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1 INTRODUCTION
1.1 Background and Conceptual Framework

The Communication on the Europe 2020 Strategy', formally adopted by the European
Council in June 2010, puts forward as a key priority for the Union the promotion of a more
resource efficient, greener and more competitive economy. More specifically, the Strategy
proposes seven flagship initiatives, four of which — “Innovation Union”, “A Resource
Efficient Europe”, “An Industrial Policy for the Globalisation Era” and “An Agenda for New
Skills and Jobs” — relate directly to industrial competitiveness.

The main objective of the present report is to analyse industrial competitiveness across the
Union and to present the measures Member States carry out to improve their competitiveness
and, by implication, the competitiveness of Europe as a whole. It aims to provide an
information basis for a process of dissemination of best practice and policy advice regarding
competitiveness in the context of Europe 2020. The report is factual in nature and is published
as part of the Industrial Policy package. The key messages drawn from the report and
proposals on a framework for annual Member State monitoring and for the exchange of best
practice are presented in the Communication on the new Industrial Policy.

The report starts with a discussion of the analytical approach and some stylised facts. The
following horizontal section gives an overview on progress by broad policy area: innovation,
transition to a sustainable economy, business environment, and entrepreneurship policies. The
third section consists of country chapters, which give a more detailed picture of the situation
in individual Member States. A technical annex provides more detailed information on
indicators, concepts and sources used.

The report is based on article 173 of the Treaty on the Functioning of the European Union
(TFEU) which provides for regular monitoring of Member State actions. The economic and
financial crisis forcefully demonstrated the interdependence of our economies, and the need
for stronger economic policy coordination has been recognised by the Heads of State or
Government. The Commission will use the full range of available instruments to strengthen
policy coordination, and this across a wide range of existing Community policies.

Conceptual Approach: How competitiveness is understood in the present report

Article 173 TFEU stipulates that “[t]he Union and the Member States shall ensure that the
conditions necessary for the competitiveness of the Union's industry exist.” Article 173
further specifies a number of objectives concurring to this end, such as speeding up the
adjustment of industry to structural changes, a favourable business environment, particularly
for SMEs, and fostering better exploitation of the industrial potential of policies of innovation,
research and technological development. The Commission is invited to take any useful
initiative to promote coordination, in particular initiatives aiming at the establishment of
guidelines and indicators, the organisation of exchange of best practice, and the preparation of
the necessary elements for periodic monitoring and evaluation. Article 173 further specifies

: Communication from the Commission, Europe 2020 — A strategy for smart,

sustainable, and inclusive growth, COM(2010) 2020 from 3 March 2010.
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that the action by the Union and the Member States shall be undertaken in accordance with a
system of open and competitive markets.

Article 173 TFEU acknowledges that industrial competitiveness is a multifaceted concept. As
such, it touches for instance upon the ability to adjust to structural changes or on the
framework conditions for innovation. This suggests already that a single indicator does not
suffice to measure competitiveness in a comprehensive and operational manner, but that the
various dimensions of competitiveness alluded to in Article 173 have to be captured by
separate and distinctive means. This is the approach which the present report has adopted.
However, to allow for the identification of a suitable set of competitiveness measures and
indicators, the notion of competitiveness has to be further clarified.

For this purpose, competitiveness has to be understood in a way, which remains economically
meaningful for that a sector of activity and which is closely related to the policies designed to
improve its performance. In other words, competitiveness so conceived should be responsive
to policy action with a view to guide the design of policies and to allow their ex-post
evaluation. Accordingly, a macroeconomic approach focusing as it does on output-variables
such as GDP growth may be too broad and hence may provide little added value if the
performance of, and policies for, a specific sector such as industry are to be assessed.
Moreover, the financial and economic crisis has shown that high growth rates can, at least
temporarily, go hand in hand with decreasing shares on foreign markets and increasing
external deficits. Hence, from this perspective too, GDP growth is poorly suited to serve as a
proxy for competitiveness.

At the same time, there are reasons to suggest that a sub-sector-based microeconomic notion
of competitiveness such as Revealed Comparative Advantage (defined as a measure of the
share of a given industry’s exports relative to the average exports in the rest of the world) is in
turn t00 narrow since, by construction, RCA cannot be applied to industry as a whole.
Therefore, RCA cannot capture, in particular in the context of EMU, the underlying
determinants of sector-wide competitiveness concerns and, ultimately, economy-wide
imbalances. Such determinants may for instance result from the institutional set-up and the
functioning of the labour market. They are then likely to affect a sector horizontally without
being rooted in that sector and thus without being in the purview of traditional industrial
policy for that matter. In addition, the concept cannot be applied for industry as a whole
because an improvement for one industrial sub-sector must be mirrored by a deterioration for
another sub-sector. That is, if the (relative) share of sub-sector i increases then the (relative)
share of at least one sub-sector has to decline to compensate for the increase. Note moreover
that export-shares are also influenced by, for instance, exchange rate-misalignments. RCA
may therefore give a distorted picture of an industry's competitive position.

In a globalised economic setting where markets often span over continents and where the
division of labour has reached unprecedented levels, Europe’s future welfare and growth
depend crucially on its capacity to compete successfully on these markets and on its aptness to
participate profitably in the international division of labour. On this background, then,
Europe’s industrial competitiveness will be understood in the present report more concretely
as the ability of its industrial sector to maintain and strengthen its competitive position in the
world market relative to that of other countries, focusing on price and cost developments of
production and other parameters potentially affecting the growth performance, market shares,
and investment and location decisions of firms in the industrial sector.
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Obviously, it is essential for Europe to draw on its strengths and to build on the advantages
which are at the root of the current pattern of industrial specialisation and which have helped
Europe to erect its impressive industrial base. Therefore, these have to be captured
appropriately. Yet it is equally important to recognise that comparative advantages do not
only stem from different factor endowments as in traditional trade theory. They follow from a
variety of sources, many of which can be summarised under the heading of framework
conditions and many of which are novel in the sense that they are motivated by, and
conditioned upon, the economic and environmental challenges Europe is currently facing.

No less significant is the removal of bottlenecks to broad-based innovation and
entrepreneurship. Innovation is crucial in order to create high added value and spearhead the
development of new markets. Yet Europe often failed in the past to turn excellent ideas into
marketable products and thus create new markets. This suggest the need to have a
comprehensive approach to innovation which covers all steps from the first inspiration to the
final product, from knowledge foundations and breakthrough ideas to access to finance and
the creation of a single innovation market.

Last but not least, the transition towards a low carbon and resource efficient economy is
crucial for raising Europe’s competitiveness, as increasingly scarce resources present greater
risks of political and economic shocks to their supply. It is significant challenge for the EU
economy and, in particular, industrial sectors which, for technological reasons, will remain
energy intensive.

Another clarification regards the notion of industry used throughout this report. While the
primary focus is on manufacturing as a main engine for productivity growth and innovation,
the framework conditions that determine its competitiveness also apply to the service sector,
which grows faster and provides the overwhelming majority of jobs and incomes in modern
economies. Moreover, the competitiveness of business services is an important determinant of
the competitiveness of the industry. Subsequently, the presentation of policy measures and the
discussion on challenges that follow cover in fact the whole of the (private) enterprise sector.

The report reviews the competitive position of the Member States' industry based on statistics
(external performance and specialisation) and a graphic presentation of a common set of
indicators. In the light of the foregoing considerations, two considerations have inspired the
final selection of indicators.

First, macroeconomic variables such as unit labour costs or the real effective exchange rate
have to be included in order to put industrial competitiveness developments into perspective.
Although these variables are not within the purview of traditional industrial policy, they are
crucial for determining price competitiveness and hence the degrees to which comparative
advantages are translated into lower prices for specific goods. Moreover, unit labour costs are
in the absence of exchange rates a key reason for prices differences within EMU and thus can
contribute to the emergence of imbalances.

Second, indicators should give a comprehensive picture of the determinants of price and non-
price competitiveness and of the policies that try to foster them. That is why indicators have
been selected with a view to shed light on important features of the business environment and
the framework conditions under which European enterprises operate. In addition to the set of
indicators, the present report will draw on both qualitative and quantitative information from
various sources within and without the Commission. Key among these are the European
Innovation Scoreboard, the National Energy Efficiency Action Plans (NEEAPS), the SBA Fact
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Sheets and the MICREF data base which has been developed in order to monitor reform
policies in Member States®.

The natural starting point for assessing competitiveness performance and policies is to look at
what other Member States are doing and how well they perform — either as a group or
individually. That is why this report will mostly use the EU27 average as a first benchmark.
Evidently, however, the global challenges and the tasks Europe is confronted with cannot be
met successfully if Europe does not aspire to more than improving the performance of those
countries that are trailing behind. Hence, where data allows, Europe should compare itself
with those countries that are world leaders no matter whether they are located within or
outside the Union.

1.2 K ey trendsregarding macroeconomic variablesrelated to competitiveness

The development of some key macroeconomic variables at EU level, also in relation to trends
in other industrialised countries, is instructive for putting Europe's industrial competitiveness
into perspective. The real effective exchange rate of the EU (REER) (Graph I) appreciated by
about 25 percentage points between 2000 and 2005 while appreciating much slower thereafter
and even depreciating slightly in 2009. Overall, this implies a net deterioration of EU’s price
competitiveness against its main trading partners. To some extent, a mirror image of this
development is the depreciation of the REER of both the US and Japan during the same
decade. Thus, both countries have gained in price competitiveness, not least vis-a-vis Europe.
Switzerland’s REER by contrast has only shown a slight upward trend implying that its price
competitiveness has not deteriorated significantly.

2 For a detailed presentation of main sources please refer to the Technical Annex of this

report.
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Graph I: Real effective exchanges rates deflated by nominal unit labour costs (total
economy) against a panel of 36 countries (1999=100)
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Source: European Commission, Directorate-General for Economic and Financial Affaires, 2010

Despite the appreciation of EU's REER, overall trade performance, as measured by the trade
balance, has remained virtually unchanged since 2005 (Graph II). This is in stark contrast to
the considerable US deficit and the sizable surplus of China and suggests that the EU has been
able to compensate for the appreciation of its REER by relying increasingly on elements of
non-price competitiveness.
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While the real effective exchange rate (REER) is influenced by a number of factors such as
exogenous exchange rate movements, which are by and large beyond the purview of
economic policy, it is the combination into a single indicator of labour cost and productivity,
which is commonly seen as an important target of economic policy making. Via its impact on
unit labour costs, labour productivity influences international price competitiveness. Over the
last decade, European labour productivity has increased steadily up until 2007/2008 when the
economic crisis led even to an absolute decline (Graph III), most likely due to labour hoarding
in the wake of mounting overcapacities during the financial crisis. However, the initial
increase did not suffice to close the gap with the US, which remains the benchmark in this
respect.
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Graph III: Labour productivity per person employed in Purchasing Power Standards
(PPS)
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Source: Eurostat, 2010

However, these observations should not be taken to suggest that Europe’s macroeconomic
landscape is flat and that macroeconomic developments within the European Union do not
raise significant issues. Regarding labour productivity per hour worked (Graph 1V), there are
still huge differences between Member States, ranging from less than 40% of the EU27
average to almost 140% of the EU average in Belgium and the Netherlands and even more
than 180% of the EU average in Luxembourg. However, as Graph IV illustrates labour
productivity has improved measurably in virtually all the new Member States also relative to
the EU average, which is bound to increase, while labour productivity in many old Member
States has declined relative to the EU average. This means that the productivity gap between
old and new Member States is closing, albeit not across the board.
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Graph IV: Labour productivity per hour worked (EU27=100)
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Source: Eurostat, 2010
Note: The second columns for Bulgaria and France relate to 2007 (not to 2008).

In particular in the context of the Economic and Monetary Union and in the absence of
flexible exchange rates between Member States, nominal unit labour costs impact prices and
thus price competitiveness. Significantly diverging nominal unit labour costs may therefore
contribute to macroeconomic imbalances. Nominal unit labour costs in manufacturing are of
particular relevance in this context (Graph V) since manufactured goods are mostly tradables
while many services are not.
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Graph V: Change in Nominal Unit Labour Costsin Manufacturing
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Graph V indicates that nominal unit labour cost trends diverged significantly across the
Member States during the last decade, both within and outside the euro zone. While the
highest increases could be observed in several new Member States, nominal unit labour cost
growth went also markedly beyond the weighted EU average (which is slightly below the
ECB inflation target of 2% p.a.) in some of the old Member States. By contrast, nominal unit
labour costs grew at rates significantly below the EU average in Germany, France, Ireland,
Sweden, Austria Finland and the Czech Republic and even substantially decreased in some of
the new Member States (Poland, Slovakia). These countries therefore experienced an
improvement of their price competitiveness. Although the analysis does not hold across the
board, some of the trade surpluses and deficits depicted in Graph II can therefore be attributed
to diverging nominal unit labour costs and their impact on price competitiveness. Moreover,
unit labour costs in the EU as a whole increased by almost 20 % over the last decade, thereby
contributing also to an appreciation of Europe’s REER.

2. OVERVIEW OF PROGRESSBY BROAD POLICY AREA

Reform profiles of individual Member States (calculated as share of reforms in a specific
policy area) differed considerably during the last five years (Table I)’. In most Member

3 Table I and graph VI are based on data from MICREF, a data-base that the
Commission has developed to provide a systematic record of the actual implementation of
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States, reforms aimed predominantly at improving the business environment and at fostering
R&D and innovation. The only exception was Greece where reforms in sector specific
regulation took prominence with more than 30% of all reforms.

Tablel: Reform Profiles by Country (date of adoption 2005-2009)

Improving
the (small) Sector
business Start-up R&D and Competition Market specific
environment | conditions | Innovation | Education policy integration | regulation
AT 40% 2% 34% 1% 8% 10% 2%
BE 31% 8% 40% 6% 3% 0% 13%
BG 42% 3% 24% 24% 3% 0% 3%
CY 22% 6% 34% 20% 4% 8% 6%
Ccz 25% 14% 35% 16% 0% 2% 8%
DE 43% 10% 18% 4% 1% 5% 15%
DK 6% 6% 36% 17% 2% 11% 21%
EE 16% 14% 30% 32% 3% 0% 5%
EL 23% 5% 15% 15% 5% 5% 31%
ES 34% 10% 23% 14% 3% 3% 14%
Fl 31% 8% 42% 12% 0% 6% 2%
FR 42% 19% 11% 13% 3% 0% 13%
HU 28% 7% 29% 13% 1% 5% 16%
IE 26% 6% 27% 5% 5% 11% 19%
IT 26% 8% 33% 6% 3% % 18%
LT 30% 3% 33% 30% 0% 5% 0%
LU 24% 7% 45% 7% 0% 10% 7%
LV 19% 11% 40% 13% 4% 4% 9%
MT 22% 1% 27% 22% 1% 0% 22%
NL 15% 6% 60% 10% 2% 2% 6%
PL 46% 9% 18% 0% 2% 3% 22%
PT 15% 5% 30% 28% 3% 3% 15%
RO 29% 6% 25% 10% 8% 0% 23%
SE 33% 2% 31% 13% 1% 9% 9%
Sl 27% 7% 23% 11% 1% 1% 27%
SK 34% 7% 29% 17% 2% 2% 7%
UK 61% 10% 14% 12% 0% 0% 3%
Average 29% 7% 30% 14% 3% 1% 12%

Source: MICREF

On average (calculated as the unweighted average of the percentage shares), almost 60% of
Member States’ reforms aimed at improving the business environment and at fostering R&D
and innovation. Sector specific regulation and education came next with 12% and 13%
respectively. Reform profiles did not differ significantly between "old" and "new" Member
States.

microeconomic reform measures in the EU. MICREF covers microeconomic reform measures
in the 27 EU Member States which were implemented between 2004 and 2009 (EU15: 2000-
2009). The database also provides information on the design and scope of reforms undertaken.
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The evolution of reforms over time in the EU shows several interesting aspects (Graph VI).
First, the share of reforms addressing sector specific regulation decreased considerably during
the first half of the last decade from an initial share of 50% to roughly 15%. This clearly
reflects the results of market opening initiatives. By contrast, the share of reforms that aim at
improving the business environment has increased trendwise from slightly above 10% in 2000
to almost 50% in 2010. The share of R&D increased in the mid 2000s and then remained at a
somewhat higher level for several years. For the remaining policy areas, reform shares have
not changed much over time.

Graph VI: Reform profile over time (date of adoption of the measure)
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2.1. Towards an innovative industry

The main instrument for measuring Member States' innovation performance, the European
Innovation Scoreboard (EIS) 2009, includes innovation indicators and trend analyses for the
EU Member States. On this base, four groups of countries emerge: Innovation Leaders,
Innovation Followers, Moderate Innovators, and Catching-up Countries.

Denmark, Finland, Germany, Sweden and the UK are the Innovation Leaders, with innovation
performance well above the EU27 average. Of these countries, Germany and Finland are
improving their performance fastest while Denmark and the UK show less progress.

Austria, Belgium, Cyprus, Estonia, France, Ireland, Luxembourg, the Netherlands and
Slovenia are the Innovation Followers, with innovation performance below those of the
Innovation leaders but close to or above that of the EU27 average. Cyprus, Estonia and
Slovenia have shown a strong improvement compared to 2008, providing an explanation why
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these countries have moved from the Moderate Innovators in the EIS 2008 to the Innovation
Followers.

Czech Republic, Greece, Hungary, Italy, Lithuania, Malta, Poland, Portugal, Slovakia and
Spain are the Moderate Innovators, with innovation performance below the EU27 average.
The EIS 2009 Moderate innovators are a mix of five Member States which were Moderate
innovators in the EIS 2008 and five Member States which were Catching-up Countries in the
EIS 2008.

Bulgaria, Latvia and Romania are the Catching-up Countries with innovation performance
well below the EU27 average. All three countries are rapidly closing their gap to the average
performance level of the EU27, and Bulgaria and Romania have been improving their
performance the fastest of all Member States.

The economic and financial crisis led companies and entire sectors to face declining demand
both in domestic and global markets. R&D spending by businesses had increased in almost all
Member States in the period preceding the crisis (Graph VII). The most common effects of
the crisis was the severe decline in economic activity further aggravated by difficulties in
access to external private finance in almost all the sectors across Europe. Financing of R&D
and innovation activities has hence become more difficult. Preliminary evidence does not
seem to suggest a massive decline of innovation expenditure s a result of the crisis. In some
cases virtually no crisis impact has been noted (e.g. Finnish ICT sector or biotechnology and
pharmaceuticals in Hungary and Ireland). However, firms' investment in R&D generally
displays a lag with respect to the business cycle and therefore a further decline in business
R&D cannot be excluded.
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Graph VII: Business R&D expenditure (% of GDP)
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Member States reacted to the challenge of preventing a decline in private R&D and
innovation expenditure in various ways, spanning from a forward-looking and proactive
approach to a short-term defensive approach. The European Innovation Progress Report 2009”
identified four types of Member States' anti-crisis responses in terms of type and speed.

