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Quick Guideto the Synthesis Report

I ntroduction

*

This Synthess Report is the product of a country examinaion of dl 15 Member States of
progress made in the structura reform of product, service and capital markets, labour markets
and long-term public finances.

This is a new process which provides a peer review of Cardiff Economic Progress reports. It
takes a comprehensive look at the reform process, provides “bench marking” comparisons
between countries and gives examples of “good practice’. It isintended to serve as an input to
the formulation of the Broad Economic Guiddines.

Structurdl  reforms will support  stability-oriented macroeconomic policy in promoting nor
inflationary growth and a high level of employment. They will aso raise living sandards and

employability.

Many encouraging reforms are under way; some countries are further advanced than others but
there is plenty to learn from one ancther; the EPC should continue to examine “transferability” of
good practice.

Higtorica dructures tend to favour “indders’ (those who aready have jobs and own businesses)
againg “outsders’ (those without jobs and potential entrepreneurs). There is a need to change
these structures if the EU is to match the performance of the US on jobs and growth or new
technology.

Structura reforms should be mutualy reinforcing: more competition in services, for example,
needs to be accompanied by tax-benefit reforms, better training and childcare. The result isan
increase in employment and labour supply as wdl as improving longer-term fiscd sustainability
and so keep its taxes down.

Product and Capital M arkets

Liberdisation should not be incongstent with public service vaues, such as the equd provison of
high quaity accessble and universd services, including new technologies, to al consumers.

Privatisation (paras 2.8 —2.9)

Privatisation should ultimately promote competition and efficiency, as wel as reducing deficits and
changing management culture. A pragmatic approach must preval, focussng on actud
performance, efficiency of services provison and consumer protection.

Private financing (paras 2.10 — 2.12)

Some countries are experimenting with the use of private management and capital to provide
public services, whilst others have modernised public operators.

Utility Liberalisation (paras 2.15—2.21)
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Utility liberdlisation is proceeding fagt a both the nationa and EU leve. Significant benefits have
accrued in telecommunications. Experience in some countries suggest there may aso be benefits

in gas ad dectricity. Progress in trangport and water is less marked. Thorough sectora
assessment of experiencesis needed to determine where and how such benefits can be expected.

Sector-specific price regulation to protect consumers is necessary where competition is not
feasble, usng examples of good practice from Member States.

Competition Policy (paras 2.24 — 2.26)

Market liberdisation should be backed up by a new regulation environment better adapted to
changing socid and economic circumstances as well as by strong and independent regul ators.

The effective implementation of competition policy requires strengthened enforcement of exigting
rules through independent competition authorities.

State Aids (paras 2.27 — 2.28)

State Aids are decreasing in importance but Member States need to reinforce their efforts to
ensure that respect for the Treaty rules is effective a dl adminidrative levels so that dl public
measures are subject to Commission control and do not distort competition.

The EPC intends to deepen its understanding of state aids. This will require further conceptua
and andyticd work, in particular on the distortionary impact of state aids on competition and the
functioning of the Sngle market.

Promoting SME’s and Innovation (paras 2.29 — 2.40)

SMEs can cregte the jobs and dynamism the EU needs but regulation must be improved to
ensure this dynamism is not gifled, usng examples of good practice from Member States, for
example by lowering the adminigtrative burden.

Effective measures to raise productive R&D must be identified, building on good country
examples.

Liberalising financial markets (paras 2.41 — 2.44)
Thereis aneed to spread good examples in the venture capital field across EU.
The role of state-owned banks must be consigtent with efforts in many countries to increase

banking competition and efficiency.

Labour Markets

Liberdisation of service markets may encourage more sdf-employmert.

The demand side (para 3.5)

Lower non-wage labour costs will promote competitiveness and encourage employersto take on
more workers.



Tax burdens on low paid workers need to be a priority for reduction (for example through lower
margina tax rates). However, further reduction of the genera tax burden may aso be required.

The supply side (paras 3.6 — 3.13)

Tax benefit reforms could increase the supply and demand for labour by improving incentives for
employers and potentia employees.

It is best to concentrate tax- benefit reforms at the lower end of the wage ditribution.

Benefit systems need to reinforce effective job search through better targeting and administration
and by ensuring workers remain in touch with the labour market, building on examples of good
country practice.

I mproving employability (paras 3.14 — 3.25)

Y ounger workers, older workers, women and the long-term unemployed are particularly likely to
auffer from “outsder” problems.

Education systems and training policies play amgor role in raising productivity and human capitd.
Improving the standard and qudity of provison is a continuous process in view of the changing
qudifications required by businesses and the |abour force, and the growing importance of life-long
learning. Reforms to education and training should aso focus on improving the trangtion from
school to the labour market. Member States should critically review their education systems and
exchange examples of “good practice’.

Active labour market policies are particularly important for the young and the long-term
unemployed. These policies need to be continuoudy evaluated and benchmarked againgt other
countries performance to ensure that they are effective in promoting employability.

A range of reforms in both service and labour markets are needed to raise employment among
women, in paticular by making work more family-friendly and improving the levd of kills of
women.

Many countries can improve their benefit and labour market systems so as to remove barriers and
disncentives to older workers continuing to work and to encourage them to rgoin the labour
markets.

Increasing labour mobility (para 3.26)

Given that many countries suffer from regiona imbalances, alack of labour mobility can incresse
unemployment,. Reforms to pensons, benefits and housing systems as well as cross border
exchange of information between employment services could encourage mohility a both the
nationd and the EU levd.

Therole of social pacts (paras 3.27 — 3.31)

A number of countries encourage dia ogue between the socia partners not only on wages but dso
on macroeconomic policies and structura reform. There is a need to reconcile the usefulness of
this socid didogue a a nationd levd with the trend to increesing decentrdisation of
wage-bargaining in many countries.



Fairness (paras 3.32 — 3.37)

The dtructura reform process needs to be based on fairness, a concern for socia excluson and
the digtribution of income. Many countries have national minimum wages to protect the incomes
of low paid workers, but such programmes need to ensure that total labour costs are compatible
with the productivity of different groups if they are not to have adverse effects on employment.
Given that employment is a key wegpon in the fight againgt socid exclusion, this is important for
the fairness agendaitself. There may be scope, in some cases, for in-work benefits or tax-credits
to combat low incomes and increase incentives to take up work.

Fiscal sustainability

Further debt and structura deficits reductions are cdled for in most Member States.  This will
creste room for manouevre to meet future chalenges, such as those resulting from the ageing of
the population and to adlow the automatic stabilisers to operate in case of a dowdown, whilefully
respecting the Stability and Growth Pact.

Rules play arole in some Member States (paras 4.2 —4.6)

Medium term rules, eg. for controlling government spending and for dealing with effects due to
cyclicd and gructurd developments coud contribute to the achievement of sustainable public
finances.

In federd dtates, centra, regiond and loca governments must work together, perhaps through the
use of nationd dtability pacts, to meet the medium-term fiscd targets and to fulfil nationd fisca
obligations.

The problem of an ageing population isimminent (paras 4.8 —4.14)

Most countries will be faced with severe financing problems as a result of ageing but not al
countries have begun to tackle these problems effectively. In combinaion with reforms of
penson systems, it is likely that a mix of public and private funding regimes will be necessary to
ded with mounting pendion ligbilities. In addition, it will be necessary to increase the employment
rate and especidly the participation of older workersin the labour force.
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EPC SYNTHESISREPORT

INTRODUCTION

1.1  This synthess report is the outcome of a country examination process carried out by an ad
hoc group of the Economic Policy Committee, in which al 15 Member States of the European Union
and the Commisson paticipated. Materia provided by the European Commission, and the
Member States themselves, in particular the Economic Progress Reports, the Joint Employment
Report, the Nationd Action Plans, the Stability Programmes and the Cardiff | and Il Reports,
formed the bads of the examinations.

1.2  Theobjective of the process was to:

engage in peer review of Member States' economic reform policies following Cardiff;
integrate the various dements of the economic reform agenda, namely labour markets,
product and capital markets, and the public finances, and thereby provide materid for
Minigters to orientate the debate on the Broad Economic Guiddines;;

learn from one another about what works and what does not work.

Member States have committed to undertaking structural reforms

1.3 In ther declaration on 1 May 1998, accompanying the draft Council decisons on
membership of the firs wave of EMU, Economics and Finance Ministers committed themselves to
complementing their work on budgetary consolidation “by increased efforts for improving the

favourable environment for growth, high employment and socia cohesion™?.

Member States and the Commission have established a process for monitoring progress

1.4  “The Coundil intends to establish a light procedure, fully respecting the subsidiarity principle,
for monitoring progress on economic reform.  From next year, the preparation of the broad
economic policy guidelines will draw on short assessments of progress and plans by Member States
and the Commission on product and capital markets, aswell as on the Employment Action Plans.?”

