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Executive Summary

The economic performance of the EU has improved
in 2014 relative to the two previous years. While
growth rates remain low and it will take time to
reduce unemployment in some Member States, the
EU is steadily recovering despite political and
international economic uncertainties. The fall in oil
prices is providing an additional boost to the EU
economy which has presented record trade surplus
figures in the first half of 2015.

There are encouraging signs suggesting that the EU
has embarked on the path towards economic
recovery. And yet, economic recovery does not
necessarily ensure a better allocation of resources
which would allow the EU to improve its productivity
growth and higher competitiveness levels in the
longer run. Unfortunately, the recent experiences of
some EU Member States have shown that, even
during periods of growth and capital inflows,
resources can be misallocated, generating important
unbalances that are costly to redress. In other cases,
regulations in labour and product markets can block
the reallocation of resources.

Europe has accumulated a considerable productivity
gap with the USA, especially as regards dynamic
efficiency. According to the Conference Board,? EU
labour productivity in 2014 was 70 % of the US level.
Last year and contrary to previous years, the
difference in productivity growth rates between the
EU and the USA has not widened.

There is growing consensus on the existence of a
slowdown in productivity growth affecting both
advanced and emerging economies.® Differences in

()  Cette G., Fernald J. and Mojon B., (2015) "The Pre-Global-
Financial-Crisis Slowdown in Productivity",
http://ec.europa.eu/economy_finance/events/2015/20151001

post_crisis_slump/documents/j._fernald.pdf

(® The Conference Board Productivity Brief 2015, May,
http://www.confeence-board.org

(®  There is an important and growing academic and political
debate about long trends in productivity. While there is
statistical evidence of a decline in productivity growth, this
debate has raised relevant questions regarding the reliability
of official statistics to measure investment and productivity
growth, especially at a time when new technologies are
being introduced. Actual growth and investment might be
underestimated, at least in part, by traditional sectoral
classifications and accounting methods (see for instance
Fernald, J. “Productivity and Potential Output Before,
During and after the Great Recession,” NBER, working
paper n. 20248, 2014). While acknowledging the importance
of this debate and in the absence of more reliable new

labour productivity and total factor productivity
growth rates between Japan, the USA and the EU are
getting narrower as a result of this slowdown. This
opens a window of opportunity that could allow
Europe to accelerate the catching up process in
productivity if economic reforms are implemented.

The first big challenge to restore productivity and
long term growth is to revitalize investment. A
number of barriers have lowered the intensity of
tangible and intangible capital accumulation in the
EU. In 2014, Gross Fixed Capital Formation
recovered by 2 percentage points of GDP, but this is
still below the investment levels needed to cut down
our productivity gap with respect to the USA. A
subdued level of investment over several years has
produced a significant accumulated lag in investment,
especially in Information and Communication
Technologies (ICT).

During the 2000-2014 period, EU investment in ICT
and Intellectual Property products grew faster than
any other form of investment, with annual rates of 3.5
% and 2.8 %, respectively. However, the process of
digitisation of the EU economy started late and the
accumulated levels in these types of investment are
just one third of those in the US.*

This report also suggests that conditions are
favourable to improve competitiveness if efforts are
made to introduce reforms at both national and EU
levels. Labour and total factor productivity growth
could be increased in the EU if regulatory barriers to
competitiveness and integration are removed thus
allowing for improvements in the allocation of
resources across firms and sectors in the Single
Market.

The reallocation of resources will have to proceed
along three axes. First, it will require moves of capital

indicators of productivity growth, this report will rely on
standard indicators of productivity.

()  The impact of this digitisation gap can be measured by the
contribution of ICT to GDP growth. Since 1990 the slow
uptake of ICTs has limited EU growth by nearly 5
percentage points. Considering the ICT investment levels
and the contribution to GDP growth, the EU would have to
invest 335 billion Euros in order to close the accumulated
gap with the US. That would be 5 times the total ICT
investment level of the EU in 2013. The impact of this
digitisation gap can be measured by the contribution of ICT
to GDP growth.


http://ec.europa.eu/economy_finance/events/2015/20151001_post_crisis_slump/documents/j._fernald.pdf
http://ec.europa.eu/economy_finance/events/2015/20151001_post_crisis_slump/documents/j._fernald.pdf
http://www.confeence-board.org/

and human resources from low to high productivity
firms within sectors in the Member States. This had
been a major source of productivity growth before the
crisis but its contribution has diminished recently.
Cross-sectoral reallocation of resources, on the other
hand, had not been a major source of productivity
growth in the past. New technological developments,
changes in input prices (shale gas in particular) and
the emergence of new business models suggest that
cross-sectoral reallocation of human and capital
resources may take increasing importance in the
future as a source of productivity growth.
Improvements in productivity are possible by more
investment in new digital and clean technologies in
current production activities by the reallocation of
more human, capital and technological resources
towards higher value added activities. Finally, a third
source of productivity growth will come from the
geographic reallocation of resources within the Single
Market and from a better insertion of EU firms in
international value chains. This would also allow to
better exploit backward and forward linkages in
global value chains, e.g. by strengthening the
integration in key sectors such as business services
and logistics.

New technologies and stronger integration in EU and
global value chains will create new business
opportunities but there are regulatory, structural and
behavioural obstacles that may frustrate the
realisation of these opportunities. Structural reforms
are needed at EU and Member State levels to remove
these obstacles.

The review of the situation of the Single Market
shows that a considerable effort is necessary to
introduce structural changes to remove the remaining
barriers hampering the performance of the Single
Market. However, this review also reveals the
potential of the Single Market as a major source of
microeconomic reforms in the EU to deliver growth
and jobs.

Both trade in goods with the whole of the EU and
intra-EU investment of the EU-15 — i.e. Member
States that acceded to the EU before 2004 —, seem to
have stalled for over a decade. The more recent
Member States (EU-13) have displayed a very
dynamic process of integration and reached higher
integration indicators than the EU-15. Integration
proceeds in the services sectors albeit at a relatively
slow rate. According to UNCTAD, global exchanges
in services grew by 4 % while intra-EU exchanges in
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services increased by only 2.5 % in 2013.% There are
significant differences across sectors and there is
considerable potential for more exchanges in business
services, especially those provided by services
professions or in the construction area.

The current assessment of the benefits of the Services
Directive makes apparent the need to improve the
implementation and subsequent enforcement of this
Directive that is critical for the overall performance
of the Single Market in the services sectors and for
the EU economy as a whole.

The analysis of efficiency in the allocation of labour
presented in Chapter 3 shows very significant
differences across sectors. While high levels of
efficiency prevail in manufacturing, the situation is
very different in services and construction.
Furthermore, deteriorations in allocative efficiency
can be reported in the construction sector in
particular. This is an indication of the importance of
the introduction of reforms to turn around the
productivity performance of the Union in the coming
years as suggested in Chapter 2.

The regulatory environment has improved but again,
the EU-15 present a slow-down in this improvement
since 2005. It is precisely after that year that more
significant improvements can be found in the
regulatory environment of the EU-13.

A number of important improvements and good
practices can be detected in public procurement
markets. However, Member States are progressing at
very different speeds in the implementation of e-
procurement, the level of publication of public
tenders remains relatively low and the level of
professionalization of buyers remains low. Additional
work is also pending on the introduction of
procurement procedures that can create incentives for
innovation and SME participation in procurement.

Structural, behavioural and regulatory barriers remain
present in the Single Market. Some of them have
particular adverse effects on new dynamic and
exporting "start-ups". Others have a particularly
negative impact on the construction sector, especially
as regards the cross-border circulation of construction
materials, which remains an open building site for the
Single Market. Financing issues are critical for SMEs
and the new measures for the diversification of

() Data for 2014 are more positive with a 7,5 % increase but
for EU-24 (excluding, Croatia, Spain, Italy and Finland).



financing sources alternative to bank credit will be
critical to enable investments and innovation.

In summary, the Single Market presents both
symptoms of stagnation in the EU-15 in goods
markets but integration is still making progress in the
EU-13. In services and construction sectors,
significant potential remains to be exploited. Over
twenty years of integration have contributed to
improving the allocation of production and resources
in manufacturing markets and the fruits of these
changes have been visible in those markets for
several years now. However, this seems to have been
a stepwise improvement that will not deliver further
new gains unless new barriers are removed. In
services and construction, the potential is there, but
the partial results obtained so far in the
implementation of the Services Directive can be
significantly increased if further barriers to exchanges
in services and establishment are removed.

Therefore, significant static gains in the allocation of
resources are possible but more durable and lasting
gains could be achieved if dynamic efficiency was
improved. A higher competitive tension both in goods
and services markets, more active innovation and a
more favourable potential for the emergence and
growth of start-ups could boost total factor
productivity.

Ensuring practical delivery of reforms

As indicated by the Single Market Strategy, economic
reforms deliver benefits in terms of growth and jobs
but the cost of reforms must be taken into account
when choosing the path to reform in the Member
States and at EU level. In the EU context, three
elements can help us maximise the difference
between benefits and costs.

e Complementarities. To  minimise  the
regulatory fatigue, reforms at EU and Member
State levels must be complementary. As
Marinello et al (2015)° point out, the potential
of the Single Market to deliver its expected
positive impacts on productivity and growth
faces several limitations related not only to the
remaining barriers, but also to the lack of
complementary policies and the lack of
alignment of Member State policies with

()  Marinello, M.; Sapir, A.; Terzio, A. (2015). The long road
towards the European Single Market. Bruegel W. P.
2015/01.
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Single Market objectives. Only feasible,
coordinated and relevant reforms with positive
expected and actual impacts are likely to
succeed in being implemented timely and
successfully by Member States. Reforms at
EU level must facilitate these changes by
increasing the payoffs to reforms and
minimising the joint cost of reforms.

Learning from common experiences. The
process of reforms in the EU is a common
process where Member States can learn from
the experiences of others. Recent Commission
studies and reports have made clear the broad
differences in the costs of implementing
similar EU directives by different Member
States. Member States can learn from each
other's experience to minimise the social and
economic costs of reforms.

Coordination. The economic crisis has made
apparent the close relationship and mutual
dependence between financial, products and
services markets. The relationship between
labour, product and services markets is well
known.” A closer integration of the existing
instruments for economic policy coordination
will surely improve the effectiveness and the
efficiency of economic reform efforts in the
EU.

O

Blanchard, Olivier. 2004. "The Economic Future of Europe."
Journal of Economic Perspectives, 18(4): 3-26.



Introduction

The economic performance of the EU has improved
in 2014 relative to the two previous years. Growth
rates remain low and it will take time to reduce
unemployment in some Member States, but the EU is
steadily recovering despite political and international
economic uncertainties. The low exchange rate of the
euro and the fall in oil prices are providing an
additional boost to the EU economy and particularly
to the euro area that has presented record trade
surplus figures in the first half of 2015.

Against this background, this report® presents both
recent developments and pre-/post-crisis comparisons
concerning the state of integration and
competitiveness in the EU and its Member States. It
also looks into some long-term trends because the
crisis has brought into the open some major
imbalances of the EU economy that were already
present before 2008:

o Integration in capital markets was put to the
test and the seemingly high level of integration
in financial markets could not withstand the
shock of the international financial crisis. This
experience has revealed the importance of
governance issues for the performance of the
Single Market.

e Delays in the introduction of EU and national
structural reforms in products, services and
labour markets in some Member States have
added to the cost of the crisis delaying the
recovery. In general, countries that introduced
structural reforms before the crisis have fared
better than the rest. This shows the importance
of structural reforms for the overall
performance of the EU.

o Despite the asymmetric shock of the crisis, the
Single Market could not smoothen and
compensate sufficiently the impact of the
crisis on countries with structural current
account imbalances. In addition, intra EU
integration in products seems to have stalled

()  This report replaces the Report on European Industrial
Performance of Member States — produced in the past in the
context of Art. 173 TFEU - and the Single Market
Integration Report — previously annexed to the Annual
Growth Survey. It also incorporates information produced
by the Commission in 2014-2015 in the context of
monitoring EU competitiveness (including the EU Structural
Change Report 2015) and financial market integration
(European Financial Integration Report).

well before 2008, especially in the 15 Member
States that integrated the Union before 2004.
Remaining obstacles to integration in services
and construction still hold back the potential
of the Single Market. These are important
developments which require further work into
their causes and possible remedies.

e New studies of productivity at firm level call
for important reallocations of resources within
sectors, across sectors and across countries to
boost productivity growth. The need for
important improvements in the functioning of
the Single Market in areas such as mutual
recognition, public procurement and most
importantly, in services is more evident now
than before 2008. Technology developments
will also trigger further resource reallocation.
All this underlines the importance of
flexibility and the elimination of barriers to
resource mobility, giving a new dimension to
the Single Market® and structural reforms.

The report presents an overview of the main issues
that have been identified in the assessment of the
competitiveness and integration performance of the
EU and its Member States. The report consists of the
following chapters: The first three deal with the key
issues of (i) investment, (ii) competitiveness and
innovation and (iii) the integration of EU firms in EU
and international value chains. A fourth chapter looks
into the financing of the real economy.

(®  This report will not go in depth into many important Single
Market issues because they are discussed in the Staff
Working Document supporting the Single Market Strategy
(SWD(2015) 202).



1 Investment obstacles and policy responses

1.1 Introduction

The financial crisis that hit the world economy at the
end of the previous decade took a heavy toll on
investment in Europe and other major economies like
the US. This negative impact was more prominent in
developed countries. The global average investment
rate fell from its peak pre-crisis level of around 23.5
% in 2007, to less than 22 % in 2009 and 2010.° It
has since regained some of the loss and is now around
22 %. However, unlike other big economies, the
deviation from the global average investment rate in
the EU continues to widen (see Figure 1.1).*

(*®)  Investment rates are given as a percentage of GDP. Source:
World Bank Data.

(*)  Total investment in the EU in the second quarter of 2014
was about 15 % below the 2007 figures. The decline in

Figure 1.1:
average investment rate

According to Commission calculations this deviation
has resulted in an investment shortfall of EUR 230 —
370 billion* while the accumulated investment gap
from 2009 to 2014 exceeds EUR 1.2 trillion. In order
to reverse the trend, the EU has put in place the
Investment Plan which aims to mobilise at least EUR
315 hillion in the next three years by supporting
investment in the real economy and creating an
investment-friendly environment.

investment was even more significant in some MS: ltaly (-
25 %), Portugal (-36 %), Spain (-38 %), Ireland (-39 %), and
Greece (64 %). Source: European Commission,
Communication on the Investment Plan, COM(2014) 903
final.

(*®  Annual Growth Survey 2015 COM(2014) 902 final.
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Comparison by country, sectors and assets

Almost all countries experienced a fall in investment
from their peak levels, driven particularly by a fall in
private investment."® This drop was more pronounced
in the economies of the euro area periphery than in
core economies and particularly in Greece and

(*)  European Commission (2015), EU Structural Change 2015
report.

2001 2002 2003 2004 2005 2006

2007 2008 2009 2010 2011 2012 2013

Cyprus where private investment in recent years has
been as little as 11 % of GDP.

At sectoral level, investment in the EU manufacturing
sector was particularly affected in 2008 and it has
since then, and unlike what has happened in the US,
not managed to regain its losses (see Figure 1.2).
Particularly affected sectors include the energy



intensive industries.* On the other hand, computer
and electronics, electrical equipment, motor vehicles
and pharmaceuticals have proven to be more resilient
to the negative effects of the crisis. In services,
investment managed to rebound in most of the sectors
to pre-crisis levels mainly due to the fact that services
are less cyclical than manufacturing (see Figure
1.3).°

Figure 1.2: Evolution of gross fixed capital
formation in manufacturing
sectors, 2001-2013 (Index)
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Source: European Investment Bank; U.S. Bureau of Economic
Analysis; Eurostat; BCG Analysis

) Investment in Building Materials, Paper & Wood, Metals
and Chemicals dropped during the period 2008-2011
respectively by 15 %, 9 %, 8 % and 3 %. Source: Eurostat.

(*)  Investment ratios as a percentage of GVA in several service
sectors increased as well. For instance in legal accounting
activities and architectural and engineering activities
investment ratios increased between 2007 and 2012 by more
than 13%. Source: Eurostat.
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Evolution of gross fixed capital
formation in services, 2001-2012
(total EU, million Euro)
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Figure 1.3:
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missing due to unavailability of data.

Source: Eurostat

Figure 1.4 shows the growth rates of investment by
asset before'® and after the financial crisis of 2009.
All assets experienced a profound drop due to the
crisis but investment in ICT proved to be more
resilient to the negative effects of the crisis relative to
investment in other assets.

(*)  An important part of GFCF spending before the crisis was
the (over) investment in construction/dwellings. It created
bubbles (together with irresponsible behaviour of financial
markets participants etc.) and was one of the causes of the
crisis in some MS (SP, IE).



Figure 1.4: Investment in the total economy

by asset type in the EU-28:
Growth rates
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Main impacts from low investment rates

The main result from this subdued investment in the
EU is that the European economy is recovering much

1.1 Introduction

more slowly than its main competitors since the onset
of the economic crisis of 2008. Other negative
impacts are identified on employment and on the
medium-term  growth potential.  According to
European Commission estimates, the investment
shortfall in Europe accounts for the largest proportion
of the fall in GDP during the post crisis period.
Unlike services, the impact of the 2008 crisis in
manufacturing can still be felt in Europe, with
production levels still nearly 10 percentage points
below the peak achieved in the first quarter of 2008
(see Figure 1.5). This can be attributed, like in the

case of investment ratios, to the fact that
manufacturing is more cyclical than services.
Moreover services are less tradable than

manufacturing and therefore the impact of the world
trade decrease following the crisis was more felt in
the output of the manufacturing sector.’

(*)  For services, only statistics for the evolution of output in
"Retail & Trade" are available but not presented here as they

would not be representative of the whole sector.

Figure 1.5: Manufacturing output in the EU-28 (2000-2014)
Monthly % change = === Manufacturing output
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Source: Eurostat

Adverse effects are also created on the EU
international competitiveness, as companies in
competitor countries like the US, who saw their
productive investment rebound to pre-crisis levels,
are gradually upgrading their equipment, something
that does not happen in Europe. Finally, the decline in
investment resulted in a slowdown in innovation too,

not least because SMEs — as drivers of innovation and
growth — face great financing challenges.
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1.2 Barriers to investment

The scope of this chapter is to analyse the most
important reasons for the low investment in the EU
and identify the types of investment that are affected
the most, by giving where possible some examples
from Member States.’® This analysis is not exhaustive
and does not focus on the importance of input costs
(like labour or energy costs) or infrastructure.'®
Drawing on the analysis of several surveys® and a
collection of detailed evidence from Member States
feedback,? it helps single out specific aspects in the
barriers affecting a relevant number of Member States
and sectors that negatively impact investment across
the EU (see Figure 1.6). Empirical analysis® also
corroborates the existence of the following barriers to
investment:

1. Regulatory instability, regulatory
unpredictability, overregulation or bad
regulation

2. Financing constraints
3. Single Market barriers.

It is important to mention in this context that the
Letter of Intent from President Juncker and First
Vice-President Timmermans to the Presidents of the
European Parliament and the Presidency of the
Council accompanying the President's State of the
Union speech 2015 indicated that the identification of
key obstacles to investment at national level will be a
priority of the 2016 European Semester.

(*®) Examples from Member States are given for illustrative
purposes and are not representative.

(**)  The increase in energy costs may lead to the relocation of
investment across sectors or countries and labour market
inflexibilities can also have negative impacts on companies'
investment decisions.

(*) World Bank Doing Business, World Economic Forum
Competitiveness Report, flash Eurobarometer Survey on
European Businesses and Public Administration).

()  Special Task Force (Member States, Commission, EIB) on
Investment in the EU. Final Task Force Report (Annex 3).

(*®  According to a study from IMF (%), financial constraints,
high uncertainty and corporate sector leverage are additional
impediments to investment particularly in stressed
economies, namely Italy, Portugal and Spain. Source: IMF
working paper. Investment in the euro area, why it has been
so weak?

Member States feedback on
barriers to investment

Figure 1.6:
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Source: Final TF report on the Investment in the EU

1.2.1  Regulatory instability, regulatory
unpredictability, overregulation or
bad regulation

Several surveys point out that regulation in EU
Member States is inefficient, impacting businesses
and their investment decisions. For instance, the
OECD ranks the EU average below the global
average in regulatory efficiency and shows that the
EU has lost significant positioning in the last 8 years
(see Figure 1.7). The World Bank rankings 2015 on
doing business report on how easy it is for a local
entrepreneur to open and run a small to medium-sized
business when complying with the relevant
regulations. Results show that there are noticeable
differences in the performance across Member
States.”® The magnitude of the problem for EU
businesses is confirmed by the results of a flash
Eurobarometer survey on European businesses and
public administration.**

The uncertainty of the general regulatory framework
from frequent or unforeseen changes of the EU or
national legislation results in a higher risk for

(®) Three EU Member States are among the top 10 countries
with the most business friendly climate; but more than half
of the Member States are not in the top 30 and eight Member
States are not even in the top 50. Source: World Bank Group
(2015), Doing Business report.

(®*)  According to this survey, for more than three quarters of
European companies (77 %) the lack of predictability and
stability of legislation in their country is an obstacle to their
company’s activity.



investors.”® As a consequence, companies may defer
investment decisions particularly in sectors with
typically longer term pay back periods. The life cycle
of a long term project typically spans beyond any
government administration or individual regulatory
settlement period. Investors are therefore not only
analysing the project-specific risks, but are also
giving substantial consideration to political risk and
stability of the regulatory framework.

(*®)  According to Commission estimates, a 10 % reduction in
administrative burdens can over time increase investments
by 0.6 percentage points and GDP by 0.8 percentage points.

1.2 Barriers to investment

Some investment projects submitted by Member
States for the EU investment plan have also
highlighted  the  importance  of  regulatory
predictability at EU level. %

(*) For instance Austria has submitted a PPP project (an
environmental friendly Pump Storage Hydro Power Plant
Pfaffenboden in Moll). According to the Austrian
authorities, the investment climate in the European
electricity market is poor and the volatile regulatory
framework conditions increase the risk for this long term
investment. Source: Special Task Force (Member States,
Commission, EIB) on Investment in the EU. Final Task
Force Report (Annex 2), December 2014.

Figure 1.7: Regulatory efficiency: The EU is below the world wide average in regulatory efficiency
and has lost significant positioning in the last 8 years
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Figure 1.8: Costs associated with EU legislation in three energy intensive industries — Refining,
Metals and Chemicals
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Figure 1.9:
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Disproportionate regulatory burden at EU or at
Member State level could increase the cost of doing
business and thus have a negative impact on
investment decisions or dislocate investment. The
Fitness Check on the Refinery sector?” shows that up
to 25 % of the sector's margin decline can be
attributed to the impact of 10 pieces of EU
legislation. In metals, regulatory costs represented on
average 8 % of total production costs over the entire
period (2002-2012) but were in the area of 16 % to 39
% of profits.”® In the chemical industry, some EU
restrictions through REACH may contribute in
making operating more costly in the EU than in
competing locations.? Figure 1.8 depicts the costs
associated with EU legislation in these industries
while Figure 1.9 shows that some energy intensive
industries like building materials, paper & wood,
metals and chemicals, experienced a more
pronounced drop in investment during the post 2009

(*)  European Commission (2015), Regulatory Fitness Check for
the petroleum refining sector, Staff Working Document,
forthcoming.

(*®) Earnings before interest, taxes, depreciation and
amortisation (EBITDA). Source: CEPS and Economisti
Associati (2013), Assessment of cumulative cost impact for
the steel and aluminium industry.

(*)  The European Chemical Industry Council.

crisis period than the same industries in the US. Of
course this analysis is one side of the coin as it does
not take into consideration the many benefits
stemming up from EU legislation.

There are sectors like pharmaceuticals, where a
harmonised and agile approval process to reduce
the time to market and an efficient and predictable
IPR framework are critical to attract innovative
investments in the EU. In the pharmaceutical market
conducting clinical trials entails considerable
investment and growth in the EU. The Clinical Trials
Directive is heavily criticised and also one of the
possible reasons for part of the decrease in the
number of applications for clinical trials in the EU™.
In the market of veterinary medicinal products, the
total annual administrative burden imposed on
business by the veterinary medicines legislation was
estimated to be around 13 % of the turnover of

() European Commission, Impact assessment report on the
revision of the “Clinical Trials Directive” 2001/20/EC
Accompanying the document: Proposal for a Regulation of
the European Parliament and of the Council on clinical trials
on medicinal products for human use, and repealing
Directive 2001/20/EC {COM(2012) 369 final}, SWD(2012)
200 final.



veterinary medicines sector - twice of that estimated
for the human sector. In addition, there is a concern
expressed both by regulators and the pharmaceutical
industry, that the current veterinary pharmaceutical
legislation is not suited to innovation. A reason
behind this is that the current data protection
provisions do not take into account the difficulty
found by the veterinary sector in recovering
investments spent in the development of new
veterinary medicines.*

Uncertainties around intellectual property rights
(IPRs) affect investment in innovation. High costs
and complexity of litigation have a dissuasive impact
on SME's using and enforcing IPRs. This leads to
SME's in the EU under using IPRs as a means to
ensure that they earn sufficient returns on their
investment in innovation. Regulatory uncertainties
and fragmentation across Member States may inhibit
the development and growth of the new business
models like for instance in the area of collaborative
economy. Grey zones in the liability of service
providers, business authorisation and registration
requirements deters market access for platforms and
limits investment opportunities estimated at around
USD 15 billion.*

Regulatory fragmentation across the Single Market
or disproportionate restrictions, hamper the
opportunities to expand business at EU level
especially for companies in the transport sector. In
transport, logistic costs are very important and
logistic restrictions can be as much as 10 % of total
logistic costs. Unnecessary load and size limits,
traffic restrictions, local restrictions in ports that
hamper competition and administrative procedures
that drive up costs, reduce freight attractiveness for
firms. In road transport there are logistics related to
regulatory differences or restrictions that impact on
the growth opportunities of companies.* In rail
transport, the lack of interoperability between
systems (lack of full ERTMS deployment) holds back
rail freight growth.

(*) European Commission, Impact Assessment accompanying
the document Proposal for a Regulation of the European
Parliament and of the Council on veterinary medicinal
products {COM(2014) 558 final}, SWD(2014) 274 final.

(®  European Commission, (2015), A Single Market Strategy for
Europe — Analysis and Evidence, SWD(2015) 202 final.

(*) PwC (2014), The sharing economy — sizing the revenue
opportunity.

(*)  Maximum weights for 5-axle articulated vehicles differ
across Member States: Some of them (for instance Italy,
Netherlands) have set the limit at 44 tons, while others (like
Poland and Germany) do not allow loads over 40 tons.

1.2 Barriers to investment

Excessive red tape impedes market entry but can
also affect the prospects of companies’, especially
small businesses by limiting their possibilities to
grow domestically and internationally or to export
because transaction costs are increased by
unnecessary administrative procedures. Particularly
burdensome areas are related to time and cost to start
a business and to acquire licenses.®® In several EU
countries like for instance in Slovenia, Spain and
Italy, the time needed for an investor to obtain a
building permit is particularly lengthy while costs are
not negligible.®

It has to be noted that the effectiveness of justice
systems and of public administrations is very
important in order to reduce the above mentioned
transaction costs for companies. The 2015 EU
Justice Scoreboard shows that there are significant
divergences in the effectiveness, i.e the quality, the
independence and the efficiency of the justice
systems in Member States, and some of them
continue to face challenges relating to the functioning
of their justice systems.’” The effectiveness of the
public administration is very important too. Despite
the fact that many Member States are planning or
even implementing ambitious reforms aiming at
modernising  public administrations and thus
facilitating the general business environment, overall
data shows that government effectiveness has not
improved much across the EU over the past five
years.® In addition, according to feedback received
from Member States,*® public administrations in
general are suffering from insufficient administrative
capacities to manage complex projects and lack of
technical skills on evaluating, structuring and
executing projects, especially PPPs or private-sector
delivery models more generally.

(*)  World Bank Group (2015), Doing Business 2015 Report.

(*)  Slovenia ranks in the 90th place, Spain in the 105th place
and ltaly in the 116th place for the time needed to get a
building permit. Source: 2015 World Bank Doing Business
report. In Spain the case of environmental permits is very
important since businesses organisation’s claim that current
delays amount to 30 months on average.

() European Commission (2015), The 2015 EU Justice
Scoreboard, COM(2015) 116 final.

()  According to the government effectiveness indicator of the
World Bank which captures the perception of the quality of
public service, its independence from the political process,
the quality of policy formation and the implementation and
credibility of the government commitment to policies, the
ranking of fourteen Member States fell in 2014 compared to
2008.

(*)  Special Task Force (Member States, Commission, EIB) on
Investment in the EU. Final Task Force Report (Annex 3),
December 2014.
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1.2.2  Financing constraints

Financial flows to non-financial corporations in the
EU are increasing but remain subdued. Financing
discrepancies among Member States have been
exacerbated, i.e. while certain countries have
historically low financing costs, others - especially in
the euro area periphery - are still struggling with
prohibitively high costs of long term financing, which
is a major hurdle for achieving a well-functioning
Single Market. Across firms' size, there are

Figure 1.10:

1.2 Barriers to investment

significant discrepancies too. SMEs, the backbone of
the EU economy, continue to be disadvantaged
compared to large firms in terms of interest rates and
the overall cost of borrowing, as European banks
have increasingly differentiated the lending rates
between small and large loans, in particular in the
distressed countries of the euro area.* This impacted
particularly small and newly established businesses.

