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Valtioneuvoston EU-sihteeristd 22.1.2007

EU- ministerivaliokunta 26.1.2007

KOMISSION RAPORTTI LISSABONIN STRATEGIAN EDISTYMISESTA
Suomen linjaukset kevaan 2007 Eurooppa neuvostoa varten

1. JOHDANTO

Komissio julkais 12.12.2006 vuosittaisen Lissabonredistymisraporttinsa, joka toimitetaan 8.-
9.3.2007 pidettavéle Eurooppa-neuvoston kokoukselle. Raportti sisdltéa analyysin edistymisesta
yhteisttason Lissabonohjelman toimeenpanossa (osa 1) seka maakohtaiset arviot kansallisten
Lissabon-uudistusohjelmien toimeenpanosta (osa 11)?. Komission antamassa tiedonantopaketissa on
myGs ehdotuksia maakohtaisiksi suosituksiks, joita esitetddn Eurooppa- neuvoston hyvaksyttaviksi.
Suositukset sisdltyvdt komission ehdotukseen integroitujen suuntaviivojen paivittamiseksi
(talouspolitiikan lagjat suuntaviivat ja tyollisyyspolitiikan suuntaviivat)®. Raportin liitteessa* on
yksityiskohtainen kasittely Lissabonin strategian taytantéonpanosta makro-, mikrotaloudellisten
seka tydllisyysulottuvuuksien kannata. Jasenvaltiot esittelivat kansalisten  Lissabon
uudistusohjelmiensa  edistymista  koskevat  raporttinsa  lokakuussa 2006. Komission
edistymisraporttia kasitellaén alkuvuoden aikana useissa neuvoston kokoonpanoissa.

Téssa muistiossa késitellaén Suomen kannanottoja komission edistymisraporttiin (osaan 1).

2. KOMISSION EDISTYMISRAPORTTI

Komission edistymisraportissa analysoidaan Lissabonin strategian toimeenpanoa neljan kevaan
2006 Eurooppa- neuvostossa sovitun painopistealueen pohjata: 1) suurempi panostus osaamiseen ja
innovaatioithin, 2) liiketoimintapotentiaalin  vapauttaminen  erityisesti  pk-yrityksissg, 3)
tydmarkkinoiden kehittéminen joustoturvan (flexicurity) pohjaltaja4) energiajailmastonmuutos.

Komissio toteaa raportissaan, etta yhteistason Lissabortohjelman toimeenpanossa on tapahtunut
tyydyttavaa edistystd, vaikka useita sisdmarkkinoiden kehittdmiseen liittyvia lainséédantohankkeita
on vield kesken. Eri jdsenmaissa toteutettavat uudistukset vahvistavat toisiaan ja tukevat yhdessa
kasvua ja tyollisyyttd. Euroopan talousndkymét ovat selvasti kohentuneet ja kasvun odotetaan
jatkuvan seuraavan kahden vuoden gjan.

! Communication from the Commission to the Spring European Council : | mplementing the renewed Lisbon Strategy for

growth and jobs- "A year of delivery”, COM (2006) 816 final (Part | ), 12.12.2006.

2 Assessment of progress made by each Member State and the euro area (the ” country chapters’), including policy

conclusions (Part 11).

% Recommendeation for a Council Recommendation on the 2007 up-date of the broad guidelines for the economic

policies of the Member States and the Community and on the implementation of Member States' employment policies
Part111).

S Annex to the Communication from the Commission to the Spring European Council: Implementing the renewed

Lisbon Strategy for growth andjobs - "A year of delivery".




Jasenvaltiot edittelivat edistymistd koskevat raporttinsa lokakuussa 2006. Komission mukaan
jdsenmaat ovat ponnistelleet toteuttaakseen uudistuksia, mutta jasenmaiden valilla on huomattavia
eroja mm. uudistusten nopeudessa ja nihin sitoutumisessa. Parantamisen varaa on mm. julkisen
talouden kestavyydessa, tyomarkkinoiden uudistamisessa, tutkimuksessa ja kehityksesss, ilmasto-
jaenergiapolitiikassa seka innovaatioiden edi stémisessi.

Raportissa todetaan, ettd Suomi edistyy karsallisen uudistusohjelmansa toimeenpanossa erittain
hyvin. Jatkossa olisi téarkeda keskittya mm. kilpailun ja tuottavuuden parantamiseen palvelualoilla,
yritysten rekrytointimenettelyjen yksinkertaistamiseen seka tydehtojen paikalisen sopimisen
edistdmiseen ja tyomarkkinoiden pullonkaulojen poistamiseen erityisesti torjumalla rakenteellista
tyottdmyytta varsinkin vahan koulutettujen, ml. nuorten osalta.

Komissio e esita raportissaan Suomelle varsinaisa maakohtaisia suosituksia. Sama koskee viitta
muuta jésenmaata (Ruotsi, Tanska, Viro, Luxemburg ja Irlanti), joille komissio e myosk&dn katso
tarpeelliseks ehdottaa suosituksia.

3. YLEISIAHUOMIOITA

Suomi tukee pyrkimyksia vauhdittaa Lissabonin kasvuun ja tydllisyyteen keskittyvan strategian
toimeenpanoa. Lissabonin strategian tavoitteiden saavuttaminen edellyttda jasenmailta
pitkganteistd talouspolitiikkaa, jonka ytimend ovat vakaus, tydllisyysasteen kohoaminen ja
tuottavuuden kasvun nopeutuminen. Nyt olis tarkeda hyddyntéa talouden myonteinen kehitys ja
jatkaa vaadittavia rakenneuudistuksia. Samaan aikaan on yhteisbtasolla jatkettava
sisamarkkinoiden kehittamista EU-tason Lissabon-ohjelman pohjalta ja kohdennettava erityinen
huomio osaamisen ja innovaatioiden méaar atietoi seen edistéamiseen.

Suomi tukee keskittymistda vuoden 2006 kevadn Eurooppa-neuvoston  hyvaksymiin
painopistealueisiin eli innovaatioihin, yritysymparistoon, tyollisyyteen seka energiaan ja ilmastoon.
On tarkead, etta tulevan kevaan Eurooppa-neuvoston paatelmat pidetaan tiiviind ja kohdennetaan
naihin alueisiin.

Samalla on térkedd, ettd komissio ja jasenvaltiot jatkavat maaratietoisesti tyotéan Lissabonin
strategian tavoitteiden saavuttamiseksi eri politiikkalohkoilla. On térkedd jatkuvasti kiinnittaa
huomiota unionin eri politiikkatoimien vuorovaikutukseen ja synergiaetuihin. Suomi korostaa EU:n
kestavan kehityksen strategian ja sosiaalisen suojelun yhteyksia Lissabonin strategiaan sekd naiden
toisiaan tukevaa toimeenpanoa.

On hyéa, etta edistymisraportissa korostetaan rakennerahastojen merkitystd yhtena valineena
Lissabonin tavoitteiden saavuttamiseksi. Merkittdvaa on, ettd vuosina 2007-2013 on kaytdssa n.
200 miljardia euroa yhteison koheesiovaroja Lissabon-tavoitteisiin. Alueiden potentiaali
kilpailukyvyn ja erityisesti innovaatioiden edistdmisessa tulee saada tassid yhteydessa riittavaa
huomiota. On tarkedd, ettd rakennerahastojen yleisasetuksen mukaisesti kansallisissa
edistymisraporteissa  selvitetdédn  koheesiovoimavarojen  kayttéa Lissabonin  tavoitteiden
toteuttami sessa.



4. SUOMEN LINJAUKSET KOMISSION ESITTAMIIN JATKOTOIMENPITEISIIN
Suurempi panostus osaamiseen ja innovaatioihin (raportin kohta 2.1.)

Komissio toteaa, ettd panostaminen tutkimukseen ja innovaatiotoimintaan on parasta, mita voidaan
tehda sellaisiin suuriin haasteisiin vastaamiseks kuin ilmastonmuutos ja vaestokehitys. Tutkimus-
ja innovaatiopanostus pitdd Euroopan talouden elinvoimaisena. Erityisen térkeina nahddan ne
puitteet, joissa innowointi voi tapahtua. Yks térked innovaatioiden syntymisen edellytys on liike-
elaman, yliopistojen ja tutkimusyhteisgjen vahvempi yhteistyd. Komissio on kadynnistdmassa
keskustelua eurooppal aisesta tutkimusalueesta ja uusista strategisista teknologioista. Lagja-alaisen
innovaatiostrategian yhteydessd komissio viittaa Lahden epaviralliseen p&amiestapaamiseen seka
neuvoston joulukuussa 2006 hyvaksyméan EU-tason innovaatiopolitiikan tyoohjelmaan joka
sisdltéd yhdeksan EU-tason innovaatioiden edistamisen painopistetta

Komissio nostaa esille kuus aluetta, joiden se katsoo nyt vaativan erityisid seurantatoimenpiteita.
Komissio peraénkuuluttaa edistymistd teknologisten yhteisaloitteiden (ns. Joint Technology
Initiatives) kaynnistdmiseksi ja Euroopan teknologiainstituuttia koskevan komission ehdotuksen
késittelemiseksi, jotta instituutin toiminta vois kaynnistyd vuonna 2008. Naiden liséksi komissio
mainitsee immateriaalioikeudet, standardisoinnin, edelldkavijdmarkkinat (ns. lead markets) ja
julkiset hankinnat alueina, joissa edistysta olisi tapahduttava.

Edistymisraportti kattaa  paddaosin  Suomen  puheenjohtajakaudella  tehdyt
innovaatiopolitiikkaa koskevat paatokset ja linjaukset.

Suomi pitda tarkednd, ettd lupaavimmat teknologiset yhteisaloitteet kuten Artemis
saadaan kaynnistymaan mahdollisimman pian. Suomi yhtyy komission nékemykseen, etta
immateriaalioikeuksien puitteiden maaréatietoinen kehittaminen on valttamatonta. Suomi
myds katsoo, etté standardisoinnilla on merkittava rooli innovaatiotoiminnan tukemisessa
ja pyrkimykset virtaviivaistaa standardisointijarjestelmad ovat kannatettavia. Suomi
korostaa myds taloudellisesti lupaavien edellékavijamarkkinoiden merkitysta
kilpailukyvyn kannalta seka painottaa integroitujen politiikkatoimien tarvetta ndiden
kehittamiseksi.

Suomi  pitda tarkeana, ettd neuvosto ja komissio toimeenpanevat EU-tason
innovaatiopolitiikan tyoohjelmaa kaikilta osin. On térkeda, etta tehtyihin paatoksiin ja
aikatauluihin tosiasiassa sitoudutaan. Téarkedta on myds, etta innovaatiotoimia kasitellaan
integroituna osana Lissabonin strategian sadnndllista seurantaa, kuten on Suomen
puheenjohtajakaudella sovittu.

Liiketoimintapotentiaalin vapauttaminen erityisesti pk-yrityksissa (raportin kohta 2.2.)

Komissio pitéa pk-yrityksia tyollisyyden kannalta ratkaisevina ja muistuttaa edellisen kevaan
Eurooppa- neuvoston padtoksista, joilla liiketoiminnan kaynnistdmista tulis  edistdd. Kaikki
jasenvaltiot ovat kdynnistaneet ja kdynnistamassa téhan liittyvia toimenpiteitd. Komission mukaan
nditd menettelyjd olisi kuitenkin edelleen virtaviivaistettava, silla potentiaali  kustannusten
vahentdmiseks on tuntuva. Komissio esittdd joukon tavoitteita kevdan Eurooppa-neuvoston

harkittaviks, mm. tavoitteen leikata hallinnollista taskkaa 25 %:lla vuoteen 2012 mennessa Sen



kiirehtii palveludirektiivin varhaista taytantdonpanoa seka kiinnittéd huomiota erdisiin yritysten
perustamista koskeviin esteisiin.

Komissio nostaa vahvasti esiin hallinnollisen taakan keventdmisen ja suosittelee, dta
kevaan Eurooppa-neuvostossa sitoudutaan 25 %:n hallinnollisten kustannusten
leikkaustavoitteeseen yhteisesti EU- ja jasenvaltiotasolla. Lisaksi suositellaan tiettyja
erityisaloja, joista tyd voitaisiin aloittaa, seka jasenvaltioiden sitoutumista kustannusten
mittausmalliin.

Suomi katsoo, etta yrityspotentiaalin vahvistamiseen tahtéavé toimet yritysten kohtaaman
hallinnollisen taakan vahentéamiseks ovat yks tarked osa paremman sdantelyn
kokonaisuutta. Edistymisraportin puutteena voidaan kuitenkin pitda sitd, ettei se painota
ollenkaan esimerkiks vaikutusarviointien kehittdmista tai saantelyn yksinkertaistamista.
On térkea korostaa paremman sadantelyn periaatteiden ja toimenpiteiden toteuttamista
kaytannon tydssa kaikilta osin.

Suomi  suhtautuu  varauksellisesti  sitovien méaérallisten tavoitteiden asettamiseen
hallinnollisen taakan vahentdmiseksi etenkin kansallisella tasolla. Jos hallinnollisten
kustannusten yhteiseen (EU- ja jasenvaltiotasolla) |eikkaustavoitteeseen kuitenkin
paatetdéan EU:ssa ditoutua, se tulisi toteuttaa pragmaattisesti ja siina tulis
asianmukaisella tavalla ottaa huomioon jasenmaiden erilaiset |ahtGtasot. Suomella on jo
nyt, yhdessa Iso-Britannian ja Ruotsin kanssa, arvioitu olevan BKT:hen suhteutettuna
EU:n alhaisin kustannusrasite (hallinnolliset kustannukset n. 1.5%/BKT). Suomi korostaa
lisdks, ettd mikdli stoudutaan  yhteiseen  hallinnollisten  kustannusten
mittaamismenetelmaan, sen tulisi olla mahdollisimman kewyt.

Komission suunnitelmat analysoida kilpailun esteitd tavara- ja palvelumarkkinoilla seka
pyrkimys aktiiviseen rooliin palveludirektiivin tehokkaan ja ripean kansallisen
toimeenpanon tukemiseksi ovat tervetulleita.

Komissio nostaa raportissaan esille myos erityisia yrittdjyys- ja pk-politiikkaan liittyvia
suosituksia. Namé komission esittaméat jatkotoimet ovat Suomelle hyvaksyttavissa ja niiden
voidaan katsoa jo padosin toteutuneen Suomessa.

Tyomarkkinoiden kehittdminen joustoturvan (flexicurity) pohjalta (raportin kohta 2.3.)

Komissio painottaa eurooppalaisten tydmarkkinoiden uudenaikaistamista erityisesti joustoturvaa
kehittamalla. Tasta on tulossa komission tiedonanto kesélla 2007 ja tarkoitus on hyvaksya yhteiset
asiaa koskevat periaatteet vuoden loppuun mennessi. Tassd huomioidaan jasenmaiden erilaiset
lahtokohdat, institutionaaliset rakenteet ja resurssit.

keskeisilla alueilla (koulunsa pééttavien nuorten tukeminen, lasten paivahoidon jarjestaminen,
tydurien pidentaminen).
Suomi tukee komission |8htokohtaa, jonka mukaan joustoturvan osalta e enda tavoitella
yhteisia periaatteita kaikille maille samansisaltising, vaan ty6ta jatketaan eriytetysti.
Nain voidaan ottaa riittavasti huomioon jasenmaiden erilaiset institutionaaliset rakenteet
seka tyomarkkinoiden nykytila ja erityispiirteet. Suomen puheenjohtajakauden linjausten
mukaisesti tyon laadun, tyon tuottavuuden seka tyon organisoinnin parantaminen tulisi



tuoda vahvemmin esiin vastattaessa tuleviin haasteisiin. Erityistd huomiota on
kiinnitettdva naisten ja miesten tasa-arvon edistamiseen. On myds entista tarkeampai
sovittaa yhteen muuttuvat tyomarkkinat ja sosiaalisen suojelun jarjestel mat.

TyoOoikeuden tulevaisuudesta parhaillaan kaytava keskustelu liittyy joustoturvaa koskeviin
linjauksiin. Taltd osin etenkin epatyypillisissd tydsuhteissa tyGskentelevien ja
epaitsendisessa asemassa olevien yrittgjien asemaa on syyta selvittéa. Tydsuhdeturvan
ohella on syytd arvioida jouston ja turvan tasapainon etsmista myos olemassa olevien
vakinaisten tyosuhteiden sisalla esimerkiksi tybaikajarjestelyin ja tyon tilapaisesti
vahentyessa |lomautusmahdollisuuden kautta.

Suomi voi hyvaksyd komission jasenmaille ehdottamat tyomarkkinoita koskevat
jatkotoimet.

Joustoturvaa koskevan keskustdun rinnalla on kiinnitettava riittéavasti huomiota myos
Euroopan pidemmén aikavalin haasteeseen eli tyovoiman saatavuuden turvaamiseen
vaeston ikadntyessd. Keskeista télta osn on mm. osaamisen kehittdminen,
elakejarjestelmien kannustimien uudistaminen, tyd- ja perhe-elaméan yhteensovittaminen,
tybvoiman maahanmuutto sekd maahanmuuttajavdeston tehokas hyddyntaminen
tyomar kkinoilla.

Seka yritysten etta tyontekijoiden kannalta on myos tarkeéda varmistaa, etta tydmarkkinoita
koskeva sdantely on selkéa, yksiselitteista ja ennakoitavaa.

Energiajailmastonmuutos (raportin kohta 2.4.)

Komissio painottaa raportissaan globaalien toimien vattamattomyytta ilmastonmuutoksen
haasteeseen vastaamiseksi. Nén ollen komissio korostaa ilmastopolitiikasta johtuvia velvoitteita
energiapolitiikale ja teknologiselle kehitykselle. Integroidun energiapolitiikan tulisi yhdistéa
jasenvaltioiden ja yhteison toimet siten, ettd niilla edistettdisiin ympariston kestéavyytta,
kilpailukykyé ja tarjonnan varmistamista.

Edistymisraportissa painotetaan energia- ja ilmastopolitiikan osalta erityisesti vahapagsttiseen
energiatuotantoon Siirtymistd, energiatehokkuuden ja uusiutuvien energiaédhteiden kayton
edistamistd, kustannustehokkaiden ja pé&dstja véhentavien vdineden edistamista (ml.
paastOkauppajarjestelmén vahvistaminen ja lagentaminen) sekd sisdmarkkinoiden toiminnan
tehostamista

Komisso on antanut 10.1.2007 kaks merkittavéa tiedonantoa: strategisen energiapoliittisen
katsauksen, jossa voimistetaan EU:n yhteisd toimia energia- ja ilmastopolitiikan integroinnissa
seka tiedonannon EU:n ilmastopolitiikan kehittamisesta.

[lmastonmuutoksen hillintd edellyttéda eri maiden nykyistd laajempaa osallistumista ja
sitoutumista. EU:n, ml. Suomen, on sopeuduttava tiukentuviin paastétavoitteisiin pitkan
aikavalin ilmastopolitiikassa.

Suomi pitda aelleen valttamattomana, etta jasenmailla itselldan sailyy mahdollisuus
paattaa kayttamistaan energialahteista ja energiahuollon rakenteesta. Stovia maarallisia
tavoitteita eri energialahteiden kaytdlle tulis 1&htokohtai sesti valttaa.



Suomi tukee komission analyysia gita, etta ilmastopolitiikan tavoitteet edellyttavat
energiasektorilla aikaisempaa suurempia ponnistuksia uusiutuvien energialéhteiden
kayttoonottamiseksi ja energiatehokkuuden edelleen parantamiseksi. Energiateknologian
pitkdjanteinen kehittdminen on valttamatontd. Energiatehokasta ja vahapaastoista
teknologiaa tarvitaan myos maailmanlaajuisesti ja erityisesti nopeasti kasvavissa suurissa
talouksissa. Suomessa on kehitetty energian tuotantoon ja paastdjen torjuntaan
teknologiaa, jota voidaan vieda maailmanmarkkinoille. Samalla tulisi kiinnitté& huomiota
investointeihin liittyvan osaamisen vientiin (esim. ener giakatsel mukset).

Paastokauppa on muuttanut energiamarkkinoiden toimintaymparistod, mutta toivottu
ohjausvaikutus investointien lisddmiseks vahapaastdiseen tuotantoon on jaanyt
riittdmattomaksi. EU:n paastokauppajarjestelméd on kehitettdva niin, etta se e
ainoastaan vastaa tehokkaammin ilmastohaasteeseen, vaan luo myos pitkéan aikavalin
var muutta investoijille.

Energiasisamarkkinoiden integroinnin toteuttaminen seka sadntelyn osalta etta
sirtoyhteyksia parantamalla vaikuttaa investointeihin positiivisesti. Kun on kyse
markkinoilla toimivien yritysten paatoksenteosta, tulisi kuitenkin sadntelyssa edeta

Kannat komission esittamaan energia- ja ilmastostrategiaan muodostetaan erikseen.

5. LISSABONIN STRATEGIAN SEURANTA

Lissabonin strategian seurannan toinen jakso kaynnistyy vuonna 2008. Tamén vamistelemiseksi
komissio esittdd toimia, joilla kansalista omistagjuutta voitaisiin vahvistaa. Néaita ovat Lissabont
koordinaattorin nimedminen, kansallisen keskustelun (ml. kansanedustuslaitokset ja sidosryhmét) ja
koordinaation vahvistaminen, seminaarien yms. jarjestaminen. Lisdksi komissio pyytda Bulgariaa ja
Romaniaa toimittamaan kansalliset uudistusohjelmansa kevaén 2007 Eurooppa-neuvostoon
mennessa.

Suomi katsoo, etta Lissabonin strategian seurannan toiseen jaksoon (2008-2011) on
valmistauduttava huolella tukeutuen kevaan 2008 Eurooppa-neuvostossa strategiasta
laadittavaan kokonaisarvioon ja seuraavaa kolmevuotisjaksoa koskeviin linjauksiin.

Suomi pitad taman hetkista Lissabon-seurantaa riittavana ja katsoo, etta paallekkaisten
rakenteiden tai lisdbyrokratian luomista Lissabon-seurannassa tulee valttaa.

Suomi e ole pitanyt tarpeellisena Lissabon-koordinaattorin nimeamisesta poliittisella
tasolla.



FOREWORD

COMMUNICATION FROM THE COMMISSION TO
THE SPRING EUROPEAN COUNCIL

IMPLEMENTING THE RENEWED LISBON STRATEGY
FOR GROWTH AND JOBS

"A year of delivery"

Foreword by European Commission President José Manuel Barroso

When Europe launched the renewed Lisbon Strategy for Growth and Jobs, it set itself an
ambitious task. The reshaping of the European economy requires far-reaching change,
touching every part of Europe. The involvement of workers, businesses and consumers is just
as important as that of politicians and policymakers. The goal is to respond to globalisation
and an ageing society with a shared agenda of reform.

In our last report, | called on Heads of State and Government to move up a gear — and 2006
has seen real progress. The Growth and Jobs Strategy is a medium to long term agenda.
Putting in place the full range of necessary measures needs a high degree of political
continuity, stability of implementation and a sustained commitment - in many cases stretching
beyond the lifetime of any single government. The last twelve months add up to a significant
down payment on what is needed.