1.5 The European Council in Cadiff and Vienna endorsed and further developed this
commitmen.

Peer review is an important part of this

1.6 By seting out examples of good practice by Member States, and identifying where further
efforts need to be focussed, the report provides the ECOFIN Council with country-specific
examples to help produce a more effective set of Broad Economic Policy Guiddines. The report
addresses the three key areas of gructura reform, namely the efficiency of product and capita
markets, labour market developments and policies, and long-term sudtainability of the public
finances. There is a particular emphagis this time on goods, services and capitd markets.

Theright framework for macroeconomic policies plays an important role.

1.7  The right macro-economic policy-framework is of key importance for promoting nor:
inflationary growth and a high levd of employment. Preparation for the third stage of EMU has
brought significant macroeconomic progressin dl Member States. Across the Union inflation levels

! Declaration by the Council (ECOFIN) and the Ministers meeting in that Council issued on 1 May 1998,
98/316/EC (OJL 139, 11.5.98, p.28 - 29), paragraph 7

% |bid, paragraphs 8 and 9
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have fdlen and government borrowing has been reduced. This has begun to ddiver the
macroeconomic stability which is needed for higher investment and job cregtion. The single currency
and the new policy framework for co-ordinating economic policy & Community leve should help
consolidate these gains. However there still may be a need for closer macroeconomic coordination..

This needs to be combined with efforts on the microeconomic side

1.8  While macroeconomic policies amed at sability and high levels of growth and employment
are clearly important, they cannot work in isolation and without support of other policies. Structura
reforms can contribute to the ability of the macro-economic framework by enhancing the
effectiveness of macroeconomic policies. What is needed is a “two-sided” approach with
macroeconomic polices and structura reforms operating dongsde and in a mutudly reinforcing way.
Without recourse to national monetary policy solutions, Member States will be more reliant on sound
microeconomic frameworks to respond to asymmetric shocks than before. The increased price
trangparency, and reduced exchange rate uncertainty, which accompanies the single currency, will

further sharpen the competitive pressures faced by European business, and promote restructuring,
for example, in the financid sector. Even for those Member States not joining EMU from the Start,
the chalenges of globalisation make more urgent the need to have markets which are flexible and can
adapt quickly to changing circumstances. There is clearly a high premium on dl the Member States
of the European Union to push ahead with structurd reforms.

1.9 Inthelonger term, undertaking structura reforms will help to raise Europe' s long-run growth
rate by facilitating productivity growth and higher employment fates. Comprehensve sructurd
reform will benefit consumers through lower prices and better qudity. Removing supply-sde
bottlenecks also reduces the risk of inflationary pressures following arise in demand and increases
the employment and productive capacity of the economy. It alows a more expansonary monetary
policy than would otherwise have been the case.

1.10 But in the shorter term, structurd reforms have the potentia to impose adjustment costs on
certain sectors of society. It is important therefore to balance the interests of firms, workers and
households, dlowing Europe to combine a commitment to socia cohesion and jugtice with the
rewards of an efficient, dynamic economy.

Insider-outsider effects are important

1.11 Bariersdividing ‘insgders and ‘outsders are prevaent in both product markets and labour
markets. In product markets such barriers to the entry of new firms can limit competition and
innovation. In [abour markets these barriers reduce the opportunity for vulnerable groups to (re)join
the labour market. Most countries recognise the existence d these effects, and are working, viaa
process of structura reform, to reduce them.

Efforts must be comprehensive

1.12 Underteking all types of structura reform will help in this regard. For consumers, we need
to create a farer and more efficient Single Market. To help workers and the unemployed, besides
offering men and women new opportunities for education, work and training, we need a new
gpproach to tax and welfare to make work pay. In goods and services markets, we must ensure
decent minimum standards (for example, in hygiene and safety) without imposing burdensome rules
on business or creating unnecessary barriers to trade. We must use competition policy and the tax
system to support innovation and dynamism, recognising the potentia of smdl firms asjob creators.
In capitd markets, we must ensure openness and transparency, establish codes of good behaviour
and ensure there are adequate prudentid rules to protect investment and savings. We need to make
some of the longer-term structura adjustments to ensure that the burden of ageing on pensions and
long-term care does not become unsustainable.  While recognising the importance and need for a
comprehengve reform effort, a clear and specific evaluation of structurd reform is required.

I nteraction between the various reformsisimportant
1.13 It is paticularly important to look at the interaction between these various microeconomic
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reforms. For example, liberdisation in product markets, such as extending shop opening hours, will
mutudly reinforce family-friendly reforms to working practices in the labour market. However,
Member States a0 need to be aware that certain reforms may have offsetting effects. For example,
moves to offset the long-term burden of ageing may, if they are not properly designed, reduce labour
supply by increasing taxes and other costs to employers and workers.

1.14 Economic reform presents a chdlenging agenda, but is an important next step for Europe.
Increased exchange of experience and information, of the type st out in this report, will help
Europe's economies in their pursuit of effective structura reform. The report begins by focussing on
Member States experience in product and capital markets; it then turns to developments and
policies in the labour market; findly, there is some discussion of the long-term sustaingbility of public
finances.
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EFFICIENCY OF PRODUCT AND CAPITAL MARKETS

2.1  Oneof the key chdlenges facing reform of product and capita marketsis the need to secure
the right balance between the interests of consumers and producers. In most cases this means
strengthening the opportunities for consumers.

2.2 Opening up markets to competition, a both a nationd and EU leve, will mean lower prices
for consumers. Although good data are difficult to come by, the persstence of price differentids
within the EU are a good gauge of alack of competition. The table below, which is taken from the
Cardiff | report of the Commission, shows that peragtent differentials for pre-tax car prices exist
despite the development of the single market. It is not clear exactly why these differences remain, but
Member States have agreed thet it is an area where further work is needed, which could perhaps be
addressed through the framework of EPC. On the internetiond scale, European productivity and
price levels compare less favourably to the United States.  Further research is required to discover
those elements of best practice which could be applied to Europe.

PRE-TAX CAR PRICE DIFFERENTIALSIN THE EU(MAY 1995-NoV 1998)

May 1995 November 1996 November 1998

Largest price difference 147,9% (Fiesta) 137,8% (Corsa) 136,6% (M ondeo)
between two Member States
(as % of the lower price)

Model withthe minimum price  7,2% (Laguna) 4,6% (BMW 316i) 5,1% (Corsa)
dispersion across Member
States*

Model with the greatest price 12,8% (Fiesta) 10,4% (Corsq) 10,1% (Fiesta)
dispersion across Member
States*

Average price dispersion for 10,2% 7,1% 7,2%
all the models sampled across
Member States*

Source: Services of the European Commission
Sample of 15 modelsfor 12 Member States (excluding countries with the highest automobile taxation)
*Price dispersion as measured by standard deviation

2.3 Furthermore, by giving consumers more information about quality of products, facilitating
enforcement of their consumer rights and minimising producers anti-competitive behaviour, market
power will be reduced to bring about production which is more efficient. The entry of new firmsinto
markets also provides more choice for consumers.

24 In the longer term, open and competitive markets will facilitate innovaion and the
transmisson of new technologies. A more innovative and more competitive economy will increase
overd| levels of output and employment. This will be an mportant step in completing the Single
Market.

25 The Sngle Maket isavitd dement for the improved functioning of the product and capitd
markets. Single market issues are not dedlt with in the report given that they are covered extensvely
in the Cardiff 1 and Il reports as well as in the conclusons of the Internd Market Council of 25
February 1999. These documents provide avery useful input in the discussion and preparation of the
Broad Economic Policy Guiddines.

LIBERALISATION
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Where beneficial, more competition should become possible
26 In some fidds as technologicad and other developments have gathered pace, more
competition has become possible.

Public service values must be respected, but this does not necessarily mean public sector
provision

2.7  There are certain areas of the public sector where public service vaues are important, and
moves to increase competition must respect this. But public service obligations do not always have
to be met by public service provison. All Member States have room to improve the cost
effectiveness and quality of public services. This will benefit immediately not only those consumers
who directly use the service, but it will dso improve the vaue for money and increase efficiency.

Privatisation is one possibility

2.8  One area where Member States have sought to improve services, by reconsidering the role
of the dtate, is through privatisation. The success of privatisation, in terms of efficiency, depends on
the competitiveness of the market in which the privatised enterprise operates. Privatisation can
also play a role in longer-term fiscal sustainability, by reducing debt levels and ongoing
subsidies. But to be really effective privatisation needs to be part of a process towards more
competition. It is not the ownership of cgpitd which isimportant in the end but the performance and
efficiency in the provison of services within a competitive environmern.

29  Some Member States have rdatively low levels of state ownership such as the UK, Spain,
Denmark, Sweden and the Netherlands. Others, such as Germany, Italy and Portugd have been
making large strides to reduce state holdings. The Portuguese public sector share of business activity
has fdlen over the last 10 years from nearly 20 per cent to around 8 per cent of GDP. Other
Member States have taken a more cautious gpproach. In Greece, in pardld with initiatives to
promote privatisation, there is emphasis in securing greater manageria competence in preparation for
privatisation. This has been achieved through the appointment of managers from the private sector.

