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- Abstract-

The member countries of the European Union as well as the EU itself have gradually

restricted the potentials to pursue active fiscal policies that can promote a socially and

ecologically balanced growth in Euro-country. The EU is confronted with increasing income

disparities and employment problems which will be aggravated if the integration of the CEE

candidate countries is carried through within the existing restrictive framework. To regain

fiscal capability to act member countries primarily must coordinate their national expenditure

as well as revenue policies. A coordination is particularly important in the realm of national

stabilisation, infrastructure, cohesion and environmental policies. To secure member

countries‘ revenue potentials, the coordination of national tax policies is indispensable;

especially with respect to direct capital taxes (company and interest income taxation) which

are eroded by an ongoing tax competition. Also the introduction of a harmonised energy tax

and of a currency transaction (Tobin) tax is necessary, not only as additional revenue

sources, but also to support environmental goals and to stabilise financial markets.

Additionally, the budget of the EU has to be expanded significantly to finance certain

interventions that can only be carried out on the central level. Expenditures for a common

research policy, for transport, energy and telecommunication infrastructure (Trans-European

Networks) and for cohesion policies must be raised. Furthermore, a European Stabilisation

Fund to support countries affected by asymmetric shocks must be established. To raise the

additional financial means required we propose a fundamental reform of the system of own

resources. The major part of the EU revenues must stem from GNP-related transfers from the

member countries to the EU accounting for member countries‘ relative income positions and

thereby exerting interregionally redistributive effects. As an additional revenue source we

propose a harmonised tax on securities transactions. The EU must also be given the option to

incur own debt to be able to react to unforeseen external shocks.
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1. Introduction

On the national as well as on the EU level the scope of action of fiscal policy has been

gradually reduced during the last decades and particularly in the 1990ies. Whereas the

MacDougall Report had estimated the volume of the EU budget needed after the completion

of the currency union at 7% of the Community’s overall GDP (MacDougall et al. 1977), the

member countries agreed on an expenditure limit of 1.27% of the EU-GDP in the middle of

the 1990ies. In addition, the Maastricht accession criteria (1993) and the European Growth

and Stability Pact (GSP) (1997) restrict member states’ options to run up public debt quite

drastically.1 At the same time, the ongoing international competition in the realm of direct

taxation is gradually eroding the member states’ revenue and thus also their expenditure

potentials.

Under these circumstances, the opportunities to foster economic and social development and

growth in the EU by an active fiscal policy which is based on a view of ”functional finance”

and coordinated between member states are increasingly foreclosed. The coordination of

member states’ fiscal policy required by the Maastricht Treaty (Art. 99) exclusively aims at

supporting and monitoring individual efforts to consolidate national budgets. Thus from a

macroeconomic perspective a contradictory and counterproductive asymmetry can be found

between fiscal and monetary policy in the EU: Whereas monetary policy is fully centralised

and harmonised, fiscal policy - with the exception of debt policy - is decentralised almost

completely and thus offers no lever for an effective common stability and growth policy on

the EU level.

This increasing immobilisation of national governments and of the EU itself with respect to

fiscal policy must be reversed at two levels: Firstly, and most important, national fiscal

policies have to be coordinated to enhance national governments’ capacity to act effectively

and sustainably. Secondly, we propose options for a more active role of the EU itself as an

actor to stake own expenditures and revenues appropriately to support the economic and

social development of the current and the prospective new member states. The main emphasis

is on the coordination of national fiscal policies as member states’ public budgets and

therefore their potential scope of action are of far higher quantitative weight than the EU

budget – even if it was increased according to our demands – ever can be: The share of

expenditures in national GDP is 20% (40% if social security expenditures are included) at

minimum in most member states, compared to an EU budget the volume of which will remain

limited to a one-digit percentage in EU GDP also in the future.
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The considerations presented are rather policy-oriented. Based on a progressive understanding

of fiscal policy, they centre around the question which measures should be taken within the

single areas of fiscal policy on the national and the EU level to achieve regional cohesion and

a higher extent of interpersonal equity, full employment and an ecologically sustainable

growth.

2. Coordination of national fiscal policies of EU member states

2.1 Coordination of national expenditure policies

Although we propose a substantial increase of the EU budget it remains beyond doubt that the

by far largest part of public expenditure in the EU will and should be spent on the national,

regional or local level also in the future. This is so for technical, economic and political

reasons. Moreover, fiscal policy should remain national to a certain extent as a forum of

national political debates, decisions and compromises. However, two facts have to be

recognised. Firstly, in an increasingly integrated European economic area national budget

policies – at least those of the major countries – have repercussions on other national

economies in the EU which must be taken into account in order to avoid political conflicts.

Secondly, with regard to the envisaged formation of a common European identity and a

European social model as an alternative to the US-American model, common goals and

interests must be formulated and implemented by the member states, and one major

instrument in this respect – albeit not the only one –is coordinated budgetary action.

The present mechanism of fiscal policy coordination is seriously flawed, however, because

there is a very weak obligation for positive coordination, while very strong provisions for

negative coordination exist. Positive coordination is provided for by the obligation to

formulate yearly Broad Economic Policy Guidelines (BEPG) for the Community as a whole

and for the member states which are adopted as Council recommendations, i.e. without any

binding force (Art. 99). The negative provision are the strong restrictions on public national

deficits, laid down in the Treaty (Art. 104) and concretised in the two council regulations of

1997 which require balanced budgets respectively budget surpluses in the medium run.

In practice this has led to the situation that the content of the yearly BEPG has shrunk to the

endlessly reiterated confirmation of ”sound public finances”, meaning the avoidance of public

deficits. The insufficiency of these forms of coordination has been tacitly recognised – but not

been overcome – by the establishment of two new institutions for a common discussion and

                                                                                                                                                        
1 Hallerberg (2002) gives an extensive overview over the institutions and agreements on the EU level influencing
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coordination: the Euro-group and the so-called macro-economic dialogue. Both institutions,

however, suffer from the same disease: the lack of cooperation from the side of the ECB.

As an alternative to this increasingly sterile and counterproductive coordination procedure we

propose that fiscal policy coordination between the EU members should be based on three

principles: Firstly, it should be positive coordination based on general European objectives

which can only be achieved through coordinated action. Secondly, in these areas fiscal policy

coordination should have a binding character regarding the participation in a stabilisation

strategy but not regarding the details of budget bill components. Thus it should take the form

of binding decisions, regulations or council directives. Thirdly, fiscal policy coordination

should be flexible enough to leave room for member countries to adapt the general policy to

the specific national structures and macroeconomic diagnoses and problems.

In our view there are at least four areas in which strong fiscal policy coordination is necessary

in order to promote a democratic European project based on the idea of a socially and

economically sustainable future development:2

- policies for stabilisation, growth and full employment

- policies to achieve and maintain a strong European infrastructure

- policies to achieve and strengthen social welfare and cohesion in Europe

- policies to achieve ecological sustainability in Europe.

In other words: Coordination of national fiscal policies on the expenditure side would

encompass the agreement of member states on common positive budget priorities, on the

earmarking of a certain amount of money (as a share of national GDP or of the national public

budget as a whole) for such purposes, and on a procedure to monitor, to assess and to

influence the performance of  the member countries.

The proposed binding character of fiscal policy coordination between member states raises of

course the question of democratic legitimacy as it interferes with the autonomy of national

parliaments. This is problematic for all legal acts of the EU (directives, regulations and

decisions) but particularly in the case of budgetary issues, one of the most important

democratic tools to control governments. Therefore, the obvious democratic gap in the

constitutional structure of the EU must be overcome by constitutional and institutional

reforms which on the one hand establish a more balanced relationship between the directly

elected European Parliament and the Council as representative chamber of member countries

                                                                                                                                                        
national fiscal policy.
2 There are other areas in which policy coordination is essential, like consumer protection, financial market
regulation, enlargement etc. In these areas coordination takes primarily the form of  administrative measures, and
where public money is involved it comes primarily from the EU budget.
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and on the other hand integrate the monetary policy of the ESCB and the ECB, fiscal and

other economic policies into a common framework of discussion and policy making on the

EU level (”economic government”).

Table 1: Major budget components or policy aspects and a selection of economic
indicators

Balance of savings and investments Government financial savings
Budget deficit
Household savings
Total fixed investment
High-tech investments and expenditures
Balance of current account

Competitive position and net exports
Industrial policy

Relative unit labour costs
Net exports
Subsidies to enterprises and specific support
for infant industries

Price stability
Output gap
Expected impact of national budget on
aggregate demand

HIKP, CPI, private consumption deflator
Survey data on price expectations
Forecasts of disposable household income

Labour market status and policies Unemployment rate
Number of persons in labour market
programs
Employment
Participation rate of persons aged 24 to 64
Nominal and real wages
Immigration and emigration
Female labour force participation

Social security
Family support
Pensions

Subsidies for housing
Financial support for motherhood and
children
Employment and working time for persons
aged 55 to 70
Replacement rates

Health and medical services Sickness rate
Waiting time for surgery
Subsidies for medical service costs

Education, R&D and related matters Number of students at different levels of
education
R&D expenditures

Environment and basic resources Emissions
Performance in recycling
Expenditures for environmental clean-up
Sustainability indicator
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Table 1 gives a rough and necessarily incomplete overview over the various parts of national

budgets and also lists possible macroeconomic indicators for the development of the economy

as a whole. On the right hand side it contains economic indicators which could serve,

separately or combined, to judge the overall strength and weaknesses of an economy. Such

presentations in one form or another are the base of political debate in the member countries

and can give an orientation for the concrete design of national fiscal policies that are to be

coordinated within the EU.

2.1.1 Coordinated stabilisation policies

In a large common market like the EU combined spending measures can exert a forceful

stabilising effect because of the low overall import ratio vis a vis third countries. Total

demand effects of public spending are substantial as leakages to outside countries are small

within an integrated economic area in which internal trade flows are dominant. Therefore,

coordinated national public expenditures have a great potential for economic stabilisation.

The growth path of the European economy should be influenced by coordinated stabilisation

policies with the aim to diminish the amplitude of recessions and to prolong upswings, i.e. to

smooth the business cycle and thereby to impact positively on the long term growth rate. The

potential power and the multitude of possible instruments of fiscal policy – coordinated

between the member countries if necessary – would offer this smoothing-out as a realistic

option.

Coordinated national public expenditures are primarily indispensable in the case of large

symmetric shocks which affect all or most member countries. Such shocks can appear in the

form of regular cyclical recessions, price hikes for oil, contagion effects from financial market

crises or the consequences of political events like the attacks on the WTC in New York. The

core of  policy coordination in the case of such shocks is the binding consensus to hold

against the recessive forces and to maintain employment. More concretely, the coordination

package should contain four basic elements.

Firstly, in order to be able to react rapidly member countries should regularly prepare

contingency plans for economic stimulation. That way, the optional extra budgets could be

implemented in a short time and without further ordinary formal procedures in a situation in

which the Council agrees that the current economic situation would need or decisively benefit

from a coordinated package of fiscal measures by the member states. It is important, however,

that these optional budgets are prepared and decided on within the framework of the ordinary

parliamentary fiscal and budgetary bills. The parliamentary control will then be not less
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rigorous and not lagging in time in comparison with the regular fiscal policies on the national

level. These plans should be designed in a way that they allow rapid and useful additional

public expenditures up to a certain volume in every member state, set with reference to the

high expected expenditure multiplier connected with coordinated EU action (possibly

between 2 and 2.5). The ways and specific areas in which the money is spent could and would

differ between countries, e.g. more for public housing in one country, for public services in

another one and for investment subsidies in still another country.

Secondly, there should be binding consensus about the situation in which such contingency

plans should be activated, and the start of the stabilisation efforts should take the form of a

binding decision (which by the way was a potential policy tool for the Community up to

1986).

Thirdly, the stabilisation programs should be financed through low interest loans from the

European Investment Bank (EIB), which are refinanced through EIB-bonds on the capital

market. It would not be difficult to place such bonds on the capital markets at relatively

favourable interest rates. The remaining differential in interest payments between the loans to

member countries at low interest rates (e.g. 3%) and the cost of refinancing (e.g. 5%) will be

financed out of the EU budget. The full use of loans with a volume of 2% of GDP from the

EIB (about 170 billion €) will impose a modest burden of about 3,5 billion € on the EU

budget.

Fourthly, for the whole procedure the GSP should be at least temporarily disregarded, which

is possible if extraordinary circumstances are invoked.3

At least as important as the coordination of national expenditures is the coordination between

fiscal and monetary policy. Here we have strong institutional and constitutional obstacles

which in the last instance requires a revision of the whole construction and mission of the

ESCB. In the meantime, however, there are some possibilities which could be explored by the

member countries and by public political pressure. The ECB is obliged to support the

economic policies of the Community and the member countries, provided the main goal of

price stability is not affected. The ECB has interpreted the statuary independence in a very

broad and excessive way, which is by no way the only or even most plausible way of

understanding it. Neither the definition of price stability nor the assessment of the situation

and potential dangers for price stability is necessarily covered by the independence provision

in the Treaty. Therefore we propose to set up a modified Euro-group in which the ECOFIN,

the ECB and the social partners are members and which has a twofold mission: Firstly, to

                                                
3 The best would of course be to repeal the pact altogether.
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define price stability (possibly in a flexible way with different targets for different economic

situations), and secondly, to assess the current situation with regard to price stability. The

results of such a procedure would be the starting point for coordinated fiscal action on the one

hand and for independent monetary policy on the other hand.

2.1.2 Coordinated infrastructure policies

A strong infrastructure is a basic requirement for social welfare and economic strength and

therefore also for international competitiveness. Most infrastructure projects are national

projects, like roads, urban transport systems, local and regional development projects.

However, in an integrated economic area there is a strong need for common or at least

compatible structures in large infrastructure patterns like telecommunication, motorways,

railways and waterways, air traffic and big research projects. Scattered patterns of

infrastructure in these areas pose substantial obstacles to a united Europe. Furthermore,

projects in these areas are very expensive. Privatisation, which is the major way of dealing

with these issues currently, won’t be viable in the long run, because it tends to preserve the

internationally divergent structures and will be more expensive for the potential users.

Therefore international coordination of such large and publicly financed infrastructure

projects is necessary. A continuous coordination would also contribute to stable employment.

However, large infrastructure coordination is not identical with coordinated stabilisation

policies treated in the preceding section, which must be flexible so that they can be activated

and deactivated according to the current economic phase of the business cycle. Large

infrastructure projects have a long and steady time horizon and require a steady flow of public

money which can only at the margins be modified according to current short term needs.

Since such projects enhance the productivity and performance of the economy as a whole they

can and should be treated as investments, i.e. they can be financed from external sources. The

enhanced growth would lead to stronger growth and more employment, hence to more public

revenue, which would be required for the debt service.4

                                                
4 It should be recalled that another possibility of financing such projects is the monetisation of public deficits. In
the 1950ies and 1960ies this figured as a regular and honourable procedure of public finance in economic
textbooks, and the fact that it is absolutely tabooed since the 1970ies is not so much due to possible economic
deficiencies but much more to the interest and influence of the major capital market actors who benefit from
public debt which goes through the capital markets. Economically this private profit is the only difference
between public debt channelled through capital markets and public debt financed through monetisation.
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2.1.3 Coordinated policies for social welfare and cohesion

Probably more than any other area of economic policy social policy has developed along

national specifities and is still structured in distinct national patterns. There is no need (and no

chance) to change this substantially. However, there is a certain common historical

background which is the basis of the so-called European social model which is much invoked

in spite of all national peculiarities – mostly as an alternative to the US-American social

model.  Currently we experience strong attacks on and an increasing erosion of this European

social model. Therefore common action is needed which must in the first place take the form

of coordinated national activities. We have observed that the European structural policies –

mainly through the Regional Fund (EFRE) and the Social Fund (ESF) - have led to a (modest)

decrease in per capita income disparities between member countries, whereas disparities

within member countries have mostly grown. Under the current conditions the coordination of

welfare policies to preserve and strengthen the European social model could take three forms:

The first one is the formulation and adoption of a binding plan for the steady reduction of

income (or other welfare) disparities within each country or for different country groups. The

second element is the definition of strategies and benchmarks for particular countries or

country groups, to reach specific minimum shares of social expenditure in the public budget

or of GDP which should be reached within a certain period of time. Also – thirdly –

quantitative minimum standards for particular areas like health, pension, welfare and care

provision should be defined on a European level and national expenditure should be raised

until the defined standards are reached.

2.1.4 Coordination of environmental policies

The recent agricultural and climate catastrophes in Europe have impressively demonstrated

the necessity of a coordinated policy for an ecologically sustainable development. Although

the greatest part of an ecological turnaround will not consist of large public expenditure

projects but of administrative measures to change behavioural patterns, public money cannot

only be helpful to support this change, but is essential to manage important tasks like the

environmental clean-up of polluted areas, the restructuring of transport systems or of energy

provision. Some programs in this direction have been adopted on the EU level and financed

through the EU-budget. But much more is needed, which requires the coordination of national

policies and the definition of certain environmental projects as areas of European priority.

Coordination could consist in the agreement to earmark a certain minimum amount of public

money for the ecological turnaround, leaving the concrete ways of spending the money, e.g.
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for the support of renewable energies, the set-up of public local transport systems, clean-up

measures or the promotion of new ways of sustainable housing and construction, to the

discretion of member countries.

2.2 Coordination of national tax policies

The coordination of national tax policies is indispensable to recover the room for manoeuvre

within national expenditure policies which many member states have lost during the past two

decades due to increasing pressure on taxes on (allegedly) mobile capital. Moreover,

coordination of certain national taxes can be an important complement to expenditure policies

and of administrative measures aiming at influencing the behaviour of the private sector.

Three kinds of taxes are concerned: Capital taxes, energy taxes and a tax on currency

transactions (the Tobin tax).

2.2.1 Capital taxes

As a result of the actual (or rather perceived) increasing pressure on direct taxation caused by

increasing European integration and the creation of the domestic market, the taxation

especially of mobile capital was significantly lowered during the last two decades. The

average nominal corporate tax rate in the EU went down from 44.8% in 1980 to 31.8% in

2001; the average top personal income tax rate decreased from 65.5 % in 1985 to 48.5% in

2001 (Schratzenstaller 2002). The persisting differential between nominal corporate tax rates

(applied on profits of corporations which on average are relatively mobile internationally) and

top personal income tax rates (on profits of non-incorporated business whose international

mobility can be assumed to be comparatively low) points at the evolution of dual company tax

systems systematically privileging internationally mobile multinational enterprises.

Even more marked tendencies towards a dualism providing tax abatements for mobile capital

can be found within the personal income tax system (Cnossen 1999): To decrease the

incentives for international tax evasion in the realm of interest incomes a number of EU-

countries (the Scandinavian countries, Austria, Greece, the Netherlands, Belgium, France and

Italy) exclude interest incomes from progressive taxation and apply a relatively low final

withholding tax instead.

Tax competition undermining member states’ revenue potentials has various negative effects.

Foregone tax revenues have to be compensated either by an increase of public debt or rather -

due to the strict provisions of the GSP - by cutting public expenditures, especially social

expenditures. Another alternative is to shift the tax burden onto immobile tax bases. The EU
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member states are pursuing mixed strategies. They cut expenditures for public investment and

for consumptive uses and increase taxes on immobile tax bases, especially on consumption,

but also on dependent labour. Some countries - currently particularly Germany - have to

accept an involuntary increase in public debt which was not intended originally, but is

unavoidable due to massive long-term tax reduction programs.

Company tax systems

To avoid a further intensification of tax competition harmonisation measures within company

taxation have to be taken. The source principle according to which profits are taxed in the

source country - which is the precondition for international tax competition - must be replaced

by the territoriality principle: All profits – regardless of their source – should be taxed in the

country where the head quarter of a multinational enterprise is located; then the location of

profits is irrelevant for a company’s overall tax burden.

In the EU foreign profits currently are mostly taxed according to the source principle. Since

1990, the member states are required by the Parent-Affiliate-Directive to apply measures to

avoid double taxation of foreign profits. They can choose between a system of tax credits

which credits taxes paid in the source country of subsidiaries upon repatriation of profits in

the parent’s country of residence, and a system of tax exemption which leaves repatriated

profits untaxed. The latter method is stipulated in most double taxation treaties agreed

bilaterally between the member states. The tax exemption method realises the source principle

of taxation and makes tax competition possible: Firms have an incentive to realise profits in

low-tax countries by shifting FDI there or – what is more likely and more relevant empirically

– by shifting profits to subsidiaries already located in low-tax countries. Therefore, a first tax

harmonisation measure must be to change the parent-affiliate-directive. The member states

must be obliged to apply the credit method to avoid double taxation of foreign profits as this

is the only method which can effectively prevent tax competition.

Of course, under the condition of different tax rates the residence principle can be practised

purely only when full tax credits are granted: To avoid the problem of a surplus not credited at

repatriation of profits from high-tax jurisdictions (excess credit) the parent company must get

a refund of the difference between the tax liabilities in the host country and in its country of

residence. Then neither tax-induced incentives to invest in low-tax countries nor disincentives

to investment in high-tax countries would exist.

The introduction of the residence principle should be complemented by replacing the current

corporate tax systems by of a conduit system of corporate income taxation (the so-called
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Teilhabersteuer following the model of Engels/Stuetzel 1968). A conduit system fixes the

corporate tax rate at the same level as the top tax rate of the personal income tax. Retained

and distributed profits are subjected to the same tax rate. The conduit system would also cover

non-incorporated firms: Their profits would not be subject to the personal income tax but also

to the conduit tax. Contrarily to the current system also retained profits are taxed in the period

of their formation. The shareholder receives a tax credit for retained as well as for distributed

profits which can be credited against his personal income tax liability. Thus the conduit tax

avoids the double taxation of profits and accomplishes an equitable taxation of investors’

shares according to the ability-to-pay-principle: The profits assigned to an individual

shareholder are taxed at his individual tax rate. Of course it would be useful to introduce a

minimum tax rate to avoid that the pressure to decrease tax rates is shifted to the personal

income tax rates. Regarding current personal income tax rates in the EU countries, a

minimum tax rate of 45% to 50% would be appropriate. Foreign source profits are treated the

same. Retained and distributed profits are taxed with the source country’s conduit tax rate.

Shareholders as well as corporations receive a tax credit which they can use in their residence

country.

Interest taxation

The evasion of income taxes on interest income and the international tax competition for

portfolio investment can be combated by realising the harmonization proposal by the

European Commission as soon as possible (Europaeische Kommission 2001): All EU-

countries have to join a system of information exchange on interest incomes earned by foreign

investors so that the national financial authorities can control whether all incomes are

correctly and completely declared for income taxation. Although in the medium-term the

integration of third states like Switzerland or the United States into the agreement is important

to avoid that investors evade taxation by moving their capital to those countries, the EU

should not make the introduction of a harmonization agreement conditional on the agreement

of third countries: An appeal to third states to join the agreement can only be credible if the

EU member states themselves come to terms with respect to an EU wide agreement

beforehand. Should the relevant third states turn out to be non-cooperative further, the EU

should resort to measures similar to that applied by the United States in 2000. The US-

American government forced the major banks in important host countries (Luxembourg,

Germany, Switzerland etc.) to agree to regularly inform the US-American Internal Revenue

Service (IRS) about the interest revenues of US-American citizens by threatening to exclude
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them from the US-American capital market in case of non-compliance. Due to the size of its

capital market, the EU has enough bargaining power to enforce the cooperation of third states

in such a way.

2.2.2 Energy taxes

On the national level, climate saving policies in the form of environmental regulations and

expenditures designed for the protection and the improvement of the environment must be

complemented by introducing ecological elements into tax systems. The achievement of the

targets stipulated in the Kyoto protocol requires energy taxes – especially on carbon dioxide –

which influence production decisions by the energy producing sector and consumption

decisions by the private sector (the enterprise and the household sector). The coordination of

carbon dioxide taxes between member states is necessary to avoid distortions of international

competition. Moreover, negative external effects connected with the production and

consumption of energy often are not restricted to a single nation state but are cross-border

externalities: This is true for carbon dioxide emissions as well as for potential dangers

connected with the production of nuclear energy. Therefore, from an efficiency point of view

international coordination is desirable.

The latest suggestion for the taxation of energy by the European Commission was made in

1997 (Europaeische Kommission 1997), reinforced by a communication in 2001 (European

Commission 2001): The Commission suggested a minimum taxation of energy in 1998 which

should be raised in two steps in 2000 and 2002. However, this concept has several

shortcomings concerning an effective and efficient taxation of energy. The levels of the

suggested tax rates on fuel for motors and on energy for heating purposes as well as on

electricity do not correspond to the carbon dioxide intensities of the energy sources used.

Moreover, the tax rates suggested for 2002 are – with the exception of the energy sources

which up to now are tax exempt in several member countries, i.e. coal, heavy fuel oil,

kerosene – below the respective tax rates already levied in most member states. The

suggestion therefore goes into the right direction, but the rate of introduction and the level of

tax rates are not sufficient. Another important point of critique is that the energy producing

sector and therefore primary energy sources are completely tax exempt: Thus there are no

incentives for the restructuring of the mix of primary energy sources used for the production

of energy and for the introduction of more efficient energy saving production technologies.

Moreover, nuclear energy must be included in a system of energy taxation by levying a tax on

fuel elements to avoid the substitution of fossil energy sources by nuclear energy.
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Not acceptable is the concept of subsidising social security systems using the revenues from

energy taxation to decrease social security contributions and therefore the cost of labour

which is underlying the Commission’s suggestions. The Commission aims at realising a

”double dividend” by improving the environment and simultaneously increasing employment

by decreasing the cost of labour. This concept is problematic out of several reasons. Firstly,

the employment problems in the EU are not caused by excessive labour costs. Secondly, an

effective ecological rebuilding requires to reserve the revenues from energy taxes for

ecological investments. And finally, effective energy taxation reduces its own tax base in the

long run and therefore cannot constitute a sustainable basis for financing social security

systems.

2.2.3 Tobin tax

The EU member countries should introduce a harmonised Tobin tax (Tobin 1978), i.e. a tax

on currency transactions (Groezinger 2001; Huffschmid 2002). We propose a two-tier-design:

In normal phases, i.e. in times without major fluctuations on foreign exchange markets, the

tax rate should be comparatively low: A tax rate of 1% on all turnovers would be sufficient. In

times of high volatility on foreign exchange markets, the tax rate should be raised temporarily

so that speculative transactions and attacks are made unprofitable. The proceeds of the Tobin

tax should be transferred as financial aid to developing countries.

3. The budget of the EU

Although we are convinced that the coordination of national fiscal policies is the most

powerful and effective approach to support an economically, socially and ecologically

sustainable development of the member states of the EU, we take it as given that certain

allocative, social and ecological goals cannot be achieved without interventions on the EU

level.5 Appropriate measures require a larger EU budget, however. By deciding on the

structure and the level of the EU budget, the starting point necessarily are the EU

expenditures. After having determined these, the next step is to identify revenue sources to

finance the necessary expenditures.

                                                
5 For the theoretical discussion concerning the appropriate assignment of policy areas to the different federal
levels see, e.g., Spahn 1991a; Eichenberger 1994; Oates 1999; Seidel/ Vesper 1999.
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3.1 Expenditures

Table 2 gives an overview over the development of the EU expenditures from 2000 to 2006. It

is obvious that agricultural expenditures still account for the lion’s share of overall

expenditures. Total expenditure commitments without enlargement will decrease from 1.13%

in 2000 to 0.97% in 2006 to compensate for the increasing expenditure commitments

connected with the enlargement, which according to the Agenda 2000 is to be financed in a

revenue and therefore expenditure neutral way. The upper expenditure limit is kept constant at

1.27% of total EU GDP during this period. However, total expenditure commitments

including enlargement will be reduced from 1.13% in 2000 to 1.12% in 2006, after reaching a

peak of 1.18% in 2003. Therefore, the actual expenditures planned by the EU do not even

reach the low upper limit of 1.27% of total EU GDP. The financial means available to react to

unforeseen expenditures (as the difference between planned expenditures and the upper limit)

are fluctuating between a high of 0.16% of EU GDP in 2002 and a low of 0.09% in 2003; in

the following years it will be at around 0.15%.

