEs and the self-
employed, and Greece will reduce tax rates for non-listed companies during 2001 and 2002
and abolish special taxes on general and limited partnerships. The planned reduction of the
corporate tax rate in Ireland already applies to SMEs, and Spain has doubled the threshold
for qualifying to the SME tax regime.

Among the more specific tax measures mtroduced in 2000, Germany has reduced taxation of
distributed profits and will make profits made by corporations when selling shareholdings
exempt from taxation from 2002. Italy has mntroduced a tax credit for new investments
creating new jobs until 2003, and Spain has allowed deductions of 10 per cent of the costs
for ICT investments. Italy and Spain have also changed the system of dual taxation of
company profits to promote the use of equity financing, while a reform of dual taxation in
the UK was made to reduce the risk of off-shore “cheating”. Finally, Sweden implemented
some measures to ensure more equal tax treatment of domestic and foreign companies,
though it 1s recognised that some differences remain.

Introducing tax measures targeted at small business may narrow tax bases and imply large
effective marginal tax rates at threshold levels. The benefits from such measures need
therefore to be carefully weighed against the costs in terms of increased distortions within
the business taxation system as well as elsewhere.
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3.3. Capital markets

The Lisbon Council emphasized the key role of capital markets in stimulating growth:
“Efficient and transparent financial markets [...] play an essential role in funnelling new
1deas, supporting entrepreneurial culture and promoting access to and use of new
technology.” Reforms at a Member State level are necessary to complete the single
European market in this sector to maximise the gains from the introduction of the euro,
and in response to a rapidly changing market.

At the European level the priorities and actions needed to speed up fimancial market
integration have been set out in the Commission’s financial services and risk capital action
plans. In order to meet, or surpass, the deadlines already agreed for implementation
Member States will be required to pay particular attention to key areas such as the
promotion of innovative employee ownership schemes.

Legal and regulatory framework

A modern and transparent regulatory framework is essential for propetly functioning
capital markets. Adequate regulation is necessary in order to increase security by lowering
exposure to fluctuations. As reported in last year’s report, there has been a trend in
Member States towards the creation of unified financial regulators. The single authorities in
Denmark, Sweden and the UK provide examples. Germany and Ireland are planning a
similar move while France is reviewing its regulatory system with the possibility of
legislating for a single regulator to deal with the whole range of financial services. In some
Member States, e.g. Denmark, the creation of single regulators is complemented by the
enactment of a unified financial services law.

Other Member States, including Portugal, Belgium and the Netherlands, have reviewed
their systems and opted to retain sectoral regulation and put mechanisms in place for
mcreased cooperation. In the Netherlands this takes the form of a consultative body, the
Council of Fimancial Supervisors, bringing together the banking, insurance and securities
supervisors. Similarly in Finland, the Insurance Supervision Authority and the Financial
Supervision Authority cooperate closely and have largely overlapping boards, and Portugal
has created the National Council of Financial Supervisors.

Box 3.7. Consumer confidence in financial services

As more and more individuals are becoming active as minority shareholders and investors in funds, there is
an increasing consumer demand for investment services. Measures to increase consumer confidence in financial
services have been implemented in a number of countries. One aim is to ensute investor protection through
improvements to the regulatory framework. For example, a key aim of the French New Economic
Regulations Bill is greater transparency to improve investor confidence. The UK Financial Setvices and
Matkets Act sets out a statutory consumet-protection objective for the Financial Setrvices Authortity and
establishes a single ombudsman to deal with consumer complaints. Similarly, Denmark is planning to further
improve transparency and strengthen the consumer protection objective of the Financial Services Authority.

Transparency and high reporting standards are important means of achieving confidence in equity markets. In 2000,
the German government presented a draft proposal for a new legal framework for fair and transparent take-
overs, and Greece introduced stricter requitements for companies to be listed at the stock exchange and
regulation to improve the transparency of listed companies.

Better corporate governance, important for financial stability as well as in order to maintain confidence, is high on
the agenda in several Member States. In Germany corporate governance is being considered by a
Commission of Experts and in Belgium the Companies Code is under review following the report of a
Commission on Corporate Governance. In Ireland an Office of the Director of Corporate Enforcement was
established to improve the standards of adherence to company law by active enforcement.
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The online revolution of financial services creates a particular need for modernisation of the
regulatory framework. The Commission has recently in its communication on e-commerce and
financial services outlined the amendments of the regulatory and legal framework that are
necessary to boost internet-based financial transactions in the EU. The amendments will
put the regulatory framework of financial services in line with the e-commerce directive,
which should be implemented by Member States before the end of 2001. Corresponding to
the timeframe of the Financial Services Action Plan, the deadline for action is 2005.

Restructuring in financial services sector

Opver the past year there has been an increase in cross border and pan European activity,
aided by the introduction of the exro. The process of stock exchange and clearing house mergers
and increased cooperation between stock exchanges has continued allowing bigger markets
for existing stock. Three major agreements in 2000 can be noted:

* The merger between the French, Dutch and Belgian stock exchanges to create
EURONEXT. The harmonisation of trade and listing requirements and development
of a common trading platform will follow. Supervisors from the countries involved will
be required to work closely together. Luxembourg’s stock exchange has signed a cross-
access agreement with EURONEXT and the Portuguese securities market foresees a
merger in the future.

* The strategic alliance between the Austrian stock exchange and Deutsche Boérse to
implement the XETRA electronic trading system. The XETRA trading system was
launched on the Irish Stock Exchange in June 2000.

* The common Scandmnavian securities market (NOREX), founded m 1998 as a
partnership between Copenhagen and Stockholm stock exchanges, was joined by the
Icelandic and Oslo stock exchanges during 2000. Experience has shown that the new
trading system has brought about larger volumes of trade and a marked reduction in
bid-ask spread.

The banking sector has continued to display a high and in some cases increasing
concentration and cross-border ownership in specific Member States, a feature which
requires an appropriate response from financial supervisors. For example, in response to
the merger of Unibank from Denmark with Nordbanken from Sweden/Finland the
Danish, Finnish and Swedish financial supervisors signed a cooperation agreement.

A contrasting feature in the banking sector has been the continued privatisation
programmes. Over the past year Government stakes were sold in the Hellenic Industrial
bank and Agricultural Bank of Greece, Banco di Napoli of Italy, ICC and TSB of Ireland

and Banque Hervet of France.

Capital for enterprise

The need to ensure sufficient access to capital for small and medium sized enterprises 1s an
mmportant aspect of the Lisbon strategy. In this respect the continued buoyancy m the
venture capital market across Europe is encouraging. A specific need has been identified for
supply of venture capital, essential to the growth of SMEs. In addition to the larger markets
such as the German Neue Markt and Italian Nuovo Mercato, smaller markets have been
establishing specific listings for high tech or high growth companies. Developments have
mcluded the ITEQ market in Ireland, the Growth Markets in Copenhagen and Helsinki
and the NEXA market for SMEs in Greece. The Spanish IBEX Nuevo Mercado has
doubled the number of companies listed from mid 1999 to mid 2000.
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Several Member States imntroduced new or increased direct and indirect support measures to
encourage venture capital mvestments. The aim 1s for governments to play a role as a
catalyst. Examples include:

* Austria has introduced stock options at a preferential tax rate and the threshold for
preferential tax treatment of employees’ shares has been doubled as of 2001. The stock
exchange turnover tax was abolished in October 2000. Venture capital 1s also fostered
by several guarantee schemes with up to 80 per cent of the capital.

* A Danish credit guarantee scheme that guarantees up to 75 per cent of a loan and the
creation of a special innovation fund.

* In Finland, a state-owned venture capital company 1s planning to launch a new
financial instrument targeted at accelerating the growth of business incubators working
in knowledge-based environments. The venture capital arm of SITRA, a foundation
under the Finnish Parliament, and the Technology Development Centre are planning
to finance spin-offs from the National Technology Programmes and to match them
with investments of business angels.

* France is pursuing a strategy of reducing the cost of starting a company and has as
Germany, Ireland and Spain reduced the corporate tax rate for SMEs.

* Italy reduced taxation on capital gains for qualified shareholding by “closed funds”.

* [J60 million financing for SMEs “Incentive System for Small Enterpeneurship
Initiatives” (SIPIE) has been made available in Portugal with 50 per cent loss coverage
by the state. A similar 50/50 “New Economy Fund” scheme has been set up in
Greece.

* In the Netherlands conditions for state guaranteed loans are being adjusted to make it
easter for startups to satisfy the criteria. The Netherlands has also established a life
sciences participation fund to increase the number of life science start-ups.

*  Spain has introduced a credit facility for small nnovative companies.

* UK has reduced capital gains tax on business assets and 1s creating a range of public
private partnerships to boost venture capital funding.

It 1s important that such schemes are adequately assessed to ensure they are addressing a
real market failure and that the criteria for eligibility are suitably targeted so as to maximise
effectiveness. It also needs to be recognised that providing capital is in itself not enough to
foster an entrepreneurial business environment. There are cases where there is a lack of
companies to invest in rather than a lack of capital, and providing support measures for
venture capital funding 1s not a substitute for competent companies. Moreover,
entrepreneurs in the early stages not only need capital, but more frequently competent
capital. This means that those who finance early-stage development, such as business
angels, also bring competencies on how to run a business to the entrepreneurs. This
requires adequate mformation flows and business skills tramning.

Over the course of the year pension reform has continued to act as a spur to capital market
development. Any general reduction in restrictions on pension fund portfolio investment rules
allied to an overall growth in second pillar pension schemes will continue to promote
growth in equity markets. This has been witnessed in Denmark where limits on equity
holdings were replaced with more flexible rules based on the prudential principle. Similar
developments were experienced with the introduction of the fully funded element in the
Swedish pension system. This allows mndividuals to select fund managers and has resulted
in an increased demand for investment management services. In the UK the introduction
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of stakeholder pensions is set to give up to 5 million people the option of a funded pension
for the first time. Pension and investment reform on these lines 1s on the agenda 1n several
European counttries, including Germany and France.

3.4. Labour markets and tax-benefit systems
Recent labour market developments
Almost all Member States have experienced important increases in employment rates and

decreasing unemployment rates since 1996, ¢f. zable 3.2.