Private financing is another

210 A number of Member States are considering ways to encourage market incentives to
improve efficiency, while reconciling the obligations on the public sector to offer certain essential
sarvices. Private Finance and Public Private Partnerships (PPPs) are two such initiatives. These
dlow grester involvement of private sector management or capital in the provison of services while
the public sector can retain the necessary degree of ultimate respongbility for the service provided.
Such initigtives are only judtifiable if they promise to ddiver the rdevant service & lower cost or
better quality than would public-sector provison; they should not be employed as devices to defer
inevitable public costs. The effects of private finance on future expenditure needs therefore to be
borne in mind. Member States are a different stages of development in this area and it is important
that in future Member States continue to feed back results and evaluations of such schemes.

2.11 In Greece private financing is encouraged in mgor infrastructure projects. Ireland, Portuga
and Itdy are to develop pilot PPPs to examine the economic benefits. Initia pilot projects will dso
be concentrated on economic infrastructure. In the UK, Private Finance accounts for 14 per cent of
overdl public sector investment and after a Sgnificant build up of experience mgor ded completions
are being made. Spain has aso taken steps © use Private Finance, in particular in the areas of
rallway infrastructure management, hydraulic works and the management of public hospitals.

212 Some Member States are introducing market-based incentives in areas close to core
government activities. For example, the Netherlands has introduced dements of the market
mechanism into the provision of socid security (see paragraph X).

Granting public service to the private sector is a third possibility
2.13 Theprovison of public services can aso be granted to private enterprises. On the basis of a
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public tender, a renewable contract is concluded for a limited time with the enterprise that delivers
the service. The enterprise manages the service according to private rules, but the level of service
provison must correspondence to the regulations specified in the contract, eg. those concerning
equaity of access, the qudity of service and its evolution. A specia remuneration may in some cases
be given to the enterprise if such congraints impose undue financia codsonit.

2.14  In France for indance, a number of locad public services, including water distribution, urban
transport and collective food delivering, are granted to private enterprises, instead of being managed
by loca collectives.

Utilities provides a good example of the liberalisation processin practice

2.15 Inthe utilities sector, liberdisation is proceeding rapidly though progress varies consderably
between Member States and sectors.  In many parts of the utilities sector competition can be
beneficia. Here the intention should be for Member States to promote as much competition as
possible, both a a nationd and EU level. However, some utilities are naturd monopolies and need
to be regulated. The system of price regulation should ensure that, as far as possible, consumers
regp the benefits of increased efficiency through lower prices and higher qudity. In addition, such
regulation should not hamper technological developments which can increase the scope for more
competitive framework in traditiona natural monopoly sectors.

2.16 The degree of compstition appears greatest in the telecommunications sector. Tangible
benefits are being secured where significant liberdisation has been pursued. For example, Finland
has exposed al sectors of the telecommunications industry to competition. This has reduced pricesto
amongst the lowest in the EU, while qudity of service has aso improved (see box). In Germany,
Ausdtriaand Spain, where the nationd telephone companies recently lost their monopoly, the benefits
of liberdisation have quickly become apparent. For example, in Germany, where the telecom sector
was fully liberdised in 1998, some providers are dready offering long- distance cdls at rates which
are as much as 70% lower than the previous year’ s prices.

Good practice box: Liberlisation of Finland’stelecommunication sector

A liberd regulatory framework and active policy strategy geared at fostering structural change have
promoted very rapid growth of the tdecommunications sector. A traditionally open and
competitive framework in the fidld of communications has contributed to the low price leve of
telecommunication services and to the rapid spread of information technology. The rates of
domestic long-distance cdls are now only one sixth of the level of mid-1980s and tariffs of cross-
border operations have been more than halved. Finland is aleading country in terms of the number
of mobile phones and internet connections. Thisiis part of the generd policy of the Government to
promote the information society. Related to that, the share of R&D expenditure in GDP- the bulk
of which is from private sources- is expected to reach 3 percent this year. At the same time,
during the 1990s, the number of jobs in the manufacturing of telecommunication equipment has
doubled. This has aso contributed to the diversfication of the Finnish economy and these
industries now account for onefifth of total manufacturing exports.

2.17 Inthe dectricity and gas sectors there have also been some examples of liberdisation, abeit
a a dower pace than in telecommunications. While dl Member States are making progress in
implementing EU directives, some countries have gone further. For example since 1996, the Swedish
electricity sector has been substantialy liberalised.
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Good practice box:  The Swedish experience with Deregulation of the Electricity Market

In 1996, Sweden carried out a reform of the electricity market. A key principle is the distinction
between production/sdes of eectricity and its transmisson. Production and sdles have been
transformed into competitive markets, while the network is ill a natural monopoly and subject to
regulation of accessbility and pricing. The reforms have led to a downward pressure on prices,
which are low compared to the OECD average.

The reform gpplied to al customers -households as well as companies- but an evauation indicated
that larger customers benefited the mogt. To facilitate smdler customers switching between
suppliers to search for lower prices, a price celing (SEK 2.500) on time-registering meters was
introduced in 1997. As this was till viewed as a high cogt, the meter requirements for households
were abolished in the end of 1998. These changes should alow for lower prices for households.

Liberalisation can be facilitated by some degree of separation between distribution
networks and production/service provision

2.18 The man feature of the Swedish reform has been to separate eectricity production and
transmission, with production being fully exposed to competition. In Spain, recent reform has dso
gone further than the EU Directives. Production and transmisson have been separated, at more
than just an accounting level, and a wholesdle spot market is operating. Similarly in the UK gas
sector, the natura monopoly dement of transmission has been separated from supply, with the latter
being opened up to compstition. This has lead to dgnificant reductions in gas prices for both
resdentia consumers and industry (prices to residentiad customers have been reduced by over 25%
gnce the liberdisation). These Member States experiences point to a broad concluson that
effective liberdisation in more difficult sectors can be achieved through segmenting the ownership of
digtribution networks and production/service provison. A thorough assessment of such experiences,
most of which are fairly recent, will be needed to determine where and under which conditions they
are beneficid, including for employment and consumers, in the short and longer term.

219 In reation to transport and water, progress has been mixed. As air transport has become
subject to competitive pressures prices have falen, resulting in greater demand and enhanced intra-
EU mobility. This development has been particularly important for the more geographicaly isolated
countries such as Irdland. In most countries, less progress has been made in the rallway and water
sectors. With the exception of Sweden and Denmark, rail sill operates as a virtua monopoly.
Naturd monopoly limits competition in water to some extent, thus warranting appropriate regulation
instead.

Where this is not possible strong sector-specific regulators are needed to protect the
interests of consumers.

220 Member Staes experience shows that developing effective competition in the utility sector
can take time. The balance between protecting the interests of producers and consumers becomes
crucid during this trangtion. Introducing sector-specific regulators has been a common response to
ensure the interests of consumers are pursued. The UK has had comparably long experience of using
sector-gpecific regulators (see box).



Good Practicebox:  The UK’s Experience with Utility Regulation

In line with utility liberdisation, the UK Government set up independent regulators to promote and
encourage competition. Where competition was deemed too wesk, a price cap system was put in
place which put downward pressure on prices, encouraging the incumbent operator to increase
productivity. Service standards and compensation arrangements for breaches of these standards
were aso introduced.

Prices, particularly in telecommunications and gas supply, have tended to fal. However, in the
early days, because of asymmetric information, regulators underestimated the efficiency gains from
privatisation. This illustrates the importance of reviews, which take account of reveded gansin
efficdency. In sdecting a time-period and method for price reviews a balance needs to be struck
between giving incentives to enterprises to make efficiency savings and ensuring they are passed on
to consumers within a reasonable timeframe.  Following a review, regulators primary duty will
now be to protect consumers through, encouraging greater competition where possible. Price-
capping regulation is to remain a feature where competition is not sufficient to bear down on prices.
Service sandards will also be taken into account.

221 Mog countries now appear to be withdrawing from date involvement in activities where
there is no or limited public service interest or obligation, and where competition is possble.
Examples of such sectorsinclude banking and air transport.
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Shop opening hours

2.22  Shop opening hours provide another example of the liberdisation process in practice. Strict
regulation of shop opening hours is usudly intended to protect employees. However, it can dso
reduce the ability of the retail sector to meet the preferences of consumers, improve productivity and
expand services. It can therefore limit the potentid to increase employment in this sector.
Deregulation needs to take account of the impact on particular types of retalers, particularly
ratively smdl shops. However, there is evidence of the benefits of liberdisation. For example, inthe
Netherlands evening shopping is estimated to have increased output in the supermarket sector by 3
per cent.

2.23 Some Member States have recently taken important steps towards liberalisation of shop
opening hours. Italy and Denmark have significantly relaxed regtrictions. Opening hours have aso
undergone some liberdisation in Germany and Audtria though, dong with  Spain, rules are ill
restrictive relative to other EU Member States.