The renewed Lisbon Strategy for Growth and Jobs rests on two solid foundations. The first is
a partnership designed to ensure real ownership of the strategy at all levels in Europe. The
second is a policy programme to modernise the European economy and offer the social
systems needed to meet the challenges of globalisation. On both fronts, the past year has seen
the Strategy delivering results.

Partnership needs the right instruments to work effectively — everyone has a job to do. The
National Reform Programmes have proved effective in meshing national and European policy
priorities and bringing together macroeconomic, microeconomic and employment reforms.
The importance of the Strategy to national political debate has grown, and National Lisbon
coordinators are providing the energy and focus required. Member States are increasingly
exchanging experiences and good ideas. National finances are being put on a stronger footing.
The Community Lisbon Programme is providing direction at the European level. In this
report, the Commission is fulfilling one of its particular roles: it has looked at the progress
made in National Reform Programmes and is proposing some country-specific
recommendations to guide Member States. The European Council has put the spotlight on
innovation and will turn next March to better regulation, energy and climate change. In short,
the different actors in the Lisbon approach are playing their parts in the right way.

Over the last 12 months, there has been a perceptible stepping up of the work to translate
policy action into real results, to improve the environment for businesses to invest and for
jobs to be created. The 2006 Spring European Council defined four priorities, and in all four
areas, real change has been achieved. We have entered a new phase in European research, and
innovation has been recognised as a policy priority as never before. Small and medium-sized



enterprises in many Member States are starting to benefit from efforts to help start ups and to
tackle obstacles to business growth. Education and training has been given a new prominence
and investment in people is rising. There is a growing recognition that social exclusion brings
costs not only to the individual, but to society as a whole. The benefits of a comprehensive
European energy policy will start to be realised as we show how competitive, secure and
sustainable energy in Europe can come alongside the imperative of tackling climate change.

Again, the partnership approach has been critical to this progress. So Community efforts to
create new opportunities for business, particularly in services and financial services,
complement national efforts on business support and one-stop shops. A new regulatory
culture at both national and Community level cuts costs and opens up new opportunities. An
effective European energy policy relies heavily on cooperation and openness between national
operators and a clear division of responsibility.

So reforms are starting to feed through into growth and jobs. The evidence is building.
Europe's economy is growing more strongly than for many years. Seven million new jobs will
be created in Europe in the three years to 2008. Part of this is cyclical, but part of the extra
growth and jobs is the result of Lisbon reforms. We have also benefited from the new
dynamism brought about by enlargement. As Member States' economies have grown
increasingly interdependent, the positive effects of reforms to boost growth and jobs in one
Member State - particularly the larger economies - are felt in all others. Structural reforms
implemented across the whole of the Union pay a higher dividend than those implemented
piecemeal.

So we are moving in the right direction. But this is not a time to relax. We should use the
progress so far to encourage swifter and deeper reforms — for political leaders to promote the
compelling case for modernisation and the benefits it will bring to citizens. The next twelve
months should see more market opening to stimulate innovation and give our consumers a
better deal; a further push to open markets worldwide and bring new opportunities to
European business; a better balance between flexibility and security in labour markets; and
more progress on the quality of our education systems. The improved economic situation
should be viewed as an opportunity to do more — not an excuse to do less. | believe 2007 will
see real dynamism in the European economy, and an effective platform for the mid-term
review of Lisbon in 2008.

An enlarged, global Europe is right to be ambitious. Ambition must be accompanied by
determination. | am encouraged by what we have achieved in 2006 and look forward to
accelerating progress in 2007. |1 am convinced that the European way of doing things is well
suited to the challenges of the 21% century. The combination of market dynamism, social
cohesion and environmental responsibility is a unique mix. Unlocking its potential is the
surest path to growth and jobs in Europe.

We must redouble our efforts and work together to make 2007 a year of delivery.
José Manuel Durdo Barroso
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It is accompanied by:

— a recommendation to the Council for recommendations under articles 99 and 128 of the
Treaty, and on the basis of the Integrated Guidelines for 2005-2008

— an annex (based on the national progress reports and economic analysis undertaken by the
Commission) which further develops the arguments set out in the main body of the report
and provides more factual material to substantiate it. The employment part of this annex is
also the draft joint employment report.
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1. IMPLEMENTING THE STRATEGY FOR GROWTH AND JOBS

The Growth and Jobs Strategy is a shared EU reform agenda. It reflects the growing inter-
dependence of our economies and recognition of the need for the Community and national
levels to work closely together to make reality of the vision of a dynamic, competitive,
knowledge-intensive EU which can face the future with confidence.

The positive effects of successful reform which boosts growth and employment in one
Member State will be felt in all the others. Therefore, if all Member States implement reforms
together, the effects would be considerably reinforced.

The economies of the euro area are even more closely inter-connected. Consequently, there is
a need for a shared commitment amongst its members to implement quickly the reforms that
are necessary for the single currency to function smoothly.

Reforms at Community level are an essential element of the Lisbon Strategy. They reinforce
and complement national reforms by providing a strong European framework for growth and
jobs. The Commission presented the necessary actions in 2005 in the Community Lisbon
Programme.

The renewed Strategy for Growth and Jobs is beginning to deliver results. All Member States
have adopted national reform programmes and are reviewing them to take on board priorities
defined at Community level and good practice ideas from other Member States. A shift in
policy towards research and innovation, resource and energy efficiency, freeing up of SMEs,
entrepreneurship and education, investment in human capital and modernisation of labour
markets together with securing funding for high levels of social protection for the future can
be discerned across Member States. There is a clearer recognition that, in modernising social
protection and inclusion, adequacy and financial sustainability need to be considered jointly.

There is emerging evidence that past reforms are starting to deliver quantifiable benefits, and
that the full implementation of the Strategy for Growth and Jobs at both EU and national level
offers the prospect of potentially large gains in terms of jobs and growth. Overall, growth
conditions are now more conducive to pursuing reform agendas than they have been for many
years, and the challenge is to use this window of opportunity to pursue ambitious reform
efforts.

The new partnership for growth and jobs is also beginning to prove its worth as an effective
governance structure for managing economic reform in Europe. While ownership and
knowledge about this structure must clearly still be improved, the new governance structure in
itself is an important contribution to economic reforms in Europe.

This section analyses progress at both the Community and the national levels. It also assesses
synergies between these levels and between macro, micro and employment policies. Section 2
focuses on the four priority action areas identified by the 2006 Spring European Council and
section 3 outlines suggestions for steps to drive the Strategy forward.
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1.1. The Community Dimension

Progress on implementing the Community Lisbon Programme (CLP) has been satisfactory.
To date, the Commission has delivered over 75% of all the actions announced in the CLP*.
There are a number of "good news" stories: the adoption of the services directive; the
significant steps forward in financial services; the adoption of a new state aid framework for
R&D and innovation as well as guidance on tax incentives in favour of R&D; agreement on
the 7" Framework Programme for research and technological development which will raise
R&D spending by 75% between 2007 and 2013 and support for major public-private
partnerships; final political agreement on the launching of the SESAR joint undertaking; as
well as support for SMEs under the Competitiveness and Innovation Programme.

However, a number of important proposed EU laws are still pending before the Parliament
and the Council and there is now an urgent need to concentrate the efforts of the co-legislators
on agreeing the items on the "unfinished agenda”. These vital proposals would increase the
portability of pensions so facilitating mobility of workers in the internal market, improve the
functioning of our transport and energy markets, equip Europe with an effective and
affordable intellectual property system, provide a framework for audiovisual and payment
services and simplify and modernise important parts of its tax and customs rules. If
implemented, they would give a significant impetus to growth and jobs in Europe.

Since the adoption of the Community Lisbon Programme, the Commission has come forward
with a number of important new proposals for economic reform that seek to complement and
strengthen actions at Member State level: it has proposed the creation of the European
Institute of Technology;; and its proposal for a European Globalisation Adjustment Fund has
been agreed. The Commission is also implementing its external competitiveness agenda
encompassing trade and other external policies in order to create opportunities in a globalised
economy.

The European better regulation agenda is gaining momentum. The Commission? has set out a
coherent approach to all stages of the policy cycle as well as an ambitious simplification
agenda. The Council and the European Parliament need to speed up decisions on pending
simplification proposals, for example, the Commission's proposals for a VAT one-stop-shop
and for a modernised customs environment to simplify procedures.

These proposals, complemented by new actions presented in Section 2, constitute the work
programme for economic reform at Community level.

1.2. Implementation of the National Reform Programmes (NRPs)

Member States have delivered their first reports on the implementation of National Reform
Programmes. The Commission has made a detailed assessment, taking into account work
carried out by the Council.

It shows that Member States are making a real effort to reform. Many of them have
strengthened the involvement of their parliaments and stakeholders. All have appointed
Lisbon Co-ordinators, many at ministerial level.

"Community Lisbon Programme: Technical Implementation Report 2006", SEC (2006) 1379
2 "A Strategic Review of Better Regulation in the EU", COM (2006) 689

EN



EN

However, in addition to the fact that Member States had different points of departure, there is
considerable variation in the pace, intensity and commitment towards reforms across Member
States. Progress across different policy areas is also uneven.

The macro-economic dimension

e The EU's economic performance and outlook are brighter than for a number of years.
Economic growth this year is set to reach 2.8% - up from 1.7% in 2005 and is forecast to
remain at some 2.5% for the next two years®. Some of the upturn is due to favourable
cyclical developments but there is evidence that it is partly due to the impact of previous
structural reforms. It is also supported by budgetary consolidation and a greater focus on
the need to secure sustainable public finances in the light of ageing populations, a process
that has been aided through a reformed Stability and Growth Pact®. The recent enlargement
has also contributed to greater dynamism in the EU economy.

e Stable macro-economic conditions are underpinning the improved outlook. Despite higher
energy prices, inflation in the EU has hovered just above 2% during 2006. Wage
moderation has continued to support price stability. The EU25 current account remains in
broad balance in the face of high energy prices, stronger growth and the appreciation of the
euro against other major currencies. However, the external balances of several Member
States have reached levels that need careful monitoring.

e Many countries, including those with the highest deficits, have pursued budgetary
consolidation efforts, and there was a halt in the increase in the debt/GDP ratio of the
EU25 for the first time since 2002. Also, several countries adopted or announced reforms
to pensions and healthcare systems. However, some Member States need to do much more.
More than half of them face medium to high risks to their public finances on the basis of
current policies. If the time lived in good health increased in line with life expectancy, this
would help to curb the increase in healthcare expenditure. Fiscal consolidation now will
create the room for investments which will enhance future growth potential so helping to
put public finances on a more secure footing in the longer term.

e The closer economic and financial interdependence created by a single currency means the
euro area countries must not only establish the conditions to raise growth and employment
in each Member State, but also improve adjustment capacity in the euro area. In the light of
their greater economic and financial interdependence, euro area Member States need more
ambitious budgetary consolidation, greater competition to enhance productivity, control
over inflationary pressures and more adaptable labour markets. Achieving this will require
deeper policy coordination and improved governance through the Growth and Jobs
Strategy and in the context of the Eurogroup”.

The micro-economic dimension

e All Member States have set a national R&D investment target. If all of these targets are
met, the EU will reach an R&D level of 2.6% of GDP in 2010 (up from 1.9% in 2005).
This would be a significant improvement even if the key EU target of 3% is only reached

Commission Autumn Economic Forecasts 2006-2008, European Economy No. 5/2006

4 "Public finances in EMU - 2006. the first year of the revised Stability and Growth Pact", COM (2006)
304

"Strengthening the euro area: key policy priorities”, COM (2006) 714
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later. There are considerable benefits of more R&D spending: if national targets are
reached, EU GDP will be between 2.6% and 4.4% higher in 2025 than it otherwise would
have been. The key is increased private sector investment. This requires strengthening
links between science and industry, promoting internationally competitive clusters,
improving access to finance and upgrading innovation support services (e.g. broadband
and e-government).

Many Member States have started to implement the actions agreed by the 2006 Spring
European Council to "unlock business potential, especially of SMEs" For example, all
Member States which did not have "one stop shops" to assist future entrepreneurs are now
establishing them. However, most Member States have not yet made enough progress to
secure the one week target® by the end of 2007.

However, success in many policy areas depends on effective competition and
implementation of EU legislation - in sectors such as energy, transport,
telecommunications, financial and professional services and public procurement - and on
more adaptable labour markets. Renewed efforts are needed here. Total state aid has not
significantly decreased over the period 2001-2005. However, Member States are now
awarding more than 90% of their aid to horizontal objectives. Whilst the share of aid going
towards the environment and energy efficiency has increased to 28%, aid to other "Lisbon™
areas, such as R&D and training, has remained relatively stable.

The picture on better regulation is generally good. There has been significant progress with
measuring and reducing administrative burdens and with impact assessment. Moreover,
many Member States are introducing ad hoc simplification measures. But fewer than ten
have mandatory consultation on forthcoming new rules.

Many Member States now recognise the potential synergies between environmental policy
and growth. They also recognise global challenges such as climate change and the need to
preserve biodiversity. However, more than half need additional measures to fulfil their
objectives on electricity from renewable energy sources. Seven are not on track to reach
their Kyoto commitments on climate change, and will need further emission reduction
measures. There is progress on the promotion of environmental technologies. Progress on
the internalisation of environmental costs is slow.

The employment dimension

e Employment rates are steadily increasing, due in part to more women and older people

working. The EU is expected to create 7 million new jobs over the period 2006-2008. This
will help increase the employment rate from 64% in 2005 to 66% in 2008 while reducing
unemployment from a peak of more than 9% in 2004 to 7.3% in 2008. Resilient
employment growth coupled with the substantial drop in unemployment in 2006 suggests
that there has been some structural improvement in the functioning of labour markets.
Moreover, several Member States have relaxed the transitional restrictions on free
movement of workers.

6

A definition of what is to be looked at when assessing start-up times, costs and one-stop shops in the
context of the Lisbon objectives can be found at
http://ec.europa.eu/enterprise/entrepreneurship/support _measures/start-ups/index.htm
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e Despite this good progress, only a few Member States have adopted a fully integrated
"lifecycle approach™ to employment. For example, more effort is needed to hit the target
agreed last year for every young person who has left school or university to be offered a
job, apprenticeship, training or other employability measure within six months of
becoming unemployed. Gender gaps remain wide which calls for stronger commitment to
the Gender Pact. Availability of affordable child care is a problem in a number of Member
States which makes it more difficult to reconcile work and private life. In many Member
States, particular categories of the population (i.e. the young, older workers, minorities and
third country nationals) continue to suffer much higher unemployment. Early school
leaving is a particularly severe problem among immigrants and minorities. Member States
have put some effort into increasing the labour market participation of older workers but
more is needed to create real job opportunities for them. Moreover, although all Member
States are struggling to reduce child poverty (as requested by the 2006 Spring European
Council), it remains a significant challenge.

e Member States are showing considerable interest in “flexicurity” but most are still
implementing only some of its elements, such as measures to reduce the tax burden on
labour to "make work pay" and to boost labour demand. There has been limited progress
on the other elements: modernising social protection and benefit systems and putting in
place coherent life long learning strategies. And not enough Member States are
modernising employment protection legislation — except at the margins (providing greater
opportunities to new entrants or marginal workers). In order to overcome labour market
dualism (insiders/outsiders) in a number of Member States, greater security and
employability for those at the margins will need to go hand in hand with greater flexibility
for those on permanent contracts.

*kxk

Overall, Member States have made a promising start in implementing National Reform
Programmes. However, in several Member States, there is scope for stronger action in areas
such as long-term sustainability of public finances, labour market reform, R&D, climate and
energy policies and innovation, as well as competition, particularly in network industries and
services.

Faster progress in these areas would enhance consistency in the overall pace of
implementation, generate greater synergies between policies and help to maximise the
benefits of reform.

In light of its assessment, the Commission has decided to propose guidance to Member States
in the form of conclusions and country-specific recommendations under Articles 99 and 128
of the Treaty. The basis for proposing country-specific recommendations was the progress in
the implementation of the NRPs. They relate in particular to issues which the Commission
highlighted for particular attention by Member States in its contribution to the 2006 Spring
European Council. For Member States which have made significant progress in implementing
their reform programmes, no recommendations are proposed.

The renewed Lisbon Strategy for Growth and Jobs is a medium- to long term agenda. Not all
policy challenges can be successfully addressed in one year and the Commission has therefore
taken account of the need for Member States facing complex challenges to prioritise certain
actions.

The Commission also flags up some key issues for each Member State where progress during
2007 should be closely monitored. Similarly close follow-up is needed in the four priority
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action areas (see section 3) which the European Council agreed should be delivered by the
end of 2007.

1.3. Investing in growth and jobs: the top priority for the new cohesion programmes

A major success in the last year has been the new direction given to cohesion policy. The new
regulatory framework for the Structural Funds for 2007-2013 stipulates that, in the least
developed regions, a minimum of 60% of the resources available must be "earmarked” for
Lisbon expenditures. In other regions, it must be a minimum of 75%. Although this
"earmarking" is not compulsory for those Member States who joined the Union in 2004, all
have agreed to adhere to it. This translates into Lisbon investment worth € 200 billion from
the Structural Funds (plus co-financing from the Member States).

The Commission will continue to work intensively with Member States to ensure that the
majority of the 360 new programmes can be decided by mid-2007, allowing much-needed
investments as soon as possible. The emphasis in these programmes is firmly placed on
reform priorities, such as innovation and the knowledge economy. The new rural development
programmes will also bring new investment opportunities, boosting job creation outside of
urban areas.

There is now much closer co-operation between those responsible for implementing National
Reform Programmes and those preparing the operational programmes for the structural funds.
Moreover, as the majority of programmes are conceived and implemented in partnership with
the regions and other local actors, they are helping to decentralise the Growth and Jobs
Strategy to the regional and local level and to increase ownership on the ground.

2. IMPLEMENTING ACTIONS IN THE FOUR PRIORITY AREAS

At the 2006 Spring European Council, Heads of State and Government agreed four priority
areas for more growth and jobs. Within these, the European Council agreed specific measures
to be implemented before the end of 2007 — i.e. before the start of the second cycle of the
Growth and Jobs Strategy in 2008. These four priorities should be reflected in the National
Reform Programmes and the Lisbon Community Programme but are highlighted in this
section because of their cross-cutting nature. As the Commission assessment has shown,
many Member States will need to step up their efforts to accomplish the actions on schedule.
Reporting by Member States on the implementation of the four priority action areas should
form an integral part of yearly implementation reports.

2.1. Investing more in knowledge and innovation:

Improving research and innovation offers the best hope of finding solutions to many major
problems, such as climate change and demographic change. Creating a more innovation
friendly Europe is vital for future growth.

Setting targets for greater R&D investments is not enough in itself. What matters is
converting R&D investments into new products and services. This largely depends on
achieving the right framework conditions to support innovation, including modernised higher
education and stronger links within the knowledge triangle (business, universities, research
centres) as well as competitive markets with low entry barriers. The Commission will launch
a debate on the future of the European Research Area to ensure that it plays a leading role in
tackling global challenges.
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Furthermore, the development of some new strategic technologies (and their emergence as
global lead markets) can be fostered by a common European sectoral approach (such as on
carbon capture and storage and spectrum management”).

In September 2006, the Commission presented a broad-based innovation strategy,
accompanied by a 10 point roadmap®. Following this, the Heads of State and Government in
Lahti agreed that the EU, like its major competitors, should take a strategic approach to
innovation, focusing on a limited number of closely interlinked issues® and the Council has
subsequently adopted, on this basis, an innovation work programme to be followed at
Community level.

The Commission will present proposals on spectrum management in early 2007 in the context of the
review of the regulatory framework for electronic communications

"Putting knowledge into practice: a broad-based innovation strategy for the EU", COM(2006) 502 final,
13/09/06

See the Commission's Communication to the Lahti Informal European Council, "An innovation-
friendly, modern Europe", COM (2006) 589, 12/10/2006
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Follow up actions:

e Joint technology initiatives” (JTIs) are public-private partnerships to ensure
Europe's lead in strategic technology areas. The Commission will make proposals
to launch a number of JTIs early in 2007.

e The European Institute of Technology (EIT) will be a flagship for excellence in
innovation, research and higher education. The Commission's proposal should be
adopted in time for the EIT to become operational in 2008 with the first EIT
Knowledge and Innovation Community in place by 2010. Member States should
also pursue reforms of higher education and research organisations.

e Europe urgently needs a clear and coherent framework for intellectual property
protection, based on high quality, affordability, convergence and balance between
users and right holders so that ideas can circulate easily in a dynamic information
society. The Commission will present proposals.

e European standard-setting must be speeded up, particularly in fast-moving
markets, whilst ensuring inter-operability. European standardisation organisations
need to continue to improve their performance by adapting their working methods
and structures and improving internal decision-taking. The Commission will
conduct a review with the standardisation organisations, industry and stakeholders
and issue an action plan in October 2007.

e Europe needs a lead markets strategy, i.e. public authorities must try to ensure that
markets are, as far as possible, ready for emerging technologies and business
models so helping European enterprises to become global leaders in these sectors.

e Smart procurement practices can foster demand for innovative solutions and
create new business opportunities, particularly in the service sector. The public
sector must take up this challenge.

2.2. Unlocking the business potential, especially of SMEs

Recognising that SMEs are the major source for future employment in Europe, the 2006
Spring European Council agreed to improve regulation to make it much easier to start up, run
and transfer a business within the single market.

Now that all Member States have set up one-stop shops or are taking measures to do so, the
administrative procedures behind the one-stop shops need to be streamlined (using electronic
means).

The costs for businesses of complying with administrative requirements flowing from both
EU and national rules are estimated at some 3.5% of GDP in EU-25. A significant share of
these costs is linked to essential reporting requirements in the public interest. However, there
is considerable potential for reducing burdens so that entrepreneurs and their staff can invest
their time in productive tasks. It has been estimated that a reduction by 25% of these costs
would over time increase EU GDP by up to 1.5% (or 150 bn euro).

10
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Follow up actions:
e The European Council is invited to:

— set a joint 25% target for reducing administrative burdens as a political objective
to be achieved jointly by the EU and Member States by 2012;

— endorse the priority areas identified by the Commission in which significant
progress should be made to reduce administrative burden, notably: tax law
including VAT, statistics; agriculture and agricultural subsidies; food labelling;
transport and fisheries legislation;

— endorse a package of dedicated proposals to reduce administrative costs with
significant early benefits;

— approve the proposed methodology for measuring costs.

e The assessment of the national implementation reports shows that a lack of competition
remains a concern, hampering innovation and productivity growth. The Commission
intends to conduct an analysis of key goods and services markets to identify specific
obstacles.

e The European Council is invited to urge Member States to make the early and effective
implementation of the Services Directive a top priority and to closely work with the
European Commission to facilitate and coordinate this process of implementation.

e Member States should ensure that:
— start-up time for a new business is no more than one week™:;
— start up fees are low, reflecting only administrative costs;

— one-stop shops for start-ups enable companies to fulfil regulatory obligations
(including VAT registration) in a single location and/or electronically;

— administration relating to the recruitment of the first employee can be done
through a single contact point;

— entrepreneurship education is included in school curricula.