() 2014 ECB SAFE data.
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Source: European Commission (Staff Working Document 2015/13); ECB; Eurostat and FISMA calculations.

One of the main issues in the EU financial market is
that European corporations are in general too
dependent on bank lending and equity markets
remain underdeveloped in comparison to other big
economies. SME's particularly cannot tap capital
markets due to, among others, their size, scant credit
information and regulatory and other barriers to SME
listing. Only a small minority of them reported
having used (or considered using) alternatives to bank
loans financing instruments, such as equity (16 %) or
debt securities (4 %). Moreover, there are significant
differences between Member states regarding access
to stock markets as a source of funding (Figure 1.10).
Alternative financing mechanisms like venture
capital, private equity and other non-bank channels
play a very limited role especially for EU SMEs.
Private funding for start-ups in the EU is very limited
compared to that of their US peers (see Figure 1.11).

Information asymmetries between lenders and
borrowers and lack of credit information for
potential investors also hinder financing. Around 25
% of all companies and around 75 % of owner-
managed companies do not have a credit score. This
lack of credit information is due to many factors,

including: lack of clear accounting guidelines to
value intangible assets which affects most start-ups
and innovative businesses in the EU; differences in
national laws that hinder the collection of information
and lack of positive data sharing (e.g. on payment
records) in many Member States; fragmentation on
the provision of financial information to investors
more generally (ex. the financial statements prepared
by companies vary greatly from one Member State to
another); expensive provision of good quality
independent research leading to lack of investment
research and analysis on SMEs*.,

Given the stagnant public spending in ICT R&D,
this gap in private funding Ilimits growth
opportunities for start-ups and affects investment in
innovation too. Examples of how these financing
constraints affect the growth of innovative companies
can be found in some Member States*’. For instance

(*y  European Commission, Initial reflections on the obstacles to
the development of deep and integrated EU capital markets
Accompanying the document Green Paper: Building a
Capital Markets Union {COM(2015) 63 final}, SWD(2015)
13; ECB; Eurostat and FISMA calculations.

(*  Source: Special Task Force (Member States, Commission,
EIB) on Investment in the EU. Final Task Force Report
(Annex 3), December 2014.



in Cyprus, there is a grant scheme for Entrepreneurial
Innovation-Developing Innovative products and
Services for the international market, supporting 39
innovative companies. Three of them cannot expand
further although they have secured international
patents because in Cyprus there is no venture capital
market and the banks do not give loans to innovative
companies that have only intellectual property as
collateral. Financing constraints also affect long term
investment: more than 75 % of the Member States
pointed out the financing constraints (both in terms of
public and private sources of financing) as barriers to
long term investment®.

The uncertainty around IPRs mentioned before,
acts as a burden to both bank lending and the
flourishing of equity markets. The need to ensure
that intellectual property assets are appropriately
valorised so that innovative firms, in particular
SMEs, can raise capital to enhance their economic
performance is a key challenge for job creation and
growth. According to a recent study undertaken for
the European Observatory against IPR infringements
by OHIM, intellectual property reliant industries
account for 26 % of the EU’s employment and 39 %
of EU’s GDP*

Figure 1.11:  Private funding for start-ups in

the EU and US

EU us.

Source: EC Digital Agenda Scoreboard 2014; Dow Jones
Venture Source; The New York Times; BCG analysis

idem.

(*)  https://oami.europa.eu/tunnel-
web/secure/webdav/guest/document_library/observatory/doc
uments/IPContributionStudy/executive_summary/executive
%20summary-en.pdf.

1.2 Barriers to investment

1.2.3  Single Market barriers

High levels of trade restrictiveness in business
services*™ can hamper the cross border expansion of
firms or the development of new business models.
Cross border services within the Single Market as a
percentage of total services (6-20 % total) are far
below those in the US (27-32 %). Across Member
States differences are significant too. Figure 1.12
shows that in several EU countries service trade
restrictiveness on business services is high. The flash
Eurobarometer survey on European businesses and
public administration shows that currently only 8 %
of SMEs engage in cross-border activities. As also
noted in the Commission Staff Working Document
"A Single Market Strategy for Europe — Analysis and
Evidence™® despite a considerable reduction in
authorisation, registration and licencing requirements
following the implementation of the Services
Directive, there are still multiple restrictions in
place:*” These are linked inter alia to the obligation of
service providers to obtain authorisations in the
country where they provide services even if they have
already obtained the same or similar authorisations in
their country of establishment, the limited validity of
authorisations (territorial and/or time restrictions),
and the requirement to register with a chamber or
professional association. For retail services, in
addition to the large number of obligations for
authorisations and permits, conditions are often
associated to the size and location of the
establishment. ~ Moreover,  certain  operational
requirements may have significant effects on the
competitiveness of the retail sector or on cross-border
trade and investment.

(*)  Since 2008, the definition of "business services" used by
Eurostat is based on NACE Rev2. It includes NACE Rev 2
codes: J62, N78, J582,J631, M731, M691, M692, M702,
M712, M732, M7111, M7112.

(*)  European Commission, (2015), A Single Market Strategy for
Europe — Analysis and Evidence, SWD(2015) 202 final.

(*) According to the 2015 Commission assessment,
authorisation  requirements and procedures in civil
engineering, accounting and architecture are in place for one
or more of these professions in 24 out of 28 Member States.
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Figure 1.12:

1.2 Barriers to investment
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mentioned, based on an assessment by the Commission services. For further detail, see: European Commission, (2015), Staff Working
Document, A Single Market Strategy for Europe — Analysis and Evidence, SWD(2015) 202 final.

Source: European Commission, own assessment

Several Member States have restrictions that limit
the possibility for a company to expand cross border
and grow (see Figure 1.13). For instance in Greece,
significant restrictions exist for investment in sectors
like maritime and air transport®®. In the maritime
transport sector, the limitation on foreign equity
participation is set to less than 50 % and cabotage is
not permitted for non-EU registered vessels, with the
exception of cruise ships. In air transport, the air

(") The OECD Services Trade Restrictiveness Indices (STRI)
for maritime and air transport are the highest in the country.
Source: OECD.

PL RO HU CZ BE HR EL PT CY IT DE MT AT LU

transport investment regime restricts foreign equity
participation to less than 50 % and effective control
of the airline must be in EU hands. Retail
establishment rules are particularly restrictive in
Denmark and Finland, in particular for the opening of
new large retail outlets. Operational restrictions are
also present in Hungary, with the presence of a food
safety inspection tax, restrictions prohibiting Sunday
and night opening for large shops and a provision
prohibiting selling groceries by companies operating
with a loss in two consecutive years.

Figure 1.13: Market entry restrictions in several Member States
Foreign ownership and market entry restriction in Transparent and like-to-like competitive environment
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Inefficiencies in public procurement across EU
Member States can also limit cross-border
expansion or growth in the domestic market or even
the development of new business models.*
Uncompetitive practices (for instance non transparent
public procurement procedures and fragmentation of
calls) are an obstacle to companies' involvement in
public procurement.®® These restrictions prevent
smaller companies to grow as they are more
vulnerable to uncompetitive practices such as
obstacles to involvement with public procurement. A
recent study® indicates that the increased publicity
requirements induce more entry into public
procurement while increasing the likelihood that the
winner would come from outside the region of the
public administration. However transparency of
below threshold procurement varies greatly:*
National thresholds for publication range from less
than €10,000 in Portugal to €134,000 in Italy for
goods and services, and there is similar diversity in
works. Finally, there are also divergences as regards
the length of review procedures and costs of
litigation, which may further discourage cross border
participation.®®

Several barriers in the EU hamper the development
of e-commerce though the establishment of new
businesses or the expansion of existing ones or the
development of new business models. For instance

(*)  Only a very low proportion of public contracts published at
EU level, (1.6 % or 13.4 % if subsidiaries are taken into
account) are awarded to companies coming from different
Member States.

(*®  European Commission, Flash Eurobarometer 417.

() Decio Coviello and Mario Mariniello (2014). Publicity
requirements in public procurement: Evidence from a
regression discontinuity design, Journal of Public
Economics, 2014, vol. 109, issue C, pages 76-100.

(*»  European Commission, (2015), A Single Market Strategy for
Europe — Analysis and Evidence, SWD(2015) 202 final.

(*) European Commission (2015), The 2015 EU Justice
Scoreboard, COM(2015) 116 final
http://ec.europa.eu/justice/effective-justice/
files/justice_scoreboard_2015_en.pdf.

1.3 Investment Plan

1.3 Investment Plan

data localisation requirements force companies to
store data on servers physically located inside a
particular Member State not allowing them to keep
processing facilities outside their territory. Processing
of consumer data is extremely important for several
industries and this situation limits their growth
potential. Indeed it has been estimated that the
negative impact of data localisation requirements on
EU GDP is 04 %.** In the area of veterinary
medicinal products some Member States introduced
national controls on online sales of veterinary
medicines (e.g.: United Kingdom, Germany, Ireland),
and others have no controls or forbid it (Austria and
Belgium). This fragmentation reduces the potential
benefits that retailers of veterinary medicines (in
particular SMEs and micro-enterprises) could have
from operating on a larger, EU-wide market and from
developing new services for consumers®.

Investment in innovation can be hampered by a
non-harmonised Single Market in several sectors.
For instance, digitisation of the health sector is
hampered by several regulatory inefficiencies and
non-harmonised rules linked to security (e.g. varying
rules on secondary use of data), access and update of
data (e.g. lack of harmonisation on patients’ consent
as well as rights to erase and correct data and/or the
lack of harmonisation of professionals having access
to the data), barriers to cross-border transfer of data
and the lack of a common strategy to coordinate
deployment of e-prescriptions.

(®*)  ECIPE estimates (2014) — estimates for only 6 countries in
addition to the EU. See: European Commission (2015), A
digital Single Market Strategy for Europe — Analysis and
Evidence, SWD(2015) 202 final; ECIPE (2014), 'The costs
of data localisation: friendly fire on economic recovery",
and the European Commission workshop "Facilitating cross
border data flow in Europe - on data location restrictions".
BCG analysis.

()  European Commission, Impact Assessment Accompanying
the document Proposal for a Regulation of the European
Parliament and of the Council on veterinary medicinal
products {COM(2014) 558 final, SWD(2014) 274 final.

Implementing the President's political guidelines,
presented to the European Parliament in July 2014,
the Commission proposed an Investment Plan which
aims to mobilise at least EUR 315 billion in the next
three years by supporting investment in the real
economy and creating an investment-friendly
environment. It will help maximising the impact of
public spending and unlocking private investments.

Its main objectives are to reverse the drop in
investment, boost competitiveness in strategic areas
and strengthen the European dimension of EU
knowledge, human capital and physical infrastructure,
and the interconnections that are vital to the EU
Single Market. This is addressed through three
mutually supportive strands.
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The first strand (or financing strand) is about
mobilising finance for investment through the
European Fund for Strategic Investments (EFSI). An
EU guarantee of EUR 16 billion aims at directing
through the multiplier effect more than EUR 315
billion to the real economy.>® The fund will focus its
financing on investments in infrastructure and
innovation, as well as finance for small- and medium-
sized Enterprises (SMEs). The second strand is all
about making this finance reach the real economy.
The EU investment project portal (EU IPP) will give
the possibility to project sponsors to submit their
projects to an open and transparent system thus
addressing a major obstacle to investments - the lack
of information - by informing investors about
available existing and potential future projects. The
European Investment Advisory Hub (EIAH) which
will be Europe's gateway to investment support,
draws together existing expertise in technical
assistance, project design and implementation in
Member States, the EIB and the European
Commission to create a single contact point for
project sponsors and investors who need such
assistance in order to improve their project plans®’.

For the first two strands of the Investment Plan to be
successful, improving the investment framework
conditions in the European economies is crucial. As
already mentioned, many obstacles for investment are
linked inter alia to the regulatory framework but also
to deficiencies in the product, services, and capital
markets. The identification and removal of barriers to
investment across EU Member States is the key
objective of this strand. To improve the business
environment and financing conditions, the Investment
Plan will include progress towards a Digital Single
Market, Energy Union and Capital Markets Union.
The Digital Single Market will unlock on line
opportunities by bringing down barriers. The Energy
Union will create a fully integrated internal energy
market by reducing technical and regulatory barriers.

(®®)  The leverage effect of the EUR 21 billion capital (including
an extra 5 billion from the EIB) of the EFSI is that each euro
of capital generates EUR 15 worth of investment.

()  Since September 2015, the European Investment Advisory
Hub (EIAH) is operational. The Advisory Hub is a
partnership between the Commission and the EIB and
consists of three complementary components: 1) a single
point of entry to a wide range of advisory and technical
assistance programmes and initiatives for public and private
beneficiaries, provided by high-level experts; 2) a
cooperation platform to leverage, exchange and disseminate
expertise among the EIAH partner institutions and beyond;
and 3) an instrument to assess and address new needs by
reinforcing or extending existing advisory services or
creating new ones as demand arises.

1.3 Investment Plan

The Capital Markets Union (CMU) will create deeper
and more integrated capital markets in the 28
Member States of the EU. The Capital Markets Union
Action Plan launched in September 2015 is based on
four key principles: creating more opportunities for
investors; connecting financing to the real economy;
fostering a stronger and more resilient financial
system; deepening financial integration and
increasing competition. The Action Plan foresees
some key early actions.*®

In addition, the Single Market Strategy targets at
deepening of the Single Market by removing barriers
to the free movement of goods and services and
enhancing implementation of existing Single Market
rules. The Better Regulation package adopted by the
European Commission earlier this year sets the scene
for better regulation in the coming years by having as
main objectives the better assessment of impacts,
more consultation with stakeholders and better
evaluation.

Further to these initiatives, the Commission has
started working on the identification of country and
sector-specific barriers to investment that will be
addressed in the context of the European Semester.
Moreover, a set of investment barriers in chemicals,
minerals and recycling, has been outlined as a result
of consultations with potential investors. Specific
obstacles concern for example difficulties with long-
term electricity contracts, land-use planning and
sometimes an inappropriate approach to the
implementation of permitting, regulatory barriers for
bio-nutrients, regulatory uncertainty for carbon
capture and use, regulatory uncertainty for plastics
recycling, or unfair competition on biomass markets
or the functioning of waste markets. Work on
identifying investment barriers in other industry
sectors than the ones mentioned above is currently
ongoing.

(*®) New rules on securitisation; new rules on Solvency Il
treatment of infrastructure projects; public consultation on
venture capital; public consultation on covered bonds;
assessment of cumulative impact of financial legislation.



1.4 Conclusions

The fact that European economies (unlike in the
US) did not manage to rebound to their pre-crisis
investments levels shows that there are some
consistent  barriers that continue to hinder
investment in the EU. This chapter tried to analyse
these barriers and to identify their impact on
specific sectors or types of investment by giving
some specific examples where possible from
Member States. The taxonomy proposed includes
three types of obstacles:

First, barriers linked to regulatory instability,
unpredictability, overregulation or bad regulation
which impact all types of investment decisions but
mostly longer term ones. Investments with longer
pay back periods like the ones in the energy sectors
need in general not only political but also
regulatory stability. It was also shown that
regulatory inefficiencies generally increase running
costs for businesses especially for SMEs. The third
strand of the investment plan aims at improving the
investment framework conditions. The Better
Regulation package adopted earlier this year, aims
at making regulation more lean, consistent and
agile.

Second, obstacles linked to financing constraints.
Although there are significant discrepancies among
EU Member States, European firms are in general
too dependent on bank lending and equity markets
remain underdeveloped in comparison to other big
economies like the US. This coupled with
information asymmetries and other restrictions,
limit investment opportunities, expansion potential
and innovation of EU firms. In this case,
investment in innovation is particularly hit as
smaller and more innovative companies face
significant challenges in accessing seed stage and
early stage venture capital. The financing strand of
the Investment Plan will mobilise finance for
additional investment through the European Fund
for Strategic Investments (EFSI) while the Capital
Markets Union will explore ways of reducing
fragmentation in financial markets, diversifying
financing sources, strengthening cross border
capital flows and improving access to finance for
businesses, particularly SMEs.

Third, Single Market barriers, like differences in
business services across Member States, public
procurement inefficiencies, other restrictions like in
the area of acquisition of land or real estate and
several barriers in the area of e-commerce. These
obstacles can limit cross border expansion
opportunities, creation of new business models and
investment in innovation. The Single Market
Strategy to which this report is attached, aims at
deepening the Single Market by removing
unnecessary barriers to the free movement of goods
and services and above mentioned restrictions in
order to favour investment inter alia in innovation.

The Letter of Intent from President Juncker and
First Vice-President Timmermans to the Presidents
of the European Parliament and the Presidency of
the Council accompanying the President's State of
the Union speech 2015 indicated that the
identification of key obstacles to investment at
national level will be a priority of the 2016
European Semester.
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2 The evolution of EU competitiveness and innovation

The economic recovery in Europe is gaining strength.
While this is encouraging, we seem destined to return
to weak growth rates. Economic expansion alone is
not enough to guarantee lasting and sustainable
growth. As the possibilities for accumulating capital
and labour appear limited, the onus is on productivity
to drive long-term growth. But the long-term trend of
declining productivity growth has not been reversed
yet.*® The barriers that have hampered investment and

(*) There is an ongoing debate on the measurement of
productivity. Various economists have highlighted the
limitations of the standard measures that may be biasing
down productivity growth, such as: the incapacity for
capturing quality improvements; time lags for capturing
changes; and the existence of activities not captured by
GDP. For instance, the United Kingdom has launched an
independent review of economic statistics which is expected
to address these issues among others. Adjusting for these
measurement errors may indeed attenuate the decline in
productivity growth. Yet, this report focuses on factors
behind the productivity slowdown that are not related to
measurement. On the debate on productivity measures, cf.
Citi, Global Economics View — poor productivity, poor data,

2.1 The evolution of sectoral performance

lowered capital accumulation (see chapter 1) are also
responsible for the slowdown of productivity growth.
Revitalizing investment is needed to improve
productivity.

The problem of low productivity remains therefore
one of the greatest threats to improve competitiveness
and raise living standards. The generalised
productivity slowdown and the opportunities from a
better allocation of resources and innovation offer a
window of opportunity to the EU to improve global
competitiveness. A strong commitment to
productivity-enhancing structural reforms is needed.
However, while common principles may apply,
reforms should be country and sector specific.

and plenty of polarisation, Citi Research, August 2015. On
the UK independent review of economic statistics, cf. UK
HM Treasury and Cabinet Office, Review of economic
statistics: call for evidence, August 2015.

2.1.1  GDP composition

Economic development has been characterised by a
gradual shift of activity and resources from
agriculture to manufacturing, followed by a shift from
manufacturing towards the service sector. The tertiary
sector has gained in importance, both in terms of
employment and output, and all EU economies are
becoming increasingly services economies, in terms

of both the share of value-added and the share of
employment generated in services sectors. However,
there are still relevant differences across Member
States. As shown in Figure 2.1 below, the weight of
manufacturing is owverall higher in Central and
Eastern European (CEE) Member States and several
EU-15 Member States. As concerns services, all CEE
Member States have a share of total value added
below the EU average.
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Relative contributions to total value added in the EU and Member States (2014)
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Source: Own calculations based on Eurostat data

There are several possible explanations for the
increasing importance of services in the economy.
First, income elasticity of demand for certain services
(education, health, leisure related, and personal
services, among others) is higher than for most
manufactured goods. This high income elasticity
together with increases in income in the EU-28
during the period studied resulted in a disproportional
increase in the share of services in the economy.
Second, the use and relative cost of services as
intermediate inputs in manufacturing increased
during this period. Third, productivity increased
faster and prices increased more slowly in
manufacturing than in services. Finally,
manufacturing was more exposed to competition
from low cost producers outside EU, which could
lead to reduction in manufacturing production and

reallocation of resources within the EU towards
services, which were less exposed to such
competition.

Figure 2.2 below shows that during the period 2000
to 2014 the shares of agriculture, industry and
construction in GVA decreased, while the shares of
services increased. These changes resulted in services
(market and non-market)® accounting for 74 % of the
GVA in 2014. During the same period, the share of
manufacturing decreased from 18.8 % to 15.3 %.

(*)  Market services are those services produced for sale on the
market at a price intended to cover production costs and to
provide a profit for the producer (e.g. retail, financial
intermediation). Non-market services are those services
provided free of charge, or at a price that is not
economically-significant i.e. does not reflect production
costs (e.g. public health, education).
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2.1 The evolution of sectoral performance

Figure 2.2: Shares in EU-28 GVA by sector (2000-2014)
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Source: European Commission, EU Structural Change 2015, DG GROW.

The share of services in GVA has increased overall
by 0.4 percentage points, with respect to 2009. Figure
2.3 below shows that the service sector accounts for
more than 59 % in GVA in all Member States. In ten
of them — Luxembourg, Cyprus, Malta, Greece, the
United Kingdom, France, the Netherlands, Belgium,
Portugal and Denmark — it even accounts for more

than 75 % of GVA in 2014. Only six Member States
— Germany, Estonia, Lithuania, Hungary, Slovenia,
and the Czech Republic — have seen a reduction in the
weight of the services sector. These are Member
States were the relative importance of this sector was
already below the EU average, while that of their
manufacturing sector was well above the EU average.

Figure 2.3:
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Source: Eurostat

The relative importance of manufacturing has
increased overall by 0.5 percentage points, with
respect to 2009. However, performances vary slightly
among Member States and across time, as shown in
Figure 2.4. It is interesting to note that, with the
exception of Germany, the seven Member States with

a larger manufacturing sector (as percentage of GVA)
— the Czech Republic, Hungary, Slovenia, Germany,
Romania, Slovakia and Lithuania — mostly catching-
up economies that are likely to grow more than the
EU average in years to come.
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Figure 2.4: Manufacturing as a percentage of gross value added (2009 and 2014)
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Source: Eurostat

After several difficult years at the start of the century,
EU manufacturing output expanded rapidly from
2003 to 2008, when it peaked. It then fell by almost
20% in 2008 and 2009 as the full force of the
recession required manufacturers to close down, or at
any rate downsize in order to survive. From its lowest
point in 2009, manufacturing has recovered more
than half the output lost in 2008-2009 but remains
lower than pre-recession peak production in most
Member States. On average across all Member States,
the negative gap is around 9 %, but in crisis-stricken
economies such as Cyprus, Greece and Spain,
manufacturing output only represents 60-75% of
pre-recession levels. In fact, in fifteen Member States
manufacturing output remains lower than before the
recession, in nine it is higher, and in the remaining
four (Austria, Germany, Hungary, Netherlands) it is
very close to pre-recession levels.

In other parts of the world, manufacturing has
recovered more quickly than in the EU. Despite
initially rebounding quicker than in the United States,
EU manufacturing has since fallen behind in
recovering from the recession.®* In many Asian
economies, manufacturing output plunged deeper
than in the EU or the United States, but recovered

(*) US manufacturing output has grown consistently from its
lowest point in 2009 — by 6.1 % in 2010, 3.4 % in 2011, 4.1
% in 2012, 2.6 % in 2013, and 3.6 % in 2014 — and now
exceeds pre-crisis levels by a small margin.

much faster.” A case in point is South Korean
manufacturing, which returned to pre-recession levels
of production in less than 18 months.%® Even in Japan
— initially hit harder by the crisis than any of the
other three economies — the economy recovered
almost at a par with South Korea for some time, until
the devastating earthquake and tsunami of 2011 dealt
a second blow to the economy.

From a sectoral perspective, most sectors experienced
growth in 2014 (see Figure 2.5).°* However, in spite
of recent strong output increases in certain sectors,
only three sectors have exceeded their pre-crisis
production levels (pharmaceuticals, other transport
equipment and food and beverages) while motor
vehicles is nearly at the same level of production as
before the crisis. At the other extreme of the
performance spectrum, other non-metallic products,
textiles, basic metals and chemicals saw their
production levels fall and are still far from their peak
production.

(*®»  The corresponding average for Japanese manufacturing was
more than 15 % below peak production, whereas South
Korean manufacturing output was 20 % higher than its pre-
crisis peak in 2008.

(*  Some of the main reasons for South Korea’s rapid recovery
from the crisis are explained in OECD (2011).

(*) The fastest growing sectors over twelve months were
pharmaceutical products and preparations; coke and refined
petroleum products; computer, electronic and optical
products; motor vehicles, trailers, semi-trailers and other
transport equipment. The greatest output losses over the
same twelve months occurred in tobacco.
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Figure 2.5:
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2.1 The evolution of sectoral performance

Sectoral performance of manufacturing output in the EU-28 (2014 and 2008-2014)
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Given its importance in terms of upstream and
downstream links to other sectors of the EU
economy, as well as internationally in the global
value chain, it is worth highlighting the motor
vehicles, trailers and semitrailers sector and its
remarkable recovery after the crisis. The initial
impact was considerably more severe than in most
other EU manufacturing sectors: from early 2008 to
early 2009, output fell by more than 40 %,
production plants were closed down or offshored,
employees were laid off, and some manufacturers
went out of business. However, the sector survived
in a smaller, restructured and (presumably) more
efficient form and rapidly expanded production.
Two years after its lowest point in 2009, production
had increased by 70 %, and since then it has edged
within a few percent of its peak in early 2008. For
2014 as a whole, production reached an all-time
high.

As concerns services, reliable data on output
volumes are difficult to obtain except for retail
trade, where trade volume grew rapidly and
consistently until it peaked in 2008. After the crisis
and throughout the recession it fell back but is now
rising again. For all services apart from retail trade,
only turnover data are available, showing a steady
increase over time, although with no reliable way of
distinguishing between the effects of price and
volume changes.

2.1.2  Employment evolution

In EU manufacturing, both employment and
production fell sharply during the longest and
deepest recession in European post-war history but
have since recovered somewhat and, in the case of
manufacturing employment, returned to the same
level as in 2010. Between 2013 and 2014
employment in manufacturing grew by 160 000
units. However, 1.7 million jobs still need to be
recovered in the EU manufacturing sector with
respect to 20009.

Figure 2.6: Production and employment in

EU manufacturing (2000-2014)
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There is no contradiction between the long-term
trends of falling manufacturing employment and
cyclically growing output (see Figure 2.6), on the
one hand, and the diminishing contribution of
manufacturing to total value added on the other
hand. Both are in fact driven by the higher
productivity growth in manufacturing than in
services. Being able to produce as much or more
goods with less input (of labour, capital, energy,
intermediate goods, raw material) means that output
can increase even though employment goes down,
while at the same time the relative prices of the
goods are pushed down because of competition.**®
Therefore the value of the produced goods does not
increase by as much as the volume and over time
manufacturing tends to represent a smaller
proportion of total value added.

Concerning services sectors, they now employ
more people than ever before and are set to
continue expanding their employment. Employment
in services diminished in 2008 and 2009 as a result
of the crisis but quickly recovered and is now
higher than ever before.

2.1.3  The impact of changes in the
economic structure of the EU on
wages and the quality of jobs

The changes in the composition of GVA of the EU
and its economic structure have impacts on the
distribution of jobs across sectors and the absolute
level of employment, but they also have an impact
on the quality of those jobs and the distribution of
wages. The new jobs created in manufacturing will
not have the same characteristics as those destroyed
during the crisis. Since 2011, net employment has
been created mostly in the low and high-paid levels
leading to a greater polarisation of employment
(Figure 2.7).2* This trend is repeated for
manufacturing (Figure 2.8). However, high-tech
industry has been capable of providing a wider
range of mid and high paying jobs, corresponding

(**®) A measure that could take into account both productivity
and competitiveness is profitability. Cf. Amoroso, Sara &
Moncada-Paterno-Castello, Pietro (2015), Profits, R&D
and the demand for labour, JRC-IPTS Working Papers on
Corporate R&D and Innovation (forthcoming); and
Brannback, Malin, Alan L. Carsrud, and Niklas Kiviluoto
(2014), Understanding the Myth of High Growth Firms,
Springer, New York.

(% Eurofound (2015). Upgrading or polarisation? Long-term
and global shifts in the employment structure, European
Jobs Monitor 2015.

2.1 The evolution of sectoral performance

to mid-paid technicians™* and well-paid managerial
administrative roles, while employment has been
destroyed across all wage quintiles for low-tech
industry. However, during 2014 the polarisation
trend was somehow eased. While services
continued creating jobs at the lower extreme of the
wage distribution, manufacturing created jobs in the
top three quintiles, contributing to a more even
distribution of jobs along the pay scale.

Figure 2.7: Change in employment (1000

jobs) by wage quintiles for EU-27

by sectors (2011-2014)
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Note:  Wage quintiles are numbered from 1 (= lowest wage
levels) to 5 (=highest wage levels).