Finland, Germany, Luxembourg and the Netherlands form the group of proactive and
forward-looking countries. Their crisis response comprised not only the present access to
finance challenge but also potential or future challenges across various areas (e.g. eco-
innovation).

Adequate and timely responses were recorded in Belgium, Cyprus, the Czech Republic,
Denmark, France, Ireland, Italy, Malta, Poland, Spain, Sweden and the UK. These Member
States implemented crisis measures in a timely manner albeit less focused on innovation than
the first group of countries.

4 It should be kept in mind that the conclusions of The European Innovation Progress

Report 2009 are drawn from country reports covering a limited time period (mid-2008 to mid-
2009) and that it is certainly too early to draw any definite conclusions about effectiveness
and efficiency of the introduced policy measures, or estimations about innovation
performance following the crisis.
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The reaction of the third Member State group was defensive and often delayed. The anti-crisis
interventions in Austria, Bulgaria, Estonia, Greece, Hungary, Portugal and Slovakia contained
only a few additional innovation-specific initiatives or reinforcements of existing instruments.

The remaining Member States Latvia, Lithuania, Romania and Slovenia did not introduce
innovation-specific measures to mitigate the effects of the crisis on R&D and innovation
spending.

According to the preliminary conclusions of the European Innovation Progress Report 2009, it
is not surprising that Member States which are classified as Innovation Leaders and Followers
have in general reacted in a proactive or timely manner to the challenges of the effects of the
economic and financial crisis in the innovation field. In contrast, Moderate Innovators and
Catching-up Countries largely reacted defensively or even failed to address innovation
problems resulting of the crisis. The way in which Member States reacted may induce a
reopening of the funding gap between the Innovation Leaders and the Catching-up Countries
that has recently narrowed to some extent.

Access to finance and funding of innovation is, however, only one element of a successful
innovation policy. The European Innovation Progress report concludes, based on a decade of
monitoring of innovation policies across Europe that sustained good innovation performance
is based also on a good governance structure. Good governance includes certain common
elements of a policy cycle including coordination, priority setting, stakeholder involvement
and evaluation. Most Member States demonstrate increasing efforts to follow such principles;
changes are however slow and evolutionary due to path dependency.

The current financial crisis is likely to be only a prologue of a need for greater policy
innovation with climate change, finite natural resources, demographic change or globalisation
as much larger societal challenges ahead.

2.2. Towards a sustainable industry

The policy response of the majority of Member States in making their industries more
sustainable is generally framed by two main instruments: the National Energy Efficiency
Action Plan (NEEAP)® and some sort of a broader sustainable development strategy to turn
the challenges related to climate change and degradation of environmental assets into business
opportunities. Almost all Member States have introduced energy savings targets of 9% for
2016 as part of their NEEAPs, whilst some have committed to higher ones. For a number of
Member States, the NEEAPs form part of their strategy to reach the 20% reduction in primary
energy demand by 2020, including Austria, Ireland and Sweden.

The NEEAPs of Hungary, Malta and the Slovak Republic place a strong focus on energy
efficiency in industry, and expect the highest share of savings to come from industry
measures. A number of NEEAPs introduce subsidised energy audit schemes in the industrial

. Member States are required to submit the National Energy Efficiency Action Plans in

accordance with Article 14(2) of the Directive 2006/32/EC on energy end-use efficiency and
energy services. The NEEAP is the EU-wide instrument to improve energy efficiency in
sectors outside the EU Emissions Trading Scheme while the national allocation plans (NAPs)
promote resource efficiency and climate change mitigation within the heavy industry of
Member States.
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sector, including Bulgaria, the region of Flanders (audit covenant scheme), Finland, Germany
(SMEs), Portugal (mandatory audits for large users) and Slovakia (SMEs). In the Czech
Republic, mandatory audits combined with support for the preparation of projects that lead to
energy services are an example of a well-integrated initiative in the industrial sector.
Mandatory energy audits are also featured in Portugal where they are related to a plan for
rational use of energy where biannual implementation and progress reports are required.

Voluntary agreements (VAs) with industries are a key policy instrument used in Denmark,
Finland, Greece, the Netherlands, Portugal, Slovenia, Sweden, and the UK. Both Finland and
the Netherlands have a long tradition of using VAs, gradually extending their coverage. Some
Member States envisage making use of energy management measures and standards, as well
as energy reporting and benchmarking in industry (e.g. Ireland, Denmark, Greece and

Hungary).

The UK combines voluntary agreements (Vas) and tax breaks in its Climate Change
Agreements (CCAs) introduced as part of the Climate Change Levy package. Similarly,
Slovenia grants exemptions from its CO; tax to industrial installations that enter into VAs to
reduce their total annual emissions. Portugal provides tax incentives and audit subsidies for
industrial operators under VAs. The UK has also notified a so-called Carbon Reduction
Commitment — a mandatory emission trading scheme for the large non-energy intensive
sectors, covering both the private and the public sector. France has introduced an innovative
system of state-issued carbon credits to encourage the reduction of greenhouse gas emissions,
particularly through reducing the domestic use of fossil fuels. Any project in the non-ETS
sectors that saves carbon compared with a reference baseline may benefit from credit system.

In most Member States, energy intensity in industry had decreased before the crisis (Graph
VIII). More recently, almost all Member States implemented measures to enhance energy
efficiency also as part of their anti-crisis plans. In most cases, the anti-crisis measures aimed
at improving the energy efficiency of buildings (private, business or public), with their main
aim was to support the construction sector rather than improve the general energy
performance of industry. Some of these programmes were particularly successful. For
example, it was estimated that the funding of €100 million through low-interest loans in
Austria led to a seven-fold increase in total investment and to a reduction of 5.3 million tons
of CO; emissions. Other initiatives comprised acceleration of EU-funded projects to increase
energy efficiency (e.g. Estonia) and installation of intelligent metering (e.g. Portugal).
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Graph VIII: Energy intensity in industry in kg of oil equivalent per euro of
gross value-added at constant prices
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Many Member States aimed specifically at the development of renewable energy sources,
mainly solar (e.g. Italy, Malta and Portugal), wind (e.g. Denmark, Estonia, Finland, Hungary
and the UK) or biomass (Slovakia). Practically all the Member States have recently increased
public investments in infrastructure, also often in the context of the greening the economy.
For example, Denmark frontloaded 5% of its long-term Green Transport Infrastructure
Investment Plan (2009-2020).

Most recovery plans included measures to encourage eco-innovation, e.g. to promote fuel
efficiency or electrical and hybrid cars via the specific design of temporary car scrapping
schemes. Finally, more than half of the Member States have come forward with new fiscal
instruments, including taxes on environmentally harmful activities and fiscal incentives for
"green" behaviour. At the same time, very few Member States have promoted "green" public
procurement.

Decreasing further the energy intensity of industry, as well as increasing the share of
renewable energy sources and ensuring their successful integration into the existing energy
systems remain the two principal challenges facing the EU. Many measures outlined in the
NEEAPs are still awaiting implementation, with their latest status to be reported in the second
generation of the NEEAPs expected by 30 June 2011. The new NEEAPs are also expected to
set out plans for further steps in increasing energy efficiency. According to a study on the
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competitiveness of the EU eco-industry®, the EU12 are lagging behind the EU15 in terms of
development of the various subsectors of the eco-industry. However, the EU12 market is
expected to develop strongly and provide many investment opportunities. As the
consequence, the availability of financing for investment in industrial sustainability is getting
more important.

2.3. The business environment
2.3.1. Introduction

Despite progress made over the last decade, companies that operate in the EU still perceive
weaknesses in the business environment, such as fragmentation of the internal market’,
unnecessarily high administrative burdens and burdensome procedures for dealing with public
administrations. Such weaknesses can lead to unnecessarily high costs to businesses or even
inhibit business activity. They also reduce the attractiveness of the EU as a location for
international investment.

Existing studies® point to large differences among the Member States in terms of the quality
of the business environment and the modernisation of public administrations. The cross-
country differences suggest that there is scope for further improvements in many areas.

The Europe 2020 strategy contains two flagship initiatives which directly concern the
business environment: "An Industrial Policy for the Globalisation Era" and "An Agenda for
New Skills and Jobs". The latter draws attention to the fact that the availability of a well-
educated and well-skilled workforce is an essential element of a favourable business
environment. Both initiatives foresee actions at the EU level, but also increased efforts at the
national level to promote a good business environment. For the business environment the new
Broad Economic Policy Guidelines’, this guideline foresees that Member States should ensure
that markets work for businesses, put in place predictable framework conditions and ensure
well-functioning, open and competitive markets for goods and services. In particular, Member
States should develop the necessary physical infrastructure, also with a view of reducing
regional disparities, modernize public administrations, eliminate unnecessary administrative
burdens and avoid unnecessary new burdens by applying smart regulation instruments,
including by developing further inter-operable e-government services, support small and
medium-sized enterprises (SMEs), improving their access to the Single Market in line with
the ‘Small Business Act for Europe’ and the ‘Think Small First’ principle, remove remaining
barriers to the internal market, facilitate access to finance, and support the internationalisation

Study on the Competitiveness of the EU eco-industry, ECORY'S, October 9, 2009.
Commission Communication on a Single Market Act COM(2010) 608.

European Commission, e.g. SEC(2010) 114 -
http://ec.europa.eu/archives/growthandjobs _2009/pdf/lisbon_strategy_evaluation_en.pdf of 2.2.2010
COM(2009) 680 - http://ec.europa.eu/enterprise/policies/sme/small-business-

act/implementation/files/sba_imp_en.pdf
World Bank, Doing Business - http://www.doingbusiness.org
OECD, Better Regulation in Europe - The EU 15 project

? http://register.consilium.europa.eu/pdf/en/10/st11/st11646.en10.pdf
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of SMEs. A further reference point for Member States' action on the business environment is
the Small Business Act for Europe (SBA)', which is discussed below.

2.3.2. Overview of the situation and of policy measuresin Member Sates 2009/2010
Infrastructure

The quality and availability of infrastructure varies significantly across the EU, and major
new investments are still needed in particular in the Southern and Eastern Member States.
Maintenance projects need to be financed also in the current front-runner countries.
Moreover, energy grids with neighbouring countries could be reinforced in many Member
States.

Reducing administrative burden and improving the quality of legislation

Ernst & Young estimated in 2010 that: “Western Europe is still perceived as the second most
popular destination for FDI but in 2010 investors rank China the world’s most attractive FDI
destination, repeating its 2008 distinction. [...] China has proved that political stability,
advancing infrastructure and a vast internal market can co-exist with rapid growth, earning it
.an attractiveness rating of 39%, a point ahead of Western Europe. [...] In the past three years,
international investors responded to trends in the global marketplace, recognizing that their
return on investment could be as stable — and possibly more profitable — in emerging — or
high growth markets, while their risks there could be made manageable. This partly explains
why Western Europe’s appeal as the most attractive destination for FDI collapsed from 68%
of votes in 2006 to 38% in 2010. Enthusiasm for North America fell from 48% to 22% over
the same period, while China’s attractiveness ranking hovered at 40% and India’s grew
steadily during the years 2006-2010.”"!

Setting a target for the reduction of administrative burdens can act as a driver for reform in
this sector. All Member States have adopted national targets for reducing administrative
burden, normally by about 25% between 2008 and 2012. But not all Member States have
effectively started to measure the current administrative burden which is needed as a baseline
against which its reduction can be monitored. The Netherlands is an interesting example of
successful reduction of administrative burden; the Dutch model has been replicated in other
countries. Denmark but also other Nordic counties are also implementing ambitious
programmes of reduction of administrative burdens.

Almost all Member States have administrative simplification programmes in place. An
interesting example is Belgium where citizens and companies can submit ideas for
simplification to a “Kafka contact point”. The Czech Republic concentrates on the ten most
burdensome legal acts. In Italy, a promising motto is “cutting laws, cutting burdens and
cutting organisational bodies”; it will be important to follow its implementation closely.

10 COM(2008) 394 - http://ec.europa.eu/enterprise/entrepreneurship/sba_en.htm of
26.06.2008

1 Ernst & Young: Waking up to the new Economy, European Attractiveness Survey
2010,

http://www.ey.com/Publication/vwLUAssets/Attractiveness survey 2010 EU/$FILE/A
ttractiveness survey 2010 EU.pdf, pages 5-12.
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Substantive progress has been made in the implementation of the Services Directive
(Directive 2006/123/EC), which lead Member States to take a broad range of simplification
measures, such as the reduction and lightening of authorisation schemes, the abolishment of
excessive formalities (such as certified translations and certified copies), the removal of
discriminatory or disproportionate conditions and the setting-up of Points of Single Contact
(see below). Good progress has been made in most Member States but work still needs to be
finalised in those countries that have accumulated delays in the implementation of the
Directive.

Use of impact assessment in preparing legislation can also be an important tool in preventing
that new legislation complicates conditions in the business environment. However, progress in
developing and implementing impact assessment systems remains limited. Impact
assessments for new legislative proposals are mandatory in a number of Member States;
however, they are often only partial and superficial. Full impact assessments to analyse all
significant economic, social and environmental impacts should be carried out. France has now
enshrined impact assessments into its constitution. Some more countries (e.g. Spain) have
recently made significant progress in making their assessments more relevant. Transparency
can be further improved by making all impact assessments publicly available, which is
currently the case only in a few Member States (e.g. Czech Republic, Denmark, France, and
United Kingdom).

The role of stakeholders in designing legislation is equally important For consultation to have
a significant impact on the quality of new legislation, early involvement of stakeholders
remains crucial. A formal requirement to consult stakeholders exists in almost all Member
States; however, implementation modes differ. Member States still not consulting interested
parties on a regular basis would gain from introducing minimum consultation requirements
for major policy proposals.

Modernising public administration

A highly performing and innovative public sector, enabling the delivery of sustainable,
modern and quality public services, is a prerequisite for economic competitiveness. Given the
deteriorating public finances, many Member States see only limited room for manoeuvre in
delivering good public services. At the same time, public services need to respond to
changing citizens' and businesses' needs in an evolving society. Thus, improving the
efficiency and effectiveness of public spending has to feature high on the political agenda.

High-quality, reliable public services and legal certainty were historically a major pre-
condition for the economic success of today’s front-runner countries. An interesting example
for considerable progress in the quality of legislation and administrative burden reduction
over the last decade is Estonia which now scores considerably above the EU average in these
two categories.

The general reform of public administration is high on the agenda of several Member States
(e.g. Bulgaria, Greece, Hungary, Portugal, Romania) for which weak administrative and
judicial capacity as well as legal uncertainty constitute key impediments in addressing
economic development challenges.

Electronic commerce offers new EU-wide business opportunities for SMEs, especially with
the electronic payment market's integration into a Single Euro Payment Area (SEPA) and the
resulting potential for innovation at European level in areas such as electronic invoicing or
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internet payments. Yet e-commerce figures demonstrate that these opportunities are not yet
fully exploited. Also, further developing e-government could permit SMEs spending less time
on administrative procedures and gain new business opportunities. In particular, fully
implementing EU legislation on e-procurement, practical e-Identification and e-
Authentication for cross-border services would open up numerous new business opportunities
across borders.

Usage of fully available online e-government basic services'” by businesses was 71% in 2009
for the EU-27 (up from 57% in 2005; Graph IX). Usage by business was above 60% in all
Member States, with the exception of Romania (41%). Almost half of the Member States
have usage rates above 80%, while some of them approach saturation (Denmark, Finland,
Lithuania and Slovakia), with rates above 90%.

In order to implement the Services Directive all Member States had to set up "Points of Single
Contact" (PSCs), which are e-government portals allowing businesses to get all relevant
information and complete procedures online. Such portals are now operational in 22 Member
States. In 17 MS it is already possible to complete procedures online. Availability and user-
friendliness of the PSCs will need to be improved in the future (in particular aspects such as
cross-border accessibility and translation of information content).

Graph IX: E-government usage by enterprises (%)
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Source: Eurostat, 2010

Note: The second column for Belgium relates to 2008 (not to 2009).

12 Source: Smarter, Faster, Better eGovernment: 8™  Benchmark Measurement',

Capgemini, 2009
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Market functioning and competition policy

A well functioning Internal Market results in increased opportunities for business and
ultimately improves competitiveness of European industry. In order to exploit the Internal
Market's full potential the legislation needs to be timely and correctly transposed into national
law and properly applied by all Member States.

In May 2010, the EU average transposition deficit of Internal Market directives stood at 0.9%,
which is still in line with but very close to the interim target of 1% set by Heads of State and
Government. 18 Member States achieved the 1% target. Belgium, Denmark, Italy, Malta,
Slovakia, Finland and the U.K made the strongest progress in reducing their deficits. Most of
the outstanding directives were in the areas transport and environment.

The number of infringement procedures remains high. Belgium records the highest number of
infringement procedures (111 open procedures) in the EU, increasing its number of cases by
68% since November 2007. Greece, Belgium, Italy and Spain have more than 80 infringement
procedures each, which compares to the EU average of 47 pending cases.

The level and quality of state aid granted by national governments has a significant impact on
the functioning of the Internal Market. State aid should not distort competition and trade
inside the Internal Market. To this end, Member States committed to reduce the general level
of state aid and to shift the emphasis from supporting individual companies or sectors towards
tackling horizontal objectives, environment, SMEs or training.

Between 2002 and 2007, the level of state aid to industry and services decreased annually on
average by 2% and stood at 0.5% of EU GDP in 2007. The economic and financial crisis
abruptly ended low levels of state aid. The overall level of State aid almost quintupled in 2008
compared to 2007 and increased to 2.2% of GDP because of aid granted to the financial
sector. Crisis aid to the real economy granted through the Temporary State Aid Framework
started only in 2009 and data are not yet available for all Member States. When excluding
crisis measures, the largest grantors of aid to industry and services in 2008 are Germany,
France, Italy and Spain. In relative terms, Hungary, Malta and Portugal grant the highest
shares of state aid to industry and services in relation to their GDP in the EU.