Table 3.2. Key labour market figures

Employment rate! Employment Unemployment rate*
growth?
1996 20002 1996-2000 1996 2000 Chg. 96-00
Per cent - Pct.points -
Austtia............. 67.3 69.2 3.6 4.3 34 -0.9
Belgium........... 56.3 60.9 4.7 9.7 8.5 -1.2
Denmark......... 74.0 76.4 51 6.8 4.9 -1.9
Finland............ 60.5 68.1 9.8 14.6 9.8 -4.8
France ............. 59.7 61.7 5.3 12.4 9.5 -2.9
Germany......... 64.1 66.0 3.3 8.9 8.3 -0.6
Greece. .o 54.9 55.4 36 9.6 11.2° 16
Ireland............. 54.9 65.6 23.9 11.7 4.5 -7.2
Ttaly....coooovinennes 50.6 53.4 4.0 11.7 10.5 -1.2
Luxembourg .. 59.1 61.6 214 3.0 22 -0.8
Nethetlands.... 65.4 72.7 124 6.3 2.6° -3.7
Portugal .......... 62.3 68.1 7.9 7.3 4.2 -3.1
Spaifi.........c..... 46.6 54.7 13.8 222 14.2 -8.0
69.7 72.2 4.7 9.6 59 -3.7
68.7 71.2 54 8.2 5.6 -2.6
59.9 63.3 58 10.8 8.4 -2.4
72.9 73.9' 7.0 54 4.0 -1.4
69.5 68.9' -0.2 34 4.7 13
1) Eurostat: Total employment in per cent of population 15-64.
2) Estimates.
3) Eurostat and forecasts for 2000 from European Economy Autumn 2000.
4) Eurostat: Standardised rates in per cent of labour force. Estimates for 2000.
5) European Economy Autumn 2000: Forecasts.
6) OECD Employment Outlook, June 2000, and OECD Economic Outlook, June 2000.
7) 1999.

This improvement 1s partly due to lower cyclical unemployment as the initial slack in labour
markets has been absorbed and partly a reduction of structural unemployment, as indicated
by the low and stable wage and price inflation still present in most countries, cf. chapter 2.

Labour market structures are affected by a large variety of policy factors such as direct
economic incentives embodied in benefit and tax systems, eligibility and availability rules
and administration of benefits, the effectiveness of the public employment services, rules
for employment protection and regulation, the quality and composition of education and
training, wage systems including wage coordination as well as spill-over effects from
product markets, housing-policies affecting mobility, child-care and the ability of macro-
economic policies to sustain stable and non-inflationary growth. Other important factors
for labour market outcomes are less or not at all affected by current policies, such as
hysteresis-effects from high unemployment in the past, demographic changes, skill-biased
technological changes and shifts in the composition of demand for goods and services.
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Reforms, most frequently of a small and gradual nature, have taken place in many of these
areas in each Member State. It 1s thus not possible to provide one single explanation for the
reduction of structural unemployment in recent years.

The following sections concentrate on recent reforms in tax-benefit systems and labour
market institutions as the country reviews focused on these areas. As labour markets in
almost all Member States are tighter than before with skill-shortages, and 1 some cases
general shortages, the need to increase labour supply is becoming more urgent.

Tax reforms

Several Member States announced or legislated tax reform mitiatives in 2000, of which the
reform in Germany is the most significant in scope and the size of rate reductions. Also
Austria, France, Ireland, Italy, Luxembourg and the Netherlands decided upon tax reforms
m 2000. Even though the overall tax burden on labour 1s still high compared to other
mdustrialised countries, the frend in recent years towards decreasing the tax burden, in particular on
low wage earners, continued.

Including implemented and legislated tax reforms since 1998, almost all Member States have
reformed income tax and/ or social security systems. The direction of change has almost without
exception made a positive contribution to the incentives to hire and seek work. In general,
the size of tax reductions has been moderate — the exceptions being Germany, Ireland,
Italy and Spain where rate reductions are significant — 1n line with budgetary restraint, and
due to the need to prepare for future increases m public expenditures related to ageing.
Some financing has been found within the wider tax system, e.g. by broadening tax bases
and raising indirect taxes, which depending on the exact measures to some extent may have
reduced the size of the beneficial labour market effects. The overall effect on labour
markets of the tax reforms 1s positive in all countries. However, the size of these effects
should not by overestimated.

There might exist some concerns regarding the risk that under-financed tax reforms
contribute to a pro-cyclical fiscal stance in the context of macroeconomic demand.
However, compared with the pattern of pro-cyclical fiscal policies in the late 1980s, the
current tax cuts are modest, implying an average reduction in the structural budget surplus
of approximately 2 per cent of GDP between 1999 and 2002.° In contrast, for instance,
between 1985 and 1990 the structural budget balance in the Euro area worsened by 2 per
cent of GDP. Also, current policy initiatives remain focused on improving structural
conditions and hence may to some extent mitigate the impact on government finances
through increased labour force participation and average work hours. While a pro-cyclical
fiscal stance 1s an important risk in some countries, long-term sustainability of public
finances 1s of more general concern.

A largely qualitative assessment of the isolated effects of tax and social security reforms has
been made, ¢f. 7able 3.3. The assessment includes reforms implemented or decided upon
since 1998 and accounts for the impact of reforms that will only be fully phased in during
the coming years. Changes in benefit systems are not included (there are few such changes
within the period considered). There is a general lack of comprehensive quantitative
mformation on tax reforms in Member States.

6 The smaller extent of recent tax reforms does also reflect the fiscal commitments laid down in the Growth
and Stability Pact.

36



Table 3.3. Implemented and legislated reforms of income tax and social security

Positive labour market effects at: Demand Supply

Unemployment  Poverty trap In general
Cumulated effects since 1998 trap (low inc.)
Ind. labour costs (employers SSC

. Austria Small
. Finland Negligible
. Ireland Negative
. UK Negligible
Moderate

. France

. Gtreece

Small

Small Negligible

Small

Small Significant

Moderate Moderate

Small Small

Significant

Significant

Denmark

Gtreece

Netherlands

Note:  The table assess the size of tax and social security changes affecting the different labour market
factors. The effects of benefit reform are not included. The outcome in terms of employment is not
assessed. The size of indicated effects refers to reductions in petrcentage points in wage costs,
replacement rates and effective marginal tax rates respectively. “Unemployment trap” refers to tax
changes affecting net replacement rates. “Poverty trap” refets to tax changes affecting the effective
marginal tax rate for low earnings. “In general” refers to tax changes affecting marginal tax rates for
average and/or high earnings. “Significant” implies a change in percentage points above 5.

A number of countries have reduced employers’ social security contributions, including Belgium,

Finland, France, Germany, Greece and the Netherlands, and some of these reductions
addressed in particular low-income earners. In the short run these cuts stimulate labour
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demand.” The increase in labour demand is due to a substitution effect by employers from
capital to labour and in case of measures targeted at low incomes also substitution towards
low skilled workers.

Almost all Member States have cut warginal rates in income tax systems, which is likely to lead
to increases in labour supply. Such cuts increase the difference between earnings and
benefits after tax, including unemployment and other benefits such as eatly retirement and
disability. Thus a contribution is made to reduce unemployment (and participation) traps,
which are due to small differences between take-home wages and benefits. However this
effect 1s modest and requires a high degree of targeting of tax cuts at income brackets just
above the level of benefits. Poverty traps are reduced to the extent that lower rates are
targeted at low-income levels facing disincentives to move up the earnings ladder.

Generally, reduced tax rates stimulate the incentive to work longer hours®, move from part-
time to full time jobs and to some extent raise labour force participation. Other efficiency
effects such as an increased reward to education and upwards earnings mobility may add to
this. In most Member States the size of the marginal rate reductions is fairly small. With
respect to general reduced tax rates at average or higher income levels the reductions are
largest in Germany, Italy and Spain.

Some Member States have introduced Zax credits on earned incomze, while others have reduced
the social security contributions of employees, which in both cases directly reduce the
unemployment trap’. If such tax credits are targeted at low incomes by withdrawing the
credit at higher mcome levels poverty traps are on the other hand increased. The
Netherlands has avoided this problem by providing a lump sum tax credit for all earnings.
However, this solution 1s more expensive for a given reduction of the unemployment trap
and does not reduce marginal tax rates. The UK has made a significant reduction of the
withdrawal rate of the earned income tax credit, which reduces the risk of poverty traps.
France will implement a tax credit for labour income (prime a 'emploi).

In total and on average the reforms in Member States are estimated to reduce the marginal
effective tax rate on labour income by 2-3 percentage points for low and average income
workers. To be sustainable these improvements have to rely on future control of public
expenditures and measures such as improved labour market participation to address rising
age-related expenditures and provide generally larger tax bases. If not there 1s a risk that the
gains in terms of tax reductions may be reversed in the longer run.

Other tax measutes
Some Member States including Austria, Finland, Germany, Luxembourg, the Netherlands
and Sweden have increased the minimum income exempted from income tax or provided

7 In the longer run this is also the case if wages and wage differentials are inflexible. Over time the incidence
of these tax cuts may in the case of more flexible wages shift to employees as direct wage costs, including
those of workers most affected by lower indirect labour costs, may gradually grow more than they would
otherwise have done. In this case the long-run effect compares to a reduction of employees’ social security
contributions - or a reduction of income taxes if income transfers are fully wage-indexed. In that case, the
long-run labour supply effect is instead positive, cf. the discussion below.

8 Lower marginal tax rates induce stronger work efforts through a positive substitution of work for leisure,
but is partially balanced by an income effect reducing the need to work to obtain a given income target if the
tax reform is not fully financed.

% In the case of reducing employees’ social security contributions such an effect requires that unemployment
and social benefits are not raised correspondingly. The importance of unemployment traps with respect to
active job search and structural unemployment may vary according to the rules and administration of other
benefit rules such as availability requirements and the interaction with active labour market policies.
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similar tax credits. This reduces the tax burden for all and may lift some wage earners out
of the tax system with positive structural effects, albeit only for those with very low
earnings levels such as part-timers. To have an effect on the unemployment trap and
participation rates, it is generally required that unemployment and other benefits are not
affected by the tax reduction and remain unchanged after tax. However, these measures
may reflect concerns for income distribution rather than the functioning of labour markets.

Overall there has been a shift in Member States away from income taxation towards
indirect taxes since the mid 1990s. This is particularly pronounced in the Netherlands,
where the tax reform is partially financed by an increase in the general VAT rate. Several
countries have also mtroduced or are planning to expand existing eco-taxes. This general
shift in tax structures contributes to lowering overall tax distortions, partly by shifting the
tax burden to wealth owners and recipients of transfer income.

However, some Member States have, as an experiment based on an understanding at the
Community level, zntroduced low VAT rates on labour intensive services — Belgium, France,
Greece, Italy, Luxembourg, the Netherlands, Portugal and the UK. This may indirectly
mduce beneficial labour market effects provided that the share of low-skilled workers is
significantly higher in the affected sectors compared to other sectors'’ and depending on
the price-elasticity of the affected products. While potentially also moving some shadow
economy activities into legal and potentially more productive firms these benefits must be
carefully balanced against the costs such as lost revenue, the introduction of price
distortions and potential reclassifications.