Table 2: Structure of EU expenditures 2000 to 2006

2000 2001 2002 2003 2004 2005 2006
Agriculture (in %)1) 44.0 45.7 46.4 46.8 46.5 45.9 45.8

Structural policy (in %)1) 34.8 33.6 32.9 32.4 34.3 32.4 32.1

Structural funds (in %)1) 32.0 30.8 30.1 29.6 29.5 29.6 29.3

Cohesion funds (in %)1) 2.8 2.8 2.8 2.8 2.7 2.7 2.8

Other expenditures (in %)1) 17.4 17.3 17.4 17.4 17.9 18.3 18.6

Pre-accession aid (in %)1) 3.4 3.3 3.3 3.4 3.4 3.4 3.4

Total commitments without
enlargement (in mill. €)

93 952 97 372 97 696 97 226 95 680 95 040 94 551

Enlargement (in %)2) - - 4.2 6.7 8.8 11.1 13.5

Agriculture (in %)2) - - 1.6 2.0 2.4 2.9 3.2

Total commitments including
enlargement (in mill. €)

93 952 97 372 102 002 104 205 104 927 106 939 109 343

Upper expenditure limit (in %)3) 1.27 1.27 1.27 1.27 1.27 1.27 1.27

Total expenditures without
enlargement (in %)3)

1.13 1.11 1.12 1.10 1.04 1.00 0.97

Total expenditures including
enlargement (in %)3)

1.13 1.11 1.17 1.18 1.14 1.12 1.12

Unforeseen expenditures (in %)3) 0.14 0.16 0.10 0.09 0.13 0.15 0.15

1)  Of total expenditure commitments without enlargement.
2) Of total expenditure commitments including enlargement.
3)  Of EU GDP.

Source: Caesar 2002; own calculations.
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3.1.1 Allocation

Regarding the allocation function of the public budget, the public provision of goods and

services generally is discussed from the point of efficiency in economic theory: In which

cases should a certain good be supplied by public administration at all? According to the

traditional fiscal federalism and public finance approach, the central requirement is the

existence of ”market failure”. This approach presupposes that in general market processes

lead to efficient outcomes, with the exception of some goods with certain characteristics in

production or consumption for which the outcomes are inefficient (”market failure”), i.e.

consumption respectively production is inefficiently high or low. Most important are goods

with economies of scale in their production or goods with externalities in production or

consumption (the extreme case are public goods which are characterized by perfect positive

externalities). With respect to the public budget in the EU and the assignment of functions to

certain levels, one has to focus on externalities between regions/member states and on those

economies of scale which imply that production is more efficient on a higher – respectively

the central – level. In both cases, there is a supposition that the assignment of the provision of

the respective goods and services to the EU-level is more efficient than to a lower (the

national or the regional) level. The prerequisite is a certain political homogeneity concerning

the extent and the qualities respectively the kinds of goods produced by the public sector.

Moreover, the costs of coordination must not exceed the efficiency gains by a central

provision.

Of course, discussing the general question – which goods should be supplied by public

institutions and which ones by the private sector – from the ”market failure” point of view

only has limited relevance. Firstly, the general assumption of market processes being efficient

has to be questioned. Secondly, the question of producing and providing goods in non-market-

directed processes must be discussed also under other aspects than efficiency, taking into

consideration aspects of democratic participation and of distribution. As we concentrate on

the assignment of existing public economic functions to the different levels of public

administration of the EU and not on a general discussion of the concept of market failure,

however, we refer to the traditional fiscal federalism and public sector approach in the

following. 6 From our point of view, there are three major fields in which public policies

should be assigned to the EU level and in which funds should be provided by the EU budget:

                                                
6 The distribution function of public budgets is discussed in a separate section of this paper.
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A common research policy; Trans-European Networks (TEN) in the fields of transport,

energy and telecommunication; and environmental policy.

A common research policy on the EU level is important as complex knowledge and

innovations are generated in complex processes. To a certain extent, increasing the number of

participants in common research projects can avoid duplication of efforts and thus can create

economies of scale. The potential returns of economies of scale may be exploited by

multinational companies coordinating or centralising their research activities on their own, so

that public efforts in order to enhance cooperation may be not that urgent. Against that

background, from an allocative point of view a common research policy should focus on those

areas of research which seem not be profitable to multinational companies; e.g. in the fields of

social sciences, environment, humanities or research by small and medium sized companies.

In general, the need of a common research policy is recognised by the member states: Article

163 of the Treaty stipulates that ”the Community shall have the objective of strengthening the

scientific and technological bases of Community industry and encouraging it to become more

competitive at international level, while promoting all the research activities deemed

necessary.” Common European research projects by companies, universities or research

institutions are funded by the EU within five-years framework programs for research,

technological development and demonstration. The envisaged volume of the framework

program 2002 to 2006 is 17,5 billion €. Against the background of the allocative

argumentation the focus on the competitiveness of the community’s infrastructure seems to be

inadequate, as is the reinforcement of the orientation by the communication ”Towards a

European Research Area” in 2000 (Europaeische Kommission 2000b) and by the Lisbon

Summit. Instead common research policy should concentrate on those areas which are not

profitable for private companies, like the fields mentioned above.

Trans-European Networks (TEN) especially in the field of transport have strong interregional

or/and international externalities, positive ones as well as negative ones. In principle, the

introduction of the Articles 154 ff. (ex 129b ff.) dealing with the possibility to grant financial

aid for transnational network-projects ”of common interest” can be welcomed. According to

the Treaty, there is a variety of possibilities of support: feasibility studies, loan guarantees,

interest rate subsidies and subsidies through the Cohesion Fund. In 2000, the EU spent 580

million € directly for TEN in the field of traffic (Cohesion Fund excluded). According to a

further regulation from 1999, at least 55% of that amount have to be used for railway projects,

including combined transport. With this regulation, a first step is done towards a consideration
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of environmental aspects within the TEN. Another task for the future is to secure that member

states will not co-finance TEN at the expense of regional transport infrastructure.

3.1.2 Cohesion

Regional and international disparities in GDP and employment as well as the incidence of

poverty and spatial imbalances remain considerably high in the EU. The European cohesion

policies have narrowed these disparities between member states to a certain extent; regional

disparities, however, are still growing (European Commission 2002). The average GDP per

capita of the 10% of overall population living in the most prosperous regions is 2.6 times

higher than that of the bottom 10%. The three poorest countries (Greece, Spain and Portugal)

rose from 68% of the EU average per capita income in 1988 to 79% in 1999. The

convergence of these countries – and also of Ireland – towards the EU average has been

effectively supported by the Cohesion Fund. There is, however, still an alarming imbalance

between the less developed and the remaining regions. Economic activity is concentrated in a

core part of the EU situated in the triangle North Yorkshire (United Kingdom), Franche-

Comte (France), and Hamburg (Germany). While this area accounts for only one seventh of

the EU’s land, one third of the overall population is living in these regions, and almost half

(47%) of overall EU GDP is produced there. Here productivity is 2.4 times higher than in

other areas. This spatial concentration has negative implications not only for peripheral

regions but also for the central urban areas particularly in terms of traffic congestion and

pressures on the environment and health. The eastern enlargement will aggravate regional

disparities as over one third of an EU-27’s population would live in countries with an income

per capita which is less than 90% of EU average, compared to one sixth in the EU-15.

Employment in the EU-15 rose by over 2 million in the 1990ies. This employment growth,

however, barely increased the employment rate respectively decreased the unemployment

rate. In 1999 the employment rate was above 70% in four member states only. In Greece it

was at about 55%, in Spain and in some regions in Italy even lower. 10% of EU population

are living in regions where only 44% of the population aged 15 to 64 were employed in 1999.

Unemployment rates remain high in Greece, Spain, France, Italy and Finland (above 10%),

which is at least twice the rate of Luxembourg, the Netherlands, Austria and Portugal. Despite

a strong growth of female employment – mostly in the form of part-time jobs – the

discrimination of the female labour force persists (Buchholz-Will/Schratzenstaller 2002).

Women’s employment rate was 19 percentage points below that of men, while female

unemployment rates and women’s share in low paid employment were remarkably above
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average in 1999. In the candidate countries female labour force participation is still higher

than in most parts of the EU-15, but most likely it will be reduced by negative labour markets

perspectives in an enlarged EU (higher agricultural employment, higher employment in

traditional industries and lower employment in services, lower labour productivity).

18% of the EU population had a per capita income below the poverty level in 1996. Denmark

and the Netherlands had the lowest proportion of poors (11 respectively 12%), but also per

capita incomes above EU average. On the other hand, 20 to 25% of the population in Portugal

and Greece had per capita incomes below the poverty line. People with low qualification,s

pensioners, the unemployed and others not in work, lone-parent families and families with a

large number of children are groups especially at risk. For the candidate countries it can be

assumed that rural areas will be most affected by poverty as traditional agriculture structures

will disappear rapidly in the process of integration (European Commission 2002).

The growing interregional inequalities in terms of income, employment and growth are

endangering the political union as a whole; therefore their reduction must be in the vital

interest of all member countries. Economic convergence and cohesion are a necessary

precondition for long-term political integration. It is, however, quite obvious that the current

cohesion strategy contains sources for political conflict within the EU-15 and between old and

new member states.

Structural policy

Financial benefits for nearly half of the EU population had been available through Structural

Funds, the Cohesion Fund and part of EAGGF. The Berlin Council in 1999 has limited

expenditures for structural policies to a share of 0.46% in EU GDP throughout the period

2000 to 2006 (Agenda 2000). This means that in this period 202.3 billion € for the Structural

Fund and 18.6 billion € for the Cohesion Fund are available, as well as 22.7 billion € for pre-

accession aid and 47 billion € for support after accession for the candidate countries (see table

3).

The Berlin Council also started to reduce the geographical concentration of Structural Funds

to 41% of the EU-15 population living in regions eligible under – new – Objective 1 (lagging

regions) and Objective 2 (regions undergoing restructuring) until 2006 and to cut back its

volume to the level of 1992, i.e. to 0.31% of EU GDP. 70% of Structural Funds will be

reserved for regions eligible under Objective 1 (GDP per capita of less than 75% of EU

average), 12% each for Objective 2 and 3 (education, employability), and 5.3% for

Community initiatives. 60% of the total sum of the Structural and the Cohesion Fund will be
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allocated to states which together account for only 20% of EU GDP. All candidate countries

will be eligible for transfers from the Cohesion Funds (European Commission 2002).

The financial means for regional distribution within the EU-15 will be reduced accordingly

(Arbeitsgruppe Alternative Wirtschaftspolitik 2002). Especially the countries lagging behind

most (Greece, Portugal, Spain, Ireland) and Objective-1-regions (e.g. the Neue Bundeslaender

in Germany) will have disadvantages if net transfers to the EU budget are not increased. This

also could cause the current process of slowly increasing cohesion to stop and to reverse.

We therefore propose to uphold the current level of Structural Funds which implies an

expansion of the EU budget instead of decreasing it according to the Agenda 2000. A rise in

the EU budget from 1.27% to 5% of EU GDP by 2013 is necessary to enhance cohesion

within EU-15 and EU-27. Half of the expenditures from this increased budget should be

channelled into the Structural Funds. Another 10 billion € should be granted to the candidate

countries until 2006 to support the process of enlargement. The system of co-financing has to

be modified to take into account differing regional abilities to pay by making the proportion

of co-financing contingent on the relative regional income position compared to the EU

average. Up to now, the current system of national co-financing has led to the concentration

of EU funds in well situated regions with rising regional GDP but disadvantages less

prosperous regions. Moreover, the administration of funds must be decentralised as otherwise

the expanded volume cannot be handled adequately.

Common Agricultural Policy (CAP)

The financial base for common agricultural policy (CAP) is the European Agricultural

Guidance and Guarantee Fund (EAGGF). The guidance section is one of the Structural Funds

which contribute to structural reforms in agriculture (e.g. investing in new technologies) and

to the development of rural areas. After several reforms particularly in the 1990ies, rural

development has become the second main pillar of CAP and is part of regional cohesion aims.

CAP covers 80% of EU agricultural production. A successful rise of productivity has created

excessive surpluses and still tends to cause overproduction. Direct payments and intervention

prices protected farmers from fluctuations in the world market and gave them social security.

The agricultural sector has lost employment to a large extent but this structural change has

been taking place for almost four decades and was accompanied by social protection and

financial premiums for giving up holdings (Watzek 2002).

The allocation of transfers to products and regions has not altered existing regional disparities

substantially although an increasing amount was given to regions producing cereals, oilseeds
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and beef, so to many regions in Spain, Ireland and France. Net transfers were positive in three

of four cohesion countries. The change in the scale of net transfers, however, differs

extremely: three Member States (Spain, France, Germany) absorbed over half of the EAGGF-

Guarantee expenditures. The interregional and interpersonal distribution of payments is

extremely unequal (Nicolaides 1999): About one half of agricultural subsidies are paid to 5 to

7 % of all holdings in the EU whereas 50 % of all farmers receive less than 2 000 € per year.

In Germany, for example, 75% of all subsidies go to holdings which are subsidised with more

than 10 000 € per year; these holdings, however, amount to only 22% of all German holdings.

18% of all direct payments are received by only 0.3% of all holdings. Payments to producers

are lower in the least prosperous regions (European Commission 2002). This over-

proportionate support of large producers has led to the disappearance of small holdings; as the

arable areas have remained roughly constant the average size of holdings has grown. This

development goes along with an increasing specialisation and mechanisation of production

which is problematic from an environmental perspective.

The Berlin Council 1999 tried to set a new framework within the Agenda 2000 for a

fundamental reform of CAP. The obvious problems in regional distribution and of the

concentration of subsidies, the criticisms about worsening food safety (BSE, FMD), animal

welfare and environmental standards, WTO demands for less protectionism in the agricultural

sector, and the eastern enlargement bring along new challenges for CAP. The pending

enlargement will double the arable areas of the EU. The agricultural sector in candidate

countries is still important because it contributes to 7% of GDP and employs 22% of the

labour force (EU-15: 2% of GDP, 5% of labour force) (Arbeitsgruppe Alternative

Wirtschaftspolitik 2001). Keeping the existing structure of CAP unchanged would mean that

expenditures for most member states (10 out of 15 are net contributors) would rise

significantly.

The CAP mid-term review presented by Commissioner Franz Fischler in July 2002 stresses

the goals of the Berlin Council (Europaeische Kommission 2002). The Commission proposes

the decoupling of production from direct payments and an upper limit to subsidies of 300 000

€ per holding/year so that the majority of smaller-sized holdings particularly in the south still

can be supported. Direct payments are to be made conditional on cross-compliance with

environmental, food safety and animal welfare standards (modulation). Such a modulation

mechanism was introduced within the Agenda 2000. However, it is not binding, but it is left

to the decision of member countries whether they apply it. The support of rural development

should be substantially increased. A new farm audit system and new rural development
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measures should boost quality production, food safety and animal welfare. Direct payments

should be cut back increase 20% in the medium run and the financial means set free that way

should be transferred to programmes for rural development and to the other Regional Funds.

Reducing the EU budget (as Germany demands) is not intended by the Commission.

CAP reform according to this proposal is sensible in principle but not far-reaching enough. It

can support the multifunctional role of agriculture: economic, environmental, rural, traditional

and cultural identity of many regions. There are still significant deficits, however. According

to the Agenda 2000, 90% of CAP expenditures still are used for the first pillar of CAP which

privileges large holdings, primarily supports rich regions and promotes the production of

surpluses. Only 10% of CAP expenditures are channelled into rural development as the

second pillar of CAP. We propose that the payment of subsidies for meat production is made

conditional on a certain maximum relation between the number of cattle raised and the size of

the area which is farmed. All subsidies for farming and for meat production must be coupled

to strict standards concerning environment-friendly production, food safety and animal

welfare. A much larger share of CAP payments has to be used for a structural policy which

does not conserve but change the existing structures: The creation of new employment

opportunities in rural areas (like environmental-friendly tourism), the change from

conventional to ecological production, and the establishment and expansion of regional

transport, marketing and distribution structures for agricultural products stemming from the

region have to be supported. Equally important is a more rapid substitution of export subsidies

which put especially developing countries at a competitive disadvantage and of subsidies for

price support for certain agricultural products (grain, beef, oilseeds, milk) respectively quotas

(milk) creating incentives for the production of surpluses by direct income transfers related to

the single holding instead of the amount produced.

In the candidate countries the agricultural sector still is an important labour market and has to

be prevented from a shock therapy. Therefore the process of restructuring must be given

enough time. At least a doubling of the support period granted by the Agenda 2000 (2000 to

2006) is necessary and more financial aid should be given to create own employment and

social programs for rural regions. At least half (approximately 3 billion €) of the savings of

direct payments to the EU-15 should be exclusively reserved for candidate countries because

the current SAPARD and IPSA programmes (together 1.58 billion €) to prepare enlargement

in agricultural sector are not sufficient. Moreover the restriction of agricultural subsidies to

the accession countries to 25% of the level paid to the EU-15-countries must be strongly

rejected as this most absurdly makes most of the accession countries net contributors to the
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EU budget. Holdings in the new member countries fulfilling the necessary conditions must be

entitled to transfer payments which are equal to those granted to holdings in the old member

countries. This does not only follow from equity considerations. A differentiation of

agricultural subsidies would also increase the competitive disadvantage the new member

countries have anyway due to the low productivity of their agricultural production.

3.1.3 Stabilisation: Asymmetric Shocks

With the introduction of the single currency in 12 of the 15 EU-member states, these 12

countries lost two important economic instruments to deal with financial or real shocks:

exchange-rate policy and monetary policy (for the following see MacDougall et al. 1977; EG-

Sachverstaendigengruppe 1993; Bayoumi/Masson 1995; Eichengreen 1997). Exchange rates

no longer exist, and monetary policy is centralised and pursued by the ECB which is on the

one hand independent, one the other hand unable to deal with the problems faced by

individual countries. As the SGP does not differentiate between cyclical and structural

deficits, the member states cannot address economic crises by expanding debt financed public

expenditures, causing them to lose a third important reaction instrument for stabilisation

policy.

Automatic stabilisers (especially employment benefits and public welfare) are another

instrument that can be used to react to economic crises. Also these automatic stabilisers are

affected by the SGP. As member states are little inclined to increase public revenues by

raising taxes (due to the growing tax competition in the EU), they are cutting public

expenditures, often in the field of public investments and social policy, to comply to the

requirements of the SGP. The paradoxical consequence is that the SGP - introduced to give

the member states the room to ”let the stabilisers play” - cuts exactly these, so that member

states have already lost big parts of that instrument. All this leaves the member states in the

dissatisfying situation that they do not have appropriate economic instruments left to face

asymmetric shocks.

With the internal market and the ongoing economic integration, the member states’ economies

are becoming increasingly interconnected. This does not mean that the risk of asymmetric

shocks will decrease, but instead it will contribute to the risk of spill-overs and overlaps of

asymmetric shocks in other countries. With this in mind, it is important to create new

instruments on the European level to regain the possibility to react to economic crises. One

important instrument would be a so-called European Stabilisation Fund. This fund would be

part of the EU budget, with resources amounting to 1% of the EU GDP. With the help of this
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fund, fast transfers of financial funds could be organised to countries affected by an economic

crisis.

The indicator for an asymmetric shock in a member country would be an above average

decrease in production. The amount granted would be calculated using the difference between

the national output growth rate and the EU average growth rate and limited to a maximum of

2% of national GDP. Another possibility is to take the unemployment rate as an indicator, but

this would mean allowing for a time lag, as production decreases first, and then

unemployment increases.

To guarantee fast effects of the transferred funds, it is necessary that every member state

prepares an optional extra budget which would be financed out of the European Stabilisation

Fund. This optional extra budget should consist of expenditures for consumptive issues, like

unemployment benefits. As the financial means cannot be collected in the situation in which

they are needed, they must be part of the EU budget.

As it is an automatic stabiliser, the activation of this fund should work automatically, that is

when there is an above average decrease in production, the order to transfer the funds to the

affected country must be given immediately, most logically by the Commission. That does not

mean that there would be no democratic surveillance of the whole process: Every member

state has to design the optional extra budgets and the Commission and the other European

institutions must control their performance. A European Stabilisation Fund would not only

enhance economic stabilisation in Europe, but could also reinforce the political mechanism to

create social cohesion and solidarity between the member states.

3.2 Revenues

On the revenue side of the EU-budget several aspects are of importance. First of all, the

system of own resources has to be reformed. Secondly, the EU has to exploit additional

revenue sources to finance a larger budget. And thirdly, the EU must be allowed to run up

own public debt. The expansion of the EU revenues to 5% of EU GDP as proposed above

means in absolute terms an increase from currently about 97 billion € to about 383 billion €.

3.2.1 Reform of the system of own resources

The EU’s own resources include tariffs and agricultural levies (the so-called traditional own

resources), VAT-based and GNP-based own resources (see table 3). In the meantime the

GNP-based own resources have become the most important revenue source, accounting for

almost one half of total revenues. The current revenue structure of the EU budget is
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characterised by shortcomings with regard to the necessary reduction of interregional

disparities (Schratzenstaller 2000).

Most problematic are the VAT-based own resources that are calculated as a certain percentage

of a uniform tax base7 comprising the sum of all taxable turnovers at the final consumption

stage. These own resources are commonly regarded as interregionally regressive: They pose

an over-proportionate burden on the poorer countries which have comparatively high

consumption rates. In the meantime, the quantitative significance of VAT-based own

resources has been gradually reduced by imposing upper caps to the percentage of all taxable

turnovers used as base to calculate the contributions of the single member states. Nevertheless

this revenue source should be given up completely and be replaced by financial sources which

are oriented at the ability to pay from the perspective of the individual member states.

Table 3: Structure of EU revenues 1971 to 2001 in %

1971 1980 1990 2000 2001
Traditional own resources 55.6 48.1 26.1 15.3 15.1
VAT-based own resources - 44.2 59.1 38.1 35.6
GNP-based own resources - - 0.2 42.3 48.5

Source: Caesar 2002.

Unlike the VAT–based own resources, the GNP–based own resources, as the most important

own resource of the EU, are proportionate to the share of the single countries in the

Community’s total GDP. They are calculated as a certain percentage of a country‘s GNP and

currently serve as a residual financial source in case that VAT-based and the traditional own

resources do not fully cover the Community’s expenditures. The GNP-based own resources

do not violate the ability-to-pay-principle for a country as a whole if it is accepted that a

country’s GNP is an adequate indicator for its financial capacity. They do, however, disregard

differences in per capita incomes across countries insofar as the total volume of national GNP

is no indicator for per capita incomes. And they have no redistribution potential across

countries.

For this reason they have been criticised by the poorer member countries which have been

demanding progressive elements for the revenue system of the EU for some time now. In

principle it does not pose major problems to build in a mechanism that relieves countries with

                                                
7 0.75% in 2002, 0.5% from 2004 on.
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per-capita-incomes below the EU average (Henke 1997). In July 1998 Spain presented a

proposal to reform the current GNP–based own resources so that interregional progressivity

can be achieved across the member countries, which received support by Greece and Portugal

also (European Commission 1998). So-called national modulation coefficients reflecting the

relative wealth of the individual member countries would have to be calculated. They could

be represented by an index which for each country would be equal to its relative nominal

income position with respect to the EU average GNP per capita. This correction index would

be applied to an average tax rate levied on national GNP to calculate the country-specific tax

rate. Thus countries with a per capita income above average would pay more, countries with a

per capita income below EU average would pay less than under the existing system. This

modified GNP-based own resource or GNP-related EU-tax has a further advantage: Member

countries are autonomous in their decisions how to raise their contributions to the EU budget.

Table 4 shows the revenue potential of the GNP-related EU-tax for different tax rates and the

country-specific tax rates according to the member states’ relative income positions as well as

the contributions for each country. Taking into account the envisaged expansion of the

revenues – 5% of EU GNP, i.e. over 380 billion € - an average tax rate of 4% of national GNP

would be appropriate. The new CEE-member states should – at least temporarily – enjoy

special conditions, i.e. additional abatements of the GNP-related EU-tax.



Table 4: Progressive GNP-related EU-tax – model calculation for different tax rates (based on data for 2001)

Country GNP in
billion €

pci
EU=1

EU-tax rate 1% of GNP-
EU15

EU-tax rate 2% of GNP-
EU15

EU-tax rate 5% of GNP-
EU15

Country-
specific tax

rate

Tax
revenue

(billion €)

Country-
specific tax

rate

Tax
revenue

(billion €)

Country-
specific tax

rate

Tax
revenue

(billion €)
Belgium 232 1.10 1.10 2.55 2.20 5.10 5.50 12.76
Denmark 165 1.42 1.42 2.34 2.82 4.68 7.10 11.70
Germany 1 973 1.16 1.16 22.89 2.32 45.77 5.80 114.45
Greece 118 0.53 0.53 0.63 1.06 1.25 1.59 3.15
Spain 524 0.66 0.66 3.45 1.32 6.90 1.98 17.25
France 1 332 1.08 1.08 14.39 2.16 28.77 5.40 71.95
Ireland 86 1.15 1.15 0.99 2.30 0.99 5.75 5.75
Italy 1 091 0.91 0.91 9.93 1.82 19.86 4.55 49.65
Luxembourg 16 1.83 1.83 0.29 3.66 0.58 9.19 1.45
Netherlands 355 1.08 1.08 3.83 2.16 7.67 5.40 19.15
Austria 199 1.19 1.19 2.37 2.38 4.47 5.95 11.85
Portugal 105 0.50 0.50 0.53 1.00 1.05 2.50 2.65
Finland 119 1.10 1.10 1.31 2.20 2.62 5.50 6.55
Sweden 209 1.14 1.14 2.39 2.28 4.77 5.70 11.95
UK 1 286 1.03 1.03 13.25 2.06 26.49 5.15 66.25
EU15 7 809 1.00 1.00 81.14 2.00 161.00 2.0 405.70



3.2.2 Additional tax revenue sources

As already stated, the volume of the EU budget is too small for the current and prospective

functions and tasks it has to fulfil. Within the Agenda 2000 the member states have agreed to

keep the upper limit for overall EU expenditures constant at 1.27% of total EU GDP until

2006. It is intended to finance the additional expenditures necessary to support the integration

of the future CEE-member states into the EU by changing the current expenditure structure:

More precisely, a substantial share of the transfers now granted to the less developed regions

in the EU-15 via Cohesion and Social Funds is to be redirected towards the candidate

countries. This strategy already causes political conflict within the current and the future

member states that are net transfer recipients. This new line of conflict is adding to the already

existing one between net contributors and net transfer recipients in the EU-15 (Caesar 2002).