COMPETITION POLICY

The effective enforcement of competition rules requires effective competition authorities,
independent from political interference and industry groups with vested interests

2.24 Five Member States have recently adopted new competition legidation bringing nationd law
into line with that of the Community. And Eight Member States have given powers to competition
authorities to enforce the Articles 85 and 86 prohibitions on anti-competitive practices and abuse of
dominant pogtions a anationd level.

2.25 During the Country Reviews, it was the enforcement of competition rules that received
partticular attention. To be effective authorities need a high degree of independence, both from
paolitica interference and aso from vested interests in industry and other lobby groups. The authority
needs to be strong and proactive in encouraging competition. The ability to administer fines actsasa
deterrent againgt future, potentia anti-competitive behaviour.

2.26 In recent years, severd Member States have taken measures to strengthen the role of
competition authorities through greater independence, greater powers or more resources to enforce
competition laws such as Belgium, Irdland, Denmark, the UK and Spain. The Netherlands has given
its competition authority powers to impose fines on enterprises. Itay’s independent authority has
increasingly used its powers to suggest amendments to regulations which affect competition. Since
the beginning of the 1990s, Greece has set up regulatory authorities in the aea of
telecommunications, capital markets and broadcasting and an authority to safeguard competition in
dl areas. In some Member States, further reform is needed, though progress is heading in the right
direction. The Audrian government, for ingance, plans to improve the efficiency of the nationa

competition authority.
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Good practicebox:  Italy - A new competition environment

Since the beginning of the 1990s, Italy has adopted a new Competition Act and implemented a
wide range of liberalisation and competition enhancing reformsin  product markets, public utilities
and the financid sector. The Competition Act has been modelled on that of the Community, with
the independent competition authority having the power to enforce both Articles 85 and 86 of the
EC Treaty. This authority has become increesingly active and in 1997 it found evidence of
horizontal agreements in severd sectors, dong with evidence of particularly dominant pogtionsin
the financid service sector.

The Itdian retail sector has been increasingly liberdised, dlowing a greater diffusion of large chain
stores leading to relevant reductions in consumer prices. In the telecommunications sector, greater
competition simulated by severd new suppliers of mobile and telephone services has reduced
cods for long disance and internationd cals. The dectricity market has been liberdised in
accordance with the EU directive. A successful privatisation programme coupled with a
liberalisation process hes produced important results including: industria restructuring; deregulation
of savings management; transparent corporate governance, higher protection of minority
shareholders, the transformation of the stock exchange and securities markets from public
ingtitutions into private corporations, and a growing interest by households in equity investment.

STATE AIDS

Member States should develop strategies which reduce subsidies which constitute
distortions of competition

2.27 Stae Aids are decreasing in importance but Member States need to reinforce their effortsto
ensure that respect for the Treaty rules is effective a dl adminidrative levels so that al public
measures are  subject to Commission control and do not distort competition. More needs to be
done to reduce the overdl level of sate aids, which distort competition, and to redirect them towards
transparent measures pursuing objectives, such as employment or R&D, which are in the common
interest.

228 The EPC intends to deepen its understanding of date aids. This will require further
conceptuad and andytical work, in particular, on the distortionary impact of state aids on competition
and the functioning of the single market.

PROMOTING SMESAND INNOVATION

Promoting the entry of new firmsand making markets more contestable is another way of
enhancing competitive pressures

2.29 In addition to the consumer/producer trade-off, the country reviews exposed the issue of
‘ingder’ and ‘outsder’ problemsin indudtry, i.e. the tendency for existing firmsto engege in practices
which prevent the emergence of new, rival companies and lead to anti-competitive behaviour. To
promote competitive markets, new firms need to be able to set up in business and chalenge exigting
firms with minimum dday and redtriction; legd barriers to the the exit of firms should dso be
reduced. Product markets can then become more innovative, meeting consumer needs at lower
prices while increasing the employment cregting potentid of the economy in expanding sectors.

2.30 In addition to the role of competition law and enforcement, promoting the development of
new firms can reduce the ‘ingder’ ‘outsder’ problem. Policies have been underway in the EU for
quite sometime to promote this.
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Easing the administrative burden is an important way to facilitate the development of new
firms

231 Progress is probably most advanced in Denmark which has the lowest number of
procedures for company regidration - which normaly tekes only one week. The number of
procedures for regidration is reatively high in France, Germany, Greece, Spain and Italy compared
to the EU average. However, reforms in this area appear paticularly promisng. France has
introduced reforms that will alow for the cregtion of a new enterprise within 24 hours. Portugd has
reduced the set-up time for a new company from 6 months to 20 days. Italy has enacted a fixed
term of 60 days to process adminigrative procedures. This provison is enforced by the "slent
assent” mechanism.  In 1998, Germany reformed its commercid code, smplified the procedure for
registration and limited the number of participating parties in the process. The Netherlands has
developed a system for reviewing al regulations on business (see box). This has brought benefits to
SMEs directly but should improve the regulaory environment more generdly. The Begian
Government isimplementing Smilar proposds.

Good practicebox:  Netherlands Competition, Deregulation and Legidative Quality
Project (MDW operation).

Launched in 1994 the MDW operation ams to eiminate competition-limiting messures, ensuring
objectives of regulations are met with minimum cogt to business. Specid multi-disciplinary teams
are drawn from various Minigtries ensuring broad political support for initiatives. The operation has
permanent areas of attention but sector-specific projects are dso initiated. Of benefit for SMEs
has been the liberaisation of the Establishment Law. As aresult of a MDW review, the business
establishment requirements were cut from 88 to 8 for start-ups.

The current Cabinet seeks a more client-orientated approach in the new MDW projects, to
improve the public support for implementing reform measures.  An inter-departmental task force
executes the implementation of reforms and keeps the Cabinet informed about the progress being
made.

Facilitating access of SMESsto venture capital can increase their growth potential

2.32 Fast growing SMEs ae one of the man driving forces for growth and employment in
Europe. For SMEs to develop, they need access to capitd markets at the various stages of their
development. Very often SMEs are dependent on externa financing from banks, for which they
often have to pay higher interest rates than big and established firms. Facilitating the access of SMEs
to equity financing may increase their growth potentid.

2.33 Compared to the US, the venture capita market is gtill quite underdeveloped in al Member
States. The amounts of venture capital provided are particularly limited in Portugadl, Italy and Greece.

In Greece, the plan is ready for establishing a new area in the sock market for smdl, dynamic
companies to dart trading in 1999. This is just one of a number of measures Greece is taking to
promote entrepreneurship (see box).
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Good practicebox:  Greece promotes entrepreneur ship

Greece has set up a one-stop shop (Hellenic Investment Centre) for large scale investmentsin an
attempt to attract domestic and foreign investment. The number of new firms created in 1997 is
very high: 85,000 new enterprises have been established, 4,000 of which are Societe Anonyme, or
of a limited liability form. Also as part of process of strengthening entrepreneurship emphasis is
being placed on revising inditutional procedures in order to increase the surviva of firms, and on
the development of the venture capital market.

2.34 Many Member States have recently taken measures to improve access to risk capitd. In
some cases, as in Audtria, pecific financing programmes have been set up, whilst others, like Spain,
have chosen to improve the legd framework for venture capitd providers. In Belgium, Germany,
France, Audtria and the UK, new stock markets reserved for young, expanding firms have been
created. In France, tax provisonsto encourage individuasto invest in new firms or to buy stocksin
them have been introduced. Germany has dso implemented a number of reforms (see box).

Good practicebox:  Germany’sthird law to promote the financial market

This law shoud bolster funding support for SVIESs. It includes measures to encourage the supply of
risk capita for non-listed SMIES. The conditions for access to the stock exchange have been
deregulated to make it easer for companies to raise capitd. Regulations have been liberaised
reaing to Invetment Companies and the licenang of new types of funds. A rating agency for
SME's has been founded. This should contribute to the reduction of transaction costs.

A new stock market was opened in 1997 to accommodate small companies with good growth
prospects. 49 companies were listed by September 1998 and many more companies are
interested in participating. The risk capitd market has dso been developing with the use of a
supra-regiond information exchange which brings together the providers of risk capitd with
potential shareholders.

Other barriersto entrepreneurship

2.35 Inaddition to the adminigtrative burden caused by regulations, Member States need to tackle
other barriers to entrepreneurship. For example, minimum capital requirements are relatively high for
some forms of enterprises in Germany, Audtria and Belgium, but the countries concerned do not
regard this as a Sgnificant barrier. Other initiatives to promote SMES include ‘ one-stop shops where
start- ups can complete the necessary regulatory requirements and get advice in order to set up their
business (eg. in Austria).

2.36 Bankruptcy laws need to dlow firms to exit as efficiently as possble without causing
diguption to markets while safeguarding the interests of employees, cepitd providers and
consumers. The stigma attached to bankruptcy can hinder risk-taking and innovation aso needs to
be minimised. In this respect, Belgium introduced legidation last year to encourage winding-up
arrangements and to alow entrepreneurs another chance in business after bankruptcy.