2.4. Entrepreneurship and SME policy

Many Member States have introduced entrepreneurship programmes to make young people
aware of the possibility to start an enterprise, either by integrating it into school and university
curricula or by setting up extra projects. Interesting examples are Slovenia, Lithuania and
Sweden where all stages of the educational system are covered and teachers receive extra
training. In Latvia, hundreds of students can submit business plans annually in the context of a
competition. The Netherlands established a programme for young entrepreneurs to do
networking in the United States. Some countries are involved in programmes encouraging
female entrepreneurship (e.g. Cyprus, Denmark, Greece, Finland, France, Germany, Iceland,
Ireland, Italy, Norway, Poland, Slovakia and Sweden). Several Member States use
considerable amounts of the Structural Funds for these programmes.
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In all Member States, although with considerable variation'*access to finance became more
difficult during the financial and economic crisis. SMEs in particular experienced tightening
credit conditions. Most governments have therefore introduced or expanded public guarantee
schemes or provided direct state aid. In the meantime, the situation has slightly improved, but
access to finance remains a critical bottleneck for future growth.

Most Member States benefited from the temporary framework for State aid measures'* to
support access to finance in the current financial and economic crisis increase in allowed state
aid during the crisis to provide considerable financial support to business. These measures
will need to be phased out again'.

The April 2010 Bank Lending Survey of the European Central Bank indicated that the net
tightening of credit standards on loans to SMEs in the euro zone remained almost unchanged,
since 83% of surveyed banks kept their tight conditions. The survey also pointed to a weaker
net demand for loans in the first quarter of 2010. Net demand for loans to enterprises was
negative (-13%, as against -8% in the fourth quarter of 2009).

Some governments have permanently reduced or abolished the minimum capital requirements
to set up a company (e.g. Germany, Netherlands, Latvia, Luxembourg), others relaxed the
rules for business angels (e.g. Netherlands). Germany is an interesting example because it
now allows a limited company to be set up with very small start capital. Many simplifications
in legislation (including on issues such as legal form requirements, fixed tariffs or territorial
restrictions) were made as a result of implementing the Services Directive.

Generally, not much progress has been made to reduce late payments (Graph XI). The
situation only improved for Portugal and, to a lesser extent, Italy; both remain on a very high
level. Worryingly, payment delays increased in several Member States, particularly in Spain
and Germany. The shortening of payment terms and delays remains of particular importance
for SMEs active in Greece, Italy, Portugal and Spain. These Member States have the largest
scope for improvement in terms of payment period by public authorities (about 140 days on
average).

13 Comparing the change in stock of outstanding loans to non-financial companies by

Member State before and after the beginning of the crisis reveals that some countries have
been more seriously hit than others.

14 OJ C 83, 7.4.2009, p.1

13 The Temporary Framework has been extended until 2011, with reinforced conditions.
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Graph XI: Duration of payments by public authorities (days)
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Many governments support the internationalisation of SMEs, e.g. by financial support for
export promotion, market access strategies, participation in trade fairs, etc. (e.g. Belgium,
Bulgaria, Czech Republic, Estonia, Italy, Hungary, Lithuania, Austria, Portugal and Sweden).
Some of them (e.g. Denmark, Slovenia) focus on high-growth companies willing to
internationalise, some others have established new export promotion agencies (e.g.
Luxembourg). Others have stepped up efforts to increase foreign direct investment to
disadvantaged regions (e.g. Hungary).

As part of their recovery measures a majority of Member States reinforced their export credit
schemes (Belgium, Bulgaria, the Czech Republic, Denmark, Germany, Luxembourg, Latvia,
Lithuania, the Netherlands, Austria, Poland, Portugal and Sweden).

Implementing the Small Business Act (SBA)

The Small Business Act (SBA) was adopted by the Heads of State and Government in 2008.
It consists of ten principles which should guide the conception and implementation of policies
both at EU and national level. The aim is to create a level playing field for SMEs throughout
the EU and to improve the administrative and legal environment so that these enterprises can
realize their full potential.

All Member States have acknowledged the importance of a rapid implementation of actions
agreed in the Small Business Act (SBA) at the end of 2008, but the approaches taken and the
results achieved vary considerably between Member States. The overall assessment by major
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SME stakeholder organisations points to a slow uptake of the SBA in a number of Member
States'®.

Member States are increasingly integrating the "Think Small First" principle in policy-
making. Only few Member States (e.g. Belgium, Denmark, Finland, Germany, Slovenia and
Sweden) have integrated an SME Test into their national decision making approach.

Several Member States consult SMEs representatives, in some cases in the framework of
SME councils or fora (e.g. Spain, Estonia, Hungary, Ireland and Lithuania). Specific bodies
such as SME agencies have been established to promote SME interests e.g. in Portugal and
Bulgaria.

Considerable progress has been made to reduce the average time and cost to start up a
company (Graph X). The average time to start-up a company was 15 days in 2009 according
to the World Bank'”.

Graph X: Time needed to start a business (days)
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Some twenty Member States have set up an operational physical one-stop-shop which is able
to serve the creation of private limited companies and has developed pre-defined procedures

16 COM(2009) 680 —
http://ec.europa.eu/enterprise/policies/sme/small-business-

act/implementation/files/sba_imp en.pdf

1 Word Bank, Doing Business project, see http://www.doingbusiness.org/
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(company registration, tax registration, etc). Denmark is a good example, may provide one of
the best services. At the same time, only a few countries (e.g. Cyprus, Netherlands, Spain,
Malta) have a one-stop-shop system that can take care of recruitments (especially concerning
the first employee). A few countries have procedures that are so simple that only one contact
with a public administration is required (e.g. France, Ireland, Latvia, Sweden, Belgium).
Some Member States aim at a zero-stop shop with a simple online registration (e.g. Poland).
Another good example is Hungary where online registration of a company is now possible
within one hour.

There is still scope to shorten the time needed to wind up a business in case of non-fraudulent
bankruptcy. So far, only a few countries (e.g. Belgium, Estonia, Finland, Ireland, Latvia,
Spain and the United Kingdom), have approached this issue. Estonia aims at a procedure that
can be concluded within 3 months. Some countries have taken measures to facilitate
restructuring instead of winding up companies (e.g. Czech Republic).

A “European Code of Best Practices” to facilitate SMEs’ access to public procurement
contracts was adopted as a part of the SBA; some of the countries which have started to
promote it effectively are France, Hungary, Ireland, Lithuania, Poland and Sweden. In the
overwhelming majority of Member States, SMEs’ access to public procurement is not subject
to a specific strategy or policy. The most widespread SME friendly measures remain cutting
tenders into lots and facilitating access to information through centralised websites,
interactive web pages, and other e-procurement developments. An important measure to
encourage the participation of innovative SMEs is to define technical specifications in terms
of performance or functional requirements. Some countries (e.g. the Netherlands) provide
specific training and support for public officials drafting innovative tender documents.

Some Member States have explicitly reported on how they are implementing the SBA in their
2009 National Progress Reports for growth and jobs (e.g. Belgium, Finland, France, Ireland,
the Netherlands, Romania and the United Kingdom). However, several Member States (i.e.
Germany, Italy and Sweden) have already started separate SBA monitoring exercises and
others may follow. To avoid fragmentation, it would be preferable to closely coordinate the
regular monitoring of the SBA implementation with the National Reform Programmes under
the Europe 2020 strategy.

2.5. Summary

Member States' industries are recovering, at various speeds, from their worst post war crisis.
The national economic recovery measures taken in 2008-2009 have been effective in
stabilising the situation. One can expect an acceleration of structural change because of the
crisis but measuring and describing the main features of the changes will take more time,
especially since the effects of the crisis are still felt acutely, particularly as concerns access to
finance. Indeed, with very few exceptions, conditions for business bank loans remain tight
and constitute a bottleneck on the way to faster recovery.

Only a limited number of Member States is not facing notable and identifiable challenges
regarding their business environment especially for SMEs. Clearly, efforts to reduce
administrative burden, to introduce better regulation and e-government, to apply the think
small first principle and to simplify support schemes could be more systematic and more
intense. This is an area where exchange of best practice can make the difference more
efficiently as it provides the real life demonstration that the same objectives can be achieved
in less burdensome ways.
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Business environment has more aspects than lengthy and cumbersome procedures. In many
Member States, increasing competition in the services sector (mainly retail and professional
services but also network industries in some instances) remains a challenge, even if its
visibility has become lower due to the crisis. Infrastructures (mainly road transport but also
energy interconnections and generation) and public administration constitute important
bottlenecks to growth in a limited number of cases.

A striking finding is that the innovation leaders and their immediate followers reacted in a
positive and proactive way to the crisis by adding new temporary actions encouraging
research and innovation to those already existing. This is not generally the case for the
countries below the EU average, indicating the possibility of a widening gap. Yet, the need to
strengthen the structures of their production basis by increasing the share of technology- and
skill-intensive activities is even more compelling in their case. Access to finance is an
important bottleneck also with respect to innovation but is often combined with a lack of
complementary skills. Many countries face additional challenges of a more institutional
nature such as rethinking their strategy and priorities (not trying to do everything at the same
time) and simplifying and consolidating their support-delivery mechanisms.

Above average energy intensity can be explained to some degree by the specialisation of the
country's manufacturing sector, but not entirely; room for improvement generally exists. It
represents a potential risk factor by exposing these sectors to sudden energy and CO, price
variations. At policy level, whilst actions to assist enterprises in reducing their energy
intensity exist everywhere, the same cannot be said for measures improving the efficiency of
other resource use. Explicit strategies, together with corresponding concrete action plans,
aiming at greening existing industries and encouraging the development of eco-industries are
not numerous; in many cases, actions are isolated or fragmented.
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3. COUNTRY CHAPTERS
3.1 Belgium

3.1.1. Indicatorsgraph

Belgium

Labour productivity per hour worked (EU=100; 2008)

Labour productivity per person employed (EU=100; 2009)

Labour productivity per person employed in manufacturing (1000 PPS; 2008)

Share of science and technology graduates (% of 20-29 years old population; 2007)

R&D performed by businesses (% of GDP; 2008)

Share of innovating enterprises as % of all enterprises (2004)

Share of high-tech exports in total exports (2006)

Energy intensity in industry in kg of oil equivalent per euro of gross value-added at
constant prices (2008)

Carbon intensity per ton of oil equivalent of energy consumption (industry;
tCO2/toe; 2007)

Waste generated by enterprises (kg per inhabitant; 2006)

Exports of environmental goods as % of all exports of goods (2008)
State aid for industry and services as % of GDP (2008)

Electricity prices for medium size enterprises (euro per kWh; 2009)

Infrastructure exp (euro per inhabi 2007)

Satisfaction with quality of infrastructure (rail, road, port and airport)
(1=underdeveloped / 7=extensive and efficicient by int'l standards; 2009)

% of broadband lines with speed above 10 MBps (2009)

Legal and regulatory framework (0= neg. / 10=pos.; 2010)

Burden of government regulation (1 = burdensome 7 = not burdensome; 2008/09)

E-government usage by enterprises (%; 2008)

Time required to start a business (days; 2009)

Enterprise survival rate after two years (2007)

Business churn (enterprise entries and exits as % of existing stock; 2007)

Share of high-growth enterprises as % of all enterprises (2006)

Early stage financing (% of GDP; 2008)

Rejected loan applications, and loan offers whose conditions were deemed
unacceptable, as % of all loan applications by SMEs (2009)

Duration of payments by public authorities (days; 2010)

Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left)

always indicate performance which is better (weaker) than the EU average.

Distance from the EU average (measured in standard deviations)
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3.1.2. Introduction®®

Belgium’s labour productivity, measured either per person occupied or per hour worked, is
significantly above the EU average. Belgium’s real effective exchange rate appreciated
moderately since 1999, albeit less than for most other EU countries, indicating a slightly
decreased competitiveness. In parallel, nominal unit labour costs in Belgian manufacturing
increased by 11% between 2000 and 2009 with a remarkable acceleration during the second
half of the decade. However, the overall increase remained below the EU average of 19%.

Belgium is specialised in sectors demanding high skills and, decreasingly, in high-
intermediate skill sectors. The role of low-intermediate skill sectors has been stable on a
below average level from 1995 to 2005 while low skill sectors lost ground from an already
low level. Nevertheless, Belgium shows a decreasing specialisation towards sectors with
medium high technology intensity and an increase for medium low-technology sectors. There
is a moderate specialisation towards sectors with above average growth in the EU.

Manufacturing plays a similar role for Belgium than for the EU in total (16% vs. 17% of
value added in 2008). The only sub-sectors with clear above EU average importance are
chemicals and refined petroleum. There is some specialisation in the service sector for
education as well as for transport and communication and, in earlier years for financial
intermediation. Employment figures also show the slowly decreasing importance of
manufacturing over time and a growing importance of “real estate and business activities”.
Forecasts until 2020 expect an increase in employment in business and other services by some
9% while employment in manufacturing might drop further by some 12%.

Belgium’s balance in the trade of goods showed, relative to the total volume of exports, a
moderate surplus in 2005 and 2009. The trade surplus in manufacturing mainly resulted from
surpluses in chemicals, basic metal products and food/drinks/tobacco while mainly electrical
and optical equipment, transport equipment and other manufacturing showed noteworthy
trade deficits. The Revealed Comparative Advantage (RCA), measured relative to the EU and
concentrating on manufacturing, shows particular strengths for Belgium in 2008 in chemicals
and refined petroleum.

Exit from the crisis

In Belgium production in manufacturing sectors decreased by more than 20% as a result of
the economic crisis; in June 2010, it reached again 87% of the pre-crisis level.

In response to the economic and financial crisis Belgium set up a major guarantee scheme
under the Temporary State aid Framework with a total budget of EUR 1.5 billion. The use of
the scheme by businesses was, however, not very intensive. The Belgium state also made
export credits available with a total budget of EUR 300 million. For this purpose a new
complementary export credit insurance scheme (Belgacap) has been introduced to secure
inter-enterprise credit and help companies in their business transactions. It will remain into
force until the end of 2010. On top of this, the 9.25% tax on insurance contracts covering
commercial and country risks linked to exports has been suppressed.

8 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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The Federal Government introduced a reduction of the VAT rate for residential construction
to soften the impact of the crisis on the construction sector. Although it was initially planned
only to remain in force until the end of 2009, it was later extended to the end of 2010. The
budgetary cost of this measure is estimated at EUR 300 million in 2009 (0.1% of GDP) and
EUR 150 million in 2010 (less than 0.1% of GDP)"’.

Moreover companies were allowed to postpone certain tax payments during 2009, in
particular VAT and income tax, to ease their liquidity constraints.

3.1.3. Towards an innovative industry

Belgium's research and innovation performance is characterised by high investments by the
business sector, off-setting a relative under-investment by the public sector. These
investments are precarious due to the dominance of a few large and foreign firms in the total
expenditure. Belgium has a relatively well-educated population but is losing ground in the
area of new science and technology (S&T) graduates; a situation worsened by the
uncompetitive net wages paid to researchers and engineers. Finally, the low propensity to
become an entrepreneur remains a cause for concern.

The extensive Belgian public support systems offer a large variety of measures focusing on
R&D cooperation and promoting entrepreneurship and can be considered as complete. The
structuring of public-private research efforts in the form of strategic research centres,
competitiveness poles etc. is attractive for large, foreign R&D players. The high tax burden
and relatively high labour costs remain, nonetheless, a negative element for conducting
research in Belgium. Federal tax incentives are meant to decrease the burden, but are not at
such a level that total costs for R&D are lower than in neighbouring countries with lower tax
levels.

Industrial Policy is mainly implemented at the regional level through clusters and technology
centres: In Flanders, after an evaluation of existing initiatives in 2008-2009, two new
technological centres have been set up. In the Walloon region, networking between the 14
existing clusters is promoted (73% of the participating enterprises are SMEs) and greening the
general orientation of the clusters and "pdles de compétitivité" is intended.

As regards the Belgian innovation system in particular, among the three major challenges is,
first, the innovation skills mismatch. There is a low share of new S&T graduates, as well as a
growing under-utilisation of lifelong learning. These two elements are essential to maintain an
upsurge of skills and qualifications and, thus, to enhance the country's competitiveness.
Second, creating and growing knowledge-intensive enterprises is essential. To achieve this,
there is a need to boost the attractiveness of starting up innovative businesses, and to foster
new businesses. The reliance on a few large and foreign firms is a risk, especially in the
current economic context, and finally it seems necessary to create a favourable environment
for the exploitation of research results in Belgium. R&D and innovation efforts do not yet
bring sufficient results that ensure economic development.

o The legality of this measure is questioned by the European Commission.
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3.1.4. Towardsa sustainable industry

The main policy orientations concern increased energy efficiency in buildings (with financial
public incentives) and research activities (new clusters on materials, buildings, eco
innovation, renewable energies). Green investments in the federal Recovery Plan represented
0.3% of GDP. The Federal Government has introduced a system of "Eco cheques" that has
been included in the 2009-2010 general salary agreement allowing the purchase of green
consumer products.

There is a wide variety of actions put forward by the three Belgian regions. Flanders
encourages existing enterprise reducing their environmental impact through investment grants
(reinforced for SMEs) allocated through an annual call for projects scheme. In addition, there
is public support for the establishment of collaborative networks around eco-innovation
themes that can generate concrete proposals and pilot experiments. Their utility resides in
identifying opportunities and barriers of new business models and policy concepts. In parallel,
after an evaluation of existing initiatives in 2008 — 2009, two new technological centres have
been set up in Flanders: Flanders Synergy and Flanders Plastic Vision. In the light of the Opel
crisis, the scope of the Flanders Drive cluster has been extended to cover all aspects of the
"car of the future".

Investment grants, networking, covering environmental issues in R&D and innovation support
are also used in the Walloon region. In addition, the region pursues sectoral agreements
(commitments to reduce CO: emissions against various advantages) and intends to use
systematically environmental clauses in regional public procurement. The Region also
supports the greening of industry via clustering policy: a dedicated call in 2008 focused on
projects in relation with sustainable development and climate change, and the creation of a 6™
competitiveness pole in the field of eco-technologies is planned in 2010.

The Brussels region uses as well investment grants, networking facilitation and support to
research and innovation to promote environmental objectives (e.g. the implementation of a
strategic plan for developing environmental value chains, the Brussels Greenbiz business
incubator, Bruxelles-Ecopole etc).

The higher energy intensity is to some extent explained by the industrial structure of the
country. Nevertheless it represents a potential disadvantage due to overexposure to energy and
CO: price volatility.

3.1.5. The business environment

Belgium presents a mixed picture regarding the business environment as negative perceptions
about the legal and regulatory framework and administrative burden coincide with rather good
performance on specific issues such as regulation of business start-up. Infrastructure has a
positive contribution to the business environment.