2.3. Greater adaptability of labour markets based on flexicurity

It is now widely recognised that European labour markets must be modernised to adapt to
changes resulting from increasing global competition, the ageing of the population and life-
style choices. The flexicurity concept is one of the most promising ways of achieving this.
Rather than protecting jobs, the aim is to protect the worker, help them deal with rapid change
and so ensure secure employment. It has already been implemented in some Member States
where it has been shown to work. The challenge is to build on such success.

10 The Commission will provide guidance on the relevant definitions
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Follow up actions:

e Following consultation with the social partners, the Commission will present a
Communication on flexicurity by summer 2007 as the basis for agreement, by the
end of 2007, on a set of common principles. As Member States' starting positions
vary and to facilitate implementation, it will set out a range of policy pathways
towards greater flexicurity, depending on the institutional set-up, economic
situation and available financial resources.

e Member States should by the end of 2007:

— Ensure that every school leaver is offered a job, apprenticeship, additional training
or other employability measure within six months of becoming unemployed (four
months by 2010);

— Increase the availability and affordability of quality childcare in line with Member
States' own national targets;

— Provide targeted incentives to prolong working lives and increase participation in
training for workers over age of 45.

2.4, Energy and Climate change

Today, the facts on climate change are clear: our planet is warming faster than ever as a result
of human activity. In order to limit global average temperature increases to two degrees
Celsius™, we need decisive global action now. The costs of inaction will significantly
outweigh the costs of action. These are also major opportunities for growth and employment
through investment and producing and disseminating new eco-efficient technologies.

Europe has been addressing the issue of climate change. European leadership in this area
should be designed to constitute leverage for a broader based fight against climate change and
strengthen competitiveness. The new energy policy for Europe which is being set-up must be
placed in that context.

Europe needs an integrated energy policy combining actions at European and Member State
level while promoting environmental sustainability, security of supply and competitiveness:

o It will be essential to move steadily towards a low carbon energy model, demonstrating
European leadership in fighting climate change while fostering the EU’s competitiveness.
Involving third countries will be crucial if we are to succeed in reducing global emissions.
This requires also a major public and private effort in research and development, notably in
new energy technologies.

e Vigorous policies to promote energy efficiency and renewable energy can also make a very
significant contribution to reducing emissions, improving security of supply, and boosting
competitiveness by making Europe a frontrunner in innovative industries.

1 This is the objective fixed by the European Council
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e The EU should promote cost-effective instruments that will tap the potential for the urgent
emission reductions while stimulating innovation. The EUs Emission Trading Scheme
(ETS) will be reinforced and expanded. The ETS directive will be reviewed in 2007.

e A fully integrated internal market will reduce inefficiencies, promote the investment and
strengthen our competitiveness, as well as enhancing security and sustainability. Beyond
implementing the market-opening directives, further progress on unbundling, strengthening
the role of regulators and greater interconnection between Member States will be
necessary.

Follow up actions:

e The Commission will propose two key initiatives in January 2007: the Strategic Energy
Review which will put forward an energy scenario that is in line with the EU's long-term
climate change objective while promoting further competitiveness and security; and a
Communication on further action to tackle climate change. These proposals will include
specific measures to be decided by the Spring European Council which should devote a
major part of its discussions to these issues.

3. NEXT STEPS

3.1. Key economic reform priorities at Community level in 2007: updating the
Community Lisbon Programme

Many of the actions in the priority areas will have to be taken by Member States. But there is
an important Community dimension too. These actions, together with the unfinished
legislative agenda of the Community Lisbon Programme (see sector 1.1), constitute a
programme for economic reform at Community level for 2007. Progress here will be essential
to complement and reinforce actions by Member States.

3.2. Enhancing ownership

In the run-up to the launch of the second cycle in 2008, the Commission invites the European
Council to call on Member States:

— who have not yet done so to nominate national Lisbon co-ordinators at a political level. At
European level the Commission will continue to seek to strengthen the role of national
Lisbon co-ordinators;

— to step up efforts to root the Lisbon Growth and Jobs Strategy firmly in civic society, for
example by discussing their Implementation Reports with their parliaments, by consulting
stakeholders and by establishing a closer link between the National Reform Programmes
and national budget debates. The Commission welcomes in this respect the dialogues
which the European Parliament has established with national parliaments;

— to continue to learn from each other's experiences by exchanging good policy ideas which
will be facilitated by the Commission. Building on the successful innovation seminar in
Lisbon in early October, the Commission will organise further "sharing success" seminars
with the national Lisbon co-ordinators. The Commission will also establish networks of
regions and cities to boost the sharing of best practice on innovation as laid out in the
Regions for Economic Change Initiative.

13
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3.3. Expanding the partnership

On 1 January 2007, Bulgaria and Romania will join the European Union. The Commission
invites them by the 2007 Spring European Council to present National Reform Programmes
(NRPs) on the basis of the Integrated Guidelines and taking account of the latest monitoring
reports.

3.4. Focusing on delivery

The Commission invites the European Council to give its overall endorsement to the contents
of this report and specifically to

e endorse the policy guidance on progress with reforms including the proposal for
conclusions and country-specific recommendations, and their content, based on
the Integrated Guidelines, as set out in Part I, with a view to its subsequent
adoption by the Council;

e invite all Member States to implement their National Reform Programmes, in
particular as regards the four priority areas, the country-specific recommendations
to be adopted by the Council and the conclusions reached by the Commission; to
report on their implementations by 15 October 2007;

e urge Member States to step up efforts, where necessary, to deliver the 2006
European Council priority actions by the end of 2007. The European Council is
invited to agree to the additional actions set out in section 2.

e instruct the Council and invite the Parliament to give priority to finalising the
outstanding legislative actions in the Community Lisbon Programme and endorse
the outlined 2007 working programme at Community level (section 1.1 and
section 2).

14
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MACROECONOMIC PART

1. SUMMARY AND CONCLUSIONS

The macroeconomic outlook has considerably brightened, with economic growth in the EU25
increasing from 1.7% in 2005 to 2.8% in 2006. Recent Commission forecasts indicate that
growth should continue in line with potential, estimated at slightly below 2%:%, for at least the
next two years. Resilient employment growth, coupled with a substantial drop in
unemployment in 2006, suggest that the favourable trends are not due to cyclical
developments alone, and that some structural improvements have taken place in the
functioning of labour markets. Though caution must be exercised before drawing definitive
conclusions on the source of the rebound, there are emerging signs that part of the observed
rebound in labour utilisation and labour productivity is due to structural improvements and
microeconomic reforms.

Stable macroeconomic conditions, including enhanced budgetary consolidation in line with
the renewed Stability and Growth Pact, are underpinning the improved outlook for growth.
Despite higher energy prices, inflation in the EU25 has hovered just above 2% in 2006. The
EU25 current account deficit has grown, but this is likely to be a transitory consequence of
high energy prices, stronger growth and an appreciation of the euro against major currencies.
That being said, the external balance of several new Member States have reached levels that
need careful monitoring, and for a number of euro-area Member States, they point to potential
competitiveness challenges.

Income gaps exist between Member States due to differences in labour utilisation (i.e. hours
worked by persons employed) and labour productivity. While many of the EU10 countries
were able to narrow the income gap with the EU average as part of a catching-up process
between 2000 and 2005, the general economic slowdown led to disappointing outcomes
elsewhere, especially in some euro-area countries. A positive development, during this period,
however, was the contribution of labour market participation (especially of women and older
workers) to growth although these benefits were offset by a reduction in the average number
of hours worked per person employed.

Ageing populations will significantly reduce the EU's economic growth potential in coming
decades and lead to large increases in public spending on pensions and health care. More than
half of all EU Member States, including many euro area countries, face medium to high risks
to the sustainability of their public finances on the basis of current policies. During 2006,
progress was made in addressing this key challenge. Many countries, including those with the
highest deficits, pursued budgetary consolidation efforts, and consequently there was a halt in
the increase of the debt/GDP ratio of the EU25 for the first time since 2002. Also, several
countries adopted or announced reforms to pensions and health care systems, e.g. by
increasing statutory retirement ages and strengthening incentives for older workers to remain
in the labour market. These reforms, coupled with the implementation of measures already
enacted in recent years, are starting to pay-off. Commission analysis suggests that they
account for a sizeable proportion of the large observed increases in the employment rate of
older workers. Notwithstanding these developments, sustainability risks remain in many
countries, and the Commission has issued recommendations to several Member States to
pursue an appropriate combination of reforms to reduce debt at a faster pace, to raise
employment rates (especially of women and older workers) and to reform pension and health
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care systems (while respecting the goals of access, adequacy and financial sustainability of
social protection systems).

Wage moderation has continued to support price stability in the EU25. Nominal unit labour
costs have grown less than 2% in 2006, slightly more than in 2005. To make work pay,
Member States have lowered levels of income taxation, either across the board or for specific
groups such as the low paid. Some Member States have focused on boosting labour demand
by cutting employers' social security contributions or reducing payroll taxes. Overall though,
poverty, unemployment and inactivity traps remain to be tackled in many Member States.

A key feature of the relaunched Growth and Jobs Strategy (GJS) is to provide a framework in
which macroeconomic policies and structural reforms are mutually reinforcing in pursuit of
higher employment and growth potential. The comprehensive approach aims at ensuring that
structural reforms, in both the microeconomic and employment pillars, form internally
consistent packages where interlinkages are fully exploited. The objective is to yield an
aggregate economic impact which is greater than the effect of individual reform measures and
that possible negative effects on specific groups can be offset by reforms in other areas. The
implementation reports prepared by Member States suggest that a more integrated and
comprehensive approach to reforms is starting to take hold, and moreover that reform efforts
at EU and national level are becoming better aligned. These findings are backed up by
Commission analysis made using a variety of economic models. The results show that past
reforms have delivered significant benefits, and that further reforms in key areas of the
Strategy could generate important additional gains in terms of jobs and growth. The
modelling results provide support for the existence of positive interactions between structural
reforms in different areas, and the spillovers between reforms at EU and national level, the
magnitude of which is being enhanced through the growing intensity of trade and investment
between Member States.

2. MACROECONOMIC DEVELOPMENTS
2.1. Raising the growth and jobs potential of the EU

In March 2005, the Lisbon strategy was re-launched placing jobs and growth at the top of
European political priorities. This focus stemmed from the recognition that economic growth
in Europe has been disappointing relative to the most dynamic economies in the world, and
that the Union faces major challenges in coping with globalisation and ageing populations.
Euro area countries’ face the additional challenge of improving the capacity of their
economies to adjust to economic shocks in the absence of national monetary or exchange rate
policies.

As illustrated in Graph 1, many EU25 countries display a strong income gap vis-a-vis the best
performing EU countries. In 2005, the average per capita GDP of the EU25 was 20% below
that of the five best performing EU countries (33% below that of the US). For EU15
countries, the gap is mainly due to lower labour utilisation (i.e. the numbers of hours worked
in the economy), whereas lower labour productivity (measured in terms of output per hour) is
the main explanatory factor for EU10 countries. The final column in Graph 1 indicates that

Slovenia will enter the euro area in January 2007. The analysis in this text on the euro area focuses on
the EUR-12, i.e. excluding Slovenia. A more thorough analysis of developments in the euro area can be
found in the Annual Statement on the Euro Area (COM(2006)392).
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EU10 countries in particular have narrowed the income gap benefiting from the process of
real convergence. However, progress has been mixed, with some euro area countries such as
DE, FR, NL, AT and PT losing ground (also MT and SE outside the euro area).

Graph 1: Overview of the income gap in the EU25 Member States
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A closer breakdown on Graph 2 indicates that labour productivity gains accounted for two-
thirds of the average economic growth recorded in EU25 2000-2005, with labour inputs
accounting for the remaining third. Labour inputs benefited from a growing working-age
population: while demographic developments are largely beyond government influence,
policy measures can influence migratory flows which are an increasingly important source of
labour supply. The rise in participation rates, especially of women and older workers, was
offset by the decline in average hours worked per person employed. Some of these changes
are due to reforms to "make work pay" and to pension schemes, although cyclical effects and
long-run societal change such as rising educational attainment levels also play a role. As
regards labour productivity, technical progress appears to have been a stronger driving force
than investment. However, there is an important cyclical component to productivity
developments, although policy measures such as R&D and human capital formation may also
have been contributory factors.
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Graph 2: Real GDP growth of EU25 in 2000-2005 Table 1: Main features of the Commission forecast,

and its components EU-25, % chg
2005 2006 2007
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25 Consumption 15 2.2 1.9
2 Investment 3 4.9 3.6
15 Employment 0.9 14 1.1
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Inflation (b) 2.2 2.3 2.3
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Note: * Technical progress is measured as a residual. It is often called Total Factor Productivity. (a) Percentage
of labour force, (b) Harmonised index of consumer prices, (¢) including proceeds relative to UMTS licenses.

Source: DG ECFIN

2.2. Macroeconomic developments in 2006

The macroeconomic outlook in the EU considerably brightened in 2006 after a protracted
period of slow growth. GDP growth accelerated from 1.7% in 2005 to an above potential rate
of 2.8% in 2006, and is forecast to grow in line with its potential of some 2%2% in the next two
years. The swift pace of economic growth in the first half of 2006 was well rooted in the
larger euro-area Member States, with Spain posting an average annual growth rate of almost
4%, the Netherlands close to 3% and Germany at 2.3%. Outside the euro area, buoyant
growth is projected for many of the EU10 Member States. In line with the elevated level of
business confidence and a strong turnaround in corporate profitability, there was surge in
investment spending in the first half of 2006. A significant acceleration can also be observed
for private consumption from apace of 1.5% in 2005 to 2.2% in 2006, which owes much to
the improved performance of the labour market. Compared to a growth rate of just 0.9% in
2005, employment accelerated at an annual pace of 1.4% in 2006, the strongest pace since
summer 2001, and the unemployment rate declined to 8.0%. Net trade also strongly improved
in 2006, and although support from the global economy to the EU-25 GDP is likely to be
more limited in the coming quarters, the outlook for a continuation of economic growth looks
solid as it appears less dependent on external demand.

2.3. Are past reforms starting to pay dividends?

Caution must be exercised before drawing definitive conclusions on the source of the
rebound. To a large extent, it has been driven by cyclical factors. However, the upturn has
been supported by macroeconomic stability, and policies such as budgetary consolidation and
a greater focus on ensuring sustainable public finances in the face o population ageing, a
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process that has been aided by a reformed Stability and Growth Pact.? The recent enlargement
of Union may also have contributed to dynamism, and there are emerging signs that part of
the observed rebound in labour utilisation and labour productivity is due to structural
improvements and microeconomic reforms:

— some evidence is available that the observed gradual improvement in labour markets is
more than a reflex of cyclical developments. The resilient employment performance during
the years of sluggish growth already indicated that structural improvements have taken
place®. Meanwhile, structural unemployment seems to have embarked on a clear
downward trend, with a substantial drop in the estimated rate in 2006. The most evident
link between reforms and labour market performance is apparent in the area of pension
reforms and changes to early retirement rules, which were followed by a significant
increase in the employment rate of older workers in many Member States over the last
years.

— The picture is more mixed for productivity developments. On the one hand, a significant
part of the labour productivity acceleration is of cyclical character and some of the
investment has been driven by one-time factors. One the one hand, it is reassuring that both
investment rebounded and productivity growth accelerated, although it would need to be
sustained over a longer period before one could safely attribute positive changes to
productivity and investment developments to structural improvements and microeconomic
reforms.

Graph 3: Actual structural unemployment, | Graph 4: Labour productivity growth,
EU25 actual and trend line, EU25
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Commission Communication 'Public finances in EMU-2006: the first year of the revised Stability and
Growth Pact", COM(2006)304.
European Commission (2006), ‘Labour market and wage developments in 2005 with a special focus on

adjustment in the euro area’, European Economy Special report N°4,
http://ec.europa.eu/economy _finance/publications/european _economy/2006/eespecialreport0406
en.htm


http://ec.europa.eu/economy_finance/publications/european_economy/2006/eespecialreport0406_en.htm
http://ec.europa.eu/economy_finance/publications/european_economy/2006/eespecialreport0406_en.htm
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3. STABLE MACROECONOMIC CONDITIONS

Stable macroeconomic conditions are underpinning the improved outlook for growth. Despite
higher energy prices, headline inflation in the EU-25 has hovered just above 2% in 2006. Core
inflation, although edging up slightly in the course of the year 2006, has remained subdue at
around 1% %. Service inflation runs at a relatively high rate and appears to be persistent.
However, second-round effects on wages have not materialised: indeed, wage moderation in
2006 has continued to support price stability in the EU-25. Annual growth in compensation
per employee, which is the most prominent indicator, is forecast to have increased by just
over 3% in 2006. Combined with labour productivity growth of 1.3%, this led to an increase
in nominal unit labour costs by 1.8%, slightly more than in 2005.

The move of the EU25 current account balance into negative territory is unlikely to signify
the emergence of external imbalances, but is a transitory consequence of high energy prices,
stronger growth and an appreciation of the euro against major currencies. It is normal for
catching-up countries with high rates of growth to record current account deficits as
investment demand often exceeds domestic savings. Notwithstanding the catching-up
investment requirements, the current account deficits in several EU10 Member States (EE,
CY, LV, LT, HU, MT, SK) may warrant ongoing monitoring. Especially in the three Baltic
States, the current account deficit widened significantly and signs of overheating emerged,
most visibly in accelerating wage growth. In 2006, the trade deficit in LV is expected to reach
almost 23% of GDP and the current account around 16% of GDP, which is the highest deficit
recorded in any EU-25 Member State over the last 10 years.

Sustained and large current account deficits are indicative of deteriorating competitiveness.
The restoration of competitiveness within the euro area may lead to painful adjustment
because it is likely to involve a protracted slowdown of demand and increasing
unemployment. In several euro area countries (EL, ES, PT), current account deficit is higher
than 5% of GDP in both 2005 and 2006, and might be indicative of a lack of competitiveness.

Graph 5: Current deficits in selected EU | Graph 6: Inflation differences in the euro area,
Member States, 2004. 1999-2006
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4, ENSURING SUSTAINABLE PUBLIC FINANCES
4.1. The risks to the sustainability of public finances

The population of EU25 is set to become slightly smaller, but much older, in coming decades
dues to low fertility rates and continuous increases in life expectancy. With the baby-boom
generation entering into retirement years after 2010, the EU will move from having four
persons of working-age for every elderly citizen aged 65 or above to only two. Recent
projections* indicate that due to the impact of ageing on the size of the working-age
population, potential growth rates will fall sharply. Moreover, and as reported in the first
column Table 2, it will lead to large increase in public spending, especially on pensions and
health care. A recent detailed analysis by the European Commission® shows that on the basis
of current policies including outstanding level of debt, there is a medium or high risk to the
sustainability of public finances in a majority of EU and euro area countries

EPC and European Commission (2006): 'The impact of ageing populations on public expenditures:
projections for the EU25 Member States on pensions, health care, long-term care, education and

unemployment transfers' European Economy Special Report N°1,
http://ec.europa.eu/economy_finance/publications/european economy/2006/eespecialreport0106
en.htm

European Commission (2006) ‘Long-term sustainability of public finances in the EU', European
Economy N°4,
http://ec.europa.eu/economy_finance/publications/european _economy/2006/ee0406sustainability
en.htm
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Table 2: Sustainability challenges and reform measures
Diagnosis of challenge Measures Conclusions
Projected 5 Structural _ _Change Reference to reform in
. ebt Sustain- in IR

change 1 Jevel budget ability structural V_Valtch- CSR

age-rel_ated* 2006" balarlce risk balance Pension Health list

expenditure 2005 2005-07* care
EL 105 -5.9 High 2.6 Yes Yes Yes Yes
PT 10.1 67 -5.1 High 1.9 Yes Yes Yes Yes
Sl 9.7 28 -0.9 High -0.6 Yes Yes
CY 11.8 66 -2.7 High 1.5 Yes Yes Yes Yes
cz 7.2 31 -2.2 High -1.9 Yes Yes Yes
HU 7.6 68 -8.5 High 1.9 Yes Yes Yes
BE 6.3 89 0.2 Medium -0.5 Yes Yes
DE 2.7 68 -2.7 Medium 1.3 Yes Yes Yes Yes
ES 8.5 40 15 Medium 0.1 Yes
FR 3.2 65 -3.1 Medium 0.8 Yes Yes Yes Yes
IE 7.8 26 1.0 Medium 0.7 Yes Yes
IT 1.7 107 -3.9 Medium 14 Yes Yes Yes
LU 8.2 7 0.0 Medium -0.2 Yes Yes
MT 0.3 70 -4.0 Medium 15 Yes Yes
SK 2.9 33 -1.7 Medium -1.7
UK 4.0 44 -3.4 Medium 0.9 Yes Yes
AT 0.2 62 -0.9 Low -0.3 Yes
Fl 5.2 39 34 Low -0.6 Yes
DK 4.8 29 5.1 Low -0.8 Yes
EE -2.5 4 2.2 Low -1.2 Yes
LT 14 19 -0.8 Low -0.6 Yes Yes
LV -1.3 11 0.2 Low -1.5 Yes?
NL 5.0 51 0.9 Low -0.5 Yes Yes
PL -6.7 43 2.3 Low 0.2 Yes Yes?
SE 2.2 47 2.9 Low -0.8
EU12 3.8 70 -2.0 0.9 Yes

Note: CSR: country-specific recommendations. IR: Implementation Report * Sustainability either directly
mentioned or an important reform area of importance for sustainability emphasised. > Recommendations to
Latvia and Poland are not based on long-term fiscal sustainability concerns but, respectively, on securing
macroeconomic stability and improving expenditure control institutions. (*) Projected change between 2004 and
2050, in % of GDP. Source: EPC and European Commission (2006). (+) in % of GDP. Source: Autumn
Economic forecast, European Commission, 2006.

This confirms the approach adopted in the last year's National Reform Programmes, where
nearly all Member States identified budgetary sustainability as a key macroeconomic
challenge. In a recent Communication,® the Commission concluded that the Strategy for
Growth and Jobs, with its emphasis on raising employment of all groups, extending working
lives and increasing investment in human capital throughout the life course, is an appropriate
basis for responding to challenge of ageing populations. As a response to risks to the
sustainability of public finances, the Commission has advocated that a three-pronged strategy
be pursued, i.e. reduced debt at a fast pace, raising employment rates and productivity, and
reform pension, health care and long-term care systems. In assessing whether Member States
have made progress in addressing the key challenge of the sustainability of public finances,
the Commission has considered all three elements (this annex covers budgetary
consolidations and pension/health care reform, whereas employment developments are
addressed more fully in an accompanying annex).

Commission Communication 'The demographic future of Europe — from challenge to opportunity’,
COM(2006)571 final of 12.10.2006.
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4.2. Assessing progress with budgetary consolidation

Public finances have turned out better than expected. In 2006, the budgetary deficit for the
EU25 is projected to be at 2.0% of GDP, down from 2.3% in 2005. Based on a “no-policy-
change” assumption, the Commission forecast the deficit to remain on a declining path in the
next two years, reaching 1.6% in 2007, chiefly thanks to expenditure restraints, and 1.4% of
GDP in 2008. Public debt is expected to embark on a downward trend after the increase
witnessed over the past years. Following the peak of 63.3 % of GDP in 2005, the debt ratio
for the EU-25 is expected to decline to around 60.5% in 2008.