We propose that instead of restructuring expenditures the member states should explore

additional tax revenue sources. A debate on this problem was initiated several years ago:

Alternative financial sources are sought, but with the aim to replace current revenue sources

by new ones, keeping the overall revenue level constant. We aim, however, at introducing

additional revenue sources to achieve a long-term increase of the EU budget. Currently, the

member states are discussing several proposals for a special European tax. One suggestion

already put forward some years ago by the European Parliament is the introduction of a

piggy-back tax on the national VAT, i.e. an additional percentage on the regular VAT rate

which should be designed for the EU budget (European Commission 1998). This surcharge,

however, would aggravate the negative effects of the VAT concerning personal and

international distribution. A surcharge on national income tax rates could avoid these negative

distributional effects but it must be taken into account that national income tax systems vary

widely with regard to tax rates and tax bases.

Therefore we propose that all EU countries levy a harmonized securities transaction tax of 1%

on all sales of shares and bonds (issues of shares and bonds should be tax exempt) and

transfer the proceeds to the EU. Although several countries abolished existing securities

transaction taxes as they allegedly hamper the proper functioning of financial markets

(Germany in 1991, Austria in 2000) recently, there is still a substantial number of countries

sticking to some form of securities transaction taxes (Europaeische Kommission 2000a):

Belgium (0.07 to 1%), Denmark (0.5%), Finland (1.6%), Ireland (1%), or the United

Kingdom (0.5 to 1.5%).
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3.2.3 Public debt

Although the EU should primarily rely on transfers from member states (GNP-based own

resources) and on taxes (securities transaction tax) to finance its regular expenditures, it

should have the option to react to unforeseen exogenous and asymmetric shocks – heavy

recessions, over-proportionate unemployment – by transferring funds via a European Stability

Funds (see above) which should be debt-financed inter alia. Coordinated fiscal policies in

case of symmetric shocks should be debt-financed also. Moreover, certain long term

transnational infrastructure projects which increase growth and public revenues and therefore

have self-financing effects could be financed by public debts. According to the pay-as-you-

use-principle formulated by Musgrave (Musgrave 1969) it is justified on the basis of

intergenerational equity to shift a part of the financial burden incurred by long-term

infrastructure to the following generation by debt-financing. The EU, therefore, should have

the competence to incur own public debt. The agency that could be entrusted with taking up

debts should be the EIB. Accordingly, Art. 269 of the Treaty which explicitly prohibits debt

financing of the budget must be changed.
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Our proposals in short:

I Coordination of national fiscal policies of member states

- Strong coordination of national expenditures in the area of stabilisation policies,
infrastructure policies, cohesion policies, and environmental policies:

o Preparation of contingency plans to react to symmetric shocks in all member
countries by additional public expenditures up to 2 % of national GDP

o Coordination between fiscal and monetary policy

o Coordination of national infrastructure programs in the area of transnational
infrastructure

o Adoption of a binding plan for the steady reduction of income disparities within
each country and within the EU as a whole; introduction of quantitative minimum
standards for public expenditures in particular areas like health, pension, welfare
and care provision

o Definition of certain environmental projects as areas of European priority and
earmarking a certain amount of public money within national budgets for the
ecological turnaround

- Coordination of national tax policies:

o Introduction of a minimum corporation tax rate and the residence principle for the
taxation of profits; harmonization of European corporate tax systems (introduction
of a conduit system)

o Introduction of an information exchange system to ensure an effective taxation of
interest incomes

o Coordination of national energy taxes by introducing a harmonized energy taxes
which account for carbon dioxide emission intensity of energy sources and by
introducing minimum tax rates; taxation also of the energy producing sector

o Introduction of a harmonised Tobin tax to finance financial aid for developing
countries

II The budget of the EU

- Introduction of a Stability Funds to finance national stabilisation policy in case of
asymmetric shocks; obligation of all member states to prepare extra optional budgets which
can be carried out to counteract recessions

- Long-term increase of the volume of the EU-budget to 5 % of EU-GDP

- Replacing of the VAT- and the current GDP-based own resources by a modulated GDP-
based own resource (GDP-related EU-tax) taking account of international differences in
GDP per capita and therefore allowing for progressive contributions to the EU budget; the
revenues should be higher than those of the current own resources

- Introduction of a harmonised securities transaction tax the proceeds of which go to the EU
budget

- Option for the EU to incur own public debt
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Chapter 2

Financial Markets in the EU – Policy developments and proposals for

alternatives

Marica Frangakis, John Grahl, Jörg Huffschmid, Dominique Plihon

Abstract

The paper criticizes the financial market strategy of the EU and presents proposals for alternatives
to the current European policy. It is shown that the formation of a single, large and competitive
market-based financial system plays a decisive role in the overall economic and social policy of the
EU (section 1).  Against the almost exclusive concern to reduce transaction costs, to privatise all
aspects of financial services and to imitate the US financial market model which characterizes the
current European approach, we insist of the public good character of a stable and socially respons i-
ble financial system, which includes an approach to stability different from the present Basle 2 per-
spectives (sect. 2).  The neglect of consumer protection, which is inherent in the American system
and has recently very conspicuously been revealed in the US, can also be studied in the case of
Britain where market forces have been most advanced in forming the financial system. Against this
neglect we propose to re-emphasize the importance of the public interest by more standardization
for retail services, protection for non-profit financial enterprises and the enforcement of socially re-
sponsible behaviour by commercial enterprises (sect. 3). Finally, after criticizing the lack of a con-
sistent European tax strategy, which leads to the erosion of the public revenue base (i.e. the capacity
to provide public goods) and to enhanced instability and vulnerability of financial markets, we pro-
pose alternatives for company and capital income taxation and the introduction of new taxes to
dampen excessive trade and speculation in European financial markets (sect.4).
Annex  1: The BEPGs 2001 and 2002
Annex 2: Overview of proposals for alternative financial market policies in Europe
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1. The Broad Economic Policy Guidelines (BEPG) and the role of financial markets in the

strategy of the EU

In 2001, global marketable wealth – that is, all assets traded in the global financial markets – fell

by 4%, marking a turning point in the equity bull market, which first started in the USA in the early

80s (Boston Consulting Group, as recorded in the Economist’s Survey on International Finance,

May 18/2002).  Furthermore, towards the end of the yuear, two separate developments shook the

global financial markets, challenging the supremacy of the neoliberal paradgm:  the default of Ar-

gentina and the ENRON accounting scandal.  In both instances, investor confidence suffered a blow

and along with it, the global economy, primarily in the USA and then in the rest of the world.

None of this however finds its way in the BEPGs, whether they relate to 2001 – assessing the im-

plementation of last year’s recommendations – or to 2002 – setting this year’s goals.  Instead, the

BEPGs concentrate on how to “promote the efficiency and integration of the EU financial markets”,

as is the heading of one, out of eight, policy paragraphs defining the EU’s overall policy strategy.

Thus, the first point that needs to be made is about the selective, almost detached approach of the

BEPGs to the  financial markets and to what is happening in the real world.

More specifically, the BEPGs on financial markets review the progress recorded in the previous

year and set specific objectives for the current year in relation to (1) the Financial Services Action

Plan  (FSAP), including the recommendations of the Lamfalussy Report; (2) the Risk Capital Ac-

tion Plan and (3) financial stability.  We shall accordingly briefly examine each one of these areas.

We shall then go on to consider some of the issues raised by the recent financial scandals, the policy

response to them and the outlook for the future.

The integration of the financial servicers market ranks high on the economic reform agenda of the

EU.  In particular, in 1999 the Lisbon European Council stipulated the overarching objective of the

EU as that of becoming a world competitive power by 2010.  This objective has been reiterated at

every summit meeting of EU government representatives ever since.  In this context, the focus is on

two key areas (I) that of the "network" industries – energy, transport and telecommunications – and

(ii) that of financial services.  The policy measures taken to promote the integration of EU financial

markets are fourfold.

• Financial Services Action Plan -  A total of 42 measures make up the Financial Services

Action Plan, dealing with various aspects of the integration process of the sector as a whole.



More specifically, the FSAP aims at (I) establishing a single EU wholesale market – that is,

a common legislative framework for integrating securities and derivatives markets; (ii) set-

ting up an integrated retail financial market, including electronically provided services and

(iii) formulating common prudential rules and supervision.  The FSAP was formulated in

1999 with a deadline for completion by 2005.  Given that the implementation process by the

member states takes approximately three years to become established, most legislative

measures would need to be adopted by 2002 at the EU level.

At the present time, 25 Action Plan measures have been finally completed, either as legisla-

tive acts adopted by the Council and the EP, or in the form of Recommendations, Reports,

etc. It is worth noting that the proposed directive on Take-Over Bids was initially rejected

by Parliament, while the Commission was asked to look into certain areas of concern.

Namely, (I) the issue of the level playing field; (ii) defining an 'equitable price' and (iii) con-

sidering the possibility for majority  shareholders  buyin out  minority ones.

Another area of contention is that of supplementary pension funds, where there is disagree-

ment   in relation to (I) the scope of the directive; (ii) the possibility for member states to

apply more detailed, quantitative rules; (iii) the technical provisions and (iv) cross-border

membership.

Generally, the FSAP is an exercise in politics under pressure!  Many of the issues under re-

view, have been discussed for years, without reaching an agreement.  For example, the take-

over issue has been discussed for nearly 12 years! What the FSAP essentially signifies is the

political will of the EU to press ahead with the Single Market Project for the financial serv-

ices sector. In this sense, the financial integration process is a political, rather than a techni-

cal one, triggered by the completion of monetary integration in 1999.

• Lamfalussy Report - Another set of measures concerns the decision-making process regard-

ing the integration of EU securities markets, as recommended by the Report of the Com-

mittee of Wise Men on the Regulation of EU Securities Markets, chaired by Alexandre

Lamfalussy.  This was endorsed by the European Parliament in February 2002, after ex-

pressing reservations about the degree of transparency and the consultation procedures pro-

posed by the Report.  These were overcome following the intervention by Romano Prodi,

the EU Commission President, who assured the EP that the implementation of the Report

would mean no loss of democratic control.  It remains to be seen whether the new operating

mode proposed by the Lamfalussy Report takes adequate note of the opinion of the EP.



More specifically, the Lamfalussy Report has proposed a 4-level approach to EU security

market regulation, based on two new committees, the European Securities Commission

(ESC) and the Committee of European Securities (CESR) made up of representatives of su-

pervisory authorities, Ministries of Finance and market participants.  The 4-level approach is

to work as follows:

Level 1 – Financial services legislation (directives and regulations), proposed by the Com-

mission are adopted by the Council and the European Parliament.

Level 2 – The ESC will assist the Commission in adopting the relevant implementing meas-

ures, ensuring that technical provisions are kept up to date with market developments.

Level 3 – The CESR ensures that there is a common and uniform implementation of Levels

1 and 2 acts in the member states.

Level 4 – The Commission ascertains the enforcement of Community law by member states.

Following endorsement by the EP, the recommendations of the Lamfalussy Report are al-

ready being implemented.  The relevant deadline for completion is 2003.

• Risk Capital Action Plan - Yet another set of measures constitutes the Risk Capital Action

Plan, aiming at developing an integrated market for equity financing of SMEs (venture

capital and buy-out).  The deadline for its implementation is 2003.  Many of the RCAP

measures are in common with the FSAP. In addition, member states have undertaken a

number of reforms at the national level, such as the easing of legal/regulatory constraints on

institutional investment, tax measures for the development of the risk capital market, reduc-

ing the disincentive effects of bankruptsy and insolvency procedures.

• Financial stability - Lastly, to the extent that greater market integration exposes EU finan-

cial markets to increased risks of instability,  largely through the contagion channel, the

BEPGs 2001 refer to the need to safeguard financial stability.  In this respect, it is noted that

"the existing institutional arrangements are appropriate, but that further enhancement of

their functioning is needed, in particular through closer cross-sector and cross-border co-

operation among the authorities" (p.30).  In other words, although financial stability is rec-

ognized as a significant issue, the means proposed to deal with it are far looser than those

adopted for the development of the single financial market, both in terms of measures pro-

posed and in terms of the time limits set for their implementation.



Overall, the EU financial sector is undergoing a process of thorough transformation, which is ex-

pected to have been completed by 2003-2005.  The BEPGs clearly emanate a sense of urgency, in

this respect.  What is the political rationale behind this urgency?  Two main issues appear relevant.

The impending enlargement of the EU and the reform of the pensions system in EU member states.

With regard to the first issue, the forthcoming entry of 13 candidate states, 12 of which are set to

join by the end of 2004, weighs heavily on the EU’s priorities.  In the words of Valery Giscard

d’Estaing, the chairman of the EU’s constitutional convention, “The first (task) is to make the euro-

pean  single market work” (Newsweek, Aug. 12/2002).  In this respect, the BEPGs are lacking, in-

sofar as the implications of the Single Financial Market Project for the candidate countries – classed

as “emerging”  and therefore high risk markets -  are not even mentioned, let alone dealt with.

With regard to the second issue, the drive of the EU to create an equity culture in Europe, along the

lines of the USA, is well-known.  The election of right-of-centre governments in many countries –

Grance, Italy, Netherlands, Denmark and Portugal – has further intensified this drive.  However,

recent stock market turbulence and the various financial scandals work in the opposite direction,

damping investor confidence.  Hence, pressing ahead with such ambitious plans as the FSAP, espe-

cially within a short and definitive timetable, serves as a signal to the financial markets, aimed at

convincing them of the EU’s intentions to integrate and liberalise financial structures.

A particularly contentious issue in this respect is that of pensions reform.  On the one hand, trade

unions in Germany and France in particular are resisting the restructuring attempts.  On the other

hand, it is dificult to push forward with pensions reform while private pension funds especially in

the US and in Britain are being severely damaged by the stock market turbulence.  In this context,

pushing forward with economic reform aims at providing the impetus needed for the EU financial

markets to maintain their dynamism, thus facilitating pensions reform, amongst other projects.

While the above considerations go some way towards explaining the sense of urgency implicit in

the EU Single Financial Market Project, the formal EU position explicitly links the integration of

the financial sector to growth, employment and stability.  For example, the 5th Progress Report on

the FSAP (30/11/2001) describes the integrated EU financial sector as “a motor for growth and em-

ployment… a buffer against volatility and hence a pole of stability” (p.2).

However, a direct link between the development of the financial sector and growth has yet to be

established, especially in the case of industrial countries, as pointed out by a recent study by the DG

for Economic and Financial Affairs (Economic Paper No. 158/July 2001, “Finance and economic



growth – a review of theory and the available evidence” by Michael Thiel).  The same is true of

employment, while stability may even be negatively affected by financial market integration.

Therefore, instead of providing a political rationale for the integration of financial markets, the for-

mal EU approach runs the danger of  discrediting the european project as a whole, by way of  cre-

ating  false  expectations.

It is interesting to note that the Midterm Review of the FSAP (carried out on 22/2/2002) referred to

the need to mobilise public opinion in support of the SMP in financial services, pointing out that

"Financial reform must secure the support of public opinion.  This requires clear communication of

the long-term benefits and appropriate consumer protection with a level regulatory playing field"

(Single Market News, No. 29, June 2002).  In this respect, the 6th Progress Report (3/6/2002) points

out that “the involvement of consumer representatives in the financial integration process is essen-

tial to create confidence and awareness” (p.7).

While this is a welcome development, making for greater transparency and accountability, it does

not meet the requirement for more democratic control of the process of policy formulation in the

EU and for open public debate on the pros and cons of financial integration and on the dangers

brought to the fore by the recent Enron, WorldCom and other financial corporate debacles.     Nei-

ther should it be thought that European companies are very different to their american counterparts,

as revealed by the financial troubles experienced by a growing number of large european corpora-

tions, such as Vivendi Universal, a French-based media, telecoms and water group, ABB, a Swiss-

Swedish engineering group, Italy’s Fiat, Babocock Borsig, a German engineering company, Kirch,

the German media group, etc.

As it has been pointed out, “Europe’s corporate culture is serving shareholders and owners with no

more distinction than its short-termist American counterpart.  Nor is the continent free of account-

ing scandals.  Indeed, it appears simply to be behind America in bringing them to light” (The

Economist, July 13/2002, p.54).  What has been the reaction of the EU to these developments?

On 12-13 April 2002, an informal meeting of the ECOFIN Council took place in Oviedo, Spain, to

consider a “first EU response to Enron related policy issues”.  Five policy areas were discussed:

financial reporting, statutory audit, corporate governance, transparency in the international financial

system, financial analysts’ research and the role of rating agencies.  Broadly, it was agreed that re-

ports should be prepared in relation to the latter three areas, while the former two are to be dealt

with on the basis of, on the one hand, contributing to the strengthening of the system of Interna-

tional Accounting Standards (IAS) and, on the other, formulating policy recommendations for

member-states.



Generally, it would appear that while the EU is not institutionally prepared to deal with the type of

issues arising out of corporate misdeeds, it is taking a relatively relaxed and sometimes hesitant ap-

proach, such as that of suggesting “The possible adoption of a Code of ethics to underpin profes-

sional integrity within the Union” (Note for the Informal ECOFIN Council, Oviedo 12 and 13

April,  p.7).

The fact that the EU is aware of the dangers and challenges of developed financial markets and that

it is discussing possible ways of dealing with them is a positive sign, even if it is not recorded in

either the BEPGs of the FSAP six-monthly Progress Reports.  The question is whether the policy

measures discussed can be expected to deal effectively with the problems at hand.  To the extent

that these appear to deal with the symptoms, rather than the essence of the current malaise of finan-

cial markets, there is a danger of missing the point.

What the Enron scandal, followed by the WorldCom outright accounting fraud and other corporate

misdeeds point to is the culture cultivated by the unbridled supremacy of the global financial mar-

kets in the 90s.  It is a culture of management short-termism, of individual initiative running wild

and free of the usual corporate and social checks and controls.  In the final analysis, it is a culture

that has  increasinly had to rely on unethical corner-cutting, in the unrelenting puirsuit of earnings

growth and profit.

Furthermore, much of what has been going on is more or less known to market participants.  In par-

ticular, while the stock market boom held strong, investors were prepared to turn a blind eye, or “to

show a willing suspension of disbelief” in dubious dotcom companies and overstocked telecom en-

terprises (The Economist, July 13, 2002, p.11 and Business Week, February 25, 2002, p.48).  When

the boom turned to bust, the flimsiness of the equity culture model became evident and the empha-

sis laid on equity ownership and on its wealth effect on private consumption came into question.

The social cost of the various financial malpractices has been enormous.  Enron and WorldCom

alone increased the number of unemployed by 12,600 and 17,000, respecitvely, wiped out ther em-

ployees’ retirement accounts, and cost hugh amounts to their shareholders - estimated at $175 bion

in the case of WorldCom and $67 bio in that of Enron - spreading the collapse of confidence.

Similarly, in Europe stock market indices have fallen dramatically.  European shares are trading at

approximately 20 times their earnings, compared with 25 in the US, and are expected to fall further,

in view of their historical precedent in the post World War II period, which is estimated in the 5-12

range.



Overall, it is the culture underpinning the global financial markets that needs to be challenged and

an alternative approach, relying less on equity ownership and more on full time employment and on

decent living standards for all, that needs to be promoted.

2. Financial stability as an international public good

Financial stability is a public good  - as well as health, education, knowledge, environment and

peace -  because it is indivisible and non exclusive, i.e. it benefits to all players and all countries. In

a symmetrical way, financial instability is an international public bad because it creates important

negative externalities :  the bankruptcy of individual banks or investors can lead to crises at the na-

tional and international levels. This is called the « systemic risk », a well known phenomena in in-

ternational finance.

International financial stability disappeared in the 1970’s with the generalization of flexible ex-

change rate regimes caused by the fall of the Bretton Woods monetary system. Financial instability

increased sharply in the 1990’s due to the globalisation process which led to the perfect mobility of

capital flows and to the explosive growth of financial markets in the world economy. Many empiri-

cal studies have shown the existence of a strong correlation between financial crises and the accel-

erated process of financial deregulation which was imposed to all (developed and developing)

countries during the last two decades.

Today, an international financial crisis can erupt unpredictably, triggered by the actions of a few

speculators, such as banks or investors, or a fiscally imprudent government. Such a crisis, starting

from a single weak link, can spread worldwide through various mechanisms of contagion. Most re-

cent crises took place in developing and emerging countries. They have a very high cost in terms of

production, employment ; the governments expenditures used to rescue failing banks and other fi-

nancial institutions amounted to figures as high as 10 % or 15 % of GDP. Since the Mexican crisis

of 1994 – 95, the official financial community has pledged over $ 280 billion in rescue packages

(according to World Bank estimates).

The demand for international public goods, such as financial stability, has grown along with glob-

alisation. But the supply remains restricted because governments and businesses are acting in isola-

tion; they do not take into consideration the benefits or the costs of their actions for other people or

countries. Besides, the benefits of financial stability are not the same for all players. This makes co-



ordination difficult and explains why financial stability is undersupplied as an international public

good.

After the financial crises of the 1990’s, a consensus emerged as to the necessity of preventing future

crises, but the measures proposed by leading countries and international organizations have been

unsuccessful, as illustrated by the dramatic crisis in Argentina. The main reason for this failure is

that there is no real political will on the part of the official community to take drastic measures to

curb speculation and to control capital flows. Most proposed measures are only aiming at increasing

market discipline and information transparency.

If financial stability is a public good, it is not a « common good », in the sense that all actors are not

interested in promoting financial stability. Today, a large share of profits of banks, investors and

multinational firms comes from speculative operations. In other words, in the eyes of dominant ac-

tors in the world economy, the cost of financial stability would be very high. The pursuit of interna-

tional financial stability not only raises the problem of how to coordinate private choices so as to

counteract the short-sightedness of markets and private players ; it must also be the subject of delib-

erate political choice at the expense of actors who take advantage of the existing instability.

Achieving financial stability is not a question of market efficiency ; it is a matter of implementing

coercive policies, such as taxation of speculative transactions or control of capital flows.

Alternatives to Basle 2

The first attempt to fight international financial instability in a coordinated way by leading indus-

trial countries has been the Bank for International Settlements’ capital adequacy guidelines for in-

ternational banks. The Basle Accord, signed in July 1988 and since then adopted by more than 100

countries, sets a minimum target for bank equity capital of 8 percent of bank’s risk-weighted assets.

Yet, as is now widely acknowledged, the Basle guidelines have important limits, due to its failure to

recognize the erosion of the traditional distinctions between banks and nonbanks, the emergence of

more sophisticated loan instruments on and off balance sheets of financial institutions, or the ad-

vances made by banks in mitigating their risks through derivatives and securitization.



A new framework, called Basle 2, has been elaborated and should be implemented in 2004. Basle 2

introduces three innovations : (1) it creates a closer link between capital charges and underlying

risks ; (2) it gives greater reliance on internal risk management practices by sophisticated institu-

tions and (3) it puts emphasis on market discipline by improving public disclosure, especially of

bank’s risk exposure.

While these new guidelines introduce some positive changes (such as a better measure of risks),

they cannot be accepted because they are subject to important limits and will have perverse effects.

Four main criticisms may be addressed to Basle 2 :

(1) Basle 2 deals only with banks and bank-related institutions ; no specific rules are designed for

other financial  institutions such as pension funds, mutual funds and hedge funds

(2) Basle 2 is designed for large banks which are able to implement sophisticated and costly risk

management

Instruments ; the new guidelines are not adapted for small banks which will be under pressure to

merge with large banks to comply with the new rules. The new guidelines propose to use exter-

nal credit ratings to assess the risk faced by small lending institutions. But most small business

firms do not have credit ratings. Hence, Basle 2 will put these firms in a difficult situation

(3) Basle 2 is not adapted to developing countries. First, banks in these countries are not generally

in a position to build sophisticated risk management systems. They may be forced to merge with

large banks in developing countries to comply with Basle 2. Second, ratings do not exist for

many developing countries and private sector borrowers in these countries. In November 2000,

only 54 developing countries were rated by Standard & Poor’s.

(4) It is not clear whether the new capital charges will be lower or higher than in the earlier Basle

guidelines. But there is a strong risk that the new guidelines will have pro-cyclical effects, due

to the fact that ratings are often downgraded during a slow down or a crisis. Hence Basle 2 is

likely to have perverse effects on some firms and on developing countries if the availability of

credit is reduced when they are facing difficulties.

In view of the above drawbacks of Basle 2 which are widely acknowledged, one must propose an

alternative approach to the regulation of financial institutions. First, there is a need for a unified and

comprehensive framework for the control of all (bank and nonbank) financial institutions. All in-

vestment funds (including hedge funds) have to be subjected to strict regulation with a view to re-

ducing speculative operations and to limit the exposure to risks. This implies that unique supervi-

sory authorities are in charge of all financial institutions and all financial operations (banking, in-



vestment, insurance). In the context of the Single Market, this supervisory agency should operate at

the European level.

Secondly, the instruments of supervision should be adapted to the type of players and the size of the

banks. The sophisticated Basle 2 risk management system should be used only by large banks and

for large borrowers operating on international markets. A specific, and more simple, framework

must be designed for small banks, small and medium sized borrowers, and for developing countries.

There is a need for the creation of specialized financial intermediaries, some of which funded by

public resources, able to deal with the different types of risks (developing countries, small bus i-

ness).

Thirdly, one must question the emphasis put on market discipline and internal control by the Basle

2 reform. Banks, as well as all financial actors, are short-sighted and cannot be self-disciplined with

respect to risk management. Furthermore, as indicated, most financial actors do not have interest to

restrain from speculation and risk-taking transactions. Hence, there is a need for a more coercive

regulatory framework, defined and implemented by European public supervisory authorities.

Among measures to be taken, one should think of instruments, such as taxation, designed to have

financial players internalise the negative externalities caused by excessive risk taking.

Finally, it should be clear that prudential supervision instruments, such as the Basle guidelines, are

not sufficient to prevent from financial instability. Since international financial instability is directly

linked to the deregulation policies implemented since the early 1980’s, one important channel for

restoring financial stability is to give every country that wishes so the possibility to introduce capi-

tal flows controls, at the national or regional levels, through regulation and taxation. In other words,

there is a need for re-regulation, particularly for developing countries. The latter countries should be

allowed to implement the “sequencing principle”, i.e. to adapt regulation to their stage of develop-

ment and to the demand for stability expressed by the people.

3. The Importance of Consumer Protection

The following discussion of consumer protection in retail financial markets is not based on the as-

sumption that these markets must come to play a decisive role in pensions, housing finance, or sick-

ness insurance. On the contrary, there are strong arguments for maintaining and extending public

provision in all of these fields. These arguments certainly include the deleterious effects which an

expansion of the role of markets must have on the distribution of income. But this is not the only



argument: the public provision of social security has other important advantages in its ability to

provide, in an efficient way, protection for the whole population against a wide range of risks.

Nevertheless, it is important to achieve high levels of consumer protection in the financial sphere

because many people in Europe are dependent on private provision for many aspects of their secu-

rity and because, even with adequate public welfare provision, increasing incomes in the European

economy will be associated with a growing market for retail financial services. It is therefore im-

portant that these services are reliable, efficient and of high quality.

The objective of consumer protection has not, in fact, been given sufficient weight in the EU's cur-

rent programme for financial integration. The central theme of the EU's action plan for financial

integration, as of the Lamfalussy Report which sought to remove obstacles to the implementation of

the plan, is the reduction of transactions costs. The observation that these costs are higher in the EU

than in the US is the starting point of the present policy agenda and defines its overall objectives.

Transactions costs are seen, in this way, as the  main concern of public policy, because other aspects

of the functioning of financial markets are regarded as satisfactory or as not giving rise to serious

difficulties. However, the instability of financial markets, the tendency of unregulated financial

competition to widen inequalities and the exploitation of retail consumers by financial enterprises

all pose important policy problems which should be much higher on the EU's agenda.