An interesting feature of the tax reform in the Netherlands involves replacing capital income in
the tax base by an imputed return equal to 4 per cent of household net wealth (comprising net
financial assets as well as housing). Such a design clearly mnvolves benefits in terms of easier
compliance and administration, but it remains to be seen whether the new regime is viable
during periods of, e.g., sustained capital losses on equities or housing values.

Some Member States, such as Belgium, Finland, France and Ireland, include tax cuts and
other government initiatives appreciated by social partners in consultations and
negotiations on wage outcomes. This may help to facilitate moderate and employment-
supportive wage outcomes in particular in the short term, but concerns remain that in
some cases such measures may put the overall fiscal stance or structural policies at risk.

Benefit reforms
Recent reform efforts in tax-benefit systems have concentrated almost entirely on tax
reforms, whereas benefit systems are only slightly modified 1 a few countries and with
opposite effects.

Considering the scope of the Lisbon targets, it is indispensable also to improve the ability
of benefit systems and of labour market regulations and mstitutions to facilitate high
employment. Such adjustments should take into account the need to ensure adeguate social
protection levels. France 1s the only country to have adopted a more comprehensive benefit
reform in 2000, ¢f. box 3.7, which together with the French tax reforms seek to address
labour market incentives.

With respect to the unemployment benefit systems, only minor changes have taken place in
Member States and these move 1 different directions with respect to labour market

10 Including the low-skilled labour in other Member States embodied in displaced imported goods.
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structures. In France the unemployment benefit system reform implied inter alia an
elimination of reduction of benefits over time, wider eligibility and enhanced assistance
with job-search. In Italy, where the unemployment benefit system is less generous than the
EU average, the net replacement rates have been increased and the unemployment
msurance period has been extended for unemployed people older than 50 years. In Greece
benefits are being increased for people in their second year of unemployment, and Finland
mncreased the replacement rate slightly.

Austria on the other hand further reduced its replacement rates, which were already below
the EU-average, by abolishing the automatic inflation indexation of insurance benefits and
mcreasing the employment period needed to renew unemployment benefits. In Sweden,

the benefit eligibility criteria were tightened.

Box 3.7. Good practice: Reforming tax and benefit systems to reduce
marginal effective tax rates

In France, the government has adopted over the last two years a comprehensive set of measures to reduce
high marginal tax rates and to improve incentives to take up a job:

* The housing tax (from which one is exempted when receiving social minimum revenues) and the
housing subsidy system have been amended to avoid an abrupt increase in taxation when taking up a job
or an abrupt withdrawal of benefits when giving up the Insertion Minimum Revenue.

*  The new system for providing free basic medical care (Couverture Maladie Universelle) is means-tested,
but contrary to its predecessort, it takes into account all kind of revenues, with no distinction between
transfer and activity revenues.

* A premium for low paid worker has been introduced. For a single person paid at minimum wage, this
premium would reach 1500 francs per year in 2001, and would gradually decrease up to 1,4 times the
minimum wage. For a couple with only one spouse employed, this premium would be granted up to 2,1
times the minimum wage, and would amount 2000 Francs for a full-time job paid at the minimum wage.
Bonus will be added to take into account the family situation, with particular attention paid to mono-
patental families.

Those reforms taken together will in the final stage of implementation have a significant effect on incentives
to take up a job: for a jobless couple with two children, giving up the Insertion Minimum Revenue for a full-
time job paid at minimum wage for one of the spouses implies a 1500 Francs surplus per month, instead of
the 600 Francs bonus before the reform. When the job taken up is only part-time, the surplus will amount to
300 Francs, wheteas it was nil before the reform.

Several other Member States have reduced income taxes targeted at the low-to-middle end of the income
classes — Austtia, Belgium, Denmark, Finland, Getmany, Greece, Ireland, Italy, Sweden and the UK - or
reduced social security contributions — Belgium, Finland, Germany, Greece, Ireland, Italy, the Netherlands
and Spain -. A few Member States — Belgium, Finland, Ireland, the Netherlands and the UK - have also
increased the use of in-work and employment related benefits.

Labour market regulation and institutions

Few steps have been taken to reform labour market regulation, work organisation and the
wage formation process i order to reduce structural unemployment and increase labour
market participation. However, different and partly opposite trends can be i1dentified in the
changes in Member States’ labour market policies.

Good progress has been made with the zmplementation of Active Labour Market Policies
(ALMP) in 2000 in order to improve the employability of the unemployed and hence the
matching of skills of unemployed persons with the requirements of employers. Increased
efforts have been made to target the measures towards long-term and youth
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unemployment in order to ensure their efficiency and minimise dead-weight losses. Most
Member States have complied with the 20 per cent target of the Employment Guidelines
for the share of unemployed persons in active measures.

France has as part of the benefit reform implemented an ALMP scheme for young people.
The New Deal program i UK has been extended to disabled and lone parents. In Sweden
the scope of ALMP has in 2000 been reduced to 2.6 per cent of the labour force, although
from a very high level. The purpose 1s to achieve higher programme efficiency. In Spain a
shift towards ALMP aimed at improving employability has been implemented. In Austria
the ALMP has been reorganised to sharpen the focus on older workers. Italy introduced
tax credits for firms hiring adult long-term unemployed for the most disadvantaged
categories of workers.

Much targeted effort 1s focused on increasing the employability of the long-term unemployed over
the age of 50. Social security contributions, when employing elderly long-term unemployed,
are being reduced in Belgium, and in Austria an employment subsidy has been introduced.
The tax credit to employers hiring long-term unemployed in Sweden has been extended in
terms of coverage and the level of the tax credit. In the Netherlands a co-payment 1s
mtroduced for employers who lay off older workers, whilst this payment was increased in
Austria. The employers will have to pay 25 per cent of the unemployment benefit. The
Netherlands also has a proposal under consideration to end favourable tax treatment of
eatly retirement schemes. In Austria the reduction in pension is increased when retiring at
an early age, and this 1s combined with the introduction of allowances for elderly workers
taking up part-time work and more flexible working schemes.

Only a few countries have made efforts to ease regulation of hiring and firing in order to
achieve more flexibility. However, in some countries the recourse to atypical employment
contracts has created some de facto flexibility. In Portugal the growth of fixed-term
contracts was 12.3 per cent in 1999, compared to a 1.4 per cent increase in permanent jobs,
which may be an mdication of the need for greater flexibility. Similar developments have
been noted in France, Italy and Spain. In Greece, lay-off rules have been relaxed for
medium-sized and large firms. Italy has improved the possibility of fixed term contracts,
while Germany has introduced a justification requirement if such contracts are to be
prolonged.

Four member states have taken steps to change disability pension schemes. Austria increases in-
work benefits for disabled by 73 million euro in 2001, and abolished the possibility to enter
the early retirement scheme due to disability. In Denmark an agreement was reached in
2000, which will be effective by January 2003. One purpose is to give disabled people an
opportunity to work — preferably in ordinary jobs and if this is not possible then in special
subsidized jobs — instead of receiving a passive benefit. In the Netherlands a reform of the
social system is in the pipeline, and in Luxembourg a working group has tried to reach
agreement about a disability pension reform, but so far unsuccessfully.

Modernisations of Public Employment Services (PES) are underway in Greece and Italy. In
Greece the reform will complete the shift from passive to active employments services,
whilst 1 Italy the reform aims to delegate responsibility to the regional level.

Very few steps have been made to improve the wage formation process in order for it to better

reflect differences 1 skills, qualifications and regional employment conditions. In some
Member States, and particularly Germany, greater wage differentiation can be noted
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because of increasing numbers of opening clauses agreed upon in the wage negotiations
and of companies operating outside collective bargaining agreements.

In the Netherlands new legislation provides for more flexible working hours. Different
measures have been taken to increase part-time work as a substitute for being entirely out
of work.

In a number of other countries working hours are on the other hand being shortened, implying a
reduction of labour supply. In Denmark the wage round in 2000 realised the initial step
taken in the 1998-wage round towards increasing vacations from 5 to 6 weeks per year. In
France the implementation of the reduction of working hours continued in 2000. Germany
adopted a law, which gives employees the right to change from full- to part-time work, if
the employer does not reject such a change on the basis of firm-specific reasons. In Greece
a new package included a tightening of legislation on over-time. Greece increased the
minimum wage for part-time workers and has a proposal under consideration, which
provides supplementary benefits for long-term unemployed who find a part-time job.

3.5. Promoting the transition to the knowledge-based society

The fast diffusion and increasing use of ICT and growing importance of immaterial assets
such as knowledge and human capital for productivity growth mmplies new challenges for
structural policy, ¢f. section 2.3 and annex III. To speed up and ensure a smooth transition to
the knowledge-based society, efforts are required by Member States in areas such as the
regulatory framework for electronic communication and transactions, skill formation and
R&D and innovation. Moreover, the use of ICT by the public sector has the potential to
enhance the efficiency and quality of the public administration and the services provided by
the public sector.

Several policy programmes are already in place at the Community level to promote R&D
and ICT. For example, the Commission’s eEurope Initiative, launched at the Helsinki
European Council in December 1999, dealt comprehensively with ICT issues. The EU has
also introduced several more specific measures: a recommendation on local loop
unbundling in telecommunication, a package of legislative proposals designed to strengthen
competition in the electronic communications markets as well as the Electronic Commerce
Legal Framework Directive. These programmes and measures provide important support
to and complement national mitiatives.

All Member States have in recent years adopted programmes of a similar nature to the eLzurope
Initiative. Common for these programmes is a comprehensive approach, comprising the
development of telecommunications infrastructure, regulation of ICT, e-government,
access to the new technologies, skill formation and creation of knowledge and skills to
support the use of ICT. Specific targets and deadlines are included in most programmes in
accordance with the Lisbon conclusions. Some Member States such as Finland, Ireland and
Italy have created commissions or advisory board to assess and supervise on the
mmplementation of the actions plans, and in the Netherlands procedures for biannual
assessments have been established.

Regulatory framework for electronic communication and transactions

The /liberalisation of telecommunication markets has not only contributed to the improvement of
traditional services but also Internet access in the form of an increased selection of services
and lower access prices, ¢f. section 3.1. These developments have increased the use of the
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Internet and mobile telephones, which are the first mass scale applications of digital
communication. However, a few Member States have not yet fully liberalised the market,
and further measures are required in many countries to ensure competition in the local
loop, which is a precondition for low internet access charges.