When account is taken of cyclical factors, one-off and other temporary measures, the
structural balance in the EU25 is expected to improve by around 0.3 percentage points of
GDP in 2006 and by 0.4 percentage point in 2007.This improvement is mainly coming from
buoyancy of tax revenues, and although the structural improvement proved relatively sound in
2006, Member States do not seem to have taken full advantage of higher growth.

A positive development is that many countries with high deficits undertook above-average
budgetary consolidation in 2006. Amongst the euro-area countries in excessive deficit only IT
is expected to post a deterioration of the budgetary situation in 2006 (leading to a further
increase the debt ratio to around 107% of GDP in 2007), whereas the deficit is predicted to
decline to below 3% in DE, EL and FR, and to below 5% in PT (in part due to sizeable
discretionary measures such as a hike in the VAT standard rate from 19 to 21%, enacted in
2005, increases in taxes on petrol and tobacco products and changes to health and pensions
schemes for government employees). Outside the euro area, budgetary trends are more
heterogeneous, with a rising deficit GDP ratio in HU and SK compared with a more marked
improvement to just below 3% of GDP in MT and the UK. The most worrying deficit position
materialised in HU where the deficit is expected to reach over 10% of GDP, although this
would fall to 7.4% in 2007. No significant spending cuts have been introduced in the CZ in
2006, and increases in social spending approved before the 2006 parliamentary elections and
worth an estimated 1.2% of GDP, will weigh on the 2007 deficit. Budgetary planning and
control institutions have been strengthened in a number of countries, including CZ, FR, ES,
PT, CY and with respect to measures boosting public sector efficiency AT and FI. The
biggest deviation from the plans to improve planning and control institutions as a means to
address short-to medium term challenges outlined in last year's NRP has occurred in Poland.
Implementation of multi-annual task-oriented budgetary planning appears to be scheduled
now only for 2011, rather than 2009 and the 4-year nominal state budget deficit anchor has
not yet been formally adopted by law.

4.3. Assessing progress with the reform of pensions and health care systems

A number of countries progressed with the implementation of pension reforms, including
some countries considered to face 'high' or medium' risks to the sustainability of their public
finances. Rather comprehensive measures to reform the pension system have been conducted
in DK, PT and MT. For example, DE and DK decided to raise the retirement age gradually to
67, while NL implemented a new surveillance scheme to help ensure the appropriate conduct
of pension funds and the FI pension reform package was further supported by legislative
changes related to the investment and management of employment pension funds, which is
expected to increase the returns on investments. Although formal changes to pension schemes
were not enacted in 2006, a number of other countries have made progress. The UK
government proposed to reform the pension system (which inter alia would increase the
pension age to 68 by 2050 and contribute to an increase in saving levels) and announced for
2007 a comprehensive spending review. . MT submitted legislation to reform the pension
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system to Parliament. ES announced a reform of the pensions system that aims mainly at a
better alignment between contributions and benefits. HU aims at increasing the retirement age
and decreasing early retirement, though reform plans remain to be spelled out. Various
adjustments to the pension reform are being considered in SK but no changes have yet been
adopted. In IE, the government's Pension Policy Green Paper will be important in furthering
agreement on the way forward. Pension reforms are still in the consultation phase in the CZ,
EL and IT, while there are risks for delays in PL. An innovative feature of pension reform in
several Member States (SE, LV, IT, PL, FI, PT, DK, DE, FR, AT) in recent years are
measures, which link pension benefits to life expectancy. Such reforms help ensure financial
sustainability on a dynamic basis as they cater for increases in life expectancy, which are
expected to continue in coming decades.

Health care measures were on the policy agenda in a number of countries, including, BE, DE,
EL, FR, CY, LT, NL, PL and PT. Comprehensive measures have been introduced in PT and
LT. CY envisages implementation in 2007. In BE, the 2006 reforms in the health sector
appear to have been adequate in curbing the strong growth in health care expenditure. New
health insurance and disability schemes have been implemented in the NL in 2006. PL has
introduced additional forms of health insurance and the government will decide in 2007 on
the final shape of reforms in the disability benefit system, with implementation scheduled for
2008. ES has introduced a major plan to increase coverage of all people in a situation of
dependency. Though DE and FR advanced with reforms in the area of health care, in both
countries it is uncertain whether the measures are sufficient to improve the long-term
sustainability of finances.

5. PROMOTING AN EFFICIENT ALLOCATION OF RESOURCES THROUGH WELL DESIGNED
TAX AND EXPENDITURE SYSTEMS

The integrated guidelines recognise the importance of having well designed tax and
expenditure systems that promote an efficient allocation of resources. By this means, public
finances can contribute to growth and employment while at the same time supporting
economic stability and sustainability. One key area of reforms is to attract more people in the
labour market and to make the underlying incentive structure in the tax and benefit systems
more supportive to employment by ‘making work pay’. Modernisation of tax and benefit
systems should be designed so that they provide effective incentives to participate in training,
take up jobs and remain in work, thereby shifting the focus away from passive income support
towards active measures designed to get people back to work. A central part of many recent
tax and welfare reform strategies has been to reduce benefit dependency by making work an
economically attractive and rewarding option relative to welfare, see table 3 provides an
overview of the reforms to tax and benefit systems in 2005 and 2006 based on the NRPs and
the LABREF database.’

As regards labour taxes, many Member States lowered the level of taxation on labour, either
through reduction on general taxes (CZ, EE, FI, FR, LT, LV, MT, SI) or by targeting specific
groups such as long term unemployed, low paid, young and older workers (AT, BE, Fl, IE,
FR). Some converges appears to be taking place, as countries with highest rates in 2001 are
those that have reduced most over the last five years: nonetheless, tax wedges on low wages
remain high at almost 40% in the EU25 and in twelve Member States even higher in 2005.

’ LABREF is a factual database collecting information on enacted reforms to a variety of labour market

institutions in the EU25 Member States.
http://ec.europa.eu/economy _finance/indicators/labref en.htm
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Table 3: Overview of adopted reforms to labour tax and benefit systems in 2005 and

2006
BENEFITS LABOUR TAXATION
In work Means-tested | Unemployme Employees Employers Income tax
Benefits Benefits nt SSC SSC
Benefits

BE
DK X
DE X X
GR X
ES X X X
FR X
IE X X X
IT X X X X
LU X
NL X X X X X X
AT X X X
PT X X
FI X X
SE X X X
UK X X
CY
Ccz X X
EE X X
HU X X X X X X
LT X
LV X X
M X
PL
SK X X
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Si

Note: An “X” describes adopted measures in this area, which does not necessarily mean that the measure has
been implemented.

Source: LABREF and National Reforms Programmes.

As regards benefit systems, only limited action was taken in the field of unemployment and
welfare-related benefits. Many measures have addressed the easier parts of the tax-benefit
system, such as reducing income tax rates or social security contributions on low-wages to
make work pay, and risks remain of low-wage trap and unemployment/inactivity traps for the
unskilled or low income earners in many Member States. In-work benefits are being
increasing used to enhance the desirability of employment relative to non-employment,
although often at the cost of introducing high effective marginal tax rates at the low end of the
earnings scale. While many recent reforms do not appear to directly target financial incentives
to work, they may be improving the overall incentive structure of the benefit system by
strengthening enforcement of rules and by tightening up eligibility and work-availability
requirements. The UK adopted a substantial reform programme, with the introduction of a
new employment and support allowance replacing incapacity benefits. In NL, the maximum
duration of unemployment benefits was reduced from 60 months to 38 months, and eligibility
criteria were tightened. HU has replaced unemployment benefits by job-search assistance. In
several other Member States, policy actions have been taken to promote labour market
transition from non-employment to work through stricter work availability criteria, the use of
sanctions for non-compliance with rules, strengthening of control mechanisms and a
streamlining of the financing for labour market subsidies and income support (BE, CZ, CY,
DE, DK, EE, ES, FI, LT, PT, SE, SI).

A focus of attention in many countries has been on older workers, where large variations and
exensive gender gaps are observed in employment rates among Member States, underlying
the need to strengthen financial incentives to take up and remain longer at work. In many
countries (AT, ES, PT, SK, and in the reformed scheme of IT), early retirement has been
made possible mainly on the conditions of (more or less) actuarial reductions to the pension
level. Some countries (BE, DE, DK) have either taken measures to make reductions more
actuarially fair or increased the requirement of contribution years regarding the eligibility to
early retirement, hence effectively increasing the eligibility age to early retirement. Some
Member States have taken actions to reduce the use of benefit schemes - either
unemployment or disability schemes — as an alternative route for early retirement (DK, FI,
NL, BE, DE). However, there is no reason for complacency, as progress has been uneven
across countries, and even if the employment target for older workers is met, there would still
be large unused labour capacity amongst older workers.

6. ENSURING WAGE DEVELOPMENTS CONTRIBUTE TO GROWTH AND STABILITY

The annual growth rate in compensation per employee is forecast to be 2.1% in the euro area
and 3.1% in the EU-25 in 2006.With the increase in labour productivity being broadly similar
in the euro area and the EU-25, a 1% gap in the growth rate of unit labour costs between both
aggregates will emerge. Whereas the absence of wage pressure during the economic rebound
has been a positive feature of the wage pressure in the EU as a whole, two aspects of wage
developments warrant continued vigilance. First, nominal wage growth in excess of labour
productivity increases led to deteriorating price competitiveness in a number of Member
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States. Secondly, wages adjust slowly over time to changing cyclical conditions, especially in
some countries of the euro area, which means a long-lasting impact of shocks on economic
activity.

In the EU10 Member States, the catch-up process is triggering higher-than-average wage
growth, notably in EE, HU, LV and LT. This mirrors high productivity growth, though the
situation appears worrisome in HU because it appears to have come at the expense of slower
employment growth. As expected, many Member States with a cumulatively higher-than-
average increase in nominal unit labour costs face a loss in price competitiveness, as
evidenced by high current account deficits in most countries with high growth in unit labour
costs.

Graph 7: Unit labour costs relative to the
euro-area, 1999-2006

Graph 8: Real effective exchange rates in the
new Member States, 1999-2006, deflated with
unit labour cost
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Source: Commission services. Source: Commission services.

In the case of PT and IT, where GDP growth is below the euro-area average, wage
developments are less benign; this may dampen cost competitiveness and thus further slow
down economic activity.? The experience with adjustment to shocks in the early years of the
euro area calls for greater downwards price flexibility. Prices and wages in some cases
adjusted too slowly to changes in national cyclical conditions, especially at times of slowing
activity. Rigid prices are accompanied by an increased resistance to adapt nominal wages,
since that would result in larger real wage losses. Thus adjustment costs in terms of output
and employment are higher. This lack of flexibility was present despite a general background
of marked wage moderation. While wage moderation has been supportive of price stability,
the continuously high-rates of long-term unemployment and the persistence of regional
differences in employment performance suggest that there may be some lack of wage
differentiation in some Member States.

National Reform programmes pay little attention to reforms of wage bargaining systems,
possibly because it is more the competence of social partners and individual
employers/employees rather than the competence of governments. This area warrants further
exploration.

For an in-depth analysis of adjustment patterns in the euro area, see EU Economy 2006 Review,
COM(2006) 714 and SEC(2006) 1490.
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7. ASSESSING THE COMPREHENSIVENESS OF REFORM PACKAGES AND THE
INTERLINKAGES BETWEEN DIFFERENT REFORM MEASURES

The GJS provides a framework in which macroeconomic policies and structural reforms are
mutually reinforcing in pursuit of higher employment and growth potential. Macroeconomic
policies should provide the conditions of stability necessary to maximise the benefits of
structural reform, while at the same time channelling public resources to productive uses. In
turn, structural reforms can by creating appropriate incentive structures to work, save and
invest and by ensuring effective framework conditions reinforce macroeconomic stability and
the sustainability of public finances and improve resilience to economic shocks: this
facilitates the task of monetary and fiscal policies in stabilising the economy, inter alia by
mitigating sources of inflationary pressure and enabling interest rates to be kept low. The
comprehensive approach of the GJS also helps ensure that structural reforms, in both the
microeconomic and employment pillars, form internally consistent packages where
interlinkages are fully exploited, this can yield an aggregate economic impact which is greater
than the effect of individual reform measures.

Political economy considerations also favour comprehensive reform strategies. Reforms
necessitate change, and usually result in some winners and losers. By pursuing an integrated
set of reforms, policy debates take place amongst a wider group of stakeholders with
heterogeneous interests, thus helping to generate constituencies which provide a counter-
weight to vested interest groups who benefit disproportionately from the status quo.
Moreover, integrated reform strategies can encompass compensatory measures so that
stakeholders are supported through what can be a painful adjustment processes. In addition,
they can cater for the fact that some reforms have an immediate impact, whereas in other
cases the benefits only materialise after a long time lag.

The assessment of the National Reform Programmes confirms the mutually reinforcing
dynamic of pursuing macroeconomic stability together with structural reforms, and equally
the complementarities between reforms in the microeconomic and employment pillars. Four
areas warrant a special focus.

— Budgetary consolidation and redirecting public spending towards growth enhancing
items. Sound and sustainable public finances are a pre-condition for growth and viable
social protection systems in the face of population ageing. Lower deficits and debt reduce
the inter rate burden and allow more leeway for Member States to raise public spending on
physical or human capital formation and/or reduce the tax burden. Several Member States
are in the process of undertaking essential budgetary consolidation, and these efforts need
to be reinforced given the favourable economic outlook. This inevitably requires difficult
decisions to be made, and especially may affect public expenditures which contribute to
physical and human capital formation, and thus growth potential over the long-run. There
is no trade-off between the pursuit of sustainable public finances and the Lisbon goals of
raising growth potential. Governments do, however, face hard budgetary choices as regards
the composition of public spending. Inefficient expenditures need to be reduced, and
thereafter expenditures should be redirected towards increasing the relative importance of
capital accumulation (both physical and human) and supporting R&D, innovation and ICT.
It may also be appropriate to review the sequencing of reform measures, concentrating
initially on those with minimal budgetary impact.

— Raising the employment rates of older workers to increase growth potential and improve
the sustainability of public finances. Member States continue to implement reforms to
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encourage older workers to stay longer in working life, e.g. reform incentives to stay in
work, increase retirement ages. Reforms of early-retirement schemes and old-age pension
regimes can generate multiple benefits in terms of labour markets, economic growth and
public finance stability. The extension of working lives, resulting from measures which
increase the financial incentives to work or increase statutory retirement ages, boosts
labour supply and can help sustain potential growth economic. At the same time, it can
help curtail the growth in pension expenditures, while also generating social benefits, and
in particular help ensure the adequacy of pension income. However, financial incentives
alone will not suffice, and a comprehensive strategy is needed to address the wide range of
factors which lead to older workers losing their jobs and which decreases their prospects of
finding a new job. This includes access to training, amending wage profile over time, life-
long learning, measures to tackle age-discrimination, ensuring that work place conditions
are appropriate for an older workforce, awareness raising and combating spurious
perceptions and myths about older workers being less productive and crowding out
younger workers. Likewise, to ensure the adequacy of retirement income, citizens need
access to a variety of sources of retirement income, which requires appropriate access to
and coverage of pension systems and well-integrated and stable financial market offering
large choice of long-term saving and hedging instruments.

Flexicurity approaches which combine reforms of labour market, social protection and
tax systems. The implementation reports show the weakest policy implementation in this
area despite the increasing need for adaptable labour markets. In today's labour markets, a
high degree of flexibility is in the interest of both employers and employees. At the same
time, security is not a matter of preserving a job for life: in a dynamic perspective, it is
about building and preserving people's ability to enter, remain and progress in employment
throughout the life-cycle. Flexicurity widens the focus from “security on-the-job” through
rigid firing rules to the broader notion of security in the market. Strategies to promote
flexicurity involve reforms to several aspects of employment and social policies, e.g.
contractual and working arrangements (including wages), active labour market policies,
lifelong learning systems and social protection. The focus is on the interplay and coherence
of policies rather than on single policy measures. As argued in the Joint Employment
Report®, there is no one-size-fits approach to flexicurity for all Member States, and account
has to be taken of existing institutions as well as the role of social partners. Flexicurity
policies can have a significant budgetary cost as it encompasses changes to unemployment
transfer schemes, ALMPs, training and Life-long learning policies. The feasibility and
timing of flexicurity measures may be constrained for governments with weak underlying
budget positions, and thus warrants careful analysis.

Service market liberalisations —its contribution to labour market reforms and price
stability. Liberalisation of services' market can facilitate labour markets reforms by
increasing competitive pressures in large and fast growing sectors of the economy, which
in turn can increase the productivity of workers and the demand for labour. More
indirectly, better integration and higher liberalisation of services will cut service prices
significantly, which is an important component of consumers' prices. This will then
increase real wages and facilitates labour market reforms from a political point of view. As
regards macroeconomic stability, price inertia appears to be very high, in particular in the
service sector where inflation runs at a relatively high rate. Therefore, deep structural
reforms in services are needed to boost the relatively low level of productivity, partly

See also the chapter on the employment dimension.

18

EN



EN

responsible for the high inflation persistence. Reforms will consist in fostering competition
by lowering cross-border barriers to the completion of the single Market, removing overly
rigid national regulations and better integrating financial markets. This issue will be taken
up in the forthcoming Internal Market Review.'

Quantitative assessment of structural reforms

Using a variety of economic models,"* the Commission services have examined the impact of several
reforms forming part of the Growth and Jobs Strategy. This exercise relies upon different methodologies
and data sources, and as for all modelling exercises, caution must be exercised in interpreting the results as
the have their strengths and weaknesses and do not take all factors into account. In particular they do not
encompass all potentially important policy reform measures which contribute to growth and employment.
Overall, the results show that past reforms have delivered significant benefits, and that further reforms in
key areas could generate important additional gains. The modelling results provide support for the
existence of positive interactions between structural reforms in different areas, and thus for having a
comprehensive reform strategy. They also highlight spillovers between reforms at EU and national level,
the magnitude of which is being enhanced through the growing intensity of trade and investment.

— Labour and product markets are at the core of the reform agenda. It is estimated that reforms in areas
such as unemployment benefits, taxes and the ease of entry for new firms have reduced the structural
unemployment rate by almost 1.4 p.p. and boosted GDP in the EU15 by 2% since 1995. This positive
outcome partly stems from the influence of product market reforms on job creation (i.e. by facilitating
wage moderation and the entry of new firms to markets). Moreover, the results would have been even
higher if the simulation took account of the positive impact of the reforms on the participation rate.

— Between 2000 and 2005, the employment rate of older workers (aged 55 to 64) in EU 15 increased by 6
p.p. to 44% and the effective retirement age rose by more than one year: this represents considerable
progress towards the goal of a 50% employment rate for older workers by 2010. Analysis carried out at
EU level on the economic and budgetary impact of ageing populations confirms that a considerable
share of this increase is due to past reforms of pension and early retirement systems. It also projects that
by 2025, the employment rate of older workers will rise to close to 60% and effective retirement ages
will go up by one more year: approximately, one third of these gains will result from the lagged
phasing-in of enacted pension reforms. An alternative set of simulations examines the economic gains
from a one year increase in the effective retirement age: as a result of increased labour supply and a
lower tax burden, this would bring about a rise of almost 1.5% in GDP by 2025 and 2.5% by 2050 in
the EU15.

— A central aim of the revised strategy for Growth and Jobs Strategy is to better align reform efforts at
EU and national level, not least by giving full effect to the internal market programme. A recent
analysis, carried out as part of the on-going review of the Internal Market, shows that past efforts to
deepen the internal market, coupled with its extension to the EU10 economies following enlargement,
have been an important source of jobs and growth. Over the period 1992-2006, the achievement of an
enlarged Internal Market is estimated to have resulted in a 2.2% increase in the EU25 GDP and the
creation of 2.75 million additional jobs (equivalent to a 1.4% increase in total employment). The
analysis also confirms that these gains could be doubled with the removal of most remaining Internal
Market barriers.

The need for continuing with ambitious reform efforts is demonstrated in simulations showing that higher
R&D expenditure can lead to an enhanced economic performance. In the 2006 Spring European Council,
Member States announced country-specific targets for R&D expenditure amounting to 2.7% of EU25 GDP
by 2010 from the current level of 1.9%. If Member States achieve their targets, R&D activities will rise by
50% in 2025 generating an increase of between 2.6% and 4.4% in GDP on the basis of conservative
assumptions, with technological progress being the main growth channel. Moreover, as technological

10
11

See also the chapter on the microeconomic dimension.

These results summarise a set of simulations made using several versions of the QUEST maodel (a
macroeconometric model developed by DG ECFIN) and WorldScan (a computable general equilibrium
model developed at the CPB, Netherlands Bureau for Economic Policy Analysis, and used by DG
ENTR). Detailed information on these simulations can be found in a forthcoming technical Staff Paper.
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progress benefits from R&D activities elsewhere, there are large benefits from spillovers across countries
and sectors. International spillovers account for some 25-30% of the overall effect on GDP for the EU25,
with their scale depending upon the intensity of trade across countries. This points to potential synergies
between R&D policy and internal market measures that increase market opening and therefore magnify
R&D spillovers.

Efforts are underway to reduce costs for European businesses in complying with administrative
requirements laid out in national and European legislation. General administrative compliance costs have
been estimated at 3.5% of GDP for the EU25. The effect of a gradual reduction by 25% between 2006 and
2010 of the administrative burdens for businesses related to these reporting requirements is estimated at
1.1% additional GDP for the EU25 by 2010, which mainly results from boosting labour efficiency as
workers undertaking such administrative tasks are freed up to carry out more productive activities. The full
economic effect unfolds over time through subsequent capital accumulation reaching 1.3% by 2015. The
impact of this cost reduction would be quite diverse across Member States, reflecting the level of the
administrative burden in each country. A separate modelling exercise for the EU15 shows the competition
enhancing effects induced by the potential entry of new firms: this channel could lead to a significant
additional GDP increase over the long-run.
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MICROECONOMIC PART

1. SUMMARY AND CONCLUSIONS

The microeconomic part of the Integrated Guidelines covers a large area of reform policies,
ranging from competition policies to environmental sustainability and from ICT to transport
and energy infrastructures. Most of the key challenges which the Member States identified in
their 2005 National Reform Programmes fall into the area covered by the microeconomic
guidelines. In particular, nearly all the Member States consider research and innovation as
well as entrepreneurship and the business environment to belong to the key challenges on
their reform agenda.

This part of the Annex assesses progress with the implementation of microeconomic policy
reforms reported by Member States in their 2006 progress reports. It also looks at the way in
which the Member States have addressed three of the four priority areas for action which were
set out by the 2006 Spring European Council: knowledge and innovation, business
environment and energy policy. The analysis is presented following the structure of the
microeconomic integrated guidelines for 2005-2008.

Member States' 2006 Progress Reports show that implementation is generally moving ahead
well across the area of microeconomic reforms. Member States are making considerable
efforts in the areas of R&D and innovation and better regulation. One area where more action
is still required is competition and market functioning. Member States' responses to the Spring
European Council's call for more action to improve the business environment have for the
most part been satisfactory. However, only a few Member States have so far set specific
targets to respond to the SME policy specific Spring Summit requests.