The Attraction of the US Model

It can hardly be denied that the EU's strategy for financial integration has been heavily influenced

by, perhaps even inspired by, the pattern of economic development which prevailed in the US in the

last decade. Features of this strategy include: an emphasis on the role of organised equity markets; a

minimalist approach to financial regulation with very optimistic assessments of the benefits of lib-

eralisation; an interpretation of business enterprises in terms of "shareholder value"; utopian expec-

tations of the potential gains from the deployment of information and communication technologies -

particularly in the financial sphere.

For example, the Lamfalussy Report contrasted US and EU pension schemes, to the disadvantage of

the latter:

Over the period 1984-1998 the average real return on pension funds was 10.5% in

the US and 6.3% in those EU countries where funds faced severe investment restric-



tions. Integrated European markets with more flexible investment rules, therefore,

should improve the risk-return frontier. (p5)

This kind of empirical claim needs to be re-examined in the light of the now known fact that 1998

was the penultimate year of an equity market bubble. But, beyond empirical details, the entire phi-

losophy of the current EU drive for financial integration requires re-examination in the light of the

denouement of the US equity bubble, of revelations of massive corporate malpractice, and of scan-

dals which have called into question accounting procedures and the integrity of financial enter-

prises. Thus Lamfalussy asserted (p4) that the integration of European financial markets would re-

sult in: a better allocation of capital; more efficient intermediation between suppliers and users of

capital; and a stronger EU economy. But it is now more than clear that the equity bubble in the US

(imitated on EU equity markets) was associated with: huge misallocations of investment; a lamen-

table disregard for the interests of ordinary savers; and, ultimately, a very dangerous economic

downturn, with which policy-makers are currently grappling.

It is disappointing, although not surprising, that there is no sign of any significant reappraisal on the

part of the Commission. The BEPG for 2002 essentially reassert the need to complete the FSAP on

time, mentioning a range of issues (collateral, financial conglomerates, rules on market abuse, pro-

spectuses and so on) where harmonisation of rules is seen as necessary to securities market integra-

tion. It is said (p19) that "integration will enhance financial stability within the EU so long as insti-

tutional arrangements for prudential supervision are adequate." But the (tautological) requirement

for "adequate" supervision is expressed only by a general recommendation for enhanced coopera-

tion among regulatory authorities - there is no definite EU approach to the danger of instability. The

Guidelines repeat the need to complete the Risk Capital Action Plan, although the failure of thou-

sands of equity-financed new businesses in recent years might be thought to raise fundamental

questions about the appropriate finance of innovative enterprise.

Although the Commission's rationale for accelerated financial integration is often presented as if it

had a solid empirical basis, in reality it is a purely a priori argument. If we assume that financial

markets tend to efficient equilibria, then it follows that an integration of financial markets will im-

prove the allocation of financial resources. The massive turbulence of organised equity markets in

recent years and the massive information failures on these markets which are revealed every day

show how far such reasoning abstracts from reality.

The essence of the current strategy for financial integration is to reduce transactions costs for the

users of these markets: the target is set by the generally lower costs which prevail in the US. But



because these markets exhibit major failures arising from volatility and information problems it is

not clear that a reduction in the transactions costs faced by individual agents will give rise to the

aggregate benefits which Commission policy claims are available.

The Commission and Consumer Protection

Consumers of retail financial services are at present extremely suspicious of enterprises in this sec-

tor. This suspicion is surely justified by the events of the last few years, in particular the cavalier

way in which fund-managing enterprises poured billions of household savings onto massively (and

obviously) overvalued equity markets. If the Commission's objective of an integrated financial sec-

tor is to be achieved, then it is necessary to re-establish consumer confidence. The integration strat-

egy adopted by the Commission, however, will make this difficult, if not impossible.

The most recent assessment of the FSAP by the Commission's Economic and Financial Committee

(EFC) makes it clear that consumer protection issues are to be subordinated to the drive for rapid

integration: "consumer protection mechanisms should not stifle the ability of financial integration to

promote economic growth." (p6)

We can ask how much growth the financial markets have promoted in recent years. But even from a

very practical point of view the Commission's approach to consumer protection is inconsistent with

its objective of rapid integration. The Commission's approach involves: minimal harmonisation of

regulatory standards; "mutual recognition" of supervisory regimes; and "home country" control over

financial enterprises. This is the same approach as has been used, sometimes with a certain success,

in other sectors; but it is likely to fail in retail finance, because of the deep and justified suspicions

of households.

The EFC does recognise the need for a certain degree of harmonisation, particularly in the fiscal

treatment of savings products, although it is difficult to see how such harmonisation is to be

achieved, given the stagnation of fiscal harmonisation in general and the continued supremacy of

national policies in the field of social protection - national tax rules for market-based pensions,

mortgages, and similar products are a function of specific social policy regimes.

But the overall approach to retail financial services is to avoid new, centralised, regulations: "It is

important, however, that legitimate concerns about consumer protection are not abused to impede



the integration process. An appropriate balance must be found between those legitimate concerns

and integrating measures that promote growth."  (p24)

The Commission, anxious not to increase compliance costs for financial service companies, essen-

tially relies on better information to make retail services easier to sell across national frontiers. It is

developing a "roadmap" to guide consumers through the labyrinth of discrepant national regimes -

one feature of this is FIN-NET which is designed to inform dissatisfied consumers in one country

about the appropriate body with which to lodge complaints in another.

In the absence of  a Europe-wide drive for substantively higher standards, this approach seems most

unlikely to overcome the reluctance of consumers to purchase financial services regulated in ways

which they do not understand in political contexts which they cannot influence.

Further, the suspicions of consumers, many of whom are currently nursing big losses on savings

schemes and market-based pensions, will impact not only on retail services but also on the financial

markets and the general process of integration because their concerns for safety and liquidity will

hold back the development of financial intermediation in general.

The alternative approach taken here is the reverse of actual policy; consumer welfare should be the

primary goal and market integration subordinated to it: the (not obviously legitimate) desire for

rapid integration must not be allowed to impede the pursuit of more complete and effective con-

sumer protection.

The British Case

Recent developments in British retail financial services are particularly relevant because in Britain

more than elsewhere market forces have had a determining effect on the structure of retail provi-

sion. This is because of the reduction of public provision in such fields as housing and pensions and

because the historically large financial sector was affected by early and extensive liberalisation.

Thus British experience indicates some of the possible consequences of the market-widening inte-

gration strategies adopted by the EU in the financial sphere.

The emergence of many acute problems of consumer protection in Britain should give pause to the

current enthusiasm for rapid integration with minimal central control. These problems are indicated

by:



• A series of official investigations which have called into question the practices and products of

financial enterprises in virtually every retail sector: the Myners Report (fund management); the

Sandler Report (long-term savings); the Cruikshank Report, reinforced by the recent investiga-

tions of the House of Commons Treasury Select Committee, (retail banking); the Pickering Re-

port (occupational pensions); and several others have exposed the deep-rooted and comprehen-

sive failure of financial enterprises to meet the most basic consumer requirements.

• An alarming and widening gap between actual household savings and those which would be

needed to fund adequate market-based pensions. An often-cited figure puts this gap at

£27billion (£1000 per annum for each member of the workforce) but it could well be larger. No

plausible policies to close this gap are at present in sight.

• Repeated scandals in the financial sector. These include both individual fraud (Maxwell) and

failure (Equitable Life) and systemic malfunctions such as the "misselling" of private pensions

and endowment schemes.

• The current fragility of many financial service companies, especially insurance and pensions

providers which are responding to the recent decline in the value of their assets by repeated re-

ductions in their pay-outs to customer households. The potential weaknesses of the sector have

led to continuous monitoring of balance sheets by the Financial Services Authority but there is

no prospect of effective indemnity for the thousands of individual savers who may have to ab-

sorb losses which are not yet fully quantified.

The British financial sector cannot be fully analysed here, but it is clear that structural problems in-

clude: very high costs and charges, often related to excessive product differentiation and very high

marketing costs; a lack of transparency of many services, aggravated by unscrupulous marketing

techniques; in many cases, the abuse of dominant positions; flawed investment strategies related to

herd-like behaviour, which have led to big losses for many customers.

Now the reform of retail finance in Britain is no doubt, in the first instance, the responsibility of the

British authorities. But the vacuity of current EU strategies for financial integration can be brought

out by posing the question: what will these strategies contribute to the better protection of British

consumers? The answer is, nothing. There are no proposals for the promulgation of generally higher

standards of provision at EU level., lest such standards inhibit the market process. The principle of

"home control" even implies that consumers in other countries would be exposed to the low stan-

dards of British companies, although, fortunately, in practice it may be difficult for British compa-

nies to find many such customers. Meanwhile, the general pressures arising from a deregulatory,

market-based, integration strategy are rather to propagate these problems to other countries than to

raise standards in Britain.



An Alternative Approach

It has been suggested the FSAP approach to consumer protection is flawed, and that, in conse-

quence, the FSAP itself must be weakened. In the context of financial disorder, the subordination of

consumer interests to "market-creating" integration may even be self-defeating because consumer

suspicion will hold back financial development and deprive many financial companies of new re-

sources.

As in many other fields of EU policy, the only effective alternative is to provide the EU with real

"market-correcting" powers, which can start to convince European citizens that the EU can defend

their interests against types of economic development which escape from social control - as op-

posed to the present situation where every central strategy of the Union works only to undermine

established market-correcting structures in the member states.

Two broad principles should inform this alternative approach to retail financial services:

1. firstly, the importance of the general interest, in a context where ever greater scope is given to

the pursuit of individual advantage. The Commission itself has belatedly recognised the impor-

tance of common interests, but the FSAP, focussed on the transactions costs falling on particular

agents and neglecting the social impact of current financial developments, is one of the worst

examples of the central distortion of European construction: its promotion of market-based eco-

nomic means to the neglect of social and human goals.

2. secondly, the introduction of high, Europe-wide, standards of consumer protection, summed up

by the rule, "caveat vendor", the seller is responsible. In retail markets where individuals con-

front large and sophisticated companies, and where a single decision - on borrowing and lending

- can have enormous implications for long-run welfare, the most effective regulatory principle is

to constrain the providers of financial services to investigate thoroughly the interests of their

customers. Credit advanced to households without such investigation should be irrecoverable;

savers should be indemnified if a failure to consult their interests leads to losses1.

                                                                
1 The indemnification of British households for the "misselling" of personal pensions offers a very good example. But
the responsibility of the sellers was only enforced in this case because of the very large number of victims and because
these were often relatively high-income people with a certain political influence. Since this episode, financial enter-
prises in Britain have resisted any attempt to turn it into a general precedent for consumer protection. Another interest-



It may be desirable to leave much of the detailed regulation of financial products and practices to

national authorities, but national practice should be constrained by general rules, promulgated at EU

level, which override detailed regulations if the latter fail to achieve adequate protection.

The implications of this approach can be illustrated by the following examples:

• Standardisation of retail services. Frequently, enterprises in the financial sector respond to

competitive pressures not by cutting the prices or improving the quality of their services but by

spurious product differentiation. This is made possible by the marked information asymmetries

between  suppliers and customers. The outcome corresponds to the classical analysis of mo-

nopolistic competition: excess capacity; wide margins between costs and prices; a loss of scale

economies; heavy and dysfunctional marketing expenditures. In such situations the authorities

should be empowered to require a simplification of product descriptions. This again implies that

regulators should have power over products not just over marketing procedures. The financial

enterprises argue that such regulation threatens innovation, but this is unconvincing because

many of the innovations which are introduced in this sector are without value and serve only to

confuse.

• Protecting non-profit and publicly owned enterprises. In many countries, mutual and other non-

profit enterprises in the retail financial sector, and the provision of financial services by publicly

owned enterprises have come under pressure - from deregulation and liberalisation (the British

Building Societies) and from the European competition regime (the public-law banks in Ger-

many). But such institutions provide important public goods such as financial services for low-

income households and communities; the support of local initiatives; and certain forms of re-

distribution and collective insurance which would not be provided by purely commercial enter-

prises. There is also a general interest in the development of the "social sector" of European

economies. In consequence, the competition regime for European retail financial services must

permit national, regional and local government to subsidise the provision of such services, or

themselves to provide them.

• Enforcing socially responsible behaviour by commercial enterprises. Similarly, profit-making

financial actors themselves should be constrained to respect social objectives in their commer-

cial activities, for example to avoid discrimination against lower income customers. French en-

terprises which close production facilities are required to draw up "social plans" in the interests

of their employees. Similar rules should apply, on a Europe-wide basis, to the withdrawal of fi-

nancial services from communities with inadequate alternative provision. It is interesting that

this kind of constraint can be found in the US, although this is not an aspect of the US system

                                                                                                                                                                                                                       
ing case is the recent compensation, by the US investment bank Merrill Lynch, of customers misled by its partial and
dishonest investment advice.



which attracts the attention of EU elites. The Community Reinvestment Act, enacted in the

1970s, aims to ensure a flow of credit to low-income communities and all banks above a certain

size are required to participate. Although the CRA was something of a dead letter under the

Reagan administration, it was reinforced in the 1990s, there is now an effective if imperfect

monitoring system to ensure compliance.

• External trade in financial services. It is alarming that the EU often seems prepared, in the con-

text of global economic negotiations, to sacrifice important public and social interests to a drive

for liberalisation. . The liberalisation of trade in services is high on the agenda of the WTO and,

in the financial sphere as elsewhere, such liberalisation can threaten important aspects of public

provision. The EU is the best placed trading bloc to resist the introduction of liberalisation rules

which compromise consumer protection and to ensure that financial companies entering the

European market are constrained to observe the highest possible standards. This approach

would in the long run reinforce European competitiveness in the sector and attract customers for

European financial services.

Of course, the enterprises which provide retail financial services can be expected to resist this ap-

proach to consumer protection. Their own interests will be defended in terms of free markets, con-

sumer choice, innovation and so on. But the interests of European citizens require a complete

change of direction in the process of financial integration. Financial liberalisation and deregulation

have caused widespread damage both to households  (particularly those with modest incomes) and

to the social fabric. Only the reassertion of different priorities can restore the legitimacy of EU ac-

tions in this field. Nor would this reassertion have a negative impact on growth and investment. On

the contrary, by gradually restoring confidence in financial institutions it would tend to support a

socially responsible integration project and to make for a wider and more stable supply of financial

resources.

4. Taxation and financial markets

Problems and the approach of the EU

There are two problematic links between taxation and financial markets in Europe, one relating to

the impact of existing tax regimes and tax policies on the structure of financial markets and one re-

lating to the introduction of new taxes in order to regulate financial markets.



Liberalisation of capital movements and the single European market have put the member states

under increasing competitive pressure particularly for mobile factors like money and financial as-

sets which can be transferred between member countries almost without cost. Since the beginning

of monetary union in 1999 this pressure has been considerably enhanced. Under such circumstances

different tax regimes for corporate profits and capital incomes become competitive parameters.

They can lead to investment decisions which follow tax differentials instead of economic efficiency

criteria. While the probability for such distortions is lower for investment in production facilities, it

is considerable for investment in financial services.  Tax competition will eventually also under-

mine the revenue basis for public finance in general and thus weaken the means for the provision of

public goods.

On the other hand taxes can be useful instruments to dampen the excessive volume and velocity  of

turnover and speculative overheating  in financial markets. Conversely the absence or abandonment

of such instruments will contribute to increased volatility and vulnerability of financial markets.

With regard to this second link the EU has no ambitions whatsoever. On the contrary the major

concern of the authorities to reduce transaction costs on the financial markets as much as possible.

New financial market taxes for regulatory purposes are therefore beyond the imagination of the

European authorities.

The EU has adopted a generally positive attitude towards tax competition, which it regards as help-

ful in reducing the tax burden for the economy and more generally the influence of the state in the

economy. Only where tax competition is harmful, European policy should in this view intervene.

Tax competition is in this view harmful if national tax policies discriminate domestic investors

against foreign investors in order to attract foreign capital. This is a widespread practice in the EU:

In most member countries there are no taxes for capital income for foreign portfolio investors.  The

official underlying justification for this is, that this income will be taxed in the home country of  the

investor. However, since the national authorities do not co-operate with home country authorities to

enforce taxation, capital incomes from investment abroad remain largely untaxed.

While the impact of tax policies in Europe for the development and structure of financial markets in

Europe (and for the formation of one single European financial market) is lower in the area of com-

pany tax, it is considerable for capital income taxation. For the two areas the EU follows different

approaches in order to promote tax competition in general and to curb harmful tax competition.

Corporate tax: In strategic paper of  October  2001 (Com (2001) 582 final) the Commission pro-

poses, first,  to increase transparency through the harmonisation of the tax base, leaving tax rates as



the only parameter in intra-EU competition in this area. Second, it is envisaged to enhance  the pos-

sibilities for offsetting losses in one EU country against profits in another one. Thirdly the consid-

erations aim at taxing the (remaining) corporate profits exclusively (and finally) in the countries of

their respective origins and not in the headquarter country of a corporation.  While the second point

will lead to a substantial reduction of the consolidated tax base (as can currently be seen in Ger-

many, where a company tax reform with ample offsetting opportunities was enacted), the third point

will eventually not dampen but heat up the process of  relocation of subsidiaries, particularly sales

and financial corporations through which profits can be manipulated in a way so as to  minimize the

tax burden for the company as a whole.

Capital income tax: At the summit in Feira in June 2000 the EU has decided to implement a system

of mutual information of the authorities of the home country about capital incomes of their citizens

residing in other EU members. While this is generally a reasonable measure, its value is greatly re-

duced by the simultaneously taken decision that the implementation of this plan would depend on

the cooperation of the USA, Switzerland and other financial centres. This seems very unlikely, and

since the EU does not seem to be prepared to apply effective means to enforce such co-operation it

is very doubtful whether the plan will ever come in force.

Alternatives  for corporate and capital income taxation

Taxation of corporate profits: Theoretically by far the most efficient means of taxation of financial

income is the full harmonisation of tax bases and tax rates within the EU. This would remove the

incentives for tax competition and relocation for reasons of tax arbitrage.  However, such a move is

not only politically very unrealistic under the present circumstances, but it would also pose a num-

ber of difficult problems for the reshaping of the structure of public finance in various member

countries.  Therefore, although the goal of full harmonisation should not be given up as a long-term

perspective, other measures should be taken for the foreseeable future. As such measures we pro-

pose:

• first, to proceed as envisaged with the harmonisation of the corporate tax base (which of

course includes accounting and valuation standards),

• second, impose a minimum tax rate of  40% in order to prevent tax competition to the bot-

tom, which would ruin the revenue basis for public finance, and

• third, strictly apply the world income principle , i.e. the total amount of  profits of a corpo-

ration is taxed in the headquarter country at the domestic rate, and taxes already paid in

other countries are deductible from the tax obligation in the headquarter country. Under such

regime no “double taxation conventions” would be allowed.



While these provisions would remove the incentives to relocate subsidiaries to low-tax-countries, it

would still leave open the possibility to minimize taxation by relocation the headquarter of a corpo-

ration into such countries. It must however taken into account that the probability of such moves is

very low, because large companies are regularly well rooted in national infrastructures and eco-

nomic and political networks, the benefit of which will probably by far outweigh the advantage of a

lower tax obligation.

(Even with complete harmonisation of  corporate taxation there remains the problem of unequal tax

treatment of different legal forms of firms and enterprises:  corporate taxation differs substantially,

i.e. is usually much lower than the taxes on revenues of  non-incorporated individual firms which

are subject to – usually the top rate of – income tax. To avoid this disadvantage the old idea of a

conduit tax should be reconsidered (cf. paper on fiscal policy by Schratzenstaller et al.): i.e. a tax

which passes all corporate taxes on to the individual owners of a corporation. Such a regime would

eventually amount to the abolishment of corporate taxes as separate taxes of their own. Corporate

profits are treated as income of the owners and subjected to the individual income tax of these own-

ers. In this perspective actually paid corporate tax is regarded as a provisional withholding tax in

the income of the owners.)

Taxation of capital income, i.e. on dividends, interest and capital gains. As long as income taxes

are not harmonised throughout the EU – and this is still more unrealistic and probably also less de-

sirable than the harmonisation of corporate taxation – the way of full mutual information about

capital income of  EU citizens in other EU countries and co-operation in enforcing national in-

come tax regimes throughout the EU is reasonable. The EU should implement this regime much

sooner than envisaged and the implementation should take place even if the US, Switzerland and

other financial places do not co-operate.  If the EU  is determined to apply this rule there are meas-

ures to enforce cooperation and to limit the damage of non-co-operation.  A model for such en-

forcement can be the US: The tax authorities have in 1991 written a letter to major financial institu-

tions throughout the world, requiring them to give information about capital incomes of US citizens

and threatening to complicate or cut financial relations between US firms and non-co-operating

banks. This unilateral measure of the US should trigger a corresponding response from the side of

the EU, and it is hard to see how the US could avoid co-operation with countries on the same scale

as it requires co-operation from these countries.

The problem of the EU is not that there are no means to implement strong tax rules, but the lack of

political determination to do so.  In this context the requirement of unanimity for all legal steps with

regard to taxation is a  real obstacle to progress.  On the other hand if there is political  consensus



amongst the main financial centres to proceed in the proposed way it will hardly be possible for

other EU members to openly offer opportunities to circumvent such measures.

Regulation of European financial markets through taxation

The full liberalisation f financial markets and the exclusive political endeavour to minimize trans-

action costs in Europe has multiplied and facilitated the opportunities for financial speculation,

which is often borne by irrational expectations and herd behaviour and has contributed to the ob-

served rise of volatility. Taxes can be a non-administrative and non-bureaucratic instrument of

curbing excessive turnover and trade on financial markets and to reduce financial speculation aim-

ing at benefits from small price changes of  financial assets.

In this context a probably very useful instrument for market consolidation would be  a harmonised

securities transaction tax levied on all exchange or OTC transactions  on secondary markets of

shares, bonds and similar instruments (with the exception of intra-bank money market operations)

and all kinds of derivatives.  Since primary market transactions would not be taxed, such a tax

would – regarding the abundance of liquidity - not impede the raising of external financial re-

sources. As a unified European tax it would not distort competition between the financial centres in

Europe. With regard to the very limited number of European securities traded outside Europe and

the high administrative hurdles for getting access to foreign financial centres it is unlikely that such

a tax would lead to a massive relocation of  serious trade outside Europe.  The revenue generated by

such a tax would be substantial, depending on the rate of the tax and the reaction of  traders to its

introduction. The trade in shares on European exchanges amounted to 19,1 trillion $ in 2000. If

10% of this is new issuance of shares and the response to the tax would be a 50% reduction in trade

(which is a very heroic assumption), a tax of 0,5% would still raise a revenue of  42,9 bn. $ for ex-

change traded share transactions. To this the trade in bonds etc. and derivatives has to be added.

In order to protect the EU and the Eurozone from currency speculation the introduction of a cur-

rency transaction tax (Tobin tax)  is a useful instrument which can – according to the most recent

discussions - be implemented in a differentiated way depending on the situation on the foreign ex-

change market. In times of calm the rate can be very low and it can be raised to almost prohibitively

high levels in times of turbulence and speculative waves (cf. Spahn 2002). If such a tax is applied

by the European union for transactions with third country currencies this would on the one hand

protect the European financial market and on the other hand not impede intra-European liquidity

adjustments by financial institutions operating in the EU.  A pan-European Tobin tax would lead to



a segmentation of the European from the extra-European capital markets, and therefore be a mild

form of capital control.  If times become harder such forms can be complemented by straight ad-

ministrative controls which under article 59 are possible in exceptional circumstances.



Annex  1: The BEPGs 2001 and 2001

POLICY  AREA POLICY  GOAL
BEPG 2001

2001 DEVELOPMENTS/
ASSESSMENT

2002 B.E.P.G's

1. Macro envi-
ronment

Policies:
• Monetary
• Fiscal
• Wages

• Ensure growth and stability-
oriented macro policies

• Inflation: </= 2
• Sound budgetary positions;

avoid pro-cyclical stances.
• Wage developments in line

with price stability and job
creation:  </= labour produc-
tivity.

• Growth: 1,5% (goal:  2,5%)
• Unemployment: at 7.6% in EU-15 on average,

expected to rise (lagged response)
• Inflation:  on  average 3,4%, 2% by end of year
• Interest rate: 3,25% from 4,75% in 4 steps to-

wards end of year
• Wages:  constant -  Euroarea average increase

in real wages:  0.5%; EU-15: 0.8%.  Disman-
tling collective bargaining situations hinted at.

• Budgetary developments:  first deterioration
since 1993:  Euroarea budget balance as % of
GDP at –1.1% and at –0.5% in EU-15

Orient/implement budgetary policies to achieve/maintain posi-
tions close to balance/in surplus, so that medium term objectives
respected by 2004.

Tax reforms to be financed so as to safeguard commitment to
sound public finances.

Wages consistent with price stability.  Not in excess of labour
productivity.  Collective bargaining systems take account of la-
bour  market  conditions across skills/areas.

2.  Public finance Improve quality and sustainability
• Make tax and benefit systems

more employment  friendly.
• Control spending
• Improve long-term

sustainability
• Pursue tax co-ordination

Cutting down on social transfers/debt payments
("non productive expenditure").
Worry over demographic changes and pensions.
Tax package:  to be decided by Dec. 2002

Tax/benefit systems:  more employment friendly.
Increase public per capita investment and R&D expenditure
Enhance institutional/
structural reforms to assess/ control spending,
Pursue 3-pronged strategy agreed by Stockholm European Coun-
cil – run down public debt at a fast pace, raise employment rates
and reform pension and care systems for a sound financial foot-
ing.
Pursue tax co-ordination to meet Dec. 2002 deadline.

3.  Labour  markets Invigorate
• Increased participation
• Tax/benefit systems to en-

hance work incentives and
activation

• Facilitate labour mobility
(occupational, geographical)

• More flexible work organis a-
tion

• Reduce gender pay discimi-
nation

Reluctance to complement tax reforms with com-
prehensive reforms of benefit systems.
Early activation of unemployed.
Flexibility of work:  only Spain has taken  signifi-
cant steps to increase ---.
Differences in gender pay levels persist.

Overall employment rate: 64%; women: 55% and older workers:
38%
Encourage search for jobs.
Reduce incentives for early retirement.  Increase by about 5 years
effective ave. retirement age by 2010.
Strengthen active labour market policies.
Bring down obstacles to mobility within and between member
states
Facilitate occupational mobility through lifelong learning.
Promote flexible work organisation "striking a proper balance
between flexibility and security".
Remove barriers to female labour market activity.

4.  Product markets Efficiency
• Implement the Internal Mar-

ket – cut internal market leg -
islation transposition deficits,

• 2% of Internal Market directives not yet trans-
posed into national legislation (Greece above
average targetof 1,5% by 1%.  Also, France,
Austria, UK, Germany.  Attention given to ef-

Fully implement Internal Market (IM).
- Full transposition of IM dir/ves by Spring European Council

in 2003.
- Eliminate technical barriers to trade.



28

eliminate technical barriers to
trade, create an effectively
functioning internal market in
services and further open up
public procurement market.

• Reinforce competition – lib-
eralization of the network in-
dustries, effective competi-
tion and regulatory authori-
ties, state aid.

fective implementation.
• Technical barriers to trade, esp. for complex

products or products with a health risk.  Little
progress.

• 15% of total public procurement actually pub-
lished in the O.J., although steadily increasing.

• Network industries – Electricity:  prices still
high.  Railways, postal services:  liberalisation
process less advanced.

• Need to increase powers/operating  capacity of
competition authorities.

• State aid: decreasing (1,2% 1997-99 EU-ave),
but still high in some countries.

- Remove barriers to cross-border trade and market entry for
services.

- Further open up and render more transparent public pro-
curement markets (online by 2003).