There are other means of providing high-speed internet access than the ordinary telephone
network, however. It will be a regulatory challenge in the future to ensure that alternative fast
broadband connections are offered to customers at low prices. Thus, TV cables, the next
generations of wireless connections and even electricity grids can compete with traditional
telephone lines as a channel to the Internet.

Although much of the needed znfrastructure for ICT is provided for by private sector
mvestments, some Member States have taken an active role in upgrading networks either
generally or for more specific purposes. Belgtum will in 2001 establish Giganet which 1s a
fibre optic network linking universities with the trans-European rapid research network.
Ireland and Sweden will provide broadband networks in regions that would otherwise be
excluded due to lack of commercial viability, and the Netherlands is preparing for an
acceleration of the distribution of dense fibre optic networks.

The other main area of regulation relates to the use of the Internet. The framework conditions
for e-commerce are gradually improving. Many Member States such as Ireland, Luxembourg,
Portugal and the UK have already transposed, at least partially, the EU directives on e-commerce
and e-signatures. Germany will transpose these directives in 2001, when also France will
transpose the e-commerce directive as part of a general law for regulating internet
transactions. The remaining Member States have or will take similar step to strengthen the
regulatory framework.

Other measures have been introduced to ensure that transactions over the Internet are
considered to be safe from the point of view of consumers and businesses. Germany has
launched an mitiative, “Security 1 the Internet and in the Information Society” and will
adopt an improved version of the law on data protection for the users of online-services.
Legislation to protect personal data has been introduced in the Netherlands and will be
enacted in France in 2001. A French commission has in the same vein suggested that a
European data protection label be introduced. In Germany and the UK, distance selling
regulation came into force in 2000. Austria created an Internet Ombudsman in 2000 who can
award an e-commerce quality label to companies satisfying certain conditions, and similar
labels are underway in Denmark. More directed towards the providers of internet services,
France will adopt measures to strengthen copyrights and related rights in 2001, as Ireland
did in 2000.

However, as e-commerce 1s still in its infancy in Europe there exists a trade-off that needs
to be carefully balanced. On the one hand, consumer interests must be secured but, on the
other hand, regulations must be flexible enough for businesses seeking new avenues for
profitable trade. Much can thus be achieved in terms of transparency and consumer rights
through self-regulation among companies offering products on the Internet. Alfernative
dispute resolution (ADR) mechanisms, aimed at easing the trade-off, are being introduced in
several Member States. The UK government’s intention to enhance flexible co-regulation
as well as to create a national “clearing house” that will give consumers access to ADR
schemes across Europe is a promising avenue. Similarly, the French government is engaged
mn a dialogue with the private sector and interest groups on how to establish a system of co-
regulation, where responsibilities are shared between government and the sector itself.
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Promoting use of and access to ICT for all

Central to the efforts of all Member States 1s the wish to limit as much as possible the
digital divide. Unless specific actions are taken, there is a risk that ICT and the Internet can
create social exclusion along, e.g., the level of educational attainment.

The best way to avoid the digital divide in the longer term is to introduce ICT at all levels in
the educational system, from the 1% grade to the highest university degrees. All Member States
are pressing on with the task of linking all schools, pupils and students to the electronic
highways and have set specific deadlines and targets for, e.g., the number of students per
PC. Private sector contributions to the computerisation of schools through sponsorships
are being encouraged trough tax relief and other incentives in, e.g., Germany and Italy.
Obtaining the hardware is only one step, however, and programmes for upgrading the skills
of teachers have been initiated in, e.g., Greece, Italy and Portugal, while Denmark has set a
target of integrating the use of ICT 1m the curriculum of all courses at all levels. Germany
has changed the curriculum for many vocational training courses and established new ones
accounting for the new jobs being created as a consequence of the ICT diffusion.

Enabling /fe-long learning is of particular importance m relation to a fast-changing technology
such as ICT. Luxembourg has adopted a new law on life-long learning that came into force
in January 2001. Member States such as Germany and Ireland have stepped up efforts to
include ICT in relevant coutses for further education, and adult education in Sweden has
been oriented more towards ICT with close to 20 per cent of participants in the Adult
Education Initiative studying either computer science or computer technology. The UK
offers free training in basic ICT skill to the unemployed and people with low skills. To
mncrease the general awareness of the possibilities of ICT, Belgium has carried out a road
show that could be attended by the general public, and new road shows targeted at SMEs
and schools are underway.

For those who have already left education, free internet access 1s 1 most countries, e.g. France
and the UK, provided in libraries, while Ireland also offers internet access in Social Benefits
Offices. Ireland is funding PCs for communities, and the UK has in 2000 also initiated the
creation of a new network of online centres, which 1s expected to encompass 6,000 centres
by 2002 that besides access also offer advice and training if needed by the users.

The mitiatives mentioned so far have primarily addressed the 1ssue of the digital divide and
the risk of social exclusion, but another common challenge for all Member States is to
increase the number of specialists with capabilities within science and technology, but also new
areas such as multimedia. Suffering from lack of applicants to science and technology
departments at institutions of higher education, several Member States such as Germany
and Ireland have initiated awareness campaigns, often in close cooperation with the private
sector.

New institutions and courses are being created at the level of higher education. E.g., Denmark
established in late 1999 two ICT colleges and introduced new specialised ICT courses with
a duration of two years. As part of an overall strategy, Italy plans to establish 15
laboratories and courses 1 economics and ICT, 5 university-based centres of excellence
devoted to ICT, and 40 public multimedia training centres before the end of 2001. In
Sweden a new IT-university is planned to open 1 2001, and the existing I'T branch of the
Royal Institute of Technology 1s expected to educate 10,000 students within the next five
years.
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Other measures to promote the diffusion of ICT include the German D-21 Initiative,
which 1s based on public-private partnerships to develop projects and campaigns with a
high PR effect to accelerate the distribution and use of ICT. A number of Member States
such as Greece, Italy, Spain and Sweden give tax relief to companies supplying their
employees with ICT equipment. Greece and Spain has in addition introduced a range of tax
measures to encourage business investment related to ICT, internet access and the
development of web-sites and e-commerce activities.

These tax incentives to business ICT use represent an exception, as most measures to
promote access to and use of ICT are targeted at either improving framework conditions
or at individuals. Using direct fiscal incentives to promote specific technologies in
production as well as in consumption should, however, be carefully considered. The costs
m terms of lost revenue and distortionary effects on prices should be assessed against the
additional social benefits that are achieved. It is generally to be expected that the demand
for ICT, especially by enterprises, is socially appropriate.

However, SMEs may face high costs and other barriers to adopting the new technologies and
exploiting their possibilities. To address this problem, some Member States such as Austtia,
Germany and the UK have established units or centres of excellence to advice and assist
SME:s in areas such as setting up an e-commerce business.

E-government

All Member States are developing e-government in a wide range of areas of which some such as
making public procurement more efficient and reducing the administrative burdens of
enterprises, have already been mentioned, ¢f. sections 3.1 and 3.2. Much effort has already
been made in all Member States to establish Internet portals providing access and links to
public authorities and information on many aspects of the public sector. Similarly, all
countries are gradually creating possibilities for submitting forms, e.g. for taxation or
application for support and grants, using the Internet. These initiatives increase the
transparency of the public sector and reduce the burden associated with the administrative
requirements that the public sector lays upon citizens and businesses.

The list of possible uses of the new technology to enhance the efficiency and quality of
public administration and the services provided by the public sector 1s long, and the
potential probably not fully appreciated yet. To explore and develop the full use of
electronic business and legal transactions, Germany has launched a pilot project, ¢f. box 3.9.

Other initiatives within the framework of e-government include the creation of an
electronic job exchange within the Austrian public employment service, and the launch of a
Danish data base containing all public sector vacancies. Belgium has established a pilot
project to create virtual courts and allow for the electronically submission of legal
documents.
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Box 3.9. Good practice: Creating a knowledge-based society through e-
government, e-commerce and e-procurement

Most Member States have accelerated their effort in the previous year to provide an information society for
all. This includes for example public procutement on-line and the introduction of digital signatures to
facilitate e-commerce. There are several positive effects. Public administration is becoming more efficient and
citizen-friendly, enterprises are becoming more flexible and productive and the working and living conditions
for citizens are improving.

One interesting example to improve the electronic interaction between citizens, business and public
administration is the “MEDIA@Komm” project in Getmany. This pilot project aims to facilitate the
development and use of electronic business and legal transaction. The broad use of the digital signature plays
a key role.

The first step was to develop a comprehensive concept of “digital town halls” and “digital market places” in
the framework of a broadly designed multimedia competition. The concept was based on close public-private
partnerships, and the three winners were selected by an independent panel. The concept has been
implemented in Bremen, Esslingen-Ostfildern and the town association Nuremberg-Bayreuth-Erlangen-
Firth-Schwabach as pilot projects.

With the implementation of the “MEDIA@Komm” project, citizens no longer need to go to the town hall to
make changes in for example legal notifications and status. This can now be made by themselves on the
internet using digital signatures. Students gain from for example electronic student ID cards and digital
university records. Construction projects have become more transparent and quicker through the use of
digital tender. The digital network is offering investors and start-up entrepreneurs comprehensive support in
one-stop shops.

The result of the pilot project has been a substantial reduction in administrative burden for citizens and
enterprises.

Several other member states have taken similar measures to facilitate the transition to a knowledge-based
society, e.g.. the “e-Austria in e-Europe” project and the “Internet initiative” in Portugal.

Strengthening the level and return to R&D and innovation

The production and diffusion of knowledge is a key driver of productivity and wealth
growth. Overall the EU lags behind the US and Japan in terms of the overall resources put
mto research and development activities, and initiatives to reduce the European shortfall
are needed."

The shortfall in total R&D expenditures in the EU can primarily be attributed to the
private sector, while on average there is no shortfall i public R&D 1 expenditures in the
EU countries. However, substantial differences exist between Member States with respect
to the share of GDP that 1s allocated to public research. Three Member States with public
R&D expenditures below the EU average — Italy, Spain and the UK — adopted comprebensive
plans to strengthen public as well as private Re>D 1n 2000. Combining increased funding to
public research institutions, incentives for private sector research and increased
cooperation between the private and public sector, the Italian plan aims for an increase of
total R&D expenditure of 82 per cent within the next six years, and Spain aims at reaching
a level of R&D and mnovation corresponding to 2 per cent of GDP in 2003.