Belgium has pursued a range of initiatives in recent years to consolidate or simplify the
regulatory stock, to reduce administrative burdens for businesses and to promote
eGovernment and impact assessment. Policies range from projects shared between the federal
and regional levels, to projects specific to each level within its area of competence, but these
initiatives are not explicitly developed within the framework of an overarching policy strategy
for Better Regulation. Shared projects include initiatives such as the Kafka contact point
where citizens, businesses and public servants can propose ideas for cutting red tape and the
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Business Cross Roads Bank, which is a register of business identification aimed at connecting
different databanks of the administration and allowing re-use of data across administration.

Different approaches have been engaged to reduce administrative burdens: the federal
government, the Walloon Region and, since 2009, the Brussels Capital Region have used a
selective approach, based on testing and favouring a gradual evolution; the Flemish Region
has taken a more systematic approach. Belgium has adopted in 2009 the target of 25%
reduction of the administrative burden by 2012. The biannual surveys of the Federal Planning
Bureau indicate that administrative burdens on business decreased from an estimated 3.5% of
GDP in 2000 to 1.72% of GDP in 2010.

Belgium has taken steps to integrate ex ante impact assessment in the development of new
regulations. At the Federal level, two tests exist: the Kafka Test to assess administrative
burdens in new regulation (obligatory since October 2004) and the Sustainable Development
Impact Assessment (SDIA, introduced in 2007). The Flemish Region introduced guidelines
for regulatory impact assessments (RIA), including consultation. The Walloon Region focuses
on the Kafka test (since May 2007) and pursues a general approach to encourage self-
regulation. Consultation of stakeholders on new regulations is comprehensive in coverage and
is based on institutionalised bodies per policy area.]

eGovernment in Belgium is an instrument helping the back office coordination and
integration of different levels of governments and departments. It supports a range of Better
Regulation initiatives, including databases on the stock of regulations and specific data banks
such as the Cross Roads Bank for Enterprises, the Cross Roads Bank of Social Security, the
data bank on vehicles (DIV), the data bank for VAT and Tax on the web. An e-ID for every
Belgian has been introduced to simplify and modernise interaction with the administration for
businesses and citizens. However, the business utilisation of public services online stands
below the EU average. Belgium has a non-mandatory public eProcurement platform, that
serves as a knowledge base for all public procurement related aspects and which is also the
point of entrance towards e-Procurement tools such as e-Notification and e-Catalogue for
public administration.

The one-stop-shop to start-up an enterprise (Guichet d'entreprises agréés) is fully operational.

Belgium scores above the EU average concerning the availability of high-speed broadband
lines. However, electricity prices for medium size industry over the past years rose faster than
in neighbouring countries and were higher than EU average in 2009 for the first time,
indicating that the competition framework may not be strong enough. The market share of the
dominant players is eroding slowly.

Belgium's business environment is characterized by a high administrative burden at different
levels of administration. In spite of sustained efforts in this area, the reduction of burden of
government regulation remains a challenge.

3.1.6. Entrepreneurship and SME policy

The SME sector in Belgium has a similar structure to that of the EU: the percentages of
micro, small and medium sized enterprises and their contributions to employment and value
added are on a par with the European averages. Concerning general SME policy, the federal
government adopted in 2008 an action plan inspired by the European "Small Business Act"
comprising 40 measures. An "SME test" is also in preparation.
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In 2009, at federal level, a new legal entity for start-ups was introduced: the BVBA-starter. A
Flemish Agency for Entrepreneurship was created in 2009. In 2007, the Walloon government
introduced a program for entrepreneurship aimed at making young people aware of the
possibility to start an enterprise. It followed a similar 'Ondernemend Onderwijs' plan that the
Flemish government approved in 2006.

Concerning access to credits, in particular for SMEs, federal and regional governments have
taken measures to reinforce the capital of SMEs and other structural or short-term measures:
for instance creation of a credit ombudsman, the export guaranty scheme Belgacap and a
reduction of public payment delays.

The Regions support private investments through the Participatie Maatschappij in Flanders
and the SOWALFIN (“Coupole wallonne des PME”). Public investments projects, in
particular for transport, energy or telecoms infrastructures, are ongoing.

3.1.7. Conclusions

Apart from the short-term concerns related to the economic crisis, such as getting easier
access to bank financing, the main challenge facing industry is the Belgium's business
environment which is characterized by high administrative burden and heavy legal and
regulatory framework.

Moreover, the innovation system which has a low share of new science and technology
graduates and a low share of high-tech exports in total exports, needs structural
improvements, for example better international orientation of clusters and poles — general
support measures for private research, in particular for SMEs.
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3.2. Bulgaria

3.21. Indicatorsgraph

Bulgaria

Labour productivity per hour worked (EU=100; 2007)

Labour productivity per person employed (EU=100; 2009)

Labour productivity per person employed in manufacturing (1000 PPS; 2008)

Share of science and technology graduates (% of 20-29 years old population; 2007)

R&D performed by businesses (% of GDP; 2008)

Share of innovating enterprises as % of all enterprises (2006)

Share of high-tech exports in total exports (2006)

Energy intensity in industry in kg of oil equivalent per euro of gross va
constant prices (2008)

Carbon intensity per ton of oil equivalent of energy consumption (industry;
tCO2/toe; 2007)

‘Waste generated by enterprises (kg per inhabital

Exports of environmental goods as % of all exports of goods (2008)

State aid for industry and services as % of GDP (2008)

Electricity prices for medium size enterprises (euro per kWh; 2009)

Infrastructure expenditures (euro per inhabitant; 2007)

Satisfaction with quality of infrastructure (rail, road, port and airport)
(1=underdeveloped / 7=extensive and efficicient by int'l standards; 2009)

% of broadband lines with speed above 10 MBps (2009)

Legal and regulatory framework (0= neg. / 10=pos.; 2010)

Burden of government regulation (1 = burdensome 7 = not burdensome; 2008/09)

E-government usage by enterprises (%; 2009)

Time required to start a business (days; 2009)

Enterprise survival rate after two years (2007)

Business churn (enterprise entries and exits as % of existing stock; 2007)

Share of high-growth enterprises as % of all enterprises (2005)

Early stage financing (% of GDP; 2008)

Rejected loan applications, and loan offers whose conditions were deemed
unacceptable, as % of all loan applications by SMEs (2009)

Duration of payments by public authorities (days; 2010)

Distance from the EU average (measured in standard deviations)
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Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left)

always indicate performance which is better (weaker) than the EU average.
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3.2.2. Introduction®

Bulgaria’s labour productivity did not improve significantly since 2005. It was quite stable
and did only reach some 40% of the EU average in 2008/9, measured per hour and per person.
Bulgaria’s real effective exchange rate depreciated slightly from its 1999 level to 2005 but
appreciated very strong from 2005 to 2009, indicating significantly decreased
competitiveness. Concomitantly, nominal unit labour costs in Bulgarian manufacturing
decreased between 2000 and 2005 and then sharply increased resulting in an overall increase
of 26%, which was significantly above the EU average of 19%.

Bulgaria had a deficit in the trade of goods in 2005 and 2009. After the significant economic
slowdown in 2009, the currently expanding share of exports is a sign of a slight improvement
of the Bulgarian competitiveness position.

Manufacturing plays a slightly bigger role for Bulgaria than for the EU in total (19% versus
17% of value added in 2008). This is mainly due to specialisation in textiles and clothing,
refined petroleum, non-metallic mineral products and leather and footwear. In the service
sector, only “transport and communication” and “electricity, gas and water supply” have an
above EU average weight. The primary sector is larger than for the EU in whole due to the
highest share of agriculture. In general, the Bulgarian economy is dominated by sectors with
low and medium-low technology intensity. Sectors, with a total negative growth rate for the
EU, play a strong and growing role in Bulgaria. Export growth is high in industries
specialised in labour-intensive manufacturing, processing of natural resources and agriculture.

Employment figures show a low level of productivity in agriculture. Forecasts until 2020
expect an increase in employment in business and other services by some 40% while
employment in the primary sector and in manufacturing might decrease by 25 to 30%.

Exit from the crisis

Bulgaria was confronted with one of the biggest drops of manufacturing output in the
European Union. It fell by almost 35%, but regained 17% up to July 2010. Bulgaria did not
introduce specific business and financial support measures under the Temporary State Aid
Framework until 2010.

In reaction to the economic and financial crisis, Bulgaria introduced a limited number of other
measures. The measures to support product markets mainly aim to improve the business
environment (e.g. reduction of the initial capital required for the establishment of a company
to 1 EUR, accelerated reimbursement of VAT), facilitate market entry, and enhance effective
competition through strengthening the powers of the regulatory authorities. The effective
implementation of the Energy Efficiency Act of 2007 will promote the use of energy saving
technologies and higher energy efficiency in both production and consumption.

To ease access to financing for SMEs, the capital of the state-owned Bulgarian Development
Bank was increased (0.75% of GDP) as well as that of the FLAG (Fund for Local Authorities
and Governments) fund to support municipalities to absorb EU funding. Moreover, raising the

20 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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credit limit of the Bulgarian Export Insurance Agency is expected to boost private sector
exports.

3.2.3. Towards an innovative industry

According to the European Innovation Scoreboard (EIS) 2008, Bulgaria is one of the
catching-up countries with an innovation performance well below the EU average. The
relative strengths are in human resources, while the relative weaknesses are in
entrepreneurship. Although research and development (R&D) expenditures in Bulgaria are
increasing, they are still much lower than the EU average level. The structure of R&D
expenditure remains strongly imbalanced. The share of public sector financing is double that
of businesses. The percentage of SMEs with innovation activities and the share of innovative
SMEs co-operating with others are below the EU average.

Measures have been proposed within the framework of the National Innovation Strategy in
2008 and 2009 aimed at strengthening the links between research and business (technology
transfer centres), building the innovation infrastructure, strengthening the skills in
entrepreneurship and innovation (entrepreneurship centres in universities), supporting existing
clusters, developing new financial support schemes for innovation (Bulgarian Development
Bank, business angels), etc. The Innovation Strategy is complemented by one major
instrument — the Operational Programme “Competitiveness 2007-2013” funded by the
European Regional Development Fund. However, only 2% of EU funding is dedicated to
innovation and R&D.

Despite the above mentioned measures, no substantial changes took place in 2008 and 2009 in
the research and innovation policy of the country. The lack of clear priorities at the highest
levels of governance continues to be the major problem in the implementation of Bulgaria’s
innovation policy. The development of innovation policy is not accompanied by discussion
between policy-makers and society and there is no monitoring and assessment of the measures
which have been implemented. A prerequisite for the success of investments in new
technologies is the implementation of a coordinated national policy in science, technology and
innovation. The currently fragmented and uncoordinated policy support system is unsuited to
the implementation of the unified research, technological and innovation policy that is
needed.

3.24. Towards a sustainable industry

The robust economic growth in Bulgaria during the past decade is mainly explained by the
investment boom in construction, real estate and the financial sector. Although, sustainability
indicators are continually improving in the past years, the Bulgarian industry still remains
several times more energy-intensive than the EU average. It also lags behind the EU average
in terms of carbon intensity, waste generation by enterprises and exports of environmental
goods.

Bulgaria has set an ambitious target of improving energy efficiency by 50% by 2020. The
National Energy Efficiency Action Plan will need to be reinforced to meet this target.
Legislation has been revised in view of encouraging introduction of energy-saving
technologies in manufacturing and households. Increased energy efficiency is the main
priority of the government, with the aim to reduce the energy intensity by 20% by the end of
its mandate. Various possibilities for supporting these policies, including financial stimuli and
regulatory measures will be sought. A second priority is to increase the share of local
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renewable energy sources (RES) to 12% of total final energy consumption by the end of its
mandate, and to at least 16% by 2020. In this regard, projections are being analysed to put
forward an optimal RES technologies mix at the lowest public cost for achieving the
objectives, as well as the necessary mechanisms and financial stimuli.

The absence of clearly defined national strategies in key areas such as resource efficiency,
access to raw materials and development of environmental industries, constitutes a weakness
in this area. The Operational Program "Environment 2007-2013" provides important funding
resources for the development of "environmental" infrastructure. Timely implementation and
the design of quality projects may prove challenging but they are essential for fostering the
development of related industries, mainly in the field of water and waste management.

The Energy Strategy 2020 sets ambitious goals, whose completion will be very demanding in
terms of new legislation, increased private investment and public acceptance. This implies the
development and the adoption of a detailed plan for R&D, infrastructure and energy market
regulation in light with EU developments in the field.

3.2.5. The business environment

Financing of SMEs and credit conditions have deteriorated during the past two years due to
the financial crisis. But, despite the crisis, Bulgaria managed to leave tax rates at low levels
(below the EU average). Bulgaria performs clearly better the EU average concerning
electricity prices for medium size enterprises and the take-up of high-speed broadband lines,
but it performs worse concerning infrastructure expenditures and satisfaction with the quality
of infrastructure.

Bulgaria adopted in 2008 its Better Regulation Programme 2008-2010 with concrete
objectives as regards simplification of more than 30 regulations, new centralised ex-ante
impact assessments system for new laws, new more comprehensive scheme for consultation
with stakeholders and screening of local authority regulations to eliminate non-legal
municipal regulations and trade licence fees. Bulgaria adopted in 2009 the target of reduction
of administrative burdens by 20% until 2012. The Action Plan for the implementation of the
national target was finalised in April 2010 and includes 136 reduction proposals of
information obligations such as submission of data and documents electronically and data
collection by state authorities rather than business. If implemented, these measures could
generate savings for businesses of up to EUR 13 million.

All eGovernment activities are now coordinated by the Ministry of Transport, Information
Technology and Communications and have been developed within the framework of the
Information society strategy (2008) and the Law on eGovernance (2008). In 2009, the usage
by enterprises of eGovernment services still stands below the EU average, despite significant
progress since 2005. Bulgaria introduced a web-based Public Procurement Register where
contracting authorities are obliged to publish their tender notices (alongside with the
Bulgarian State Gazette and the European Journal). The one stop shop to start-up a company
is also fully operational.

In April 2010, the Government adopted a Strategy for development of transport system in
Bulgaria by 2020. It defines the main priorities and measures that need to be implemented by
2020 in order to transform the transport system into a modern, safe, and secure system highly
integrated into the European transport system. The current efforts to accelerate the
construction of important infrastructural projects (e.g. Trakia highway, Sofia subway) will
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have positive effects on the business environment in terms of putting in place new key
transport infrastructure and an anti-crisis measure stimulating local businesses.

A major challenge for Bulgaria is to undertake important reforms to improve the business
environment in the country. The actions, in the spheres of improving the functioning of the
judicial system and fighting against corruption and organised crime, could be strengthened
further.

Meanwhile, providing stability and predictability in the policy and regulatory environment is
essential for the investment plans and business development of the enterprises operating in
Bulgaria. It will also be an important challenge to take steps to encourage further competition,
simplify licensing and authorisation procedures, optimise tax administration and develop
professional skills/competency in the workforce as well as in the administration.

After implementing the law on Protection of Competition in 2009, the Commission on
Protection of Competition needs to continue improving its supervision on the functioning of
national markets. It has to effectively prevent concerted practices, abuses of monopoly
position, and harmful concentrations which negatively affect the business environment (e.g.
energy sector).

The modernisation of the transport infrastructure is a major challenge after years of
underinvestment in important core areas such as highways, ports, and rail. The better usage of
European structural funds will be a prerequisite for the successful completion of these projects
as Bulgarian public funding is limited. The development and effective management of public-
private partnerships could accelerate and attract the investment needed.

3.2.6. Entrepreneurship and SME policy

The contribution of SMEs to the overall economy, as measured by the value added, is
somewhat lower in Bulgaria than in the EU (54 vs. 58%). However, in the period 2002-2008,
employment growth of Bulgarian SMEs showed an overall increase of 41%, which is well
above the EU average (12%).

In 2009, a National Export Strategy was developed. It includes measures to increase the
efficiency of the SMEs' export through activities in the field of marketing, information, and
promotion and through support for SMEs' participation in international exhibitions and fairs,
organisations of business fora and missions.

The Operational Programme "Competitiveness 2007-2013" envisages special support to
export oriented SMEs. The support includes encouragement of SMEs to benefit from the
growth of the markets, support for participation in international economic, trade, investment
and innovation events, creation of electronic portals and increase of export training.

Regarding entrepreneurship, in 2008/2009, Bulgaria supported young entrepreneurs from
universities willing to start their own businesses. The project, named ‘Technostart’, had
a budget of EUR 100 000.

Weaknesses exist in contract enforcement and lengthy administrative procedures. SMEs face

severe credit conditions with excessive interest rates and requirements for collateral.
Moreover, the number of government unpaid obligations to SMEs is a concern.
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Concerning the field of innovation in SMEs, the available figures show that Bulgaria
performs significantly below the EU average. This is a serious challenge for the Bulgarian
SME policy as the overall result is mainly due to the relatively small share of SMEs that have
new products or income from new products (37% as opposed to 64% of EU SMEs on
average).

3.2.7. Conclusions

Bulgaria has to undertake important structural reforms to improve its competitiveness such as:
cutting red tape at different levels of the state and local authorities, fostering innovation in
view of increasing productivity, improving the energy efficiency across all sectors of the
economy and developing the transport infrastructure. In the short term, absorption of
structural funds which is crucial in supporting these undertakings remains dramatically low.
Hence, it has been urgent to ensure the proper mechanism for management and control of the
funds.

There are still weak cooperation and coordination between research institutions and business.
Attribution of patents is rather slow and the same applies to the implementation of the
measures being part of the existing innovation and R&D programmes. Bulgaria needs to
improve its administrative capacity and simplify existing rules and procedures in order to
accelerate the absorption of funding in all sectors.

In the short term, excessive interest rates, required collateral and securities and government
arrears remain a significant burden to business.