Ensure effective competition
- Independence, adequate capacity and effectiveness of the

competition and regulatory authorities.
- Reduce overall level of state aid in relation to GDP.
Accelerate reforms in the network industries.
- New communications regulatory package by July 2003.
- In electricity+gas, ensure freedom of choice of supplier as of

2004 for non-household consumers (60% of the market).
- Trans-euro energy and transport networks:  efficient use of

existing infrastructure + incentives for new.
- Transport:  Single Sky by 2004, open trans-euro rail freight

network to competition by 15/3/2003.
5.  Financial serv-
ices  markets

Efficiency+integration

• Implement Lamfalussi Re-
port. (LR)

• Fully implement FSAP by
2005 and 2003 for LR

• Speed up implementation of
RCAP (quantitative con-
straints on institutional in-
vestment, bankruptsy laws
and taxation).

• Improve cross-border and
cross-sector co-operation
among supervisory and other
relevant authorities.

• LR/Euro Securities Market:  Committees set up
in advisory capacity (EU Securities Committee
and Committee of EU regulators).   Regulatory
powers to be granted.  EP agreed to 4-level ap-
proach (Feb. 2002).

• FSAP – 25 of 42 measures finalised.  Concerns
about pace of implementation.

• RCAP – Quantitative constraints in most
member states.  Tax measures fostering Risk
Capital  Market.

• Financial stability:  need closer cross-
sector/cross-border co-operation  among
authorities.

Step up efforts by the Council, the EP, the Commission and the
member states to ensure full implementation of the FSAP by
2005 and by 2003 for securities markets legislation.

Intensify efforts to implement the RCAP by 2003.

Ensure appropriate arrangements at national and EU level for
efficient cross-border/cross-sector co-operation, co-ordination
and exchange of information among the vrious supervisory
authorities.

6. Entrepreneurship Encourage
• Reduce administrative bur-

dens and barriers.
• Increase efficiency of public

services.
• Improve access for finance

for SMEs

• Taxation of cross-border activities:  a source of
distortions.  Large differences in effective rates
of company taxation.

• Regulatory environment: complex
• Availability of early stage venture capital var-

ies significantly across member states.

Create a  business-friendly environment:  simplify corporate tax
system/regulatory environment.   Increase efficiency of public
services.  Reduce barriers to cross-border activity.
Support SMEs
Improve access to finance esp. for SMEs in their early stages.

7.  Knowledge-
based society

Foster
• Stimulate R&D
• Promote access to and use of

• R&D expenditure. Approx. 1,9% GDP. (USA
2,6%).  Target: 3% GDP by 2010.  Business to
fund two-thirds against 55% now.

Stimulate R&D innovation:  raise spending to 3% of GDP by
2010.  Improve ties between universities and business.  Enhance
collaboration and innovation across Europe.
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ICT skills
• Strengthen education and

training.

• Share of households with internet access rising
at 1%/month.  Share of schools with access:
>70%. E-commerce developing, but more
slowly than expected.

• Public Education expenditure. Approx. 5% of
GDP 1995-1999.  Although low correlation
between skills and spending.

Promote access and use of ICT: Ensure effective competition in
local telecommunication networks (the 'local loop').  Stimulate
internet use (households, schools, enterprises andpublic admini-
strations).
Strengthen education and training efforts:  Both private and pub-
lic.  Enhance capabilities of women, older workers and early
school leavers.
Ensure transparency of diplomas and qualifications.

8.  Environmental
sustainability

Enhance
• Euro.Sustainable Develop-

ment Strategy
• Market-based policies, eg.

Taxation, user and polluter
charges, etc.

• Reduce subsidies etc. with a
negative  impact

• Kyoto Protocol; de-couple
economic growth from envi-
ronmental  pressures.

• Energy taxation at EU level
and single internal market for
energy.

First year of integration of sustainable development
promotion within the BEPGs.
• Climate change policies intensified.
• Taxes/charges for preservation
• No progress made in discussions on energy

taxation.
• Discussions on completing internal energy

market continuing.

Introduce and strengthen policies based on economic instru-
ments, such as taxation, user and polluter charges, insur-
ance/liability schemes and tradable emission rights.
Put in place robust procedures for monitoring, reporting and veri-
fication of emissions (cf. Kyoto protocol).
Encourage disclosure of environmental information in the annual
accounts  of companies.
Companies involved in environmentally sensitive activities to
provide financial assurance for potential damages.
Reduce subsidies and tax exemptions, with a negative environ-
mental impact.
Agree on an appropriate framework for energy taxation at the
European level.

Overall economic policy strategy :  sustainable, job-creating, non-inflationary growth.

Policy "challenges”:  Lisbon European Council has set the overarching objective of making Europe the most competitive and dynamic knowledge-based economy by 2010.  Need to
accelerate productivity and enhance labor force participation and employment, in order to increase the rate of potential growth, so that capacity constraints do not result in upward price
pressures, at a time of recovery.  Increasing signs that economy "at the brink of economic recovery".  Therefore, pace of economic reform needs to be stepped up.  4 areas of policy – (I)
macroeconomic framework:  mon'y policy maintains p-stability +  sound budgetary policy  (medium-term budgetary positions in balance or in surplus by 2004 "at the latest") (ii)  labour
market :   lower cost of labor, improve adaptability of workforce, (development of part-time and temp. employment), sustain wage moderation, improve real wage flexibility, cut in
social security contributions and taxes.  L-term unemployment:  concentrated in the more deprived regions/among more vulnerable groups of workers. Expected cyclical increase in
2002 must be prevented from becoming structural. Lisbon target:  raising jobs by 15 million between 2002 and 2010.  Barcelona target:  raising effective retirement age by about 5 years
by 2010. (iii)  strengthening productivity – approx. 1,5% pa, low for sustainable g at 3% pa.  Need to increase level of integration of product/financial markets – energy/communication
networks/etc.  (iv)  for sustainable development, need to promote a modern and active welfare state that encourages people to work+sound macro framework + efficient product, capital
and labor markets (reducing disincentives to geographic labor mobility).



Annex 2: Overview of proposals for alternative financial market policies in Europe

1. Stability as a public good

- A unified and comprehensive framework for the control of all financial institutions on the
European level

- Basle 2:
o Basle 2 risk management rules only for international players
o A more simple framework for small banks, borrowers and developing countries

- A more coercive regulatory framework

2. Consumer protection  in retail services

- Caveat vendor principle
- Standardisation of certain products
- Protecting non-profit and publicly owned enterprises
- Enforcing socially responsible behaviour by commercial enterprises
- Control of liberalisation rules for the benefit of consumers

3. Taxation

- Company taxes
Harmonisation of the tax base
Minimum tax rate of 40%
Strict application of the world income principle

- Taxation of capital income
Mutual information about EU residents capital incomes to home country authorities
Political pressure for co-operation of third countries

- A harmonised securities transaction tax of 0,5% on secondary markets
- A currency transaction tax (Tobin tax) of 0,5%
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Chapter 3

The European Union proposals for the Public Pension system
Miren Etxezarreta

Workshop report

 In July 2002 the working group of the network "European Economists for an
Alternative Economic Policy in Europe" and the network "Improvement of Economic
Policy Coordination for Full Employment and Social Cohesion in Europe" (EPOC)
organised a conference on the proposals of the EU and the member states for the reform
of the pension systems in Europe.

Part I: An evaluation of the alleged crises of the pension system and the new
systems purported to solve it

Part II: Towards an alternative pension system (APS)

The content:

The objectives  of the meeting had been stated as follows:

-to revise critically the proposals that are being made at the Union level to ‘modernise’
the pension system,
-to support and develop further solid arguments against the conventional ideas in favour
of ‘modernisation/privatisation’ of pensions,
-to start thinking about possible alternative systems, both trying to establish some basic
principles that any alternative pension system should fulfil  (in connection with the type
of society we seek) as well as exploring the technical aspects needed to achieve the
system according to the basic principles. Both elements being, of course, related even if
they are separated for analytical purposes. For this meeting, the option of concentrating
mainly in the design of the basic principles was taken, leaving for other meetings to go
for the more technical details.

The discussions that followed and their results may be summarised as follows:

Previously, the eleven objectives endorsed as the goals of the work on pension systems
at the EU level were mentioned. Although in them quite a number of statements of
interest may be found, especially when stating objectives (Adequacy of Pensions-points
1-3), when they go to argue for Financial sustainability (points 4-8) and Modernisation
(points 9-11), they mostly maintain and propose as the  frame for action, the main
guidelines of the EU policy we have been criticising  before. Therefore, it seems that an
Alternative pension system will have to be based mainly on other premises even if some
objectives about the first points may be useful elements of reference.
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Part I: An evaluation of the alleged crises of the pension system and the new
systems purported to solve it.

The arguments for reform:

- the ‘unsustainability’ of the pension systems: For quite a time now, the idea that the
present pension systems cannot be sustained has been gaining ground in many
countries. In 1994 the World Bank published a report (WB 1994) on the future of
pensions and their relationship to the promotion of economic growth which can be
considered the ‘official’ starting point of the present debate. Following the ideas laid out
in that Report, many arguments have been presented and several studies set to prove the
same position.

The arguments adduced by those defending the unsustainability of the present pension
system are many and amply argued, but their main ideas may be summarised as follows:

-the demographic and labour market arguments: the increasing number of old aged
people and the decreasing number of the working population because of the new
features of the labour market are leading to a situation when sometime ahead (10,20,30
or more years according to different studies) the public pension system will become
financially unsustainable and go bankrupt. Alternatively, contributions to finance
pensions would have to increase to such an extent that they would become untenable
since workers will be unmotivated to work due to the high level of their contributions. It
is also often asserted that contributions to Social Security constitute a ‘tax on
employment’ increasing labour costs and acting as a disincentive to hiring labour and
generating unemployment and fraud. Higher contributions will have adverse effects on
work, the search for work and acquisition of skills on the one hand, and on employment
on the other. ‘Will it continue to be possible to share societies´ resources between the
working generation and its dependent non working population in ways that do not give
rise to unacceptable societal or intergenerational conflicts?’ (OECD, 1998d,12)

- the cost argument: very closely related to the previous point is the fundamental issue
of the cost of the public pension system from the stand point that State expenditure is
already too high. The World Bank even suggested that there could be state budget crisis
caused by the soaring pension liabilities of governments due to the pay-as-you-go
systems (PAYG)1. According  to the Economic Policy Committee´s (EPC) Report to the
ECOFIN (2000), the public pension expenditure, as a percentage of GDP, is predicted
to rise substantially in all Member States over the next few decades, even though ‘the
effects of the demographic time-bomb are not even and the spending peak is not
expected to be reached at the same time in all member states’. In the majority of cases,
                                                
1 PAYG: In each time period the contributions of active workers pay the pensions of the people that are
pensioners in that same time.
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the EPC estimates that the effect of ageing will add between around 3 to 5 per cent of
GDP because of  pension expenditure. Other authors calculate that, based on purely
demographic factors and if nothing else changes, EU pension expenditure could
increase by 6,5% of GDP in the next fifty years. (McMorrow and Roeger 2002)

-the efficiency argument: it is considered that public financing of pensions is inefficient
compared with private financing, due to the diminishing returns on public money due to
the state retirement systems. It is claimed that the funded schemes provide larger
pensions than PAYG systems because, in a dynamically efficient economy, stock
market returns (return on capital) are higher than the returns on labour (real wage
growth).

-the economic growth argument: also a strong point is made against the public pension
systems based on the argument that public pensions diminish savings and therefore
decrease economic growth.  Or, what amounts to the same thing, that private funding  of
the pension system would increase total savings and foster economic growth. Many
economists have backed this argument by calculating the supposedly  substantial
impact PAYG systems have on savings and economic growth: 'In a famous 1973 paper,
economist Martin Feldstein claimed that the United States PAYG social security system
reduced personal saving by about 50%, and the country’s capital stock by 38%' (Barr, 7)
and many others.

According to the authors and institutions that support the above mentioned views, these
arguments prove that the public pension system is not affordable anymore. ‘The crisis
of the pension (and social security) systems’ has been declared. Therefore, radical
reforms are needed.

Recommendations for Reform:

Most if not all of the studies done in relation with these problems come up with the
same solution. Of course with some differences in different countries, as we shall see
below,  but in their basic lines all of them follow the same general lines that embody
two simultaneous axes: First, it is argued that to maintain financial sustainability it is
necessary to diminish the benefits of the present system2 - longer working life necessary
to qualify, later retirement age, lower replacement rate (proportion of pension in relation
with later working life wages), longer years of payment to calculate the pension (Italy
and Sweden have recently established the pensions upon the whole working life
earnings and the proposal is also being made in other countries) - and, second, that a
private pension system, based on capitalisation3, has to be developed: first with a partial
shift to funding and then reaching a 100% funded system4. This trend towards

                                                
2 The existence of a strong negative correlation between the generosity of the basic regimes and the size
of (private) pension funds of a country leads  to diminish the former in order to enhance the later.
3 The contributions for pensions are invested in assets; when reaching pension age the workers will
receive a pension according to the accumulated assets and their profitability. In this system each person
pays for its pension  following a prudential system. Generally this system is privately managed.
4 Often analysis of the pension system divides it  into three pillars: the first and basic one, constituting
some sort of minimum income and generally accepted that may be publicly based, a second pillar,
compulsory, based on contributions upon wages that at present is mainly public but for which there are
proposals of shifting to the private sector , and a third one, voluntary and private. Also, pensions may be
‘benefit defined’ when a specific amount of replacement rate is secured (that in general also require a
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privatisation is being accompanied in most EU countries by important tax incentives for
pension funds, and they may have a strong expansion in the future.

Besides, many scholars and administrations are arguing that future retirees would be
better off investing at least part of their savings in private, funded pension plans. Some
of them also argue that private funding of pensions allows workers to control capital
since pensioners become the main shareholders of many enterprises. People have to care
privately for their future old age and only the very poor should be entitled to public
provision of pensions. Overall  'There is now a strong sentiment, particularly in the
USA, that greater reliance on funded pensions is not just the least bad response, but
would actually generate substantial benefits. Feldstein (several references) has argued
that a switch from a PAYG system to funding will keep taxes lower and promote more
efficient capital markets' (Nektarios 2000, 130). More recent analyses have not
substantially altered this basic view. Improved pensions are said to be dependent on
private savings and investment, which must function through capital markets.

This basic line of thought has been adopted by the EU, and these principles are found in
the recommendations for all member countries: public pensions should not be too
generous and it is necessary to enhance the provision of funded pensions schemes
supporting them with substantial tax incentives. In the 2000 report to the ECOFIN, the
EPC recommended, among others, containment of benefits, improving of labour market
participation rates, increasing the retirement age, strengthening the link between social
contributions and benefits at the individual level and increasing the role of funded
schemes. Also,  'A comprehensive approach is required which will involve reversing the
trend towards early retirement; faster reduction of public debt in order to use interest
savings to support pensions and healthcare; and continuing pension reforms in Member
States, including allowing private pension schemes to take full advantage of the internal
market' (European Commission 2001b). Some authors have already forecast a very
sharp reduction of the replacement rate (a fall in the replacement ratio from the 74% of
the present to 58% for 2050 is envisaged in McMorrow and Roeger 2002) and the
results of such recommendations can already be seen in many European countries, as we
will review later in this report.

To sum up, based on the arguments that the  ageing of the population and the reduction
of the working force is rendering the public pension system unsustainable and that
privately funded systems are more efficient and provide with higher private and social
returns a very ambitious project is taking place in the EU trying to diminish the
coverage of the public pension systems and direct the provision for pensions towards
funded privatisation based on individual insurance principles.

A critical evaluation:

Since it is considered that the above arguments and the recommendations that stem from
them correspond to a very specific economic and social analysis that may be, and has

                                                                                                                                              
specific proportion of contributions on wages) , or ‘contributions defined’ when what is known is the
amount of the contributions that are required  and benefits depend on the profitability of accumulated
pension investments. Often ‘benefit defined pensions’ are public and ‘contributions defined’ private, but
there should not necessarily be so.
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been, widely contested, critical assessment of them was undertaken. The main ideas
resulting from that review may be summarised as follows:

- As for the demographic argument, although some of the participants considered that
demographic factors may  be relevant for the crises of the pension system, it was argued
that even if an increase in the ratio of old people to the working-age population (old-age
dependency ratio) is observed  in all European countries, the percentages are very
different in each country, and therefore the ‘ageing’ process should  a priori produce
very different outcomes. Furthermore, even if the phenomenon of ageing is certain, its
intensity is difficult to forecast because there exists a variety of different ways of doing
predictions  and there are uncertainties about the life expectancy, since it is not sure that
the lengthening of life expectancy will go on with the same high rate as before.
Moreover, changes in migration policy increasing active population may alter
substantially predictions about the different demographic dependency ratios.

On the other hand,  if we compare the forecasted increase in the old dependency ratio
between 1995 and 2020, it is observed that the percentage of old people at the end of
this period should not, in average, be growing any faster than it has been over the last 30
years.

Besides, aged people are not the only ones to be dependent. Looking at the demographic
dependency ratio (ratio of non working-age population under 20 and above 65 to the
working-age population) and at the economic dependency ratio (ratio of people out of
work to people in work, it may be seen that increases in the latter (the economic
dependency ratio) will be much less in the next decades that those of the demographic
dependency ratio. It may be argued that the economic dependency ratio is more relevant
to assess the feasibility of sustaining the dependent population than merely the old age
dependency ratio.

Also, it has to be taken into account that both pension systems - PAYG and funding-
equally rely on current production and wealth since, be pensions paid by public or
private funds, the resources that old age people require come out of society’s resources
and income. ‘A rise in the retired population relative to the working population requires
more resources to be transferred from the working to the retired population, however
that transfer is undertaken. Privatised pension arrangements may mask the transfer
which is taking place but it does not alter the situation… the reality of the transfer of
resources cannot be avoided by any pension scheme’. (EE.EE. Memo 2001)

- Looking at the shrinking labour market argument quite a number of issues arise: On
the one hand, the decrease in the number of workers reflects a diminishing demand for
labour not scarcity of the active population. The smaller number refers to occupied
workers, and   its number is  determined by the employment situation and it is not due to
the lack of active people willing to work. This means that a policy aiming to enhance
growth and increase employment may be more efficient and socially much better to
improve the public pension budget than a policy directed to reduce public pensions. On
the other hand, as any economist knows, the capacity to finance any system, private or
public, does not depend on the number of people at work but on their production of
wealth. If there are fewer workers but if more wealth and income are produced by an
increased productivity, the number of workers is irrelevant. Our present societies even if
they have many problems and a very unequal distribution of income, are considerably
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richer than twenty years ago and therefore have the potential capacity to finance more
pensions. What comes up is a clear question of the  distribution of income not of
scarcity of labourers.

The problem arises because the question of distribution of income among the whole
society is totally ignored in most analysis. Most studies consider only  that pensions
should consist in a horizontal redistribution of income  among workers and pensioners
and of course, in that case, active workers have to pay more -higher contributions- for
more pensioners. But why the broader distributional aspect is ignored? It does not seem
at all an innocent issue. Furthermore, that type of framework of analysis freezes the
status quo distribution for ever and takes for granted that profits have to reap additional
income at least in the same proportion as at present. This is clearly a political and
ideological decision disguised under the false dress of an economic argument.

Even in the case that salaries of the occupied population would  increase with a smaller
proportion because of  the higher contributions for pensions, is it that relevant?
First, a reduced relative increase of wages for workers does not mean that there is no
increase at all5, but further, should pensioners be considered as people whose welfare
does not matter? Most proposals for reform do not seem to have any problems to
assume a deterioration of replacement rates and even a substantial decrease in
pensioners´ standard of living while the income of active workers increases and that of
non-workers (ownership revenues) is not even mentioned once. It looks as if pensioners
are really rich people who can dispense without problems with an important part or all
of their incomes. Their position is only contemplated only insofar as they are a
substantial number of voters to make sure that the proposed reforms are politically
sustainable. Would not it be more adequate to compare the standards of living of
different groups of society and to make a comparative study of their prospective
increases before deciding without further thought that the best solution is to reduce the
income of pensioners?

Moreover, most claims for 'intergenerational equity' and most worries about the burden
that today’s young workers will have to bear to pay for (public) pensions of a larger
number of pensioners fail to see that wealth is a social product and that today’s wealth
is the result of investments made by previous generations. Unfortunately, concepts of
‘solidarity’ or ‘redistribution’ seem to have little room in their conception of society.

To support the argument of a too heavy burden on workers the issue of motivations for
labour is raised.  It is claimed that a situation of higher contributions from active people
could have negative consequences for the incentives to work and training of salaried
people. But this argument corresponds to a very definite and not very realistic view of
the motivation for labour and is rather contradictory: if having lower wages is a
disincentive for workers, why not raise wages permanently in order to keep people
motivated? What about the disincentive of having to pay for private pension
contributions? The dismissal of these questions is not an accident, but a political and
ideological standpoint.

                                                
5 The distribution of the gains of productivity comes up again. Often it seems as if it was assumed that all
increases of productivity are enjoyed by workers ignoring that an important share of them goes to capital.
But in the last decades increases in wages often lag behind productivity gains and it does not seem
neoliberal authors are too worried about the negative consequences that this will have for workers.
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- For the cost and efficiency argument: the Economic Policy Committee report
mentioned above predicts an average increase of public expenditure of 3 to 5% of GDP
for the next 50 years; that means an average increase of  0.06 to 0.1% per year in non
cumulative  terms –less than it has been over the last 40 years. Again, the real issue is
distribution, not sustainability. In fact at present most pension systems of the EU
countries do not present deficit in their pension expenditure but surplus and, in some
countries, a reserve fund for the future is being built. This element has led to some shift
in the arguments for change: at the beginning of the nineties the main argument was the
danger of a very rapid  financial breakdown; at present the main argument has shifted to
predictions of problems because of the demographic crises thirty years ahead.

Moreover, if we look at the level of returns on stock exchange and at the weight of
administrative costs, we observe that pension funds are not more convenient than public
systems: many studies show that not only the transition from one system to another is
costly but that the final result is often doubtful with riskier and unequal coverage for
pensions. In some cases even new public interventions have been necessary to remedy
the failures resulting from the process of privatising pension provision6.

The cost of the private funds for the public budget should also be considered since most
privatisations of pension schemes make a wide use of tax incentives and tax reliefs. In
the UK the cost of pension tax reliefs is equivalent to around the 40% of the cost of the
basic state pension (Agulnik cited by André, p.20) . The need for more research in this
context was strongly felt in the Workshop7.

Cost and efficiency should not be evaluated in narrow quantitative terms only but also
taking into account if funded schemes increase or not inequality in society: The shift to
funded schemes will have a significant impact and deteriorate the already unequal
distribution of income existing in our societies since, in public pension systems there is
an important element of redistribution (citizens do not contribute in strict accordance
with their actuarial exposure to these risks), whereas access to private pensions is
distributed according to the present capacity to save and held financial wealth
individually which is very unequal. Further, fixed costs of management of funds
penalise small accounts, increasing inequality. Also, the different tax regimes increase
the distributional impact especially due to the very substantial tax allowances for private
pension schemes which make deductible the contributions to private  pensions. Since
very frequently there are people with higher incomes, and therefore higher tax rates the
ones that make greater contributions to their pension funds, the higher the contribution
the greater the tax rate and the tax allowance. Besides and above all, what will happen

                                                
6 For comparison between private and public returns, we must bear in mind, when analysing the present
system (level and composition of contributions, revenues, etc), that the existing model is the result of 10
years of a neoliberal agenda being applied to pensions and to the welfare state in general, when  public
pension systems have been questioned and deliberately deteriorated in order to make the privatisation
argument more convincing. In order to be efficient, any system needs to be efficiently run, and this can
hardly be the case when those in charge of running it are the main advocates of privatisation.

7 After the meeting Marano added the following information which we consider of interest: Willem
Adema, Net Social Expenditure – 2nd Edition, OECD, Labour Market and Social Policy Occasional
Paper n. 52, pag. 23 gives some estimation of the tax break aimed at stimulating private pension funds. In
% of GDP in 1997: Australia 1.5; Canada 2.1; Germany 0.1; Ireland 2.4; Japan 0.8; Netherdlands 1.0; UK
2.4; US 1.0.)
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to those old people that have not been able to accumulate capital assets during their
working lives?

Furthermore, the danger of PAYG systems becoming marginal and precarious in front
of  the wished expansion of funded schemes should not be dismissed. The three pillar
schema is often presented as suitable because of the combination of both systems.
However, if the second pillar is funded and compulsory, it is very likely that the first
one will come to be seen as some sort of social assistance benefit for very poor people
with private funds caring for ‘good pensions’. Even in countries where the system
works as a two pillar system,  one public and compulsory, the other one voluntary
(Spain), there is a  danger that this mixed system will lead to the shrinking of the first
public pillar.

There is also the issue of risk. Many of those that argue for privatisation consider that
privatisation and corresponding diversification diminish risk but the argument should
not be overstated. Macroeconomic instability, variations in the value of assets, political
shocks, incompetent when not fraudulent or dishonest management,  are all of them
very significant risk factors for funding schemes. Returns from the financial markets are
hardly certain (as the present situation of the stock exchanges proves clearly).
Furthermore, risk should not be considered only in individualised terms:  the quicker
international transmission of short-term price movements, in which pension funds play
a crucial role, has increased the instability of world markets and made the global
economy more volatile.

- There is also the growth argument which may be expressed in several points: The first
one  is the relation of savings with growth: 'the connection between savings and growth
is complex. First, savings rise only during the building up of funded schemes, once
schemes are mature, saving by workers is matched by payments to pensioners. Second,
even during the build up, increases in mandatory savings may be at least partially offset
by reductions in voluntary savings. Third, saving does not necessarily lead to new
investment. Finally, investment does not lead automatically to growth… Even in the
well run economies, it cannot be assumed that pension fund managers make more
efficient choices than other agents in channelling resources into their most productive
uses' (Barr, 7). Still more, if we take into account the enormous amount of pension
funds that are invested in financial products with the main aim of profiting from sheer
speculation. 'Ajit Singh quotes data which show that between 1970 and 1989, the
contribution of equity markets to the investment requirements of the corporate sector in
the US and the UK was negative. His review of the literature shows no correlation
between stockmarket development and economic growth' (cited in Minns, 112). If the
enormous difference in value between real and financial transactions is taken into
account it seems rather difficult to affirm that stock market transactions are the financial
source for economic growth. It seems it functions much more as a facilitator of
ownership transfers.  Also,  in the EU there is no need to raise savings since the EU
countries´s surpluses  finance the US deficit…; second, even  if the relationship  was
effective, calculations about the potential of the economy to absorb increased
expenditure for dependents show that whatever scenario is considered, the increase in
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the real economic cost of the dependent population is very close to the real growth of
GDP8.

There is still another more radical line of reasoning: is  growth the only objective of
society and economic policy?  Many other decisions are taken that diminish the
potential for that growth and nevertheless they are considered adequate. For instance, no
doubt the rate of growth in the EU has been affected by a very anti-inflationary policy
for many years that has lowered the rate of growth substantially (see the EE.EE.
successive Memo) and still this policy  has been and is actively pursued, revealing the
preference for other objectives. Some other authors, from more progressive fields, admit
that  perhaps growth is not in all cases the only objective for policy and that especially
in rich societies ecological sustainability and improved distribution of income should be
more prioritary objectives. Perhaps a better standard of living for an increasing part of
the population as the elderly are is as important as seeking growth at any price.