Increasing overall EU spending on research and development to approach 3% by 2010 is one
of the two quantitative targets under the Growth and Jobs Strategy to which all Member States
committed themselves at the 2006 Spring European Council. If all Member States were to
reach their announced spending targets for R&D, the European Union as a whole would likely
reach a ratio of about 2.6% in terms of GDP for overall R&D spending by 2010. At present no
statistics are available for 2006 that would allow an overall assessment of the impact of
measures so far, but there are clear indications for a heterogeneous performance by individual
Member States, with strong efforts on the part of a number of countries which look set to
reach their national targets. The efforts in terms of increasing public spending and putting in
place the necessary incentives private spending made by some others are insufficient. In a few
cases, progress with implementation of the NRP with regard to R&D measures has been weak
or absent. Some countries may face a difficult trade-off between the need for significant fiscal
consolidation and strict prioritisation in optimising the structure of budgetary expenditures.
However even in these countries other reforms are possible including in other policy areas
that have a positive impact on R&D and innovation such as competition and better regulation.

Innovation is a key priority for Member States and progress with implementation in this area
has been generally good. For a few countries the pace of reforms in the area of innovation is
still insufficient or has slowed down. This concerns notably those with systemic deficiencies
typical for economies in transition. In these countries, the innovation system is fragmented
and not sufficiently developed. Clear progress was made in 2006 in the area of Information
and Communications Technology (ICT). Actions in this area have been mainstreamed and
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new measures introduced. Implementation moves forward mainly in the areas of broadband,
e-Government, and digital literacy. More should be done to strengthen the role of ICT in life-
long learning and healthcare.

The implementation of NRP measures in the area of the sustainable use of resources is by and
large promising, but still leaves significant room for improvement. The issues of resource
pressures, climate change, and biodiversity loss are recognised by the Member States as both
a challenge and an opportunity to foster growth and at the same time preserve a high quality
of the environment. While the vast majority of Member States is reporting progress in the area
of energy efficiency and the promotion of renewable energy sources, more than half of all
Member States will need additional measures to fulfil their objectives on electricity from
renewable energy sources. A number of Members States project that they will not reach their
targets on climate change, and will have to identify further emission reduction policies and
measures in order to comply. Progress, albeit slow, is being made in the internalisation of
external environmental costs. All countries with NRP measures on environmental
technologies report implementation progress in this area, especially where they have
identified related export opportunities. While on biodiversity important progress is reported
by many countries, additional integrated policy efforts are needed.

Both at Community and at national level progress has been made to contribute to a better
functioning internal market. At Community level progress has been made with the services
directive and in the area of financial services in particular. At Member State level, the average
transposition rate has improved, however the number of infringements indicates that the
quality of transposition needs more attention.

Some progress can be noted in the area of competition and market functioning. In the field of
competition policy several countries are strengthening their enforcement regimes but there is
room for improvement. While many Member States address competition in network
industries, notably in gas and electricity and electronic communications, greater efforts are
needed in many countries in respect of issues such as unbundling (notably in the gas,
electricity and rail sectors) as well as the need for clearly mandated and independent
regulatory authorities with adequate levels of resources. In the area of state aid, only a few
Member States report on progress in reducing overall levels and shifting aid towards
horizontal objectives. Most Member States are facing ongoing infringement procedures
concerning the opening of electricity and gas markets.

On energy policies, there is insufficient market integration in the electricity markets of most
Member States, with the exception of the Nordic countries, the Netherlands and the UK,
where the situation is generally satisfactory. Market power, concentration and lack of
transparency are observed in several Member States. Critical cross-border interconnections
are also lacking. A general lack of market integration can also be observed in gas markets.
Implementation of the current regulatory framework particularly regarding effective
unbundling provisions, the removal of regulated tariffs distorting competition, and the role
and independence as well as cooperation between national regulatory authorities are crucial to
make progress toward fully functioning energy markets.

There has been significant progress across the European Union in launching and
implementing Better Regulation initiatives, but there remains ample room for improvement.
Progress was made mainly in designing Better Regulation strategies, impact assessment and
consultation guidelines or in creating task forces and carrying out pilot projects to prepare the
ground for the subsequent implementation of Better Regulation measures. The overall picture
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in the field of SME policy is mixed in terms of implementation. Most Member States are
implementing the measures in the priority area "unlocking business potential” identified by
the 2006 Spring European Council.

Under the new cohesion policy programmes for the period 2007-2013, Member States will
use the major part of the resources available to support a short-list of actions directly relating
to the Growth and Jobs Strategy and its microeconomic pillar. In the least developed regions a
minimum of 60% of the resources available must be "earmarked” for Lisbon expenditures,
75% in the other regions, which translates into a Lisbon investment programme worth € 200
billion from the Structural Funds plus co-financing. The 25 draft and final National Strategic
Reference Frameworks show that innovation is a priority in all Member States. It is also a top
priority in most of the 'Regional competitiveness and employment’ regions. The Commission
expects approximately € 40 billion of the Structural Funds to be invested in the core sectors of
R&D and innovation.

Nearly half of the Member States have decided to spend more than 50% of the European
Agricultural Fund for Rural Development funds on competitiveness and diversification (this
covers knowledge transfer and promoting innovation, human capital upgrading, as well as job
creation and maintenance). Preliminary data suggest that about € 28 billion will be spent on
improving the competitiveness of the agricultural and forestry sector, and about €13 billion on
improving diversification of the rural economy and quality, where job creation is the
overarching priority.

2. KNOWLEDGE AND INNOVATION
2.1. Research (Integrated Guideline 7)

Increasing investment in R&D and in particular in private R&D is crucial for long-term
growth. All Member States have recognised this challenge and have set national R&D
investment targets suited to their specific circumstances. Member States have in general used
the national targets for R&D investment in a sound way as a tool to focus attention on ways to
develop the input factors necessary to boost R&D for the purpose of developing more
knowledge based economies (see Graph 1).
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Graph 1: R&D Intensity (Gross domestic expenditure on R&D (GERD) as % of GDP)
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Notes:

(1) EL: 2003; BE, IT, MT, NL, SI, UK: 2004.

(2) PL: 2008; IE: 2013; UK; 2014.

(3) IE: The target is 2.50% of GNP in 2013.

(4) EU25: The EU25 R&D intensity for 2005 was estimated by DG Research.

EU25: The EU25 R&D intensity for 2010 results from the aggregation of the set targets set by the Member
States (including estimated targets for IE, PL and the UK).

(5) Member States have been ranked according to the current level of R&D intensity from left to the right.

Source: Eurostat, Member States

It is crucial to increase the leverage effect of public R&D policy in order to boost private
investment in R&D. Developing and strengthening centres of excellence in educational and
research institutions, promoting public-private partnerships and improving cooperation and
transfer of knowledge between public research institutes and private enterprises are crucial to
leverage private investment in research and to increase competitiveness. To achieve this, most
Member States have embarked on reforms of their public research organisations. The main
common elements of the reforms are greater autonomy for public research institutions, a
higher proportion of project-based competitive funding, basing core funding decisions
increasingly on excellence and the creation or strengthening of knowledge transfer
mechanisms. In addition, some countries, in particular amongst the countries with a medium
and low R&D intensity, emphasis has been put on leveraging private investment through
fiscal incentives.

Several Member States have announced their intention, even in the presence of budgetary
constraints (DE, EL, LV, PT) to prioritise public R&D expenditures, including in the
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structural funds programmes. However, several (BE, CZ, EL, IT, LT, PL, SL, SK) have not
yet made the necessary budgetary commitments.

A sufficient supply of qualified researchers continues to be critical. This is particularly the
case in Member States with a low R&D intensity, where this may be a barrier to boosting
R&D (EE, EL, LV, LT, PT). While Member States are taking measures in this area, a
shortage of qualified researchers cannot be overcome in the short term.

The majority of Member States have established coherent strategies for R&D. Most Member
States have also taken concrete steps to strengthen the governance of R&D in order to ensure
coherent research policy mixes and more integrated research policies. This is the case even for
the most advanced countries in terms of R&D intensity. The new research policy governance
measures range from establishing strategic councils chaired by the Prime Minister and with
the involvement of important stakeholders to the creation of coordination committees between
ministries with competencies relating to the research system.

In conclusion, most Member States have generally worked actively on developing and
implementing the policies outlined in their NRP. There is progress in many areas, and most
Member States show a strong commitment to increasing R&D spending. However, for some
further policy initiatives will be needed to reach their R&D spending targets. There is a real
opportunity for a breakthrough in this area, but to achieve this by 2010, it is necessary to show
stronger commitment and speed-up policy development and implementation. In this regard it
is also important for progress in R&D that progress are made in other areas such as
innovation, better regulation and ensuring competitive markets.

2.2. Innovation (Integrated Guideline 8)

Innovation policies should contribute to enhancing the EU's capacity to produce and
commercialise innovations and to create an adequate business environment for the diffusion
and adoption of new technologies. This requires not only investment in knowledge but the
right incentives. The 2006 implementation reports indicate good progress in the area of
innovation, which is a key priority for Member States, but progress of reforms varies
considerably, as the Summary Innovation Index (see Graph 2) illustrates.
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Graph 2: The 2005 Summary Innovation Index
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Improvements in innovation support services, in particular for dissemination and technology
transfer are being pursued in most countries. Member States have set up or are developing
innovation support services, including reinforced cooperation between universities and the
business sector. More effective coordination between regional and national innovation policy
and the stimulation of licensing and spin-offs by universities and technology transfer centres
are being pursued. In order to support innovation and the growth and development of
innovative enterprises at the European level, the Commission and the European Investment
Fund are currently implementing the new financial instrument, "JEREMIE" (Joint European
Resources for Micro to medium Enterprises). This provides a readymade system at the service
of the programme managing authorities to help them in the complex task of designing and
delivering financial engineering products such as venture capital, loans and guarantees and
other forms of risk capital.

A majority of Member States is considering the development of innovation poles, networks
and incubators bringing together universities, research institutions and enterprises, including
at regional and local level, to help bridge the technology gap between regions. Many
measures in this field are however on a small scale. Most European countries are making
significant efforts to promote clusters. The focus in this area is generally in high-tech sectors.

The European Commission has set up a European Cluster Alliance under the PRO INNO
Europe initiative, aimed at stimulating practical cooperation between regional governments
and will present a roadmap supporting trans-national cooperation in the field of cluster policy.
Furthermore, to encourage innovation in services, the Commission will prepare a policy
document aimed at assessing whether existing innovation policies are service friendly and
defining a strategy to foster innovation in services, in particular in knowledge intense
services.

Cross-border knowledge transfer, including from foreign direct investment has received
limited attention from Member States, but the innovation systems in several Member States
are characterised by a highly productive and relatively technology-intensive FDI sector.
Relationships between local and foreign firms need strengthening (e.g. through clusters) to
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bring about spill-over of innovative practices. Some countries acknowledge the importance of
cross-border knowledge transfer and are improving the framework for attracting FDI, notably
through well qualified researchers. The UK has led work with European partners to facilitate
cross-border collaborations and improving the framework of knowledge transfer training and
a new R&D strategy has been approved with the aim of attracting more FDI. The analysis
done for the innovation scoreboard demonstrates that Germany has a strongly integrated and
coherent innovation strategy. The Danish Globalisation Strategy includes proposals to
facilitate contacts with foreign research, innovation and business environments.

Few concrete measures are developed to drive the demand for innovation through public
procurement. However, the Dutch government formulated an action plan setting out how it
would foster innovation in the private sector by strengthening its role as ‘launching customer’.
In Lithuania, a new Law on public procurement entered into effect in 2006, which better
promotes innovative solutions. Greece plans to establish a mechanism for the coordination of
activities for the promotion of environmentally-friendly procurement. The European
Commission is preparing a handbook with guidance on how to use public procurement rules
to stimulate innovation. In addition, the Commission will propose a comprehensive “lead-
markets”-strategy aiming at the removal of barriers in order to support the uptake of new
products and services.

Most Member States are aware of the importance of better access to domestic and
international financing and several have reinforced access to risk capital. This is a new and
therefore particularly important issue for the EU10. More activity in this field is needed. The
European Commission will launch a Risk Sharing Finance Facility which, in cooperation with
the EIB, will approve loans and guarantees to support investments in high-risk research,
technological development and demonstration projects. In addition, the Commission has
adopted new State aid Guidelines for risk capital with the aim of facilitating access to finance.

The need for efficient and affordable means to enforce intellectual property rights is
increasingly addressed by Member States. Finland adopted new legislation on university
inventions and amended the law on employee inventions in May 2006. Both Belgium and the
Netherlands have made it easier for companies, SMEs in particular, to access the patent
system. Latvia has increased the protection of innovative processes. Italy has introduced a
'novelty assessment' and a government decree strengthening the patenting capacity of
universities. To complement Member States’ initiatives on intellectual property rights the
European Commission will launch an initiative before the end of 2006 to improve the cost
effectiveness and legal certainty of patents in Europe, and will work on a more comprehensive
intellectual property rights strategy to foster the circulation of innovative ideas.

In some economies notably those whose innovation systems are fragmented and not
sufficiently developed, the pace of reform is still insufficient or has slowed down. One
challenge for these countries is the development of a strong national innovation strategy
involving all major stakeholders, and identifying priorities while and building on existing
industrial strengths.

A more comprehensive innovation strategy is needed in most Member States characterised by
an evaluation and benchmarking culture and making reference to cross-border experiences.
The lack of competition in some markets, insufficiently balanced IPR regimes and demand-
oriented policies must be addressed to improve the functioning of the innovation systems.
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2.3. Information Society (Integrated Guideline 9)

Information and Communication Technologies (ICT) policy is crucial for the achievement of
productivity gains. Compared to the 2005 NRPs Member States’ Implementation Reports put
more emphasis on mainstreaming ICT policies. ICTs are broadly reflected as (i) drivers and
components of innovation and development; (ii) tools for transforming government and
business models; and (iii) tools to improve the quality of life for citizens.

Overall progress in this area is good, in particular in the priority areas that were identified last
year: eGovernment, broadband communications and digital literacy. However, progress is
uneven among the Member States, and implementation of the policies is delayed in some
areas.

Research and development activities in the area of ICT (BE, DE, DK, EE, ES, FI, FR, IT, NL,
PT) and trust and security issues (BE, CY, DK, LU, NL, FI, FR) emerge as new priorities in a
number of countries. Only few Member States report progress on strengthening the
competitiveness of ICT industries (such measures are a priority for example in Malta where
the ICT industry is heavily dependent on the existence of one semiconductor firm). As should
be expected, progress mainly concerns the implementation of measures in the priority areas
identified last year: eGovernment, broadband communications and digital literacy.

BE, CY, ES, EE, FI, FR, IE, LU, LV, NL, PT, SI focus their efforts on reducing
administrative costs for the public administration as well as for businesses and are making
progress. Several countries introduce internet portals for businesses to reduce the costs of
company registration (EE, FR, IE, LU, NL, PT, SI). Other measures include the introduction
of electronic ID cards (BE, ES), unified ICT platforms for back-office reorganisation (AT,
EE, LV, PT), and the launch of portals for citizens (CY, LV, PT, SK, SlI). On the other hand,
electronic supply of healthcare services has not been widely addressed, with the notable
exceptions of AT, CY, ES, IT.

The Commission supports Member States’ efforts through the implementation of the i2010
eGovernment Action Plan. It supports research, the sharing of best practices and strengthens
interoperability. Online access to basic public services is now mostly in place, and
governments are moving to increase the interactivity of services. In 2006, nearly 50% of
eGovernment services allow citizens to conduct all processes online, with interactivity rising
by 6% in one year.

Nearly all countries have programmes aiming to enhance broadband infrastructure. Good
regulatory practice in line with the EU framework for electronic communications, taking into
account specific national conditions, provides a sound basis for competitive markets,
investment, innovation, choice and consumers' protection. Publicly-funded broadband roll-
out, following the EU initiative "Bridging the broadband gap”, is taking place in areas where
commercial deployment lags behind (AT, CY, CZ, EL, ES, FR, HU, IE, IT, LT, LV, PL, PT,
SI). In remote and rural areas, support is mostly foreseen through Structural Funds. Action on
a flexible approach to the use of spectrum for wireless technologies has been announced in
NL and UK.

Broadband take-up has been increasing rapidly and the penetration rate reached 15% of EU25

population in July 2006, up five percentage points within one year. The overall growth rate
masks wide variations between Member States (see Graph 3). There remains a significant
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difference in broadband coverage between urban areas (more than 90% of EU25 population)
and the rural areas (about 65%).

Graph 3: Broadband penetration rate: Lines per 100 population
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Several Member States made a considerable effort last year to increase the digital literacy of
workers and citizens was emphasised in a number of National Reform Programmes (CY, CZ,
EE, ES, FI, FR, IE, LT, MT, NL, PT, SK, UK). The most important area for government
policy is the promotion of education in ICT. This includes the improvement of ICT
infrastructure at schools, updating school curricula to include digital skills, and training for
teachers. A 2006 pan-European survey shows progress, as 96% of all schools in Europe have
Internet access, 67% have broadband, and 90% of classroom teachers use computers to
prepare lessons, while 74% use them as a teaching aid. However, broadband connectivity still
varies, from about 90% of schools in Scandinavian countries, NL, EE, MT to under 35% in
EL, PL, CY and LT. Initiatives for on-the-job training appear insufficient and the life-long
learning dimension of ICT training is largely missing from the Progress Reports.

A broader use of ICT by citizens has been supported in many countries through the
introduction of far-reaching action plans. Some of them announced in the 2005 NRP (PT, ES,
EL, UK) and others announced this year (DE, FR, IE), recognising that successful information
society policy entails collaboration among government organisations.

Finally, ICT is addressed as a tool to improve efficiency in various administrative sectors.
Projects in PT, ES, IT and Sl for example focus on the informatisation of departments like
justice and police. Italy presents also a comprehensive programme to use ICT and preserve
cultural heritage at lower costs.

2.4, Industrial Competitiveness (Integrated Guideline 10)

The majority of the Member States addressed industrial competitiveness in their NRP and
proposed measures to enhance the technological content of industry, to support clusters, to
promote sectoral competitiveness and to favour the internationalisation of companies by
supporting exports or attracting foreign investments.
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Most of Member States have started to implement the measures proposed in 2005 (AT, BE,
CY, DE, EL, ES, FIN, F, IE, HU, LV, LU, MT, NL, PT, SL), with a view to enhancing the
technological content of industry and to favouring the internationalisation of companies. In
some cases, these measures are combined with an approach targeting specific sectors (CY,
MT, NL, DE). In its 2006 implementation report, ltaly proposes a new programme to
reinforce its industrial competitiveness. Portugal is addressing the issue of structural change
concretely with a programme aiming at accelerating the industrial transition and restructuring
processes.

Industrial competitiveness is also addressed at Community level. In October 2005, the
Commission published a Communication*® on industrial policy which proposed a work
programme to respond to identified challenges. This work programme is part of the
Community Lisbon Programme.

2.5. Sustainable use of resources (Integrated Guideline 11)

The integrated guideline on the sustainable use of resources invites Member States to
encourage the sustainable use of resources and to strengthen the synergies between
environmental protection and growth.

All Member States address environmental sustainability and many identified it as a key
challenge. While Member States generally report progress in implementation on green public
procurement, environmental technologies and resource management (e.g. waste and water),
progress has in some cases been slow with regard to the sustainable use of natural resources
and note that environmental policy is still not sufficiently integrated into all policies.

The vast majority of Member States is reporting progress in the area of energy efficiency and
the promotion of renewable energy sources. Eight countries (DE, DK, ES, FI, HU, IE, LU,
NL) are on track to meet their national targets for renewable electricity, while most other
Member States will have to take further action to reach them.

Progress in the implementation of measures against climate change is mixed. A number of
Member States (AT, BE, DK, ES, IE, IT, PT,) will have to identify further emission reduction
measures in order to comply with their burden sharing targets, while others are showing
adequate progress (Graph 4). Some Member States consider the need to prepare for the
consequences of climate change and to capture and store CO, without however presenting
concrete measures.

Implementation of measures towards internalising external environmental costs appears to
progress, albeit slowly and with a number of countries lagging behind expectations. Positive
examples in this area include the Estonian tax reform, the Belgian adjustments to vehicle
taxation, as well as the introduction of a toll system for heavy vehicles in Germany.
Promotion of logistics, traffic management and shifts to more environmentally friendly modes
of transport by several countries will help reduce external costs from the transport system.

12 Implementing the Community Lisbon Programme: A policy framework to strengthen EU

manufacturing - towards a more integrated approach for industrial policy. COM(2005)474.
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Graph 4: Distance to Kyoto target indicating the relative gap (over-delivery or
shortfall) between greenhouse gas projections for 2010 and the respective 2010 targets
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In conclusion, the issues of resource pressures and global problems like climate change and
biodiversity loss are recognised by the Member States both as a challenge and an opportunity
to foster growth and preserve a high quality of the environment. Implementation is by and
large promising, while leaving significant room for improvement. A number of EU level and
national plans in the area of sustainable resource use seek to exploit synergies between
economic growth and environmental protection.

3. MAKING EUROPE A MORE ATTRACTIVE PLACE TO INVEST AND WORK
3.1. Internal Market (Integrated Guideline 12)

Internal Market policy is by nature a Community responsibility. To reap the full benefits of
these measures, they need to be properly transposed, implemented and enforced at Member
State level. This is the responsibility of individual Member States.

A fundamental review of the Single Market has been launched with the Commission's
Communication on "A Citizen's Agenda” (May 2006) to ensure that internal market policy
responds best to the challenges of the 21st century. An interim statement will be presented to
the 2007 Spring Council and the Review will be finalised before the end of 2007.

The final adoption of the Services Directive has been an important step forward. The modified
proposal aims to enhance growth through removing legal and administrative barriers to the
development of service activities, strengthening the rights of users of services and
encouraging cross-border service provision. The European Parliament is likely to conclude its
second reading in November. Final adoption is foreseen by the end of 2006.

The creation of a Community Patent System is a crucial building block toward the
development of a European knowledge-based economy. The 2005 Spring European Council
called for renewed efforts to reach an agreement on a Community patent. In order to regain
momentum, the Commission organised a comprehensive stakeholder consultation in 2006.
The Commission envisages adopting a Communication on the patent strategy for Europe by
the end of 2006. This should prepare the ground for substantial progress on patent matters
under the German presidency.

The Commission has adopted on 18 October a proposal to open EU postal markets fully to
competition by 2009, in line with the agreed target date set out in the current Postal Directive.
All Member States have transposed the present postal services acquis.

The Commission has actively supported Member States in the transposition of the Directive
on the recognition of professional qualifications. The exercise carried out by the Commission
during the transposition period forms part of a pilot project in the context of "Better
Regulation™. The directive will promote the development of the European skills labour market
by easing the free movement of fully qualified professionals in the field of regulated
professions, in particular with a view to their temporary provision of services. Better resource
allocation of qualified professionals will also raise productivity and produce better economic
performance in the medium term.