Source: Eurofound

(**%)  Jobs were allocated to quintiles in each country based on
the job-wage ranking for that country. Mid-paid
technicians correspond to quantile 3 and represent close to
20 % of employment in the relevant period. Cf.
Eurofound, (2015).
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Figure 2.8: Change in employment (1000

jobs) by wage quintiles for EU-27
by industry sectors (2011-2014)
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The distribution of job creation across sectors and
the quality of those jobs presents significant
differences across Member States (Figures 2.9 and
2.10). Germany and France have experienced
employment creation mainly in the lower quintiles
of the wage distribution. While Germany has seen
employment growth both in the manufacturing and
services sector, France has only created net
employment for the latter. On the other hand,
employment losses continued across the board in
the southern Member States, more so in Greece and
Spain where no wage quintile has experienced net
job gains during the period 2011-2014. Italy has
only seen a significant growth of low-paid services
jobs. Zooming into the creation of jobs in industry,
high paid jobs are being created, or destroyed at a
slower pace, in high-tech sectors.

2.1 The evolution of sectoral performance

Figure 2.9: Change in employment (1000

jobs) by wage quintiles for
selected Member States and
industry sectors (2011-2014)
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Figure 2.10:  Change in employment (1000
jobs) by wage quintiles for
selected Member States and
sectors (2011-2014)
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This polarisation of jobs can also be seen in terms
of tenure. During the crisis, manufacturing job
tenure increased showing that job destruction was
centred in the late arrivals to the sector which
should be the youngest and more qualified.**

(**) RWI (2015). Labour market transitions in turbulent times.
Research Project Report for Eurofound.



This limited capacity of generating mid-paid jobs will
be of key importance for the digitisation of industry.
Auvailable estimates for the US conclude that in less
than two decades up to 47 % of total employment will
be at risk of disappearance due to computerisation,**’
with the risk increasing the lower the wage or the
educational attainment. This means that there is a
need to find other tasks and sectors capable of
absorbing these employment losses, probably in areas
which demand creativity and social intelligence. It is
therefore necessary to eliminate obstacles to the
reallocation of resources both within Member States
and in the Single Market.

In this respect, it is important to consider not only the
impact of the composition of the economic structure,
but also the impact of regional specialisation on
wages. Data from the European Cluster Observatory
analysed in a recent study™® not only illustrates the

(137) Frey, CB.; Osborne, M.A. (2013), The future of employment: how susceptible are Jobs to
computerisation?, OMS Working Paper.

(™% ECORYS et al. (2015), An empirical assessment of the
contribution of clusters to smart specialisation, report for
the European Commission, DG GROW.

2.2 Overall evolution of productivity

substantial variety in wages between sectors (at a
more detailed level), but also that wages depend on
the extent to which the employment is regionally
concentrated and specialised in clusters. The wage
gap between clusters and non-clusters shows that,
overall, average wages are higher in clusters (EUR
25,672 compared to EUR 24,870 outside clusters),
pointing to somewhat higher productivity levels. The
wage differences can be particularly large in high-
tech and medium-tech manufacturing industries such
as chemicals, aerospace, biopharmaceuticals,
communications equipment and medical devices.
Also in high-wage services sectors, such as financial
and business services and insurance services, the
wage difference is substantial.**

(%) Clusters can be broadly defined as a group of firms, related
economic actors, and institutions that are located near each
other and have reached a sufficient scale to develop
specialised expertise, services, resources, suppliers and
skills. See European Commission, The concept of clusters
and cluster policies and their role for competitiveness and
innovation: Main statistical results and lessons learned,
SEC (2008) 2637.

It is essential to boost productivity to make the
recovery sustainable and avoid the risk of falling back
to weak growth rates. A recovery based on factor
accumulation may lead to an undesirable
misallocation of production factors. The negative
effects of such scenario became apparent in the case
of Spain, where a period of economic expansion with
negative total factor productivity (TFP) growth led to
the deterioration of competitiveness and the
emergence of significant imbalances.**® Promoting
productivity growth is therefore crucial to improving
competitiveness in Europe.

(**)  Garcia-Santana, M., Moral-Benito, E., Pijoan-Mas, J.,
Ramos, R.: Growing like Spain: 1995-2007, May 2015

Reducing the distortions hampering a more efficient
allocation of resources towards most productive firms
could lift productivity. There are indications that the
productivity slowdown has been largely due to
policy-induced misallocations within sectors.*** The
payoffs of structural reforms tackling these hurdles
are potentially large. Yet there is no “one size fits all”
solution and reforms should take into account the
varying structural conditions of sectors and Member
States.

(141 Cf Dabla-Norris, E., Guo, S., Haksar, V., Kim, M., Kochhar, K., Wiseman, K., and
Zdzienicka, A., The new normal: a sector-level perspective on productivity trends in advanced
economies, Staff discussion note SDN/15/03, March 2015, International Monetary Fund.
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2.2.1  Labour productivity in industry

Labour productivity'* indicates how efficiently the

production inputs related to workforce are combined
to produce goods and services, offering a measure of
economic growth, competitiveness and living
standards.

Figure 2.11 depicts labour productivity in
manufacturing on the horizontal axis, while the
vertical axis shows growth from 2008 to 2013.*
Denmark is the only country reporting both above-
average productivity and sustained growth in the
period 2008-2013. Countries in the upper left quarter
show a convergence trend. Their productivity levels
are still below average but have been growing

(142) In this section labour productivity is measured by means of value added per person employed in
manufacturing and is evaluated by taking into account variations in manufacturing workforce and
profitability.

(143) The choice of the 2008-2013 period has been tested for robustness over a ten year period and
provides a proxy of the labour productivity trends in the Member States. F;

Igures
(EUR 132 030 in 2013) are the highest in the EU; however, as this result reflects the behaviour

for Ireland

of a large number of foreign multinationals and contains effects of transfer pricing, it has been

considered an outlier and excluded from Figure 211

2.2 Overall evolution of productivity

consistently, reducing their gap with the best
performers. A number of countries in this group are
catching up rapidly (Estonia, Hungary, Lithuania,
Latvia, Poland, and Romania). The other Member
States in this group (Czech Republic, Portugal,
Slovakia, Slovenia and Croatia) have also improved
their performance with respect to the average;
however, considering their initial level and the
performance of other countries, there seems to be
considerable scope for accelerating the convergence
path in many of these countries. Most countries
laying on the right hand side part of the figure report
consistent and stable performance (Austria, Belgium,
France, Germany, the Netherlands, and Sweden) but
some of them have seen a reduction of their relative
competitiveness (Finland and United Kingdom).

Finally, countries in the lower left quarter have
experienced a deterioration of their relative
productivity (Cyprus, Greece, Italy, Luxembourg, and
Malta).

Figure 2.11:  Performance and change in manufacturing productivity (2008-2013)
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Source: Eurostat

Figure 2.12 shows the evolution of labour
productivity at sector level.*** The growth rates are
calculated as averages for the period 2003-2013. We
show results for both the EU-28 and the euro area (18
countries). For manufacturing, there has been a

(144) Calculated as production per hour worked using more recently updated data from Eurostat
Structural Business Statistics

moderate improvement for the EU-28 as a whole. But
there are significant differences across sectors. The
largest improvements for the EU-28 are observable in
other transport equipment, as well as in computer,
electronic and optical products. Note that both sectors
are characterised by high technological intensity, but
had a below the EU average productivity level until



2012. On the contrary, the lowest improvements are
observable for low-tech industries producing tobacco,
leather and wearing apparel.

But the pattern is different for the euro area. When
considering this aggregate, the largest labour
productivity gain was achieved in the manufacture of

Figure 2.12:
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computers, electronic and optical products, followed
by pharmaceutical products. This could be a
reflection of the different specialisations of countries,
as well as the outcome of delocalisation of plants in
Eastern Europe (in particular for transport
equipment).

Labour productivity growth in EU manufacturing, 2003-2013

EA-18 EEU-28

Note:  Labour productivity average annual growth rate, volume index of production per hours worked

Source: European Commission, EU Structural Change 2015, DG GROW.



2.2.2  Labour productivity in services

As shown in Figure 2.13 below, in 2013, labour
productivity per person employed in services was the
highest in Luxembourg, which may reflect the fact
that it also has the highest GDP per capita in the EU,
at 2.6 times the EU-28 average, and the important
weight of its financial services sector. Productivity is
closely related to wages. After Luxembourg there is a
cluster of EU-15 Member States (Belgium, Italy,
France), who have higher productivity and relatively
high wages. At the other extreme, productivity in
Bulgaria is the lowest as the GDP per capita in
Bulgaria is less than half the EU average. Just ahead
of Bulgaria we find a host of new Member States
(Estonia, Romania, Hungary, Latvia and Lithuania),
again reflecting lower GDP per capita feeding into
their productivity results.

In the period between 2008 and 2013, there was a
positive change in labour productivity per person
employed in many Member States. This was
particularly pronounced in the Member States which
joined the EU since 2004, including Latvia,
Lithuania, Poland, Bulgaria, and Slovakia. This
development may be the result of the catching up of
these countries relative to EU-15 Member States,
despite the financial crisis. At the opposite end of the

2.2 Overall evolution of productivity

scale, Romania had the greatest negative change in
labour productivity during this time period.

In the retail sector, the productivity gap vis-a-vis the
United States has continued to widen. As indicated in
the  Commission Staff Working Document
accompanying the Single Market Strategy,**® the
difference can be explained by less restrictive entry
regulations, bigger investments in ICT and innovation
and the creation of new retail formats in the US. The
latter in particular forces incumbents to become more
productive and replaces less productive firms with
more productive ones.

There is also a productivity gap between the retail
sector and other sectors of the European economy.
For example, the retail sector's wage-adjusted labour
productivity is significantly lower than the one of
manufacturing (119 % compared to 144 %). When
compared at EU country-level, wage-adjusted labour
productivity is significantly higher than the EU
average in Estonia, Latvia, Luxembourg, Malta,
Romania, Slovenia, Slovakia and the UK and
significantly lower in Bulgaria, Greece, Italy,
Hungary, Portugal and Sweden.**

(*%)  Cf. European Commission, (2015), A Single Market Strategy
for Europe — Analysis and Evidence, SWD(2015) 202 final.

(146) Eurostat data, 2012

Figure 2.13:  Labour productivity in services
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2.2.3  Components of labour productivity

Figure 2.14 shows the result of a shift share
analysis’ examining the changes in labour
productivity.**® It shows that in the period 2002-07,
labour productivity increased significantly more than
in the period 2008-13 (8.75 % vs. 3.61 %). This is not
surprising given that the latter period was
characterised by the financial crisis and the
subsequent recession. Interestingly, most of the
change can be explained by a sharp reduction in the
contribution of each sector (within effect) in the
second period, which dropped from 7.92 to 2.93. In
the period 2002-2007, the within effect accounted for
86 % of the total variation (in absolute value), while
only 78 % in 2008-2013. This dynamic is mainly
explained by the drop of productivity caused by the
financial and economic crisis in sectors such as:
industry; trade; transport; accommodation services;
professional scientific, technical activities; and
financial and insurance.

(147) Figure 2.13 decomposes changes in labour productivity for the EU_28 into three effects:
e : f : : ithi

"within effect”, "static shift" and "dynamic shift". The """

effect” measures the contribution of each sector to the total change of labour productivity, The
nstructural change effect” measures reallocation of resources across sectors. It can be further
divided into the ustatic shift" and nidynamic shifti. The nstatic shifti measures the
structural shifts in the economy by considering the changes in labour shares across sectors with
different levels of producuwty' while the udynamlc shiftw measures structural shifts in the
economy by considering the changes in labour shares across sectors with different productivity

growth.

(*®)  °f. European Commission (2015), EU Structural Change
2015, DG GROW:
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Figure 2.14:  Decomposition of labour

productivity, EU-28
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Note:  Shift-Share analysis for 10 sectors classification of
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Source: European Commission, EU Structural Change 2015,
DG GROW.

At the same time, the productivity growth due to
changes in labour shares across sectors with different
levels of productivity (static shift) remained more
stable in absolute value, slightly decreasing from a
value of 1.21 % in 2002-2007 to 0.78 % in 2008-
2013, but increasing substantially in terms of share
(from 13 % to 21 %). This suggests an ongoing
structural change in the European economy, for
which a larger share of workers is employed in more
productive sectors. Data suggests an outflow of
employment from agriculture, forestry and fishing
and industry to sectors with higher productivity, such
as information and communication, finance and
insurance, and services in general.
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Figure 2.15:
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Note:  Gross value added at basic prices (chain-linked volumes, reference year 2000) per person employed for the EU-28 aggregate.
Source: European Commission, EU Structural Change 2015, DG GROW.

Figure 2.15 shows the evolution of labour
productivity across different sectors. The productivity
growth due to changes in labour shares across sectors
with different productivity growth (dynamic shift) is
negative for both periods considered, but the effect is
small in magnitude. This suggests that a small extra
fraction of workers have been employed by sectors
with declining productivity, in particular professional,
scientific and technical activities (which includes also
administrative and support service activities).

The same analysis can be repeated for individual
Member States. For the period 2002-2007, most of
the top performers in terms of total productivity
changes are CEE Member States (Estonia, Latvia and
Slovakia). But only Latvia managed to keep the same
standard for the following period. For the period
2008-2013, one notable case is Ireland, whose
performance was excellent. While most countries
experienced improvements in labour productivity in
the period 2002-2007, the crisis had negative
consequences in the subsequent time frame,
especially for countries like Greece, Finland and the
United Kingdom.

In general, the within sector improvements explain
most of the changes in labour productivity. This is
probably due to the fact that we consider very large
sectoral aggregations. But there are interesting
exceptions, like Lithuania in the period 2002-2007,
during which the static shift was positive and very
large. This can be explained by a sharp decrease of

the share of employment in the primary sector,
matched by an increase both in industry and in trade,
transport, accommodation and food service activities.

2.2.4  Convergence process
Convergence at sectoral level

There are huge differences in the productivity within
the same sector across Member States (see
introductory chapter). A recent IMF staff research on
productivity trends**® confirmed that even the most
technologically advanced countries are lagging in
certain sectors and could thus reap large gains from
adopting existing best practices. For instance,
Member States with leading performances in
manufacturing such as Germany and Sweden are
lagging in ICT and personal services respectively.

There are also large differences across subsectors
within the same sector. For instance, in
manufacturing, the Member States analysed™ are
simultaneously leaders and laggards in different
industries (Figure 2.16). A clear example is the

(149) Cf Dabla-Norris, E., Guo, S., Haksar, V., Kim, M., Kochhar, K., Wiseman, K., and
Zdzienicka, A., The new normal: a sector-level perspective on productivity trends in advanced

economies, Staff discussion note SDN/15/03, March 2015, International Monetary Fund

(*%  Austria, Germany, Denmark, Spain, United Kingdom, Italy,
the Netherlands, Sweden, and France:



Netherlands, which is leading on: food, beverages,
tobacco; textiles, leather, footwear; chemicals; and
basic, fabricated metals. Yet it is largely lagging on
wood and cork; transport equipment, and recycling.

Figure 2.16:

2.2 Overall evolution of productivity

Overall, there appears to be a larger margin for
improvement in the following industries: rubber and
plastics, transport equipment; and recycling.
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In the services sector, we encounter a similar situation
(Figure 2.17). Only the Netherlands appears among
the leaders in all subsectors analysed. Yet, even in
this case, there are areas with margin for
improvement such as renting of machinery and

Figure 2.17:
normalized: leader in sector=100)
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equipment, and other business activities. Overall, the
analysed Member States outperform in finance and
business services, but underperform in distribution
services, particularly on transport and storage.
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It should be noted that the ICT sector appears to offer
the larger margin of improvement. Only Sweden is
leading in this sector, with all other Member States
showing a laggard performance.

To a certain extent, these productivity gaps can be
anticipated due to factors such as sectoral R&D
intensity or  agglomeration  spillovers  (e.g.
manufacturing in Germany). However, the above
mentioned analysis suggests that policy distortions
are playing a significant role. For instance, regulatory
or tax exemptions, subsidies, size-dependent policies,
labour and product market rigidities, may all lead
firms to make inefficient choices and investment
decisions. These policy distortions generate massive
losses due to lost productivity gains. If they are
tackled, productivity and thus economic growth
would be boosted. The wide variation in the
regulation of each sector across Member States seems
to confirm this result. Fostering Single Market
integration would decrease regulatory dispersion and
contribute to reduce productivity gaps.

The productivity losses generated by policy
distortions in the service sector are among the
biggest. Indeed, the heaviest drags on productivity
growth have come from service sectors which are
often closed to competition, such as non-market,
personal and business services.”™ The liberalisation

(™Y The economic analysis underpinning the Single Market
Strategy confirms that reducing the main restrictions in the
business services sector would significantly enhance the
efficient allocation of resources within this subsector. Cf.

2.2 Overall evolution of productivity

of regulated services sectors could thus be an
important source of job creation and output growth.

Convergence at national and regional level

The productivity growth of an economy depends on
the productivity of each sector but also on whether
the resources are allocated to those sectors with
higher productivity growth. However, policy
measures can alter that process and lead to the
allocation of resources to less productive sectors, thus
hampering economic growth. The analysis referred to
above suggests that the payoffs from improving
factor allocation across sectors are potentially large.
Productivity gains from a better allocation within
countries could already reach more than 10 % in
some cases, boosting economic growth.

There is a wide dispersion between and within
Member States as regards regional labour
productivity growth from 2008 to 2012 (Figure 2.18).
Within Member States, the range from lowest to
highest labour productivity change was particularly
wide in Greece, Poland and Romania, indicating
growing internal competitiveness differentials and
divergence.

European Commission, (2015), A Single Market Strategy for
Europe — Analysis and Evidence, SWD(2015) 202 final.



Figure 2.18:
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Regional distribution of labour productivity changes (2008-2012)
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Source: PWC, (2015), Exploring the potential role of human, physical and knowledge capital investments in a smart specialisation

context, a study for the European Commission, DG GROW

While in most countries there were regions with
increasing as well as regions with decreasing labour
productivity from 2008 to 2012, in some Member
States there was positive or negative labour
productivity growth in all regions: Bulgaria, Ireland,
Slovakia and Sweden (positive growth in all regions);
Hungary, Italy and Slovenia (negative growth in all
regions). Whilst this may generate convergence at the
national level, it adds to the divergence between
Member States.

Labour productivity growth took place mainly in
regions of Bulgaria, Spain, Portugal, Ireland, Sweden,
Poland, Slovakia and the Baltic States. In the central
European Member States as well as in Finland, the
UK, Greece and Cyprus, most regions experienced
falling labour productivity. In many cases, this was
due to output cuts greater than labour cuts. In other
cases, output grew but not as much as the number of
persons employed.

The process of convergence of productivity at
regional level seems to have stalled given the wide

dispersion in growth rates (Figure 2.18). Indeed
divergence has been a stronger force than
convergence in the last few years. Resuming the
convergence process could produce huge economic
gains. A recent study™? suggests there are three main
ways to improve the competitiveness of
underperforming regions without hampering that of
the best performing: internal and external R&D
collaboration;  investment in human capital,
knowledge, R&D and innovation; and regional
absorptive capacity. These areas could therefore be
the focus of any regional cluster policies and smart
specialisation strategies that need to also consider the
strength and bottlenecks of their specific regional
economic structure.

Convergence across firms

(™» PwC, (2015), Exploring the potential role of human,
physical and knowledge capital investments in a smart
specialisation context, study for the European Commission,
DG GROW.
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Recent OECD research'®® shows that there is a rising
gap in productivity growth between different types of
firms. Productivity growth of the globally most
productive firms has remained strong, while that of
the rest of firms has slowed. This performance is
stronger in the services sector than in manufacturing.
Effective measures facilitating the diffusion and
adoption of technologies across firms could therefore
boost productivity.

The above mentioned research also finds that even if
the most advanced national firms have high levels of
productivity, they may fail to significantly impact
aggregate productivity due to their relative small size.
A more efficient allocation of resources towards most
productive firms would help them grow and thus
boost productivity growth.

2.2.5  Comparison with global
competitors: TFP and
benchmarking with US

Total factor productivity (TFP) captures changes in
productivity which are not accounted for by the
changes in the quantities of capital and labour inputs,
but rather by the way they are combined, i.e. the
degree of their utilisation and the technology or
organisation employed in the production.™™ Figure
2.19 shows the evolution of TFP from 2005 to 2014
for the EU-28 against that of some major competitors.
During the crisis and in its immediate aftermath, TFP
decreased everywhere, reaching its lowest level in
2009. This may be the effect of short run excess
capacity due to the drop of demand following the

(™3 McGowan, M.A., Andrews, D., Criscuolo, C., Nicoletti, G.,
(2015), The future of productivity, OECD report, July 2015.

(154) The European Commission produces estimates of TFP based on the production function
methodology approved by the ECOFIN Council (see European Commission (2014)). It accounts
for the fact that first due to cyclical shifts of demand or other market frictions, the economy may
not utilise its capacity fully; and second inputs can be combined in different ways, depending on
the technologies available and the efficiency of the organization. These corrections are measured
by total factor productivity, which should be interpreted as an indicator of both the degree of
utilisation of inputs as well as the efficiency of their combination.

2.2 Overall evolution of productivity

crisis. The crisis hit overall EU TFP severely. The EU
lost more than the US by 2009, and the US recovered
much faster their pre-crisis levels and continued to
grow. Japan — where the damage was similar to that
of the EU — also managed to recover faster and to
follow a recovery path similar to that of the US.

Figure 2.19:  Evolution of Total Factor

Productivity (2005-2014)
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Source: European Commission, EU Structural Change 2015,
DG GROW.

Figure 2.20 analyses in more details changes of TFP
for the EU Member States and the US.**® The US has
improved its TFP both with respect to 2000 and since
the beginning of the crisis. This hints to a stronger
resilience of the US economy as compared to Europe.
A wide majority of the European Member States
performs better compared to their 2000 level of
productivity. This is particularly true for some of the
new Member States (represented by blue circles),
which is an evidence for convergence, in some cases
from low starting levels. Yet, the convergence trend
seems to be weaker since the beginning of the crisis.

(155 The horizontal axis shows changes in the period 2008-2014, i.e. the evolution since the start of
the financial crisis. The vertical axis shows the long-run change for the period 2000-2014.



Figure 2.20:  Changes in Total Factor Productivity
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The crisis had different impacts on TFP across
Member States. Today still more than half of EU
Member States have not yet managed to recover their
pre-crisis levels (i.e. they are in the left half of the
figure), with Greece, Italy, Luxemburg and Cyprus
being at or below their 2000 level. For Spain, Italy
and Luxembourg, TFP started to decline or stagnated
long before the crisis. In the case of Spain the
positive development after the crisis could only just
offset pre-crisis losses in productivity with regard to
2000. On the other end of the spectrum, some
Member States have recorded considerable gains
even during the crisis, such as Slovakia, Poland, the
Baltic countries, Ireland and Denmark. Overall, the
crisis did not interrupt their longer-term TFP
performance. Romania stands out with large TFP
gains relative to 2000, but the crisis seems to have put
it on halt.

Benchmarking with the US

European producers face relatively high input prices,
especially as labour and capital are concerned. A
recent study by the Boston Consulting Group™®
compares the evolution of production costs in the EU
and in 10 of the most dynamic US States and with
relatively lower labour costs. The study shows that
productivity increases can compensate higher input
costs, especially as regards labour costs. Energy

costs, especially higher gas cost prices, seem to be
more difficult to offset than higher input prices.

Using a similar methodology, Figure 2.21 compares
the cost competitiveness of 26 EU Member States
(data are not available for Malta and Cyprus) with the
US in 2014. We also use labour productivity per hour
and different energy input prices from the
International Energy Agency (IEA). This explains the
differences in the results between the two studies.’’

(158) Sirkin, H.L., Zinser, M., Rose, J.R. (2014)’ The Shlftlng Economics Of
Global Manufacturing, Boston Consulting Group (‘BCG

study')
(157) Here we use a different sectoral definition to the one used by the BCG study taking industry

defined as the difference between groups B and E in NACE. Prices for electricity
and gas concern industrial consumers and exclude taxes.

37



38

Figure 2.21:  Industry cost index by input
components: EU vs US
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Figure 2.22:  Changes in Industry Cost Index
2004-2014, labour component
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This comparison shows that lower labour costs still
allow several Member States to remain below the US
benchmark of competitiveness in 2014. The figure
also shows the difference in total costs in 2014 with
2004. Total costs have increased in all Member States
but these cost increases have been more limited in
Germany, Austria, Spain, Hungary, Portugal, Sweden
and the UK.

Figure 2.22 gives a more detailed account of the
evolution of labour costs. In many Member States,
the change between 2004 and 2014 in the labour
component of production costs has been below the
increase in hourly wages. The factors behind this
evolution are very different across countries though.
Reductions in wages per hour have contributed to
smaller increases in the labour component of

2.2 Overall evolution of productivity

production costs in Greece, Luxembourg and the UK,
and slightly less in Germany and Portugal.
Improvements in the productivity per hour have been
a major factor limiting labour costs in Bulgaria,
Czech Republic, Estonia, Latvia, Lithuania, Hungary,
Malta, Poland, Romania, Slovenia and Slovakia. The
exchange rate has been a significant factor in
Hungary and the UK, too.

Over the last ten years, reductions in the energy
component of production costs have been limited.
Energy prices are the main driver of this cost
component. Only in very few cases, energy
efficiencies have been capable of reducing the
contribution of energy to production costs (Figures
2.23 and 2.24).

Thus, productivity growth and resource efficiency can
compensate to some extent for higher input prices
within Europe. However, this requires further
investment. This may have an impact on the cross-
sectoral reallocation of resources in the near future.

Figure 2.23:

Changes in Industry Cost Index
2004-2014, electricity component
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Figure 2.24:  Changes in Industry Cost Index
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2.3 Sources of productivity growth

2.3.1 Digitisation and other advanced
technologies

The adoption of a particular technology may have an
impact on how efficiently input factors are combined.
Accordingly, the use of advanced technologies
available may foster the long-term growth of a sector
by lowering costs, improving quality and ultimately
promoting competitiveness. In recent years, digital
technologies are redefining traditional business and
production models, resulting in a wide range of
product and service innovations. In this way,
digitisation has the potential to unfold a catalytic
impact on the productivity of large companies and
SMEs alike. Ensuring adequate standards in this area
is important for keeping and enhancing the
comparative advantage of the EU industries, as
shown in the economic analysis underpinning the
Single Market Strategy.**®

While the digitisation of EU businesses and digital
entrepreneurship have increased, significant

(*®)  Cf. European Commission, (2015), A Single Market Strategy
for Europe — Analysis and Evidence, SWD(2015) 202 final.

differences remain across Member  States.'
Moreover, taking into account four advanced
technologies (mobile internet, social networks, cloud
and big data), overall only 2 % of EU enterprises
make full use of all four, while 41 % are not using
any of them.*®

Also as regards other advanced technologies, EU
companies are not adopting such technologies fast

(159) As measured by the relevant sub-dimension of the indicator “Integration of Digital Technology”

which is part of the Digital Economy and Society Index (DESI). Indeed. the DESI
’

2015 groups Member States according to their performance
in four clusters:

- High performance (Denmark, Sweden, the Netherlands and
Finland): These countries are not only ahead in the EU, but
they are world leaders in digital.

- Medium-performance (Belgium, the United Kingdom,
Estonia, Luxembourg, Ireland, Germany, Lithuania, Spain,
Austria, France, Malta and Portugal): These countries are
doing well in certain areas but still need to progress in
others.

- Low performance (The Czech Republic, Latvia, Slovenia,
Hungary, Slovakia, Cyprus, Poland, Croatia, Italy, Greece,
Bulgaria and Romania): These countries need to step up
their performance in a number of areas and catch up with the
rest of the EU.

http://ec.europa.eu/digital-agenda/en/desi

Entrepreneurship Monitor

(160) IDC-EY 2013 Digital
https://ec.europa.eu/growth/tools-databases/dem/monitor
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enough or in enough scale. A recent survey™® shows

that almost half of European manufacturing
companies have not used advanced manufacturing
technologies'® in the past and do not plan to use
them in the next year.

Europe is however a global leader in advanced
manufacturing technologies in terms of the share of
patents but also in terms of the share in total exports.
Europe also has a high and increasing trade surplus
compared to East Asia and North America in this
sector. A main reason for the good performance of
the EU in advanced manufacturing components is
that new technological solutions in Advanced
Manufacturing Technology rest on the integration of
other  technologies  (such as  micro- and
nanoelectronics, advanced materials or photonics)
into complex products where Europe has a
comparative advantage. Moreover, the EU can benefit
from its long history in developing and applying
advanced technologies in manufacturing, and a dense
network of Advanced Manufacturing Technology
producers and users.'®®

However, when considering a broader set of new
technologies, the so-called Key Enabling
Technologies (KETs)*®*, Europe's performance lacks
the lustre it has in Advanced Manufacturing
Technology, one of the six KETs. East Asian
economies strongly develop their own scientific &
technological assets in key enabling technologies,
with a global share of KET-related patent applications
reaching 44 % in 2011. Europe's share in KETSs
development has progressively declined from 32 % of
patent applications in 2000 to 27 % in 2011 (23 % for

(**1 European Commission (2015), Innobarometer survey on
innovation trends at EU enterprises, Flash Eurobarometer
415.

(*%?) "Advanced manufacturing  technologies"  comprise:
Sustainable manufacturing technologies (i.e. technologies
which use energy and materials more efficiently and
drastically reduce emissions); ICT-enabled intelligent
manufacturing (i.e. technologies which digitalise the
production processes); High performance manufacturing
which combines flexibility, precision and zero-defect (e.g.
high precision machine tools, advanced sensors or 3D
printers).