Innovation needs to be encouraged to maintain competition and increase employment in
expanding, high-tech industries.

2.37 Theleve of R&D expenditure by European companiesis 1.2 per cent of GDP, against 1.8
per cent in the US and 2 per cent in Japan. While some Member States are spending above the US
level (Sweden has the highest levd inthe EU at 3.5 per cent), the generd level of spending needsto
be encouraged if the EU is to maintain competitiveness and increase employment in expanding,
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higher technology industries.

2.38 Matwy Membe States are taking action to improve R & D leves. In France, tax
concessions are being made available to households which invest in non-quoted companies or risk
cagpitd funds. Public funds are to be made available to provide finance to risk capital companies
which invest in innovative SMEEs. Audria has launched severd initiatives to improve the underlying
dructure to support innovation (see box). In Greece, incentives for R&D expenditure are being
created and the links between universities and enterprises are being improved. However the level of
R&D in Greeceislow, asisthe case in Portugal and Spain. These Member States need to maintain
momentum to drive forward new incentive frameworks to encourage R&D.

Good practicebox:  Austrian ‘Bringing Knowledge to Business' Initiative

Severd new messures are being implemented in Austria to boost the innovative capecity of the
economy:

- A Technicd Coallege Stimulus Campaign will seek to support research projects in polytechnics if
private sector companies participate.

- Centres of competence (K-ind) are to bring together groups of businesses and research
inditutes which haeve facilitiesin rdlated R & D interests.

- A programme to dimulate high-level industrid research (K plus) will promote business
cooperation with academic research but on the basis of legally independent centres.

- A Patent Exploitation Agency is to provide assstance in the commercid exploitation of existing
patents.

E-commerce is an important innovation that should be exploited

2.39 The opportunities offered by eectronic commerce, particularly to new and expanding firms,
is condderable. It can expand market opportunities geographicaly and reduce company set- up
costs and hence it can promote competition and increase consumer choice. At the EU level, work is
underway on a directive establishing a lega framework for ectronic commerce. The Commisson’s
report on Community product and capital markets addressed the balance between protection and
mechanisms for redress to ensure consumer confidence and the action needed to develop the
potentia of E-commerce at a pan-European leve.

240 At the Member State level, action is dso being taken to encourage the development of E
commerce. For, example in the UK the Government has set a target that 90% of Centra
Government goods should be purchased eectronicaly by March 201. Regiond authorities in
Belgium are directly supporting SME participation in E-commerce. In its nationa report, the French
government noted that it needed to catch up in order to fully exploit IT opportunities including &
commerce. Mgor initiatives are being pursued to develop IT skills in education as well as in-work
training particularly for the lower skilled and employees of SMEs

LIBERALISING FINANCIAL MARKETS

241 The Commission'sreport on product and capital markets noted significant technica and legd
barriers which have fragmented nationa financid markets. The impeact is often fdt paticularly by
SMEs who have reduced access to flexible and competitive financing. More efficient financid
intermediation can improve the dlocation of funds, raise the return on savings and reduce the cost of
invesment finance & the sametime,
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Restructuring of the banking sector required in a number of EU countries

242 Theintroduction of the euro should help increase the trangparency of financia service prices
and subsequently the competition between providers within the EU, while taking into account the
need for a high level of consumer protection and a well- functioning prudentid financia supervison
sysgem. But the Commisson’s communication on Fnancid Services (Building a framework for
Action) showed that there were il significant impediments to a single financia market®. While work
is going on a a European level to help devdop a truly single financid market (creation of the *high
level goup’), there are many measures that Member States can take to help increase competition
within their own markets.

The opportunities presented by capital market liberalisation will help to promote
competition at both a national and EU level

243 The banking sector continues to face a process of consolidation Europe-wide. For example,
in Italy between 1990 and 1997 around 350 merger and take over transactions were carried out in
the banking sector. Tax incentives were introduced last year to gpeed up sdes of public banks
owned by regiona or municipd authorities.

244 Reducing the importance of state-owned banks has been a feature in Audtria and Greece.
Portugal has undertaken one of the most impressive reforms of financid markets (see box).

Good practicebox:  Portuguese Experience of Financial Market Liberalisation

Over the last 15 years the Portuguese banking sector was transformed from one of Europe's most
tightly controlled systems into one of the more liberd. The reforms have involved privatisng the
public banks, opening up the sector to private competitors (domestic and foreign) and widening the
operations that banks can participate in.

Financid margins in the sector have fdlen by over haf and there has been a process of
consolidation and rationalisation with 5 banking groups accounting for about 80 per cent of the
market share. Greater competition has led to a diversfication in the range of financid products
available and grester innovation to meet consumer demands.

3 According to the Commission, in the retail financial sector, the cost of obtaining a credit card in

the most expensive Member State is 3 times higher than in the least expensive. Commission on equity
transactions can vary up to 17 timesin value between Member States.
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LABOUR MARKET DEVELOPMENTSAND POLICIES

3.1 Member States have agreed that employment is the top priority of the European Union.

Luxembourg set in motion a process for annud surveillance and coordination of Member States

labour market policies, viathe Nationa Action Plans for Employment, the Joint Employment Report
and the Employment Guiddines, with the ultimate objective of cutting unemployment and producing a
sgnificant increase in the employment rate on a sustainable basis.

3.2  The 1998 Joint Employment Report has aready provided an analys's and assessment of the
employment Situation and the labour market policies in the member States, based on the Nationa
Action Plans. This section of the report reviews Member States labour market policies in the
context of the wider structural reform process.

INCENTIVESTO WORK AND TO EMPLOY

3.3  TheMembers of the EPC agreed on the need to provide encouragement and support for the
unemployed and inactive to take up work or training opportunities (to increase labour supply), and
increase incentives for employers to create new jobs (to increase labour demand).

For both demand and supply reasons, it is appropriate to concentrate tax/benefit reforms at
the lower end of the wage distribution (consistent with the new Employment Guidelines)
34  There was arecognition that in some countries the advantages of taking a job compared to
receiving benefits offers little advantage, for low-income earners experiencing long unemployment
gpells combined benefits for unemployment, housing and childcare, together with high margind tax
rates, can in some circumstances result in unemployment traps for low income workers in Belgium,
Denmark, Finland, France, Germany, the Netherlands and the UK. Similarly, non-wage costs for
low earners are such that employers are reluctant to take on such workers.

The demand side

35 It is very important to undertake reforms which encourage employers to creste jobs.
Reducing non-wage labour costs, especially for those a the bottom end of the wage distribution, will
make employers much more willing to expand employment for this group. In France, indirect labour
costs are being reduced to boost labour demand (see box). In the Netherlands, the tax burden has
been reduced by 2.5% of GDP during the last Cabinet period. Emphasis has been put on the
reduction of non-wage labour costs a the lower end of the market. In other Member States,
including Germany and Belgium, efforts to reduce nor-wage labour costs need to be continued.
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Good Practice Box: Improving labour market functioning in France through tax reform

Since 1993 the French authorities have engaged in measures to facilitate job crestion using tax
policy. Policiesto promote labour demand have been geared towards reducing non-wage labour
costs especidly for those at the lower end of the labour market. One particular measure taken has
been areduction of employers socid security contributions for low wage earners (Iabour costs for
those earning the minimum wage have been reduced by over 12%). In addition, to their positive
employment effects, such measures reduce labour costs while maintaining the purchasing power of
the of the low paid.

On efforts to improve incentives to take up work the French government is currently in a process
of diminating the “taxe professonndle’ on labour income. This measure should have consderable
employment effects in labour intendve services sector (for example in the congruction and
commercia sectors).

The supply side
3.6  Encouraging work and making work pay requires a double strategy: reducing taxes on low-
income workers and making the benefits system compatible with intensive job search and training.

Reforms to benefit systems can help encourage job search

3.7  To make the benefits sysem work with the grain of job cregtion it is necessary to examine
caefully the digibility criteria, making “availability for work” conditions effective, enhance training
requirements and, in some cases, adapt the time profile of benefits, in order to make job search more
effective. Inanumber of countries long benefit durations often combined with high levels of minimum
socid assstance, and fairly non-gtringent job availability requirements may undermine job search
behaviour instead of helping workersto find jobs.

3.8 In Finland, France and the Netherlands, the benefit system is characterised by benefit
durations of up to four years and together with high minimum unemployment benefits (particularly for
families with children) and job availability requirements which are often less stringent than elsewhere,
may reduce incentives to search effectively for jobs. In Belgium, benefit duration is indefinite for
those with dependents, dthough work avallability requirements have been tightened in recent years
and the benefit leve is not very different from income support in other countries.