Although the level of public sector research is adequate in many Member States, much can
be done to improve the output in terms of quality and diffusion to exploit the potential benefits in

" R&D was a special topic in last year’s Annual Report of the EPC, and the focus is therefore here primarily
on initiatives adopted in 2000.
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terms of new innovation products and processes. Concentrating resources to achieve a
critical mass, redirecting existing funding and increasing the awareness of public researchers
to the needs of society are important means in this respect. Sweden changed in 2000 the
structure of research agencies to further cooperation between different research areas,
improve the diffusion of results and strengthen research in priority areas such as
biotechnology, educational science and ICT. Other Member States such as Belgium and
France have increased funding specifically for public research in ICT. The UK boosted
research in new areas such as genomics, e-science and basic technology, and allocated
substantial funds to improve research infrastructure, and the Irish National Development
plan mcludes, among much more, a fund for strengthening research infrastructure in niche
areas with an initial focus on projects within ICT and biotechnology.

Taking a somewhat broader approach to R&D, the establishment of Medial.ab Europe in
Ireland and Learningl.ab Denmark in 2000 represents a novelty. Both Labs are mspired by
and cooperate closely with the MIT Media Lab. By bringing together persons from public
research and educational institutions, private sector companies and various individuals the
basic idea is to create a research culture different from that which exists in traditional
research environments. In Ireland, the focus is on forming the entrepreneurs and leaders of
tomorrow within communications, multimedia and the learning arts and sciences. In
Denmark, the focus is directed towards new methods of learning and competence
formation.

Increasing the collaboration between public research institutions and the private sector 1s key to the
exploitation of new knowledge. Many Member States have established centres of excellence
to bridge the gap between the two sectors. Germany and the UK have in 2000 introduced
new innovative measures to strengthen the links between the public and private sectors, ¢f.

box 3.10.

While most efforts are put into improving the framework conditions for private sector
R&D, some measures rely on direct public financial support to the private sector. In recent
years, several Member States have used fZax incentives to increase private sector R&D. In
2000, Austria decided to increase the tax allowance for private sector R&D and unify the
tax treatment of own and outside research. The introduction of tax incentives is one
element of the overall Spanish plan.
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Box 3.10. Good practice: Improving the links between universities and business
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4. Implementation of the Broad Economic Policy Guidelines

According to the Treaty, Member States are required to regard their economic policies as a
matter of common concern and shall coordmate them within the Council within the
context of the Broad Economic Policy Guidelines. The BEPGs draw together and direct
the different processes of economic policy coordination, which include the Cardiff
multilateral review of economic reforms, the Luxembourg coordinated European
employment strategy and the Cologne macroeconomic dialogue, by putting forward an
integrated view.

The Ecofin Council in its report on economic policy coordination submitted to the
European Council in Helsinki asked the EPC to carry out a rigorous peer review of the
implementation of the country specific BEPGs dealing with structural policies.!? This
review has been carried out on the basis of 2 Commission assessment.

The 2000 BEPGs consisted of two sets of recommendations. The first were general
recommendations addressed to economic actors in all Member States. The second set was
country-specific recommendations. These highlighted the areas which the Council
considered to be the most important for action in each Member State.

The present report only examines the implementation of these country-specific
recommendations relating to structural policies which the Council has adopted in 2000. It
does not specifically examine the implementation of general guidelines and those guidelines
dealing with macroeconomic and budgetary issues. A more in depth examination of the
implementation of the BEPGs, also covering the general recommendations, is provided for
in the Commission’s Implementation Report.

Last year’s BEPG reflected to a large degree the new strategy as agreed by the heads of
State or Government in Lisbon. They focused in particular on the medium and long-term
implications of structural policies and on reforms aimed at promoting economic growth
potential, employment and social cohesion as well as on the transition towards a

knowledge-based society.

Taking all fifteen Member States as a whole, most of the country-specific
recommendations have been at least partially implemented. Nevertheless, the degree of
mmplementation varies between policy areas and Member States.

Progress has been strongest in areas such as: implementation of Single Market legislation; reducing
the administrative burden for businesses; liberalising telecommunications and to a lesser
degree electricity markets; remnforcing the powers of competition authorities; stimulating
private sector involvement in R&D; reductions of the tax burden on labour and
implementing a preventative approach to tackling youth and long-term unemployment.

Progress has been weaker in areas such as: implementing and enforcing public procurement rules;
enhancing competition in the transport, gas, postal services and some other network
industries; reducing barriers for investment in risk capital; reforming benefit systems;
reviewing employment protection legislation and enhancing wage-flexibility.

12 Report by the Ecofin Council to the European Council in Helsinki on economic policy coordination:
Review of instruments and experience in Stage 3 of EMU, 29 November 1999.
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Box 4.1. 2000 country specific recommendations on product, capital and labour
markets

Austria: (1) accelerate transposition of Single Market Directives in public procurement (2) accelerate regulatory
reform in energy and transport sectors (3) encourage involvement of private sector in R &D and support
technology transfer between public and private research (4) upgrade supetvisory framework and improve
corporate governance by, inter alia, pursuing privatisation and develop fiscal incentives for equity and risk capital
investments (5) implement actions put forward in 1998 Risk Capital Action Plan (6) increase eatly retirement age,
review benefit systems and prevent rising unemployment among older workers, and (7) reduce taxes on labour in
particular for problem groups.

Belgium: (1) increase competition in services, especially in energy, telecommunications, rail transport and
business services (2) speed up liberalisation in networks and strengthen regulatory authorities (3) implement and
monitor measutes aimed at treducing administrative burden for businesses (4) increase transparency of
relationships between public and private sectors (5) improve fiscal environment to encourage ptivate venture
capital and restructure corporate tax system (6) promote labour mobility and encourage social partners to further
allow wage negotiations to better reflect local labour market conditions or/and financial situation of enterprises;
social partners and public authorities should pay attention to upgrading skills and improving educational
attainments of labour force (7) reinforce active labour market policies, review the potential disincentive effects of
tax and benefit systems on employment.

Denmark: (1) strengthen and apply competition policy (2) continue to improve efficiency of public sector, for
example by systematic use of public tendering (3) increase technology transfers from research institutes to
businesses (4) reduce constraints on pension funds investment to increase venture capital (5) give attention to
good-practise examples put forward in 1999 Risk Capital Communication (6) reduce fiscal pressure on labour,
apply and monitor measutres to increase labour supply.

Finland: (1) increase competition in a range of sectors, especially in distribution sector and consider reforming
the competition law (2) further open up market for public setvices (3) give attention to examples of good practise
put forward in October 1999 Risk Capital Communication (4) continue with efforts to encourage investment by
institutional investors in equity markets (5) review the benefit system in order to increase job availability, make job
search more effective and increase the incentives to take up job offers, and (6) reduce tax burden on labour.

France: (1) improve implementation of Single Market legislation; increase transparency in public procurement
procedures (2) avoid granting large ad hoc aid (3) widen liberalisation of network industties, particulatly the energy
sector (4) continue efforts to simplify formalities and encourage innovation (5) facilitate investment by
institutional investors in stock markets and in venture capital (6) pay attention to examples of good-practise put
forward in October 1999 Risk Capital Communication (7) putsue measures to reduce fiscal pressure on labout,
especially those designed for unskilled and low-paid workers (8) review employment protection legislation in order
to assess its impact on unemployment (9) monitor the 35-hour week reform so as to avoid adverse effects on
wage costs, labour supply and work organisation.

Germany: (1) ensure increased opening-up of public procurement, promote electronic access to public tenders (2)
liberalise advertising regulations (3) improve competitive structures and efficiency by privatisation (4) reduce State
aid (5) review the new agreement on electricity payments (6) reduce restrictions and administrative burden on
SMEs (7) give consideration to examples of good practice put forward in October 1999 Risk Capital
Communication (8) reassess labour market policies towards the eastern part of the country (9) reduce taxes on
labour and social security contributions, continue policy of shifting taxation to eco-taxes (10) promote labour
market participation, especially among older workers, by reducing disincentives within tax and benefit system.

Greece: (1) improve transposition and implementation of Single Market legislation (2) speed up liberalisation of
telecommunications, electricity and gas sectors (3) promote business start-ups (4) increase R &D and ICT
diffusion and stimulate private sector involvement in R&D financing (5)speed up implementation of 1998 Risk
capital action plan (6) prevent increases in long-term unemployment, complete reforms of employment setvices,
implement preventative policies and reform the education and training system (7) ensure implementation of
labour market reforms, especially regarding extension of part-time work and flexible working time, and (8) review
wage formation system.

............ continued on the next page
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Box 4.1. Continued.

Ireland: (1) give the Competition Authority powers to enforce Articles 81 and 82 of the EC Treaty and achieve real
strengthening of competition policy (2) liberalise further transport sector (3) develop start-up and eatly-stage
venture capital (4) Monitor wage developments to ensure maintenance of employment growth (5) adopt
comprehensive strategy to increase patticipation of women in labour market.

Italy: (1) improve implementation of Single Market legislation, especially for public procurement (2) reduce non-
agriculture state aids and improve its structure (3) simplify regulatory environment for companies (4) promote R
&D and innovation (5) encourage development of venture capital (6) improve unemployment benefit system,
increase flexibility of employment protection legislation, tighten eligibility for pension and other benefit schemes
and ensure propet job availability requirements and incentives to participate in active labour market programmes (7)
enhance labour market flexibility and wage flexibility (8) continue efforts to reduce taxation on labout.

Luxembourg: (1) speed up implementation of Single Market regulations, especially in transport, motor vehicle,
plant-health checks and socials affaits (2) adopt new competition law permitting authorities to enforce Atticles 81
and 82 EC (3) create conditions for catching up to the most recent developments in information society (4)
continue efforts to increase the employment rate and review tax-benefit system in order to remove disincentives to
work.

Netherlands: (1) progress in enforcing public procurement directives (2) pursue further regulatory reform and
privatisation process in order to introduce competition in network industries (3) raise involvement of private sector
in R & D and encourage technology transfer between public and private research (4) encourage eatly stage
investments, give consideration to examples of good-practise put forward in October 1999 Risk Capital
Communication (5) continue efforts to improve tax-benefit systems and reduce number of persons supported by
passive income support schemes.

Portugal: (1) improve transposition of Single Market regulations, especially in transport (2) reduce state aids and
bring competition law into line with EU legislation (3) reduce costs of administrative procedures, especially for
SMEs (4) promote R & D and ICT diffusion (5) make efforts to develop venture capital, in particular by focusing
on the tax framework (6) improve education and training and provide adequate benefit systems (7) implement laws
aimed at improving labour market performance and flexibility (8) encourage partnership among social partners.