Other elements were briefly mentioned: the impact of privatisation of pensions on the
economic evaluation of enterprises (value at the stock exchange instead of interest in
profits) and the corresponding dismissal of the interest of stakeholders in favour of
shareholders and on industrial relations at enterprise level, the fact that enterprise or
sectorial  pension plans may encourage labour immobility (public schemes being
universal do not present this problem) and the fact that some pension plans -public or
private- may encourage early retirement… As for the possibilities of workers
controlling capital by investing in enterprises, it seems  the experience so far made
people at the Workshop to express very sceptical views about this possibility.

After the review we have summarised it was agreed that  the arguments showing the
breakdown of the public system and in favour of a private system are far from
conclusive. Hence, it was considered that  there must be other reasons to support that
huge project of transformation of the pension systems. The hypothesis was held that the
final reason for the willingness to lead the pension system towards privatisation can be
found in the plans of the hegemonic financial capital to expand and integrate the EU
financial markets. It is in this frame that the issue of 'the pension crisis'  and the policies
related with it must be analysed. This argument was then assessed.

The links between the pension system and finances.

It is in the frame of the development of financial capitals  that the main reasons for the
present drive for privatisation of pension systems must be found. At present financial
services represent around 6% of GDP of the EU and 2, 5% of employment. A
substantial expansion is sought, since it is considered that the trend  from credit to
financing will  follow US lines where financial services are much more developed.
These developments are considered very profitable both for industry and financial
business and highly convenient: they increase the opportunities to obtain capital for
enterprises, allow for a very important increase in the business figures and the profits
out of them as well as commission revenues  of financial undertakings and finally a
wide financial market with a permanent flow of transactions provide the dealers the
                                                
8 The paper by P. Concialdi shows that with the exception of Luxembourg the support costs of the
dependent population could be at least 1,6 times higher in 2020 than in 1995 without any extra burden on
tomorrow´s workers.
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certainty to find in each moment the possibility to leave the market without capital
losses.

Since the Cardiff and Vienna summits (both in 1998)  several reports produced by the
European Commission have stressed the need to improve the market for financial
services with the final objective of building before 2005 a fully integrated financial
market. (See Etxezarreta for a recompilation of the most important)

This type of market requires huge amounts of capital flows to negotiate permanently,
and private pension funds are a very important source of these capitals  since private
pension funds are invested in stock markets forming a significant part of world financial
markets. Therefore private pension plans have to be developed.  It is obvious that such a
decision to change the pension regime and process entails very important consequences
for many other aspects of the European Union and its likely to affect many elements of
its  economic and social environment. Some scholars (Lordon) consider that the two
basic lines on which the new accumulation regime is structured correspond to the
deregulation of the financial markets and to the concentration of collective savings,
while others   (Minns) even consider that the relationship between finances and
pensions is on the way to be inverted ’ the nature of financial capital, as an identifiable
private structure of investment and lending capacity, along with its relationship to the
productive economy is increasingly dependent on the structure of the national welfare
systems and the transfer of funds from the public administration to private fund
managers’. (Minns, 33)

It seems the EU is firmly decided to use the ‘modernisation’ of  the pension systems
through the establishment of private funds  to enhance the expanded and integrated
financial markets. This establishment requires to ‘motivate’ the will of future pensioners
by alarming them about the likelihood of not having public pensions and increasing the
attractiveness of private pensions by allowing for very substantial tax benefits. It is
important to note in this context that the relevant point about the drive towards
privatisation is not so much the fact that privatisation is being stimulated  but that the
new regulations make it compulsory: the aim of most reforms is to make the second
pillar ‘compulsory and privately funded’ which ensures a very substantial flow of
‘captive’ capitals to financial institutions and financial markets.

Reviewing EU pension policy it can be observed that all moves go in the direction of
diminishing public pension benefits and enhancing private pensions. With the argument
of integrating financial markets this trend has gone as far as to eliminate some pension
funds regulations by the Commission to invest in risk-capital and the proposals about
the Action Plan for Venture Capital  prove that a regular supply of funds for the
financial markets and of profits for financial capital and the financial players involved
(insurance companies, pension funds, banks, unit trusts, etc) are the paramount
objective of this transformation. It seems that profits for financial capital are the
paramount objective of this operation regardless of the economic cost for the countries
involved and of the increased risk and  deterioration of the welfare of European citizens.

Review of the new pension systems of several countries:



11

The  arguments and principles that sustain the need for reform of the pension systems
referred to above are at the basis of the recent reforms that have been made in Germany,
Sweden, Italy and the Netherlands. A rapid review of these reforms was made at the
meeting  in order to extract their main features and likely consequences as well as to
assess their value for an alternative pension system (APS). In what follows we shall not
deal in detail with these reforms since they are known and also because we have papers
about them that are attached to this report and may be consulted if wished.

- Germany : the German pension system has traditionally been considered as the classic
example of a Bismarkian system and it is the prototype of what Esping-Andersen
defined as ‘conservative welfare state’. It went unchallenged until the unification of
Easter and Western Germany in 1989. Unification  caused an increase in contributions
and state funding of social security which led the conservative CDU in power, and later
the SPD, to propose a reform on the basis of what were seen as three major problems:
the high level of non-waged labour costs, the long-term financial unsustainability of the
pension system and the difficulty of improving coverage for part-time workers. It is
interesting to notice that the main arguments for reform were accepted across all the
forces of the political spectrum (parties, employers and unions) showing the strength of
the ideological and very conservative arguments that have been  presented as requiring
change. Despite agreement about the need for reform, the unions and the left wing of
the SPD (and the opposition CDU) criticized the content of the proposed reforms.

These problems were addressed by limiting the contribution rate (22%) in order to
‘ensure intergenerational equity’, reducing the standard pension and introducing private
funding  (complementary of public pensions) in a collective and individual basis
(second and third pillar) enhanced by fiscal incentives that would compensate for the
reduction of state pensions. Together with the generalisation of the minimum, means
tested, non-contributive pension. According to the German authorities, this has created a
system with a ‘broader financial base’, and this is the idea that has been transmitted to
the public.

- Sweden: Also in this country both social-democrats and unions have agreed with the
process of  reform of the public pension system. The reform has meant a switch to life-
time earnings as the basis for the replacement  rate, the re-indexation of pensions and
the replacement of the former basic universal pension by a higher guarantee pension but
only means tested. Individual pension savings accounts have also been incorporated into
the public system.

- Netherlands : This is one of the favourite system of the World Bank (together with
the Swiss one, which is even more in line with the WB ‘model’). There exists a
minimum pension for everybody and a fully funded occupational pension system which
guarantees 70% of wages after retirement. The first pillar is PAYG and is financed by
workers’ contributions. The second pillar of the Dutch pension system (funded
occupational pensions) is private but compulsory and benefits portable between
enterprises. It is collectively regulated (by firms and unions), which makes it different
from that of the US because it is regulated by the State and both workers and employers
contribute to it (but companies get tax allowances for their pension costs). People on the
boards of the Pension funds are representatives of the Employers and Unions  and
managing of the funds is ‘mutual’,  but the money goes to the private stock exchange
and other investments (bonds, real estate, etc). For the first pillar flat rate pension, the
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Government reserves now a part of the contributions for a ‘Minimum pension fund’
exclusively earmarked for covering future extra pension obligations without having to
increase premiums to unacceptable levels. The second pillar pension structure means
that the system is very sensitive to the economic cycle, because when the stock
exchange goes down, contributions must increase to ensure the level of pensions9.
However, the real pension ‘problem’ came with the increase in the cost of the basic
pension, fully paid by workers, due to demographic changes and changes in the labour
market that led to changing  the traditional ‘male breadwinner’ second pillar system to
give coverage to part-time workers (often women).

- Italy: The Italian reform presents some peculiar features that deserve further
consideration. Until the 1980s the Italian was also a traditional Bismarkian system.
Then it allegedly started to ‘get out of control’ for  being too ‘generous’, too oriented to
get political favours and used in substitution of other social expenditures (namely a very
poor unemployment  subsidy). In the frame of a general dramatic fiscal crises caused by
the rising of deficit (10%) and debt, the economic crises led to a decrease in revenues,
and the demographic crisis (more acute in Italy than the average in the EU) led to
increased pension expenditure. All together induced Italian politicians to start rethinking
their pension system10; Unions were also in favour of reforming the system for some
good reasons and took part in the reform process, at least in the first stage. The reforms
aimed at blocking early access to pensions, at reducing pension indexation and at
increasing the statutory age requirement in order to diminish public expenditure.
Among other objectives this was done mainly to fulfil the Maastricht and Stability Pact
Criteria. These reforms were accompanied by a broader project of structural reform that
makes for the peculiarity of the Italian system, because it means maintaining public the
pension system public, but basically implementation the rationale of privatisation. This
is intended to be achieved by means of introducing a ‘notional defined contribution
system’ into the public pension system.

The control of public deficit becomes the first and stated objective of the new system
The ‘notionally defined contribution system’ has to minimise public expenditure in
pensions in order to avoid public deficit. The system remains public and pensions are
distributed by the PAYG system by means of the following procedure: contributions are
‘virtually’ capitalised at the economic growth rate and the results are actuarially
converted into pensions so the system automatically stays in financial equilibrium. The
value of pension benefits is adjusted in such a way that deficit does not occur 11. In
theory, this system was supposed to allow to pay pensions indexed to nominal wages.

                                                
9 Some discrepancies were manifested here since some of the participants did not fully agree with the
proposal that this system would be very sensitive to the economic cycle. This would be true if the (real)
economic cycle was to translate in the up and downs of the financial markets. But that does not appear to
be true in the short run (at least for the past 20 years). However, it should theoretically be true in the long
run.
10 Italian politicians started early to think of reforming  their pension system, very likely because their
main aim was to cut public expenditure and deficit to fulfil the Maastricht requirements. Of course it is
well known that the first ‘reforms’ of the pension system were made by Mrs Thatcher in the 1980s by
introducing the ‘opting out’ from the public supplementary schemes (SERPS).

11 In fact it means that these public pensions will not be ‘benefit defined’ but ‘contributions defined’
against traditional public systems.
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It was expected that this system will keep public expenditure in check while avoiding
the main problems of privatisation. However, it also presents many problems because in
order to make it work effectively (and therefore guarantee pension provision), wages
must always grow at the same rate as the economy, contribution rates must not fall with
the shift from traditional full-time workers to new types of precarious contracts, all
demographic risks lay on the individual  and it is explicitly accepted that the average
pension and the replacement rates are very likely to fall to keep to the objective of
minimum  public expenditure( in fact they have fallen in comparison with the previous
system). Thus, the system maintains actuarial equilibrium but does not maintain the
living standards and therefore has to rely on workers complementing their public
pension with a private pension fund which increases contributions and still lets the
individual bear all risks (benefits are never certain). The Italian system might achieve its
stated aim of diminishing public deficit but does not seem to avoid privatisation, even if
that would be ‘voluntary’ . Data about the stabilisation on expenditure on pensions were
presented but it does not seem  that  the uncertainty about benefits and the accepted
likeness of their decrease means that care is really taken of  the well being of its senior
population.

In all these reforms the following trends we have mentioned above are perceived: they
imply a diminution of pension benefits (even if a trend towards universalisation of the
first minimum pillar may also be discerned) and they advance very decidedly for the
privatisation path. They do not seem to present any particular feature that avoids the
problems we have reflected above. Rather they seem to be sophisticated and intelligent
efforts to legitimise what is nothing more than a more or less disguised diminishing of
benefits and privatisation of the system.

The question of open coordination of policy and convergence of pension systems.

The issue of coordination of pension policy from the EU level was also discussed,
mainly in two different lines: on the one hand in connection with the limitations that
neoliberal policies impose on all EU member countries about flexibility of labour,
market liberalisation and  especially the provisions that the Treaty of Maastricht and the
Stability Pact imply for public expenditure on pensions and health care12; and on the
other hand,  the increased preoccupation about  the lack of social cohesion in Europe
and the need for ‘social inclusion’  that has led to the widening of the mandate on
pensions from the Ecofin13 to include also the Employment and Social Affair Council
and the establishment  of different objectives for the pension system at the EU level.
However, it was observed that the normative base for an intervention on pensions is
weak and that the model that is being proposed seems to aim at a downsizing of public
coverage in tune with the English model (that presents low coverage, very low benefits
and not lower expenditure than other EU countries).  Even if there is rhetorically high
political sensitivity to the pension issue, and that eleven broad objectives have been
endorsed as the goals of the work on pension systems at the EU level,  the EU
guidelines for pensions seem to stay firmly within the frame of neoliberal policies,

                                                
12 It may be worthwhile to mention that while social issues are explicitly left at the hands of the member
states, economic policy is increasingly taken up by the Union Authorities and for many questions -Union
fiscal policy, for instance- unanimity is required.
13 It is interesting to note that Ecofin has its own Working Group on Ageing (AWG) while the ‘social
dimension of the pension system’ it is left to the Employment and Social Affairs one.
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strongly enhancing reforms in the lines we have been commenting upon. Therefore EU
policy is at the bases of the ‘modernisation’ of the pension and social security systems
on the lines of privatisation, in so far as it has legitimised, consolidated and expanded it
in all EU member countries even if it does not have explicit powers to implement it14.

This brings up the question of convergence: Is there a trend towards convergence in the
pension systems of the EU countries? The answer may seem rather contradictory: If we
consider the main lines of development towards  a more liberal and market directed
system, convergence appears clearly since all reforms follow the same lines. Also
within the many changes that have developed during the last few years in the pension
system a few ones have a general character applying in most countries. For instance,
the expansion of poverty has led to increase the importance of general assistance and
new benefits for that purpose have sometimes been implemented  as establishing some
sort of safety net. However, the new targeted benefits proved inefficient for
guaranteeing minimum resources to the population in a general way.   On the other
hand, social policy is explicitly left at the hands of the Member States and each country
seems to retain its previous peculiarities even within those general trends of change.
Although according to André:  ‘In summary, the question of convergence of the social
state raises a lot of ambiguities. Even if common trends have been detected, the
apparently similar measures, when observed at a detailed level, stay quite specific,
reflecting the pre-existing national configurations of the social state’ (André, 12). It
seems it might be said that among the general application of liberal policies each
country manages to follow them without totally abandoning its national features. Thus,
national diversity continues to be a defining feature, but this should not let us forget that
national welfare states are placed within developing global and regional contexts that
have profound implications for the future possibilities of welfare development.

In other direction, it does not seem to be any real convergence towards the systems
considered as more favourable for the populations but, rather, those that were
considered the ‘best systems’ systems in the past are becoming tighter for requirements
and diminishing their benefits approaching the poorer ones. If  anything ‘benchmarking’
seems to be working the other way round.

Some more technical aspects.

Some other elements were also mentioned.(See mainly C. André paper) Even if they
were not widely discussed some of them seem relevant for future work and therefore we
shall merely mention them here:

 . the dubious utility and difficulties of using benchmarking in a pertinent way
given the very different settings where measures have to operate,

. closely connected with the issue of equity -see below- and the relative standard
of living for pensioners  in relation with workers and the rest of the population is the
problem of indexing pensions on prices, wages or the rate of economic growth.
Indexing of pensions on growth seems the best procedure since it is the better way to
make old people share in the increased wealth of society. Therefore indexing  on wages,
                                                
14 Questions about the convenience to change pension and social security systems had been raised before
in certain countries but the Union has been a catalyser to spread these ideas among all member countries.
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using them also as a proxy for economic growth, seemed a better choice than indexing
them on prices15. Other ways of indexing pensions on growth could also be explored.

. the issue of retirement age, life expectancies, how to deal with gender
differences  in life expectations

. how to solve the problem of self-employed workers, part-time jobs, precarious
work or in the informal sector of the economy,  or of those who do not fulfil the
required time of  contributions. How to deal with non-contributive periods, the
validation of unemployment periods and so on, especially in a context when careers will
not be so continuous as before.  Given the changes of the labour markets these issues
become greatly relevant and urgent.

. in the same direction, the new system of payment for labour like profit-sharing
schemes, ‘epargne salariale’, stock options… which are not submitted to social
contributions, make necessary an adaptation of pensions in diverse ways.

. one of the problems it was thought that requires much more research is the
question of the relationship between changes in the pension system and taxation policy.
We have referred above to the high cost for the public purse of private schemes and it is
considered this would be a crucial argument to counteract the attack on public pensions.

. some participants stated that the two/three pillar system composed of a
minimum assured pension for everybody and a second contributive pension could be a
useful arrangements. This sort of arrangement could be PAYG or funded. But there was
no general debate on this issue.

Summing up for the time being

After reviewing  arguments and facts, overall, it seems clear that there exist many
arguments that lead to reject the idea of the ‘crises’ of the pension system, and that it
can be concluded that  the ‘crisis’ of the pension systems is more of a political and
ideological construction than a reality. That is not to say that things are not changing
and that there are no new challenges that the welfare state and the public pension system
must address. ‘Modernisation’ must, of course, take place but a different kind of
‘modernisation’ that the one proposed by the official bodies. Based mainly on
expansion of benefits, on the satisfaction of the people entitled to them and on the
welfare of the population, the future financial requirements have to be considered and
planned. The fact that a greater percentage of old people in the population will require
more resources has to be adequately taken into account and the difficulties it may imply
have to be solved  but the 'alarm' about the problems of the pension system seem  to be
much more connected with the objectives of financial capital than with the pension
system itself.

There was general agreement  that if the neoliberal trends of policy on pensions
continue the present  and very likely future public systems of pensions that are
presented as a ‘way out of the present crises’  will not offer sufficient and secure levels
                                                
15 This implies that wages follow the trends of economic growth, which is no so certain in the last two
decades. Would not be better to go directly to indexation on real growth rates to ensure that pensioners
would share in general prosperity?
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of income to pensioners. The reforms of the 1990s will lead to a relative decrease of
replacement rates even if different in the different EU countries.  ‘Modernisation’ and
‘rationalisation’ that implies reduction of benefits and privatisation in the very different
ways in which it is being implemented do not offer a solution to the pension system.

Moreover, the social consequences of a shift to the private funded systems may be very
negative for the welfare of pensioners, the population  as a whole and even for
economic efficiency and growth. It seems that profits for financial capital are the
paramount objective of this operation regardless of the economic cost for the countries
involved and the deterioration of the welfare of European citizens.

Therefore it seems there is an important task ahead to devise an alternative pension
system that implies a fair standard of living for the aged population, a fair distribution
of income for active workers and the population that allows for an efficient labour
market and public finances, and the achievement of the necessary growth rates. And it
has to be accepted by the population. It has to be fair, economically sustainable and
politically feasible. It hardly looks as if the market alone may achieve all those
objectives

Part II: Towards an alternative pension system (APS)

According to the objectives of this Workshop its main priority has been to start devising
a few Basic principles that should guide the building up of the alternative pension
systems in the EU. It should be obvious that the aim does not consist in establishing a
homogenous pension system for all countries but to point out to some fundamental
principles that should be present in all the very diverse systems of the member states.

Since current reforms which are been implemented at present have very strong
regressive  effect in the long run, it is believed that in the short run the first alternative
is to safeguard the existing public pension systems and, in some cases to recover the
previous public system lost with the reforms. The present systems may be maintained
with little additional economic effort, are feasible from the economic point of view and
there are no sound economic and social reasons to advance towards their dismantling.

Even if, as it has been commented upon, the expected financial troubles of the pension
system are very dubious, to say the least, if such a contingency would arise, an
improvement in the situation of the labour markets would be the best instrument to
counter them. The reduction of unemployment, a real increase (not only statistical) in
the activity rates, to promote the rate of activity of people that would voluntary liked to
work (some aged people, women…) would all contribute to a substantial  improvement
of the financial situation of pensions.

The issue of participation of social agents for some of the features of the funded pension
systems was briefly mentioned. Particularly, in relation with the possibilities of the
workers to take part as shareholders in the boards of enterprises and exercise a positive
impact in their affairs. It was discussed if in the in the immediate run it may be
convenient to take part from the side of the workers on the boards of control of private
funds wherever this can be done. On the one hand it was considered that it might help to



17

introduce some elements favourable for the workers interested but, on the other hand,
most participants were very sceptical about the possibilities of achieving anything
relevant through this participation.  This issue was not widely discussed very likely
because there was not much hope of achieving anything very substantial in these
boards.

The Workshop agreed not only to reject the trend towards privatisation and propose the
maintenance of the present systems but it aims at expanding and improving them along
lines of development leading to increase the welfare of old people. In order to guide the
medium and longer term lines  of development for an Alternative Pension System
(APS)  it was considered useful to make explicit some Basic principles:

Previously, the eleven objectives endorsed as the goals of the work on pension systems
at the EU level were mentioned (Please Angelo, may you add the complete reference?).
Although  quite a number of statements of interest may be found within this list,
especially when stating objectives (Adequacy of Pensions-points 1-3), when they go to
argue for Financial sustainability (points 4-8) and Modernisation (points 9-11), they
mostly maintain and propose as the  frame for action, the main guidelines of the EU
policy we have been criticising  before. Therefore, it seems that an Alternative pension
system will have to be based mainly on other premises even if some objectives about
the first points may be useful elements of reference.

The changes experienced in the last decades in the economic and social environment
and the transformations and deterioration of the labour market lead to the idea that at the
beginning of the XXIst century it is necessary to contemplate new systems of support of
the welfare of citizens and therefore of the pension system not so closely related to the
labour market. The idea that production is a social undertaking reinforces that view.

The definition of clear and  explicit objectives for the pension system was considered of
interest. The different outlooks of the two basic main lines were mentioned:  the Anglo-
Saxon (Beveridgian) as that with the basic aim of fighting poverty and guaranteeing
some basic income to poor people, with more emphasis in redistribution and the
continental (Bismarkian) system with emphasis on guaranteeing the maintenance of the
standard of living of contributing workers, more in line with an insurance system. Also
the need to precise desired levels of  replacement rates and the indexation of pensions
on growth, or the need to cover new risks on labour markets and to take into account
periods out of work as unemployment, informal work, sabbatical leaves, etc. as a
counter part of the growing  economic flexibility that has worsened working conditions
were mentioned. It  was considered at the Workshop that to cover for these type of
requirements the concept of the welfare state and therefore of pensions should shift from
being based on work and employment to being based on citizenship.

This change requires exploring thoroughly the system of financing of pensions, since if
the basis is citizenship the financing through social contributions and its relationship
with taxes will have to change significantly. As a general principle it was asserted that if
better welfare systems are wished there is a need to argue solidly against the present
trend towards the reduction  of taxation  most often supported by all political parties. At
the same time the group was aware that in the short run and given the present trends
towards less taxes relying mostly on  taxes presents the problem of how to combine
them with the required budget equilibrium.
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Fiscal policy also constitutes a fundamental issue for other elements: on the one hand
the question of financial incentives for privately  funded pension and the public cost of
private systems have to be taken into account; on the other hand, it is necessary to
consider the impact of taxation on gross and net pensions. ‘Some statistics show, for
instance that even if gross pension benefits vary within large brackets of 37 to 81% of
gross wages, the percent of net pensions to net wages vary only between 59% and 67%
(Dumont). The question of harmonizing social protection in Europe is completely
linked to the one of harmonizing taxation’. (André, 2002, 13)

A social security system, and therefore pensions, should not be considered in isolation
but within the frame of the whole social and economic system since it may happen, and
it does happen, that measures at the different levels may be complementary or either
highly contradictory. It was shown how in Italy the pension system was to cater for poor
unemployment benefits, but it may also happen that a housing system or inflation or
strong neoliberal policies about health provision may deteriorate standards of living
regardless of the pension situation. Or how developing caring services for children
and/or older persons may help to improve the financial situation for pensions and the
wellbeing of these sectors of the population. Not to mention the great importance of the
immigration phenomena for the financing of pensions.

The system should advance towards universalisation of pensions making all citizens, as
such, fully entitled to personal pensions regardless of their past labour situation.
However, the view was also expressed that besides universal allowances very likely
financed by taxation,   contributions by people at work should be retained to make for
differentiation of pension levels and also because it was considered as better
politically16.  The usefulness to separate the social and distributive function of pensions
from the insurance function was debated:  The possibility of awarding a lump sum as a
minimum allowance for individual and universal pensions  (as some sort of recognition
of the social function), and of associating social contributions with  the  insurance
function was presented. But also the difficulties of separating in practice both functions
(a women when she has children is fulfilling a social or a productive function?) and the
danger of the degradation (economic and social) of the ‘social’ pillar were also
considered. Moreover, consideration of the insurance principle, if included, should be
such that would cover adequately for the principle of solidarity17: The difference
between market based insurance - operating on a profitability basis- and social
insurance, which may include solidarity, should be stressed and the second type of
criteria selected.  It was considered that the issue of the articulation of citizens’ rights
and of workers rights requires to be explored further.

Nevertheless it was considered that all types of pension arrangements should allow
pensioners to maintain a decent living standard after retirement. The EU establishes as
its goal that ‘[Member States should] ensure that older people are not placed at risk of
poverty and can enjoy a decent standard of living; that they share in the economic well-

                                                
16 Nevertheless maintaining a substantial role for contributions implies that workers are considered in
their ‘fordist’ modality, ignoring many of the differences of the present labour market that we have been
arguing make for the need of a new system.
17 Insurance strictly considered as in private systems does not cover for solidarity, but Bismarkian
systems although based on insurance imply a certain part of redistribution because they are not strictly
based on insurance principles.
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being of their country and can accordingly participate actively in public, social and
cultural life’ (Point 1 of goals of the work on pension systems, EU). It is necessary to
secure a sufficient revenue not only to satisfy the fundamental needs of pensioners but
also to allow a real integration of the elderly in society. Even minimum pensions have
to allow for a dignified level, both cuantitatively to permit an adequate standard of
living  and qualitatively in the sense of avoiding all ‘old age and poverty’ stigma.
Perhaps fixing specific percentages of GDP per capita, or of average wage or any other
quantitative parameter about pension revenues  should be discussed in this context.

The issue of how far the pension system could or should convert itself on an instrument
to improve the distribution of income was raised and debated. It was argued that the
pension system should not be expected to reverse inequality due to previous elements,
but, on the other hand  it was also stated that the possibility of contributing to income
convergence among social groups should not be rejected outright since the necessity to
maintain a redistributive element between several types of categories of population
constitutes a major argument in favour of PAYG systems.  Again another element to be
explored further.

The three basic elements that according to Esping- Andersen well known schema
should be covered by any fair pension system were mentioned and accepted:

. equity. Intergenerational  and also between the standards of living of the active
population and of pensioners. The view was expressed that when referring to
intergenerational equity it is often understood that  the incomes of old people should not
negatively affect those of the workers who pay for them. However, this is taken as a
very narrow interpretation because first, it is considered that the redistribution of
income necessary to pay for pensions should not affect only the workers but the  society
as a whole (and especially capital revenues),  and thus the negative effects, if any,
would not be very substantial as against what is adduced now by authors that only
contemplate redistribution of income between workers and pensioners; second, because
intergenerational equity also affects the efforts that present pensioners have done to
achieve economic growth in the past which favours younger generations; and finally,
because equity seems to compel that elderly people also share in improvements in the
standards of living made possible by growth and redistribution. The idea of indexing
pensions on growth was considered better than other forms of indexation.

. solidarity, should be an important pillar of any alternative economic system as point 3
of the EU goals for pensions recognise: ‘promote solidarity within and between
generations’. However solidarity may be contradictory with maintaining the status: a
position often invoked is the necessity of keeping the relative status of the pensioners
with the ones they had when in activity. This is more or less automatically done in basic
Bismarkian schemes but what for Beveridgian ones? In fact the question is: in what
measure the differences in status must be kept or smoothed?