3.9 Inother countries, benefits systems encourage a greater degree of job search. For example,
in Greece, and Luxembourg benefits are imited to cover, a mog, the first year of unemployment.
Luxembourg has the drictest job avallahility requirements in the EU. Recent reforms in Denmark
which included measures to lower unemployment benefit for young people have helped to contribute
to lrge fdls in unemployment for this group (see box). This suggests that other Member States
might well benefit from further reforms too. But a balance has to be found; Member States need to
be able to provide their citizens with a safety net in the event of unemployment, and if Member States
provide low unemployment benefit, there may be less incentive for workers to keep in touch with the
labour market.
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Good PracticeBox:  Denmark’s measuresto reduce youth unemployment

The rate of youth unemployment in Denmark is currently around 4 per cent. This is substantidly
below the EU-average and less than hdf the level in Denmark 3-4 years ago. The drop in youth
unemployment can to alarge part be explained by consderable and focused reformsin this area.

Since early 1996 the principle of “right and duty” has been the cornerstone of the Danish efforts
towards reductions in youth unemployment. Today al unemployed individuas under the age of 25
has the right and duty to ether enroll in an education programme or commence activation, for a
duration of 18 months.

The principle of right and duty ensures both an upgrading of the unemployed youth's skills and
motivates the unemployed youth to seek and find ajob by her or himself.

The moativation is further enhanced by the fact that the level of benefits for young unemployed in
activation or employment are only haf the level of maximum unemployment benefits.

3.10 Member States agreed on the importance of reviewing other benefits systems at the same
time as unemployment benefit, to ensure that it ways pays to take up a job compared to receiving
benefits - there was a desire to avoid reforms to unemployment benefit which smply shifts the long-
term unemployed, for example, onto invdidity benefits and early retirement schemes, which again
would cause them to lose touch with the jobs market.

3.11 In this light, the Netherlands have introduced reforms to increase the efficiency of the
sckness and disability benefits system.

Good Practice Box:  Dutch reformsto the benefits system

In the Netherlands, incentives have been introduced in recent years for employers to reduce the
use of socid security. The responsibility for sckness benefits is now devolved to employers who
can decide how to cover ther risks. A form of experience rating has been introduced in the
invdidity insurance scheme. Premiums for invaidity insurance are partly differentiated between
branches and individua employers. Employers therefore have an incentive to re-integrate
employees back into the labour market.

In the present Cabinet period, atention has shifted to the provison of services by the socid
security organisations. Introduction of market mechanisms in these sarvices is intended to reduce
the number of people entering the benefit system and increase the number of people leaving. This
will be achieved through the introduction of financid incentives and competition between both the
organisations responsible for re-integration and the organisations for the provison of benefits.

But to be effective they must be combined with reformsto the tax system

3.12 Thetax sysem, and its interaction with the benefits sysem, aso plays an important part in
providing the correct incentives for creating and taking up work. A large tax wedge between what
workers receive and what employers pay can have harmful effects on labour demand and labour
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supply, paticularly at the low end of the wage digtribution, where it can price aut low skilled, low
paid jobs. Some progress has dready been made, and most Member States have undertaken
substantid reformsin order to make tax systems more supportive to employment cregtion.

3.13 The tax burden on labour remains very high in Sweden, Finland and Denmark. However, in
Denmark, the Netherlands, Spain, Itay, Irdland, France and Portugal, particular efforts have been
made to reduce the tax burden at the lower end of the wage digtribution. In Spain, the persond
income tax system has been substantially reformed (see box). Denmark and Germany are embarking
on a tax reform which includes shifting the tax burden from labour income to energy and the
environment. Reform of this type should be implemented in such away that the taxes on low wage
workers are reduced, as on its own, smple tax shifting is unlikely to have a dgnificant impact on
employment.

Good practicebox:  Spanish Reform of the Personal Income Tax

The goals pursued by the Persond Income Tax reform are structurd in nature and, therefore, the
effects of the reform will extend beyond the short term. The main thrust of this reform is reduction
of the fiscd pressure through a decrease in the tax burden on earned income. Specificdly the
reform entails a generd reduction in tax rates combined with streamlining and redefinition of tax
brackets. The top margind rate has been lowered from 56% to 48%, while the minimum rate has
dropped from 20% to 18%. The number of brackets has been reduced from eight to Six.

The new tax will affect both, supply and demand for labour and it should foster job creetion. It will
sgnificantly reduce the tax wedge (i.e. the difference between employers gross labour costs and
workers take-home pay). The impact of the new tax will be fdt from &nuary 1999, when
withholding tax on wages will be reduced thus boosting net labour income by gpproximately 6%.
For the low wage earners the increase will be about 11%. In addition, the postive impact of the
reform on the employee take-home pay, should favour an appropriate level of wage settlements.

Furthermore, the increese in permanent disposable income will smultaneoudy simulate
consumption and the household savings.  Although the tax system will entall aloss of tax receipts
(approx. 0.6% of GDP), it will not endanger the process of fiscd consolidation as public
expenditure is expected to drop. In any case, the reform should increase potential output growth in
the Spanish economy, and subsequently offset the short term losses in tax receipts.

IMPROVING EMPLOYMENT AND EMPLOYABILITY / ADAPTABILITY

3.14  Europe suffers from both a low level of employment and a high level of unemployment. The
low participation rates are a reflection of poor employment prospects over long periods (a
congderable part of it is due to unbaanced macroeconomic policy in the past) which have reduced
the employability of those ingde and outside the labour market.

3.15 Member States are agreed on the need to develop a skilled and adaptable workforce. This
will contribute to reducing barriers to employment and help the labour market adapt to structura
changes in the economy.

Effort needs to be focused on providing opportunities for those ‘outsiders’ to the labour
market to improve their employability. Groups affected include. . .

Theyoung
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3.16 Operationd targets for the offer of a new gart within 6 months to young unemployed have
been st out in the Employment Guiddines. The garting point in implementing this gpproach is
different fom country to country and some Member States are more advanced than others. In
Denmark, Spain, France, Finland, the Netherlands and Sweden this target has been fully addressed.
Luxembourg has set even more ambitious targets. But more effort is needed in he remaning
Member States, where the targets are often interpreted rather more flexibly.

3.17 Member States are dso agreed on the importance of Srategies to improve employment
prospects for young people who leave the school system without having acquired the aptitudes
required for entering the job market. Measures recognised as important include improving the
quaity of school systems and developing skills revant to the labour market, where gppropriate by
implementing gpprenticeship training.

3.18 An encouraging framework for in-house training and gpprenticeship schemes has been set up
in Austria, France, Luxembourg, Spain, Sweden, Finland, Itay, Greece, and the Netherlands.
Experience in Germany suggedts that systems of agpprenticeship need continuous evauation and
adaptation to avoid segmentation to keep training in line with skills needed. More progress needs to
be made in other Member States. In Portugal and Ireland, for example, there appears to be a
disproportionate share of low skilled people among the unemployed. Portuga ams to counter this by
doubling the number of young people on apprenticeship schemes over the next five years.
Luxembourg's scheme for in-company induction traineeships provides an example of good practice
for improving the employability of young people. The UK’s New Ded- which offers a variety of
remedid education, guidance, vocationd training and further education, to both young and long- term
unemployed- is another.
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Good Practice Box: L uxembourg's experience of apprenticeships and in-house training

At less than 4% Luxembourg's unemployment rate is lowest in the EU. Moreover, youth
unemployment is substantialy below the EU average. This strong performance is at leest partialy
due to advanced in-house training and apprenticeship schemes.  To tackle risng youth
unemployment the apprentice scheme is currently being reorganised. The main features of the
system and new measures include;

High Rates of take up - 60% of the young who follow technicd training do so under "vocationd
training" and apprenticeship

An increase in the number of training podtionsin firms (this year the number of positions will
be increased by one third)

New Initiatives. In certain sectors (engineering, business and eectronics), firms, worker
representatives and relevant government bodies have made agreements on both the theoretical
and practica agpects of training, SO asto reorientate training to the needs of the firm.

To reintegrate the young unemployed, temporary support contracts and integration gpprenticeships
have been reformed. Measures include;

Individua reintegration courses under the supervison of a"tutor"

kills assessment

Obligation to place a priority to hiring the young who are undergoing an apprenticeship or have
a support temporary contract where a vacancy arises.

In addition, the socid partners in their collective negotiations, must specify their provisions for
training and how many positions are opened to the unemployed.

Older Workers
3.19 Membe States have made less progress in increasing participation rates for older workers
than with the young. Thisis not only due to the fact that older workers are sometimes more difficult
to take on but aso to the structure of pension systems and the existence of early retirement schemes.
The Netherlands, for example, has one of the weakest participation rates for older males, and
correspondingly excessive numbers drawing disability or early retirement benefits. Italy has one of
the most generous pension schemes dong with the lowest andard retirement age in the EU. This
works to reduce effective labour supply. In Finland too, a generous unemployment penson scheme
acts as a powerful incentive to drop out of the labour market. But there is progress in some Member
States, for example, in Denmark access to early retirement for the long- term unemployed aged 50-
59 has been abolished.