Spain: (1) continue implementation of 1999 competition law reforms (2) reduce sector-specific state aids (3)
reinforce competition in networks, remove restrictions on land supply and bring price of water closer to treal costs
(4) reduce administrative burdens, especially for SMEs (5) make effort to develop venture capital markets to
increase eatly-stage investment (6) review wage formation system and the regional-local enforcement of the welfare
system, and improve functioning of the housing market to promote labour mobility and tackle regional disparities in
unemployment (7) improve efficiency of active labour-market policies with particular emphasis on technical training
and review tax benefit system (8) reduce weight of temporary contracts by reviewing tight job-protection and
lowering barriers to dismissal

Sweden: (1) give the competition authorities powers to enforce Articles 81 and 82 of the EC treaty and increase
competition in retail distribution, construction and pharmaceuticals (2) improve competition in railways and air
transport (3) pursue initiatives to enhance efficiency in public procurement and provision of public setvices (4)
facilitate access of small non-high-tech companies to risk capital and give considerations to examples of good-
practise put forward in October 1999 Risk Capital Communication (5) further reduce taxes on labout, in particular
at the lower end of the wage distribution (6) further review benefit and assistance schemes.

United Kingdom: (1) monitor and reinforce measures to tackle problem of declining R & D, low innovation, skill
shortages and high failure rate of SMEs (2) develop a long-term plan for transport (3) stimulate investment of
pension funds in venture capital (4) make further efforts to deal with regional unemployment differences and
reinforce preventive strategy against long-term unemployment.
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Below, only those areas of country-specific recommendations are highlighted in which the
respective Member State has made most progress and those where more needs to be done.
A more comprehensive assessment addressing all country-specific recommendations will
be made in the Commission’s implementation report.

It should be borne in mind that the assessment made below does not refer to the economic
performance of individual Member States. It only examines whether a Member State has
taken action since the adoption of the BEPG recommendations last year to address
problems identified in 2000 by the Council. Moreover, the fact that a particular country has
made good progress in addressing a specific recommendation does not necessarily imply
that the country is among the frontrunners in that area. It could just reflect that overdue
reforms were finally being implemented, which of course in itself should be appreciated.
Finally, one should also bear in mind that the importance of individual recommendations,
the challenges implied and the time required to address those and to mitiate policy changes
might differ considerably.

Austria: A number of measures have been taken to improve the employment rates of older
workers and to reduce the tax burden on labour. There has been a reform of the statutory
pension system to decrease incentives for early retirement. It includes a gradual increase in
the eatly retitement age by a total of 18 months, penalty/reward for taking eatly
retitement/postponing tetitement, and the abolition of eatly retitement due to reduced
ability to work. The tax reform in 2000 reduced the tax burden on labour by lowering
mcome tax rates, and the size of the reduction 1s more pronounced at the middle to lower
end of the income distribution. More progress has to be made in the area of transposition
of Community legislation as two directives have still to be transposed in the area of public
procurement. The value of calls for tenders published in the Official Journal remains below
the EU average and has even decreased. Overall Austria showed progress in implementing
its country-specific recommendations.

Belginm: Progress has been made to increase competition i some of the network mdustries
(telecoms, electricity and gas). Competition has been enhanced through a number of
measures. However, prices in these sectors remain above the EU-average. They started to
decrease very recently and the decline should continue in the next months. Nevertheless,
specific problems are still to be solved in these sectors. A number of new initiatives have
been prepared in order to reinforce active labour market policies. The government has
launched a proposal for a comprehensive income tax reform, which should eventually
contribute to a substantial cut in income tax. Nevertheless, little progress has been achieved
m promoting wage flexibility. The recommendation to increase the transparency of the
relationships between the public and private sectors has also not been fully addressed, even
though the issue is under examination. Overall Belgium showed some progress in
implementing its country-specific recommendations.

Denmark: Amendments to the competition law have been enacted, introducing merger
control and giving powers to the Competition Council to enforce EC Articles 81 and 82
and efforts have been made to increase the efficiency of the public sector. The tax reform
aimed at reducing the marginal tax rates for lower earnings 1s in process, complemented by
targeted measures for groups of workers who are likely to benefit most from increased
economic incentives. Some new initiatives have been floated and existing ones have been
expanded in order to strengthen ties between science and industry. However, more
progress could be made m implementing recommendations contained in the Risk Capital
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Communication, e.g. concerning bankruptcy. Overall Denmark showed progress in
mmplementing its country-specific recommendations.

Finland: Progress has been made on promoting institutional investment in the equity
market. Tax reforms which are scheduled for the period 1999-2003 will entail significant
reductions in the tax burden on labour. A significant reduction of the marginal effective tax
rate will take place in 2001. Little progress has been achieved m the field of public
procurement. The share of public procurement published in the Official Journal remains
below the EU average. Local authorities seem particularly slow to open up procurement
and the provision of setvices to private competition. Although amendments to Finnish law
are envisaged, the competition authorities have not been given the power to enforce EC
Articles 81 and 82 so far. Overall Finland showed some progress in implementing its
country-specific recommendations.

France: Tax cuts were announced aimed at facilitating business transfers and business
creation. In order to support R&D, the government launched a series of measures to
encourage collaboration between public and private fields. Good progress has been made
in reforming tax-benefit systems to avoid unemployment or poverty traps. Ad hoc aid has
started to decline according to the most recent data. However, the level of these ad hoc
aids, when expressed as a share of GDP, remains above the EU-average. Moreover, no
review of employment protection legislation has taken place in the last year. Overall France
showed some progress i implementing its country-specific recommendations.

Germany: A number of measures to help SMEs and reduce administrative burden for
businesses have been taken. In December 2000 in view of the new E-commerce directive,
the government decided to abolish restrictive advertising regulations. Moreover, tax
reforms shifting the burden from labour to eco-taxes will reduce the fiscal pressure on
labour. The government has started to critically assess policies towards the eastern part of
the country. Some problems concerning public procurement still need to be addressed as
the value of tenders published in the Official Journal as a percentage of GDP declined to a
level less than half the EU average. Overall Germany showed progtess in implementing its
country-specific recommendations.

Greece: Considerable progress has been made to promote the risk capital market. The
amount invested in the market has increased threefold m 1999 compared to 1998.
Moreover, a new market for SMEs should be operating since 2001. However, the
transposition record and implementation of the single market legislation remains the
poorest in the EU. Some programmes to tackle youth and long-term unemployment are in
place, but in general reforms in the labour market proceed slowly. Overall Greece showed
some progress in implementing its country-specific recommendations.

Ireland: There has been a substantial increase 1n the absolute amount of venture capital. The
Government announced proposals to strengthen competition and mergers legislation and
proposals for the regulatory reform of public transport. Several measures have also been
taken in order to increase participation of women in the labour market. However, wage
developments cleatly exceeded the original pay terms of the Agreement in 2000, and the
possibility of a further wage drift cannot be excluded. Overall Ireland showed progress in
implementing its country-specific recommendations.

Italy: Implementation of Single Market legislation improved significantly. In particular, all
directives on public procurement have now been transposed. Significant steps have been
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taken to reduce the tax burden on labour. Moreover, the government stepped up its efforts
to improve the regulatory and administrative environment for businesses. These are
mplemented in the framework of the wide-ranging reform process of the public
administration launched in 1996. However, Italy’s performance in R&D and innovation
remains weak. Some initiatives have been launched but despite a modest increase, R&D
expenditure as a per cent of GDP continues to remain lower than the EU-average. The
level of non-agricultural state aid 1s declining substantially, but is still among the highest in
the EU. Its composition 1s improving as aid is being shifted towards objectives such as
reductions in regional differences. Overall Italy showed progress in implementing its
country specific recommendations.

Luxcembonrg: The “eLuxembourg” programme has been adopted as a means to catch-up to
the developments in the information society. Thanks to free internet providers, mnternet
penetration has increased and is now above the EU-average. However, ICT expenditure,
despite an increase, remained just below the EU-average. The announced tax reform will
reduce taxation on labour significantly. A new competition law permitting a more active
competition policy by the authorities is being discussed but still needs to be adopted and
mmplemented. Overall Luxembourg showed good progress in implementing its country-
specific recommendations.

The Netherlands: Several measures have been taken to encourage labour supply, in particular
with regards to women and older workers. The reforms to support the involvement of the
private sector in R&D which were announced m June 1999 are being carried out. Good
progress has been achieved in transposing Community directives on public procurement.
All Community directives have been transposed and no reasoned opinions have been
recently issued. Nevertheless, the value of tenders published in the Official Journal as a
percentage of GDP remains relatively low. Also competition in the cable network sector
should be strengthened and some further progress in transposition of directives in the area
of transport would be desirable. Overall the Netherlands showed good progress in
mmplementing its country-specific recommendations.

Portugal: In 2000 Portugal continued the process of simplification of administrative
procedures for companies and the improvement of public services for businesses. The
burden on companies including SMEs seems to have been substantially reduced. A wide
number of programmes have been undertaken in the field of ICT. Private sector
mvolvement in R&D has been promoted through tax incentives. Encouraging progress has
been made to improve partnership among social partners and the government who have
sighed an Agreement on Labour Policy, Labour Markets, Education and Training.
Although some progtess in the implementation of Single Market legislation has been made,
as reflected by a continuous decrease of the percentage of directives not yet implemented,
Portugal’s transposition record is still the third worst in the EU. Also the overall level of
state aid as a percentage of GDP continues to remain above the EU average and decrease
only at a relatively slow pace. Overall Portugal showed some progress in implementing its
country-specific recommendations.

Spain: Very good progress has been made to reinforce competition in network industries, in
particular telecommunications, electricity, gas and liquid hydrocarbons. Among the main
measures, the limitation of distribution expansion for main operators and the establishment
of restrictions on cross-holdings should be underlined. The government has taken
additional decisions to reduce the administrative burden for businesses. A Plan to Simplify
the Regulatory Framework for SME Competitiveness has already brought a number of
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changes. Sector-specific aid seems to have decreased substantially in recent years. Good
progress has been made to give the Competition Tribunal new powers to monitor state
aids and to initiate competition cases. By contrast, less progress has been made in
reforming labour markets. Even though there was a substantial increase in expenditure on
active labour market policies, little attention seems to be devoted to ensuring their
efficiency. Moreover, no significant steps have been taken to allow collective bargaining to
take into account productivity differences between regions. Overall Spain showed progress
in implementing its country-specific recommendations.

Sweden: A number of measures have been taken which lowered the tax burden on labour,
some of which affect in particular lower paid workers. Many measures have also been taken
in the area of benefit and assistance schemes with the aim of preventing long-term
unemployment, and of improving the environment for working parents. The competition
authority has been given powers to enforce EC Atticles 81 and 82. Some measures
concerning public procurement, including facilities to allow tenders and applications for
tenders to be submitted via Internet, have been adopted. However, non-compliance with
regulations on public procurement remains a problem at the local level. More progress
could be made to improve competition mn railways and air transport. Overall Sweden
showed good progress i implementing its country-specific recommendations.