47

EN



EN

3.3. Czech Republic

3.3.1. Indicatorsgraph

Czech Republic

Labour productivity per hour worked (EU=100; 2008)

Labour productivity per person employed (EU=100; 2009)

Labour productivity per person employed in manufacturing (1000 PPS; 2008)

Share of science and technology graduates (% of 20-29 years old population; 2007)

R&D performed by businesses (% of GDP; 2008)

Share of innovating enterprises as % of all enterprises (2006)

Share of high-tech exports in total exports (2006)

Energy intensity in industry in kg of oil equivalent per euro of gross value-added at
constant prices (2008)

Carbon intensity per ton of oil equivalent of energy consumption (industry;
tCO2/toe; 2007)

Waste generated by enterprises (kg per inhabitant; 2006)

Exports of environmental goods as % of all exports of goods (2008)

State aid for industry and services as % of GDP (2008)

Electricity prices for medium size enterprises (euro per kWh; 2009)

Infrastructure expenditures (euro per inhabitant; 2007)

Satisfaction with quality of infrastructure (rail, road, port and airport)
(1=underdeveloped / 7=extensive and efficicient by int'l standards; 2009)

% of broadband lines with speed above 10 MBps (2009)

Legal and regulatory framework (0= neg. / 10=pos.; 2010)

Burden of government regulation (1 = burdensome 7 = not burdensome; 2008/09)

E-government usage by enterprises (%; 2009)

Time required to start a business (days; 2009)

Enterprise survival rate after two years (2007)

Business churn (enterprise entries and exits as % of existing stock; 2007)

Share of high-growth enterprises as % of all enterprises (2006)

Early stage financing (% of GDP; 2008)

Rejected loan applications, and loan offers whose conditions were deemed
unacceptable, as % of all loan applications by SMEs (2009)

Duration of payments by public authorities (days; 2010)

Distance from the EU average (measured in standard deviations)

-2

1 2
f f
I I
I I
I I
I I
I I
I I
I I
I I
I I

Towards a modern and
competitive industry

Towards a sustainable industry

Business Environment

Entrepreneurship and SMEs

Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left) always

indicate performance which is better (weaker) than the EU average.
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3.3.2. Introduction®

The Czech Republic’s labour productivity was, measured per hour, at around 60% of the EU
average in 2005 and 2008; measured per person, labour productivity reached some 70% of the
EU average in 2009. Nominal unit labour costs in Czech manufacturing remained broadly
stable between 2000 and 2009, underlying a solid competitiveness position of the Czech
manufacturing sector. At the same time, the Czech Republic showed one of the strongest
appreciations in the real effective exchange rate from its 1999 level to 2005 and 2009.

The Czech Republic remains specialised mainly in sectors demanding low and low-
intermediate skills. The importance of high-intermediate skill sectors has been stable at the
average level from 1997 to 2007 and high skill sectors are clearly underrepresented. This
picture is supported by a rather low and declining share of high technology sectors, while
there is a clear specialisation in medium low technology categories. Sectors with a negative
growth rate for the EU in total are still important, although medium-high growth sectors are
becoming more prominent.

Manufacturing plays a much bigger role for the Czech Republic than for the EU in total (25%
vs. 17% of value added in 2008). This is mainly due to specialisation on transport equipment,
electrical and optical equipment, non-metallic minerals, basic metal products, rubber and
plastics and wood products. In the service sector, only the “transport and communication” has
an above average weight. The primary sector is larger than for the EU in total due to
agriculture and to mining and quarrying. Employment figures show a low level of
productivity in agriculture and manufacturing and a slow shift to services over time. Forecasts
until 2020 expect an increase in employment in business and other services and in non-market
services by almost 10% while employment in manufacturing might decrease moderately.

The Czech Republic’s shows a small trade surplus. The positive trade balance in
manufacturing mainly resulted from a surplus in transport equipment while only chemicals
showed a noteworthy trade deficit. The Revealed Comparative Advantage (RCA), measured
relative to the EU and concentrating on manufacturing, shows particular strengths for the
Czech Republic in 2008 in non-metallic mineral products, electrical and optical equipment
and rubber and plastics.

Exit from the crisis

Czech manufacturing output fell by 23% but it stands in July 2010 again at 85% of pre-crisis
level. The crisis hit the Czech Republic relatively late and economic recovery is expected
within the next two years. Its speed will depend on the recovery abroad and particularly of the
main trading partners”>. The government adopted various temporary measures to ease financial
constraints in the business sector, SMEs and exporters in particular, presented more in detail
in the SME section.

2 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
2 2009 Analysis of the Czech Economy and Sectors:
http://www.mpo.cz/dokument66054.html
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3.3.3. Towards an innovative industry

The innovation performance of the Czech Republic has been improving and it is slowly but
steadily converging to the EU-27 average. The strong inflows of FDI led to an important
technology and knowledge transfer, in particular in the manufacturing and automotive sector.

Regarding research and innovation policy in general, a revision of the law on support for
R&D from public funds became effective as of 1 July 2009. Based on this law, the Czech
Technological Agency was established with the task of allocating most of the public funds for
the support of applied research and innovation. This should result in a significantly simpler
and more transparent system of public support for research and innovation.

Another milestone was the approval of the new ‘National Policy of Research, Development
and Innovation of the CR for 2009-15" in June 2009. This policy focuses on nine areas of the
national innovation system for which it sets partial targets and a set of associated measures.

Its main objectives are: to implement strategic management at all levels; to focus public
support on sustainable development; to enhance effectiveness of the system of public support
for R&D; to use R&D results in innovation and improve the cooperation of public and private
sector in R&D; to improve the participation of the Czech Republic in international
cooperation in research and innovation; to ensure quality human resources for research and
innovation; to create in the Czech Republic an environment stimulating research and
innovation; to ensure links to other policies; and finally to thoroughly evaluate the research
and innovation system.

A specific programme supporting industrial R&D, called "TIP">, is operational since 2009.
Its budget for the 5-years period reaches up to 11 billion CZK (EUR 433 million in 2009
exchange rates).

A number of challenges can be identified: first, cooperation between research sector and
industry could be strengthened to tackle insufficient linkages in the process of creation,
transfer and utilization of new knowledge; second, researchers and S&E graduates are
lacking, which can negatively influence the further development of a knowledge-based
economy in the Czech Republic. The lack of qualified research staff has already become an
essential limiting factor in further development of industrial R&D. Third, IPR are
insufficiently protected, which hinders the commercialisation of R&D results and
transformation of new knowledge into innovation. And fourth, there is a persistent lack of
financial resources in the form of venture capital or other forms of risk capital.

3.34. Towardsa sustainable industry

The Czech industry is one of the most energy intensive ones in the EU. On the other hand, the
share of environmental goods in the exports of Czech enterprises is high and they generate a
relatively low volume of waste.

Sustainable industrial development is defined as a horizontal priority in the Operational
Programme Enterprise and Innovation (OPEI), co-financed by the Structural Funds, in the
current period 2007 - 2013. In manufacturing, the emphasis lies on material and energy-
intensive segments, as well as on preferential use of secondary raw materials.

3 http://www.mpo.cz/dokument73229.html
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An update of the State Programme in Support of Energy Savings and the Usage of Renewable
Energy Sources, the EFECT Programme, was adopted in July 2009. The aim of the
programme is to support energy saving and renewable energy as well as further development
and commercial use of technological innovations.

As of 2010, the Czech Republic is involved in the pilot project of the Environmental
Technologies Verification system (ETV). Its aim is to verify the effectiveness and potential
impact of new technologies on the environment.

In June 2010, he Government adopted 'Rules of the application of environmental criteria in
public procurement and purchases of government and public administration'. These rules
contain a binding procedure for two selected product groups (office and computer equipment
and office furniture) and five product groups for which the requirement to use the procedure is
binding by 30 June 2011. For another 12 product groups the procedure will be used in
response to developments at the international level.

The increase of energy efficiency and the use of renewable energy remains the main
challenge. The level of ambition of the ongoing revision of the waste management policy will
be a decisive factor stimulating reduction and recycling of the produced industrial waste.
Implementation of the new 'green’ public procurement rules will require close scrutiny.

3.3.5. The business environment

Although the Czech Republic scores above the EU average concerning the take-up of high-
speed broadband lines, only 78% of business have broadband fixed access compared to the
83% of EU average. The Czech Republic provides relatively higher levels of state aid and has
higher electricity prices for medium-size enterprises than the EU average. The score
concerning the legal and regulatory framework as well as the burden of government
regulation is also below EU average, as well as the usage of eGovernment services by
enterprises.

The Czech Republic has made significant progress in bringing the better regulation agenda
forward over the period 2007-2009. Several initiatives were launched, in particular the
adoption of the Smart Administration Strategy, the Action Plan for Reducing Red Tape and
guidance documents on impact assessments and consultation of stakeholders.

In 2007, the Czech Republic adopted the target to reduce the administrative burdens by 20%
until 2010. The Action Plan for the reduction of administrative burden for entrepreneurs was
launched in 2008. Until the end of 2008, approximately 8% reduction was already achieved
(this corresponds to some CZK** 6.1 billion — EUR 0.24 billion in 2009 exchange rates). The
Report on the implementation of the 2010 Action Plan published in 2009 proposed inter alia
to speed up the whole process by focusing on 10 acts generating the highest administrative
burden (CZK 55 billion/EUR 2.2 billion in 2009 exchange rates each year). By the end of
2010 the reduction of administrative burden is expected to reach 20.05%.

A comprehensive review of the impact assessment system conducted in 2009 resulted in
several proposals as regards reducing assessments’ formalism, extending its scope also to
strategic and concept documents, promoting its application to non-Governmental draft

2 1 EUR = 25,42 CZK
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regulation and its possible application during the phase of formulating national positions on
EC legislation under preparation.

The Czech Republic has an ambitious eGovernment strategy but its implementation is being
delayed. The data boxes (electronic delivery system destined for the sending and receiving of
documents relating to the public authorities) were launched on 1 November 2009 and are still
in a start phase. The system of electronic national registries is yet to be launched. The number
of Czech POINTSs (public administration contact points) reached 6000 in June 2010. The
national eProcurement platform is mandatory for the publication of tenders above the national
threshold, which remains rather high and does not bring about the desired transparency of the
public procurement system.

A revision and simplification of the existing regulatory framework will be needed to create
conditions conducive to economic growth. In this respect, full implementation of the
administrative burden reduction programme and its continuation is a key for further progress.
Similarly, recommendations on the improvement of the impact assessment are still awaiting
implementation. Launch of the e-government remains slow and rather limited and awareness
is low. Full benefits of the eProcurement platform are still to be reaped, also depending on its
future scope.

3.3.6. Entrepreneurship and SME policy

The Czech Republic has adopted several measures recently to support entrepreneurship and
its SMEs. For example, curricula in general secondary education include economic
background education and essential competences for entrepreneurship since 2009. The
approach is to introduce entrepreneurship education into the school curriculum via
General Education Programmes (GEPs) within the overall framework of the national
Lifelong Learning Strategy, which is designed to establish a "new approach to
education". Entrepreneurial activities are included as components of the new key
competences within the National Curriculum. Other measures concern financing conditions
where the Czech Republic scores clearly above the EU average concerning the payments
duration by public authorities, but below concerning early stage financing.

The Marketing Programme is focused on the development of the activities of Czech
exporters on foreign markets and on increasing the exploitation of export opportunities
that exist on the global market. This Programme is also part of the Operational
Programme Enterprise and Innovation 2007-2013, co-financed by the Structural Funds.
Measures included are e.g. acquisition of marketing information, conducting studies of
entry into these markets, presentations and participation of companies at trade fairs and
exhibitions abroad and the creation of promotional materials.

Regarding access to finance, the Operational Programme includes new measures focusing on
the use of venture capital funds and business angels to support innovative projects of young
and high growth enterprises. In addition, financial support for SMEs is foreseen in the form of
interest-free and advantageous subordinated loans.

Several temporary measures to support businesses, in particular by easing the financial
constraints during the crisis and stimulating investment, were implemented in the course of
2009. These include faster write-offs of investment goods, faster VAT refunds and
cancellation of advance payments of personal and corporate income tax for small businesses
with up to 5 employees.
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Guarantee and support schemes for lending to SMEs amounting to CZK 2.1 billion (0.05% of
GDP, EUR 83 million in 2009 exchange rates) were provided in 2009 to ease the access to
finance during the crisis period. Additional funds from the state budget were provided to the
Czech-Moravian Guarantee and Development Bank as a one-off measure. The Bank used the
resources to provide additional credit and guarantees for SMEs.

In order to facilitate trade and export financing, the Czech authorities decided to provide a
one-off increase in capital of the Czech Export Bank, the Export Guarantee and Insurance
Corporation (EGAP) and the Czech-Moravian Guarantee and Development Bank. Overall, the
capital injections amounted to more than CZK 3 billion/EUR 118 million in 2009 exchange
rates (0.1% of GDP). Additional capital was aimed at increasing the capacity to provide
credits to Czech exporters in a situation when commercial banks tightened conditions for
export credits. At the same time, the EGAP decided to temporary increase insurance cover of
risks related to export credits, Letters of Credits and bank guarantees.

The Act on Insolvency and its Resolution was amended with the aim to ease the
restructuration rather than the bankruptcy of insolvent companies.

Access to finance remains extremely difficult for small and medium sized enterprises. The
situation has considerably deteriorated during the economic crisis. The impact of anti-crisis
measures is still to be evaluated and the most efficient measures identified. On this basis,
follow-up measures of a more structural nature will need to be designed in a comprehensive
manner.

3.3.7. Conclusions

Despite the relatively low labour costs which have been clearly below the EU average in 2005
and 2009 and strong inflows of FDI bringing about an important technology and knowledge
transfer, the Czech Republic faces one of the strongest appreciations of its real effective
exchange rate. Moreover, the Czech Republic remains mainly specialised in sectors
demanding low and low-intermediate skills and its business regulatory environment is still
relatively burdensome. In the light of these trends, a number of challenges will need to be
addressed to facilitate a transition of the Czech economy to an innovation-driven economy.

The lack of cooperation between research sector and industry hinders the process of creation,
transfer and utilization of new knowledge. Moreover, the lack of qualified research staff has
already become an essential limiting factor in further development of industrial R&D.
Positive developments of 2009 in this regard are the establishment of the Czech
Technological Agency and the launch of the programme supporting industrial R&D. There is
a considerable potential for the increase of energy efficiency and the use of renewable energy.

The existing regulatory framework does not sufficiently create conditions conducive to
economic growth and its revision and simplification has become a necessity. In this respect,
continuation of the administrative burden reduction programme implementation is a key.

E-government services and e-procurement are yet to be widely disseminated and extended.
Access to finance remains extremely difficult for small and medium sized enterprises.
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3.4. Denmark

3.4.1. Indicatorsgraph
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always indicate performance which is better (weaker) than the EU average.
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3.4.2. Introduction®

Denmark's labour productivity was, measured per hour, clearly above the EU average in 2005
and 2008 and approaching the average from above measured per person. However, Danish
labour productivity growth has lagged behind most OECD countries for a decade and a half
and labour costs have increased more than in the main trading partner countries, leading to a
deterioration of the competitive position, particularly accentuated in the years after 2004.
Denmark’s real effective exchange rate appreciated since 1999, indicating decreased
competitiveness. Concomitantly, nominal unit labour costs in Danish manufacturing increased
by 27% between 2000 and 2009, thus 8 percentage points faster than the EU average of 19%.
However, during the first half of 2010 the real exchange rate of the DKK has depreciated.

Manufacturing plays a smaller role for Denmark than for the EU in total (15% vs. 17% of
value added in 2008). Denmark is specialised in sectors demanding high-intermediate skills.
While specialisation on high and low-intermediate skill sectors remained stable at the EU
average, low skill sectors gained some ground at a low level. Denmark tends to be specialised
on sectors that have a growth rate below the average for the EU in total.

Compared to the EU, the Danish manufacturing sector is specialised to some degree in other
machinery and in other manufacturing (notably furniture). Regarding services industries
Denmark is specialised in services providing transport and communication, and health and
social work. In the primary sector, Denmark shows a strong specialisation in mining and
quarrying and fishing.

Denmark’s balance in the trade of goods shows a surplus; relative to the total volume of
exports it was the third-largest in the EU in 2009. The positive trade balance mainly resulted
from surpluses in mining and quarrying for the primary sector, and from food, drinks and
tobacco for manufacturing. The manufacturing industries producing chemicals, including
pharmaceuticals, and other machinery also generated significant trade surpluses. Imports of
transport equipment, basic metals and metal products were considerably larger than exports of
these products, generating significant trade deficits. High technology manufacturing industries
accounted for 50% of both exports and imports. The Revealed Comparative Advantage
(RCA), measured relative to the EU and concentrating on manufacturing, shows particular
strengths for Denmark in 2008 in foods, drinks and tobacco, other manufacturing and textiles
and clothing.

Exit from the crisis

Relative to the peak before the crises, Danish manufacturing output at the trough had dropped
by 26%. In July 2010, 16% were regained which means that output remains at 90% of the pre-
crisis level. In reaction to the economic and financial crisis the Danish Export Credit Fund
(Eksport Kredit Fonden, EKF) was significantly increased. Funding for the EKF was
increased by DKK 20 billion (EUR 2.7 billion) and EKF has been given the possibility to
provide re-insurance agreements of up to DKK 10 billion pr. year with private insurance
companies.

= For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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Although interest rates are at a five year low a substantial number of companies face
difficulties in access to finance. Bottlenecks also remain in short term credit insurance
markets.

3.4.3. Towards an innovative industry

The European Innovation Scoreboard (EIS) indicators continue to place Denmark among the
top performing EU countries with an innovation performance well above the EU average.
Furthermore, the country has been labelled an 'innovation leader' in the EIS 2008 along with
Sweden, Switzerland, Finland, Germany, and UK. However, together with Sweden and UK,
Denmark is in the sub group of ‘slow growers’ on innovation performance. The Danish
Government's Globalisation Strategy and corresponding and matching national policies in
areas including innovation, education, energy and the environment, indicate how Denmark
aims at being a country with industries able to be highly competitive.

The Danish government has reformed and reorganised more or less all aspects of the
innovation system over the last eight years. The most important reforms have targeted
universities, public research institutions, the technology service system, the advisory and
funding structures and the regional innovation system. At the same time, new strategies and
action plans have been formulated regarding national and regional growth, collaboration
between the public and private spheres, knowledge development, strategic research, etc.

It seems there is no reason for dramatic or radical changes to the Danish innovation policy
system. A number of challenges nevertheless remain. Indeed, despite the growth-friendly
business environment, there are concerns about the relatively limited innovation capacity and
relatively high price levels, especially in the service sector and especially the sectors not
exposed to international competition. This is partly due to insufficient competition which
discourages the uptake of new technologies and productivity. In the medium term, further
expansion of R&D is at risk of being limited by increased scarcity of science and technology
graduates.

3.4.4. Towards a sustainable industry

On the basis of existing indicators the performance of the Danish industry can be
characterised as rather strong. This relates to, for example, the relatively low energy and
carbon intensity in the industry.