(*3) First annual report of the KETs Observatory:
https://ec.europa.eu/growth/tools-
databases/ketsobservatory/sites/default/files/library/kets_1st
annual_report.pdf

(**)  Six Key Enabling Technologies have been identified as
important for Europe's future competitiveness: Advanced
Manufacturing  Technologies, = Advanced  Materials,
Nanotechnology, Micro- and Nanoelectronics, Industrial
Biotechnology and Photonics. Cf. European Commission
(2009), Preparing for our future: Developing a common
strategy for key enabling technologies in the EU,
COM(2009) 512 final.
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North America). Also with regard to performance in
trade, East Asia experienced a sharp increase in total
exports of KETs-based components and intermediary
systems during the last decade, holding now a share
of about 57 % compared to 23 % for the EU-28 and
20 % for North America. Europe succeeded however
in holding its trade share relatively constant over the
past decade.

Among the EU Member States, Germany holds the
strongest position in all KETs. In general, Germany
performs well above the other European countries in
terms of share of patents, share of production, share
in total export, and share in turnover. France, ltaly
and the UK are often among the top five of each KET
for several indicators, while Member States like
Belgium and Denmark have excellent positions in
individual KETs. In terms of trade balance, only
Germany, the Netherlands, Belgium, Ireland and
Austria have a trade surplus in all six KETs.

2.3.2 R&D and innovation
R&D expenditure as innovation input

In the monitoring of innovation processes, both inputs
and outputs need to be considered. Research and
development (R&D) expenditures can be regarded as
the main input indicator. On the public sector side,
government efforts in R&D investment have been
largely upheld over the course of the crisis. In about
half of EU Member States, the government budget for
R&D grew faster (or decreased less) than GDP
despite severe budgetary constraints.’®® In parallel,
private R&D expenditure as a share of GDP slightly
increased between 2008 and 2013. As a result, gross
domestic expenditure on R&D (R&D intensity)
increased from 1.85 % in 2008 to 2.02 % in 2013
(Figure 2.25). Indeed, at the onset of the economic
crisis, EU R&D intensity increased to 1.94 % in 2009
as many EU Member States made an effort to
maintain public R&D investment to counter the
impacts of the crisis on private investment. This
increase is remarkable as it followed a relative
stagnation around 1.77 % for the period 2004 to
2007. R&D intensity has then continued to grow
marginally since 2011. However, it still remains
significantly below the target of 3 % by 2020,
pointing to the need for additional investment

(165 If the indirect efforts (e.g. in the form of tax incentives) are added, an even larger number of

Member States have achieved genuine smart fiscal consolidation.


https://ec.europa.eu/growth/tools-databases/ketsobservatory/sites/default/files/library/kets_1st_annual_report.pdf
https://ec.europa.eu/growth/tools-databases/ketsobservatory/sites/default/files/library/kets_1st_annual_report.pdf
https://ec.europa.eu/growth/tools-databases/ketsobservatory/sites/default/files/library/kets_1st_annual_report.pdf

efforts.’®® In absolute terms, investment in research
and innovation has actually decreased during the

(*y The Europe 2020 strategy sets the aim of increasing

2.3 Sources of productivity growth

crisis and remains too low.

combined public and private R&D investment to 3 % of
GDP by 2020.

Figure 2.25:  R&D expenditure on GDP (%) in the EU
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Innovation performance in the aftermath of the crisis

In fact, the crisis has left a notable impact on the
private sector's innovative activity, with the
commercial uptake of innovations constituting a
particular weakness. The number of innovative firms
is in decline, as are SMEs’ innovations, patent
applications, exports of high-tech products, venture
capital investments, and sales of innovative products.
While there have been improvements in human
resources, business investments in research and
development and the quality of science, these are not
enough to result in an overall stronger innovation
performance. This poses serious risks for the long-
term growth potential of the EU, as do other aspects
relevant to innovation performance.

The sharpest declines in the share of innovative
businesses have been observed in Cyprus, Germany,
Romania, the Czech Republic and Spain. On the other
hand, the share of innovative enterprises increased the
most in Malta, the Netherlands, Latvia and the United
Kingdom. During the period 2010-2012, the highest
share of enterprises with innovation activity was
recorded in Germany (66.9 % of enterprises),
Luxembourg (66.1 %) and Ireland (58.7 %). On the
contrary, less than 30 % of enterprises had innovation

activity in that period in Romania (20.7 %), Poland
(23.0 %) and Bulgaria (27.4 %)."*’

From the perspective of SMEs, a lack of financial
resources is viewed as the main problem in the
commercialisation of innovative products or services.
In this context, the few innovative businesses that
receive public financial support for R&D or other
innovation activities consider it as not effective
enough.’®® As explained inthe Commission Staff
Working Document accompanying the Single Market
Strategy’®, the difficulty in accessing and enforcing
Intellectual Property Rights (IPR) also deters SMES'
investments in innovation. The significant cost
exposure for IPR and patent litigation is a serious
deterrent for SMEs to engage in patenting.

(**")  Community Innovation Survey 2012.

(**® In the Innobarometer 2014, 91 % of surveyed companies
said that they had not received public financial support for
R&D or other innovation activities since January 2011. For
companies that received public financial support of some
kind there was an even split between those who said this
support was important for developing innovations (48 %)
and those who said the support was not important (49 %).
Cf. Innobarometer 2014: The role of public support in the
commercialisation of innovations, European Commission.

(**9)  Cf. European Commission, (2015), A Single Market Strategy
for Europe — Analysis and Evidence, SWD(2015) 202 final.
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On EU level, the average annual growth rate of
innovation performance (as measured by the
Innovation Union Scoreboard) has reached 1.0 %
with most Member States improving their innovation
performance over the eight-year period 2007-2014.
However, compared to last year, innovation
performance has increased for only 15 Member
States, while it has declined for 13 Member States.
Overall, innovation performance has been converging
across Member States but performance differences
remain high.*"

It is particularly noteworthy that the most innovative
countries perform best on all dimensions: from
research and higher education systems, through
business innovation activities and intellectual assets
up to innovation in SMEs and economic effects,
reflecting balanced national research and innovation
systems. Yet, the level of development and structural
conditions of the relevant country, region and sector
should be taken into account when designing
innovation policies. These factors determine the
capacities to access, absorb and create new
technologies.'™ Effective innovation policies must
therefore take into account the specificities of the
relevant country, region and sector.

International comparison

When looking at the performance of innovation
systems in a global context, South Korea, the US and
Japan have a performance lead over the EU. While
EU innovation performance has been improving at a
higher rate than in the US and Japan, the innovation
gap with South Korea is widening (Figure 2.26).

(*)  European Commission, Innovation Union Scoreboard 2015.
The Innovation Union Scoreboard measures the performance
of EU national innovation systems. It groups Member States
into four different performance groups:

- “Innovation leaders” with innovation performance well
above the EU average (Denmark, Finland, Germany,
Sweden);

- “Innovation followers (Strong innovators)” with innovation
performance above or close to the EU average (Austria,
Belgium, France, Ireland, Luxembourg, Netherlands,
Slovenia and the UK);

- “Moderate innovators” with an innovation performance
below the EU average (Croatia, Cyprus, Czech Republic,
Estonia, Greece, Hungary, ltaly, Lithuania, Malta, Poland,
Portugal, Slovakia and Spain); and

- “Modest innovators” with innovation performance well
below the EU average (Bulgaria, Latvia and Romania).

(* Cf. EBRD, (2014), Innovation in transition, Transition
report 2014, November 2014.
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Figure 2.26:  Innovation performance gap
with non-EU countries (EU=100)
South Korea us Japan
140 mmm = mm oo

135

130 A

125

120 A

115 A

110 fommmmmmmmmmm

105 - o oo

100

2007 2008 2009 2010 2011 2012 2013 2014

Source: European Commission, Innovation Union Scoreboard
2015, DG GROW.

South Korea, the US and Japan strongly outperform
the EU in business R&D expenditure, and, to a lesser
extent, in public-private co-publications. Firms in
these countries invest more in research and
innovation, and the collaborative knowledge-creation
between public and private sectors is better
developed.*

The difference in the share of business R&D
expenditure between the EU, on the one hand, and
South Korea (222 % of EU value), Japan (199 %) and
the US (151 %), on the other hand, is striking. As
concerns the level of R&D intensity per sector, the
EU shows a higher intensity than the US in very few
sectors, in particular computer electronic and optical
products, electrical equipment, and chemicals.
Although the overall ranking across sectors is very
similar, American firms, on average, tend to invest
much more than European firms in innovation and
technology. This is a matter of concern.

Manufacturing represents 64 % of total R&D
expenditures in the EU, while the services sector
accounts for 34 % of them.® In comparison with the
US, the EU focuses more on motor vehicles while the
former invests a larger share in high-tech sectors like
computer, electronic and optical products, and
pharmaceuticals. This signals a different type of
specialisation. In other sectors, the differences are

172 European Commission Innovation Union Scoreboard 2015

(** 2011 data for all EU Member States except: Malta, Bulgaria,
Lithuania, Latvia, Cyprus, and Croatia. The remaining share
corresponds to the energy sector (1 %), the primary sector
and mining (0.5 %), and construction (0,5 %). Source: own
calculations based on OECD statistics.



less relevant in magnitude, pointing to a more similar
pattern.

2.3.3  The external competitiveness of EU
firms

Driven by improvements in productivity in some
Member States and by the internal devaluation, EU
exports have increased considerably after the crisis
with respect to the 2004-2008 period. This expansion
applies equally to goods and services. However, there
are big differences in the export performance of
Member States within and outside the EU. The
vigorous growth in global demand resulted in an
increase of extra EU exports of goods of 28 % in the
2010-2014 period compared to the five years previous
to the crisis. A more subdued internal demand limited
sales to other Member States growing just at a 3.5 %
rate within the Single Market.

Figure 2.27:  Growth in total exports of goods
to the EU and to the rest of the

world (2004-2014)
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Figure 2.28:  Growth in total exports of goods
and services to the EU and to the
rest of the world (2004-2014)
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There is a very clear distinction in the exporting
performance of different Member States compared to
their results in 2004 (Figures 2.27 and 2.28). Seven of
the Central and Eastern European Member States
have improved their performance in a remarkable
way. Their exports to the EU and to the rest of the
world have increased by over 20 percentage points.
Ireland and the Netherlands are the only EU-15
countries exhibiting a comparable performance.
These have and remain very open countries with a
high degree in the internationalisation of their
activities. There are just two EU Member States
where exports have contracted in the last decade:
Finland and Cyprus.

The situation looks similar when focussing on the
exports of goods, but the growth rates are relatively
more modest with a maximum growth of exports of
around 30 percentage points in Lithuania. Obviously,
this implies a relatively faster expansion in the
exports of services. Finland and Sweden are the two
countries reporting export contractions as far as goods
are concerned.

As explained in the next chapter, the EU is now
integrating faster with third countries than internally,
which reflects the globalisation process and the faster
demand growth in many emerging markets. There is
however no trade-off between intra-EU trade and
global trade. Member States which integrated further
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in the global economy are also those that have shown
the highest integration dynamics within the EU.*"™

(** There is indeed a positive correlation (0.5) between EU trade

Figure 2.29:
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1.5

2.3 Sources of productivity growth

and extra-EU trade in goods (measured as change between
2004-2008 and 2010-2014 in percentage points of GDP)
across the Member States.

EU manufacturing sectors: revealed comparative advantage (2013)

1.0

0.5

Note:  Low technology (LT), Medium-low technology (MLT), Medium-high technology (MHT), High technology (HT) in accordance

with Annex 3 of Eurostat (2014)
Source: EU Structural Change (2015)

Among the Member States with an increasing
integration in the Single Market, most of them have
experienced an improvement of their price
competitiveness position.'”> Some of these countries
(Estonia, Latvia, Romania as well as Luxembourg)
benefited from improving the quality of their exports
as well.'™® As regards the group with decreasing or
stagnating integration, Belgium, Luxemboug, Malta,
Finland and  Greece suffered from  cost
competitiveness losses. Only Finland and Sweden
exported less in 2010-2014 than in 2004-2008.
Ireland leads the table in services exports, followed

(*) Measured as depreciation of real effective exchange rate vs.
EU-28 with unit wage cost, manufacturing as deflator. See:
http://ec.europa.eu/economy_finance/db_indicators/competit
iveness/data_section_en.htm

(*®) See Vandenbussche H. (2014), Quality in Exports,
Economic Paper 528, DG ECFIN, European Commission.

by Portugal, France, Malta and Belgium. Bulgaria,
Cyprus, Italy, Slovakia and Croatia are the only
countries presenting worse results in 2010-2013 than
in 2004-2008.

The importance of export growth for the EU in recent
years has been considerable. EU exports have been
growing above the world trade index since the crisis.
External demand has contributed by around 3 % to
GDP in the early years of the recovery and has
compensated the negative contribution of internal
demand in 2012 and 2013. Although energy prices
have been a disadvantage for the international
competitiveness of EU firms, the evolution of unit
labour costs has contributed to improve it. But this
has not been the only factor supporting our export
performance.


http://ec.europa.eu/economy_finance/db_indicators/competitiveness/data_section_en.htm
http://ec.europa.eu/economy_finance/db_indicators/competitiveness/data_section_en.htm
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Figure 2.30:  EU services sectors: revealed comparative advantage (2013)
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Source: Own calculations based on WTO data

As shown in Figure 2.29, the EU has a comparative
advantage in high-tech sectors (pharmaceuticals),
medium-high tech sectors such as machinery and
transport equipment, including motor vehicles and
low-tech sectors (paper, print and beverages). Over
the last twenty years, European comparative
advantage has remained stable in most sectors but
some improvements can be reported in the motor
vehicles, the paper and printed product and the
machinery value chains.*”’

Given their nature, revealed comparative advantages
can only be reported for a limited number of traded
services sectors in Figure 2.30. Europe has a high
comparative advantage in personal, cultural and
recreational services but it has also a strong
specialisation in financial services. ICT and business
services that have a crucial importance for
manufacturing and other business activities seem to
have a positive but relatively low comparative
advantage level.

*) Timmer, M.P., Los, B., Stehrer, R. and de Vries, G.J.
(2013), Fragmentation, incomes and jobs: an analysis of
European competitiveness, Economic Policy, 28(76), 613—
661.

The evolution of comparative advantage is clearly
path dependent and this is an important fact to take
into account in the design of policies; a background
study presents a detailed account of the evolution of
specialisation at NUTS 2 level for low to high-tech
sectors. A snapshot of this analysis for business
services in presented in Box 2.1 below.

Box 2.1: Revealed advantages in value added
exports of the business services sector

Over a long time period, Europe has succeeded to
be better than the USA and Japan in maintaining
relatively high market shares in world trade. The
share of the EU in global exports has fallen by 3.5
percentage points (ppt) between 1995 and 2013
while it has decreased by 8.9 ppt for Japan and 4.7
ppt for the USA. China with over 13 ppt gain in the
share of global exports is the main beneficiary of
the losses reported by the other main global
trading partners. In some cases, such as transport
equipment, the EU's world market share has
increased by 5.2 ppt from 1995 to 2013. Europe
has also succeeded in maintaining its comparative
advantage in sectors such as machinery and
chemicals, but not in the upcoming digital and
communication technologies.
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The graph shows the geographical distribution of
regional revealed advantages in value added
exports for

business
services in
2011. In the
context  of
the analysis,
business
services are
understood
to comprise
the
following
elements: a)
the renting
of
a Value added exports
machinery RXA 2011
and Business services
equipment,

b) computer
and related activities, c) research and development
and d) other business activities such as legal and
accounting  activities, tax and  business
consultancy, market research. They do not include
financial services such as banking and insurance.
In the EU, there is a clear geographical divide, as
the high income countries and regions tend to have
revealed advantages in the value added exports of
business services, while the less developed
countries and regions in the South (Greece,
Portugal and Spain) as well as in the East have
revealed disadvantages.

Exceptions to this are the capital city regions,

Figure 2.31:  Market shares in unit value segments

especially in the CEE countries. Accordingly,
revealed advantages in business services exports
are highly correlated with GDP per capita levels.
This correlation and the generally low
competitiveness of business services in the
peripheral regions are of direct policy relevance,
as it opens up the possibility to design concrete
policy measures targeting the development of such
services in the less developed EU regions. Such
policies not only would improve those regions’
competitiveness in business services, but at the
same time would also create additional
employment and contribute to the general
economic development of those regions, as
improved business services would have positive
repercussions on the manufacturing industry
sectors, via R&D and the transfer of knowledge,
increases in the technological capacities,
marketing etc. As a final consequence, such
targeted policies would thus also contribute to
economic cohesion of the EU regions.

Revealed value added specialisation of exports
(RXA) — Value added exports: Business services,
2011

Source: Cordes et al. (2015)

This is a relatively good performance in a world with
many and powerful emerging economies like China
and stronger competition from the USA. Europe's
export performance is particularly remarkable given
its relative input price disadvantage.
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Quality competition and moving up the ladder in the
value added contents of the activities carried out in
medium-tech sectors seems to be contributing to
sustain EU competitiveness. This appears to be
confirmed by evidence provided by the analysis of
the qualitative changes in the contents of our exports
based on their unit values. These values can be
interpreted as quality-adjusted price of products and
provide a better insight of the changes in the
composition of EU exports.

Figure 2.31 presents the market shares of the EU,
USA, Japan and China in 1995, 2005 and 2013 for
exports with high, medium and low unit value. Figure
2.32 shows the contribution to manufacturing exports
and to high unit value export segment by Member

2.3 Sources of productivity growth

State. The former figure shows a higher and even
growing market share of EU exports in the high unit
value export segment. These results point out in a
similar direction as Vandenbussche H. (2014).
However, the EU competitiveness could be further
enhanced by reducing the existing barriers on
allocative efficiency, which negatively impact
competition in a number of Member States, as
pointed out in the Staff working document
accompanying the Single Market Strategy."

(*®  Cf. European Commission, (2015), A Single Market Strategy
for Europe — Analysis and Evidence, SWD(2015) 202 final.

Figure 2.32:  Contribution to total manufacturing exports and to high unit value export segment by
country (2013)
® Total manufacturing = High unit value segment
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2.3.4  Other factors contributing to

productivity
Infrastructure and networks

Efficient infrastructure and network industries (e.g.
energy, transport and broadband) are fundamental for
a competitive business environment. However, the
quality and availability of these production inputs still
varies considerably across the EU.

Overall, the quality of transport infrastructure in the
EU increased slightly over the last five years. The
new Member States continue to catch up and

significant investment has taken place in the context
of cohesion policy since 2007. By contrast, there are
indications of under-investment in most advanced EU
economies since 2009 (Austria, Belgium, Germany,
Finland, France, Luxembourg, the Netherlands,
Denmark, Sweden and the United Kingdom).'”
Member States' budgets allocated to maintenance
were often not sufficient to prevent a deterioration of
the existing network.

The availability of fixed broadband infrastructure,
which is crucial for digital markets, has progressed

(179) European Commission, Infrastructure in the EU: Developments and Impacts on Growth
)
Occasional paper 203 (2014).
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moderately but steadily. However, fixed rural
coverage is still below 80 % in five Member States,
and remains a challenge in Member States such as
Bulgaria, Finland, Latvia, Poland and Slovakia, with
some progress registered in Croatia, Slovenia and
Romania. Whilst more than two thirds of the EU
households are covered by high speed broadband,
Italy, Croatia and Greece need to upgrade most of
their networks to keep pace.

Upgrading and better connecting the energy
infrastructure are among the key objectives of the
Energy Union Strategy. The work on infrastructure
projects has accelerated in recent years and many
Member States have launched large-scale projects
which are now in the implementation phase,
including the "Projects of Common Interest”
identified in 2013 under the trans-European energy
networks Regulation (TEN-E).**

Cleantech economy

European manufacturing firms spend on average 40
% of their costs on raw materials, with energy and
water pushing this to 50 % of total manufacturing
costs, to be compared to a share of 20 % for labour
costs. (**) Resource efficiency is thus an important
driver of innovation and competitiveness and will
play a crucial role for industry to open up new
markets. Resource productivity varies considerably
across Member States due to their different GDP
levels, their stages of economic development, and the
structure of their economies. Countries showing
highest values in resource productivity include the
Netherlands, Luxembourg, the UK, Spain and lItaly.
The lowest resource productivity can be observed in
Finland, Latvia, Bulgaria, Estonia and Romania.
Energy intensity in the industry is the lowest in
Ireland and Denmark whilst Lithuania and Bulgaria
have the highest energy intensity.

Boosting productivity, employment and economic
growth, while exploiting the benefits of energy and
resource efficiency and the green economy is a
challenge and an opportunity in many Member States.
For example as regards eco-innovation, the gap
between the best performers (including Sweden,
Finland, Germany, Denmark and the UK) and the

(180) European Commission, (2015), Energy Union Package: A Framework Strategy for a Resilient
Energy Union with a Forward-Looking Climate Change Policy, COM(2015) 80 of 25 February
2015.

(*®Y Europe INNOVA, Guide to resource efficiency in
manufacturing: experiences from improving resource
efficiency in manufacturing companies, 2012.
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Member States lagging behind (including Bulgaria,
Poland and Cyprus) remains significant. Accelerating
the market uptake of eco-innovations in all sectors
could be effectively promoted by addressing the
obstacles faced by eco-innovative businesses and
through supporting market replication and clusters of
SMEs, developing targeted financial instruments, and
the public procurement of cleantech innovations.

Skills

Long-term growth can be achieved by improving the
quality of labour input since highly qualified workers
can help firms innovating and make the best use of
high-tech processes. Human capital is not a perfectly
substitutable input which can be transferred between
sectors at no cost. It is therefore an input factor which
can explain differences in growth across countries,
although it is not easy to measure.

Most European countries are faced with skills
challenges, as a consequence of the ongoing
structural changes taking place in their economy. For
instance, in the period 2008-2013, the share of low-
skilled workers has decreased for all sectors'®?,
whereas the share of high-skilled workers has slightly
increased. The overall picture for medium-skilled
workers is less clear, since roughly half of the sectors
experienced a decrease. This finding might be
explained in different ways. First of all, since the
level of education is generally increasing in Europe,
this can partly explain the general decrease of low-
skilled workers. Secondly, the economic and financial
crises may have hit stronger low pay jobs,
determining an overall decrease of low-skilled
workers (and medium-skilled workers in some
sectors), while high-skilled ones managed to keep
their position. Finally, labour hoarding is more likely
to be observed for highly educated and specialised
workers.

The availability of both high-skilled and medium-
skilled workers is critical for companies:

Manufacturing sectors that produce goods requiring a
high proportion of high-skilled labour are:
pharmaceuticals; computer, electronic and optical
industries; and coke and refined petroleum. While the

(182) But a decrease of the share of Iow-skilled workers does not necessarily correspond to a decrease
of the number of low pay jobs in employment. In fact, people can accept jobs for which they are
overqualified. The fact that the share of medium-skilled workers increased in some Iow-skilled
intensity sectors like Accommodation and food service activities or Agriculture, forestry and
fishing may suggest that some Iow-skilled low pay jobs have been taken by more qualified

workers.



first two are sectors with high technological intensity,
coke and refined petroleum is classified as a mid-low-
tech sector. However, this sector has an above
average labour productivity, and is dominated by
large enterprises (more than 250 employees), mostly
operating in the global markets.*®

Service sectors among the most human-capital-
intensive include: education, information and
communication; professional, scientific and technical
activities; and financial and insurance activities.
Shortage of highly required professionals, such as
ICT programmers, poses increased risks to EU
competitiveness, especially in high-tech sectors, but
the shortage of ICT specialists is generally affecting
all sectors.'®

The lowest proportion of low-skilled labour (4.67 %)
is found in financial and insurance activities, closely
followed by professional, scientific and technical
activities (4.7 %). More than 25 % of the workforce
in chemicals, other transport equipment, beverages

(183) For more information, see

http://ec.europa.eu/eurostat/statistics-
explained/index.php/Manufacture_of coke_and_refined pet
roleum_products_statistics - NACE_Rev. 2.

(*®%  European Commission, A Digital Single Market Strategy for
Europe - Analysis and Evidence, SWD(2015) 100 final, May
2015, page 69-73.
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and tobacco manufacturing are high-skilled. Low-
technology manufacturing industries such as textiles,
clothing, leather products and wood products employ
small proportions of high-skilled labour. The same
applies to labour-intensive service industries such as
accommodation and food, and agriculture and
forestry.

2.3.5 Integration in international value
chains

The overall trends in EU outsourcing over the period
2004-2011 indicate that the role of intra-EU
outsourcing has diminished both in industry and
services (Figure 2.33). The level of intra-EU
outsourcing in the industry has diminished in several
Eastern European EU Member States (LT, LV, BG,
EE, SK, SI, MT, CZ and HU) after the crisis. Similar
developments, though at a much lower scale, given
the lower starting point, were observed in services.
Similar trends were observed for extra-EU industry
outsourcing into Eastern EU Member States (Figure
2.34). On the contrary, the share of output supplied
by third countries in services increased in almost all
EU Member States, indicating increasing
involvement of third countries services' providers into
EU value chains.

Level of intra-EU direct outsourcing across the EU Member States
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Note:  Direct outsourcing only i.e. production inputs only from my suppliers but not from my suppliers' suppliers divided by total output
in the destination country. An outlier with a very high level of trade outsourcing in services (LU) is omitted.

Source: WIOD
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Figure 2.34:  The level of extra-EU direct outsourcing across the EU Member States
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In general, larger countries use relatively less intra-
EU production inputs, both from industry and from
services, reflecting their sizeable domestic production
capacities. The UK, Italy, France and Spain were the
lowest users together with Greece of intra-EU
industry inputs, and these countries (UK, IT, FR)
together with Bulgaria and Germany were the lowest
users of intra-EU services. In contrast Hungary,
Belgium, Czech Republic, Malta and Slovakia were
the top five Member States with the largest level of
intra EU cross-border outsourcing of industry and
Luxembourg, Ireland, Malta, Belgium and Denmark
were the top five Member States with the largest level
of intra EU cross-border outsourcing of services.



2.4 Conclusion

A major resource re-allocation across sectors is
taking place in most developed economies. This
structural transformation may lead to higher growth
and competitiveness if it is driven by technological
progress and efficient allocation of resources.

Yet, the convergence of productivity amongst EU
economies is stalling. As product and process
innovation may be running out of steam, this
slowdown reduces growth prospects. For certain
EU Member States the problems of declining or
stagnating TFP date back to before the crisis. For
countries like Italy, Spain and even France and
Belgium, the stagnation in terms of TFP in
manufacturing started long before the crisis,
providing strong evidence for structural rather than
cyclical problems. TFP performance is also affected
by the quality of factors of production, as
measured, for instance, by energy prices,
infrastructures, skills and technology.

Productivity can be increased by technological
progress (expansion of the technological frontier)
and by the adoption of existing technology
(catching up process by laggards). These processes
take place along national lines and across sectors.
However, policy distortions and regulatory
fragmentation can hamper them and lead to an
inefficient allocation of resources towards less
productive firms.

24 Conclusion

Fostering the completion of the Single Market
would facilitate the allocation of resources to the
sectors with higher productivity growth. This could
increase the competitiveness of EU industrial and
service sectors thus boosting growth and job
creation. There is room for policy and structural
reforms to foster productivity growth by improving
the use of productive inputs (adoption of best
practices) and resource allocation (allocative
efficiency) across sectors, countries and regions.
Tackling the existing barriers in the Single Market
with EU-wide actions such as those proposed by
the Single Market Strategy will contribute to a
better allocation of resources across firms and
sectors. Yet, sector and country specific product
market reforms should also be adopted by Member
States in those cases where structural reforms must
take into account national and regional specificities
of the national or regional economic structure.

The innovation performance of Member States is
converging but only gradually. It is noteworthy that
more innovative Member States (Denmark,
Finland, Germany, Sweden) are hardly converging
amongst themselves, while innovation performance
amongst more modest innovators (Bulgaria, Latvia,
Romania) is even diverging. Moreover, several
Member States show poor results in business
innovation activity. Yet, it is precisely in this area
where the gap vis-a-vis global competitors is larger,
that one would expect more rapid growth. Effective
innovation policies must take into account the
specific conditions of the relevant country, region
and sector.
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3 The evolution of Integration, performance and remaining barriers in the

Single Market

3.1 The evolution of integration in the Single Market

In 2014, intra-EU trade®® performance improved
relative to the two previous years, but it still remains
short of what it would have taken to make a
significant contribution to the economic recovery. As
a percentage of GDP, the total of intra-EU trade in
goods was 3 % higher in 2014 than in 2013. The
change in trade in services in 2013 was 2.4 %.%*

Looking into the evolution of intra-EU trade in goods
and services over the last decade is particularly
relevant at the time of presentation of the new Single
Market Strategy. An overview of the most salient
trends in the integration of goods and services
markets is helpful to identify those areas where the
single market is most dynamic. It is also needed to
find out whether the expansion of trade is stagnating
due to structural developments or restrictions to the
free movement of goods, services, capital or labour in
the EU economy.

This section looks at trade issues and the next one
will present the situation regarding investment and
establishment. The rest of the chapter looks into
performance and remaining barriers in the single
market, presenting some of the main developments
that are the subject of priority action by the Single
Market Strategy.