. decommodification . Only a public system will fulfil this requirement as against the
present trends for change that stimulate the conversion of the pension system in a
prudential system where every person pays for the amount  that it will be received as
pension.
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There  was an agreement that the pension systems should not affect the efficiency of the
labour markets. In front of the argument that contributions to Social Security constitute
a ‘tax on employment’ increasing labour costs and acting as an incentive to hiring
labour and generating unemployment and fraud it was considered that  social security
contributions are only ‘deferred wages’ and part of the labour contract. Also, it is
observed that countries with high social security contributions and taxation are not less
competitive than countries with lower ones  pointing out that productivity and
competitivity are not only questions of the direct cost of labour.  The debate was
renewed about the forms of financing of the pension system and the relative value of
social contributions and taxation was considered.

As for the role of the Union it is considered that within the general orientation of
allowing for different national systems to pursue along their traditional lines, the Union
should care for an improvement of real convergence towards the best social policies and
actively contribute towards the achievement of this aim. It was  considered that
establishing a set of minimum compulsory commitments in quantitative terms for the
pension or social security systems related to the wealth of each country would be useful
and would increase at least relative convergence. For instance % of GDP devoted to
Social Security or to pensions, or a minimum percentage of GDP per capita as the floor
for social allowances, and that many other elements may also be subjected to
compulsory commitments.

This point raised the issue of the need for indicators to compare different countries and
the question of benchmarking come up. The very  dubious utility and difficulties of
using benchmarking in a pertinent way were stressed because of the very different
settings where measures have to operate, and especially the fact that pension or any
other policy cannot be considered isolated from other elements of social and economic
policy of the country, as has been argued above.

It was considered that alarms raised about the hazards of social protection have shaken
the degree of confidence of European citizens about the future of the pension system; as
it was agreed that these alarms should not be overestimated, the information process
constitutes a key issue in assessing the sustainability of social transfers. Because of it,
the importance of reforms of the welfare state and their implications for the lives of all
citizens are so great that there should be a full social  debate about this issue. The
participation of citizens in the debate and also in the management of the pension
systems should be promoted and enhanced. Active participation in this debate seems an
obligation for all these critics of the present reforms.

It was argued that the establishment of an universal Basic Income  might be a powerful
instrument to start a new system of social rights. The new system which would consider
the citizen instead of the worker as the subject of entitlement could replace not only the
pension systems but a big part of the social security systems. It would be  a universal
right, thus solving the problem of new irregular types of work, it would cover new
rights regardless of the labour contribution of individuals, thus enhancing the freedom
of workers and citizens, its financing will not affect directly employment,  would avoid
many of the present and future problems of computing for pension rights, is highly
egalitarian, and will greatly simplify the administrative burden… Therefore, the
question of the Basic Income related to pensions and the requirements for an adequate
fulfilment of the role expected from it  was presented and discussed. It seems it is a very
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ambitious and rather controversial proposal but it appears also worthwhile to explore it
further.

It is obvious that most of the Basic principles that are very tentatively described here go
against the main present trends of economic and social policy. Therefore advancing
towards them will only be possible if through argument and persuasion the outlook of
social and political forces changes. In other words, the problem is not technical but
ideological and political.

Miren Etxezarreta
Barcelona, June 2002
Autonomous University of Barcelona
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4. Conclusion

The public sector and public services are two distinct concepts. Today, the public
sector refers to the totality of those state bodies which have been given some task or
mission to carry out (the service providers or "operators"). The term, public services (or
services of general interest), on the other hand, refers to these missions themselves (the
activities which have to be carried out, under the control of a "regulator"3). However,
because of their history, some European nation-states do not clearly separate these two
functions. In France, for example, the organisational forms and the delivery of services
were until very recently conflated in what was sometimes described as a "statist" view of
the national public authorities: in practice, "public service", "public administration" and
"national sovereignty" were virtually synonomous expressions. Thus the mission of the
public sector was defined in a very general way: to promote economic and social
development with the help of the big nationalised companies which possessed monopoly
power. In fact, defined in this way, the mission of the public sector went well beyond the
supply of the obvious outputs of these public monopolies (production of electricity,
delivering letters); in a certain way, this national conception of public services diverted
the public enterprises away from their specific tasks.

The European Union and the single market are being built on the principle of
competition. "Economic integration" is the only goal for which the Commission has a
clear mandate. It soon became apparent in practice that, to be compatible with this

                                                                
1 Pascal de Lima is a Ph.D student at the Institut d'Etudes Politiques, Paris (within the OFCE) and a
consultant on the financial services industry at Cap Gemini Ernst and Young Conseil
2 Réjane Hugounenq and Bruno Ventelou are economists at the OFCE.
3 The term "regulator" as used here covers both the political instance which decides on the mission and the
body which exercises control over the mission, whether this body be a ministry or a regulatory authority.



objective, the notion of public service would have to be more narrowly circumscribed,
even though, in theory, nations retained the freedom to define the "missions" which
public services should accomplish. Thus, although the state is not prohibited from
possessing means of production4, and although states are free to define specific social
policies, in fact all forms of cross-subsidy capable of affecting market conditions are
forbidden because they conflict with the principle of competition and, likewise, the state
is no longer able to make free use of the monoply rents generated by public enterprises;
this amounts to depriving it of the resources which it used to dispose of. The regulatory
functions of the state are preserved, indeed they are broadened; but subject to the
condition, a very important one as we shall see, that it is becoming necessary to say very
clearly, case by case, what the set of  tasks consists of - something which in the past was
often left implicit and vague: economic objectives, social objectives, regional objectives
and so on…..Thus the notion of "universal service", which specifies what each European
citizen is entitled to in each field of activity, comes to replace the general notion of
"public service." In sum, the European drive for open competition not only calls the
status of the operators into question; it also, or so we shall try to show, changes the basic
principles of state intervention5.

In the first part, we describe briefly the process by which the state withdraws, as
an operator or supplier of services (France being taken as our example), and we present
the doctrines which are used to justify this withdrawal. Economic theory has traditionally
considered that state intervention might become necessary when there are externalities,
increasing returns to scale or a monopolistic market structure. Today, by contrast, the
same analytical concepts, together with recent advances in the economics of information,
can be used to explain the disengagement of the state and the limits to this
disengagement. At the same time, we shall see that these rationalisations only amount to
ex post justifications and are not the real explanation. The disengagement of the state as a
service provider in reality results from the fact that traditional methods of intervention are
being called into question, under pressure from both the process of European integration
(the creation of the single market) and, of course, the process of globalisation-
liberalisation which began some two decades ago.

In the second part, we investigate the future of public services in Europe, in terms
of their missions. Are public service missions seriously, and necessarily, impaired by
European economic integration? What is the present situation? What is the position of the
Commission - in word and in deed? Is it only a matter of delivering an unchanged level
                                                                
4 Article 295 of the European Comminity Treaty says: "This Treaty shall in no way prejudice the rules in
Member States governing the system of property ownership."
5 It should be recalled that the principles of continuity, equality and transferability which we find today in
the definition of "universal services" originated (as far as France is concerned) in the period of high
liberalism at the end of the 19th century. It was at that time that juridical notion of public service was born.
In conformity with the liberal principles which emerged from the French revolution (Le Chapelier), the
state was not to be regarded as a genuinely autonomous power but as an organisation whose essential
function was to serve the citizens. Indeed, throughout the development of French administrative law, the
administration was subjected to a certain number of constraints while the service users were accorded new
rights grouped around the three principles mentioned above. It is not by chance that it was an era of high
liberalism which gave birth to the expression, public "service" in which one could already detect the
influence of utilitarianism.



of public services, but with the supposedly superior tools provided by a new competition
framework? Or, on the other hand, is the principle of competition merely an instrument
with which to carry out an opportunistic reduction in public provision?

In the third part we show, with examples drawn from the experience of different
countries of universal services in the banking sector, that it is rather difficult to maintain
a proactive approach to public services within this competition framework.     

2. The Disengagement of the State at the turn of the Century:
towards new principles of intervention

In France, it is above all the forms of state intervention which have changed in recent
years. Although the principle of public intervention remains, it is only in very rare cases
that this intervention takes the form of a single public service monopoly such as those
which emerged in France just after the second world war. The public sector as a field of
intervention has been substantially redefined, with a shift towards a withdrawal of the
state as "provider" of public services: firstly, different activities are separated from each
other, then follows an opening up to competition or even privatisation. We shall descibe
these developments first at the national and then at the local level.

- At the national level, the era of the great public enterprises carrying out high
governmental strategies in terms of industrial policy seems to be at an end: indeed,
starting from 1986 (then again after 1993), and in the context of liberalisation of the
world economy and the development of the EU's competition regime, official
privatisation programmes sought to reduce the importance of the state in the field of
production6 : Banking, insurance, steel and all the manufacturing sectors in general, are so
many sectors from which the state has withdrawn. On the other hand, the main national
networks - electricity, telephone services, rail transport - are still the responsibility of
public monopolies, such as EDF, France Telecom7 or SNCF8. But it is already possible to
detect the first signs of an approaching decomposition of these enterprises, even where
break-up is not explicitly anticipated in EU directives. For social  services (health,
education) on the other hand it still seems to be the case that liberalisation and
dismemberment are not yet on the agenda (despite a certain discourse in favour of such
policies9).

                                                                
6 In chronological order (and without including every case) we can mention: the privatisation of the
Compagnie générale d'électricité and of the Banque de Paris et des Pays-Bas (1987), BNP and Rhone-
Poulenc (1993), UAP and Elf-Aquitaine (1994), La Seita, Usinor, Sacilor and PUK (1995). Then, more
recently and with only a partial opening to private capital, Renault and the Compagnie Générale Maritime.
7 France Télécom in 2002 still enjoys a monopoly over the landline network. Recall that a radical
transformation of this sector began in 1991, with the separation of the PTT (Poste, Téléphone et
Télécommunication) into two public enterprises, France Télécom and La Poste.
8 In 1997, a reform of the SNCF transferred the ownership of the rail network to a public body - the RFF -
to which SNCF pays user fees. This change paves the way for competition among operators; different
companies could run trains on the network, provided they payed fees to the RFF.
9 Bébéar, C. 1995, Protection sociale et charges sociales : pour un changement radical du système !



- Meanwhile, at the local level which has become increasingly important since the
decentralisation reforms of 1982, public services function more and more in terms of
“delegation”10, as is the case for neighbourhood services (water supply, water
purification, refuse collection are examples). This is not a new form of intervention - it
was very common before the second world war11, that is before the postwar
reconstruction and the first national plans in France, which tended to adopt a somewhat
monolithic view of the public sector (hierarchical, centralised and organised by the major
state institutions, see for example Hugounenq and Ventelou, 2002). It is in the 1980s that
a real reactivation of the notion of delegation takes place with intermediate, essentially
mixed, forms of public action, between the state and the market12; this marked a break
with the “all or nothing” approach to intervention in the previous years. This change in
the patterns of intervention seems to suggest a “case by case” approach where the method
adopted depends on the ability of the private sector to carry out specific public service
tasks in a full and satisfactory way.

Going beyond simple description, we can suggest that three theoretical factors
played a dynamic role in the liberalisation wave; while a fourth factor (information) came
to set a limit to liberalisation.

The Justifications, between theory and opportunism
- Technical progress, first of all, worked in some cases to change the

characteristics of the production function: in certain activities, increasing returns to scale
were replaced by decreasing returns. This seems to be the case in the telecommunications
sector where technical innovations meant that a network of telephone lines could be
replaced by a network for radio signals. Although the costs of entry are still high,
competition has become possible on the basis of new methods of communication. Such
innovations have given support to the idea that increasing returns to scale are giving way
to diminishing returns. It would follow that in a number of sectors there is no longer a
(technical) rationale for monopolies, whether public or private.

- The idea of “segmentation” of activities (originating from the theory of
contestable markets) is sometimes referred to in terms of breaking up public enterprises.
The implication is that it is always possible to split up the previously unified activities of
a public service into several segments, some of which can then be subjected, as a
minimum, to the principle of contestation of markets and potential competition, or, as a
maximum, to “privatisation.” One example is given by school  cafeterias, which were

                                                                
10 Local public services in France were privatised de facto from 1983 onwards by many town halls which
made use of the technique of "delegation of public services" (water, etc). The private sector's share in the
distribution of drinking water, for example, rose from 31% in 1954 to 60% in 1980 and 75% in 1991
(source: Rapport de la Cour des Comptes, 1997).
11 Note that the French system of conceding public services to private operators, introduced in the 19th

century, is the reference point today for the "Private Finance Initiative" introduced in the United Kingdom
in 1993-94!
12 At the end of the spectrum closest to the market, intervention takes the form of an "independent
regulatory authority", such as ART in telecommunications, which restricts itself to ensuring that the private
enterprises "charged with a public service mission" fulfil certain responsibilities.



historically part of the public education service but which, in theory, can be easily
separated from that service and thus exposed to competition. Another example is the
segmentation of rail transport, which today has been split up into the construction and
maintenance of the rail network (RFF) and the actual transport of freight and passengers
(SNCF); these two segments represent different stages of the same productive process,
but the downstream activity (transport) can be exposed to competition on condition that
the competing enterprises are required to pay for the services of the upstream network.

- However, besides these valid reasons for restricting the scope of public services,
invalid reasons for so doing must be kept in mind; and we can ask to what extent these
rational justifications for a reduction in intervention (technological change, segmentation)
merely provide theoretical camouflage for a certain narrowing of the concept of public
service - a narrowing imposed through long years of austerity and economic crisis on the
one hand, and, on the other, by an ideological assault on the public sphere: the state is no
longer seen as the guarantor of fundamental rights and as a structure of social control - it
now represents merely one possible service provider among many others. The need for
international price-competitiveness, the increased mobility of capital and the new
profitability critera imposed on national economies have in fact led to a kind of race to
the bottom for the public supply of public services and/or to an opportunistic reduction in
the objectives of the welfare state (cf Sinn, 1997). Thus economic liberalism is
propagated on an international scale - not only subjectively, through its influence on
thinking, but also objectively (through international competition) because it is very
difficult for a single nation-state to resist these pressures in an environment where most
other nation-states have adopted liberalism and are practising some form of social
dumping.

Whatever the relative importance of these various factors may have been, the
reality is that the scope of the public sector has been redefined. The essence of the debate
now is no longer to examine the reasons for this withdrawal, but rather to identify its
practical limits: what, today, are the limits of this disengagement? Or, to put it the other
way round, what basic activities, or what criteria, seem to define the public sector in
France today? Table 1 summarises the criteria which are used to delimit the scope of the
public sector. It starts with a relatively traditional set of criteria, within which
intervention is seen as necessary when a technical constraint (the “nature” of the good or
service to be allocated) coincides with a social and political need (fundamental rights).
But in recent years the criterion of “information” - its quality and the possibility of
manipulation - appears as a new  basis for intervention. It comes in by the back door with
the use of delegation of those public service missions which are still recognised. This
takes place case  by case and the traditional criteria continue to be respected:

Table 1: Justifications
Increasing Returns Diminishing Returns

or Public Goods
Technical and
informational criteria

Political Criterion

Information
cannot be
manipulated

Information
can be
manipulated

Information
cannot be
manipulated

Information can
be manipulated

The good or service does
not involve fundamental Private Sector

Private Sector
(constrained by Private Sector

Private Sector
(constrained by



rights specific laws) specific laws)
The good or service
involves fundamental
rights

Private Sector
(delegation) Public Sector

Private Sector
(delegation) Public Sector

The use of delegation presupposes:
 - ex ante a clear definition of the mission;
 - ex post  control over its achievement;
 ......both of which are impossible when information is bad or, more precisely,

when information is “manipulable”. By manipulable information is understood any kind
of informational deficiency which makes it impossible to  make the achievement of a
mission a matter of contract. In the US and Britain the term which is often used is “non-
contractable information” (Mulgan, 1998): the level or the complexity of hidden
information is such that it is impossible to use a contract (even if it is very well
formulated) to ensure that a public service mission is properly carried out by an
independent agent; in these circumstances the “integrated model” will be the preferred
way of achieving the objectives concerned. This new characterisation of the “essential
core of the public sector” could be applied, for example, to primary education where the
quantity and the quality of the service provided and the effort which is made are all very
difficult to measure and therefore very difficult to specify in a contract.13 Thus the
criterion of informational controlability is becoming predominant, always combined with
the existence of basic entitlements to the good or service involved. But this criterion is
starting to dominate to the extent that it is tending to eliminate the technical
characteristics - “public goods” and “increasing returns” - which were used in the past. In
fact, thanks to the systematic use of the techniques of segmentation and contractual
incentives, we can even detect the appearance of a new definition of the role of the public
sector, laid out in table 2:

Table 2: the Logic of justification taken to the limit
Technical and
informational
criteria

Political Criterion

Information cannot
be manipulated

Information can
be manipulated

The good or service does not
involve fundamental rights Private Sector

Private Sector
(constrained by
specific laws)

The good or service involves
fundamental rights

Private Sector
(delegation) Public Sector

                                                                
13 This choice of example might be challenged on the grounds that there certainly exists a private,
contractualised, primary school sector in France. However, not only is this sector  marginal, but it also
seems to be the result of historical accidents - of concessions made by the Republic either to the catholic
tradition in education or to various regional forces.



Coming in by the back door in the early eighties (for local authorities), the
informational criterion today seems to be completely ascendant; the traditional criteria for
public intervention (increasing returns, externalities) are tending to be wiped out; and it is
only the absence of “contractability” in a given activity which now justifies, in the last
resort, the continued use of public operators. Wherever contracts can be used, on the
other hand, privatisation and exposure to competition are adopted with the intention of
having the private sector, instead of the public, carry out the specified task. Over the last
two decades, this new definition of the “essence of the public sector” has in practice
authorised first a reassessment and then a major reduction of state interventions: to the
extent that the quality of information is good and it is possible to verify the performance
of the unit to which a task has been assigned, the order of the day is: “have something
done, don’t do it yourself”. The use of sub-contracting (as happens in the armaments
industry) or the supervision of private activities by a “Regulatory Authority” (as in
telecommunications) is becoming widespread. Even when the need for interventions
continues (there are still many activities which relate to “general interests” - indeed the
number of such activities may even be increasing14 ), intervention is no longer carried out
by organisations which are integral parts of the state apparatus. This new conception of
the public sector, based on whether or not information can be manipulated, finds support
in two distinct bodies of literature:

 - Firstly, the “economics of information” applied to public sector economics.15

This discipline seeks to define, around the agenda put forward by Laffot and Tirole
(1999), the conditions which have to be met for an “incentive contract” in the presence of
asymmetric information,; this amount to trying to widen the range of activities which can
be governed by contracts. An incentive contract permits individuals who are not, a priori,
in a hierarchical relationship (that is, they are free to agree on a contract) to enter into a
relation where one of the parties, the “agent”, carries out some action for another, the
“principal”, in such a way that the informational advantages (which the agent is assumed
to possess) do not prevent the achievement of the social objectives involved. This theory
is well developed not only for public contracts but also in the field of private contracts
(employment contracts, relationships between corporate managements and shareholders,
contracts between enterprises). It is also applied to the control - to the “regulation”, in its
English sense - of public and private monopolies: the monopoly enterprise is an agent of
the state (which is the principal) and has been given a specific task - to provide a good or
a service.16 Public orders should then as much as possible make use of this framework of
analysis which shows how to have something done without being cheated.
                                                                
14 It might be thought that such activities are increasing in number because of health and environmental
problems (the mad cow disease crisis, greenhouse gasses).
15 To summarise the recent history of this field, one could cite Akerlof (1970) which extends economic
analysis to sutuations of asymmetric information (the seller knows more about the quality of the product
than does the buyer) showing how the "market" - defined as a site where exchange takes place
instantaneously - can break down and thus providing a new basis for public intervention. Akerlof received
the Nobel Prize in 2001 for his works in this field. Subsequently the literature, while it takes these new
informational problems into account, has shown that there is still no obstacle to rthe realisation of certain
missions by the private sector; however, it is necessary to write the contracts carefully and to make sure
that they provide the right incentives.
16 This good or service is either consumed by the state itself or by the public. Laffont and Tirole suggest the
term “procurement” for the first case (a good is produced by one or more legally independent units, the



- Secondly, the “economics of institutions” examines the nature and the
interactions of hierarchies and markets. Where should the limits to markets be? Where
should hierarchical organisations begin? The works of the institutionalists (Coase,
Williamson) have shown clearly that “organisations”, as opposed to “markets” are
justified by a  certain number of informational deficiencies: hierarchies, the integration of
activities into a single organisation (rather than using contracts, case by case, to have
these activities carried out elsewhere) correspond to the difficulty, or even the
impossibility of allocating resources effectively in the presence of “transactions costs”,
which are themselves linked to the absence of certain key types of information. What
really is the input which is being purchased on the market? What is its quality? Its
productivity? To obtain all this information may be too costly. It may also be too
complicated to write into contracts all the possible contingencies which would have to be
covered to arrive at a complete set of markets. Instead, the enterprise chooses to extend
its boundaries so that it can control the input in question (a so-called “firm-specific”
asset). This “institutionalist” theory is thus the logical complement of the theory of
“incentive contracts”; it examines its hidden face (one might say, it deals with
“incomplete” contracts17): that is, the cases where, because of the inability to quantify an
incentive mechanism, the “unified” model of resource allocation is adopted, in spite of its
apparently less efficient nature.

It is easy to see how these tools of economic theory could be used to justify the
various privatisations and fragmentations which have taken place in recent years: some
industrial or commercial activities do not involve both fundamental rights and
manipulable information - they have in fact been excluded from the essential core of the
public sector. Once again, however, it must be asked whether this justification for the
withdrawal of the state is only an ex post  rationalisation, which uses the new
microeconomics of information to rationalise policies which are in fact dictated by
international competition and globalisation. It all depends on the analysis that is made of
the complexity (social, informational, etc) of the tasks which are carried out by these
sectors: where that complexity is limited it may be justified to break up a public operator;
where there is a high degree of complexity, it would be going too far to do so - in such
cases the new economic theories are only a rhetorical mask for an opportunistic
contraction of French public services.

Whatever conclusions are reached, the future of the main public services is being
determined today in the framework of European integration. The principle of competition
is seen as the instrument which can give back to the consumer the monopoly profits
which were previously appropriated by public enterprises. Will the introduction of
competition really generate the increases in efficiency which, it is claimed, will make it
possible to maintain the level of public services? Or, on the other hand, is the principle of
competition just another way of bringing about a further opportunistic reduction in public
provision? What is the present situation in Europe - in official documents and in actual
practice?
                                                                                                                                                                                                
principal itself being also the buyer - a military aircraft, for example) and the term “regulation” for the
second (a good is produced by one or more legally independent units, the principal in this case being
distinct from the consumers of the goods - for example, network industries, education).
17 Hart (1995), Segal (1999)



2. Public Services in Europe: competition and universal
services

The European situation as regards public services can be examined at different
levels; in the articles of the founding Treaties; in the Directives; in the Communications
of the Commission, or indeed, in the “Charters”. To begin, consider the founding Treaty
(box 1).

1. Treaty of Rome (art. 90)

Article 86 (previously article 90)
1. In the case of public undertakings and undertakings to which Member

States grant special or exclusive rights, Member States shall neither enact
nor maintain in force any measure contrary to the rules contained in this
Treaty, in particular to those rules provided for in Article 12 and Articles
81 to 89.

2. Undertakings entrusted with the operation of services of general economic
interest or having the character of a revenue-producing monopoly shall be
subject to the rules contained in this Treaty, in particular to the rules on
competition, insofar as the application of such rules does not obstruct the
performance, in law or in fact, of the particular tasks assigned to them. The
development of trade must not be affected to such an extent as would be
contrary to the interests of the Community.

3. The Commission shall ensure the application of the provisions of this article
and shall, where necessary, address appropriate directives or decisions to
Member States.

Thus the section of the Treaty devoted to public services begins (box 1) by
reaffirming the basic principle by which the other articles had, essentially, been drawn
up: that is to say, competition. Then it makes some room for “services of general
economic interest” by referring to “the performance of the specific tasks assigned to
them”, by authorising the member states to define, relatively independently, the scope of
their public services. The order of priorities established by the text should be noted: “the
rules of competition” are subordinated to the “specific tasks” to the extent that the
application of these rules might “obstruct….” Finally, once again, the “development of
trade” is reasserted as a priority.

It would be hard to find a more subtle text from a juridical point of view. On the
one hand, the text gives the impression that public services as a whole have to pass
through a very narrow gate, since they are sandwiched between two reaffirmation of the
principle of competition. But, on the other hand, the hierarchy of priorities which is
established reminds us that Europe is not a federation but an assembly of autonomous
nation states and gives these nation states the right to specify in advance which activities
must be withdrawn from the field of competition as a result of social choice and national
political sovereignty. This ambiguity anticipates the notorious difficulties of interpreting



the principle of “subsidiarity” (which would be developed later, on the basis of European
jurisprudence: “The Community shall act within the limits of the powers conferred upon
it by this Treaty and of the objectives assigned to it therein. In areas which do not fall
within its exclusive competence, the Community shall take action, in accordance with the
principle of subsidiarity, only if and insofar as the objectives of the proposed action
cannot be sufficiently achieved by the Member States and can therefore, by reason of the
scale or the effects of the proposed action, be better achieved by the Community”. Article
5 of the Treaty as revised at Amsterdam.)

To find out how European actors, in the first instance the Commission and the
Council, could interpret such an ambivalent text, it is necessary to examine the directives
which, in applying the rules of the Treaty, specify in practice the range of possible
interpretations. It must be noted, firstly, that until very recently the directives never
confronted the problem as a whole: services of general economic interest. The problem
was only addressed in one sector at a time: thus there exist - a directive on the transport
of goods, a directive on air transport, a directive on electricity and a directive on gas, but
there is no directive on the “future of national public services as a whole” and this is
consistent because in principle it is left to the member states to say what the public
services are. To give a brief overview, it can be said that the directives have been
powerful instruments in restricting the scope of the definition of public services as a
whole. They are liberalising directives. Thus, from the point of view adopted in the
directives, the ambiguous principles of the Treaty have been settled in favour of a narrow
field for public services as a whole. In the four economic sectors mentioned above the
derogation for “specific missions” has not been used to provide a basis for the non-
competitive provision of services. Great use has been made of clause 3 of article 86,
which gives the Commission, in a certain sense, an autonomous power of decision18, and
what the Commission has demanded is the dismantling of public monopolies with a
(gradual) opening up to competition for a given percentage of market demand:

- for example, the telecommunications sector was opened up to competition over
a period of ten years, from the first directive in 1990 up to the most recent amendments in
1998;

- as a second example, 30% of the internal demand for electricity must be opened
up to competition in 2000 and this figure rises over time;

- most recently, the European Commission succeeded in having the 15 ministers
of Posts and Telecommunications accept the principle of a gradual opening of national
postal services to competition: by 2006 the historic postal authorities will only retain a
monopoly over items weighing less than 50 grammes.

As can be seen, the historical authorities of the public services have, broadly, been
invited to open up their formerly exclusive markets, perhaps just because they have been
taken on one at a time, according to the economic sector concerned and its apparent
“product” (electricity, gas, transport, postal services). The Commission has opted for “the

                                                                
18 It was on the basis of this article that the European Court of Justice found against France when it
challenged the Commission's power to take initiatives (decree of 19th March 1991, French Republic versus
the Commission).



harmonisation of competitive conditions”, starting from the facts that the “product” of
these services is an important input for other enterprises which are customers of the
services concerned (and which consume energy, telephone services and so on), and that
therefore, if non-market prices are charged, serious distortions would result19. It is on
exactly this point that the Commission, although it is being completely true to its
mandate, has seemed to oppose, indeed to be openly hostile to, the conception of public
services as they existed in, for instance, France or Sweden. In spite of their formal
neutrality on the public or private status of enterprises,20 European directives, because of
their emphasis on a sector-by-sector approach, have acted in favour of privatisation; it is
the discretionary use of monopoly revenues which has been the most vulnerable point -
the fact that the prices paid for services produced by public monopolies must lead to
distortions of competition.