In 2006 the steady reduction of Member States’ transposition deficits continued across the
board. While improving their performance, some Member States, in particular Portugal,
Greece, Luxembourg and Italy, are still lagging behind. Attention also needs to be paid to the
quality of transposition, as the number of infringements cases remains high.
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Good progress has been made with the transposition and enforcement of the measures of the
Financial Services Action Plan. The adoption of the Markets in Financial Instruments
Directive (MIFID), of the Capital Requirements Directive (CRD), of the Industry's Code of
Conduct on post-trading in the EU and of the White Paper on the next steps towards an
efficient investment fund market (to be confirmed) have been important in this respect. The
monitoring of transposition, implementation and enforcement is integral part of financial
services policy, as laid down in its White Paper on Financial Services Policy (2005-2010).
The performance of Member States in terms of transposition has improved noticeably in the
past year (over 95% compared to only 87% at the beginning of the year). There is room for
improvement in the performance of a few Member States (IT, FR, LU, NL, ES).

While the time limit for the transposition of the IPR enforcement expired on 29 April 2006,
only 12 Member States, have so far notified the Commission of the full transposition of this
directive into national law (AT, CY, CZ, DK, EE, ES, FI, HU, IE, IT, SI, UK). Similarly,
there is still a large number of Member States who have not yet transposed the new legislative
package on public procurement for which the deadline passed on 31 January 2006 (BE, EE,
EL, ES, FI, IE, LU, PT, SE, SI).

The two Public Procurement Directives are set to further modernise and simplify award
procedures. They will hence make it easier for enterprises, including SMEs, to access public
procurement contracts which amount to 16% of the EU’s GDP. Several Member States cite
examples of non-legislatives measures which aim to facilitate SMES’ access to procurement,
like a Best Practice Guide (CY), training and workshops on public procurement (CY), or Web
Portals on public procurement (DE, FI, PL, PT, UK). Efforts are also made to promote e-
procurement in CY, FI, HU and SK.

3.2. Competition (Integrated Guideline 13)

In the field of competition policy several countries are strengthening their enforcement
regimes but there is room for improvement. Competition is in some cases treated more
thoroughly in the implementation reports than in the original NRPs (e.g. IT, PL, AT, SI).
Implementation reports focus mainly on competition in energy and electronic
communications markets as well as competition law and enforcement. There is however a
need for more concrete action by Member States in the area of competition. . At the same
time, it is encouraging that many Member States are screening specific markets to identify
problems with competition. As regards network industries, crucial competition issues remain
to be tackled by most or many Member States in energy and rail. Moreover, only very few
Member States address in concrete terms the issue of how to reduce their overall State aid
level and how to redirect their aid towards horizontal objectives (such as R&D) as repeatedly
called for by the European Council.

There is scope to promote external openness through competition reforms, for example,
through removing restrictions on competition in Member States' bilateral air services
agreements with third countries. Some measures being implemented with the aim to promote
competition in retailing and distribution (ES, GR, FR, IT, IR) may benefit end consumers.

Complementarity and interaction between the Community and national level is particularly
relevant and intense in the area of enforcement of EC competition rules. Most countries are
strengthening their competition enforcement regimes in line with the modernised Community
competition rules (e.g. BE, DK, ES, SV, FI, NL). The European Competition Network (ECN)
is characterised by close cooperation between the Commission and the 25 national
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competition authorities. While enforcement procedures have not been formally harmonised by
EC law, there is, in many instances, convergence of national laws beyond legal obligations
towards the Community standard. Such convergence entails considerable benefits for
undertakings in the EU in terms greater predictability. Programmes foreseeing immunity from
or reduction in fines for undertakings revealing cartels (leniency) is an area where such
convergence is of key importance.

Some Member States (e.g. UK, LV, FI, IR) are undertaking or plan to launch studies into the
functioning of specific markets and sectors (so-called competition screening) or even across a
very wide segment of the economy (DK).

Many Member States address as a key challenge competition issues in certain network
industries. Network industries such as telecoms, air transport, energy, postal services and rail
are not only economically significant sectors in their own right. They also provide inputs
which are indispensable for the competitiveness of Europe. While the coverage of network
industries (in particular energy but also electronic communications) by most Member States
in their progress reports is welcomed, more concrete measures to open up markets to
competition are urgently needed in particular in the electricity, gas and rail sectors. A general
priority across all network sectors is to ensure that the sector regulator is sufficiently
resourced and independent. Cooperation between sectoral regulators and national competition
authorities should be encouraged.

Promoting competition in gas and electricity markets remains a key challenge and concern for
most Member States. Issues that Member State should in particular address include making
unbundling effective (e.g. FR, PL, DE) and ensuring sufficient resources and independence of
the regulators. Progress under the latter point has been made in DE. Some progress in opening
up gas and electricity markets can be discerned in certain countries. In other countries systems
of regulated prices favour incumbents and discourage competitive entry (ES, FR). Only a few
Member States (e.g. NL, UK) have achieved a satisfactory situation as regards unbundling.
High levels of market concentration, vertical foreclosure and lack of transparency characterise
gas and electricity markets in most Member States.

Competition in financial services could also be strengthened throughout the EU. Member
State authorities, including financial supervisors and central banks, should attach a high
priority to promoting competition and work closely with competition authorities. Retail
financial services markets remain fragmented, notably in retail banking. Removing
unnecessary barriers to merger and acquisitions and providing open and non-discriminatory
access to upstream services such as payment systems and credit registers will support market
integration and enhance competition in the banking sector.

Competition in electronic communications markets is governed by the regulatory framework
adopted in 2002. This is an innovative construction involving internal market harmonisation
legislation based on competition policy principles. The review of the regulatory framework
for electronic communications is ongoing and legislative proposals will be made in 2007. The
experience with the regulatory framework during its first three years of operation is positive.
More competition has led to innovation and investment by both new entrants and incumbent
operators as well as to significant retail price declines.

Ex ante regulatory intervention under this sector-specific framework can however only be
imposed where there is no effective competition. While some national regulators are lagging
behind in notifying the market analyses establishing whether there is effective condition on
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particular markets (e.g. EE, LV) it is encouraging that several others are catching up in this
respect (e.g. CY, EL, LU, LT, PL). In Germany the intention to exempt certain markets from
regulation and the absence of regulation in other respects which may hamper further
broadband penetration raise particular concerns.

While competition in the rail sector is addressed in some progress reports (FR, BE, PL), few
measures are envisaged to tackle key problems limiting competition such as the need for
effective separation between the infrastructure manager and the incumbent rail operator and
ensure that the rail regulators are sufficiently resourced and independent.

Within the area of competition in services some Member States are taking positive steps
towards reform by rooting out disproportionate restrictions on competition in the key area of
professional services (in particular IT but also the UK, DK, NL, and CZ). It must however be
underlined that significant reforms are still needed on the part of certain Member States (DE,
EL, ES, MT, SI) starting with the most severe restrictions (e.g. price regulation and
unjustified barriers to entry). Reform efforts in this sector should also be stepped up by other
countries (e.g. AT, BE, CY, FR, HU, LT, LU, PL, PT).

There are few signs of new measures to enhance competition in the services sector with
notable exceptions, in particular IT. There is an increasing tendency on the part of Member
States to screen markets for competition. More needs to be done to enhance competition in
financial services over and above the implementation of agreed Community legislation, taking
into account the findings of the Commission’s inquiry into financial services focusing on
payment cards, core retail banking and business insurance.

Only a few Member States report on progress in reducing overall State aid levels (CY, Sl), or
reorientation or plans to reorient aid towards horizontal objectives (CY, IT, Sl). Additional
efforts are needed by certain Member States to increase the share of horizontal aid (CY, ES,
HU, MT, PL, PT SK) and/or to reduce the overall aid level (CY, DE, HU, MT, PT, SE, SK).
Only a few Member States set out concrete objectives and measures in the area of state aid. A
few countries apply or intend to apply in the near future measures to assess the effectiveness
of existing and planned State aids (CY, FI, SK, UK) in order to ensure that state aid targets
genuine market failures. The Community State aid rules are undergoing a radical overhaul in
line with the State Aid Action Plan (2005-2009) to further meet the Lisbon objectives by
promoting less and better targeted aid.

3.3. Business environment and better regulation (Integrated Guideline 14)

Better Regulation was identified as one of the prime contributors to achieving the goals of the
Lisbon agenda for growth and jobs and became thus an integral part of the National Reform
Programmes and Community Lisbon Programme. A need for a joint effort at EU and Member
States level has been widely recognised and Member States have speeded up designing and
implementing the key elements of a Better Regulation strategy to maximise benefits whilst
minimising costs from the regulatory environment in Europe. At EU level, a strategic review
of Better Regulation in the European Union, approved by the Commission in November 14"
identified further steps to be taken. It also put forward a proposal for an EU-wide strategy to
reduce the administrative burden for businesses.™

B COM(2006) 689 final.
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All Member States addressed in their Progress Reports several elements of Better Regulation
as a part of their efforts to improve the business environment, reflecting their national political
priorities and legal and administrative cultures. However, Better Regulation was not always
seen as a key factor in the overall policy and law making processes.

Significant progress is underway in the area of measuring and reducing administrative
burdens, which can be a serious issue and impede on EU competitiveness, particularly of
SMEs, so essential for meeting the jobs and growth goals of the Lisbon Strategy. Sixteen
Member states, up from eleven last year, have decided to measure and reduce administrative
burdens. All of them have opted for the standard cost model (AT, BE, CZ, DK, EE, FI, FR,
DE, HU, IT, LT, NL, PL, PT, SE and UK), while Latvia is planning to do so. A further two
Member States are testing or developing the measurement methodology (IE, LU). Six
Member States have announced concrete reduction targets (AT, CZ, DK, NL, SE, UK) while
Germany is planning to do so. Substantial benefits of reducing administrative burden for
businesses have been reported by Belgium, Denmark and Netherlands.

However, the reduction of administrative burden is only one element of regulatory
simplification efforts that are targeted at existing legislation. Systematic simplification
programmes have been designed and implemented by 13 Member States (BE, DK, DE, FR,
IE, IT, MT, NL, PT, SI, SE, UK) and its introduction is foreseen by Poland and Estonia. Even
though the coverage of these programmes varies and their implementation has been in most
cases only recently launched, the number of Member States has about tripled since last year.
Other Member States simplify the stock of existing legislation on an ad-hoc basis.

Less progress has been achieved in carrying out Impact Assessments. There are still only six
Member States that systematically assess all relevant impacts of their legislative proposals
(AT, DK, DE, IE, NL, UK). Some regulatory impacts are being assessed by four Member
States (BE, FR, PT, SE) and another nine Member States are striving to enforce obligatory
provisions related to impact assessments (EE, EL, FI, HU, IT, LV, LT, PL, SK). . The
implementation of impact assessment systems, combining sectoral effort in analysing
economic, social and environmental impacts of a legislative proposal and considering
alternatives to regulation, has been slowed down by a need to induce cultural change,
sustained commitments to impact assessments enforcement, monitoring and dedication of
adequate resources.

The least recognised Better Regulation tool among Member States remains the consultation of
stakeholders. Although consultation of stakeholders has recently improved in many Member
States and is becoming more and more an integral part of their impact assessment procedures,
there is still significant room for improvement when it comes to ensuring that consultation of
stakeholders is based on clear, consistent and transparent consultation rules and that minimum
consultation standards are applied across the board and these consultation results are made
public. Five Member States have made particularly good progress towards this direction (AT,
DK, DE, IE,UK).

Most importantly, progress has been achieved in developing explicit Better Regulation
strategies or programmes that ideally encompass the main Better Regulation tools. 13
Member States have developed an explicit Better Regulation strategy (BE, DK, FI, FR, DE,
IE, IT, MT, NL, PL, PT, ES, UK), nearly twice as many Member States as last year,
notwithstanding differences in focus of these strategies. However, it is important that BR
strategies are translated into tangible policies such as simplification programmes and the
systematic use of impact assessments in practice.
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Overall, there has been significant progress across the European Union, which however
mainly concerns conceptual work in designing Better Regulation strategies, impact
assessment and consultation guidelines, creating task forces or carrying out pilot projects.
With regard to the three stages of Better regulation development that were identified last year,
many Member States, which last year were identified as being in the first stage, have now
progressed to the next one. As a consequence, most Member States find themselves in the
second stage now.

There are serious challenges in the implementation of the announced measures. Establishing a
fully fledged Better Regulation system is a long-term goal because its implementation
requires a cultural change. This cannot be, however, achieved without strong, sustained and
continuous political support, development of adequate institutional structures and dedication
of sufficient financial and human resources. Specific targets, compliance incentives and
monitoring and enforcement mechanisms are still missing in majority of Progress Reports.

3.4. Entrepreneurship and SMEs (Integrated Guideline 15)

All Member States have addressed SME policy issues in their implementation reports and
show determination to create a more favourable environment for SMEs. Most Member States
are developing or introducing initiatives to reduce the time to set up a business and efforts are
producing results. However, progress has not been uniform. While PT has made particularly
good progress, in LT and PL progress seems to have stalled. Regarding cost reduction, EL,
ES, HU and PL need to make bigger efforts to bring their costs more in line with the rest of
the Member States. While most Member States already have operational one-stop-shops for
start-ups, these are currently being developed in CY, DE, EE, HU, MT, PL and SK (see table
1). Only two Member States explicitly addressed the recruitment procedures for small
companies (AT, FR) despite the Spring Council conclusion on only one mandatory
administrative contact. In only few Member States (especially EE, IE) this is the consequence
of an already satisfactory regulatory arrangement.

Europe needs more entrepreneurs to provide more growth and jobs. 21 Member States report
on measures to foster entrepreneurial mindsets among young people through education, but
only four have introduced entrepreneurship education in the school curricula (FI, IE, PL, UK).
ES is starting to implement and EE and SE are planning reforms in this direction. In some
Member States there is a national strategy for entrepreneurship education at all levels (CY,
ES, FI, SI, UK). While the implementation of appropriate reforms is a pre-condition for
success, more support to schools, teachers are needed. Some initiatives are reported to
reinforce the teaching of entrepreneurship in higher education (DK, ES, EL, LU). Much
remains to be done in most Member States to enhance the role of education in creating a more
entrepreneurial culture.

By promoting women’s entrepreneurship, Member States would have a chance to integrate a
large number of unemployed women into the labour market. However, only six Member
States mentioned specific policies in this area (CY, DE, EL, ES, SE, UK). Good examples are
the measures taken by ES (micro-credits, mentoring, coaching and grants) and the UK action
plan which aims to reach the target of 20% female business ownership in 2006. Furthermore,
only two Member States (NL, UK) report on specific measures to promote entrepreneurship
among ethnic minorities.

Access to finance will remain crucial for fostering entrepreneurship, innovation and.
Microcredit is an important tool to address the needs of smaller companies. Several Member
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States are continuing their efforts to increase the share of risk financing (AT, DE, DK, EL,
FR, IE, LV, MT, NL, UK), mainly by introducing venture capital instruments. A good
example of such continuity is the new round of venture capital funding in Ireland which wants
to attract €1bn for start-up, early stage and development stage business by investing €175m.
Several Member States are planning to launch initiatives for venture capital (EE, LV, PL, SlI,
SK). A number of Member States are also setting up loan guarantee schemes (AT, EE, EL,
ES, HU, NL, UK). Taking a comprehensive approach, the Austrian SME package consisting
of measures for microcredit, equity and working capital can be highlighted as a good
example.

In 2005, some 140,000 corporate insolvencies in EU15 potentially affected the jobs of 1.5
million employees. In the recent past, several Member States improved their bankruptcy
legislation to promote the continuity of viable enterprises rather than their liquidation, along
with faster proceedings. While many NRPs announced measures in this area (CY, EL, HU,
IT, LT, LU, LV, PL, SI, SK) some implementation reports remain silent about those reforms.
In some Member States (CZ, CY, EL, HU and IT) reviews of bankruptcy procedures are
ongoing. DK proposes faster proceedings to help entrepreneurs that failed start afresh, as well
as a pilot scheme with an “Early Warning System” to prevent bankruptcy.

Roughly one third of Member States report tax measures to improve the business
environment. The scope of the measures is rather broad covering e.g. income taxes, payroll
taxes, VAT and inheritance taxes. In several cases, tax measures are directly targeted at small
companies (e.g. AT, IE, MT, SI).

Six Member States provide information on business support measures for SMEs (ES, LT, NL,
PT, SK, UK). ES and UK are reforming their business support provision. NL has set up a one-
stop-shop information portal for businesses and PT is in the process of setting up an
interactive online one-stop-shop. No country explicitly addressed the issue of business
transfers. Substantial variation exists across Member States in terms of the level of support for
the internationalisation of SMEs, but only 12 Member States (AT, CY, DA, DE, EE, ES, FR,
LT, LV, PL, PT, SI) report on initiatives related to the promotion of internationalisation of
SMEs.

3.5. Transport, Energy and European Infrastructure (Integrated Guideline 16)

Infrastructure is important for competitiveness; in particular trans-European infrastructure is
instrumental to the internal market and to territorial cohesion.

The EU10 need to upgrade and improve their infrastructure, not least to improve safety
conditions. For all the Member States, infrastructure has to be adapted to the continental
dimension, linking the different countries with one another and upgrading the networks to
make better use of the opportunities offered by current technologies.

Member States finance or promote the establishment of cross-border links and trans-European
corridors, whether for transport, energy or telecommunications. Most Member States
addressed infrastructure in their National Reform Programmes and nine (CZ, EL, ES, IE, IT,
CY, LT, HU, AT) ranked it as a priority. With regard to the trans-European networks aims to
implement the 30 transport priority projects identified by the Council and Parliament and to
carry out the cross-border links for the gas and electricity priority projects.
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There seems to be an increase in some Member States' infrastructure expenditure (DE, Fl, IE).
Spain has provided a good example of the links between NRP and the National Strategic
Frameworks for its infrastructure investments 2007-2013.

Major efforts are already being carried out for the modernisation of roads, railways (CZ, HU)
and airports (CY) and the construction of motorways (PL). Reinforcement of main roads to
allow standard EU 11.5 MT axle trucks is important (HU, PO).

It is important to complete the missing links in their high performance networks such as the
High Speed Train in order to collect the benefits in increased destinations that the new links
open (BE). Major projects cross-border corridors are the biggest challenge of trans-European
transport infrastructures. Some of them are reaching completion such the access to the
Channel Tunnel Rail Link (UK) some are on a construction stage, such as the international
tunnel for rail Figueres-Perpignan — while others, such as the Brenner tunnel (AT), are in an
advanced stage of preparation, or being discussed, like the Fehmarn fixed link (DK). Efforts
are being made also for the gradual deployment of European Rail Traffic Management
System (ERTMS) (CZ) and in road traffic management and multimodal logistic centres (CZ,
PT). The Commission has recently highlighted the importance of logistics and intelligent
transport systems to improve efficiency in the use of infrastructure'. Investments in inland
waterways and rail freight (B) will alleviate congestion in the heavily used road infrastructure
of the economic centre of the Union and improve the accessibility from peripheral countries
and regions. Motorways of the Sea, currently being defined by all Member States — like those
in the eastern Mediterranean (EL, IT, CY, SI) will also fight congestion and improve
sustainability, while involving a limited amount of infrastructure investment. A growing
reliance on sea transport will put pressure on existing port capacities which will have to be
used in an better and optimal way; to facilitate this the Commission will put forward
proposals for an European ports policy during the second part of 2007.

Urban areas are the engines of competitiveness, urban transport systems have to tackle the
congestion that goes together with agglomeration economies. Some Member States, like
Ireland, the UK and Estonia are taking good action in this direction.

1 Keep Europe Moving. Sustainable Mobility for our Continent. Mid-term review of the European

Commission's 2001 transport White Paper. COM (2006) 314 final.
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Table 1: State of Play — Functioning of Electricity Markets

Quality of active

Medium/Large

Industrial price

Degree of

generators and consumers level Interconnection
suppliers switching supplier
Austria Medium Medium Medium High
Belgium Low Medium Medium High
Denmark High High Medium High
Finland High High Low Medium
France Low Medium Low Medium
Germany Medium Medium High Medium
Greece Low Zero Medium Medium
Ireland Low Medium High Low
Italy Medium Medium High Low
Luxembourg Low Low Low High
Netherlands Medium Medium Medium Medium
Portugal Low Low Medium Low
Spain Medium Low Medium Low
Sweden High High Low High
E?ri;eéjom High High Medium Low
Estonia Low Zero Low High
Latvia Low Zero Low High
Lithuania Low Medium Low High
Poland Medium Low Low Low
Czech Republic Medium Low Medium High
Slovakia Medium Low Medium High
Hungary Medium Medium Medium High
Slovenia Low Low Medium High
Cyprus Low Zero High
Malta Low Zero Medium
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Notes Low<3 Low < 10% Low < 55€/MWh Low < 10%
Medium 3-6 Medium 10-50% Medium 55-75€/MWh Medium 10-20%
High > 6 High > 50% High > 75€/MWh High > 20%

Lowest figure for
generation/supplier
taken as e.g. small
suppliers often very
dependent on large

generators (e.g.
Germany).

Alternatively small
generators may be in
long term PPAs with

dominant supplier (e.g.

Poland, Hungary).

Estimated figures since
market opening.

Comment: medium to
large companies
worried about their
electricity bill and
would be expected to
aim to test the market
regularly if not
annually.

Prices reported to
Eurostat for consumer
using 24GWhlyear.

This is a quite large
business customer. The
Berlayamont uses
about 10-15GWh/year
I think.

Eurostat may overstate
prices for some MS
where only the

Of installed generation
capacity.

standard tariff “i.e.
before negociation” is
quoted.

Some MS, including
most new MS have
strict end-user price
controls. Although this
is nice for large users,
it is an unsustainable
policy and will stifle
competition.

Source: European Commission Report to the Economic Policy Committee, October 2006

The internal energy market relies on the availability of cross-border interconnections for
electricity and gas to become a reality. In the energy sector new electricity links like Estlink
the undersea cable between Estonia and Finland allow an increase in the security of supply
and the efficiency of the energy systems involved. However, progress is slow in the case of
crucial links such as the electricity transmission project Spain-France.

The sector inquiries into the gas, electricity and financial services markets launched in the
summer of 2005 under the EC competition rules (and which are about to be completed)
strongly complement and add value to Member States action in these fields by identifying —
from a European perspective - obstacles to competition and market access (e.g. need for
cross-border interconnection capacity and regulatory cooperation) and by examining the
scope for applying competition law and other remedies. Table 1 gives an overview of the state
of play in electricity markets.

The introduction of natural gas produces improvements in energy efficiency (in particular via
cogeneration), and in energy emission of CO2. Only Malta and Cyprus are not supplied with
natural gas. Several Member States, like Portugal, Ireland and Greece have been connected
recently to the European grid and they are developing construction of urban networks. With
the increase of imports (more than 80 % of the EU consumption in 2020), the main concern
today is the security of supply. Diversification of the import routes and the timely
implementation of the projects are the core objectives of the Priority Interconnection Plan
which will be submitted to the Parliament and the Council in January 2007.

The lead times for major infrastructure to go from inception to operation phases are extremely
long for technical, regulatory and financial reasons. These delays hamper the contribution of
infrastructure policies to competitiveness. Some Member States are improving their
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regulatory framework to reduce the costs in time and money incurred by promoters. An
"Infrastructure Planning Acceleration Act" is being discussed in Germany which will shorten
planning times (by up to 2.5 years) for key infrastructure projects (similar rules had been
applied in the Eastern Léander. A streamlined consent procedure is equally being applied in
Ireland for energy infrastructure. Efforts in this direction must be encouraged in all
Member States.