3.1.1  Trade in goods: The importance of
enlargement for integration in the
EU

The crisis had a profound negative impact on the
evolution of intra-EU flows of goods. Intra-EU trade

(*®) Trade and Intra-EU exchanges are measured as imports plus
exports divided by 2. In this report we refer to intra EU
exchanges of goods and services as “imports” or “exports”.

(®% 2013 is the last year for which data are available for EU-28.
After a change in the methodology, 2014 data are available
for most EU except for Croatia, Finland, Italy and Spain. For
that group of EU-24 and with the new methodology, intra-
EU trade in services increased by 7.5 % in 2014 with respect
to 2013.

in goods contracted by 3 percentage points as a
proportion of GDP in 2009 with respect to 2008,
while in services it only dropped slightly. After that
year, and unlike the evolution of trade in services,
trade in goods within the EU has been growing
slightly above GDP accounting for around 20 % of
EU GDP in 2014 (Figure 3.1).

Figure 3.1: Evolution of intra EU trade

22% Intra-EU trade (in % of GDP) 7.0%
21% 6.5%
20% 6.0%
19% - 5.5%
18% 5.0%
17 4.5%

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
——Intra-EU trade in goods (in % of GDP, |hs)
——Intra-EU trade in services (in % of GDP, rhs)

Note: ~ EU-28 minus Spain, Italy, Croatia and Malta for which
full BOP time series are not available at this point,
Trade= % (Imports + Exports) / GDP.

Source: Eurostat

These aggregated data conceal very different patterns
in the integration of the incumbent Member States in
2004 (EU-15) and those that have joined since then
(EU-13). Figure 3.2 shows that the share of trade over
their GDP of the first group has remained basically
flat since 2004, if we exclude the fall in 2009 due to
the crisis (Figure 3.2). Intra-EU exchanges in goods
between the Member States of the EU-15 and the rest
of the Union have remained practically flat
throughout the whole 2004-2014 period, accounting
for less than 20 % of GDP (Figure 3.2). As a matter
of fact, several of these countries have actually
reduced their intra-EU exchanges in the five years
from 2010 to 2014 from the previous period, albeit
only by a small percentage of their GDP.



Figure 3.2: Intra-EU exchanges of goods as a

share of GDP between Member
States (2004-2008 and 2010—
2014)
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In contrast with this, the EU-13 group has displayed
increasing integration in the EU-28 since 2004 if we
exclude the worst days of the crisis. In fact,
integration picked up momentum after the crisis. The
intensity of intra-EU exchanges of goods between
Hungary, Estonia, Lithuania, Latvia, Slovakia,
Poland, Romania, the Czech Republic and Slovenia
with the EU-28 has increased considerably. These
nine of the EU-13 Member States account for much
of the trade creation in the single market.
Nonetheless, it must be noted that there has been an

3.1 The evolution of integration in the Single Market

important increase in the trade in goods between the
Netherlands and the rest of the EU-28. In contrast,
Greece, UK, France and Italy show the lowest levels
of integration in the trade in goods. Of the EU-13,
only Cyprus shows a low level of integration in 2014.

Figure 3.3: Intra-EU trade in goods in % of

GDP
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Table 3.1 gives a clear picture of the considerable
turnaround in the ranking of integration in trade in
goods of the Member States of the Union. In the last
five years, two EU-13 countries, Slovakia and
Slovenia have taken the lead in the ranking of trade
integration in goods from Belgium, the leader in
2010. Large Member States of the EU-15 group
remain at the bottom of the table with much lower
and in some cases, falling trade integration indicators.
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Table 3.1: Evolution in the openness to intra-EU trade in goods of EU-28 (2010-2014)
Trade integration Trade integration
indicator, i.e. imports| indicator, i.e.
Ranking in 2010 plus exports as a Ranking in 2014 imports plus export:
percentage of GDP as a percentage of
2010 GDP 2014
BE 1 59% 4 59%
SK 2 57% 1 68%
HU 3 52% 3 61%
Very open to intra- Ccz 4 50% 2 64%
EU trade in 2010 EE 6 46% 5 51%
Sl 5 46% 6 51%
NL 7 41% 7 44%
LT 8 35% 8 42%
LU 9 34% 13 28%
LV 10 32% 9 38%
AT 11 30% 11 30%
MT 12 29% 14 27%
Open to intra-EU BG 13 28% 10 36%
trade in 2010 PL 14 27% 12 29%
IE 15 25% 16 23%
RO 16 24% 15 27%
DE 17 21% 19 22%
PT 18 20% 18 23%
EU28 20% 21%
DK 20 19% 20 20%
SE 19 19% 21 18%
Fl 21 17% 22 17%
HR 22 16% 17 23%
Least open to intra- FR 23 14% 24 14%
EU trade in 2010 CcYy 24 14% 26 13%
ES 25 13% 23 15%
IT 26 12% 25 13%
UK 27 11% 27 10%
EL 28 8% 28 10%

Source: Eurostat

There are reasons to believe that this subdued
performance of intra-EU goods markets after the
crisis of the EU-15 cannot be attributed to the impact
of the crisis only. The stagnation of intra-EU trade
between the EU-15 and the rest of the EU started
around 2004, well before the crisis struck in late 2008
and 2009. Differences in the trends of integration
patterns between the EU-15 and the EU-13 also seem
to call for additional explanations. Thus, the causes of
the relative stagnation of intra EU exchanges in goods
seem to have been present already before the crisis
struck the EU economy.

There is no doubt that adhesion has been a very
important driver of the integration of the EU-13. The
relatively smaller size of the EU-13 Member States
could explain, at least in part, these higher integration

levels in the EU-13. However, there must be other
additional reasons explaining their higher levels of
trade integration. For instance, Poland, the largest of
these 13 economies with a GDP more than twice as
big as the GDP of Ireland, shows a trade integration
index greater than Ireland. The very high shares of
countries such as Slovakia or Slovenia also point in
the same direction. Thus, country size does not seem
to be the only variable explaining the higher levels of
integration of the EU-13 that joined the Union in or
after 2004.

This stagnation of trade in goods between the EU-15
and the rest of the Union needs to be studied in detail
in future reports. At this moment, a preliminary
analysis of the intra-EU trade flows suggests some
possible hypotheses for future work. The impact of



the crisis, changing patterns in the geographic
location of production activities, some degree of
exhaustion of the possibilities of integration in sectors
where the removal of obstacles has been successful,
and remaining regulatory, structural and behavioural
obstacles in other sectors can be included among the
“a priori” plausible explanations to consider.

A look at the evolution of trade of different groups of
products can also help to give a preliminary glimpse
of the sectors driving these trends in the evolution of
trade in goods. "Machinery and transport equipment"
is by far the most important product group in intra-
EU trade in goods with approximately 7 % of GDP

Figure 3.4:
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for the EU-15. Intra-EU "imports" in this category
have fallen by over 9 % between 2007 and 2013,
although they recovered in 2014 to almost reach their
2008 level. This major product category includes
durable consumption goods (e.g. automobiles) but
most importantly, investment goods too. The
particularly low level of investment in the EU in
recent years may have played a major role in the
evolution of intra-EU exchanges of goods for the EU-
15. The demand for goods in the "Machinery and
transport equipment" group has evolved differently
across countries. In Germany, "imports" of these
goods from other Member States increased by 48 %
in the last 11 years while it fell in Spain and Italy.

Intra-EU "imports™ of goods in the EU-15 by product groups (2004—2014, million Euro)

—e— Raw materials
—m= Chemicals and related products, n.e.s.

Machinery and transport equipment

0

—o—¢—9

2004 2005 2006 2007 2008
Source: Eurostat

Imports of other manufactured products have
remained stable, as have raw materials and
commodities, while other product groups — including
chemicals — have expanded more than income for
other product groups despite the impact of the crisis
and slow growth rates of recent years. Thus, given the
weight and evolution of "Machinery and transport
equipment” imports until 2013, they appear to have
played a determinant role in the stagnation of EU-15
"imports" of goods.

2009 2010 2011 2012 2013 2014

In the EU-13, the demand for "imported” goods
suffered more severely the impact of the crisis in
2009 but it recovered quickly and vigorously after
2009. Intra-EU "imports" of the main product groups,
machinery and transport equipment and other
manufactured products, account for a much higher
share of GDP than in the EU-15, since the beginning
of this period, reaching almost 16 % of GDP for
machinery and transport equipment.
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Figure 3.5:
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Intra-EU "imports" of goods in the EU-13 by product groups (2004-2014, share of GDP)

o= Raw materials
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In summary, the analysis by Member State of the
evolution of trade in goods shows two different
patterns that seem to reflect the different stage of
maturity in the single market: the incumbent Member
States before 2004 (EU-15), where the impulse of
integration seems to have dovetailed and a much
more dynamic group of new Member States (EU-13)
where the impulse of adhesion remains active. This
distinction may be relevant for policy purposes.

A very preliminary look into the sectoral and
geographic breakdown of intra-EU flows in goods
suggests that the crisis, and in particular the subdued
evolution of investment in the EU-15 analysed in
Chapter 1, have certainly had a considerable impact.
However, other structural and regulatory factors
might contribute to explain this evolution of intra-EU
exchanges in goods.

— In the EU-15, the sluggish growth, a mediocre
productivity performance in many countries
and the prevalence of obstacles to integration
in goods as well as in services sectors keep
trade in goods subdued. The quantitative
importance of the “Machinery and investment
goods” sector seems to have been a key factor
explaining the evolution of trade in goods in
the EU 15. Low levels of demand for
investment goods in these countries must have
played an important factors explaining the

2009 2010 2011 2012 2013 2014

relative fall in trade in this sectors among the
EU-15. But evidence provided by a recent
study (see section 3.3.1) points at remaining
regulatory barriers in the railway equipment
sector as an additional factor limiting
exchanges in this rector. In addition, the
importance of barriers and inefficiencies in
services markets for the development of goods
markets should not be underestimated.

— Investment dynamics in the emerging EU
economies and the consolidation of emerging
new trading relations between the EU-15 and
the EU-13 countries have supported the higher
rates of integration of the relatively “newer”
EU Member States. This seems to be
confirmed by evidence provided in the foreign
direct investment and establishment section
below. The impact of a geographic
redistribution of at least some production
activities following the enlargement may
explain the different behaviour of the EU-15
and EU-13 country groups as far a trade in
goods is concerned.

However, all this must be considered as preliminary
evidence calling for new detailed work to learn more
about these patterns. The stagnation of trade flows in
goods over a decade may also call for further work on
the nature and effects of integration and dynamic
efficiency in the single market.



3.1.2  Trade in services: the potential for
further integration in the single
market

Against this background, the situation of intra-EU
exchanges in services is very different. First of all, the
share of trade in services over GDP is much lower
than in goods. In 2014, the share of total intra-EU
exchanges in goods ("imports" plus "exports" divided
by two) ranges between 18 % of GDP for EU-15 and
more than 40 % for EU-13. For services, these shares
go from 4.5 % to less than 7 % of GDP. The nature of
services contributes to explain these differences.
Services are less suitable to be traded cross-border.
Many of them can only be provided if firms or
consumers move cross-border. In those cases,
establishment in other Member States is often the
preferred way for the realisation of service provision.
But there are other reasons at play: there remain
considerable restrictions hindering cross-border
exchanges of services as explained here below and in
the Single Market Strategy.

Figure 3.6: Intra-EU exchanges of services
between Member States (2004—
2014)
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There is a second interesting difference between
intra-EU exchanges in goods and services. Cross-
border exchanges in services as a share of GDP show
a steady and progressive increase over time and they
have not been seriously affected by the crisis. Figure
3.6 shows that both in the EU-15 and in the EU-13,
the intra-EU exchanges of services have been
growing steadily more than GDP over the 2004 to
2014 period. The 2009 shock of the financial crisis

3.1 The evolution of integration in the Single Market

had a much smaller impact on the flows of services
than on goods and this impact was short-lived.

Intra-EU trade in services in %
of GDP
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The breakdown of intra-EU exchanges in services by
sector reveals important differences for various
services activities. Easily traded services such as
travel and transport account for a significant part of
the total transactions with over 24 % and 19 % of the
total cross border trade in services in the EU-28.
However, "Business services" are the main sector
accounting for the largest share of intra-EU trade in
services with over 25 % in 2013. Intra-EU exchanges
in this sector have grown by 5.6 % between 2010 and
2013, but the fastest growing sector in intra-EU trade
terms has been the Maintenance and repair sector
with over 15 % growth in those years.
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Figure 3.8:  Sectoral composition of intra-EU
exchanges of services (2010-2013)
|
— — — —
2010 201 2012 2013

8 Manufocturing service
® Mantenar

Source: Eurostat

The signs of maturity or stagnation identified in the
previous section for the single market for goods,
reflected by different patterns displayed by trade in
the EU-15 and EU-13 groups of Member States, are
not found in the services markets. The differences in
the levels of integration between the two groups of
countries are much smaller and the turnaround in the
ranking of integration in services across countries is
not so clear in favour of the EU-13 countries. Over
time, progressive albeit modest improvements in the
development of intra-EU exchanges in services
sectors can be observed for the EU-28. The most
significant improvements are reported by Ireland,
Belgium and Hungary. Only Cyprus and Bulgaria
show lower trade intensity in the intra-EU exchanges
in services in 2010-2013 compared with 20042008
(Figure 3.7).

Within services there are sectors with considerable
potential of expansion in intra-EU trade. The study on
the implementation of the Services Directive®® and
the Communication preparing the mutual evaluation
exercise®® point out the economic importance of
business services and construction for employment

(**) http://ec.europa.eu/internal_market/services/docs/services-
dir/implementation/report/COM_2012 261 _en.pdf (see
pages 2 & 3).

(®%)  http://eur-lex.europa.eu/resource.html?uri=cellar:be389bae-
2cf4-11e3-8d1c-
0laa75ed71a1.0001.01/DOC_1&format=PDF.

(see page 9 and annex 2). See also Monteagudo at al. (2012)
and European Commission (2015).
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and growth making those two service sectors priority
for the Commission.

The “business services™' sector is particularly

important because it has a considerable impact on the
productivity growth of manufacturing and other
services sectors. Trade in “maintenance and repair
services” is often associated with the acquisition of
capital equipment or consumer durables. In many
cases, these activities are often present in the
development of new business models or in the
bundling of goods and services in "business
solutions”. They also require the contribution or
cross-border operation of skilled labour and/or
professionals considered as regulated professions. As
explained in the Staff Working Document
accompanying the Single Market Strategy, these
activities are often subject to national regulations that
often hinder the development of these cross-border
activities. Despite these difficulties, the considerable
growth and increasing trading activities reported by
these sectors are evidence of their growth potential
once these obstacles are removed.

Box 3.1. The importance of business services

In some Member States, the services value added
content of manufacturing exports is as high as 30%, of
which 40% corresponds to business services. An
implication of a high use of services in manufacturing
exports is that exports of countries with underperforming
services would benefit from reform efforts targeting
services sectors. In addition:

1.  Professional services activities included in the
"business service" category such as architects,
engineering, legal advice, accounting or
management consultancy stand out because of
their ‘special’ characteristics: a) they rely
greatly on professional knowledge, b) are
sources of knowledge and c) are of
competitive importance for their clients. They
perform, mainly for other companies, ‘services
encompassing a high intellectual value-added’
providing  customised  problem  solving
assistance, through tacit and codified
knowledge exchange. Therefore, their role in
the economy goes significantly beyond their
shares in value added and employment.

2. They create significant spill-overs because
they are used in the production of other goods
and services in the economy (supply
spillovers) and can thus have a strong impact
on other sectors’ economic performance. This
is particularly the case of professional services
activities included in the business services

(®") Since 2008, the definition of "business services" used by
Eurostat is based on NACE Rev2. It includes NACE Rev 2
codes: J62, N78, J582, J631, M731, M691, M692, M702,
M712, M732, M7111, M7112.


http://ec.europa.eu/internal_market/services/docs/services-dir/implementation/report/COM_2012_261_en.pdf
http://ec.europa.eu/internal_market/services/docs/services-dir/implementation/report/COM_2012_261_en.pdf
http://eur-lex.europa.eu/resource.html?uri=cellar:be389bae-2cf4-11e3-8d1c-01aa75ed71a1.0001.01/DOC_1&format=PDF
http://eur-lex.europa.eu/resource.html?uri=cellar:be389bae-2cf4-11e3-8d1c-01aa75ed71a1.0001.01/DOC_1&format=PDF
http://eur-lex.europa.eu/resource.html?uri=cellar:be389bae-2cf4-11e3-8d1c-01aa75ed71a1.0001.01/DOC_1&format=PDF
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categories. Thus, the benefits of reforms
aiming at liberalising and improving the
functioning of those professional services, will
spread through the whole economy.

3. The increased fragmentation of production
processes into parts that can be outsourced has
led to more complex systems for
manufacturing production and has enhanced
the role of co-ordination and related
professional-services.  Successful  business
relies more and more on the value provided by
services. Therefore, well-functioning business
services contribute to business successes.

4.  They can be a significant driver of non-price
competitiveness.  Business  services, in
particular professional Services, are
increasingly being used to differentiate
products that can compete on the package of
associated  services (after-sales  service,
maintenance, training, etc.). Business services,

among which professional services, are among
the most important market services sectors for
exports of manufacturing, as demonstrated by
the 30% and 40% proportions referred to
above.?*®

Data on the composition and evolution of the very
diverse activities included in the “Business services”
category are scant and time series are short. However,
Eurostat publishes information shedding light on the
recent evolution of some of those activities for at
least some Member States, although it does not cover
the full EU-28. Among them, computer programming
and consultancy, employment and data processing
services have reported turnover growth since 2008.

(238)

European Commission, The economic impact of professional
services liberalisation, DG ECFIN, Economic Paper
533/2014.

Figure 3.9: Turnover of cross-border deliveries of *'Business services' subsectors for several EU
Member States: value and proportion of total sector turnover (2008-2012)
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Source: Eurostat

The evolution of cross-border activities of these
subsectors was quite different. The bars in Figure 3.9
show the values of the cross-border deliveries of
services to another Member State. The lines indicate

the share of these intra-EU deliveries over the total

turnover of these subsectors.

239

(239)

It is important to note that the total turnovers cannot be
compared across subsector since they correspond to different
EU aggregates. Only comparisons over time to each
subsector are relevant here.
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e Legal, accounting and consultancy services
seem to be increasingly traded cross-border in
the single market. This is due to the relative
increase in the cross-border activities in
accounting, audit and management
consultancy while the value of cross-border
deliveries of legal services remains stagnant
over these five years.?*

e The share of intra-EU cross-border deliveries
of employment services is remarkably low,
which probably reflects the relative degree of
fragmentation of this market in the EU in
national markets.

o While data processing displays growth in
cross-border services deliveries, the situation
seems to be less clear for computer
programming and consultancy services. This
subsector is probably the fastest growing and
largest of the business services activities
included in the “business services” category.
However, the growth of intra-EU cross-border
transactions is barely keeping up with the
growth rate of the overall growth of the sector
and the share of deliveries over total turnover
is relatively flat.

Although this statistical evidence should be taken
with caution given the sparsely available data and the
short time series, it seems to be well in line with the
situation as described by the analysis of legal
restrictions in the documentation accompanying the
Single Market Strategy.

In summary, the resilience of intra-EU exchanges in
services during the crisis shows their importance for
the single market. The steady growth of the share of
these flows over GDP is a sign of a latent potential
for growth in cross-border exchanges in services. The
factors limiting this potential are studied in more
detail in the Staff Working Document accompanying
the Single Market Strategy and the evidence
presented here supports the direction the proposals
included in the strategy. Given the importance of
cross-border investment for services, this analysis
must be complemented with a look into intra-EU
foreign direct investment.

(**) Although accounting and audit are also subject to
considerable professional regulations, their impact seems to
be lessened by the harmonisation of accounting rules with
international accounting reporting standards. See Bloomfield
etal. (2015).
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3.1.3  Foreign Direct Investment and
establishment

Foreign direct investment (FDI)** has been a very
important driver of Europe’s internationalisation and
integration. It has also been a very important
component of the total investment as measured by
Gross Fixed Capital Formation (GFCF). In 2000,
total inward FDI in the EU represented almost 40 %
of EU GFCF according to Eurostat figures, and intra-
EU FDI alone accounted for over 30 %?** This was
an exceptional year, but the level in the past decade
was often above 10 % of total investment.

Figure 3.10:  Inward and outward FDI in
major trading areas of the world
(2000-2013, % of GDP)
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The fall in the outbound FDI flows has been
important between 2004 and 2013. But the reduction
in intra-EU investment flows has been much more
significant and the evidence suggests that low intra-
EU FDI is one of the reasons explaining why
investments in the EU are below their long run trends
(Figure 3.11).

(** Foreign direct investment is any cross-border investment by
a resident entity in one economy with the objective of
obtaining a lasting interest in an enterprise resident in
another economy.

(®*** 2000 was an exceptional year indeed. The share of inward
FDI over GFCF has been very variable over the years but it
has consistently reached 2-digit levels except in 2004 and
the last two years since 2000. It must be noted that the fall
with respect to total trade, the fall in FDI is also remarkable,
reaching just 3 % of trade in 3013.



Figure 3.11:  Intra-EU FDI (1994-2012, as a
percentage of total outward FDI)
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Source: Copenhagen Economics for European Commission with
UNCTAD and Eurostat data

Intra-EU inward FDI from other Member States can
be an indirect indicator of, at least, part of cross-
border establishment.?** Figure 3.12 shows data of
investment flows between Member States and the rest
of the world, including other EU Member States. The
latest data available show intra-EU capital inflows
below 4 % of GDP for the last four years. This is
about half of the levels reached before the crisis. With
the main exceptions of Luxembourg and Ireland, the
fall in inward FDI has been almost generalised
between 2004 (the worst year for FDI before the
crisis) and 2013.2* In Luxembourg, there has been a
steady investment inflow after the crisis that cannot
be found in other countries. The Irish case is
different: although the level of FDI in 2013 has been
considerable, the comparison is distorted by the fall
in FDI registered in 2004.

(*®3) In this section, establishment includes investment resulting
in the creation of branches, agencies and subsidiaries of EU
companies in other member States.

(®**y small increases can be reported in Spain, the Netherlands
and Austria.
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Figure 3.12:  Inward FDI by Member State

(2000-2013, % of GDP)
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The evolution of intra-EU FDI presents some clear
analogies with the evolution of trade in goods. Once
more, there is a different evolution in the EU-15 and
the EU-13 groups of countries. European FDI in EU-
15 Member States reached peaks in 2007 and 2011
but it has fallen since 2011 presenting now levels
below those attained in 2004. On the other hand,
European investment in EU-13 Member States has
been growing consistently since the beginning of this
century and has been little affected by the crisis.?*®

A look into the sectoral composition of FDI confirms
the significance of establishment as a form of
integration in other Member States. Eurostat statistics
of the activities of foreign affiliates indicate that in
2012, services firms accounted for 74 % of all the
foreign affiliates of firms from another Member State
operating in the EU-28. These firms also accounted
for the same turnover as all intra-EU foreign
affiliates. These figures do not include firms in the
financial services sectors where cross-border
establishment is very frequent.?*

(®**) Most FDI into EU Member States has taken place in the
form of mergers and acquisition of already existing
enterprises; greenfield investments have taken a secondary
importance. However, these greenfield investments have
targeted EU-15 Member States instead of EU-13.

(®*)  Financial intermediation accounted for over 65 % of the FDI
stock into services in that year.
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Figure 3.13: Inflows of intra-EU FDI into the
EU-15 and EU-13 Member
States (2001-2012, million Euro)
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With over 49 000 firms, of wholesale and retail
distribution hold the greater stock of foreign

3.1 The evolution of integration in the Single Market

affiliates, followed by the real estate and the
professional, scientific and technical activities with
over 18 000 firms. Manufacturing only accounted for
18 of the total foreign affiliates of intra-EU origin.
That percentage is around 4 % for construction.

Table 3.2: Number and turnover of Foreign Affiliates (FATs) of EU firms in other Member States
(2012)
Number of Turnover or

NACE_R2/TIME affiliates premia
Total bu_smes§ econo.my; repair of.cgmputers, personal and household goods; 156545 40694675
except financial and insurance activities
Mining and quarrying 657 32488,2
Manufacturing 28444 1346479,9
Electricity, gas, steam and air conditioning supply 2338 322497,3
Water supply; sewerage, waste management and remediation activities 1241 21956,4
Construction 8600* 88008,8
Wholesale and retail trade; repair of motor vehicles and motorcycles 49282 1590000
Transportation and storage 8230 1747439
Accommodation and food service activities 3907 257375
Information and communication 10000 200709,6
Real estate activities 16901 27093,2
Professional, scientific and technical activities 18577 115616,1
Administrative and support service activities 8492 119667,4
Services Total (excl construction) 115389 2253567,7
Services Total (including construction) 123989 2341576,5

304614 8134465,8

Note: * denotes 2011 data

Source: Eurostat

In summary, there seems to be some prima faciae
correspondence or may be complementarities

between the evolution of trade in goods and FDI in
the EU. Intra-industry and intra-firm trade seem to



account for a considerable volume of trade, especially
in those sectors that account for a large share of the
intra-EU exchanges. FDI in EU-13 countries triggers
future trade flows as a result of integration after
accession of the EU-13. In EU-15, both trade flows
and FDI have remained relatively subdued but the
causal links are less clear.®” FATs figures suggest

(**y The complementarities between FDI and trade between
goods and services sectors will be the subject of special
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that the inter-linkages between trade and investment
or establishment in integration are very important.
More work is needed to understand these factors
better because barriers in either cross-border trade or
in establishment in other Member States have an
impact along value chains distorting the allocation of
resources and hampering the growth of firms.

attention in a future report.

The performance of markets can be measured
according to different criteria. The same applies to the
single market. This section presents a number of
different overall assessments of the changes in the
performance of the single market and the regulatory
environment that defines it.

This is not an exhaustive assessment because it is not
possible to present in this report a complete
evaluation of the multiple dimensions of the
economic performance of the single market as regards
its impact on competitiveness, job creation, efficiency
or growth effects as well as its social impacts in areas
such as fairness, consumer welfare or cohesion. This
is a first assessment focusing on some basic economic
dimensions. These include allocative efficiency
(goods producers as well as service providers), the
performance of public procurement markets, the
regulatory environment affecting product markets and
the changes in the services sector after the
introduction of the Services directive. Some of these
assessments will be periodically repeated in the future
and others covering additional areas will be
developed in the future.

3.2.1  Brief review of the economic
effects of the implementation of the
Single Market legislation

Product markets

In January 2014, the Commission published a study
conducted by CEES with an in-depth Evaluation of
the Single Market Legislation for Industrial Products.
This study was the basis for the Communication "A

vision for the single market for industrial products"”
adopted on 22 January 2014.%%

Among others, the objectives of the study included:

e Examine how far the body of single market
legislation for industrial products is fit for
purpose and the extent to which they
constitute an effective means of addressing
barriers to the functioning of the single market
for industrial products;

e Identify and analyse any gaps, loopholes,
inconsistencies and duplication in IM
legislation for industrial products or in
administrative requirements for economic
operators;

e Assess the costs and benefits of Union
harmonisation  legislation for economic
operators and the impact on strengthening
industrial competitiveness;

e Assess the cumulative impacts of, and
interaction between legislation and compliance
requirements.**°

The study concluded that the single market legislation
presents a high level of “fitness for purpose”. As
stated in the Communication, “The overall conclusion
is that single market legislation is relevant to meeting
EU objectives relating to the need for technical
harmonisation measures with high levels of
protection for health and safety and consumers and,
to the environment.” (page 7) However, the public
consultation and the study also pointed out to a

(*®y COM(2014) 25  Final. Both  available  at
http://ec.europa.eu/energy/sites/ener/files/documents/2014 i
em_communication.pdf.

(**) A typology and conceptual framework showing how
cumulative impacts have been assessed through the research
is provided in the CEES study.
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number of performance issues that led to 20
recommendations included in the Communication.

In particular, the study reviewed the efficiency and
effectiveness of the implementation mechanisms and
checked for compliance costs using a case study
approach. Probably, one of the main results of the
study was raising awareness about concerns among
many stakeholders regarding the effectiveness of
market surveillance. These concerns arise from:
variations in the human and financial resources made
available for market surveillance activities across
different Member States, the low likelihood that more
complex products such as industrial machinery will
be checked and tested by market surveillance
authorities for technical compliance due to the lack of
adequate technical capacity and practical challenges
in testing products against the requirements set out in
more complex IM legislation such as the Ecodesign
Directive and its implementing regulations.

There are also differences in approach to market
surveillance between those authorities as to the
degree of emphasis they place on checking products
for technical compliance and administrative
requirements respectively. There is a perception
among economic operators that there remain
unacceptably high levels of non-compliance, which
undermines the level playing field and serves as a
disincentive for firms to invest in meeting European
compliance requirements. With regard to e-
commerce, from a market surveillance perspective,
difficulties were detected in preventing non-
compliant products from entering the EU from third
countries purchased on-line.