The Government has set a target of additional 1.5% in annual savings in the end use of
energy, with energy companies expected to deliver considerable proportion of these savings.
A climate commission has been set up to devise comprehensive policy proposals for
significantly reducing greenhouse gas emissions, and eventually make the Danish energy
systems independent from fossil fuels. In March 2009, the Government published its new
strategy on sustainable development. It forms the basis of strategic nature and environment
policy by focusing on targets and resources to be promoted. The strategy also deals with ways
in which environmental, economic and social targets can support each other in an integrated
strategy for sustainability. In April 2009, new catalogues have been published on grants and
funding possibilities, and the competencies of the various Danish research institutions in the
environment sector. In June 2009, the Government agreed on a 'Green Growth' initiative,
which includes a strategy for a green agriculture and food production industry.
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In October 2009, the Government launched a Business Strategy on Climate Change with the
aim of transforming the challenges of climate change into opportunities for Danish companies
for new business, exports and jobs. The green part of the Danish tax reform in the Spring
Package 2.0 will contribute to reducing emissions of greenhouse gases. The reform will
account for almost two percentage points of the total Danish reduction target of 20 per cent up
to 2020 for sectors outside the EU emission trading system (ETS). A Secretariat for Eco-
efficient Technologies was established in the Environmental Protection Agency to offer
advice to businesses and entrepreneurs on environment focus areas, upcoming legislation and
finance opportunities. A new website was also launched (www.ecoinnovation.dk) to follow
development in environmental technology.

Based on an analysis of 639 COMEXT trade codes, Danish exports of energy technology and
energy equipment grew by 400% between 1995 and 2008 compared with 200% for EU as a
whole. Looking at export trends in specific sub-areas of energy technology and energy
equipment, Denmark has a clear position of strength in the field of wind-turbine components
and insulation materials.

3.45. The business environment

Denmark scores clearly above the EU average in all indicator categories with the exception of
the level of state aid. Denmark ranks among Member States with the lowest burden of
government regulation, with a legal and regulatory environment that highly encourages the
competitiveness of enterprises.

Regulatory reform has been on the agenda of the Danish government for over two decades
with the aim of modernising the public sector and promoting an efficient business
environment. Denmark has launched a range of initiatives to ensure continued focus on better
regulation, multi-level regulatory governance, reduction of administrative burden for business
and strengthening impact assessment procedures.

As regards the reduction of the administrative burdens for businesses, the Government's
objective is to achieve the target of 25% reduction in 2010 relative to the 2001 level. Over the
period 2001-2009, 20% of the 25% target has been achieved. If all of the 37 initiatives of the
plan were implemented, the total administrative costs would be reduced by 25%.

The third strategic programme to develop eGovernment is focused on improving digital
services, efficiency and collaboration across all levels of governments. It includes the
ambitious objective of digitalising all relevant communication between government and
business by 2012. In 2009, the online availability of public services was 100% for enterprises
and eGovernment usage by business one of the highest in the EU.

Denmark is one of the best performing countries regarding the one-stop-shop (Danish
Commerce and Companies Agency, DCCA) which is fully operational and web based.
Denmark was the first Member State to implement the new public procurement directives. As
far as public service contracts below the EU threshold value are concerned, Denmark also
revised the Danish Public Tender Act, increasing competition and reducing the administrative
burden.
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3.4.6. Entrepreneurship and SME policy

The SME sector in Denmark contributes almost the same as in the EU in total employment
(66% vs. 67.4%) but significantly more in terms of value added (67.8% vs. 57.9%). SMEs in
Denmark tend to be larger, as the small and medium size classes are markedly larger.
Denmark scores clearly above the EU average concerning time required to start a business,
business churn, early stage financing and payments duration by public authorities. However, it
performs below average concerning the share of high-growth enterprises and bank loan
conditions.

Denmark launched a national strategy for education and training in entrepreneurship in 2009
with objectives for each education level for how supply pupils and students with the ability to
think innovatively, see opportunities and turn ideas into value. To strengthen and create a
coherent national commitment a Foundation for Entrepreneurship was established to become
a national knowledge centre for education and training in entrepreneurship.

The Gazelle Growth Programme was set up in 2007 aiming at strengthening innovation
and growth among growth-oriented SMEs. The programme is an action-orientated business
development process that provides hands-on support and know-how to businesses with
strong growth potential. 'Erhvervspakken' which was launched by the Government in the autumn
of 2009 encompassed a number of initiatives aiming at supporting SMEs by increasing possibilities
to get access to finance, financing export projects, and developing markets within the Danish
welfare system, e.g. health-care services.

Two SME programmes, coordinated by the Trade Council of Denmark, support the export
activities of SMEs. The programme ‘export preparation’ provides SMEs with individual
concrete advice on export opportunities. Secondly, the programme ‘export start’ offers
concrete information to SMEs on export markets, e.g. market studies, partner search,
competitor analysis, etc. In addition, a closer coordination between the regional Business
Links and the Trade Council of Denmark has been established. The aim is to provide
specific advice to SMEs with growth potential on export opportunities and
internationalization.

The Export Credit Fund (Eksport Kredit Fonden) finances export projects in uncertain
markets. By the end of 2008, the overall engagement funded by this Fund was of
EUR 494 million (DKK 31 billion). In September 2010 the Government extended the
programme for financing export projects until 2011.

The low share of high-growth enterprises may have negative consequences for future growth
of the Danish economy. Since the relatively high level of early stage financing does not
constitute an obstacle, there might be other factors in play. Their identification should give
hints as to the policy measures needed to address this issue.

3.4.7. Conclusions

Apart from the short-term concerns related to the financial crisis, such as unfavourable bank
loan conditions, the main challenges facing the Danish industry are the low shares of
innovating enterprises, high-tech exports and high-growth enterprises. Despite impressive
efforts to increase R&D and innovation, the results in terms of the variables mentioned above
are below EU average. The limited innovation performance is partly due to weak competition
especially in the services sector.
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Further policy actions aiming at fostering competition could also spur innovation and increase
the share of innovating enterprises. An especially important area is the services sector where
there are a large number of SMEs who would benefit from more competitive service markets.
Policies addressing the increasing shortage of science graduates could lower the risk of future
lower R&D and high-growth firms.
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3.5. Germany

3.5.1. Indicatorsgraph
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Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left)
always indicate performance which is better (weaker) than the EU average.

60



EN

3.5.2. Introduction®

Germany’s labour productivity, measured either per hour worked or per person employed, is
clearly above the EU average. Germany is one of the very few EU members where the real
effective exchange rate depreciated between 1999 and 2009, indicating increased price and
cost competitiveness. Concomitantly, nominal unit labour costs in German manufacturing
first declined somewhat and then increased again, resulting in an overall increase of 7%, thus
12 percentage points below the EU average of 19%. The overall high competiveness (driven
by productivity, price and cost, quality and specialisation factors) is reflected in the high
surplus in the trade of goods.

Germany is increasingly specialised in high-intermediate and low skill sectors. While the
importance of high skill sectors has remained constant from 1997 to 2007, low-intermediate
skill sectors are clearly losing ground. Germany is specialised in medium high technology,
whereas specialisation in high technology has decreased significantly from 1997 to 2007. This
picture is completed by a clear trend towards sectors with a growth rate above the EU
average.

Manufacturing plays a much bigger role for Germany than for the EU in total (24% vs. 17%
of value added in 2008). This is mainly due to specialisation on transport equipment®’,
electrical and optical equipment and other machinery as well as, to a lesser extent, chemicals.
In the service sector, only the (important) sector “real estate and business activities” and
“other services” have an above average weight. The primary sector is much smaller than for
the EU in total. Employment figures show the high level of productivity in manufacturing but
also its decreasing importance over time. Forecasts until 2020 expect an increase in
employment in business and other services by almost 10% while employment in
manufacturing might drop by some 6%.

Germany’s surplus in the trade of goods is, relative to the total volume of exports, the second-
largest in the EU. The positive trade balance in manufacturing mainly resulted from surpluses
in transport equipment, other machinery and chemicals while only textiles and to a lesser
degree leather/footwear and refined petroleum showed a noteworthy trade deficit. The
Revealed Comparative Advantage (RCA), measured relative to the EU and concentrating on
manufacturing, shows particular strengths for Germany in 2008 in transport equipment and
other machinery.

Exit from the crisis

In the peak of the economic and financial crisis output in manufacturing dropped by almost
25%. In July 2010, output was still 10% below pre-crisis levels. In reaction to the crisis,
Germany introduced a wide range of measures targeting the real economy. A car scrapping
premium for private households with a total volume of EUR 5 billion ended in September
2009. Under the Temporary State aid Framework Germany set up guarantee, subsidised loans
and export credit insurance programmes with a total amount of EUR 115 billion. The

26 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.

2 The sector transport equipment covers the manufacture of motor vehicles,
shipbuilding, railway rolling stock, aerospace equipment, motorcycles and bicycles, and a
residual category of other transport equipment.
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programmes are operated by the Kreditanstalt fiir Wiederaufbau (KfW), with SMEs as major
beneficiaries (EUR 90 billion). In addition, Germany temporarily introduced declining-
balance depreciation rules for moveable fixed assets and a relaxation of VAT rules for small
companies. The measures ensured access to finance. Nevertheless, credit conditions
temporarily tightened and the availability of private equity clearly declined since the
beginning of the crisis. In combination with a rising demand for financing in the face of
economic recovery and a parallel downgrade in many companies’ ratings based on their 2009
business figures, this might lead to increasing rejection rates. However, a credit crunch has
not been observed and is not to be expected. Demand for insurance cover of exports is
constantly high in the absence of private supply, in particular by SMEs..

3.5.3. Towards an innovative industry

Germany has a large and diversified science and knowledge base. It belongs to those world
nations with the biggest research and development (R&D) capital stock. The output of R&D
and innovation activities in terms of patents, new products and high productivity is
remarkable. From a global perspective, however, Germany is only at the lower end of leading
countries in terms of innovation performance. The availability of new science and technology
graduates is below EU average.

Education and knowledge is the only area that has got increased budget allocations between
2007 and 2010 and which was not subject to budgetary cuts in the context of the budgetary
consolidation package of the Federal Government presented in June 2010. Relevant policy
developments to support innovation are notably taking place under the continued
implementation of the "High-Tech Strategy", which is an overarching strategy to boost
research and innovation until 2011 and focuses on 17 thematic areas. This includes the
implementation of nine innovation alliances which constitute publicly supported strategic
cooperation between industry and public research in key technology areas and lead markets
(e.g. in the areas of ICT, mobility and climate protection). They have mobilised EUR 3 billion
in private resources. The strategy also comprises the Top Cluster Programme which funds
regional thematic clusters that bring together public research and enterprises to further
develop high technologies in various areas. Finally, the strategy covers SME funding via the
Central Innovation Programme for SMEs (ZIM), totalling EUR 2.4 billion for 2009 and 2010,
and the programme Innovative SMEs which attempts to ease the access of SMEs to thematic
R&D programmes by simplifying and accelerating application procedures. A renewed “High-
Tech Strategy 2020 has been published in July 2010. Continuing the initiatives mentioned
above, there will be stronger emphasis on the “major societal challenges”, i.e. climate, health,
mobility, security und communication. The Federal Government decided to invest an
additional EUR 12 billion in education and R&D until 2013.

In the short-term, the main challenge will be to ensure the financing of innovation in the
context of tight and potentially further tightening credit conditions. A timely limited and in
substance restricted (e.g. to SMEs) continuation of the “Wirtschaftsfonds Deutschland” could
constitute a remedy in this respect.

In the long-term, the main challenge is to avoid the shortage of high-skilled labour force in the
context of the demographical challenge of the country (low birth rates and ageing society) and
its relative low availability of new science and technology graduates. Germany’s initiatives in
this respect, such as the “Exzellenzinitiative” of the universities, go into the right direction, but
might be complemented by further measures, if evaluations show that they do not suffice.
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3.5.4. Towardsa sustainable industry

The environmental performances of Germany’s industry can be characterised as good. The
energy intensity in manufacturing is below the EU average. The carbon intensity in the non-
energy supplying industry is close to EU average and in terms of waste generated by
enterprises and exports of environmental goods Germany scores better than the EU average.
Additionally, the support to environmentally friendly technologies has been a focus of both
Germany’s structural reform agenda and its economic recovery packages.

Public funds for improving energy efficiency of buildings have been significantly increased
(by ca. EUR 3 billion) in the period 2009-2011. As part of its comprehensive “Integrated
Energy and Climate Programme”, Germany is inter alia implementing: a support programme
“Special Fund for Energy Efficiency in SMEs®, covering up to 80% of costs for SMEs to
receive professional advice in the area of energy efficiency and offering low-interest loans
from the KfW to implement the recommended measures; an energy efficiency export
initiative; the Eco-Design Directive for 19 product groups; various measures to implement
Directive 2006/32/EC of 5 April 2006 on energy end-use efficiency and energy services; a
funding programme for micro combined heat power plants; funding programme for
commercial refrigeration systems; a national “Electric Mobility” development plan.
Importantly, this energy and climate programme also includes the implementation of the
“Renewable Energy Law” , whose aim is to contribute to the target of at least 30% electricity
from renewable energy sources by 2020. The renewable energy law, amended in 2010,
regulates the feed-in tariffs to be paid by network providers to producers of renewable energy.
These tariffs are differentiated by type of renewable energy. The law also stipulates the tarifts
for renewable energy which can be passed on to the final customers. In view of significant
efficiency improvements of photovoltaic appliances, the recent amendment stipulates
significant reductions in the level of the degressive feed-in tariffs for appliances with
commissioning dates after June 2010, which will further decrease, if the market volume of
photovoltaic electricity exceeds a certain threshold. However, since the feed-in tariffs for both
old and new appliances are significantly above the average electricity prices and the
photovoltaic electricity which is not inserted into electricity networks but directly used by
households or small enterprises with photovoltaic appliances is similarly subsidised (via a
“Direktverbrauchsvergitung” ), the current contribution of final customers to financing
photovoltaic electricity is significant and likely to increase. It is also noteworthy that the 2010
amendment of the “Renewable Energy Law” includes reduced renewable energy tariffs for
electricity intensive enterprises and railway companies. The entire support system for
renewable energy will be reviewed in the context of the next amendment of the law, foreseen
for 2012.

Germany’s interregional and international energy grids need to be developed to allow a wide
distribution of energy produced with renewable sources. Several regulatory and non-
regulatory measures, such as the “Energieleitungsausbaugesetz”, are addressing this issue. An
effective implementation is required to ensure the intended progress. Given the high
importance of the automotive sector for Germany, progress regarding the promotion of
electric mobility (which needs to be coupled with the use of renewable energy in order to
have a significant positive environmental impact) will be crucial for the competitiveness of its
industry.
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3.5.5. The business environment

The quality of Germany’s business environment is altogether average. It scores clearly above
the EU average concerning the satisfaction with the quality of infrastructure and around
average regarding the regulatory framework and administrative burden. The German public
procurement system is still complex and lacks transparency. The degree of competition in
services is relatively low, especially with regard to the energy market and regulated services
including crafts. The current federal policy on Better Regulation is structured around the
"Bureaucracy Reduction and Better Regulation Programme of the federal government"
adopted in 2006 whose flagship initiatives are the programme to reduce administrative
burdens for businesses and a range of initiatives to take forward eGovernment. In June 2010,
the German government submitted an implementation plan listing the measures under way or
planned for reaching the 25% net reduction target of administrative costs stemming from
information obligations by the end of 2011. A full baseline measurement on information
obligations embedded in federal legislation was carried out in September 2006, revealing
administrative costs to business in Germany amounting to EUR 48 billion, out of which
EUR 25 billion would result from EU legislation and EUR 23 billion from national
legislation. A net reduction of more than EUR 6 billion has already been achieved so far. In
this respect, the “Drittes Mittel standsentlastungsgesetz”, in force since March 2009, includes
23 measures reducing administrative burdens notably for SMEs, such as regarding statistical
reporting. Furthermore, in selected legal fields and “areas of life”, the total measurable effort
necessary for fulfilling administrative requirements, i.e. the compliance costs, will be taken
into account and additional possibilities for reducing this overall effort shall be identified. It is
also intended to examine the total measurable effort of all new federal legislation. Other
recent developments include pilot projects of the Lander to introduce the Standard Cost
Model, which would also cover regulatory costs for citizens.

Ex ante impact assessments are mandatory for initiatives of the federal government, not for
those emanating from Bundestag or Bundesrat, but the latter would rather be exceptions. The
Lander use increasingly impact assessments. An SME specific impact assessment as part of
the general impact assessment is foreseen at the federal level, to be verified together with the
stakeholders and the Ministry of Economy (BMWi). The BMWi has also issued a supporting
'check list' that shall help federal ministries in their assessment of costs to business and prices.
The Lander and local levels which have legal competency in many policy areas are not bound
by these developments.

Public consultation by the federal government is formally regulated by the Joint Rules of
Procedures which specifies that ministries must consult early with an extensive range of
stakeholders, but there are no binding rules at federal level beyond the common rules of the
GGO. Consultations take place in so-called “ Arbeitskreise” (working groups) composed of
representatives of the Ministries and stakeholders. Informal pre-consultation rounds involving
the Lander, municipalities and associations are conducted at an early stage in the regulatory
process. E-consultation, seen as a tool to increase the transparency of the decision-making
process, is at an early stage of implementation.

Germany has a comprehensive eGovernment programme, which is evolving towards the new
Web 2.0 for eParticipation and administrative innovation. The national eProcurement
platform is not mandatory.

Given the Lander competencies, a federal unique one-stop-shop cannot be envisaged, but
some Lander, such as North Rhine Westphalia and Rhineland Palatinate are front-runners in
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setting up regional one-stop-shops. There is also a project to ensure that data from companies
are pooled to be used at all public authority levels (federal, regional and local). The project to
pool data from employees in order to reduce admin burden for employers (ELENA) has been
frozen due to data security reasons. Lander have also set up points of single contact (PSC) for
the Services Directive.

The company law governing private limited companies was revised in 2008 to simplify
registration procedures for start-ups and create a new legal form called “haftungsbeschrankte
Unternehmer gesellschaft (UG)” for very low budget start-ups.

Some measures have been undertaken to strengthen competition in regulated trades and
services (specifically regarding tax advisers, notaries and lawyers). In the area of public
procurement the government has announced that it will present in 2010 a draft law to make
the public procurement system more transparent and simple. Given that such reform attempts
were to a large extent postponed in the course of the last years, a reform backlog in this area
can be noticed, despite some revisions of the system in 2009. For energy networks, the
comprehensive incentive regulation (Anreizregulierung) has been completely implemented in
early 2009. By imposing to all network providers individual revenue caps which are geared to
the most cost efficient provider, and by reducing gradually these caps (sectoral productivity
growth: requirements to enhance efficiency), the regulation provides for each provider the
incentive to reduce the costs and fees of its network.