The recognition of the concept of public service in European texts
Two factors, nevertheless, qualify this widely shared judgement about the liberal

bias of European institutions:

Firstly, the directives, as regards the “production” side, accept the notion of a
network. Today, it is this term21 which signals that the technical specificities of a given
sector and the existence of increasing returns to scale, which might justify the
continuation of monopoly control over certain activities, have been recognised (for
example, a railway network, a landline telephone network and so on). Here there is an
obvious opening for public intervention. But it is difficult to tell how wide this opening
is:

- is it simply a question of “regulating”, one at a time, the distortions which may
arise (that is, of setting up an authority to take responsibility for the relations between the
enterprise which provides the infrastructure concerned and the downstream enterprises
which make use of the infrastructure)?

- or, in contrast, is it a question of the European countries taking the opportunity
to launch a real industrial policy, aiming at the creation of a comprehensive set of
infrastructures which would promote economic development and which would be based
on a wide interpretation of network externalities? See, for example, Petit (2001).

                                                                
19 Article 31 of the European Community Treaty states that: "Member States shall adjust any State
monopolies of a commercial character so as to ensure that no discrimination regarding the conditions under
which goods are procured and marketed exists between nationals of Member States."
20 See note 3. It should be noted that "having things done" is only economically rational if it is considered
to be cheaper than "doing things oneself". The link between efficiency and ownership status is however
difficult to assess. There are certainly some studies which have tried to measure the technical efficiency of
public enterprises in isolation (by trying to construct a "production possibility frontier" through the use of
methodologies which control for the influence of other factors). But the methodologies used in these
studies have attracted criticism.
21 The "network" (sometimes networks are called "universal infrastructures") is a concept which everyone
uses but which has many meanings (broad or narrow interpretations). European institutions have adopted
only the technical dimension of the concept (interdependencies between the production functions of
enterprises which make use of the network). Other interpretations are possible which put more emphasis on
externalities in production and consumption (the postal service, for example, does not just deliver the mail;
it promotes the social integration of rural areas. La Poste - the French Post Office - has regional policy
functions). The technical definition is thus very narrow.



At the same time, secondly, on the “consumption” side, the directives recognise
the obligation to provide a “universal service” (using this expression itself for the first
time in the telecoms directive); one also comes across the expression, “essential
facilities.” This mission has been recognised in each of the great liberalising directives
for specific sectors (telecoms, Electricity, Post etc.); it establishes, in the last instance, the
public service obligations which must be respected by the sector, even though it  is open
to competition from that point onwards: that is, “a minimal specified group of services, of
a definite quality, which is available to all consumers, regardless of their geographical
location and at a price which is considered to be affordable in the light of national
circumstances.” Each state, however, is free to specify a wider group of services than that
specified in the directives.
• In telecommunications,22 for example, the universal service requires that each member

state makes sure that the operator or operators provide, as a minimum: connection to
the landline network, itemised bills at no extra charge, free use of an emergency
number and so on. Beyond this minimum, one finds in the case of France, a social
tariff for certain low-income customers, the provision of phone boxes in public places
across the country, and so on.

• In the case of postal services,23 the specified universal service stipulates that each user
is entitled, on every working day and on at least five days a week to the collection,
sorting, transport and delivery of postal items up to two kilogrammes and parcels up to
twenty and to services relating to registered mail.

As well as the specification of a universal service in each of the liberalising
directives, one finds that case-law, from the beginning of the nineties (case C-320/91,
Corbeau24, European Court Reports 1993; and case C-393/92, Almelo, European Court
Reports 1994), explicitly recognises services of general economic interest (SGEI). More
recently, some of the major European texts (see box 2) have reasserted the possibility of a
voluntaristic approach to public service objectives.

                                                                
22 Directive 98/10/EC, OJ L101 of 01/04/1998, page 24.
23 Directive 97/67/EC, OJ L15 of 21/01/1998, page 14.
24 In its judgement in the Corbeau case which concerned the public  Belgian Post Office, the Court acceded
that member states could allocate financial resources (from exclusive rights to sell certain goods and
services) to enterprises which they had made responsible for running services of general economic interest,
even if these resources constituted an obstacle to the application of European competition rules.



2. Public Services in Recent Major European Texts
Treaty of Amsterdam (art. 16)
   Without prejudice to articles 73, 86 and 87, and given the place occupied by
services of general economic interest in the shared values of the union as well as
their role in promoting social and territorial cohesion, the Community and the
Member States, each within their respective powers and within the scope of
application of this Treaty, shall take care that such services operate on the basis of
principles and conditions which enable them to fulfil their missions.

Declaration of the Lisbon Summit
The European Council considers it essential that, in the framework of the internal
market and of a knowledge-base economy, full account is taken of the Treaty
provisions relating to services of general economic interest, and to the undertakings
entrusted with operating such services. Article 19?????

European Charter of Fundamental Rights
(adopted at the time of the Nice Treaty but, for the present, having only the status of
a "charter", that is, without juridical effect)
The Union recognises and respects access to services of general economic interest as
provided for in national laws and practices, in accordance with the Treaty
establishing the European Community, in order to promote the social and territorial
cohesion of the Union.

The mission of “services of general economic interest” is specified in relation to, on the
one hand, the shared values of the member states and their social and territorial cohesion,
and, on the other, to the imperatives of the knowledge economy. The Charter bears the
title, Fundamental Rights, and this accords well with a certain French tradition - which
was built up in the years when the public sector was strong and expanding and which is
sometimes described as "neo-colbertist" (see Hugounenq and Ventelou, 2002). Certain
jurists even see in this Charter the basis of a real “common European grammar of public
intervention” (this is the formulation of Lyon-Caen, 199625) because on this occasion a
principled, but potentially operational, doctrine on public services is adopted with two
key characteristics: it is a shared doctrine in that all European countries, whatever their
differences, agree on the definition of human rights; it is a positive doctrine in that
intervention is no longer just a question of legal derogation or of permitting government
action when there is no other solution, simply to deal with the specific situations in
member states and with their “particular tasks” as seen in article 90, clause 2. This
optimistic view, however, ought to be qualified because the texts in question do not at
present have much practical effect. In practice, it is the sectoral directives, the rules on
public enterprises and the rules on state aids, and the way in which the notion of
universal service is introduced into these rules, which actually shape the regimes in any
                                                                
25 The interpretations of Lyon-Caen reflect this writer’s very “optimistic” view of the attitude of the
Commission towards public services.



given sector. In this context, the definition of each universal service imposes a one-
dimensional logic: public service missions are certainly defined in a clear way but,
because the definitions in each sector are very restrictive, these missions remain
marginal. In fact, at the present time, a key question remains unanswered: given that the
notion of public services which is being developed at European level is still embedded in
a sector-by-sector approach to the needs which public services must meet, will Europe be
able to produce policy instruments powerful enough to achieve the “territorial and social
cohesion” which is enshrined in the Treaties and in the Charters?

This question can be illustrated by the situation of La Poste (the French Post
Office) today. La Poste, by levelling prices across the country (the price of a stamp is the
same everywhere), by covering the whole national territory with its network of branch
offices, by the financial services which it provides (and which were originally intended
for the lowest income groups) has done more than any other enterprise to promote the
social and territorial cohesion which is always being talked about. But the logic of
European integration today is hostile to this complex organisation. In fact, the definition
of a universal postal service deals only with the delivery of mail; the banking and
financial functions linked to the postal service are not taken into account. Now, if this
approach to La Poste is adopted, then there seems to be no need to preserve its dense
network of branch offices - even to serve the most remote and depopulated regions. At
the same time, the financial services provided by La Poste can be called into question by
the Commission as an “abuse of a dominant position”, for example.26 For the time being,
the status quo prevails, because La Poste has always succeeded in blocking the lawsuits
which have been launched against it,27 but it remains vulnerable. We now take a closer
look at this instability: through a more detailed analysis of the banking sector; we shall
see what happens in reality to a universal service mission when it has to be implemented
in a field open to competition such as banking.

                                                                
26 It would be an “abuse of a dominant position” to use the network of post office branches, already
accepted as a necessary monopoly, that is, as necessary for public service reasons, to offer financial
products which are supposed to be exposed to competition.
27 In 1990, the Federation Francaise des Societes d’Assurance (Federation of French Insurance Companies)
took La Poste to court, claiming that the state subsidies which it received (in the form of tax breaks) were
an unfair competitive advantage. The European authorities, however, accepted that these subsidies were
linked to a regional policy objective and that, since they did not exceed what was needed to carry out this
mission, they could not be regarded as a distortion of competition.



3.    Universal Services in a Competitive World: the example of
banking in Europe

France has been through a long debate on the way to establish a universal banking
service, a debate initiated especially by the Jolivet committee28 : the issue was to
guarantee, for both natural and legal persons, the right to a bank account, that is to say,
access for everyone, including the poorest, to a bank or post office account which would
allow them to carry out basic financial transactions: to deposit wages or other income, to
pay bills, to withdraw cash. A recent decree (see the discussion below of basic banking
services in France) laid down how this was to be done and specified that the users of
these basic services must not be made to pay for them.29 This debate raised a fundamental
question: did the necessity of the banks to function in a profitable and efficient way allow
them to carry out a certain number of social activities? More broadly, had the
reinforcement of competition in Europe made it possible to improve access to basic
banking services or, in other words, was more intense competition compatible with the
successful implementation of general interest missions in the banking sector?

To illustrate our argument we focus on the notion of a "universal banking service", to use
the Anglo/American expression, or on the notion of a "mission of general interest in
banking", to give its European equivalent. These notions are first assessed by looking
again at the development of European official documents on regulation. Then we shall
examine the experience of some countries where liberalisation has gone further than in
France and where there have already been experiments in separating different banking
activities. We look at the results of these experiments. Finally, we return to the case of
France and examine the history of basic banking services. To clarify our discussion we
examine the Charter of Basic Banking Services, the proposed law put forward in the
Senate by Gerard Larcher, and the law on basic banking services finally passed by the
Parliament in the framework of laws on New Economic Regulations (NER) in the year
2000.

1) European legislation has gradually introduced notions of "social cohesion" into
its definitions of general interest missions

1.1) The origin of the societal concepts: for a long time the concept of a "service of
general interest" has been linked, in European law, to the special nature of the missions
carried out by public enterprise monopolies. This concept made it possible to put certain
limits to the free play of competition. gradually, however, as was seen above, on
occasions when it was necessary to give a regulatory response to questions on the
application of these texts, the concept became more "societal". Thus we see the
emergence of the holistic notion of "social cohesion", as is shown by article 16 of the

                                                                
28 Jolivet - president of the Conseil National du Crédit et du Titre.
29 Decree of 17th January 2001, to bring into force article L.312-1 of the monetary and financial code.



Treaty of Amsterdam cited above. Paragraph 10 of the Commission Communication of
20/09/2000 (COM 2000/0580) goes so far as to list the needs of "users", "consumers" and
above all "citizens". This notion of citizenship requires the assignment of fundamental
rights: "The needs of users should be defined widely. Those of consumers clearly play an
important role. For consumers, a guarantee of universal access, high quality and
affordability constitute the basis of their needs….." The range of concerns mentioned is
also widened - to include, in particular: "specific needs of certain categories of the
population, such as the handicapped and those on low incomes; complete territorial
coverage of essential services in remote or inaccessible areas." We shall see how these
notions take real effect when they are applied to the banking sector in particular.

1.2) The concrete application in the banking sector of this holistic concept of a mission
of general interest may be difficult in several respects.30 In fact, the survival of the
banking sector depends on the free circulation of goods and services, as the interpretative
text31 issued by the Commission on the second banking directive32 makes clear; but it
also depends on a permanent search for greater banking efficiency and this means that at
some step or other of the credit process there will be an evaluation of default risks which
is inconsistent with the notion of a universal service mission. This leads us to the key
question: whether missions of general interest are economically viable in the competition
regime which is promoted by the European authorities, a question which becomes all the
more pressing just because the Commission is increasingly concerned with issues of
exclusion.33

2) Sweden and Germany: dismantling historic operators
The banking sector of these two countries has to provide a certain minimum access to

bank branches in every region. This is achieved by institutionalised constraints on all the
actors in the sector. In Sweden, the requirement on subsidised establishments to provide
minimum branch facilities on a national scale makes for easier access to basic banking
services, especially in areas not supplied by market forces. The German Landesbanken
(Savings Banks) are required to be present over the whole territory, so that savings may
be collected.

The Example of Sweden.
The history of Postgirot seems to us to be especially interesting in terms of a mission

of general interest in a context of competition. The requirement to provide a public
service is based on the principle that the payment of bills makes it necessary to have a
bank account and therefore to have some minimum access to branch facilities. Until
recently this type of service was organised in Sweden as follows: traditionally, Swedes

                                                                
30 For details see Boutin (2000).
31 Commission Interpretative Communication: Freedom to provide services and the interest of the general
good in the second banking directive (SEC(97) 1193 final).
32 Second Council Directive 89/646/EEC of 15 December 1989 on the coordination of laws, regulations and
administrative provisions relating to the taking up and pursuit of the business of credit institutions and
amending Directive 77/780/EEC
33 An encouraging sign here may be the recognition of the possibility that "certain services are in the
general interest and that market forces may not result in a satisfactory provision", paragraph 14 of COM
2000/0580, "Services of General Interest in Europe".



had their wages paid into a bank account and they then transferred money into their
Postgirot accounts (a subsidiary of Posten AB, the public postal service in Sweden) so as
to pay their bills. Postgirot thus provided a large number of accounts for customers of the
classical banking networks, who used them only to pay their bills. In fact, Postgirot only
held 5% of the market for deposits, and deposits with Postgirot were used only to pay
bills.

Thus in Sweden, the supply of "universal" bank branch facilities basically depended
on the postal network. It consisted of receiving and making payments via Postgirot
(debiting classical bank accounts and crediting Postgirot accounts, transferring funds to
settle bills). Thus the state compensated Postgirot by subsidising what was often an
unprofitable service. The inadequacy of these subsidies, however, led to the recent
decisions of  Posten AB to sell Postgirot and then to close a certain number of post office
branches.35

These developments gave rise, in this very egalitarian country, to a new risk of
financial exclusion, which could be most serious for people without access to new
technologies and/or living in isolated areas. The issue is complicated by the fact that post
office branches are also used as polling stations. Thus the calling into question of the
Posten AB's missions of general interest has called into question the participation of
citizens in political life.

However, in a country where banking services are highly developed, the awareness of
a new risk of financial and social exclusion is expressed by the search for a consensus on
the provision of basic banking services, and this in a context of liberalisation. Various
solutions are being investigated such as the creation of a new type of bank account, aimed
at those who do not at present have accounts, just for the receipt of social security
benefits. For the time being, the state is putting pressure on the Posten AB, while other
solutions are explored, and with a view to keeping post office branches open and
maintaining basic banking services. Thus is not a viable situation in the long run. The
mission of general interest, as soon as it becomes unprofitable, makes it necessary to find
appropriate means of finance (giving operators the exclusive right to supply certain
"reserved services", for example), unless one envisages the solution of making all
financial enterprises bear some of the costs involved.

The Case of the German Savings Banks

In Germany, the savings banks account for almost half of the banking sector (40% of
deposits). These establishments have for a long time enjoyed a public guarantee in return
for a duty to cover the whole territory. The European Commission, supported by the
Parliament, wanted to open up the German banking sector by putting an end to public
subsidies. It is still too early to tell whether the mission of covering all the territory can or
cannot be carried out without public subsidies. It is certain, on the other hand, that in this
case the Commission has not recognised the regional policy objective of providing
banking facilities across a whole area as a mission which would justify state aids in
derogation from the competition rules.

                                                                
35 In 1998, 1023 outlets of Posten AB were separate branches while 778 were post office counters within
shops. It is the separate branches  which are going to disappear.



3) The French Experience: basic banking services
3.1) A little history. Basic banking services in France began in the first half of the 20th
century (see de Lima, 2001). From the end of the first world war, one sees post office
checking accounts, the first accounts which could be opened with very modest sums. In
the aftermath of the second world war, French people could benefit from a free cheque-
book, in the context of policies which tried to extend banking facilities to the whole
population. From this point on the use of cheques has grown continuously. Indeed, with
the reforms of 1966/67, it was decided to abolish official restrictions on the number of
service points in banks, to promote the use of cheques by making it obligatory to pay
wages into bank accounts, to make transfers between accounts obligatory for the payment
of wages or other large sums, to make those professionals who were recorded on central
registers accept payment of their fees by cheque. The same tendency was sustained by
parallel developments: the change from weekly to monthly wage payments and the
continuation of free cheque transactions (dating from 1943 when they were introduced to
combat the black market). The suppression of interest on current accounts, by a decision
of the Conseil National du Credit on 28th June 1967 (which was intended to compensate
the banks for free cheque transactions) did not change the trend. But the dynamic growth
of cheque accounts was interrupted by the rise of unemployment in the 80s and early 90s
which led in itself to the phenomenon of “financial exclusion” which is generally related
to the withdrawal of banking services, that is, preventing an individual from using
cheques because of the lack of funds in their current account,37 a situation which led
almost systematically to the closure of the account concerned.

In order to make banks and similar institutions take their social responsibilities
seriously, and because access to certain methods of making payments was considered as a
precondition for the exercise of freedom in general, banking law in 1984 established “ the
right to an account”, to be supervised by the Banque de France. This right means that
people are entitled to be linked into the payments system. It is limited in general to the
provision of a current account and the ability to deposit and withdraw cash.

3.2) What are basic banking services?

In 1992 the consultative committee of the Conseil National du Credit et du Titre,
a forum for discussion between banks and their customers, first prepared and then
adopted a Charter of basic banking services which reinforced a certain view of the “right
to an account”. This was the first appearance of the concept of basic banking services
(Mader, 2000).

Finally, the law of  29th July 1998 on Guidelines in the Struggle against
Exclusion reaffirmed the same principle in article 73. This article has two objectives:

- Firstly, it is reasserted that the obligation to provide accounts applies to all retail
banks and similar institutions, in order to avoid La Poste (the French Post Office) and the
savings banks becoming the only providers to people with financial problems.

                                                                
37 Cf. The Fichier Central des Chèques de la Banque de France.



- Secondly, both customers and banking enterprises are reminded that the right to
an account is an important part of the struggle against exclusion, since people’s
awareness of these rights makes it easier to put them into effect.

However, the concept of basic banking services still lacks definition in the present
public debate. The banks and other retail financial enterprises who sign up to the Charter
commit themselves to provide “basic services” to everyone (including the poorest people)
on terms which develop as technology changes. The Charter describes the services which
are considered basic (a bank card allowing money to be withdrawn from the ATMs
belonging to a certain network, for example). But nothing is said about the characteristics
of the people who use these services, nor about where the services should be provided
and by whom. What institutions should be involved – AFB (French Banking
Association), non-profit institutions, savings banks? What is worse, no specific pricing
rules are envisaged. In other words, an act of faith without any commitment on the part of
the authors of the text.

More recently, the Senate has adopted38 the amendment proposed by Gérard
Larcher on a "universal banking service". This amendment makes basic banking
services39 free for specific low-income groups - specified groups of social security
claimants,  recipients of revenu minimum d'insertion, the guaranteed minimum pension
or the benefit for handicapped adults …- in total, some 3.2 million French people. In this
way a common definition of "basic banking services" is actually emerging, together with
a definition of the corresponding "mission of general interest". The definition would
bring together the main points of the 1992 Charter and the Larcher amendment (both
drawn from French experience) and also draw on the experience of other European
countries as regards missions of general interest in banking. The definition would contain
three main points:

-a) In the context of liberalisation of network industries, the universal banking
service consists of a minimum provision of banking services linked to a current account -
most importantly, a card for cash withdrawals from the network concerned, a monthly
quota of cheques, RIBs (see footnote 39) and TIPs (titres interbancaires de paiement, a
kind of guaranteed cheque or banker's warrant) . To this would be added the necessary
account operations - cash deposits and withdrawals, payments and receipts between
accounts, and a monthly statement.

-b) For the lowest income groups, universal banking services should be free of
charge. Thus the universal banking service would guarantee full access to the retail
payments system for those with the least resources. Cross-subsidies, compensatory
payments or other methods should be used to meet the costs of access to basic financial
services across all geographic localities for the poorest people.

-c) The geographical availability of universal banking services amounts to
making the use of automatic teller machines free of charge for basic banking operations;

                                                                
38 11th October 2000, in the context of the debate on the law on New Economic Regulations (Nouvelles
Régulations Economiques or NRE).
39 Opening and managing an account, supplying certificates with bank account details (RIBs, relevés
d'identité bancaire, needed in France to organise payments and receipts by bank transfer), a monthly
statement, cash deposits and withdrawals, accepting funds by cheque or bank transfer, a minimum of 5
monthly payments from the account (by standing order, banker's warrant, interbank transfer or by post), use
of a bank card to make withdrawals (up to a monthly limit), and a certain number of cheques per month.



this is the physical underpinning for access to the banking system and it shows how the
needs of the citizens/customers have been changing over time.

3.3) The Role of La Poste (the French Post Office) in the arrangements for financial
inclusion: missions of general interest implemented through the financial services
provided by La Poste. Although they now have to meet with competition, the financial
services of La Poste still constitute an institutional point of reference, linked to missions
of general interest (Larcher, 2000). La Poste is not treated as a bank in legal terms, but it
is none the less well able to carry out banking operations. And 64% of the savings
deposited with La Poste are used to make loans of general interest: financing social
housing projects (43%); financing investments by local government…. Thus the assets of
La Poste constitute a mass of savings available for general interest objectives which
benefit the whole country.

The missions of general interest come under two headings: access for everyone to
financial and banking services; and a contribution to regional policy. As regards the first,
La Poste tries to promote the widest possible access to financial services. This policy can
be seen both in its acceptance of all types of customer and in the range of financial
products which it offers. Thus La Poste tries to maintain a diversified customer base - in
terms of income, age and socio-professional status. With its "livret A" account (a savings
account with a fixed interest rate operated by a passbook; there is a maximum amount
which can be deposited and it is regulated by the government as part of the popular
savings system), the CCP (Compte Chèque Postal : a checking account) , its personalised
advice services and its wide range of other products, La Poste is open to everyone: to
those with significant financial assets, but also to those who use their "livret A" accounts
as current accounts or even, in the most deprived areas, as a kind of wallet to keep their
day-to-day spending money safe. As regards the regional aspect, the  financial services
offered by La Poste play an important role both in depopulated rural areas and in the  run-
down areas of the cities. For example, 41% of the rural communes which have a post
office or a sub-post office do not have an insurance agent, a savings bank branch, or a
branch of a commercial bank; 70% of the activity of the 8000 small post offices in the
rural areas are accounted for by "livret A" transactions.

Can these missions survive in a context of thoroughgoing competition? It seems
doubtful because it is postal services and the profits which they generate which support
the network of post offices. In fact, La Poste finds itself today in a rather ambiguous
position. The growing competitiveness of its rivals in those fields where it no longer has a
monopoly (express deliveries, for example) have led it, in order to protect its profit-
making activities, to adopt the strategies of a private enterprise (notably with the
Chronopost service for express mail). It is these profits which in fact subsidise the public
postal service. But initiatives like Chronopost, which has very high prices, hardly
correspond to the idea of a public service and, in the long run, may call into question the
survival of the existing network with its wide geographical spread.



Conclusion
The example of the La Poste (French Post Office) - straddling at least two sectors

- brings out particularly well the gap between a multi-dimensional (“holistic”, as we have
sometimes put it) conception of the role of the SGEI, within which competition might be
sacrificed to the final goal of social cohesion, and the uni-sectoral approach of Brussels,
of which one can ask whether its competitive premises are not being maintained to the
detriment of this final goal. Because of the consequences which are expected to flow
from the sectoral separations insisted on by Brussels, some national authorities, notably
those of France and Germany, have been led to demand a framework directive which
would define the nature of SGEI in a more open and integrated way. The European
Parliament (or certain parliamentary groups within it) has taken up this demand. The
Commission, however, does not seem to take a favourable view of it. In its
communication 598 (2001) the Commission claims that “ a framework directive would
necessarily be very general in substance and could not take account of the specificities
that characterise each service of general interest. Such a Directive could therefore not
replace sector-specific regulation.” (page 21).

Thus, far from moving towards what could be called a voluntaristic conception of public
services, the Commission is limiting itself to the strict implementation of the directives
and of the Treaty (this is, of course, the role of the Commission). Thus we have to argue
for a redefinition of its mandate. In fact, it is up to the member states to modify the
mandate and two possibilities are open to them: either, while staying within the existing
institutional framework (that is, while holding to the Treaty of Amsterdam), they could
try to widen the Commission’s mandate to take in other considerations besides the
promotion of competition, for example, through the preparation of a framework directive
devoted to the “SGEI” and by putting forward a general and operational definition of the
“social cohesion” which is mentioned in article 16; or, in a more radical way, they could
amend the Treaties to put “citizenship” directly at the centre of the functioning of the
European institutions. But this second alternative could not be brought about unless the
idea of a “Federal Europe” became much more influential, and such a development seems
unlikely in electoral terms. The nation states, each of which is the product of a specific
history, are not yet ready to accept genuine supranationality, which in any case would not
in itself guarantee that a broad and generous conception of public services as a whole
would be everywhere and all the time implemented. How, indeed, would the median
European voter react to such a prospect? This is a fundamental question but it is difficult
to answer it.

At the present moment, European directives have to work within the existing liberal
framework and the established public sectors have to be opened up to competition, but, at
the same time, universal or minimal standards of service have to be maintained. At the
present stage, those network enterprises which are still public are in a vulnerable position,
because they are caught between continuing to carry out their missions - and perhaps,
also, to defend their rents - and the emergence of new competitors who are establishing
themselves in all the profitable parts of the sectors concerned. Such developments make



the question of financing universal services even more acute. In fact, it is the financing of
public services which is today becoming the key question. If the service is profitable, it is
self-financing; intervention is pointless; if it is not, then it can be financed either by a
“reserved service” (that is, by the profits arising from a monopoly position over some
segment of the universal service), or by creation a “compensation fund” where the
principle is to make all the market agents finance the unprofitable parts of the universal
service. The central question is: were the historical authorities in the public sector not
already, to a large extent, carrying out this task in a very reputable way - by using
systems of cross-subsidy which are not obviously inefficient, even if they are not as
transparent as one might wish?

A final thought concerns the notion of monopoly rents especially in local public services:
there are obviously rents which arise from the monopoly position of public services; but,
as is well known, rents also accrue to private agents who have obtained contracts to
supply  certain markets or to whom the supply of public services has been delegated. This
is the case especially for everything to do with local public services (water, public
cafeterias, traffic signals, management of parks, etc), where the techniques by which
competition is introduced seem to be often very imperfect (either because the ways in
which responsibilities are delegated are badly defined - the concessions are unclear, or
the contracts incomplete - so that the enterprises who hold the concessions make
excessive profits; or because the “mistakes” are in fact intentional - corruption). In this
case all that privatisation does, in a context where information can easily be manipulated,
is to hand over the monopoly profits associated with public services to a different set of
beneficiaries (Gatty, 1998), often at the risk of a significant deterioration in the quality of
the services.
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