In conclusion, the progress reports show that most Member States give high priority to
transport and energy infrastructure modernisation, even beyond what the National Reform
Programmes would lead to expect. These efforts should be kept, clearing the way of
regulatory and financial obstacles through better regulatory practices and pricing schemes and
by facilitating public-private-partnerships while making the best use of EU and national
funds.
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EMPLOYMENT PART

1. SUMMARY AND CONCLUSIONS: A BETTER IMPLEMENTATION OF EMPLOYMENT
POLICIES

Employment is increasing and unemployment falling. However, productivity growth and
quality of jobs remain below Europe’s needs. The responsiveness of European labour markets
to the challenges of globalisation and ageing remain critical issues. The implementation
reports indicate that of the three European Employment Strategy priorities, attracting and
retaining more people in employment sees most policy implementation. Implementation of
policies to increase investment in human capital through better education and skills is also
progressing. Policy implementation to improve the adaptability of workers and enterprises is
lagging behind.

1.1. Attracting and retaining more people in employment, increasing labour supply
and modernising social protection

Efforts have been intensified to reach out to groups and individuals at the margins of the
labour market, and society™. Member States are devoting more attention to labour market
reforms that have an impact on poverty and exclusion and which encourage longer working
lives. They are converging in efforts to offer active support to the most disadvantaged through
a balanced approach combining personalised labour market support, high quality social
services and adequate level of minimum income.

In response to the 2006 Spring European Council's request, more attention has been paid to an
integrated lifecycle approach to work. Despite this, policies for young people, women and
older workers are still mostly treated separately.

Youth unemployment is a severe problem in many Member States and labour market
segmentation to the disadvantage of the young is increasing. A number of measures are being
implemented both to increase employability and provide incentives for employers to hire
young people. Many Member States are still far away from the target of a "new start™ for
young unemployed within 6 months by 2007 and 4 months by 2010.

Through the European Pact for Gender Equality, Member States were asked to include a
perspective of gender equality when reporting on implementation. In spite of this, the
promotion of female employment and systematic gender mainstreaming of policies are rarely
emphasised. There is some progress in many Member States to develop childcare facilities
and encourage employers to be more family friendly. Affordable and accessible quality
childcare provision must be expanded to allow both parents to work, to better reconcile work
and family life for both and to reduce high levels of child poverty.

An increasing number of old Member States are opening their labour markets to citizens of
the new Member States. Some are implementing measures targeted at immigrants or
minorities. The unemployment gaps between EU and non EU nationals are increasing,

B This is also shown in the National Reports on strategies for social protection and social inclusion.
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especially where large gaps already existed. Labour market integration of legal migrants
should become a more explicit dimension of employment policies.

Member States continue to implement reforms to encourage older workers to stay longer in
working life. There is a shared will to progress on adequacy and sustainability within pension
reform. It is crucial to create real job opportunities for older workers. This would complement
the strengthening of incentives to work longer as a condition for ensuring future adequacy of
retirement provisions and to avoid additional pressures on system sustainability. Equally,
Member States increasingly recognise that improving health and the access to medical and
preventive care and rehabilitation are key dimensions of a strategy to increase labour supply
in a sustainable manner.

1.2. Improve adaptability of workers and enterprises

The implementation reports show the weakest policy implementation in this area despite the
increasing need for adaptable labour markets. Rapid technological progress and increased
competition stemming from globalisation require increased flexibility. Governments have
tended to focus on easing labour market regulation for new entrants to facilitate more
contractual diversity, without reforming legislation for existing contracts and ensuring
transitions between types of contracts and opportunities to progress. Labour market
segmentation and undeclared work remain important problems in many Member States.

A more comprehensive approach is necessary to combine flexibility and security in a more
integrated approach. Flexicurity policies should attempt at going beyond the old trade-off
where more flexibility meant less security. The aim is for workers to exchange traditional
security in the job for security in the market, brought about by efficient and cost-effective
active labour market policies (ALMPs), and adequate levels of social protection to tide them
over between jobs. Flexicurity policies should aim at raising productivity and quality of jobs.

There is recognition that modernising social protection systems, covering all major social
risks independent of the nature of employment and labour contract, and removing
disincentives to work, is crucial for improving flexicurity. Progress is in some respects slow.

Member States could pursue a range of policy pathways towards greater flexicurity with
packages of measures reflecting different starting points. Such packages would help promote
a climate of trust with all actors accepting responsibility for relevant action. Flexicurity
pathways would see Member States combining policies covering contractual arrangements,
ALMPs, lifelong learning and social security systems that promote mobility and provide
adequate income support.

1.3. Increase investment in human capital through better education and skills

Many Member States are developing policies to increase investment in education and skills.
Implementation is progressing, but often in a piecemeal way. Only a minority of Member
States have a comprehensive strategy to invest in human capital throughout the life cycle.

Almost all Member States report on measures addressing the low skilled, in particular the
prevention of early school-leaving and compensatory measures within adult learning. Progress
is however slow in reducing early school leaving; in 2005, 6 million young people left
education prematurely. Many Member States need to increase their efforts if the EU is to
reach its 2010 target of 85% of 22 year olds in the EU having completed at least upper
secondary education. Since 2000 the figure has moved little from around 77%.
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The situation is also worrying in terms of adult participation in lifelong learning. In 20 of the
25 Member States the participation rates remained virtually stable or actually fell!
Participation is particularly low in Southern European countries and most of the new Member
States. Older workers continue to see very low rates throughout the EU.

Much of the focus is on structural reforms to education and on improving the link with the
labour market. There is little information provided on an explicit commitment to increase
investment in human capital. A breakthrough in the level of this investment is essential if we
are to generate sufficiently adaptable economies with high productivity growth. Member
States need, therefore, to develop the appropriate incentives and cost sharing mechanisms for
enterprises, public authorities and individuals.

2. PROGRESS IN ACHIEVING THE OBJECTIVES OF THE EUROPEAN EMPLOYMENT
STRATEGY

Member States' policies should foster full employment, quality and productivity at work and
social and territorial cohesion. These objectives, together with good governance, frame the
European Employment Strategy.

2.1. Full Employment

Employment growth picked up in 2005 to 0.8%, the largest increase since 2001. As a result,
the employment rate increased to 63.8%. The rise in the employment rate was driven by
increases within both gender groups. Employment grew by 1.1% for women and by 0.6% for
men (after three years of virtual stagnation). The employment gender gap further narrowed to
15 percentage points, but remains too large. Progress has been slower in full-time equivalents
(21.4 pp in 2005 compared to 21.7pp in 2004).

Unemployment fell from 9.1% in 2004 to 8.8% in 2005, with long-term unemployment
falling for the first time since 2002, and standing at 3.9%, compared with 4.1% in the
previous year. Both women and men experienced the decrease; the unemployment rate fell to
9.9% for women and 7.9% for men.

There were further increases in employment for older workers, with the employment rate
increasing from 41% in 2004 to 42.5% in 2005. In contrast, many Member States have seen
the labour market situation for the young stagnate. At 18.3%, youth unemployment is about
twice the overall rate.

Despite some progress over the years, (overall employment rate has increased by 15.3 million
since 1997) the employment rate remains 6.7 pp or around 20 million jobs below the 2010
target. Even if employment increases, as currently projected, by 7 million by 2008, there will
still be a gap of some 13 million jobs to bridge. Whilst older people's employment rates have
risen more rapidly, they still remain 8.5 pp below their respective 2010 targets, Female
employment rates have also risen fast and are on track to reach the target (3.7pp below 60%).

2.2. Quality and productivity at work
Productivity

Globalisation has seen a massive increase in the effective labour supply shifting capital/labour
ratios considerably. Technological advances have become more prominent. To be competitive
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and ensure sustainable growth productivity must increase. However, labour productivity
growth has been decreasing in the EU as a whole since the eighties. Average productivity
growth (average annual change in GDP per hour) fell from around 2% a year in the 1980s and
the second half of the 1990s, to 1% in the 1996-2001 period and to below 1% between 2001
and 2003. The situation improved in 2004 (1.9%) but has again slipped below 1% (0.9%) in
2005. This compares unfavourably with the US (1.8%) and Japan (2.2%).

Addressing this productivity slowdown will be a key challenge in ensuring further growth and
jobs. While in the short term trade-offs between employment and productivity can occur there
is a clear positive link in the long term between the two. Thus, a high level of productivity
appears to be a necessary condition for sustainable employment growth. Table 1 reports the
clustering of EU countries according to their relative position in terms of average growth in
labour productivity growth per hour and growth in employment for the 2000-2005 period.

Graph 1: Employment and Productivity Developments across the Member States
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Source: DG ECFIN, 2006.

In the CZ, HU, SK, LT, EE, LV and PL high growth rates in productivity growth between
2000 and 2005 were accompanied by low growth rates in employment (or negative in the case
of PL). Industrial restructuring that took place in these countries had the effect of both
increasing productivity and shedding jobs. By contrast, in ES and CY, increasing employment
was combined with below-average productivity growth. The position in PT, AT and MT is
characterised by low productivity growth combined with low employment growth. Only IE,
has succeeded in achieving high growth rates in both employment and productivity.
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Quality at work

Progress in the quest to increase quality at work again remains mixed® and the
implementation of policies to further this aim limited. 2005 saw further improvements in
youth education levels. Nevertheless, there is again limited progress in other elements of
quality at work, especially the transitions from temporary to permanent jobs and out of low-
paid jobs, and in reducing labour market segmentation. A worry is that many Member States
saw adult participation in lifelong learning fall.

2.3. Social and territorial cohesion

The Lisbon strategy calls for economic and labour market reforms to contribute to
strengthening social cohesion and for social policies to help economic and employment
growth. The National Reports on strategies for social protection and social inclusion and the
Implementation Reports both show that Member States are converging in their efforts to
reduce child poverty and to strengthen the active inclusion of the most disadvantaged groups
through a balanced approach.

Social protection reforms are needed to improve the sustainability of public finances. Reforms
in pension systems can contribute to save financial resources for modernising social policies,
and shift resources towards new needs. With the improved economic outlook, the challenge is
to ensure that growth and job creation translate into greater social cohesion. Spending on
social policies is likely to increase in the coming years to meet growing needs. But looking
together at the EU objectives of accessibility, adequacy, quality and sustainability when
implementing reforms will help Member States improve the quality of their policies and of
the spending which supports them.

Regional employment disparities slightly narrowed in 2005. However regional disparities
remain widespread, with very high rates of unemployment in many regions. Regions with low
levels of employment also tend to be the ones with lower productivity levels. Rises in labour
productivity in regions with low overall levels of productivity have not yet been followed by
substantial increases in employment

3. IMPLEMENTING THE PRIORITIES FOR ACTION

To achieve EU employment objectives and targets, the Employment Guidelines are built
around three priorities for action: attract and retain more people in employment, increase
labour supply and modernise social protection systems; improve the adaptability of workers
and enterprises; and increase investment in human capital through better education and skills.

3.1. Attract and retain more people in employment, increase labour supply and
modernise social protection systems

Promote a lifecycle approach to work

Demographic change requires an increase in hours worked, longer working lives and later
retirement. More work over the life-cycle is key for sustainable social systems and increased

16 For details of the 10 dimensions of quality at work see: Improving quality in work: a review of recent

progress, COM (2003) 728 of 26.11.2003.
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standards of living. Member States have continued their focus on reforms to attract and retain
more people in employment, increase labour supply and modernise social protection systems
in this year's implementation reports. Limited attention is however again devoted to the
development of an integrated life cycle approach. Policies targeted at youth, women and older
people are treated separately.

Member States report on reforms to allow older workers to stay longer in working life, to
facilitate the return of unemployed older people back to the labour market, and/or to fight
discrimination. Financial incentives have been increased for workers over 65 years of age in
IE through increased exemption limits from income tax, and in SE through lower social
security contributions. In a number of Member States more wide-ranging actions are crucial
to cope with increasing longevity and extending working lives. Reforms must press ahead to
discourage early retirement. Stronger efforts are also needed to ensure that real job
opportunities for older workers are created. To meet the demographic challenges requires
more rapid progress towards both the employment rate target of 50 percent set for 2010 and
the target to increase the average exit age by 5 years. The employment rate of older workers
has increased in most Member States, and now stands at 42.5%. However this varies
significantly with rates below 35% in BE, IT, LU, HU, AT, PL, SI, SK and in MT. This rate
has increased for both women, and men, to 33.7% and 51.8% respectively, but a significant
gender divide remains. The average exit age increased in 2005 to 60.9 years, 60.4 for women
and 61.4 for men, an increase of only 1.5 years since 2001, and clearly below the target of
raising it by 5 years.

The employment rate for women has increased in almost all Member States. However, the
potential contribution of women to raising the aggregate employment rate is still not fully
exploited. Further policies to promote child and elderly care, and the reconciliation of work
and family life would continue to improve the labour market position of women. The average
female employment rate rose to 56.3% in 2005, but is still under 50% in EL, IT, MT and PL.
In the majority of Member States there remains no reference in the Implementation Reports to
specific measures aimed at promoting female employment or reducing gender gaps, with the
exception of measures to increase access to childcare facilities. Some Member States (AT,
BE, DK, DE, ES, IE, IT, LU, UK) have set national childcare places targets but few report on
progress towards the European childcare target. Overall progress towards this target remains
slow. Actions to make childcare more affordable through a maximum fee or reduced costs are
stressed in just AT, DK, Fl, IE, MT, and NL. The need to strengthen the role of men in the
reconciliation of work and family life is lacking. SI has launched a campaign to make men
more active in family life and CZ, DE and EL will extend the possibility for fathers to take
parental leave.

Responding to the commitments made at the 2006 Spring European Council

Young people tend to profit less from employment growth. In most countries the labour market integration of
young people is not improving significantly. The youth employment rate remained unchanged at 36.8% in 2005,
with rates of 39.7% for men and 33.8% for women. There was a slight increase in the youth unemployment ratio
with the overall ratio moving up to 8.4%. The ratio is now above 10 percent in PL, SE, SK and FI. The decrease
in youth unemployment in some Member States is linked to emigration of the young.

Both the European Pact for Youth and the commitments made at the 2006 Spring European Council, identified
young people as a priority group. All countries now pay increased attention to the issue, but with varying levels
of commitment. Measures are being implemented, but a more comprehensive approach is needed. Few Member
States implement measures to both increase employability and incentives for employers to hire young people. In
some countries the new start for youth is enshrined in legislation or operative targets of public employment
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services (AT, DE, CZ, DK, FI, NL, UK) or this is envisaged (LU, IE). Less than half of the Member States
actually meet the target of a new start within six months by 2007 (AT, CZ, DK, FI, DE, UK. LV, NL, SE).

Member States use a range of measures to provide for a new start. Typically these are training measures, but also
include financial incentives for employers to hire the young or apprentices (AT, FR, HU), the obligatory return
to education for early school leavers (CZ, UK), and reform of the public employment services (PES) to provide a
better quality service. A few countries point out the need to activate young people through reduced social
benefits for young unemployed (LU). In many Member States youth unemployment is the result of deficiencies
in other areas (education and training systems) and due to the poor functioning of labour markets (high barriers
for new entrants; labour market segmentation pushing young people into precarious work). Attention needs to
ensure that measures targeted at the young do not have the adverse effect of segmenting labour markets even
more.

Ensure inclusive labour markets, enhance work attractiveness, and make work pay for job-
seekers, including disadvantaged people, and the inactive

Policies to encourage the inclusion of people on the margins of the labour market need to be
stepped up in order to fully exploit potential labour supply. Member States are converging in
efforts to strengthen the active inclusion of the most disadvantaged through a balanced
approach combining individual labour market support, high quality social services and an
adequate level of minimum income. Increased conditionality for benefit receipt is an
important part of this, but must not push the weakest members of society further into social
exclusion. AT, BE, Fl and FR are, and SE will, subsidise household work which will increase
employment opportunities for the low skilled and low paid. Few Member States report on
progress towards the target that a quarter of the long-term unemployed should be receiving
active support. A number of Member States are implementing measures to raise
employability, encourage the start up of a business, or provide subsidised jobs. However, the
overall level of support is insufficient. The employment Strategy target that all people should
receive a new start within 12 months for adults is poorly reported and where it is, the outcome
varies considerably.

Most Member States devote attention to people with disabilities, and in some cases people on
sick leave, through a combination of legislative measures and reforms focused on
rehabilitation, activation and the provision of employment incentives. A number of Member
States are implementing measures targeted at immigrants or ethnic minorities, but the
unemployment rate gap between EU and non- EU-nationals is still more than 10 pp in many
countries (BE, DE, FR, NL, FI, SE). The most worrying concern is that this gap actually
increased in all these Member States except FR.

Measures to make work more attractive through financial incentives, including lower social
security contributions (BE, FR, NL, SE), lower taxes (BE, FR, IE, MT, NL, SE, Sl, SK), the
use of in-work benefits (BE, FR) and an increased minimum wage (LT, LV and UK) are now
widely used. These measures are mostly targeted at low and middle income earners, but an
increasing number are being targeted towards specific groups. Financial, and non financial,
incentives are directed towards women who have been away from the labour market in MT,
and a return to work bonus for long term unemployed will be further developed in FR. Some
Member States are strengthening the obligations and activation requirements for
unemployment benefit (DK, HU, FI, LT, NL, MT, SI, SK). In SE the level and duration of
unemployment benefit will be reduced in order to stimulate the work first principle. The
effects of such policies on the most disadvantaged needs to be carefully monitored.
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Improve the matching of labour market needs

Reforms of the public employment services (PES) are now either put in place or continue in
many Member States. An increasing number of PES' are focusing on unemployment
prevention and on ensuring an individualised approach to support. FR, for example, sets an
objective to increase assistance and to shorten the time between inscription at the employment
service and the first interview. Some Member States provide detail on an increased spending
on labour market policies. The importance of increased efficiency in labour market policies is
increasingly highlighted (CZ, EE, UK, PL, FI, DK, FR, HU, NL, SE).

Little attention is given to the role that measures to increase geographical mobility and
occupational mobility can play in improving the functioning of the labour market. FI, FR, SK,
IT and CZ support the take up of jobs in other parts of the country and AT, CY, EE, FI, LT,
SK, and Sl have increased or improved labour market training and/or vocational training to
promote occupational mobility.

The decision to open up labour markets for the citizens of new Member States in 2006 is
rarely mentioned in the reports. Actions to review and revise the management of economic
migration from third countries are in place in CY, CR, DK, HU, MT, NL, and PT. IE will take
steps to work with Social Partners to assure the good treatment of migrant workers. Steps to
better anticipate future skill needs, and manage immigration accordingly, is not mentioned in
the reports with exception of CY, FI, IE and MT.

3.2. Improve the adaptability of workers and enterprises

Promote flexibility combined with employment security and reduce labour market
segmentation, having due regard to the role of social partners

In line with the conclusions of the APR 2006, which clearly illustrated a lack of policy
emphasis in the adaptability priority, implementation under this priority has been slow. At the
2006 Spring Council, Member States committed themselves to a more comprehensive
strategy to improve the adaptability of workers and enterprises, directing special attention to
the challenge of flexicurity. Although not every country explicitly cites flexicurity, it is clear
that the attention given to this concept has had a positive effect on the policy debate. Most
countries are testing its value for national policy making. As yet, few go beyond clustering
separate measures under this new heading. Member States have not yet integrated the concept
to focus on the interaction of measures rather than on measures individually. Nonetheless, a
small number of them have already taken serious steps towards such an approach. In IE a new
10-year social partnership agreement was signed in 2006, covering many items related to
flexicurity.

Labour code reviews are by far the most widespread type of measure. Member States are
increasing contractual diversity but generally do not focus on transitions between types of
contracts. There are few examples of measures aimed at redesigning Employment Protection
Legislation for regular contracts to promote more flexibility and transitions (including LV,
PT). Some countries, such as EE and SlI, announce new reviews of their labour codes with a
view to making them more flexible. In other cases political sensitivity causes delays in policy
making (CZ, PL) or abandonment of previous plans, such as the announcement by DE to
extend probation periods in exchange for the abolition of fixed term contracts. Policies to
introduce flexibility 'on the margins' are still pursued (FR, PL). Countries having operated
such policies for some time increasingly realise these encourage labour market segmentation
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which needs to be addressed. In IT temporary workers will benefit from increasingly
harmonised social rights and improved pension rights via higher social security contributions
In ES, a package of measures was agreed with the social partners.

A majority of countries pay attention to tackling undeclared work, often through
strengthening the labour inspectorate or other control or surveillance measures (AT, EE, DK,
EL, HU, LV, LT, SI). A few countries have designed measures to improve their capacity to
anticipate and manage economic restructuring and to forecast future labour market needs. LU
is introducing transition plans for those who lose their jobs due to restructuring. IE is
announcing a review of future challenges facing the manufacturing sector. The introduction of
innovative and adaptable forms of work organisation has been promoted in several countries
by initiatives at national level (LV, SI, SK, UK) and by the social partners (DE, LU).

Some countries are implementing new forms of support for transitions in occupational status
(transition security) allowing workers to be better prepared for transitions between jobs. Fl is
implementing 'change security', providing dismissed workers with greater financial security
during the stage of transition between jobs and fostering more efficient cooperation between
employers, employees and labour authorities. Other initiatives focus on incentives for
unemployed people to start businesses (BE, DE).

Policies presently implemented or designed will not suffice to meet the flexicurity challenge.
Effective combinations of flexibility and security result from comprehensive policies
impacting on labour markets as a whole. Redesigned EPL to promote more flexible
contractual arrangements, active labour market policies, lifelong learning and modern social
protection systems should interact with each other, supporting transitions between jobs and
contract types, and offering opportunities for workers to progress.

Promoting a Flexicurity Response

The extent to which flexicurity conditions are in place and interacting positively differs widely across Europe.
North European countries generally provide the right conditions for flexicurity. Northwest European countries
represent dynamic labour markets and good activation performance, but may need to invest more in benefit
systems and human resources. In West Central European countries, policies tend to introduce flexibility at the
margins, which, in spite of some employment success aggravates the risk of segmentation. Active labour market
policies are being developed but effectiveness should be increased, combining ‘carrots’ with 'sticks'. South
European countries often represent strongly segmented labour markets, resulting from previous policies to
introduce flexibility at the margins without addressing the very static mainstream labour markets and rising
undeclared work. Active labour market policies and lifelong learning systems are weak. Central and Eastern
European countries are facing segmentation between rigid work arrangements in traditional sections of the
economy and strongly liberalised contractual arrangements in the new economy as well as high incidence of
undeclared work. Lifelong learning systems and active labour market policies are very weak.