The UK: A number of measures have been taken to tackle the problem of declining R&D as
a percentage of GDP and the trend was indeed reversed i 1999. The government
launched a programme “Transport 2000: the 10 Year Plan” which 1s designed to improve
unsatisfactory conditions in some areas of the UK transportation system. A number of
efforts to tackle concentrated unemployment and jobless households have been pursued.
No measures have been taken yet regarding the stimulation of pension funds’ investment.
This issue is being examined in the Myners review of institutional investment which will
report in early 2001. Overall the UK showed good progress in implementing its country-
specific recommendations.
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Annex |
Benefits for consumers and citizens

Economic reforms aim at improving the functioning of markets

Economic reforms are changes in the economic policy framework aiming to improve the
functioning of product, capital and labour markets as well as reforms of the public sector.
Well functioning markets are characterised by flexibility, so that among other things:

*  Productive resources such as labour, capital and natural resources are being used where
the social return of their use is the highest possible.

* New enterprises can enter any sector without facing barriers, and individuals can
obtain employment in any business.

* Compantes can produce the goods and services that are demanded by consumers,
other companies and the public sector, and develop new products and services based
on the generation of new knowledge.

However, these characteristics represent an idealistic situation and regulation 1s often
required to counteract real-life market imperfections that may lead to undesirable
outcomes, and public intervention 1s needed to achieve desired social objective as regards
equity, in a broad sense, and the security of individuals as regards specific events such as
lness, unemployment etc. The challenge of economic reform is to achieve the social
objectives while maintaining market efficiency.

Economic reforms are constantly ongoing processes that must respond to changes in
economic conditions such as increased internationalisation, to changes in technology like
the development of the Internet or to demographic changes such as the ageing population.

Well functioning markets provides economic benefits for consumers and citizens
The European reform agenda 1s comprehensive and have addressed problems in all areas
of product, capital and labour markets as well as the efficiency of the public sector, and
there is much evidence on the positive effects that have resulted from the already
mmplemented reforms.

In product and capital markets, creating the single market, strengthening and enforcing
competition legislation and liberalising entry and prices in previously restricted markets,
such as utilities and other network industries, has been at the very heart of the reform
process in Europe. Among the consumer benefits that have resulted from the reforms are:

* Several studies of the liberalisation of sectors like telecommunications, transports,
distribution, building and construction, energy and financial services confirm that well-
designed economic reforms have increased the productivity of enterprises, which in
turn has resulted in lower prices, services of a higher quality and in some instances a
wider range of products.”’

* By increasing competitive pressures, economic reforms have also led to an improved
allocation of resources and thereby to higher economic growth and income levels. A
first evaluation of the impact and effectiveness of the single market confirms that there
have been large micro and macroeconomic effects resulting in 1.1-1.5 percentage point

13 For an overview see OECD, The implementation and the effects of regulatory reform: Past experience and current issues,
2000.
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higher Community income."* OECD studies on regulatory reforms show that long-
term (15-20 years) potential output gains varied from 1 to 6 per cent depending on the
points of departure for different countries.

*  FEconomic reforms are also likely to have dynamic effects. Reducing barriers of entry
promotes competition and put downward pressure on profit margins and prices. To
stay in business, companies will have to be constantly innovative improving existing
and creating new products and production processes through, e.g., increased R&D
efforts. This improves the prospects of long-term productivity and income growth.

The higher production levels achieved through reforms of product markets have had a
direct impact on employment. The creation of the single market is thus estimated to have
created between 300,000 and 900,000 new jobs in the EU."” Howevet, an even larger
beneficial effect on employment has come from the reforms of labour markets in recent
years as evidenced by the reduction in the estimated structural unemployment rates and the
increased employment rates in most Member States. Labour market reforms have aimed at
changing tax-benefits systems, improving active labour market policies, making labour
market regulation and institutions more flexible and improving the skills of the labour
force. Thereby increasing both labour demand and labour supply. These efforts have
contributed to the benefits of individual citizens in the following ways:

* Increased employment is the most important means of improving the welfare of those
that would otherwise be without a job, and 1s therefore important to enhance social
inclusion.

* Increased flexibility of labour markets, e.g. by opening for flexible job contracts and
part-time, provides individuals with more employment opportunities and it becomes
easler to obtain a job that suits individual requirements.

* Improved possibilities for obtaining an education and for life-long learning makes it
possible for individuals to pursue a carrier that is desirable and obtain better jobs.

Public service obligations are maintained

While well-functioning markets provides benefits for the population at large, it must
among other things be ensured that all citizens have to access certamn basic goods and
services. Experience shows, however, that market liberalisation need not compromise the
equal access to these products.

For example, network industries and other utility sectors, such as telecommunications,
energy and transports, are often required to undertake universal service obligations (USO),
L.e. obligations to provide basic services to all who request it at affordable prices, to provide
community service obligations (e.g. telephone boxes) and to provide special concessions to
consumer (e.g. special apparatus to disabled). In industries where the risks for public health
and the environment is considered to be high, such as in transport and energy supply,
universal service obligations also include safety and environmental sustainability. Generally,
universal service obligations imply that the producer cannot charge prices for all customers
that cover the costs of supplying the product or service.

Historically, services of general interest have been provided by public monopolies and
funded through the use of cross-subsidies. As these markets are opened up for
competition, new methods of ensuring that USOs are met are needed, as cross-

W EU Commission, The impact and effectiveness of the single market, 1996.
15 As footnote 13.
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subsidisation implies an opportunity for competitors to take over those customers paying a
price exceeding costs, while not wishing to supply those customers paying less than the
costs. Therefore, opening of markets 1s often followed by a re-balancing of tariff structures
as has happened in most Member States in telecommunications, but also in energy supply,
to make them more reflective of the underlying costs. In this way, costs and prices can be
lowered in competitive segments of the market for the benefit of consumers. To ensure
that USOs are still satisfied, new methods of funding are therefore often required.

There are different ways of funding universal service obligations. If the burden of USO i1s
significant, the regulator can compensate the USO provider. Common ways to fund these
obligations 1s through interconnection tariffs or through the sharing of costs amongst
catriers in proportion to their share of revenue so that no carrier is disadvantaged.' If there
are concerns about the impact of tariff re-balancing on low-income households or remote
areas, alternatives to cross-subsidies include direct cash transfers to consumers or direct
subsidies to operators. While the fiscal burden will be greater, it helps make the cost of
meeting USO more transparent. Regulators can also use auctions in which operators bid to
supply USO at the lowest cost.

These alternatives have proven to offer services of general mterest with less competitive
distortion than cross-subsidies. Thus, the provision of services of general interest can be
consistent with competitive markets.

The role of consumer protection in the information society

Consumers and citizens are often at a disadvantage vis-a-vis enterprises and the public
sector. Obtaining all information on products in order to assess the quality of a product
and compare different products is difficult and costly for individuals. Having a strong
consumer policy aiming at the protection of the health, safety and economic interests of
consumers will be required. An effective consumer policy must deal with mainly three
areas: regulatory issues including dispute settlements, transparency of information and
consumer participation.

In this respect, e-commerce is posing challenges, but also significant opportunities. On the
one hand, the Internet and e-commerce is revolutionising marketing and selling methods,
as well as distribution and production processes. These changes put new demands on the
regulatory framework, including the need to establish a clear legal framework which can
promote consumer confidence and transparency in electronic transactions.

On the other hand, cheap and easy access to disseminate and obtain information provides
an opportunity for consumers to gain insights that were previously only available to, e.g.,
government agencies or other specialists. Media, consumer groups, public agencies and
other watchdogs have important roles to play in this respect. The publication of
mformation on bad practices, products and so forth, either by traditional means or by
setting up specialised home pages on the Internet assigned exclusively for consumer
mformation, can to a large extent substitute for detailed public regulation.

As detailed regulation inevitably entails a risk of creating inappropriate distortion and a
need for costly control procedures, the political endorsement and encouragement of non-
governmental initiatives in the area of consumer protection may prove beneficial relative to
the more traditional approach of direct regulation.

16 The choice of funding mechanism impact on market performance in different ways and should be taken
into account in regulatory design.
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Annex Il
Tax-benefit reforms

Most Member States have implemented substantial tax reforms in recent years and to a
lesser extent reformed benefit systems. Based on the available information, it has been
attempted to provide an overview in terms of the impact of reforms on marginal tax rates,
and net replacement rates, ¢f. fable A.1.

The table shows:

1. The level of the marginal tax and net replacement rates in 1997.
2. The changes 1n marginal tax rates and net replacement rates implied by reforms of tax-
benefit systems when they are fully implemented in the coming years.

The figures provided shows point estimates for typical persons which are not necessarily
representative for average effects across income groups. The figures for changes in
marginal tax rates may not represent corresponding changes in average taxation.

The marginal tax rate captures income tax as well as employer and employee social security
contributions for a couple of 100/67 earnings of an APW income. Hence, it is equal to the
percentage wedge between total wage rates and disposable incomes.

The net replacement rate indicates the percentage of lost earnings covered by
unemployment benefits etc., when the high earner of a 100/67 pet cent of APW martied
couple becomes unemployed.

Comparable data on changes in Member States’ rules for income tax, social security and

replacement rates are generally mcomplete, and further efforts are needed to submit,
compare and analyse such data in the future.
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Table A.1. Key elements of tax and benefit reforms in Member States

Matginal tax rate! Net replacement rate?
Prereform, Change Prereform, Change Other elements
1997 1997

Belgium 67.3 -1.1 60.0 Neg. Reduction in SSC, lower VAT on labour
intensive setvices.

Finland 60.7 -11 100.0 0 Labour market and income tax rates
reduced, corporate tax rate increased to
29 pct.

Germani 61.6 -6.0 69.0 Neg. Corporate tax rate cut to 25 per cent.

Ireland Higher individual income tax allowance,
cotporate tax rate cut to 12.5 pct., ceiling
on SSC removed.

Luxembourg 43.5 -2.0 85.0 Lower VAT on labour intensive services,
co orate tax rate cut to 35 pct.

Portugal Corporate tax rate cut to 25 pct. in 2006,
lower VAT on labour intensive setvices,
tax credits for saving and education,

iroieri tax reform.

Sweden 51.2 -1.6 85.0 4.2 Reduction in income taxes planned.

(Notes on next page)
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)

2)

3)

4

The combined marginal tax rate of income taxation and social security contributions for married couple
at 100/67 percent of APW with two children. The pre-teform marginal tax rates are adopted from
OECD, The Tax/ Benefit Position of Employees (table 15), 1998, while the changes are based on information
from Member States on the impact of tax reforms since 1997 and until the decided tax reforms have
been fully phased-in during the coming 2-3 years.