While regulation has strengthened competition in energy networks, the production and
provision of energy at regional level still characterised by oligopolies or monopolies. It is the
task of the competition authority to monitor closely the situation and to intervene in case of
potential market abuse. The increasing interregional interconnection might improve
competition in the future. In the area of railway transport and infrastructure, various
bottlenecks to competition persist, as analysed by the Monopolkommission in September
2009. Further progress could also be achieved in the area of regulated trades and services.

3.5.6. Entrepreneurship and SME policy

SMEs in Germany tend to be, comparatively, large: the shares of small and medium-sized
enterprises in the total number are approximately twice the European averages while the
contribution of micro firms to employment is in Germany lower than the European average
(19% vs.30%). German SMEs score well as regards innovation activities; the share of SMEs
with innovation activities in general is for instance significantly higher than on average in the
EU. In the area of skills, however, the results are more mixed, as indicated by the relatively
low share of SME staff that has tertiary education. In 2010 the Federal Ministry of Economics
and Technology launched a start-up initiative “Grunderland Deutschland” with several
programmes and activities. The aim is to raise awareness of entrepreneurship and self-
employment throughout Germany. The “German Entrepreneurship Week” in November 2010
shall spur the entrepreneurial spirit of pupils, apprentices, students and young adults.
Furthermore, the initiative “Entrepreneurial spirit in schools” led by the Federal Ministry of
Economics and Technology shall be extended. Finally, a new excellence competition for
universities in Germany is launched: the three universities with the best concept for a strategy
fostering entrepreneurship culture throughout the university will receive money for
developing the strategy and win the title “Die Grunderhochschule”.

Since 2007, the federal government has supported financially young entrepreneurs with up to
EUR 4,500 for consulting on organisational, financial or management aspects within the first
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five years after the start-up. The programme has an overall budget of EUR 260 million until
2013. It has comprised since 2008 a special support for start-ups by formerly unemployed
persons. Private pension provisions of self-employed have been benefiting since 2007 from
the same protection as those of employees against garnishment. The inheritance tax rates were
reduced in 2009 and 2010 in order to facilitate the transfer of businesses, if the aggregated
wage sum of the business remains unchanged for seven years. Other deductions apply in
further specified cases.

A new law (Arbeitsmigrationssteuerungsgesetz) which eases the access of highly qualified
migrants from non-EU countries by lowering the required minimum investments for
entrepreneurs seeking residence permit entered in force in January 2009.

The main challenges are in the short- and medium-term to secure access to finance and in the
long-term to avoid a shortage of high-skilled labour.

3.5.7. Conclusions

Germany’s economy and industry is highly competitive and benefits from framework
conditions which are conducive to R&D and innovation and to the deployment of
environmental technologies. The business environment is overall also favourable for
entrepreneurial activities. There remain some weaknesses though, such as the framework for
competition in services (such as railways) and the need to overhaul public procurement. Over
the long term, the main risk is to face a lack of qualified labour if the education system is not
adapted rapidly enough to changing requirements of technology and innovation.
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3.6. Estonia

3.6.1. Indicatorsgraph

Estonia

Labour productivity per hour worked (EU=100; 2008)

Labour productivity per person employed (EU=100; 2009)

Labour productivity per person employed in manufacturing (1000 PPS; 2008)

Share of science and technology graduates (% of 20-29 years old population; 2007)

R&D performed by businesses (% of GDP; 2008)

Share of innovating enterprises as % of all enterprises (2006)

Share of high-tech exports in total exports (2006)

Energy intensity in industry in kg of oil equivalent per euro of gross value-added at
constant prices (2008)

Carbon intensity per ton of oil equivalent of energy consumption (industry;
tCO2/toe; 2007)

Waste generated by enterprises (kg per inhabitant; 2006)

Exports of environmental goods as % of all exports of goods (2008)

State aid for industry and services as % of GDP (2008)

Electricity prices for medium size enterprises (euro per kWh; 2009)

Infrastructure expenditures (euro per inhabitant; 2007)

Satisfaction with quality of infrastructure (rail, road, port and airport)
(1=underdeveloped / 7=extensive and efficicient by int'l standards; 2009)

% of broadband lines with speed above 10 MBps (2009)

Legal and regulatory framework (0= neg. / 10=pos.; 2010)

Burden of government regulation (1 = burdensome 7 = not burdensome; 2008/09)

E-government usage by enterprises (%; 2009)

Time required to start a business (days; 2009)

Enterprise survival rate after two years (2007)

Business churn (enterprise entries and exits as % of existing stock; 2007)

Share of high-growth enterprises as % of all enterprises (2006)

Early stage financing (% of GDP; 2008)

Rejected loan applications, and loan offers whose conditions were deemed
unacceptable, as % of all loan applications by SMEs (2009)

Duration of payments by public authorities (days; 2010)

Distance from the EU average (measured in standard deviations)
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Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left)

always indicate performance which is better (weaker) than the EU average.
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3.6.2. Introduction®

Estonia’s labour productivity was, measured both per hour and per person, very much below
the EU average in 2005 and 2008/2009. However, it showed a slight increase over time, both
per hour and per person. Estonia is one of the EU members with the highest appreciation of
the real effective exchange rate between 2009 and 1999, indicating a significantly decreased
competitiveness. In parallel, nominal unit labour costs in Estonian manufacturing increased by
44% between 2000 and 2009 with a remarkable acceleration during the second half of the
decade. As a result, the overall increase was more than twice the EU average of 19%.

Manufacturing plays for Estonia as a big role as it does for the EU in total (17% in 2008).
Even though decreasingly, Estonia is still specialised in sectors demanding low skills and,
increasingly in low-intermediate skill sectors. This picture is confirmed by an increased
specialisation on sectors with low and medium-low technology intensity.

Compared to the EU, the manufacturing sector is particularly specialised on wood and wood
products and textile and clothing. In the service sector, electricity, gas and water supply,
construction, wholesale and retail and transport and communication had an above average
weight in 2008. The primary sector, fishing in particular, is more important than for the EU in
total. Employment figures show a decreasing importance over time of the primary sector and
a clear change towards the service sector. Forecasts until 2020 expect an increase in
employment in business and other services (16%), in distribution and transport (12%) as well
as in manufacturing (20%), while a continued clear decline in the primary sector (-30%) is
expected.

Estonia showed a deficit in the trade of goods in 2009. The negative trade balance in
manufacturing mainly resulted from deficits in refined petroleum and chemicals, while only
wood and wood products showed a noteworthy trade surplus. The Revealed Comparative
Advantage (RCA), measured relative to the EU and concentrating on manufacturing, shows
particular strengths for Estonia in 2008 in wood and wood products, refined petroleum and
textiles and clothing.

Exit from the crisis

Estonia saw the biggest reduction of manufacturing output in the European Union. It fell by
over 38% in the course of the crisis. Production increased to 81% of pre-crisis level in July
2010. Estonia implemented a de minimis aid scheme under the Temporary State aid
Framework. The scheme provided loans and guarantees to SME in the manufacturing sector.
Other existing state aid instruments were also used to tackle the effects of the economic and
financial crisis. The situation on the financial markets will continue to be difficult during 2010
and micro enterprises are particularly affected. Most vulnerable sectors during the crisis are
transport, textiles and timber.

The key recovery measures focus on lending support and loan guarantees to enterprises in
particular to exporting companies. These measures amounted to approximately
EUR 390 million (2.8% of GDP), with only EUR 109 million of state co-financing. These
measures are, however, neutral in terms of short-term budgetary impact.

28 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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The objective of the programme is to support exporting companies as well as the innovation
and growth capacity of enterprises. Depending on the type of support considered, the
measures are directed at small, medium or large enterprises. Loans and guarantees are issued
for a maximum period of 3-5 years. The issuing period covers the years 2009-2010 only.
However, the total duration of the programme depends on the actual rhythm of the loans
servicing and repayments. The limit to the issuing period (end-2010) constitutes an implicit
sunset clause and broadly corresponds to the expected resumption in private lending activity.
Moreover, a new state-owned insurance company, whose role is to provide credit insurance as
a guarantee for exports became operational in July 2010 ensuring further support to exporting
companies.

3.6.3. Towards an innovative industry

Since 2007, Estonia has been catching up to the EU27 average in terms of innovation
performance. Estonia displayed also extraordinary progress over several years in increasing
total expenditure on R&D in relation to GDP, reaching 1.14% at the onset of the crisis.
However, the crisis is likely to lead to more effort being put into solving the underlying
structural problems in the Estonian innovation system, in particular the low productivity in the
manufacturing industry. As a consequence of the end of the real-estate boom, it can also be
expected that various types of non-R&D related investments in finance and real estate will
lose some attraction thereby allowing a window of opportunity for renewed interest in R&D
in high-tech and medium-high-tech investments.

One of the largest innovation support measure so far was renewed, namely the funding of
Competence Centres in health, food, electronics, ICT, and nanotechnology. It nevertheless
remains a great challenge to maintain the high level of R&D and Innovation expenditure that
was scheduled in the national reform programme for the period 2008-2010 including the
important investment programme to update the infrastructure of research and development
institutions.

Notwithstanding the fact that public support for innovation in Estonia has corresponded rather
well with the main identified bottlenecks in the Estonian innovation system, a number of
bottlenecks remain: (a) below-average productivity of industry; (b) the difficulties in
developing smooth cooperation between business and academia; (c) Strengthening the export
position of Estonian producers of knowledge-intensive goods and services.

3.6.4. Towardsa sustainable industry

Estonia is doing relatively well in terms of renewable energy provision. The energy intensity
of the industry remains high. Moreover, there is still a considerable environmental burden
from Estonian energy production because the energy is mostly produced on the basis of fossil
fuels, i.e. oil shale.

In 2009, the Government has in cooperation with the Parliament strengthened the policy to
support energy efficiency and renewable energy use. The Government has initiated the
preparations for an action plan for renewable energy. In the next years, the Government plans
to design a broader policy of green growth of the economy. In addition to energy efficiency
and renewable energy, an important part of it will be improving the environmental technology
innovation. An Energy and Climate Agency has been established to improve the co-ordination
of the energy saving and renewable energy programmes and to provide options for additional
measures.
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It can be concluded that energy efficiency and the sustainability of energy provision in
particular the production of electricity through oil shale remain important challenges. The
potential for improving energy efficiency has not been utilised in Estonia. Increasing energy
efficiency is not only likely to have a positive impact on inflation but also on the environment
and on the security of energy supply.

3.6.5. The business environment

Estonia scores clearly above the EU average in most indicator categories presented in the
indicator graph. In particular, the legal and regulatory framework and the burden of
government regulation appear as good. However, the country scores slightly below EU
average concerning infrastructure expenditures and the satisfaction with the quality of
infrastructure.

Since 2007, Estonia has been working on a better regulation programme consisting of two
parts: codification (administrative burden reduction and simplification) and effective
structures (impact assessment framework). An overarching better regulation strategy
combining these two factors has been developed The simplification programme, scheduled to
last until 2013, included four main sectors over the period 2007-2009: environmental law,
construction law, social law, permits and licences. In order to reduce the administrative
burden for businesses further, these four sectors have been screened in order to identify the
most burdensome obligations. A database is currently developed to centralise information
related to the administrative burden in Estonian regulations.

Ex ante impact assessment is a relatively new policy in Estonia, and still work in progress.
The reform of the ex ante impact assessment system conducted in 2009 extended the scope of
impact assessments to aspects of policy analysis beyond budgeting, including economic,
social and environmental impacts. Usage by enterprises of eGovernment services is above the
EU average and one of the highest in Central and Eastern Europe. Estonia has a national
eProcurement platform mandatory for the publication of contract notices and contract award
notices. The one-stop-shop to start-up a company is fully operational and further
developments to facilitate business activities include e-invoicing in order to accelerate the
payment procedure.

As shown by the indicator on infrastructure investment, the Estonian business environment
would benefit from more investments oriented towards the mobility of goods and factors. A
renewed focus on public infrastructure (transport and information technologies) with the
support of EU structural funds), both cross-border and internal, would contribute to
investment, product and labour mobility within Estonia and the EU.

Indicators show that Estonia performs relatively well in terms of regulatory framework and
the burden of government regulation. However, there remains an important challenge in terms
of infrastructure investment both in terms of quantity and quality.

3.6.6. Entrepreneurship and SME policy

Estonia's SME sector is characterised by marked differences from the EU as a whole. Estonia
scores clearly above the EU average concerning time required to start a business, the business
churn, the share of high-growth enterprises and the payment duration by public authorities.
However, it scores clearly below the EU average concerning bank loan conditions deemed
acceptable by companies and concerning the enterprise survival rate after two years.
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In 2009, a concept for fostering entrepreneurship education in higher education was
developed which is now under discussion. EU Structural Funds are used to foster
entrepreneurship among Estonians, for instance via the ‘SPIRIT’ programme which includes
an entrepreneurship award, entrepreneurship week and a competition of business ideas among
young people.

Regarding the SME-friendly business environment, the so-called Reorganisation Act should
make the winding-up of non fraudulent businesses possible in 3-4 months and so companies
in financially difficult situation could restart their activities. As an extra-ordinary recovery
measure, Estonia devised a support package for exporting companies (see also above) which
mainly targets SMEs. The main elements of the measure consist in offering lending support
and loan guarantees.

The immediate challenge for the business sector and in particular SMEs is to overcome the
crisis. The export support package can play an important role in this regard. Labour skills
could be improved through skill-matching, training and qualification. The introduction of
entrepreneurship education in higher education without further delay would also be an
important step.

3.6.7. Conclusions

Estonia has been considerably affected by the crisis with the biggest reduction of
manufacturing output in the European Union. As wage growth outpaced productivity growth,
competitiveness eroded resulting in increasing trade deficits. After a period of overinvestment
in booming sectors such as construction and real estate, resources need to be reallocated
towards the tradable goods sectors. In order to increase productivity, labour skills need to be
improved and productive investments to be ensured including in R&D and innovation. While
the business environment is relatively good, infrastructure investments oriented towards
mobility of goods and factors will further improve the business environment and support
growth. Energy efficiency and the sustainability of energy provision remain important
challenges.
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3.7. Ireland

3.7.1. Indicatorsgraph

Ireland

Labour productivity per hour worked (EU=100; 2008)

Labour productivity per person employed (EU=100; 2009)

Labour productivity per person employed in manufacturing (1000 PPS; 2008)

Share of science and technology graduates (% of 20-29 years old population; 2007)

R&D performed by businesses (% of GDP; 2008)

Share of innovating enterprises as % of all enterprises (2004)

Share of high-tech exports in total exports (2006)

Energy intensity in industry in kg of oil equivalent per euro of gross value-added at
constant prices (2008)

Carbon intensity per ton of oil equivalent of energy consumption (industry;
tCO2/toe; 2007)

Waste generated by enterprises (kg per inhabitant; 2006)

Exports of environmental goods as % of all exports of goods (2008)

State aid for industry and services as % of GDP (2008)

Electricity prices for medium size enterprises (euro per kWh; 2009)

Infrastructure expenditures (euro per inhabitant; 2007)

Satisfaction with quality of infrastructure (rail, road, port and airport)
(1=underdeveloped / 7=extensive and efficicient by int'l standards; 2009)

% of broadband lines with speed above 10 MBps (2009)

Legal and regulatory framework (0= neg. / 10=pos.; 2010)

Burden of government regulation (1 = burdensome 7 = not burdensome; 2008/09)

E-government usage by enterprises (%; 2009)

Time required to start a business (days; 2009)

Enterprise survival rate after two years (2007)

Business churn (enterprise entries and exits as % of existing stock; 2007)

Share of high-growth enterprises as % of all enterprises (2006)

Early stage financing (% of GDP; 2008)

Rejected loan applications, and loan offers whose conditions were deemed
unacceptable, as % of all loan applications by SMEs (2009)

Duration of payments by public authorities (days; 2010)

Distance from the EU aver age (measured in standard deviations)
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Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left)

always indicate performance which is better (weaker) than the EU average.
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3.7.2. Introduction®

Ireland's labour productivity was, measured both per hour and per person, constantly above
the EU average in 2005 and 2008/2009. Ireland’s overall price competitiveness has been
deteriorating during the last decade, as reflected by the significant appreciation of the real
effective exchange rate, thereby contributing to an increasing current account deficit. This
was mainly due to strong wage increases, which not only fuelled consumption, but led also to
one of the strongest increases in unit labour costs in the euro zone since concurrent
overinvestment in non-productive housing resulted in a marked decline in productivity
growth.

Nominal unit labour costs in Irish manufacturing declined slightly between 2000 and 2009,
resulting in a more than 20 percentage point gap compared to the EU average increase of 19%
but by and large in line with developments in other major export-oriented countries of the
euro zone. As a result, the relative position of Irish manufacturing has not changed markedly
in this respect.

Net exports of goods are positive and so the current account deficit is largely driven by high
outflows of investment income and, to a lesser extent, by negative net services exports. The
services deficit is somewhat lower now than in the early 2000s, but whether this reflects
already a successful shift towards stronger services exports remains to be seen.

Going forward, wage moderation in the private and the public sector has already contributed
to improving Ireland’s price competitiveness in 2009 and is expected to continue doing so in
2010. This suggests that the current account deficit is likely to improve although much
depends on the global and European economic context. In fact, from its peak at just above 5%
of GDP in 2007, the deficit has already narrowed to some 3% of GDP in 2009, mainly due to
a strong decline of imports.

Ireland shows no clear specialisation with regard to skills intensity. The importance of low-
skill sectors has decreased from 1997 to 2007. There is a high degree of specialisation in
sectors with high technology and low technology intensity. Moreover, Ireland tends to
specialise in sectors with a high growth rate compared to the EU average. Nevertheless, low
growth sectors continue to play an important role.

Manufacturing plays a bigger role for Ireland than for the EU in total (22% vs. 17% of value
added in 2008), although the share has been declining since the mid 1990s. Compared to the
EU average, the manufacturing sector is particularly specialised in chemicals, electrical and
optical equipment and pulp, paper and publishing. In the service sector, only financial
intermediation and construction show a clear above average weight, although the latter was
clearly driven by the housing boom and is therefore likely to decline. Employment figures
confirm the relevance of the manufacturing sector, but also its decreasing importance over
time.