Regarding the costs of compliance, the study
concluded that single market legislation does not pose
excessive cost burdens, although some pieces of
legislation were regarded as costly (especially those
with other objectives than product safety). In most of
harmonised product groups under review (e.g. electric
motors, lifts, petrol pumps and air conditioners),
annualised compliance costs do not exceed 1 % of
annual turnover of the sector. However, the study
encountered difficulties in getting firms to estimate
substantive compliance costs at the desigh and R&D
phase for many of the harmonised product groups
examined, so the true costs of compliance may be
somewhat higher. There was moreover some
divergence in estimated compliance costs between
different product groups, which does not easily
facilitate cross-product comparisons.

3.2 Single Market Performance

There were only two exceptions where compliance
costs were higher than 1 %, laptops (2 %) and
gardening equipment (3.9 %). In the laptops sector, it
was acknowledged that there were cost synergies
from investment in compliance with European
regulatory requirements when exporting to other
global jurisdictions, even if there are differences in
technical standards. In the case of gardening
equipment, the higher level of compliance costs is
mainly because the costs of compliance with
environmental legislation (e.g. on outdoor noise, non-
road mobile emissions) are relatively high.
Administrative costs are still no more than 0.3 % of
annual sectoral turnover. Nonetheless, there are
concerns as regards the level of administrative costs
and burdens associated with some single market
compliance requirements. The Staff Working
Document accompanying the Single Market Strategy
presents detailed quantitative evidence of these case
studies.

A further a detailed evaluation of the application of
mutual recognition in services has been conducted
more recently. Between June 2014 and May 2015, the
European Commission commissioned an external
evaluation with the view to examine the application
of the principle of mutual recognition in the single
market for goods. It also aimed at identifying sectors
in which the application of the principle is
economically most advantageous, but where its
functioning remains insufficient or problematic. The
evaluation has also been linked to the Regulatory
Fitness and Performance (REFIT) Programme.

It pointed at significant barriers impeding the
principle of mutual recognition to achieve an optimal
application, among which:

e Lack of trust among national authorities,
which leads to authorities in some Member
States adding requirements (such as extra
tests) which are not in accordance with the
mutual recognition principle.

e Lack of knowledge of the application of the
mutual recognition principle among competent
authorities and businesses, often resulting in
the latter abiding by the demands from
national authorities to adapt their products that
are already lawfully marketed in another
Member State.

e Lack of cooperation between national
authorities, not infrequently leading to delays



and incomplete and unhelpful information to
the economic operators.

The valuation produced the following main
recommendations:

e Better monitoring of the implementation of the
mutual  recognition  principle, including
through active involvement of the Product
Contact Points (PCPs). A strengthened role for
PCPs, inter alia through grouping functions
and activities related to Single Market issues
within relevant Member State administrations
to create better dynamics and a single access
point for economic operators.

e Setting up a mechanism for easier
demonstration of “lawful marketing” for
economic operators.

e Better insight into the magnitude of an
incorrect application of the mutual recognition
principle for businesses, particularly for
SMEs.

e Improve dialogue among  competent
authorities, as well as between the competent
authorities and the Commission, including an
improved notification procedure that should
overcome the current discrepancies between
the number of notifications received by the
Commission and the number of decisions
denying or restricting mutual recognition
made by the national authorities.

e Awareness raising campaigns for economic
operators, business associations and national
authorities (including at regional level).

Last but not least, the evaluation identified a number
of sectors where action particularly could be taken,
most important of which construction and food
sectors.

Services: the impact of the services directive
Covering over 45 % of EU GDP, the implementation

of the Services Directive has so far been the largest
recent reform effort in an area relatively to promote
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cross-border provision of services and the free
establishment within the EU.

Its economic impacts have been assessed in detail in a
study issued in 2012.%° Based on econometric
estimations using new data on specific barriers
targeted by the Directive as well as simulation results
obtained from the Commission’s general equilibrium
model (QUESTS3), this study estimated the EU-level
long-term impact of different scenarios of
implementing the Services Directive. The study
concluded that the reforms carried out by Member
States until the end of 2011 would contribute 0.8 %
of EU GDP, with varying impacts across Member
States (ranging from below 0.3 % to more than
1.5%). The study further highlighted the growth
potential of an ambitious implementation of the
Services Directive and estimated its possible
additional economic impact at 1.8 % EU GDP over
20 years, with most of the benefit occurring in the
first five years. Within the sectors considered, FDI
growth would be 8.8 percentage points higher and
productivity 8.9 percentage points higher, on top of
the pre-2011 gains referred to above. These effects
are found to vary significantly across Member States
(Fig 3.14), reflecting differences in sectoral
compositions and export and FDI structures.

The study also underlined the importance of the
domestic transmission channel.®* It showed a direct
impact on labour productivity of the reduction of
specific regulatory barriers thanks to the Directive.
For instance, a 10 % reduction of barriers to
establishment was found to bring about a 1.6 %
increase in labour productivity in services.

(*®% J. Monteagudo, A. Rutkowski, D. Lorenzani, The economic
impact of the Services Directive: A first assessment
following implementation, European Economy Economic
Papers, No. 456, June 2012,
http://ec.europa.eu/economy_finance/publications/economic
paper/2012/ecp456_en.htm.

(*Y Measured as the direct impact on labour productivity of
reduction of barriers affecting domestic establishment.
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Figure 3.14:  Impacts of barrier reductions within the analysed sectors in the EU
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Additional work has been undertaken since to assess
the progress made in implementing the various
strands of the directive and update estimates of the

related economic impacts. It showed that the pace of
national reforms slowed considerably after 2011,
compared to the period following the entry into force



of the Services Directive, and that reform efforts have
been uneven across Member States (Figure 3.15).

Figure 3.15:  Number of restrictions in 2014
compared to 2011 by sectors
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on services in 2012-2014.

Source: European Commission, own calculations
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Based on an improved measurement of the changes in
regulatory barriers, the 2015 assessment has shown
that the largest reform efforts took place in the
restrictions for accountants, hotels, tax advisers, and
engineers, while legal services are still the most
regulated sector in the EU followed by architects and
retail trade (Figure 3.16).
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Figure 3.16:
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For most Member States, there is no evidence of
further reductions in regulatory barriers in the period
2012-2014. In some cases this can be explained by
the fact that regulatory regimes were already
relatively light, but in other cases there has been little
reform progress despite recommendations under the
European Semester. For Ireland and Hungary, barrier
levels are even found to have slightly increased which
could have small negative impacts. In contrast,
Greece, Estonia, Spain, Italy, and Portugal have made
the largest efforts to reduce legal barriers in
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accordance with the directive, with positive growth
impacts of up to 1 % for Greece and 0.3-0.7 % for
the Estonia, Spain, Italy and Portugal.

The new assessment concludes that the economic
gains of reforms carried out in 2012-2014 are
limited, about 0.1 % of GDP growth, and falling short
of the estimated potential impact of 1.8 % in the 2012
study. The detailed impacts on GDP, FDI and trade of
the Member States are shown in figure 3.17 below.
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The results of these studies indicate that further
efforts are needed to ensure enforcement of the
existing legislation. This will also foster resource
reallocation in the single market through its expected
positive impacts on productivity and FDI.

3.2.2  Allocative efficiency across sectors

and Member States

Chapter 2 of this report underlined the importance of
the reallocation of productive resources to improve
the competitiveness of the EU. At present, the
importance of this reallocation is enhanced by the
digitisation of the economy, changing relative prices
of inputs and the new redistribution of labour at
global scale.

In this section, we present some simple indicators as a
first approximation of the state of play of resource
allocation and performance of the single market at
present. These indicators and measures will be
complemented in future editions of the report with
other indicators addressing other dimensions of
market performance.

Allocative efficiency (AE) is the most traditional
criterion to assess market performance. It refers to the

3.2 Single Market Performance

allocation, within or between firms, of productive
factors to their most efficient uses. In that sense it is
particularly relevant to assess productivity.?*? %

This section presents AE indicators for a number of
aggregated industrial and services sectors across most
Member States (Malta is often missing due to data
availability). The productive factor of interest in this
context is labour. Efficiency in the allocation of this
key factor of production will be assessed against the
distribution of labour productivity in the same sector.
Expressed in simple terms, the question of allocative
efficiency then boils down to analysing the extent to
which labour is allocated to the segments of each
sector with the highest labour productivity.

(*®? The fact that this section focuses on allocative efficiency
(AE) should not be interpreted as a suggestion that it is a
more important determinant of productivity than productive
or dynamic efficiency, the other two main dimensions of
productivity. In fact, the relative importance of the three
types of efficiency is likely to vary by product or service,
firm and sector. It is also important to emphasise that the
macroeconomic  importance  of  high or low
productive/dynamic/allocative efficiency depends on the
importance of the sector to the rest of the economy: average
efficiency in a vitally important sector will benefit the
economy more than top efficiency in a sector of little
economic importance, and vice versa for below-average
efficiencies.

This section follows the methodology of the European
Commission’s Product Market Review 2013: Financing the
real economy. European Economy 8/2013.

253

Figure 3.18:  Allocative efficiency in manufacturing (2007-2013)
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The AE indicators presented here measure the
efficiency of the current allocation of labour across
firms within each sector by comparing it with a
hypothetical efficiency level that would be achieved
if labour would be uniformly distributed across firms.
Insofar as the actual distribution of labour is the result
of the functioning of the single market in that sector,
this can be used as a proxy to measure the
performance of the single market from the point of
view of the efficient allocation of labour. A limited
number of selected sectors are presented here.

Box 3.2. Measuring the efficient allocation of
labour

To quantify AE for the purposes of this section, the
product (6 — Gpase)(Ipi — Iptor) is calculated for each
firm size class segment i of every national sector,
after which the products are summed across all size
classes (5 classes for industrial sectors; 6 for
services following Eurostat  classification).
Following European Commission (2013),** the
share of sector employment in size class i will be
used for 6; as a proxy for market share, while 6y,
represents the baseline hypothesis that market
shares (employment proportions) are distributed
equally across size classes: 20% in each of the five
size classes for the industrial sectors, 16.7% in
each of the six classes for services. Ip; and Ipg
denote the logarithms of labour productivity in
firm size class segment i of a sector and for the
sector as a whole respectively. Using logarithms of
labour productivity means that the resulting sum of
products across all size classes can be given a
straightforward interpretation as the percentage
gain or loss in relation to the baseline scenario of
the observed allocation of labour. If the sum is
positive, the observed allocation is better than the

hypothetical uniform distribution across firm size

(*% European Commission, Product Market Review 2013:
Financing the real economy. European Economy 8/2013.
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classes. If the sum is negative, the observed
allocation is less efficient than the hypothetical
uniform distribution.?®

Looking first at manufacturing, labour is more
efficiently allocated than the baseline scenario in
almost all Member States. Exceptions include Greece
and Cyprus. For Ireland and Hungary, data suggest
much higher allocative efficiency than in most other
Member States. For some countries, data are available
for three years (2007, 2010, 2013). Most efficiency
gains are around 20 % and relatively stable over time;
particularly significant improvements in AE can be
reported in Denmark, Belgium and the Czech
Republic while falling AE occurred over time in
Lithuania, Finland and Cyprus (see Figure 3.18).

In contrast with the situation in manufacturing, in the
construction sector, labour is allocated less
efficiently than the baseline scenario. Prominent
allocative efficiency losses are observed in Greece,
Italy, Poland, Hungary and Slovakia. In 2013, the UK
and Bulgaria were the only Member States with
positive allocative efficiency. It is worth mentioning
that this indicator shows a deterioration in the
allocative efficiency for a number of countries,
particularly in Greece, Spain, Portugal, Slovenia and
Belgium in 2013 (see Figure 3.19).

(*®®) The publication European Commission (2013), Product
Market Review 2013: Financing the real economy, European
Economy 8/2013 includes a similar indicator of allocative
efficiency which is slightly different of the one presented
here because it has excluded self-employment. That
methodology has also been used in SWD(2015) 202.
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Figure 3.19:

3.2 Single Market Performance

Allocative efficiency in construction (2007-2013)
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Carrying out the same calculations for distributive
trades (retail as well as wholesale) and
transportation and storage produces the AE values
in figures 3.20 and 3.21. With some exceptions, AE
values are generally negative in distributive trades
(suggesting substantial scope for efficiency gains)
and positive in transportation and storage. Germany is
an exception, having allocative efficiency in trade but
not in transportation and storage. Lithuania stands out
as a Member State with allocative efficiency in trade

2010 m2013

as well as transportation and storage. The results
differ slightly from those in European Commission
(2013)*° due to different aggregations of size classes.
Over time, efficiency does not seem to be improving
significantly in distributive trades, but rather the
opposite. Some Member States report further
deteriorations in this AE indicator.

(®® European Commission, Product Market Review 2013:
Financing the real economy. European Economy 8/2013.
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Figure 3.20:  Allocative efficiency in distributive trade (2007-2013)
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Figure 3.21:  Allocative efficiency in transportation and storage (2007-2013)
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In professional, scientific and technical services™’,
AE values are generally negative (see Figure 3.22),
while in information and communication services
they are generally positive. In the former category,
particularly low values — indicating scope for
allocative efficiency gains — are found for Portugal,

(®*" Scientific research and development; legal and accounting
activities; architecture and engineering; technical testing and
analysis; head offices; management consultancies;
advertising and market research; veterinary activities; other
professional, scientific and technical activities.

Figure 3.22:
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Hungary, Italy, Bulgaria and Greece. By contrast,
Denmark and the UK are the only Member States
with slightly positive AE values. In information and
communication, the highest allocative efficiencies are
found for Bulgaria, Spain, Croatia and Romania. The
results differ slightly from those in European
Commission (2013) due to different aggregations of
size classes. Over time the situation seems to be
worsening in both professional and information
services (see Figure 3.23).

Allocative efficiency in professional, scientific and technical services (2007—2013)
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The analysis in this section reveals a distinction
between goods and services exposed to international
competition and sectors catering mainly for their
domestic market. In manufacturing, transportation
and storage, and information and communication
services, allocative efficiency is high in virtually all
Member States. The output of these sectors is in
many cases traded across borders and EU producers
are often exposed to intense global competition.

By contrast, in sectors such as construction;
distributive trades; professional, scientific and
technical services, competition is more local and
producers are under less competitive pressure. In
these sectors, the assessment of allocative efficiency
often resulted in negative values, indicating that an
equal distribution of labour across the different size
classes would be more efficient. In such cases there is
scope for a more efficient allocation of Ilabour,
however it is not possible to predict how important
such a reallocation would be for firms, sectors or the
economy as a whole.

The evidence presented in this section also suggests
that the direction of changes in allocative efficiency
in recent years has been very diverse across sectors.
While  improvements can be detected in

3.2 Single Market Performance

Allocative efficiency in information and communication services (2007-2013)
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manufacturing, the services sectors mentioned in the
second group above present further deterioration of
their efficiency. The deterioration in allocative
efficiency in the construction sector in several
countries is an additional cause for concern. If
confirmed with further analysis, this gives rise to
additional concerns, especially at a time when an
increasing volume of resources are being shifted from
other sectors toward services.

3.2.3  Overall evolution of product market

regulation in the Single Market

Despite the strong commitment to the creation of a
competitive product market for goods and services in
the EU, significant regulatory and non-regulatory
barriers to the smooth functioning of the single
market persist. After a period of crisis in which
reforms in favour of single competition have stalled
in many sectors, reviving the efforts to further
eliminating these barriers appears to be a priority, as
the single market is widely recognised as one of the
main drivers of potential economic growth and
competitiveness in the EU. A deeper and fairer single
market could allow the EU to reduce the investment
gap with respect to commercial partners and increase
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trade between Member States, facilitating a more
efficient reallocation of resources across Member
States and delivering at least EUR 521 billion and 4
% of GDP growth in the EU.%®

This section presents an overview of the evolution of
product market regulation from 1998 to 2013 based
on the Product Market Regulation indicators (PMRs)
elaborated by the OECD. It must be said that these
indicators measure the situation of markets taking
into account the joint impact of regulations and
legislation developed by the Member States in the
implementation of EU directives and regulations as
well as those developed at their own initiative.

To measure the evolution of obstacles raised by
Member States to a deeper and fairer single market
and the contribution of national measures, the
evolution of economy-wide and sector regulations®®
has been compared with the performances of key
indicators of competitiveness and integration.*°

The analysis shows that all Member States have made
significant efforts over the years to improve market
performance by reducing barriers and regulations.
However, in the last ten years and in particular after

(®® Calculations based on the findings of EPRS (2014), The
Cost of Non-Europe in the Single Market.

(®°) In particular the PMR dataset, OECD.

(**%)  See chapter 2, in particular sections on intra-EU trade and
productivity.
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the crisis, the momentum of reforms in this field has
substantially slowed down, particularly in the EU-15.
This is in contrast with the experience of Member
States that accessed the EU in 2004 or later: they
have made substantial efforts in the same period.
These Member States appear to be reporting higher
trade integration and faster convergence in terms of
competitiveness.

Figure 3.24 shows the performance of Member States
concerning barriers to trade and investment®®’. The
majority of Member States were able to decrease the
level of existing impediments between 2008 and
2013. In particular Hungary, Belgium, Greece,
Slovakia, Italy and Poland report the largest weighted
reductions. However, the average value in the EU
increased with respect to 2008, mainly due to the
above average barriers reported in Croatia, the Baltic
countries, Cyprus and Malta, which were not
included in the 2008 calculations. Moreover,
performances in this domain are still heterogeneous
in the EU: whilst the Netherlands reports the lowest
aggregate score for existing barriers among all OECD
countries in 2013, Croatia reports one of the highest
absolute value.

(**Y  Such barriers can limit the number of suppliers of a product
or service; limit the ability of suppliers to compete or reduce
their incentive to do so; or limit the choices and information
available to customers.

Barriers to trade and investment (2008-2013)
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Source: OECD (aggregate index ranging from 0 (no barriers) to 6)

Although the available data do not cover the totality
of Member States, it is interesting to observe the
evolution of regulation in key sectors such as energy,
transport and communication. Whilst barriers have

generally decreased for all countries, it can be
observed that the largest reductions have occurred in
the two decades between 1985 and 2005 for EU-15
member States (Figure 3.25), whilst among the 13



countries which have joined the Union after 2003,
those for which the data are available show consistent
reductions of the barriers in the 2000-2013 period, in
view and after their accession to the Union (Figure
3.26). Moreover, new entrants show a convergence

Figure 3.25:
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path and among them one group of countries seems
to have converged to the frontier while another group
seems to have converged towards the values of low
performing EU-15 Member States.

Regulation in energy, transport and communication, EU-15 (1975-2013)
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Source: OECD

Figure 3.26:  Regulation in energy, transport and communication, EU-13 (1990-2013)
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Source: OECD (for non-OECD countries only 2013 data is available)

Comparing these trends with data on intra EU-trade,
it can be observed that for many Member States, and
in particular new entrants in the EU, the generalised
increased effort in reducing regulatory barriers
corresponded to an increase in intra-EU trade growth.
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Although other factors certainly contributed to this
evolution, this confirms the strong potential of the
single market in increasing intra-EU trade and
investment.

77



78

Figure 3.27:
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Regulation in professional legal services, EU-13 (2003-2013) vs. EU-15 (1998-2013)
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Source: OECD (for non-OECD countries only 2013 data is available)

A number of existing barriers to the access and
exercise of regulated professions®® are impeding the
full potential of services in the EU. In particular,
professional services and retail regulations have been
reported to be critical in some Member States, as well
as being pointed out by the European Commission
and the Council in the 2015 country-specific
recommendations to Member States. As outlined in
the SWD accompanying the Single Market Strategy,
these services are essential to businesses and
consumers, thus reducing these barriers could have a
substantial  effect on the integration and
competitiveness of the EU. With respect to other

(**3) It must be underlined that the indicators used here for these
regulated professions are those published by the OECD. The
SWD accompanying the Single Market Strategy publishes
an update of these indicators produced by the Commission
services. In order to avoid changes in the methodology with
respect to the data published by the OECD for previous
years, these new estimates of the indicators are not used
here.

1998 2003 2008 2013

energy, transport and communication sectors,
progress in the elimination of barriers in regulated
professions was subdued, as can be observed, for
example, in figures 3.27 and 3.28 which depict the
evolution of existing barriers in legal services and
engineering services, showing neither convergence
nor substantial progress in the last decade.?®® In
addition the implementation of the Country Specific
Recommendations (CSRs) by EU Member States
dropped significantly in 2013. Member States put the
greatest effort into addressing CSRs related to the
financial sector whereas CSRs related to structural
reforms had the highest percentage rate of non-
implementation.”®*

(**) OECD methodology changed in 2008. Therefore data for
2003 and 1998 are estimates.

(**  Source:
http://www.europarl.europa.eu/RegData/etudes/STUD/2015/
547558/EPRS_STU(2015)547558 EN.pdf
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Looking at the aggregate index for all analysed
professional services (Figure 3.29), it can be observed
that the most substantial progress between 2008 and
2013 has been achieved in Italy, Greece, Spain,

Figure 3.29:
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Regulation in professional engineering services, EU-13 (2003-2013) vs. EU-15 (1998-

Austria and Poland. However, overall policy
initiatives in this field have been limited, leaving
scope for further improvements that will particularly
benefit integration and competitiveness.

Regulation in professional services (2008—2013)
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Source: OECD (aggregate index; data for Latvia not available)

The performance of the retail sector is shown in
Figure 3.30. It can be observed that this is one of the
areas in which the EU has achieved substantial
progress when compared to the 2008 situation.
Competition in the retail sector has been fostered
through reforms in many Member States and the
trend has continued in 2014, with further Member

States implementing reforms, offering better market
conditions both to consumers and enterprises and
improving the functioning of the single market. While
the results of the reform process is a notable
achievement, the data also show that in many
Member States barriers are still high and the space for
improvement is still substantial across the EU.
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Figure 3.30:
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Source: OECD (aggregate index; data for Ireland not available)

3.24  Economic convergence in the
Single Market

One of the objectives of the European Union is to
promote the economic convergence amongst Member
States by fostering changes in economic structures
and increasing the degree of market competition.
Closer economic integration is expected to unleash
competitive forces which would lead to further
economic convergence. As shown in Box 3.3 below,
we observe various degrees of convergence for the
EU as a whole (EU-28) in prices, GDP per capita and
labour productivity over the last 15 years. However,
we do not detect any convergence on these
parameters among the fifteen countries that joined the
EU before 2004 (EU-15).

A properly functioning Single Market is expected to
foster market integration and thus the convergence of
prices among Member States. If there are low barriers
to trade in goods and services, prices should be
similar due to the unconstrained interaction of supply
and demand as economic agents take advantage of
arbitrage opportunities. We would thus expect to see
a decrease in the dispersion of prices across EU
Member States, yet this is not exactly what we
observe. Indeed, there has been price convergence for
the EU as a whole over the last twelve years, with a
remarkable convergence among the Member States
who joined as from 2004 (EU-13). However, there
has been stagnation in the dispersion of prices across
the EU-15 over this period. Moreover, we observe a
change of trend among the price dispersion in the EU-
15 since the onset of the crisis. Indeed, prices started
to diverge in the last 5 years, reversing the slight
progress achieved in previous years. This may signal

a compartmentalisation of the single market with the
onset of the crisis.

The effective functioning of the Single Market should
also ease the mobility of production factors (labour,
capital) across Member States. This enhance mobility
of resources should contribute to their efficient
reallocation from less productive firms and industries
to more productive ones. Even if other factors play a
significant role on resource allocation, we could
expect that the disappearance of obstacles to the free
movement of capital and labour would lead to a
convergence in productivity levels.

Ultimately, a convergence in productivity levels
should also stimulate the catching up process from
less developed economies and therefore would be
reflected in a convergence of GDP per capita.
However, we see again different performances
between the EU-28 and the EU-15. While there has
been a slight convergence in the former, there has
been divergence in the latter.

The above-described evolution in the dispersion of
prices shows that there has been an overall economic
convergence among EU Member States in the last 15
years. However, the analysed parameters seem to
imply that the convergence has been driven by the
dynamism of those Member States who joined as
from 2004, since no convergence is observed
amongst those who joined before. Indeed, a more
granular analysis of sigma convergence in labour
productivity at sectorial level clearly shows the
distinct performance of the two groups of Member
States. The overall stagnation in the dispersion of
labour productivity among the EU-15 is in sharp
contrast with a marked reduction among EU-13. This



reduction is very sharp in the years just before
accession and continues at a more moderate pace
afterwards.

This analysis of economic convergence reconfirms
the pattern observed in trade and investment. That is,
the co-existence of a more sluggish performance of
the EU-15 where the single market is relatively more
mature, and a more dynamic evolution of the EU-13
resulting from their accession to EU. This validates
the unquestionable benefits of joining the single
market in terms of a reduction in the economic
disparities. However, the dwindling of economic

convergence dynamics after accession seems to imply
Figure 3.31:  Coefficient of variation in prices
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that the single market does not generate endogenous
factors that would guarantee the continuation of this
convergence in the long term. Reforms of the single
market could certainly lead to a higher degree of
economic integration and convergence. Indeed, the
disappointing performance of the EU-15 may be
partly due to the unfinished status of the single
market, particularly in the services sector, and the
slow or incomplete implementation of reforms in this
area. Yet, the challenge is to ensure that reforms
establish  appropriate  mechanisms to maintain
economic convergence dynamics amongst Member
States in the long run.

Coefficient of variation EU-13

2003 2004 2005 2006 2007 2008

2009 2010 2011 2012 2013 2014

Note:  Purchasing power parities (PPPs), total goods, price level indices and real expenditures for ESA2010 aggregates

Source: Eurostat, European Commission's calculations

Box 3.3.: Sigma convergence in prices

Sigma convergence analysis measures the
evolution of the dispersion of a variable to assess
whether convergence is taking place. In this
section we look at the evolution of the coefficient
of variation (that is, standard variation of the
variable divided by the mean) prices,. A decrease
in the coefficient over time signals a reduction in
the dispersion of data and thus a convergence in
the analysed parameter. In the same way, an
increase in the coefficient signals a surge in
dispersion and thus increasing divergence.

The coefficient of variation of comparative price
levels for goods in EU-28 sharply decreased after
the enlargement of 2004 until the start of the crisis.
Afterwards, price dispersion increased, although
not fully reversing the previous gains. In contrast,
there has been an overall stagnation in the price
convergence across those countries that were EU
Member States before 2004 (EU-15), with a

perceptible increase in the dispersion in the last
five years. (see Figure 3.31)

Similar analyses can be carried out for GDP and
labour productivity convergence.

3.2.5  The role of the public sector: public
procurement markets

The public sector is an important economic player in
the EU economy. The size of public expenditures on
works, goods, and services (representing more than
19 % of EU GDP) makes public procurement a
critical area of single market integration, an important
driver of both Member States' and businesses'
competitiveness, and a critical lever to help achieve
economic recovery and the creation of jobs.
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Public procurement is also directly linked to many
key policy challenges the EU is facing: growth and
jobs, fiscal discipline, modernisation of public
administration, trust of citizens in public authorities,
innovation, and green and inclusive growth.

3.2.5.1 The untapped potential of public
procurement for the integration of
EU firms in the Single Market and
the performance of public
procurement markets

Transparent, fair and competitive procurement
markets across the Single Market create business
opportunities for European enterprises and contribute
directly to economic growth and the creation of jobs.
While steps towards a single European procurement
market have been taken for decades, there are still
significant inefficiencies in public procurement across
Member States that limit cross-border expansion or
growth in the domestic market.

These include for example:

o the different procedures based on the
Remedies Directive 2007/66/EC  which
provides legal tools to aggrieved bidders for
breaches of EU procurement law by public
bodies or utilities;

o the low level of publication of public tenders
at EU level (the estimated average of value of
tenders with utilities corresponds to 4.7 % of
EU GDP);

¢ the varying speed of the implementation of e-
procurement in the Member States;

e the uneven level of professionalization of
public buyers;

¢ the remaining vulnerability to corruption;

3.2 Single Market Performance

e the low number of Member States that have
defined policies for socially responsible public
procurement or for inclusion of innovation
aspects, and the absence of consistent
approaches in implementing these policies
across Member States, especially when they
result in (technical) requirements inhibiting
access to national markets, may affect the
functioning of the Single Market;

e rare cases of aggregation of demand in public
procurement (14 % of contract award notices
at EU level established a framework
agreement in 2009-2014, but it varies with
type of product/service).

3.2.5.2 The level of publication of public
tenders at EU level

One of the key policy issues on Single Market
integration is the level of publication of public
tenders at EU level. Although EU-wide publication of
contracts above certain thresholds is one of the key
obligations stemming from the EU rules on public
procurement, there are some Members States where
the value of procurement published in relation to
GDP is far below the EU average of 4.7 % (2009-
2013). As pointed out above, despite the fact that
increased publicity requirement induces more entry,
transparency of below-threshold procurement varies
greatly across Member States (Figure 3.32).%%

(*®) Research shows that increased publicity requirement induces
more entry and higher winning rebates, which reduces the
costs of procurement and rationalizes public spending.
Increased publicity also selects different winners: it
increases the likelihood that the winner hails from outside
the region of the public administration and that the winner is
a large company. See Decio Coviello and Mario Mariniello
(2014), Publicity requirements in public procurement:
Evidence from a regression discontinuity design, Journal of
Public Economics, 2014, vol. 109, issue C, pages 76-100.


http://econpapers.repec.org/RAS/pma656.htm
http://econpapers.repec.org/article/eeepubeco/
http://econpapers.repec.org/article/eeepubeco/

3.2 Single Market Performance

Figure 3.32: Value of calls for tender published as a percentage of GDP by Member State (2009-2013)
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Source: European Commission based on OJ/TED data

Member States in which the value of published
tenders is relatively small in relation to their GDP,
such as Germany (1.3 %), Luxembourg (1.5 %),
Netherlands (2 %) or Austria (2 %),%*® also have a
current account surplus, i.e. while benefitting from
other countries’ market openness, these countries do
not offer symmetric opportunities for European
businesses from other Member States. An increase in
the value of contracts published EU-wide would
generate additional opportunities for European
businesses in other Member States, including in
Member States with current account deficits. 2’

3.2.5.3 Participation of non-national
operators in national public
procurement

Other symptoms of deficiencies in the functioning of
the Single Market include the low level of

(**%)  If the value of procurement published EU-wide is compared
to public expenditure, the group of four low publication
countries (DE, LU, NL, AT) remains unchanged.