Long-term unemployed

3.20 Measures to tackle long-term unemployment should complement policies to improve
participation for this group. In order to prevent long-term unemployment, an operationa target has
been st to offer unemployed adults a fresh start before reaching twelve months of unemployment.
Moreover, a least 20% of the unemployed $ould benefit from active measure like training or
equivaent measures. There was little evidence, however, of effective policies by Member States to
tackle the problem of long-term unemployment, particularly in countries with a digproportionate
share of bw skilled workers amongst the unemployed. However, Member States agreed on the
importance of reducing the outstanding stock of unemployed as wdl as the flow into unemploymen.
This ought to be a policy priority in the future. In Belgium, anew policy (d' activation des dlocations
de chomage) has recently been put into action with a specific objective to reduce long-term
unemployment
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Good practicebox:  Reducing long term unemployment in Belgium

A new measure has been introduced to reintegrate the long-term unemployed into the labour
market through the crestion of jobsin the services sector. The emphasisis on cresting and building
on activities which are not normaly very profitable such as persond service sectors, environmental
protection, etc.

The policy is specificdly targeted at those who have been unemployed for at least 5 years or for at
least 2 years if they have not finished their secondary education. The measure will reduce the cost
of labour:
- by giving an inrwork benefit to the formerly unemployed individud. This benefit reduces the net
sdary pad by the employer and can be applied up to amaximum of 3 years
through a generous reduction in socid security benefits, vadid for the period while the in-work
benefit is pad

The worker gets a contract and is paid on the basis of current collective agreements. Sdlary is,
however limited to 120% of the minimum sdary.

(The measure was introduced at the beginning of 1998 and is aready showing signs of success,
especidly for the part time employed).

Female

3.21 Inthe mgority of Member States, women still have particular problems in gaining access to
the labour market, in career advancement, and in reconciling professona and family life. EPC
Members recognised the need for active support to increase femade employment, in particular via
the desgn, implementation and promation of family-friendly policies including affordable, accessble
and high quality services for children aswell as parenta and other leave schemes.

3.22 Inanumber of countries, progress has been made. Many have tax subsidies and benefits
avallable to help make the cogts of childcare affordable. Traditiondly, childcare facilities in France,
Belgium and the Nordic countries have been well developed. This has undoubtedly contributed to
higher female participation in these countries. In Austria, the Netherlands, the UK and Luxembourg,
reforms are currently under way, with concrete targets being set for the provison of childcare and
nursery fecilities. Austria has adopted an integrated approach to women's access to employment.
But a number of Member States gill have much to do, in particular to overcome the culturd
problems associated with integrating women into the workforce.

Flexible working arrangements play an important role in increasing employment and
improving adaptability

3.23 Member States agree that flexible working arrangements, including policies on career
bregks, parentd leave and part-time work, will not only help to encourage femae employment but
will contribute to a more general improvement in the adaptability of the work force. A number of
Member States have recently undertaken reforms to improve the flexibility of its labour force,
including in some cases measures relating to employment protection.  In Greece, where the current
levd of pat-time employment is among the lowest, new types of work contracts (such as
teleworking and part-time) have been introduced; in Italy, restrictions on fixed-term work have been
eased and temporary work agencies introduced; in the Netherlands alaw has been introduced which
regulates the legd Stuation of part-time workers and gives them full parity with full-time employees.
Experience in the Netherlands suggests that part time work is an option that employees have
voluntarily chosen rather than a form of employment imposed by employers. In Spain, laws have
been recently introduced to make part-time work more attractive for employers and employees. In
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France, more adaptable working arrangements are being discussed in the context of the negotiations
on the reduction of working time.

Member States must take full advantage of new opportunities for job creation

3.24 The service sector and industry-related services offer great potertid for adl Member States
to create new jobs, particularly those of a part-time nature, and more traditiondly filled by women.
The liberdisation of shop opening hours has important implications here, both directly in terms of
creating more service sector jobs, and indirectly viaits family-friendly impact.

3.25 Encouraging sdf-employment or the creation of companies in the service sector often does
not require high levels of capitd. Lowering firms entry bariers to such markets may therefore
generate important employment opportunities. The recent liberdisation of the taxi market in Sweden
is a good example of this in practice. Certain countries are investigating the creetion of jobs in
persona services that meet emerging needs not yet satisfied by the market.

Much scope to increase labour mobility

3.26 Aswel asimproving the occupationa mohility of labour, through measures to improve the
skills of the labour force, Member States aso recognised the importance of improving geographica
mohbility of labour, both between and within Member States.  This is an additiond measure which
would help raise levels of employment in Europe, and would be particularly beneficid in those
Member States, such as Belgium, Germany, Italy, Spain, and Portugal where regiond differencesin
employment and unemployment are particularly strong. EPC Members noted that differencesin the
benefits systems (including pendons) were important in kegping labour mobility low between
Member States. The dructure of the housing market, including the existence of taxes on renting,
planning redtrictions and adminigtrative condraints was thought to be another barrier to labour
mohbility both between and within Member States.

MAINTAINING SOCIAL CONSENSUS AND SOCIAL PACTS

Social consensusisvital for steering through structural reforms

3.27 The EPC dressed the importance of achieving overdl socid consensus for the nationd
economic srategy. Member States recognise that in the face of what sometimes can be a painful or
controversd gtructurd reform agenda, shared diagnoses and shared solutions amongst socidl
partners often offer the best route for successful implementation of policy. In this light, many Member
States, in accordance with their traditions, have indtitutionalised this process where aformd forum of
socid partners and government actively engage in developing economic strategy.

3.28 While many of these socid pacts dso include the wage formation process, (which in many
Member States is otherwise the exclusve domain of socia partners) they serve as a platform to seek
agreement on broader thrusts of government policy (measures to improve labour market functioning,
reforms to the welfare state and public finance consolidation). For example, in France and Audtria,
the government actively involves socid partners in defining the problems and solutions to the
chdlenge of the ageing population. Involvement of socid partnersin the reform agenda is viewed as
being beneficid as long as such a process does not lead to a disproportionate influence by insdersto
the detriment of other socid groups (eg the unemployed, or consumers who may not be adequately
represented in the consultation procedure). 1n other words such a process needs to be truly inclusive
and consensud.

Social pacts can aid the wage formation process, though the trend is towards decentralised
wage bargaining

3.29 Interms of wage formation palicy, it is difficult to prescribe good and bad practices. The
merits of socid pacts will depend on the level a which bargaining is conducted and the particular
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chdlenges facing the economy. For example, in the face of a perceptible need for wage moderation,
recent socid pacts aong the centralised modd in Irdland, Italy and Belgium have been successful in
ensuring that wage development is congstent with low inflation and trends in productivity. Moreover,
the agreements have contributed to the stability of the macroeconomic environment.

3.30 However, as circumstances, expectaions and priorities change in some cases Member
States and socid partners have recognised that more innovative solutions will be required with
perhaps more eements of decentralisation and micro bargaining. Indeed, in Ireland, as aresult of its
recent strong economic performance, the current system has come under pressure in some sectors.
However, the pact is generaly holding and is expected to be renewed in negotiations this year (see
box). In Belgium, it is recognised that its current system of centraised bargaining will need to be
adapted over time.

3.31 In addition, potentid benefits could emerge from an intensified diaogue with the socid partners
a the EU-levd. Thiswould increase the trangparency of structura reforms in the labour market and
awareness on the conseguences of wage developments at the EU-leve.

Good PracticeBox:  Social Partnership in Ireland

Since 1987, the Irish socid partners, who in this context include the Government, have concluded
a series of three year nationa agreements on pay, taxation and generd management of the
economy. These agreements have complemented a policy of fiscal consolidation and have
underpinned a virtuous cycle of pay moderation, low inflation, strong economic growth and,
paticularly more recently, strong employment growth. In recent years, the socia partners have
been extended to include the community and voluntary sectors, including the representatives of the
unemployed.

Each three year agreement is preceded by an andlytica strategic study of the economy’s prospects
over the coming three years, a sudy in which dl of the socid partners participate and which
provides an agreed framework for the subsequent detailed bargaining.

The current Partnership comes to an end in 2000. A new drategic study is being prepared, in
anticipation of negotiations on afurther agreement later this year.

FAIRNESS

Structural reform should not compromise social cohesion and fairness

3.32 Theissue of fairness was a recurrent theme during the review process. Structura reform,
whether in the labour, product or capital markets is often accompanied by a degree of socid change
as the economy adjusts to a more efficient path. Such adjustiment can have negative repercussons
especidly upon the most vulnerable groups in society and this can detract from socid cohesion. The
dructurd reform agenda should therefore attempt to reconcile both efficiency and equity
condderations and give due regard to the maintenance of sociad cohesion. In addition, as mentioned
earlier, in order to ensure the viability of reform, it was felt that the socid partners should be made
aware of its underlying rationale and be actively involved in developing appropriately “far” solutions.

Fairness can be maintained through a variety of policies
3.33 Maintaining fairness is a very broad concept. Given, diverse backgrounds and socia norms
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Member States have had varied experiences in safe-guarding fairness in the structurd reform
process.