Common principles of flexicurity should take account of this diversity of starting points. They will centre on
policy pathways towards greater flexicurity. Policy pathways are packages of measures reflecting, in particular
the different starting points in Member States. The starting point reflects the institutional set-up, economic
situation of the country, available financial resources and the precise challenges that need to be addressed. The
policy pathway would help to promote a climate of trust in which all the actors concerned actively accept
responsibility for relevant action. Flexicurity pathways mean countries will combine policies covering labour
laws, active labour market measures, lifelong learning and social security reforms. In the course of 2007, the
Commission will come forward with a Communication providing key input to the development of common
principles of flexicurity.
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Ensure employment-friendly labour cost developments and wage setting mechanisms

The implementation reports show that wage bargaining developments are generally in line
with macroeconomic stability and productivity developments, although the continuously high
rates of long-term unemployment and persistent regional differences in employment
performance suggest a lack of wage differentiation. High gender pay gaps show no significant
signs of being closed. Targets are set only by two countries (EE, FI), and most Member States
do not address the issue. Several countries (FI, DE, LV, IT, Sl) are implementing plans to
reduce non-wage labour costs across the board, and some of these are quite ambitious. Some
countries are targeting non-wage labour cost reductions on specific groups, such as long-term
unemployed, low paid, young and older workers (AT, BE, FI, IE, FR, SE). In-work benefits
are increasingly used, but despite this risks of low-wage and unemployment traps remain.
However, there are also cases in which plans made previously had to be abandoned or
postponed because of budgetary reasons (HU, PL, CZ).

3.3. Increase investment in human capital through better education and skills

There is a good level of overall implementation of measures announced in the 2005-2008
NRP, with a wide variety of measures. Much of the focus of action is in the areas of: new
framework legislation for education and training systems or for lifelong learning, the
introduction of new curricula, improving educational offers and enhancing the flexibility of
educational pathways. However, many measures are still in their initial phase, and approaches
continue to be often rather piecemeal. More comprehensive reforms including long-term
policy planning and the development of a culture of evaluation are needed to address some
deep-rooted challenges. Member States should also focus on improving the efficiency and
equity of education and training systems, in order to ensure a good return on investment by
reducing the indirect costs, and to ensure that every citizen, especially the disadvantaged,
migrants, and ethnic minorities, can play their full part in society and the economy. It is too
often the case that systems reproduce or even compound existing inequities.

Expand and improve investment in human capital

The 2004 Spring European Council committed Member States to put in place coherent and
comprehensive lifelong learning policies by the end of 2006. Only a small number of
countries (AT, CY, SK, SI) report on the process of designing their strategy and announce
that this work will be completed by the end of 2006. Such strategies should include a strategic
overview and priority setting, with a targeted allocation of resources; should cover all forms
of education and training (formal and non-formal) and all levels (from pre-school to adult
learning); should foresee flexible learning pathways and effective transition points between
levels and systems; and they should involve stakeholders at all stages of implementation.

The 2006 Spring European Council identified an increase in education levels as key to
improving employment opportunities for priority categories, but there is very little progress in
achieving the targets set for 2010. In 2006 about 6 million young people aged 18 to 24 were
early school-leavers. At EU level, the rate decreased slightly from 15.6% to 15.1% between
2004 and 2006. The rate remains significantly higher for boys (17.3) than girls (13.1). In this
period, school drop-outs rate decreased at least one percentage point in six countries (CY, ES,
FR, IT, NL, UK). However, numbers actually increased by more than one percentage point in
seven countries (DE, DK, EL, LV, SI, SE, SF). Increased efforts are required in coming years
to help reach the EU target, through comprehensive approaches combining preventive and
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remedial measures. This need is particularly pressing in countries with highest rates of school
drop-out (CY, IT, MT, PT, ES, EL, LV).

The upper-secondary education completion rate of 20-24 year-olds has hovered around 77%
since 2000 (74% for men, 79% for women), against the target of at least 85%. This target is
met by only eight Member States. While the situation is improving in some of the poorly
performing countries (MT, PT), it is particularly worrying in ES, which combines a low
starting point with a decreasing trend. Decreasing trends also merit attention in DE, Fl, and
LU. Stronger efforts to increase the completion rate are needed in most Member States. Since
upper secondary education is the phase when the majority of young people prepare for
transition into the labour market, it is particularly important to improve and diversify
educational offered. Strengthening vocational training is crucial for many Member States.
Partnership with business also needs to be strengthened to increase the quality and relevance
of training. More attention must also be paid to ensuring access to upper secondary education
for all young people, including migrant and minority youth. Some countries (AT, DE) have
recognised this as a priority, given they face difficulties in youth access to vocational training
for migrants.

Europe is not advancing sufficiently towards the target of 12.5% participation rate for adults
in lifelong learning. Although participation increased slightly from 9.9% in 2004 to 10.2% in
2005%, only five Member States saw participation increased significantly. The situation is
most concerning in Southern European countries (EL, IT, PT) and in most new Member
States where the average rate is less than half of the EU-15 average (5.5%). Of particular
concern is the low participation of older workers in lifelong learning in all Member States. In
view of the ageing of the workforce in Europe, it is urgent to develop lifelong learning of
people over 40. Only a few countries have concrete measures for this.

Despite a commitment by Member States to improve investment in human capital, there is
little evidence of actual or planned increases in public and private investment. Very few
Member States set national targets for increase of the public education budget (EL does).
Only CY and UK have substantially increased public investment in human capital in recent
years. The role of private investment from individuals and companies is still not given enough
attention. The European Social Fund 2007-2013 will have to play an important role in
increasing investment in human capital in many countries, particularly the cohesion countries.

Education and Growth

One major cause of the relatively slow economic growth in Europe compared with the US is low investment in
research and development and human capital. Currently the EU invests approximately 1.2% of GDP in tertiary
education compared with nearly 2.9% in the US.

There is a consensus that education, and more generally human capital, are key determinants of productivity,
and that its role is crucial in a knowledge-based economy. Recent studies acknowledge that an educated
workforce is better at creating, adopting and implementing new technologies; human capital influences
technological progress. Thus economies endowed with a high-skilled and adaptable workforce are better able to
create and make effective use of new technologies and to embrace change. Moreover, the empirical results
suggest that the impact of a high skilled workforce on technological progress through technology creation is
greater in countries where the working environment encourages adaptability — the capacity of high-skilled
workers to trigger, absorb and adapt to changes in economic conditions. They also suggest that although the EU
should invest more in higher education, this solution is not the panacea. Indeed, the whole lifelong learning
continuum should be considered. Member States should also invest more in pre-primary education as an

o Mainly due to doubling of the figure for ES measurement changes at national level.
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effective means to establish the basis for further learning and preventing school drop-out. The results also
suggest that investing more in higher education, though necessary, is unlikely on its own to be sufficient for the
EU to move to the world technology frontier — the adaptability of workers and enterprises matters too.
Therefore, the promotion and dissemination of innovative and adaptable forms of work organisation, such as
“discretionary learning” are essential.

Adapt education and training systems in response to new competence requirements

Member States pay increasing attention to the relevance of education to labour market
requirements. This is particularly important for countries where high educational attainment
levels are accompanied by high youth unemployment. There are positive signs of upgraded
vocational training systems in a number of countries. Measures are being taken to improve the
attractiveness of vocational training, to modernise curricula and to improve the infrastructure.
The involvement of employers is recognised as crucial for ensuring sufficient numbers of
training places; some countries therefore introduce financial bonuses to increase places (AT).
However, in a number of countries progress in vocational training reforms remains slow (CY)
or reform strategies are lacking (PL).

While the employment rates of graduates are high in most Member States, unemployment is
increasing among tertiary education graduates. Policy responses require a stronger focus on
the transition between higher education and the labour market. A few countries report
measures to reduce gender segregation of studies and to attract more women to studies in
engineering and natural sciences. Speeding up graduation is a measure actively pursued in
countries with labour supply problems (DK, FI), but may also become an issue for other
countries. Implementation of measures for improving the transparency of qualifications and
the validation of prior learning, including non-formal and informal learning, is reported by
some Member States. These aspects will need more attention in the future.
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Finland
Assessment of National Reform Programme

Finnish GDP growth has expanded at an annual rate of 3.5% during 1995-2005 and
is expected to peak at 4.9% in 2006, which is well above the EU average. Although
labour productivity per person employed has been above the EU average over the last
decade, there are marked differences between sectors. GDP per capitais estimated to
attain 116% of the EU average in 2006. The employment rate is expected to reach
69.5% in 2006. During recent years, it has increased in al age groups, especialy
among older people. For women, the employment rate is high, at 66.5% in 2005. The
unemployment rate is estimated to decline to 7.7% in 2006, which is only dlightly
below the expected EU average (8.0%).

While Finland's growth performance has been very good, some structural challenges
remain in the operation of labour, goods and services markets, as indicated by
persistently high unemployment and high relative price levels. Higher public sector
productivity and pension reform would both have important positive effects on
increasing the growth potential of the economy. Improvements in the functioning of
the labour market may lead to counterbaancing the decline in the working age
population and help maintain the sustainability of public finances. Strengthened
competition in goods and services markets would have a positive impact on
consumer choice, productivity and job creation.

PART |: GENERAL ASSESSMENT

3.

The 2005-2008 National Reform Programme (NRP) presented three medium-term
challenges: the sustainability of public finances, improving competitiveness and
productivity; and improving the functioning of the labour market. These challenges
are defined in avery broad sense and linked to eleven macro, micro and employment
key priorities. The Commission broadly shared this analysis of the main priorities,
but considered in its 2006 Annual Progress Report (APR) that a stronger response
was needed regarding competition in services and employment of certain categories
of workers.

Though detailed information is not always provided, the 2006 Implementation
Report shows that Finland is generaly making very good progress with the
implementation of its 2005-2008 NRP, especially on policies to improve the
sustainability of public finances, the further strengthening of the knowledge economy
and employment of elderly workers. Some progress has been made in ensuring the
availability of skilled labour in order to prevent bottlenecks on the labour market and
in introducing further activation measures to increase employment among certain
groups, such as young people at high-risk of unemployment, the unemployed
themselves and the low-skilled. Limited progress has been achieved on increasing
competition in the service sector, especialy in retail trade.

Finland is generally responding well to the commitments made by the 2006 Spring
European Council. An ambitious target for R& D expenditure has been set for 2010.
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Progress has been made on the business environment for SMEs. Steps have been
taken towards ensuring young unemployed people get early access to a job or to
training. However, no measures have been taken to allow recruitment of the first
employee through a single contact point.

Extensive attention is paid to ownership, and the governance of the Growth and Jobs
Strategy in Finland has gained visibility through a broad-based consultation of
government officials and a wide range of stakeholders and representatives of NGOs.
The Finnish objective for 2007-2013 is to allocate at least 75% of Structural Funds
financing to know-how, innovation activity, R&D, entrepreneurship and
employment. This would make the National Strategic Reference Framework (NSRF)
for the investment of Structural Funds consistent with the objectives of the Lisbon
agenda. It is essential to ensure coherence between NSRF and NRP processes at the
planning, implementation and reporting levels.

PART II: ASSESSMENT BY POLICY AREA

M acr o-economic policies

7.

10.

EN

The overarching policy goal identified in the NRP is to ensure the sustainability of
public finances in the face of demographic change. Whilst Finland's overall macro-
economic performance is quite strong, new challenges will be faced in the medium
and long term. Within the main key challenge of promoting sustainability of public
finances, key priorities are controlling public expenditure, ensuring the capacity to
fund welfare services and improving public sector productivity.

The measures designed for boosting public sector efficiency and the quality of
services are progressing beyond their initial stages of implementation. Timely
progress has been made in implementing the public sector productivity programme
for the central government, a programme assessing income and expenditure for local
governments and a project to reform municipal and social services structures. Even
though the personnel reduction target set for the central government productivity
programme has been lowered, the overall impact is still expected to be significant.
The reform efforts targeted on local government will only yield the anticipated
effects in the medium to long term. Local government is expected to remain in slight
deficit for the next years and is expected by the Finnish authorities to achieve fiscal
balance by 2010.

The phasing in of a pension reform and the maintenance of central government
spending limits are advancing according to initial plans and targets. The pension
reform package is being further supported by legidative changes related to the
investment and management of employment pension funds, which is expected to
increase the returns on investments. The legidative changes are due to enter into
force at the beginning of 2007. The central government spending limits have been
successful in containing expenditure and have secured the present government's
objective of achieving balance in central government finances under conditions of
normal economic growth.

Finland has in general made good and timely progress in implementing the specific
macro-economic measures outlined in the NRP. The measures should contribute to
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the long-term sustainability of public finances and help address long-term challenges
arising from population ageing.

Micro-economic policies

11.

12.

13.

14.

The 2005-2008 NRP prioritised, within the main micro-economic key challenge of
improving competitiveness and productivity, the functioning of markets and
competition; knowledge and innovation; entrepreneurship; ICT and transport
networks; energy and climate policy.

The NRP outlines many valuable micro-economic policy measures that should
stimulate growth and jobs and contribute to the central target to increase labour
productivity by 2.5% yearly. While this target was announced in the NRP it is not
confirmed in the Implementation Report. The low productivity growth in the services
sector is partly related to insufficient competition in some branches. The
commitment to analyse competition issues in depth is encouraging. A comprehensive
study on the Finnish service sector was published this year, which highlights that
since the service sector is very heterogeneous, it is difficult to issue common
recommendations on reforming this sector. Opportunities for more specific measures
targeting specific services where there are clearly identified competition issues are
not mentioned. Reform of regulatory bottleneckswould also be beneficial. New
legislation has put the Competition Authority in a better position to promote
competition. For example, there is a more efficient supervision of anti-competitive
practices, the Competition Authority is active in identifying and removing obstacles
to competition, and a programme has been introduced foreseeing immunity from and
reduction of fines for firms revealing cartels (leniency programme). However, the
extent to which the functioning of the Competition Authority has changed in practice
is unclear from the Implementation Report. To address the issue of slow procedures
in competition cases, the resources of the "market court” (markkinatuomioistuin) are
further increased. The initiative to review and evaluate state aid policy and reduce
the overall aid level iswelcome.

Finland has set an R& D spending objective of 4% of GDP in 2010. Thisis ambitious
given that current R&D expenditures remained constant at 3.5% of GDP and that
public spending on research does not seem to have increased in line with earlier
targets. Key challenges identified in the Implementation Report are to convert new
knowledge into practical applications and to broaden innovation policy to the service
sector. A strategy was presented in June 2006 to develop science and technology
clusters and centres of excellence for the programme period 2007-2013 in severdl
sectors. The Structural Funds will be used to promote networking in order to create
more regiona opportunities for innovation. A significant step was recently taken to
protect intellectual property rights. A new law on the intellectual property right to
university inventions and an amendment to the law on the right to employee
inventions were approved in May 2006, aiming to promote recognition and the
commercial use of inventions originating from academic research. The
Implementation Report does not refer to specific measures to encourage public
procurement of innovative products and services.

The reported increase in the number of SMEs is a positive development. Efforts to
promote growth-oriented innovative start-ups, for example by increasing the
availability of venture capital, are positive steps. Despite the fact that recruitment
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15.

16.

17.

procedures are relatively burdensome compared to many other countries, the
Implementation Report does not include specific measures regarding the recruitment
of the first employee. Finland's Better Regulation programme and the planned
impact assessment system have the potential to further improve the business
environment. Administrative costs have been limited by reducing the number of
notifications businesses are required to deal with, and through the use of electronic
data transfer systems. Insolvency legislation will be revised to make restructuring
proceedings more efficient. Finland has set the objective of increasing flexibility and
competition in public procurement, and has made a commitment to constantly
monitor the implementation of the EU public procurement directives. Non-legisative
measures undertaken include a public procurement advice centre, jointly established
by the Ministry of Trade and Industry and the Association of Finnish Local and
Regional Authorities, which provides free advice on tendering procedures. Online
public procurement market places have also been set up to facilitate enterprises
access to tender notices and to documentation.

Finland is an important producer and user of ICT, but there remains considerable
scope for further uptake. The overall objective of the Information Society
Programme is to create the conditions to boost productivity in industry and public
administration through a more efficient use of ICT. Implementation of the NRP has
resulted in rising broadband penetration and increased resources devoted to IT
security to bolster confidence in electronic services. One of the technology clustersin
the 2006 national strategy is devoted to ICT products and services. The report
presents a number of measures aiming at stimulating ICT uptake by SMEs, although
most of them are still in the development phase.

The Commission welcomes the fact that a national Environmental Technology
Action Plan has been drawn up and implementation has started. Finnish estimates of
the reasonable potential for increasing the efficiency of energy use are much lower
than in the EU Green Paper on Energy Efficiency because most of the proposed
measures have aready been implemented. No action has been taken regarding the
ecological tax reform to promote sustainable devel opment.

Overdl, Finland has made good progress with the implementation of measures
responding to its micro-economic key chalenges. Regarding the functioning of
markets and competition, it is important to keep momentum behind the planned
reform agenda, and to guarantee sufficient resources for the competition authorities
and courts.

Employment policies

18.

19.

Within the main employment challenge of improving the functioning of the labour
market, the NRP identified as key employment priorities. extending working life;
improving the incentives of tax and benefit systems; wage formation; and improving
the balance between labour demand and supply. The focus is on increasing labour
supply at both ends of the working age population. The 2006 APR considered that a
stronger response was needed regarding increasing employment of certain categories
of workers.

Measures to extend careers seem to be having the desired effect, although those for
speeding up graduation and postponing retirement are too recent to be assessed
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20.

21.

22.

reliably. The employment rate of older workers has increased by more than ten
percentage points since 2000 to 52.7% in 2005. Y outh unemployment is decreasing
but remains relatively high. The Socia Guarantee, which calls for early intervention
within three months of the beginning of an unemployment spell, is a step towards
reinforcing services for young unemployed people. However, further measures are
needed to activate young people, especialy those in high-risk groups, and also to
activate other groups such as the unemployed, the proportion of whom receiving
active support has declined since 2003, and the low-skilled. Recent reforms helping
to activate labour market support and implement services through the "Labour Force
Service Centres' seem to have reduced structural unemployment, which nevertheless
remains high. The proportion of job vacancies that is filled has slightly fallen,
pointing towards mismatches in the functioning of the labour market. The emphasis
in the tax and benefit reform is on low-paid jobs and the effect of this reform on the
employment rate needs to be carefully monitored. The exceptionally high number of
fixed-term contracts for women (mainly in the public sector) is not discussed.
Addressing this issue would help increase the employment rate. A new immigration
policy programme was launched in 2006, which seeks to promote employment-based
immigration. In 2006 Finland lifted limitations to free movement from EU-10 and
decided not to impose limitations for Bulgaria and Romania.

Working life development programmes have increased well-being at work and
helped encourage workers to remain longer in employment. Some new initiatives
have been introduced to increase geographical mobility. No progress has been made
In encouraging local wage bargaining systems, as described in the NRP last year.

The focus in reforming the framework for human capital investment aimed at the
young has been on the age cohort leaving basic education and on minimising early
school leaving. The number of pupils continuing education post-basic schooling has
risen dlightly but consistently. However, the number of early school |leavers has
increased and is much higher among young men. Addressing this requires a more
comprehensive strategy covering the earlier stages of life, and closer co-operation
between administrators to increase guidance and counselling at the earliest possible
stage. The participation rate in education and training is well above the EU average
and has increased in all age groups, except for 55-64 year-olds. Continuing training
programmes for the low-skilled are needed to further increase the employment rate
among older people.

Overall progress in the employment field is encouraging, especially bearing in mind
that the effects of many reforms cannot be fully assessed for a number of years. The
government target of 100,000 new jobs by next spring is close to being met.
However, it is essential, in order to prevent labour market bottlenecks from affecting
economic growth, to ensure the availability of skilled labour supply through
employment-based immigration and further activation measures for certain groups.

PART I11: CONCLUSIONS

23.

In the light of the analysis presented in the Commission's 2007 Annual Progress
Report — Part Il - and based on the Integrated Guidelines for Jobs and Growth, the
following conclusions are appropriate:
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24,

25.

26.

Finland is making very good progress in the implementation of its National Reform
Programme. Finland is also generally responding well to the commitments made by
the 2006 Spring European Council. Progress has been made in particular on the
business environment for SMEs.

Among the many strengths of the Finnish National Reform Programme and its
implementation are: further action to postpone retirement, complementing the
already extensive action to strengthen sustainability of public finances and to prepare
Finland for the effects of an ageing population; a range of important measures to
further improve Finland's excellent knowledge base.

It will be important for Finland over the period of the National Reform Programme
to focus on: implementing reforms to improve competition and productivity in
services, simplifying recruitment procedures for businesses, including through
specific measures regarding the recruitment of the first employee; encouraging local
wage bargaining systems; and addressing bottlenecks in the labour market, with a
particular view to increasing the low participation of youth and tackling high
structural unemployment.

PART IV: STATISTICAL GRAPHSAND DATA
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FINLAND

Fl EU25
2010 2010
2000 2001 2002 2003 2004 2005 National 2000 2004 2005 EU
target target
GDP per capita in PPS 1143 1155 1147 112.6| 113.7, 1133 100.0; 100.0| 100.0
Labour productivity per person employed 1109 111.8) 110.3 108.4| 109.4, 108.3 100.0; 100.0| 100.0
Employment rate Total 67.2 68.1 68.1 67.7 67.6 68.4| 75.0 (2011) 62.4 63.3 63.8| 70.0
Women 64.2 65.4 66.2 65.7 65.6 66.5 53.6 55.7 56.3
Men 70.1 70.8 70.0 69.7 69.7 70.3 71.2 70.9 71.3
Employment rate of older workers Total 41.6 45.7 47.8 49.6 50.9 52.7 36.6 41.0 425
Women 40.4 45.0 47.2 48.3 50.4 52.7 26.9 31.7 33.7
Men 42.9 46.6 48.5 51.0 51.4 52.8 46.9 50.7 51.8
Gross domestic expenditure on R&D 3.34 3.30 3.36 3.43 3.46 3.48 4.0 1.86e! 1.86e : 3.0
Youth education attainment level Total 87.7 86.1 85.8 85.3 84.5 83.4 76.6 77.1 775
Women 90.0 89.4 89.0 87.6 87.0 85.7 79.5 80.1 80.3
Men 85.4 82.8 82.6 83.0 81.9 81.0 73.7 74.2 74.7
Comparative price levels 123.00 122.8) 124.4) 125.9| 122.9p| 122.0p 100.0: 100.0p| 100.0p
Business investment 16.8 16.9 15.2 15.2 15.4 16.1 18.3 17.1 17.4
At-risk-of-poverty rate after social transfers Total 11.0 11.0b 11.0 11.0f 11.0b 16.0ei 16.0e
Women 13.0 12.0b 12.0 12.0/ 11.0b 17.0e; 17.0e
Men 9.0 10.0b 11.0 11.0/ 11.0b : 15.0e;  15.0e :
Dispersion of regional employment rates Total 6.8 7.0 6.7 6.1 55 55 13.4 12.2 11.9
Women 7.8 8.1 7.6 6.7 6.2 6.1 20.5 17.3 16.9
Men 6.2 6.4 6.3 57 5.2 51 9.9 10.2 9.7
Long-term unemployment rate Total 2.8 25 2.3 2.3 21 2.2 3.9 4.1 3.9
Women 2.7 2.3 2.0 2.0 2.0 1.9 4.8 4.7 4.5
Men 2.8 2.7 25 2.6 2.3 2.4 3.3 3.6 35
Total greenhouse gas emissions 98.4/ 106.0/ 109.0 120.5| 1145 90.7 92.7
Energy intensity of the economy 260.1 263.8/ 2722, 280.1| 2721 : 208.8:  204.9 :
Volume of freight transport relative to GDP 98.7 92.2 93.6 90.5 90.5 86.1 100.1e1104.6be| 104.7e
PERFORMANCE COMPARED TO EU-25
EU-25 = 100
r X
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