(**") It should be emphasised that a low value in relation to GDP
does not imply that rules are not respected, simply that other
Member States publish tenders representing a higher
proportion of their economy.

Figure 3.33:

participation of non-national operators in the national
public procurement markets, with striking inequalities
among Member States. For EU-28, the average
proportion of contracts which were awarded to
foreign companies in 2009-2014 is 4 % and relatively
stable, the best performers being Luxembourg (15 %),
Malta (15 %), Ireland (13 %), while the countries far
below the EU-28 average are Spain (0.6 %), Bulgaria
(0.7 %), Poland (0.8 %) and France (0.9 %) (Figure
3.33). The reasons for the low level of participation of
non-national operators in the national public
procurement markets include indirect buying from
branches or subsidiaries, where the differences
between Member States in the value of indirect cross-
border awards vary from nearly 0 % to 44 % (the EU
average is around 13.4 %).®® Such indirect buying
distorts data on the proportion of contracts awarded to
foreign companies.

(*®) Ramboll Management (2011), Cross-border procurement
above EU thresholds, study for the European Commission.

Proportion of contracts awarded to foreign companies
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3.2.5.4 The procedures used in public
procurement

One of the key elements that indicate the openness
and the potential for competition in public
procurement is the transparency level, which is
mainly given by the type of procedures used. The
main procedures, which could also indicate the level
of transparency, are the open procedure for high
openness and the negotiated-without-competition
procedure (NOC) for low openness.

Figure 3.34:
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The EU-28 proportion of contract award notices
where the NOC procedure was used is 7.6 % in 2009—
2014, indicating that the observable part is fairly
transparent. But there are certain countries with a
very high proportion of contract award notices using
the NOC procedure, such as Czech Republic (20 %),
Romania (18 %), Slovakia (18 %) and Hungary (17
%). (See Figure 3.34)

Proportion of contract award notices where the NOC procedure was used
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3.2.5.5 Competition in public procurement

The final aim of public procurement policy is to
achieve the best value for money through high levels
of competition among bidders; the proportion of
awards with just single bids is an indicator of low
levels of competition.

Figure 3.35:
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At EU-28 level there were 21 % notices with just one
bidder. The highest figures were for Slovakia (50 %),
Poland (46 %), Croatia (32 %), Hungary (32 %),
Estonia (31 %), Romania (30 %) and Latvia (32 %).
The best performers were Ireland (6 %), UK,
Netherlands and Denmark (each with 7 %). There is a
high potential for improvement for many Member
States (Figure 3.35).

Proportion of contracts for which there was a single bid (excl. frameworks) (2009-2014)
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3.2.5.6 Aggregation of demand

Aggregation of demand has a high potential to help
public authorities obtain best value for money by

incentivizing sellers to achieve economies of scale
which could be shared with the authorities mainly if
competition is strong (or by direct access to
wholesale markets). Aggregation also has the



potential to help public authorities achieve other
important objectives such as social or green targets.
There are two options of demand aggregation —
buying through an established central purchasing
body (CPB) and joint procurement with other entities.
Commodities such as electricity are good examples.

Figure 3.36:

3.2 Single Market Performance

At EU-28 level in 2009-2014, the average proportion
of contract award notices where the contracting
authority is purchasing on behalf of other contracting
authorities was 9 %. There are Member States with
much higher levels of aggregation than EU-28 such
as Ireland (45 %) and UK (23 %), but there are also
countries which much lower levels e.g. Bulgaria (1
%), Romania (1 %) and Portugal (2 %) (Figure 3.36).

Proportion of contracts award notices where the contracting authority is purchasing on

behalf of other contracting authorities (either joint purchasing or central purchasing
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3.2.5.7 Good practices
Aggregation of demand

Ireland — Savings in excess of €21 million have been
achieved by the National Procurement Service (NPS)
when purchasing electricity and natural gas for the
public service in 2011. The NPS strategic approach to
energy procurement will also ensure that the Irish
public sector is on target to meet the national
renewable (green) electricity requirements target of
40 % by 2020. Electricity contracts awarded in 2011
will deliver 51.9 % of electricity generated from
renewable sources.

Scotland — National framework agreement for the
supply of electricity for the Scottish public sector
produced estimated savings of £40 million over an
initial three year period; open to central government,
health, local authorities, universities and colleges,
other public bodies or NGOs; over 99 per cent of in-
scope Scottish public sector volume is committed to
this national agreement.

=
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Italy — Consip acts as the Central Purchasing Body,
procuring supplies and services for the entire Italian
public sector. Following legislative measures
introduced to rationalise public expenditure, the use
of Consip tools is rapidly taking up (from € 3.3bn in
2012 to € 4.3bn in 2013). In 2013, the average
savings generated by Consip, calculated comparing
Consip prices with the average price paid by the PA
for comparable goods and services, was 23 %.

Finland — Finland has an efficient central purchasing
unit, Hansel Ltd, which generates savings for central
government entities through easy and safe public
procurement using framework agreements. In 2013,
these savings amounted to approximately 240 million

euros.?®

eProcurement

Over the years, public procurement has increasingly
benefitted from electronic tools. eTools have proved
to be important for simplifying the whole value-chain
of public procurement, from preparing calls for

(**) Hansel LTD, report of activities 2014.
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tenders and uploading them for all European
companies, to submitting bids and evaluating them.
The simplification of the publication of notices has
also made cross-border business opportunities much
easier to find. Finally, an important benefit of
electronic procurement, which has started to develop
in recent years and is currently gaining momentum, is
the use of procurement data to improve the
governance of procurement systems and detect
procurement anomalies. Whilst e-procurement has
been introduced across the EU, the following are
examples of good practices:

Czech Republic — zIndex is a tool created for
benchmarking public procurement across ministries,
municipalities, and other public institutions. Each
institution has a graphically attractive profile with a
score according to a transparent methodology and is
given space to explain its performance. The tool has
been created by researchers at the Charles University
in Prague.

Portugal — Portugal has been a pioneer in the
implementation of e-procurement. The Portuguese
legislator made an effort to modernise public
procurement, altering the public procurement regime
to include new possibilities arising from
technological developments. As a result the tender
process was made almost completely electronic™
and in most cases tender procedures do not use any
paper documentation at all: in 2011, around 62 % of
all tender procedures were carried out through e-
platforms, out of which 92 % with a value above the
EU Directives' thresholds.””*  Following the
introduction of e-procurement, Portuguese hospitals
were able to achieve price reductions of 18 % on their
procurement contracts. In aggregate, the switch-over
to e-procurement in Portugal is estimated to have
generated savings of about €650 million in the first
year but could have reached €1.2 billion if all
contracting authorities had fully implemented it. The
potential savings amount to between 6 % and 12 % of
total procurement expenditure. Most of the savings
were due to lower prices resulting from higher
competition (more bids per procedure), although
administrative savings were also achieved.?

SMEs access to public procurement

(*™) E-procurement is mandatory for all public contracts with a
value above the PP Directives' thresholds.

(*) See Report on public procurement, page 10
(http://www.base.gov.pt/oop/downloads/RelContr_Pub_201
Lpdf).

(*"®»  Astrategy for e-procurement, COM(2012) 179 final, page 4.

3.2 Single Market Performance

Belgium - Belgium has introduced legislative
measures to facilitate SME participation in public
contracts. Contracting authorities are e.g. no longer
allowed to request tenderers to provide facts or data
which they can easily verify free of charge in an
authenticated  web-application  database called
Digiflow. The database was developed by the federal
authority to facilitate the work of contracting
authorities and to reduce the administrative burden of
tenderers. The use of Digiflow is mandatory to the
federal and regional authorities. According to a recent
study conducted by DG GROW, the share of SMEs
participating in public contracts is slightly higher in
Belgium than the EU average (SBA Fact Sheet 2012
— Belgium). This tends to confirm that the measures
taken by the Belgian authorities have at least to some
extent strengthened the position of SMEs in public
contracts.

3.2.6  The role of the public sector:
modernisation of public
administrations

Modernising public administrations is one of the
priorities of the Europe 2020 strategy for growth and
jobs. Public Administrations are policy makers,
implementers, service providers, regulators but also
investors and procurers. Thus their role in improving
the competitiveness of the general business
environment and creating a climate conducive to
investment by the private sector, and growth for the
purpose of job creation, is crucial. More specifically,
a  well-functioning  administration  facilitates
investment by increasing stability, predictability and
transparency and by reducing running costs for
businesses through the streamlining of procedures
and elimination of red tape. It also improves the
business entry and exit conditions though the
establishment of a simple and stable regulatory
framework or through the adoption of transparent and
fast insolvency procedures

Therefore, improving efficiency in  public
administration and the framework conditions for
business investment are key priorities. This includes
streamlining the regulatory environment in which
companies operate, including combating corruption.
Regarding national justice system this concerns
efforts to improve the quality, the independence and


http://www.base.gov.pt/oop/downloads/RelContr_Pub_2011.pdf
http://www.base.gov.pt/oop/downloads/RelContr_Pub_2011.pdf

the efficiency of judicial systems.?”*As discussed also
in chapter 1 of the report, the 2015 EU Justice
scoreboard®”* shows that there are significant
divergences in the effectiveness of the judicial
systems across Member States, and some of them
continue to face challenges relating to the functioning
of their justice systems.

(*™) The 2015 EU Justice Scoreboard, COM(2015) 116 final,
http://ec.europa.eu/justice/effective-
justice/files/justice_scoreboard 2015_en.pdf.

™ 1dem.

Figure 3.37:  Government effectiveness
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3.2 Single Market Performance

While most Member States are implementing or
planning to implement ambitious reforms aiming at
modernising public administrations and the business
environment, much remains to be done. In actual fact,
data shows that, on average, government
effectiveness has not improved across the EU over
the past five years. According to the World Bank
Governance Indicators, fifteen Member States'
ranking fell in 2014 compared to 2009, while fifteen
Member States achieved an index reading below the
EU average. (see Figure 3.37)

FI NL DK SE DE LU UK IE AT FR BE ES CY EU EE MT CZ PT SI LT LV SK PL HR HU EL IT BG RO

Note:  The Worldwide Governance Indicators summarise information from 30 data sources on views of citizens, businesspeople and
experts in the public, private and NGO sectors. Government effectiveness captures the perceptions of the quality of public
service, its independence from the political process, the quality of policy formulation and implementation, and the credibility of

the government commitment to policies.

Source: World Bank — Worldwide Governance Indicators

Administrative reform measures undertaken in recent
years in Member States cover a variety of areas. For
example, in Bulgaria, Croatia, Hungary, Italy,
Romania and Slovakia new strategies to modernise
national public administrations are either being
drafted or have been launched. In Spain, the 2013 law
on transparency, public access to information and
good governance at central government level entered
into force in December 2014.

Administrative simplification is also high on the
agenda. France and Germany have recently adopted
better regulation work programmes, in Italy a
Simplification Agenda has been adopted and in
Portugal and some other Member States inventories
of the most burdensome regulations are being made
in an effort to reduce these burdens. Other key
measures to reduce administrative burden include the
introduction of the only-once principle and easy-

submitting principles pursued by a number of
Member States. Poland, Spain and Italy are
implementing the common-commencement date
principle where new regulations will enter into force
only twice a year to increase regulatory predictability.
Also, new initiatives to strengthen and promote
digitisation of the public sector have also been
launched in a number of Member States during the
year such as Finland, Bulgaria, Germany and Poland.

Concerning the daily running and opening of
businesses, Czech Republic and Denmark have
reduced the minimum capital requirement to start a
business, Greece lowered registration costs, Lithuania
and the UK made tax registration faster while Malta
and Spain introduced electronic systems which link
government agencies, thereby simplifying
procedures. In 2014 it took, on average, 3.5 days at a
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cost of EUR 313 to set up a private limited company
in the EU (the SBA targets are 3 days and EUR 100).

Thus, while Member States are implementing or
planning ambitious reforms, national administrations

3.3 Remaining barriers to integration in the Single Market

must keep in mind that the challenges to meeting the
needs of the business community require enhancing
the capacities of public administrations, a
commitment to implement agreed policies and
adopting a culture of continued improvement.

3.3 Remaining barriers to integration in the Single Market

The situation of the Single Market calls for attention.
The stagnation of trading in the single market for
goods is due to the fall in single demand in the EU
following the crisis. However, there seem to be other
underlying factors calling for more detailed analysis
to explain why integration has stalled in this area for
most countries that were part of the Union before
2004 and why trade flows have dwindled in some of
them. Progress has been made in the process of
integration in terms of the volume of the cross-border
exchanges in services but these exchanges still
represent a disproportionately low share of GDP.
There is surely more potential for expansion in the
cross-border trading in services within the EU.

This section presents results from recent work
undertaken or commissioned by DG GROW to
identify remaining barriers to integration in the single
market with a significant impact of the performance
of some sectors or value chains with a critical
importance for the competitiveness of the EU. Other
barriers are particularly harmful for the dynamic
performance of the EU by limiting the growth of
young and dynamic export-oriented SMEs.

The barriers presented here have a regulatory or
structural nature. There are other barriers of a
behavioural nature resulting from the conduct of
firms and other economic agents. The most important
of these are the barriers erected by firms in an attempt
to fragment the single market using territorial
restriction practices. The best-known case of these
practices affecting e-commerce consumers is the so-
called “geo-blocking”.

Geo-blocking has been defined as any practice or
measure preventing online consumers from accessing
a web-site or purchasing goods, audiovisual contents
or services based on location of access and/or
nationality. Geo-filtering refers to the practice when
different sales terms and conditions are applied
according to the residence/nationality of the
customer. Part of these practices is legitimate.
Addressing unjustified geo-blocking is part of the

Commission's  Digital Single Market (DSM)
Strategy?”® of May 2015. Geo-blocking and other
restrictions based on the geographical location of the
customer also form the subject of a public
consultation.?” Studies cover this matter at length.?”’
Commercial practices which discriminate recipients
of goods and services on the basis of nationality or
residence may result in fragmentation of the Single
Market in forms that may or not be compatible with
the Treaty and secondary legislation.?”

In this section, we shall not dwell on commercial
practices but only on those regulatory or structural
barriers that are identified as particularly important
for competitiveness in a number of recent case
studies. Further work on these and behavioural
barriers will be conducted for future reports.

These obstacles to the cross border trade within the
single market are often also generic barriers to entry
affecting domestic firms too. In other words, the
elimination of these barriers may require well-
coordinated actions at EU level to complete the single
market in services, but interventions at Member State
level are also necessary to remove those obstacles
presenting national specificities or particular
difficulties. In some cases, these may be the most
effective way of eliminating some of those obstacles.
This is why it is important to ensure coordination and
complementarities in the reform efforts undertaken at
EU and national levels as well as in the monitoring
and identification of those reforms.

(*®) European Commission, A Digital Single Market Strategy for
Europe, COM(2015) 192 final.

(**) Public _consultation on Geo-Blocking and  Other
geographically based restrictions when shopping and
accessing information in the EU at
http://ec.europa.eu/digital-
agenda/en/newsroom/consultation/dsm

(*") See for instance European Parliament, Discrimination of
Consumers in the Digital Single Market, 2013 and Cardona,
M. and Martens, B., Supply side barriers to cross-border e-
commerce in the EU, JRC/IPTS Digital Economy Working
Paper No 2014-13, 2014.

(*®) For a detailed presentation of these practices and their
compatibility with EU law see European Commission, A
partnership for new growth in services 2012-2015,
COM(2012) 261 final.
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Complementarities between actions at national and
EU levels are important in the governance of
economic integration. Integration is a complex
process that requires not just the elimination of legal
and regulatory barriers but actual and effective
market integration that can allow an efficient
allocation of resources. But in addition, it is also
necessary to provide the right governance
environment to ensure stability and a smooth market
operation.

3.3.1  Regulatory barriers in economically
significant sectors for
competitiveness

A recent study?® has identified a number of

infrastructure bottlenecks in logistics that add
significant costs to the internationalisation of
exporting EU firms. These have been grouped in
three categories: barriers hampering internal demand
and infrastructures; regulatory barriers; and barriers
limiting the free movement of skills in the single
market.

3.3.1.1 Structural barriers limiting the
potential of the Single Market at

(**®) Boston Consulting Group (2015), Inventory of Europe's
Industrial Assets for Growth, October.

3.3 Remaining barriers to integration in the Single Market

present: Low demand, vast volume
and enabling infrastructures

On average, around three quarters of the EU's
manufacturing output is not exported outside the EU
and, hence, relies on internal demand. In this regard,
three types of value chains can be identified. First, in
value chains such as food & beverages and building
materials, exports account for less than 20 % of total
production value, which means they are highly
dependent on EU demand. Second, some value chains
export between 20 % and 40 % of their output outside
the EU. Examples include the motor vehicles and
chemicals value chains. Finally, machinery and
pharma are the least dependent on internal EU
demand since they export over 40 % of their
production (Figure 3.38).

With the sharp drop in EU demand in all value chains
since 2008 — except in aerospace, pharma, food &
beverages and chemicals — those with limited access
to external markets have struggled more. Paper &
wood, metals and building materials have been
affected the most by falling internal demand since
they only export between 10 % and 15 % of their
gross output. In short, declining internal
consumption, together with more limited access to
external markets, has severely affected EU-based
companies (Figure 3.38).
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Figure 3.38:
consumption, per value chain

3.3 Remaining barriers to integration in the Single Market

Proportion of the EU’s gross output that is exported and growth of apparent

Paper & wood, metals and building materials are the most
impacted by the decline of internal demand

Share of EU's gross output that is exported and growth of apparent consumption per value chain
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Single market demand for innovative products also
has a significant impact on the competitiveness of
certain value chains. The early adoption of new
technologies in the single market allows local
companies to enhance their capabilities and situate
themselves at the forefront of emerging and
innovative market segments.

For example, early local adoption of new types of
cars and trucks, such as autonomous vehicles (AVS),
could strengthen the EU's global leadership.
Manufacturers can develop top-tier capabilities to
serve local customers, thereby becoming more
competitive to serve export markets as soon as
demand ramps up in other regions.

Similarly, in the EU's textile value chain, increasing
demand for fast fashion could support the EU's
recovery. Fast fashion retailers require a short time-
to-market. If demand for fast fashion products is
strong in the EU, manufacturing textile products in
the EU may become more attractive for companies
since they would be able to reduce their lead times to
serve their customers. Proximity to demand is

30 40 50 60

% of output that is exported outside the EU, 2013

becoming increasingly relevant when deciding on the
location of production facilities.

Finally, infrastructures are a critical factor in avoiding
bottlenecks and spurring demand. There are currently
inefficiencies affecting several value chains that may
limit expected demand growth. Examples include the
EU's electric car charging network, which is not
harmonized nor does it have enough charging
stations, air traffic management (ATM) capacity,
which constrains air traffic and aircraft demand
growth, and fuelling stations to guarantee supplies for
LNG-powered ships.

3.3.1.2 Large pool of highly qualified talent
that can move freely across the EU

The third major single market asset is the provision of
highly qualified talent. There are nearly 225 million
persons employed in the EU. Despite Europe's ageing
population, the number of graduates per year in the
highest skill levels — ISCED levels 5 and 6 — is rising
considerably. In areas such as mathematics,
computing and engineering, the number of new



graduates per year has increased by 20-50 % since
2003.

In manufacturing alone, there are 31.5 million
workers in the EU, which is more than Japan's and
the US' manufacturing workforces combined. In
tandem with the overall increasing number of highly
skilled graduates, the European manufacturing

Figure 3.39:
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workforce's average skills level has also increased in
recent years.

Two elements need to be in place in order for this
talent base to foster a knowledge-driven economy.
Talent must have the skills that companies require,
and they should be able to move freely across
Member States.

Import/export balance in European OECD countries in the refining value chain (2013)

Market imbalance in the refining value chain caused by
taxation policies that favored diesel over gasoline
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Even though Europe's economy has been recovering
from the recession, unemployment has continued to
be significantly higher than before the recession. The
overall unemployment rate has reached 10 %, an
increase of 3 percentage points since 2008. More
importantly, the youth unemployment rate is twice as
high, with over 22 % of those under the age of 25
remaining unemployed (Fig 3.39). This problem is
particularly severe in countries such as Spain or
Greece, where more than half of the youth population
does not have a job.

According to Eurofound's survey, the EU suffers
from a severe skills mismatch. Only 57 % of EU
employees hold jobs that match their skills. The
remaining employees are either overeducated, which
is a key issue in Greece and Lithuania, or
undereducated, which mostly takes place in the most

0.9 i
Gasoline exports are
equivalent to ~40% of
EU gasoline demand

Gasoline Fuel Naphtha

Qil

advanced countries. For example, approximately 30
% of employees are under-qualified in France, Ireland
and Finland. In addition, the limited cross-national
data available suggests that occupational mismatch
still persists for tertiary graduates, with 25 % of them
having jobs that would traditionally be viewed as not
requiring a tertiary qualification.?®

Due to this mismatch, 39 % of firms in Europe have
difficulties finding talent with the required skills; up
from 35 % in 2005. When analyzing countries, the
three Baltic States fall behind when compared to the
rest of the EU. Moreover, manufacturing companies
face more difficulties than the general economy's
average. In European industry, 43 % of firms have

(*®) European Commission, Education and Training Monitor
2015, Staff Working Document,
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skills matching issues, while the figure is only 30 %
for companies from the financial services sector.
Multiple factors explain these difficulties, including
less attractive working conditions, such as
geographical location, or poor recruiting policies.

3.3.2  Barriers affecting SMEs and the

special case of exporting start-ups

Given their flexibility, number and weight in the
economy, SMEs play a very important role in the EU.
However, the relatively small size of many SMEs
means many of them cannot venture beyond their

http://ec.europa.eu/education/tools/et-monitor_en.htm.
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regional or national market. Fixed costs of entry in
export markets, difficulties to access capital and
market failures specific to the activities of SMEs
discourage many SMEs to internationalise.

The percentage of SMEs selling their goods and/or
services to at least another Member State or to a third
country reflects these difficulties. According to
Eurostat figures, only 17 % of firms buy from another
Member State and 9 % beyond EU borders. The share
of SMEs selling in the single market is limited to 14
% while 10 % export to third countries. These
percentages vary considerably across Member States,
ranging from 39 % of SME intra-EU exporters in
Estonia to 4.6 % in Malta. (see table 3.3)

Table 3.3: Internationalisation of SMEs in and beyond the Single Market
Share of SMEs involved in intra-EU || Share of SMEs involved in extra-EU
trade of goods in 2012 trade of goods in 2012
Imports Exports Imports Exports
Austria 58,74% 27,08% 16,23% 15,67%
Belgium 66,67% 34,33% 15,01% 11,05%
Bulgaria 17,09% 15,35% 9,14% 7,77%
Croatia 22,01% 12,57% 15,03% 10,32%
Cyprus 24,38% 5,13% 14,40% 5,02%
Czech Republic 7,62% 7,63% 2,81% 2,38%
Denmark 37,04% 24,39% 23,77% 21,19%
Estonia 38,95% 39,24% 18,02% 14,39%
Finland 27,67% 10,61% 12,67% 11,82%
France 4,95% 8,18% 7,27% 9,39%
Germany 38,91% 29,30% 14,39% 15,10%
Greece 8,23% 5,70% 7,17% 6,26%
Hungary 21,01% 17,30% 5,83% 4,81%
Ireland 31,38% 17,72% 49,50% 31,15%
Italy 15,72% 16,29% 7,89% 14,21%
Latvia 37,19% 25,33% 10,34% 9,49%
Lithuania 19,00% 16,12% 8,21% 9,13%
Luxembourg 28,63% 20,47% 17,82% 11,13%
Malta 20,90% 4,55% 18,03% 6,97%
Netherlands 4,75% 5,26% 12,95% 9,09%
Poland 11,55% 11,44% 4,90% 5,93%
Portugal 25,70% 17,45% 4,96% 9,11%
Romania 21,35% 12,97% 6,56% 4,42%
Slovakia 14,96% 8,40% 2,33% 1,78%
Slovenia 35,92% 20,61% 12,21% 12,57%
Spain 5,77% 5,75% 6,93% 10,42%
Sweden 20,15% 14,38% 13,32% 13,59%
United Kingdom 14,19% 15,64% 13,49% 14,05%
EU 17,05% 14,12% 8,60% 10,20%

Source: Eurostat

The share of EU SMEs selling to another EU country
did not increase between 2008 and 2012, while the

share of exporters to the rest of the world went up to
10.2 % in 2012 from 9.09 % in 2008. The volumes of



exports of SMEs have remained relatively stable
since the 2010 recovery (see Figure 3.40). However,
the evolution of EU-15 is different from the EU-13
minus Croatia. The latter display a steady growth
while for the EU-15 SMEs exports have remained
stagnant in recent years.

Figure 3.40:  Exports of goods by SMEs to the
EU-28 (million Euros)
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The EU has a clearly defined policy in support of
SMEs to help them overcome the obstacles to trade,
especially in the single market. Traditional theory
about international business suggests that companies
first establish a solid home market and go global only
in later stages of their life cycle.

However, this view is challenged by research that
shows that some firms internationalise quickly after
start-up — so-called ‘born globals’. “Born global”
(BG) start-ups are enterprises®® that, soon after

(*®Y) There is no standardised/harmonised definition of BG start-
ups,. Eurofound (2012) suggests a ‘European definition’ of
born globals including among others the following elements:
It has been started, is a spin-off, or has been a business
transfer; it has an active, strategic intention to
internationalise; it has an export share of at least 25 % of
total sales during at least two of these first five years; it is
active in at least two foreign countries, with ‘close markets’
(as regards geographic and cultural distance or language)
also being considered as different markets. All served
countries can be within Europe.

3.3 Remaining barriers to integration in the Single Market

inception, intensively engage in international
activities. They can be found in all sectors of the
economy, but their product/service portfolio is
characterised by a high level of innovation,
technology and/or exclusive design. They fill
important gaps in global value chains. Data from the
Global Entrepreneurship Monitor (2011) show that
they constitute about 2.5 % of all SMEs and 12 % of
young enterprises. Similar results can also be shown
from national data for Austria, Estonia and Sweden.

Born global start-ups are particularly important for
the dynamic development of the EU economy.

Available data highlight that BG start-ups are more
innovative than other SMEs.?®? More competitive
firms that bring new products and services to market
are also likely to outlast and outgrow their
competitors. 45 % of European BG start-ups indicate
to have none or only few competitors, compared to
about one-third of SMEs. 37 % of born globals
consider their products/services new for their
customers while 26 % of SMEs do so. Finally, about
30 % of both BG and other start-ups assess that the
technology required for their products has been
available for a maximum of five years, while only 20
% of SMEs are confronted with such short life cycles.
(See Figure 3.41)%

(*®3 Innovativeness was measured by managers’ and owners’
answers to three following questions: ‘Right now are there
many, few, or no other business offering the same products
or services to your potential customers?’, ‘Do all, some or
none of your potential customers consider the
product/service as new and unfamiliar?’, ‘Have the
technologies or procedure required for this product or
service been available for less than a year, or between one to
five years. Or longer than five years?’.

(®®) Similar results can also be shown by national data. In
Austria, around three-quarters of BG star-ups introduced at
least one new product, service or method between 2010 and
2012, compared to around 70 % of young enterprises and
SMEs. In Sweden, around 70 % of these firms significantly
improved or developed new products and/or services in the
past three years, compared to around half of young
enterprises and SMEs. Sources: Survey of the Austrian
Institute for SME Research on behalf of the Austrian
Federal Economic Chamber, 2013; Survey of the Swedish
Agency for Economic and Regional Growth, 2014.
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Figure 3.41:  Innovativeness by type of company, selected Member States (2011)
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BG start-ups are also comparatively dynamic job
creators and likely to create high-quality and
sustainable jobs and might also have some labour
market integration effects, particularly for youth.

compared to 5.6 in other start-ups (up to 3.5 years)
and 6.7 in SMEs in general. As shown by the
examples of Estonia and Austria in graph 3.42 BG
start-ups also show a greater employment potential

GEM data from 2011 show that on average in than other start-ups or SMEs in general.

European countries, these firms employ 9.6 staff,

Figure 3.42:  Employment change by company type, Austria and Estonia
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Source: Survey of the Austrian Institute for SME Research on behalf of the Austrian Federal Economic Chamber, 2013; Statistics from
Estonian foreign trade data combined with business registry data

These problems affect not just to their exporting
activities but also to their sourcing of key human and
capital inputs.