3.34 Insome of the Nordic countries, where the socid consensus has been for the preservation of
the generous socia security net and a relatively narrow income didribution, reform to the benefit
system has focused on firming up the digibility criteriafor benefits and work availability requirements,
rather than direct reductions in replacement rates. This policy has had some success in reducing
unemployment, while maintaining socid objectives.

Promoting employment is the most effective measure, though other measures may be
needed to reduce social exclusion , such as minimum wages or in work benefits

3.35 Promoating high leves of gainful employment is the most effective way of reducing socid
excluson and poverty. But accompanying a focus on employment there may be a need for policies
such as minimum wages or in-work benefits which are designed to avoid heightening income
inequality and the rise of a class of working poor. For example, in the UK, where the track-record
on socid excluson has been poor, the Government is now having to address the problems of
inequality posed by low paid jobs and the polarisation of work between two job and no job
households, through policy measures such as the New Ded, the Working Families Tax Credit and
reforms to the education system.

3.36 Inwork benefits are one method of providing help to poorer workers and a the same time
dleviating the unemployment trap. However, a the point where benefit is withdrawn, they can have
the effect of reducing the incentive to take up better pay or increase labour supply as workers are
faced with high redl margind tax rates. Therefore the specificity of each labour market has to be
taken into account when designing in-work- benefits.

3.37 Some form of nationd minimum wage is another method. Whilgt this can ensure thet
vulnerable groups are not exploited, the minimum wage arrangements may need to be accompanied
by other measures to ensure that the tota labour cost remains compatible with the employability of
these groups if the wage is set a too high a leve. The Netherlands, Belgium and the UK have a
reduced minimum wage for young people. In Denmark, the guaranteed minimum income scheme is
lower for sngle people than families with children.
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LONG-TERM SUSTAINABILITY OF THE PUBLIC FINANCES

4.1  In the framework of EMU, fisca policy plays an important role in the macro and micro
economic framework. Sound public finances are a prerequisite for a smooth functioning of Economic
and Monetary Union, for sustained, non-inflationary growth and a high leve of employment. Fisca
responses to actud cydlica developments have to be brought in line with the long-term requirements
of sustainable public finances. Member States have shown their commitment to sound public finances
through the submission of Stability and Convergence Programmes and commitment to medium-term
budgetary objectives of “close to baance or in surplus’ according to the requirements of the Stability
and Growth Pect.

Further progressrequired in most Member States

4.2  Eventhough Member States have made important progress in recent years in reducing public
deficits, in most Member States further progress is necessary in order to reach the medium- term
budgetary objectives and to put debt levels on a robust downward path. Further reductions in
government deficits and debt are cdled for in most Member States. This will creste room for
manouevre to meet future chalenges, such as those resulting from the ageing of the population and to
dlow the automatic stabilisers to operate in case of a dowdown, while fully respecting the Stability
and Growth Pact. A particular strategy to bring down debt levelsis necessary in Belgium, Italy and
Greece. Moreover, public budgets have to be restructured to cope with future challenges.

4.3 In the padt, in most Member States, deficit reductions have been brought about by
expenditure restraints, reductions in interest payments and to a lesser extent by tax increases. It has
been noted that, in many cases, expenditure reduction has been disproportionately on public
investment. In some Member States, like Germany, Sweden, Finland, Belgium or the Netherlands
and Finland, setting explicit multi- annud ceilings for overdl government expenditures in addition to
ceilings for particular categories of expenditure has helped to reduce the sze of government
expenditure relative to GDP.

4.4  Inthe Netherlands and Belgium, rules have dso been et to cope with windfal tax revenues.
The Belgian and Dutch governments have announced that they will use a mgor part of extra tax
income resulting from stronger than expected growth for deficit reduction and the remainder for other
purposes, in particular for reductions in the tax burden. Such rules may help to contain demands for
extra-gpending in case of larger than expected tax revenues.

Fiscal consolidation must be pursued at lower levels of government too

45  Fedead dates, in which lower levels of government decide on a sgnificant proportion of
government soending and revenue, may face paticular problems in defining and implementing
budgetary policies aming for a specific medium term fiscal position for the generd government.

4.6 It should be borne in mind that in accordance with protocol No 5 of the excessive deficit
procedure, Member States are under an obligation to ensure that naiond procedures in the
budgetary area enable them to meet their obligation under the deficit procedure. Nationd sability
pacts as dready implemented in Austria, Belgium and Spain and as envisaged in Germany and Itay,
which define the responghilities of the different layers of government may be helpful in fulfilling these
obligations.

Maintaining budgetary surplusesis a challenge in some Member States

4.7  Severd Member States like Denmark, Irdland, Luxembourg, Finland, Sweden and Spain
have set a budget surplus as a medium-term target in their sability or convergence programmes. It is
important that the existence of sgnificant budget surpluses ought not make it more difficult to resst
demands for extra spending. An intengfication of “rent-seeking” from interest groups can only be
contained if thereisafirm politicad commitment from the authorities not to deviate from the objectives
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<t in the gability or convergence programs. In these circumstancesiit is very important to emphasise
the longer-term public finances pogtion.

The problem of an ageing population isimminent

4.8  All Member States will, to varying degrees, face profound demographic changes. The drop
in birth rates and the rise in life expectancy will lead to an ageing of our populations. This
development will put pressure on dl parts of the welfare sysem: pendons, hedth care, disability
schemes, long-term residentia care.

4.9 In the absence of corrective measures, Member States relying on pay-as-you-go socid
security schemes will be faced with a substantid increase in socia security contributions. According
to estimates from the Commisson, expenditures on socia protection might increase by up to 6 or
7% of GDP until 2030. Chdlenges for pension systems are particularly great in Germany, France,
Itay, Austria and Luxembourg, where expenditure for pensons may by then represent between 15-
20% of GDP.

Structural reformsto social security systems are important

410 Lowering current levels of government debt through sound fiscd management is one
important strategic answer to the demographic changes. Structurd reforms in socid security systems
are anecessary complement to that.

411 In recent years, most Member States, namely Audtria, Belgium, Germany, Itay, France,
Greece, Portugd, Sweden and the United Kingdom have undertaken substantia reforms of their
penson systemsin view of the new chalenges: effective retirement ages have been increased, benefit
indexation rules have been made less generous, digibility aiteria for disability benefits have been
tightened. Nevertheless, further reforms are necessary in most Member States in order to improve
the incentive structures of welfare systlems, to encourage an efficient use of resources and to increase
the employmert rate.

412 Member States should systematically assess the implications of the demographic changes on
al aress of the wdfare sysem in order to find solutions which limit the increase in socid security
expenditures. This gppliesin particular to those Member States, such as Germany, Italy and Finland,
where the demographic changes are expected to be important and which have not yet undertaken
radica reforms of their welfare systems.

So too are mechanisms in the private sector

413 Makets for private penson funds, which compared to the US ae d4ill rather
underdeveloped in the Community, may be developed as a second pillar for retirement provisions.
Alterndively the incorporation of eements of funding in public penson schemes may contribute to
reduce the financid burden for future generations. In those Member States, like the Netherlands or
the United Kingdom, where pensgon schemes are mostly funded, the impact of ageing on the overal
fiscd pogtion could be more limited than in Member States relying on pay-as-you-go schemes.

4.14 Experience in France, Irdand and Austria suggests that a broad consultation procedure,
involving socid partners, may be ingrumenta in order to make subgtantia reforms of the wedfare
systems acceptable to the various groups of society.

Tax systems are also undergoing reform

415 Mogt Member States have undertaken substantia reforms in order to make tax systems
more supportive of growth and employment creation. Over the last ten years, there has been a
generd tendency to lower tax rates, to broaden tax bases and to increase the trangparency of the tax
system. Such measures help to increase the neutrdity and efficiency of tax systems and to reduce tax
evasion and avoidance. Thisis particularly in those countries where the problems posed by the black
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economy are particularly strong.

416 However, tax burdens remain high in a number of countries. Severd Member States, in
particular Denmark, Spain, Italy, Irdland, the Netherlands, and Portugal have taken measures to
lower the tax burden for low income workers, thereby improving employment prospects for low-
kill workers. Germany and Denmark  are implementing tax reforms which include a shift in the tax
and socid charges burden from labour to the environment/energy.

Reinforced tax policy co-operation

4.17 Theintroduction of the euro and the creation of an integrated euro capital market, islikely to
increase the interdependencies between tax systems. Most members of the EPC consder that
incressed capital mobility ingde the euro area, but dso globaly, will make it more difficult to tax
relatively mobile factors, like capital, and thereby put a heavier burden on other factors, like labour.

4.18 Thereisaclear need to tackle harmful tax competition. Co-operation in the tax policy areais
cdled for to reduce the continuing distortions in the single market, to prevent excessive losses of tax
revenue or to alow tax structures to develop in amore employment friendly way.