The net replacement rate indicates the percentage of lost earning covered by unemployment benefits
etc., when the high eatner of a 100/67 per cent of APW martied couple becomes unemployed. The
figures on net replacement rates are based on information provided by individual Member States.

The tax and replacement rates for France are applicable to a couple paid 100/67 per cent of the
minimum wage. The APW corresponds to 1.57 times the minimum wage in France.

For Italy, the net replacement rate is after-tax and including ordinary unemployment and family benefits
in the first month of benefit receipts. The change in the net replacement rate is an estimates for 2001
with respect to previous years as a consequence of the increase in net replacement rate implemented at
the end of 2000. The revenue impact is the expected change of total revenues as per cent of GDP in the
period 1997-2003.
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Annex Il
Promoting the transition to the knowledge-based society

The knowledge-based society may broadly be defined as one where knowledge, 1 the
broadest sense of the word, has become increasingly important for citizens, enterprises and
the public sector to get on in the world. The emergence of the knowledge-based society is
closely, but not exclusively related to the extremely rapid diffusion of new mformation and
communications technologies (ICT).

ICT production: A sector like all others?

Recent rapid technological developments, particularly in ICT, and favourable macro-
economic developments in the industrialised countries, especially in the United States, have
revitalised research on the factors contributing to economic growth and productivity. The
direct growth contribution of the ICT sector is already remarkable in the EU too. ICT
production 1s expanding rapidly in the EU, although still comprising only about 4 per cent
of total value added, ¢f. 7able A.2; 1.e. some two thirds of the corresponding share in the US.
There are, however, wide differences in the importance of ICT production across the
Member States. The largest contributions of ICT industries to value added are found in
Ireland, Sweden, Finland, the Netherlands and the UK, whereas the lowest occur in Spain
and Italy. The developments seem to be relatively positive in many of those Member States
that currently have fairly small ICT industries, such as Belgium, Portugal and Spain.

Table A.2. The importance of the ICT sector in EU and USA (share of GDP)

1995 1999 Change 95-99
———————————————————— Per cent --—----—--—-—-———— ----- Pct.points ----
Austria 4.7 4.8 0.1
Belgium 3.3 4.1 0.8
Finland 4.3 5.8 1.5
Germany 3.4 3.9 0.5
France 3.8 4.3 0.5
Ireland 6.5 7.6 1.1
Ttaly 3.3 3.7 0.4
Netherlands 4.3 5.0 0.7
Portugal 3.4 4.3 0.9
Spain 2.8 3.6 0.8
Sweden 4.3 6.5 2.2
United Kingdom 5.2 5.6 0.4
Above EU 3.6 4.2 0.6
USA 5.3 6.8 1.5

Source: Credit Suisse First Boston.

While the rapid growth in the ICT sector and the contributions in terms of productivity
gains that the sector have made to overall productivity growth are impressive, this effect is
not fundamentally different from other sectors in the economy undergoing rapid
technological changes. Although, those Member States where the ICT sector is important
may have benefited in terms of higher income growth in recent years relative to countries
where the ICT sector comprises a smaller share of the economy.

But as such, the growth of the ICT sector does neither in itself represent the knowledge-
based economy nor is it a necessary condition for the transition to the knowledge-based
soclety of individual countries. A strong domestic ICT sector may entail spin-offs in terms
of the transition to the knowledge-based society: those who can produce ICT, may also
have an advantage when it comes to using and exploring the potential of ICT. But
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countries mainly relying on mmports of ICT hardware and software may be advanced in
terms of the knowledge-based society anyway.

Investment and diffusion of ICT

The interesting aspect and the reason why ICT deserves the attention it is receiving is that
ICT 1s a technology that within few decades has been introduced mnto almost all lines of
production, including the public sector, and in households as well. Although the share of
GDP accounted for by ICT expenditures in the EU as a whole 1s lower than in the US and
despite differences between Member States, the differences in expenditures are notably
smaller than the differences 1 production. E.g., ICT expenditure among EU member
ranged in 2000 from 4.6 per cent of GDP in Italy to 7.2 per cent in Sweden, ¢f. fable 2.2.

Use of ICT and other factors contributing to the need for knowledge

It 1s this diffusion of ICT that 1s important, as 1t 1s the extremely wide range of uses, actual
and potential, of ICT that distinguishes this technology from all others. Since the advantage
of ICT 1s to facilitate cheap processing and transfer of vast amounts of information this led
mitially to the term Information Society. But as information per se is not worth much
without being put into use, the broader concept of the knowledge-based society appeared.

Given reductions in prices and improvements in user-friendliness, most cizgens can
relatively easy exploit the different uses of ICT and the Internet. The main challenge of
citizens may occur in their role as suppliers of labour, as the requirements to the quality of
labour supply in terms of skills in general and ICT skills 1 particular are increasing fast.
Thus, keeping up with the pace of developments will require efforts by individual citizens.

For enterprises and the public sector, the challenges of the knowledge-based society are much
more profound, and those enterprises that do not face up to the challenge are at risk of
going out of business:

* To maximize the benefits of using ICT, enterprises as well as the public sector will
need to consider the existing flows of information and knowledge to assess if the
return could be improved by the new means of production. Effective knowledge
management i1s undoubtedly a key to success and may require that the structures of
organisations be reconstructed.

* ICT offers new possibilities for organising the external relationships with customers
and suppliers. Providing content on the Internet in the form of basic information on
products and services offered is only a first step. The next steps that are already being
undertaken are to establish e-commerce facilities, which may include the possibility for
customers to order customized products directly from the suppliers.

* The Internet can also be used to develop forms of markets that have previously been
restricted to specific areas. Auctions and tendering processes can more easily be held
using electronic means, and their use have already been expanded in business-to-
business (B2B) and business-to-consumer (B2C) commerce. Similarly, public
procurement practices are already being developed to exploit the possibilities provided
by ICT.

* As information flows increase and markets get more competitive, enterprises will find
it still harder to maintain comparative advantages or dominance in specific markets.
Competitors will constantly be seeking for markets where profits can be made either
by providing cheaper or new and better products that are adapted to that specific
market. Since the opportunities for profit making may occur in smaller market
segments and disappear more rapidly than previously, product cycles must be expected
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to shorten, and the ability of enterprises to understand and respond to changing
demands and take new innovative products to the market will be crucial.

* Facing currently tight labour markets, in particular for ICT personnel, and an
educational sector that at least to some extent lags behind the needs of businesses
makes it crucial that individual companies have the ability to recruit the appropriate
workforce and take responsibility for upgrading the skills of those hired.

Although these challenges in the knowledge-based society primarily can be attributed to the
diffusion of ICT, there are other factors that contribute: 1) the imncreasing competitive
pressures which have resulted from the opening of markets nationally as well as
mnternationally, 2) the gradual exhaustion of other factors that have previously driven
growth, e.g. increasing populations and easy and cheap access to natural resources, and 3)
the gradual increase in the demands of citizens facing enterprises and the public sector.

Challenges for government policies

It is worthwhile recalling that the digital revolution and the creation of the Internet were
not triggered by government regulation or imitiative. Quite opposite maybe, the lack of
government regulation may have speeded up the mtroduction of these new technologies as
entrepreneurs did not face any restrictions and could freely explore all possible avenues of
how to use them. However, this should not distract from the fact that government action is
now required if the full benefits are to be reaped in a socially acceptable manner. In
particular, Member States should adopt measures in the following areas:

*  Regulation to ensure security and confidence in the digital world

As in other markets, creating security and confidence in transactions is central if e-
commerce and other forms of digital communications are to develop smoothly. This will
require regulation in terms of making e-signatures legally binding, changed regulation to
make, e.g., contract legislation and consumer protection legislation consistent with the use
of the Internet. Besides public initiatives to enhance transparency and confidence mn the
Internet, enterprises can also make important contribution in terms of “code of conduct”
and types of self-regulation. Only if business does not manage to establish socially
acceptable practices of self-regulation may additional government regulation be required.

*  Regulation to counter new means of engaging in anti-competitive practices

The use of ICT may create new types of market imperfections. Network externalities,
whereby the benefits of a network for each individual increases as more persons join the
same network, implies a tendency to create monopoly situations. Lack of transparency may
hide to consumers that what appears to be an “objective” market place 1s in reality
controlled by some suppliers, e.g. if the searching facilities of an internet site is constructed
so as to promote the products of a specific supplier. The easy flow of information may
make it easier for companies to collude, as it gets easier to monitor the behaviour of the
other members of the collusion.

This kind of anti-competitive practices must be dealt with by means of competition laws.
Yet as a consequence of the modernisation of competition legislation that has been
undertaken 1n most Member States 1 recent years, the legal framework appears to be in
place. However, it should also be recognised that rapid technological developments may
make such interventions difficult and potentially dangerous. There 1s a risk that the public
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authorities might choose wrong solutions as the full understanding of how competition
works in the knowledge-based economy 1s not yet available.

*  Measures to counter the risk of the digital divide

There is a risk of the emergence of a digital divide between those that have the skills and
means to obtain the benefits of the diffusion of ICT, and those that have not. The size of
this problem in the longer term is unclear, but providing free or cheap access and training
to the disadvantaged will be an important task of governments.

o Adjusting the educational system to the needs of the knowledge-based society

Within the public sector improving the educational sector 1s a major challenge. Providing
the hardware and software as well as training teachers at all levels of educations 1s one step.
Another 1s to integrate ICT in the curriculum of all courses at all levels, so that all possible
benefits are reaped. Creating new courses and increasing the number of graduates within
the ICT field such science, technology and multimedia 1s crucial to enhance and improve
the use and content of the new technologies. Finally, ICT has the potential to facilitate the
mtroduction of new learning processes, but efforts are required to explore these
possibilities as they are not yet fully understood.

o Adapt ICT to tmprove the efficiency of the public sector and facilitate links between citizens as well as

businesses

As already mentioned all governments face a major task of integrating ICT in the work
processes of the public administration. Not only will this improve the efficiency and the
quality of the public administration and the services provided by the public sector, it will
also lower the burdens of citizens as well as businesses when dealing with the public
sector. Being able to communicate electronically with the public sector may facilitate
easier access to the relevant agencies and speed up administrative procedures to the
benefit for all.

o Strengthening R&>D

Transforming imnformation into knowledge requires that adequate resources be allocated to
R&D activities. Since public R&D spending of the EU countries on average seems
adequate, the main task of governments is to ensure the appropriate supply of skills and
strengthening private sector R&D, primarily by improving framework conditions and the
transfer of knowledge between public research institutions and the private sector.
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