The dynamism of the EU economy could be
significantly improved if the single market provided a
more favorable environment for the creation,
expansion and growth of BG start-ups. A number of
case studies at EU and EU level provide evidence of e Access to finance: the fragmentation of the
problems currently faced by this type of exporting single market for capitals is an additional
start-ups. Born globals face some specific challenges handicap for the creation of BG start-ups.
that hamper their potential. Some of these problems These companies often require specific
are also common to SMEs in general, but they often financing products that take into account the
present special for BG start-ups difficulties given the provision of risk or other forms of venture
nascent nature or high export intensity of these firms. capital with the risks associated to the
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exporting activities. These products are not their products or services in different EU
equally available across the single market. markets as well as beyond EU borders. These
Even in Member States with a diversified differences in legislations and regulations act
availability of financial products, these as entry barriers limiting the extension of the
companies report special difficulties. For activities of these firms. For example, among
instance, 28 % of Swedish BG start-ups report Swedish BG start-ups, laws and government
limited access to loans as an obstacle for regulations are mentioned as a large obstacle
business development/growth, compared to 16 to business development and growth by almost
% of other start-ups and 13 % of companies in 40 % of the entrepreneurs, compared to about
general.?® 20 % for SMEs in general. This could refer to

the number of legal pieces a company has to
familiarise itself with and adhere to, their
complexity and continuous changes which
make it time consuming for a born global to
stay updated. Furthermore, long procedures,

(*®)  Survey of the Swedish Agency for Economic and Regional e.g. for authorisations, mlght hamper  the
Growth, 2014. company development (see Figure 3.43).

e Business environment: The fragmentation of
the single market in national markets with
different  national  regulations  requires
additional efforts for BG start-ups to market

Figure 3.43:  Labour law related growth obstacles by company type, Sweden (2014)
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Source: Survey of the Swedish Agency for Economic and Regional Growth, 2014

e Migration legislation: Due to their longer hours abroad to benefit of
international orientation and experienced lack compensatory time-off when they return.
of skills in the home market, BG start-ups Between one-tenth and one-third of Swedish
often need to be open to hire foreign workers. SMEs report various elements of labour
As regards non-European candidates, several legislation to be an important obstacle for their
of the interviewed entrepreneurs mentioned business  development and  growth.?®
unfavourable migration legislation as a barrier However, a lower share of start-ups that have
for job creation. Lengthy and difficult-to- been identified to be more dynamic in job
understand application processes make it creation than SMEs on average — encounter
difficult for them to recruit international these problems. This includes both exporting
talents from outside the EU. and non-exporting start-ups.

e Labour law: The rigidity or lack of flexibility
of labour legislation and the complexity and ) Zurve;;}o;otﬁ Swedish Agency for Economic and Regional
frequent changes make it difficult for SMEs to rowtn.
handle them in practice. The Austrian
Working Time Act has been mentioned as a
barrier for employees who are working abroad
on a regular basis and may wish to work
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3.3.3  Remaining barriers to the free
circulation of construction products:
Barriers created by national or
quality marks

The construction sectors show relatively low levels of
integration. Intra-EU exchanges in construction
services represent a low percentage of total
exchanges, well below the share of construction
activities on GDP. The same applies to the cross-
border presence of Foreign Affiliates in other
Member States. The European Parliament (2014)
study®® includes a case study on the situation in
construction materials. It reports on different barriers
affecting in particular SME operators in this sector. A
change from directives to regulations is estimated to
have a non-negligible impact on the sector.

To improve the situation in the construction materials
sector, the Construction Products Regulation (EU) No
305/2011 (CPR) entered into full force on the 1 July
2013, replacing the Construction Products Directive
89/106/EEC (CPD). A recent study has shown
considerable improvements as a result of the
Regulation. For instance, evidence indicates that
clarifying the obligations of economic operators has
been effective in terms of increasing legal certainty
and transparency regarding the rules. In turn, the
improved understanding of companies has facilitated
their ability to comply with the CPR and made
enforcement of the legislation easier for Market
Surveillance Authorities (MSAs). The legal certainty
provided by these provisions has also increased the
respect of legal obligations by economic operators.

The main objective of the CPR — compared with the
CPD - was to facilitate the consolidation of the
Single market for construction products through, inter
alia, simplification, clarification and increasing the
credibility of the legislative framework for
construction products. Under the CPR, the CE
marking shall be the only mark to attest conformity of
construction products with characteristics covered by
harmonised standards. Furthermore, CE marked
construction product must be allowed free movement

(*®%) EPRS (2014), The Cost of Non-Europe in the Single Market,
http://www.europarl.europa.eu/RegData/etudes/STUD/2014/
510981/EPRS_STU(2014)510981 REV1 EN.pdf.
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onto the market of all EU Member States (Article
8(3) and 8(4) CPR).

Quality marks are permitted under the CPR, so long
as they do not cover essential characteristics and fulfil
a different function to the CE marking affixed under
the CPR. Member States are not permitted to stipulate
that a construction product must attain additional
national marks or approvals, over and above those
required by the CPR, before it can be legally
marketed within their territory.

Prior to the CPR, it was evident that trade in
construction products across Member States had been
impeded in various countries, some of which had
been referred to the ECJ. For instance, in 2008, the
ECJ found that the practice of Belgian authorities
encouraging economic operators to obtain Belgian
marks of conformity prior to the marketing of
construction products that had been
manufactured/marketed in accordance with the CPD
in another Member States, infringed the free
movement of goods principle (Article 34, Treaty on
the Functioning of the European Union).

More recently, a case was brought against Germany
where the ECJ ruled in favour of the Commission
with regard to the application of the German U mark
administered by the German Institute for
Construction Technology (DIBt).

A study recently conducted for the Commission
concerning the implementation of the CPR (final
report dated 15 September 2015, conducted by RPA)
concludes that mandatory CE marking of construction
products under the CPR has not enhanced the free
movement of construction products, partially because
national and quality marks are still in use in many
Member States (mainly in DE, FR, NL and UK, but
also in AT, BE, DK, PL, ES and SE). According to
the study, stakeholders report the existence of marks
linked with national standards, de facto mandatory
marks (for example, cases where quality marks are
requirements imposed under public procurement rules
or by insurers) and of market-driven quality marks
(which are recognised and highly rated by customers
and consumers) which restrict market access to
construction products. Where these practices exist, it
is SMEs who are hit hardest, as larger companies can
rely on their good reputation and resources to obtain
additional marks.


http://www.europarl.europa.eu/RegData/etudes/STUD/2014/510981/EPRS_STU(2014)510981_REV1_EN.pdf
http://www.europarl.europa.eu/RegData/etudes/STUD/2014/510981/EPRS_STU(2014)510981_REV1_EN.pdf

Based on the study findings and on the ECJ
judgements, it is recommendable that Member States
analyse the situation in their territories to address the
market access issues which could be created by
national or quality marks.

3.3

Remaining barriers to integration in the Single Market
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4 Financing the real economy

“State of the Union” in Financial Services

4.1 Single Market for Financial Services before the crisis: Financial convergence and
increased cross-border capital flows during EMU

The creation of EMU and the successive enlargement
of the euro area has given rise to rapid financial
convergence since the late 1990s. Financial
integration is a key element of the single market and
has brought significant benefits to EU Member
States. However, as pointed out elsewhere in this
report, economic convergence has not progressed

Figure 4.1:

steadily over time and has been accompanied by
significant imbalances.?’

(*®") This is a contribution of the Directorate General for
Financial Stability, Financial Services and Capital Markets
Union (DG FISMA).

Yields on 10-year government bonds (%)
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Source: Bloomberg

In the run-up to the introduction of the euro, a
remarkable convergence of interest rates towards the
lowest level took place. The expectation was that
ever-closer trade relations and increased coordination
of economic policies would reduce remaining
differences across Member States.”®® But whereas
certain Member States based their growth model on
competitiveness and growing export market shares,
others opted for a model based on credit-driven

(*®®) This was the expectation when the Council tasked the
Commission in 2001 to monitor on a regular basis the
evolution of financial integration in EMU; see the
monitoring document published on an annual basis at:
http://ec.europa.eu/finance/financial-
analysis/reports/index_en.htm.

2005 2007 2008 2011

domestic demand. As a result, the latter group of
countries  persistently lost competitiveness and
experienced higher than average inflation rates,
higher unit costs of labour, and higher deficits on
their current account in that period. Economic
fundamentals, country-specific risks, and national
policies diverged increasingly and were not offset by
correction mechanisms at the supranational level.
Moreover, an inadequate perception and evaluation of
risks by market participants, in some cases
encouraged by statements from international
organizations or prominent academics, also
contributed to a lack of correction of growing


http://ec.europa.eu/finance/financial-analysis/reports/index_en.htm
http://ec.europa.eu/finance/financial-analysis/reports/index_en.htm

4.2 Significant divergences in economic fundamentals during EMU giving rise to imbalances and capital misallocation

macroeconomic imbalances that built up during the
first decade of EMU.

As a result, sovereign debt interest rates of euro area
countries converged remarkably in the run-up to
EMU and continued to move in lockstep throughout
EMU (until the September 2008 global financial
crisis and more in particular the May 2010 euro area

sovereign debt crisis) (Figure 4.1). At the same time,
the introduction of the euro reinforced the global
growth in cross-border capital flows, thanks to the
elimination of exchange rate risk (Lane and Miles-
Ferretti (2008)). The surge in cross-border capital
flows occurred mainly through portfolio debt flows
(bank-based debt driven capital flows).

4.2 Significant divergences in economic fundamentals during EMU giving rise to

imbalances and capital misallocation

Since its creation and up to the global financial crisis
of 2007/8 and the euro area sovereign debt crisis in
2011/12, EMU has been characterized by its unique
institutional framework with a single monetary policy
but primarily national fiscal, economic, and financial
policies  (including  supervision of financial
institutions, financial crisis management, and deposit
insurance). In this setting, low labour and/or capital
mobility and limited fiscal transfers across countries
make Member States potentially vulnerable to
asymmetric external shocks or persistent differences
in current accounts, wages costs or inflation.

Figures 4.2 and 4.3 exhibit the divergences in
Member States’ economic fundamentals, such as
inflation rates and unit labour costs. As a result of the
diverging economic  fundamentals, significant
imbalances in the current and capital account had
been built up over the pre-crisis period (Figure 4.4).

Cumulative inflation since 2000

Figure 4.2:
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4.3 Single Market for Financial Services in the wake of the financial crisis

Figure 4.4:

12 4 Annual balance
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Source: Bloomberg

In some Member States growing current account
deficits were financed by increasing and mostly short-
term capital inflows, predominantly in the form of
cross-border debt via the banking system. Moreover,
longer-term capital flows were often financing
activities such as real estate development that have
strong immediate effects on economic activity but
with limited impact on long-term growth; dynamic
real estate investment also contributed and in some
cases was driving growing credit bubbles in some
countries. However, growth dynamics dominated by
credit financed consumption spending and real estate
investment successfully attracted savings from other
parts of the monetary union as well as from the rest of

Current account balance (% GDP)
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the world, deepening the mis-allocation of resources
towards the least productive uses.

When the international financial crisis broke in 2007-
2008, market perceptions were reviewed, including
financial and country risks. Short-term capital
movements to countries with severe macroeconomic
imbalances stopped and reversed, starting a severe
and disruptive process of adjustment that would
widen up further the gap in financing conditions
among Member States. The apparently high level of
integration in the Eurozone financial markets
vanished and monetary policy transmission
mechanisms stopped functioning adding to the
difficulties of the recovery.

4.3 Single Market for Financial Services in the wake of the financial crisis

4.3.1  Dispersion and fragmentation in
credit conditions

Interventions to rescue the banks pushed public
deficits up significantly in 2009. The fiscal situation
of some Member States became unsustainable and
investors were no longer willing to finance the
deficits and refinance the debt roll-overs. The
problem was worsened by the lack of sovereign debt

restructuring mechanisms, suggesting that a sovereign
default would be disorderly. In addition, a sovereign
default would give rise to major difficulties for
domestic and foreign banks, and hence indirectly
other Member States. Banks have a home bias
towards holding sovereign debt of the home country
but often hold sizeable portfolios of other countries
bonds as well. Banks also are often exposed to each
other.
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Figure 4.5:
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Figure 4.6: Interest rates on loans to SMEs (%)
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The fate of banks and Member States in the euro area
turned out to be highly interconnected giving rise to a
vicious circle between states and banks: Insolvent
states threaten to take down their banks because
banks hold large amounts of sovereign debt on their
balance sheets (in particular of the home country) and
because their stability depends on the public trust in
the robustness of the public safety nets. Insolvent
banks threaten to take down their sovereigns because
of the disproportionate amount of required
government interventions (capital injections and debt
guarantees).

In sum, the global financial and euro area sovereign
debt crisis has shown that financial integration also
carries financial stability risks. An integrated and
properly regulated financial system with a stable and
predictable governance system can contribute very
effectively to the adjustment process when
asymmetric shocks hit by ensuring liquidity and more
stable lending conditions in the economies in

difficulty. Deprived of the right regulatory and
governance conditions, financial integration turns
fragile and renders financial markets less effective to
contribute to the recovery.

Financial integration, if not properly regulated, may
unravel and give rise to renewed fragmentation.
Triggered by the crisis, cross-border bank exposures
declined after 2008 and cross-border credit flows
reversed again, in particular in interbank market.
Banks focussed increasingly on “core” and home
markets and meeting domestic lending commitments.
Financing costs became increasingly dispersed across
countries. The divergence of sovereign yields in a
context of strong connection between banks and
sovereigns resulted in financial fragmentation and
segmentation of risks along national borders. Banks
located in countries with difficulties found increasing
difficulty in refinancing on the market, due to the
perceived poorer quality of the collateral they were
holding. Cross border activity dropped across the
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4.3 Single Market for Financial Services in the wake of the financial crisis

board. The segmentation of bank funding costs was
passed on to retail borrowers and non-financial firms
(Figure 4.5).

4.3.2  Importance of Banking Union to
break the bank-state nexus

A number of extraordinary interventions and
European financial assistance mechanisms provided
an impressive safety net®®® for Member States, but
these crisis mechanisms did not deal with the bank-
sovereign nexus, the fragmentation of the EU banking
sector, the heterogeneity in bank supervision, and the
distortions arising from banks being European
(global) in life, but national in death. Insolvent states
threaten to take down their banks because banks hold
large amounts of sovereign debt on their balance
sheets” (in particular of the home country) and
because their stability depends on the public trust in
the robustness of the public safety nets.

Banking Union was announced on 29 June 2012,
following a historical meeting of euro area heads of
state. Banking Union refers to the framework in
which banking sector policy decisions are taken and
executed at the level of participating countries (euro
zone and member states outside the euro zone that
wish to participate), in particular regulation,
supervision, and resolution.?*

Banking Union is mainly defined by two of these
policies, known as the Single Supervisory
Mechanism (SSM) and the Single Resolution
Mechanism (SRM). The SSM transfers the power to
grant or withdraw banking licenses and related
supervisory duties from national authorities to the

() Alongside the EFSM, EFSF and ESM, funding from the
International Monetary Fund (IMF) and possible ECB
(European Central Bank) purchases of sovereign debt on
secondary markets was made available; for Member States
that have not yet adopted the euro, the Balance-of-Payments
(BoP) assistance was used.

(*%) The zero risk weights and hence capital requirements on
sovereign exposures, the exclusion of zero risk weighted
sovereigns from existing limits within the applicable large
exposure regime, and the categorisation of high-quality
government bonds as highly liquid assets in the EU
regulatory framework for banks have also promoted the
nexus. See also the 2015 “ESRB report on the regulatory
treatment of sovereign exposures”.

(*Y A ssingle deposit insurance is not part of the Banking Union
framework, but it is highlighted in the 5 Presidents report of
June 2015 (http://ec.europa.eu/priorities/economic-
monetary-union/docs/5-presidents-report_en.pdf) as a
crucial reform to complete the Economic and Monetary
Union and to address the bank-sovereign negative feedback
loops which were at the root of the financial .c

ECB, effective since 4 November 2014 (after a
rigorous Asset Quality Review and stress-test).

The objectives of Banking Union are to break the
nexus between banks and states described above, to
ensure that a common high-quality supervision is
applied consistently to all banks, to ensure a stable
cross-border EU  banking  system  through
supranational resolution, and to build the necessary
trust between member states as a necessary condition
to introduce common public financial safety nets
(such as the European Stability Mechanism or ESM).

Figure 4.7: Sovereign spreads for selected
countries over 10-year German
bund, 1 January 2007 to 1
January 2015
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The political announcement of Banking Union was
the game changer the ECB needed to, in turn, launch
its unprecedented Outright Monetary Transactions
(OMT) programme.”* The OMT programme
signalled the ECB’s readiness to buy sovereign bonds
of distressed member states, under certain conditions,
in order to ensure the effectiveness of monetary
policy throughout the euro area. So, the major

(**® The OMT was announced in general terms on 2 August and
in more technical detail on 6 September. It was alluded to
already by ECB President Draghi in London on 26 July
2012, when he stated that “we think the euro is
irreversible... Within its mandate, the ECB is ready to do
whatever it takes to preserve the euro.” President of the
European Council Herman Van Rompuy in a speech noted
that “the European Central Bank was only able to take this
OMT decision because of the preliminary political decision,
by the EU’s Heads of State and Government to build a
Banking Union. This was the famous European Council of
June 2012, so just weeks before Mr Draghi’s statement in
London; he himself said to me, during that Council, that this
was exactly the game-changer he needed.”


http://ec.europa.eu/priorities/economic-monetary-union/docs/5-presidents-report_en.pdf
http://ec.europa.eu/priorities/economic-monetary-union/docs/5-presidents-report_en.pdf
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reversal in sovereign spreads on ltalian and Spanish
debt vis-a-vis German Bund, visible in Figure 4.7 in
July 2012, can be attributed to the introduction of
Banking Union and related flanking measures.

4.3.3  Importance of CMU for the

financing of the EU real economy

The Capital Markets Union (CMU) is a complement
to the regulatory financial reform agenda enacted
after the financial crisis and to the Banking Union.
While the latter provide stability and resilience to
financial markets by creating a safer regulatory
environment, CMU will make a critical contribution
to the financing of the real economy of the EU.%?

The CMU is aimed at rebalancing the sources of
financing in Europe by making capital markets
stronger, which will complement Europe's strong
tradition of bank financing. It will offer to both
borrowers and investors a broader set of financial
instruments to meet their needs, and better connect
financing to companies and investment projects
across the EU. The CMU wants to help complete the
single market for financial services, which will foster
competition and make capital markets deeper, more

(*®) For a detailed analysis we refer to the CMU Action Plan
published on 30 September 2015 as well as the
accompanying economic analysis Staff Working Document
(see http://ec.europa.eu/finance/capital-markets-union).

liquid and more efficient. This will bring three main
advantages to companies seeking finance (Figure
4.8): (i) improve their access to finance, (ii) optimize
their capital costs by creating competition among
investors, and (iii) reduce the risk of disruption in
financing by diversifying their funding sources. On
the investors' side, the benefits come from more
investment opportunities. Efficient capital markets
offer investors a broader set of financial products to
(i) meet their investment objectives, (ii) diversify and
manage their risks, and (iii) optimize their risk-return
profile, while respecting their investment constraints
— whether in terms of risk, duration, or other assets'
characteristics. This results in a greater mobilisation
of resources and an optimized allocation of investors'
capital.

Non-bank financing does not merely substitute for
investment that was previously funded by banks, but
it enables additional investment that banks would not
be ready to fund. In fact, non-bank financing tends to
be better suited to fund riskier investment projects
(with a higher required rate of return), and is also
generally more flexible than bank finance. Overall,
capital markets (especially equity investment)
facilitate entrepreneurial and other risk-taking
activities, which have a positive effect on economic
growth. Capital markets enlarge the potential investor
base, because they act in complement to bank
financing.

Figure 4.8: A stylised view of the economic benefits of integrated and well-functioning capital
markets
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Source: European Commission (Directorate General Financial Stability, Financial Services and Capital Markets Union)
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4.4 Business financing remains a concern, although of a less pressing nature

The CMU goes beyond previous initiatives to foster
the single market for financial services and deepen
financial integration. The CMU shares some
economic objectives with its predecessor, the
Financial Services Action Plan (FSAP), which led to
the adoption of 42 regulatory measures, including 24
legislative measures between 1999 and 2004.%* The

(*®% FSAP was followed by the Commission White Paper on
Financial services policy 2005-2010, which focused on
implementation and enforcement of existing regulation and
on delivering targeted improvements in the existing
regulatory and supervisory frameworks.

FSAP also aimed at reducing obstacles for cross-
border financial investment, thereby unleashing
efficiency gains through higher competition and
realisation of scale effects and allowing better
diversification of risks on integrated financial
markets. The CMU focuses on remaining obstacles to
cross-border investment and the role of non-banks in
the EU financial system.

4.4 Business financing remains a concern, although of a less pressing nature

Access to finance remains a concern for European
businesses, even if it is becoming a less pressing
one.”® Financial flows to SMEs are increasing but
remain subdued. On the monetary side, Quantitative
Easing (QE) by the European Central Bank (ECB) is
having a stronger than expected impact on financial
markets, contributing to lower interest rates and
expectations of improving credit conditions.

SMEs continue to be disadvantaged compared with
large firms in terms of interest rates and the overall
cost of borrowing. Also, more innovative enterprises
experience more problems than less innovative
enterprises.?*

Financing conditions for SMEs continue to differ
significantly across Member States. SMEs consider
financing as the most pressing problem in Cyprus,
Greece and Slovenia; and as the least pressing in
Sweden, the Czech Republic and Denmark.
Comparing across different types of enterprises,
SMEs in the construction sector consider the problem
of access to finance the most pressing.

4.4.1  Bank financing is improving
overall, but difficulties subsist for
several SMEs

There has been an overall improvement in bank
financing conditions. On average, SMEs perceive

(®*®)  According to the European Commission’s and the ECB’s
latest Survey on the Access to Finance of Enterprises
(SAFE), access to finance moved down from being the third
to being the fifth most pressing problem for euro area SMEs
compared to the previous survey round.

(**) European Commission, Survey on the Access to Finance of
Enterprises in the euro area, November 2014.

bank loans to be available. Bank lending rates have
been trending downwards since the third quarter of
last year. The average loan duration remains stable
and loan amounts are increasing overall.

Yet, there is a slight increase in the rejection of bank
loans applications by SMEs. The highest rejection of
loan application is reported by SMEs in the
Netherlands (39 %), Lithuania (36 %), Greece (27
%), Latvia (30 %) and Slovenia (24 %). However, the
relevance of bank loans as a source of financing may
differ between member states, as well as the size of
SME sector. The difficulties of accessing bank loans
are particularly affecting smaller and younger
companies. The highest rejection rate (20 %) is
among micro enterprises employing fewer than 10
people. In addition to the problem of loan
applications being rejected, 18 % of successfully
applying companies received less than they applied
for and 4 % declined the loan offer from the bank
because they found its cost unacceptable. This means
that more than a third of SMEs didn’t get all the
financing they asked their banks for in 2014.%%’

SMEs also report a substantial net increase in
collateral and other requirements for bank loans.
Collateral requirements are considered as tightened
by SMEs in all EU countries, with the highest
average increase in Cyprus, Greece and Slovenia.

(*" European Commission, SME access to finance survey,
November 2014.
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Financial market fragmentation along national lines
has diminished, but remains too high. This
fragmentation hinders the development of deep and
liquid markets, impeding the flow of finance within
the EU and with the rest of the world. Bank lending
rates have gradually showed less dispersion across
Member States, yet significant spreads remains.
Indeed, interest rates above 7 % are reported in
Portugal and Greece, while SMEs in Austria,
Belgium and Luxemburg report rates below 4 %. In
dynamic terms, the highest net percentage of SMEs
reporting an increase in interest rates were in Italy,
Cyprus and Slovenia, while a net decrease was
reported in Sweden, Belgium, Germany and France.

4.4.2  Policy response at national level

Loan guarantee systems have been the preferred
policy measure to ease bank lending. Their scope and
financial allocation have been broadened during the
credit constraint. Furthermore, their efficiency has

45 Conclusions

been enhanced by improving and speeding up
administrative procedures. Yet, as bank financing
conditions improve, it is expected that their role in
supporting the financing of businesses will decrease.

In parallel, measures have been taken to facilitate the
access and transfer of financial information (such as
in the United Kingdom and Spain). Also, the
establishment of development finance institutions in
several Member States has continued. The institution
being set up in Portugal received its financial
company license in September 2014, while a single
development bank has been established in Latvia this
year. Malta is currently considering the possibility of
creating a development bank.

Other policy measures to ease SME access to finance
recently adopted by Member States include
enhancing public venture capital funds (e.g. Finland,
Malta, Spain) and establishing a regulatory
framework for peer-to-peer lending (e.g. Finland,
Netherlands, Spain).

The crisis has shown three things. First, there is a
direct relationship between the financial markets and
those for goods and services. Secondly, there are risks
from incomplete integration and that governance
structures must be adapted to market changes and the
stage of integration achieved. Finally, failures in the
process of integration in one area of the EU economy

can have dear consequences for the rest, because a
large economy needs to ensure high levels of
efficiency in the allocation of resources to be
competitive but also to remain stable and resilient to
shocks.

Economic studies indicate clearly that the
"...members of a union can share risk via cross-
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ownership of productive assets, facilitated by a
developed market, and may smooth consumption by
adjusting the composition and size of their asset
portfolio."**®

To reap the full benefits of financial integration on a
sustainable basis, the governance and institutional
framework must evolve together with increased
integration. Before the crisis, there were no
supranational tools to monitor cross-border risks or to
control the build-up of imbalances, and there were no
tools to engage in coordinated crisis management and
resolution.**

Cross-border openness of private financial markets
and highly mobile capital flows cannot be paired with
incomplete national-based supervisory, regulatory
and crisis management arrangements. This dichotomy
is detrimental in two ways; it prevents, in normal
conditions, a reaping of the full benefits of the
removal of barriers to cross-border movements of
capital and financial services; and it impedes, in crisis
times, even-handed action to maintain financial
stability that is consistent across the euro area. The
resulting fragilities become more apparent under
stress.

Financial integration, properly regulated, will remain
a powerful tool to attain higher standards of freedom,
equity and welfare for society as a whole. New
investment and diversification opportunities should
become available for households as well as firms.
Financial integration should do away with
impediments inherent in the current structure of the
EU financial system that prevent further allocative
efficiency and optimal risk sharing. In addition, more
sound governance, supervisory and regulatory
framework will transform integrated financial
markets into useful instruments to provide stability
and resilience to the real economy against asymmetric
shocks. Breaking up the bond between public
finances and the banking system will provide a more
stable and reliable source of financing to the real
economy.

(**®) Sorensen and Yosha (1998). As a matter of fact, in the USA
62 % of shocks are absorbed by market transactions and
only 13 % by federal tax transfers (Asdrubali et al. (1996))

(**) Financial prudential regulation has long been a subject of
EU competence, but financial supervision and financial
crisis resolution remained purely national prerogatives. This
situation was even true in the euro area where the single
currency resulted in even greater market integration than in
the EU in general, yet financial stability policy was no more
integrated there than in the EU. As a result, both the EU in

45 Conclusions

The 5 Presidents Report of June 2015°® outlines the
ways through which closer coordination of economic
policies can be achieved to ensure the smooth
functioning of the Economic and Monetary Union.
Progress must happen on four fronts: first, towards a
genuine Economic Union that ensures each economy
has the structural features to prosper within the
Monetary Union. Second, towards a Financial Union
that guarantees the integrity of our currency across
the Monetary Union and increases risk-sharing with
the private sector. This means completing the
Banking Union and accelerating the Capital Markets
Union. Third, towards a Fiscal Union that delivers
both fiscal sustainability and fiscal stabilisation. And
finally, towards a Political Union that provides the
foundation for all of the above through genuine
democratic accountability, legitimacy  and
institutional strengthening.

Several advances have been made and continue to be
made. On 30 September 2015, the Commission
presented its Action Plan towards Capital Markets
Union (CMU),** along with several initiatives.*®® It
sets out the steps that the Commission will take over
the next years in order to establish a CMU by 20109.
The CMU Action Plan foresees thirty three actions in
six main areas: (i) Financing for innovation, start-ups
and non-listed companies; (ii) Making it easier for
companies to enter and raise capital on public
markets; (iii) Investing for long-term, infrastructure
and sustainable investment; (iv) Fostering retail and
institutional investment; (v); Leveraging banking
capacity to support the wider economy; (Vi)
Facilitating cross-border investment. The CMU will
ensure more diversified sources of finance so that
companies, including SMEs, can tap capital markets
and access other sources of non-bank finance in
addition to bank credit. At the same time, a well-
functioning CMU will strengthen cross-border risk-
sharing through deepening integration of bond and
equity markets, the latter of which is a key shock
absorber. Truly integrated capital markets will also
provide a buffer against systemic shocks in the
financial sector and strengthen private sector risk-
sharing across countries.

general and the euro area in particular were ill-prepared to
deal with the financial crisis.

()  http://ec.europa.eu/priorities/economic-monetary-
union/docs/5-presidents-report_en.pdf.

(™ COM(2015)468 final.

(3 http://ec.europa.eu/finance/capital-markets-
union/index_en.htm.
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