Ireland’s surplus in the trade of goods is, relative to the total volume of goods exports, the
largest in the EU. The positive trade balance in manufacturing mainly resulted from a very
high surplus in the chemicals sector and, to a lesser extent, in electrical and optical equipment,

9 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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with food, drinks and tobacco also showing a strong surplus. Transport equipment and other
manufacturing are the sectors with the most noteworthy trade deficit. The Revealed
Comparative Advantage (RCA), measured relative to the EU and concentrating on
manufacturing, shows particular strengths for Ireland in 2008 in chemicals, electrical and
optical equipment and food, drinks and tobacco.

Exit from the crisis

Ireland has faced a reduction of manufacturing production of up to 24% during the crisis. Up
to July 2010 output regained to 100% of pre-crisis level.

Due to budget constraints, the response to the crisis was mainly geared towards mitigating its
effects on companies’ access to finance and facilitating structural change. Thus Ireland put in
place two schemes to help companies in difficulties as a result of the economic and financial
crisis — the Enterprise Stabilisation Fund (ESF) to ease financing constraints of viable but
vulnerable companies in the manufacturing and internationally traded services sectors, and the
Employment Subsidy Scheme (ESS) to support restructuring measures with a budget of
EUR 100 million and EUR 133 million respectively.

In the longer run, the main challenge for Ireland is to return to a balanced growth path and to
pursue a sustainable growth and development strategy, which takes account of the changing
circumstances under which the Irish economy is likely to operate. This implies in particular
that resources, which until recently have been tied up in construction, have to be reallocated to
other sectors of the economy or to the upgrading of the existing housing stock rather than to
its extension.

3.7.3. Towards an innovative industry

With the labour-cost advantage of traditional Irish exports diminishing, Ireland is committed
to use R&D and innovation as key drivers of future economic growth for both manufacturing
and services. The aim is in particular to improve the competitiveness of indigenous
enterprises and to attract new knowledge intensive investment. Ireland's innovation
performance has already been increasing fastest within the group of Innovation Followers, i.e.
countries with innovation performance above that of the EU-27 average but below those of
the innovation leaders. A key task in the years to come is therefore to further upgrade
Ireland’s innovation record.

The Irish government recognizes the importance of innovation in services for export growth
and has therefore proposed further actions in its Services Strategy to ensure the continued
development of the services sector. These actions include integrated inter-disciplinary
education for service activities, dedicated business support measure to promote R&D and the
use of public procurement to stimulate innovation in services.

Concrete measures have also been taken to further promote R&D and innovation in general.
Together with the tax exemption for small start-up companies, the R&D Tax Credit has been
increased to boost R&D and innovation expenditures. The latter had already contributed to
fostering R&D in the past and thus is likely to have similar effects now.

Among the main challenges for the Irish innovation system is the higher education sector. The
sector has received significant research funds since the year 2000. The focus must now be on
the deliverables from this investment while maintaining adequate funding levels in the future.
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Another important challenge is to help medium-sized indigenous companies to increase their
financial and managerial capacity to innovate and undertake R&D. On top of the
aforementioned tax measures, a key element in this regard would be to promote closer
cooperation with third-level institutions.

3.7.4. Towards a sustainable industry

The environmental performance of the Irish industry is broadly in line with EU trends. If
anything, energy intensity is somewhat lower than on average in the EU. The relatively low
share of environmental goods in total goods exports indicates though that Ireland does not yet
fully benefit from the emergence of green markets.

Moreover, buoyant economic growth has led to significantly increasing CO, emissions, in
particular from transport, and the existing housing stock often suffers from poor thermal
efficiency. These challenges do not affect industry as such, but they provide an opportunity to
mitigate the necessary reallocation of resources from the construction sector through sustained
investment in transport infrastructure, to provide new markets for domestic appliances and
building materials, and thus, to help achieving a more balanced growth path.

Ireland has taken a number of policy measures and initiative to improve sustainability and to
foster the development of a genuine environmental products and services sector. The
Environment and Green Technologies Department of Enterprise Ireland offers a GreenTech
Support scheme to its clients, particularly in the SME sector. The scheme is designed to help
these companies take advantage of the opportunities presented by integrating environmental
sustainability into their business. Enterprise Ireland has a Cleantech Department dedicated to
business in this sector. It supports Irish companies to capitalise on the economic opportunities
arising in the Environmental Products and Services sector. The Dublin Airport Authority is
pursuing the establishment of a specialist 'Cleantech Incubation Facility' at the airport. It is
intended to house up to 20 high potential start-ups’ in a concentrated environment allowing
research synergies, shared services and access to trade services to take place. The re-
capitalised banks have given a commitment to increasing their lending capacity to SMEs by
10% and have established a EUR 100 million Environmental and Clean Energy Innovation
fund. Capital allowances of 100% of the cost are available as of 2009 to those companies
investing in high energy-efficient equipment. The Home Energy Savings Scheme provides
grants of up to 30% of the cost of retro-fitting insulation and other energy efficiency measures
to housing stock built before 2006. The measure is likely to help the construction sector to
reallocate resources towards more sustainable purposes. The National Action Plan on Green
Public Procurement which is currently subject to public consultation aims to harness public
procurement to move the market in favour of eco-efficient goods and services.

The main issue for Ireland in the years to come is to grasp the opportunities a comprehensive
greening of the economy is likely to offer. Existing initiatives in this context will bear all the
more fruit if efforts to strengthen R&D and innovation do not run in parallel but are also
harnessed to foster sustainability.

3.7.5. The business environment

Ireland is generally perceived as one of the most attractive business locations. For instance, it
ranks 7" in the World Bank’s Doing Business index, in Europe surpassed only by Denmark
and the UK. Together with being an English-language location and due to historically close
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ties with the US, these factors have contributed to attracting a considerable amount of
overseas FDI.

Going more into detail, Ireland scores significantly above the EU average concerning
infrastructure expenditures and clearly above average concerning the legal and regulatory
framework and e-government usage by enterprises. However, Ireland still scores below the
EU average concerning satisfaction with the quality of infrastructure and the availability of
high-speed broadband lines. Electricity prices for medium size enterprises are equally a matter
of concern.

Ireland has taken a number of policy measures to further improve the business environment.
The government has initiated in 2010 the construction of a smart broadband network called
the Exemplar Network that makes use of multiple colours of fibre to dramatically boost the
speed of fibre-based communications. The ambitious Transport 21 programme is currently
being implemented and foresees major investment projects for all transport modes, although
the budgetary situation led to some reassessment of investment priorities. Transport 21 is
complemented by Ireland's new transport policy, which contains ambitious targets with
respect to modal shift, fuel efficiency and planning. As regards simplification, several major
consolidation projects have been initiated in recent years in sectors such as Land Law,
Planning Law, Health and Safety and Company Law. The five main areas of regulation
identified as the most burdensome for business are taxation, statistical returns, environmental
regulation, health and safety regulation, and employment and company law. Revised
guidelines for Regulatory Impact Analyses (RIAs) were published by the government in June
2009. They include guidance on the measurement of potential administrative and compliance
costs, especially on entrepreneurship and on enterprise development.

In particular infrastructure development did not always keep pace with high growth in recent
years and may therefore lead to bottlenecks once growth picks up again. Against this
background, the relatively high level of infrastructure expenditures for both transport and
communications must be seen as an attempt to compensate for insufficient outlays in the past.
It is essential therefore that infrastructure investment in real terms is maintained at an
adequate level.

As to electricity prices for medium size enterprises, their current level is a drag on Ireland’s
attractiveness as the domicile of choice for investment. Further action appears therefore
necessary to foster competition among suppliers with a view to reduce prices to the level
encountered in other countries.

3.7.6. Entrepreneurship and SME policy

The economic significance of SMEs in Ireland is broadly in line with the European average.
In terms of employment, the contribution of SMEs is slightly higher than the European
average (69% instead of 67%) whereas in terms of value-added the share of SMEs is
somewhat lower than the European average (52% instead of 58%).

The economic crisis had a measurable impact on business creation. Numbers for 2009 showed
a 9% decrease when compared to 2008, a year which had already witnessed a decrease of
21%.

In terms of the specific framework conditions for SMEs, Ireland scores slightly above the EU
average for the payment duration by public authorities. Nevertheless, there is mounting
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criticism from businesses complaining about lengthening payment periods. As to financing,
Ireland scores slightly below average concerning the rate of business bank loan demands
rejected by banks or bank loan offers to companies that were rejected by the latter. As a
consequence of the economic and financial crisis, however, there is now even more
widespread concern about access to finance.

Ireland has taken a number of policy measures which are of particular relevance for
entrepreneurship and SMEs and which also address some of the aforementioned issues. As
part of the anti-crisis measures, the government has announced that the payment period by
central government departments to their business suppliers is to be reduced from 30 to 15
calendar days. However, to date, no concrete action has been identified. A credit review
system has been set up to ensure that SMEs, sole traders and farm enterprises will have
recourse to an independent, external review of bank’s credit refusal decisions. A new pilot
initiative called ‘Going for Growth’ develops training for female entrepreneurs. A 3 year
corporate tax and capital exemption for start-up companies was introduced in 2009 and has
been extended in 2010. New guidelines for public procurement are currently in the
implementation phase. They aim to encourage greater SME participation in tendering for
public contracts. A nation-wide one-stop shop allowing entrepreneurs to carry out all the
necessary procedures — including registration, tax, VAT and social security — at once and at
one administrative point had been announced for December 2009 but is not yet fully
functional.

Ireland does not face major challenges with respect to entrepreneurship and SME policies.
However, to facilitate business creation and growth once economic growth picks up again, a
timely and comprehensive implementation of the broad range of initiatives and measures
which are currently on the agenda would be helpful.

3.7.7. Conclusions

The main challenge for Ireland is to return to a balanced growth path and to restore the
competitiveness of its export sector where this had deteriorated in recent years. At the same
time, the undisputed need to consolidate public finances necessitates a careful review of
spending and taxation priorities with a view to avoid the emergence of future bottlenecks to
growth, in particular with regard to infrastructure.

Ireland’s efforts to shift growth from traditional labour cost-driven FDI and, more recently,
construction to more innovative sectors and services had already born some fruit before the
onset of the current crisis. Recent efforts to provide incentives for more sustainable growth
also go in the right direction. In addition, Ireland scores significantly above the EU average
concerning many aspects of the business environment and the work force. The country is
therefore relatively well-placed to overcome the crisis although some challenges remain. In
particular the capacity of indigenous firms to innovate could be stepped-up further,
capitalising as much as possible on the increased investment in public R&D and the
development of a Green Tech sector.
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3.8. Greece

3.8.1. Indicatorsgraph
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Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left)
always indicate performance which is better (weaker) than the EU average.
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3.8.2. Introduction®

Greece’s labour productivity per person employed is slightly above the EU average, but on a
per hour basis stands at around 80% of the EU average. Greece faces a serious problem of
competitiveness, which is reflected in a large deficit in goods trade. While services trade is in
surplus, mainly due to tourism and shipping, the deficit in goods trade has led to a current
account deficit of around 11% of GDP in 2009.

The real effective exchange rate appreciated moderately over the past ten years, indicating a
slight weakening in price and cost competitiveness. In parallel, nominal unit labour costs in
Greek manufacturing increased by 21% between 2000 and 2009, thus 2 percentage points
more than the EU average of 19%. These developments suggest that among the main
determinants of the trade deficit are also non-price factors, such as quality and specialisation.
However, price competitiveness may have hampered the development of the tourism sector.
Overall, the increase in the current account deficit over the past decade reflects the weakness
and misalignment of the productive basis at large in comparison to domestic and external
demand.

Manufacturing plays a much smaller role in the Greek economy than in the EU on average
(11% vs. 17% of value added in 2008). Greece is specialised in sectors demanding low skills
and, increasingly, in low-intermediate skill sectors. The importance of high and high-
intermediate skill sectors has remained at a low level from 1997 to 2007. This picture is
confirmed by the dominance of sectors with medium-low or low technology intensity and a
very limited role of higher technology sectors. In addition, Greece tends to specialise in low-
growth sectors (as measured by the average growth rate within the EU).

Compared to the EU, the manufacturing sector 1is particularly specialised on
food/drinks/tobacco and on refined petroleum. Greek manufacturing exports specialise in
textiles, basic metals and chemicals with refined petroleum and food also being important
exporting sectors. No manufacturing sub-sector showed a trade surplus. The Revealed
Comparative Advantage (RCA), measured relative to the EU and concentrating on
manufacturing, shows particular strengths for Greece in 2008 in textiles and clothing, refined
petroleum and food, drinks and tobacco. In the service sector, hotels and restaurants,
wholesale and retail, transport and communication as well as public administration have a
larger weight than EU in total. The same applies for agriculture and fishing.

Exit from the crisis

Greece entered the crisis later than the other euro area members. Manufacturing output is still
in a continuous downward trend hitting -23% of pre-crisis levels in July 2010. Construction
mining and quarrying, capital goods, clothing and shoes and consumer durables are hit the
hardest.

Given the lack of room for fiscal manoeuvre, the Greek government did not adopt a
comprehensive stimulus package in response to the economic slowdown but opted instead for
targeted support for disadvantaged groups and sectors of the economy hit hardest. The Greek
authorities put forward a number of temporary measures to support the sectors mostly hit by

30 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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the economic crisis, such as the tourism sector, automotive retailers and the construction
industry. Providing loan guarantees to small and very small enterprises has been the main
instrument for alleviating the impact of the crisis on the business sector and it has been used
massively (more detail in SME section below). In general, there were not many recovery
measures that addressed long term structural weaknesses, with the possible exception of
actions taken in the area of energy efficiency.

In the memorandum of understanding (MoU) between Greece on one part and the European
Commission, the European Central Bank and the International Monetary Fund on the other,
which was concluded in May 2010 amidst a public finance crisis, the Greek government
committed itself to a number of important reforms relating to product markets which
accompany the actions relating to public finance and the labour market.

3.8.3. Towards an innovative industry

The structure of the Greek economy (specialisation in low to intermediate low skills and
technology sectors in manufacturing, predominance of services and micro to small, family
owned enterprises) is not conducive to a strong R&D activity. Consequently, R&D
investments in relation to GDP, particularly in the private sector, are amongst the lowest in
EU and the innovativeness of the Greek economy depends heavily on imported technology
and know-how. It flourishes thanks to organisational and marketing innovations and very little
on the production and exploitation of new knowledge. EU programmes (the Research
Framework Programme and the Structural Funds) play a major role in both R&D and
innovation activity in Greece.

Public financial support to R&D investments is expected to triple in the present Structural
Funds programming period (2007-2013) in comparison with the previous one. The main
infrastructures for innovation, such as incubators, innovation poles, clusters, etc were already
created in the previous period. The following actions were launched in 2009: Innovation
vouchers for SMEs (EUR 8.4 million); creation and support of new innovative and
knowledge-intensive enterprises (spin-off and spin-out) (EUR 25 million); support to R&D
activities of young enterprises (EUR 11.280 million); support of R&D activities of SMEs
acting jointly (in groups) (EUR 23.730 million) and support to collaborative R&D projects
bringing together enterprises and research institutions (EUR 76.1 million).

The law adopted in 2008 to overhaul the institutional framework governing research did not
enter into force on 1.1.2009 as planned. Instead, the new government has attached R&D and
innovation policy to the ministry of education, and it is likely that policy in this area will be
redesigned.

In the context of the MoU, Greece committed to carry-out an in depth evaluation of all R&D
and innovation actions, including in various Operational Programmes under the Structural
Funds, in order to adjust the national strategy, and to create an external advisory council
financed through the 7th R&D Framework Programme, to consider how to foster innovation,
how to strengthen links between public research and Greek industries and the development of
regional industrial clusters.

Producing new technology and transferring it to the market are both problematic. Bottlenecks
are funding (R&D investments and early venture capital are too low) but also structural
issues, since existing instruments do not seem to be very effective. This points to a need to
improve innovation policy design and implementation, notably through evaluating and
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drawing lessons from past experience. However, improving drastically the business
environment would probably do more for improving innovation performance as new
investments will help bring about new process and product innovation.

3.8.4. Towards a sustainable industry

On the basis of existing indicators the environmental performance of the Greek industry can
be characterised as rather poor. This relates to weaknesses in the regulatory and
administrative environment (inspection and enforcement, absence of land-use codes, delays in
delivering environmental permits and licensing renewable energy projects) and to the absence
of basic infrastructures (waste treatment facilities, but also organised industrial zones).

The main current funding instrument for environmental policy is the Operational Programme
Environment and sustainable development with a total envelop of EUR 2550 million
(EUR 1800 million Community funds and EUR 450 million national participation) over 2007-
2013. Some targeted actions focusing on businesses are also funded by the OP
Competitiveness and entrepreneurship.

The main recent initiatives in this area with direct relevance to industry are the action Green
Enterprise 2010, subsidising investments of SMEs in the manufacturing sector aiming at
reducing their environmental impact (total budget of EUR 30 million), the action Green
Infrastructures 2010, subsidising investments of SMEs active in recycling, collection,
treatment and disposal of waste and rehabilitation (total budget of EUR 30 million),
preparatory actions in identifying projects for the treatment of dangerous industrial waste, and
preparatory actions on the draft new development law (national scheme for investment grants)
which will prioritise "green" economic activities.

At institutional level, the main developments were the passing in 2010 of the law
implementing Directive 2006/32 on energy efficiency at final use and energy services, which
included provisions for establishing the framework for Green Procurement, and of the law on
accelerating the development of renewable energy sources against climate change. The latter
law simplifies the licensing of renewable energy projects and exempts from licensing the
smaller ones and adapts tariffs so as to make them attractive. Finally, the government
launched a consultation to prepare the application of environmental responsibility (i.e.
obligatory insurance against environmental damage).

Steps are being taken to adapt the regulatory framework and reinforce incentives towards
bringing about a more sustainable industry. Timely and effective implementation, including
through overhauling enforcement, will be crucial in order to improve the situation in existing
enterprises and to create a viable market for eco-industries.

3.8.,5. The business environment

Greece emerges from the various international benchmarking exercises as among the weakest
EU countries. Also, the very low level of inward FDI bears testimony to its lack of
attractiveness as a business location. In comparison with other EU or OECD countries, Greece
displays a higher number of procedures and a higher cost —monetary or in time- in carrying
out routine business operations while basic instruments, such as land use codes, are not
operational. Moreover, slow (energy, port services) or inexistent liberalisation in some key
markets (road haulage, professional services) contributes to higher costs.
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The reform of the public administration has been recognised as high priority and a specific
Operational Programme "Administrative Reform 2007-2013" has been set up to prepare it.
Among its main objectives are the adoption of better regulation practices and cutting down
administrative burden to enterprises. However, only preparatory actions have been
implemented so far.

Few new developments took place in this area in 2009 due to the economic crisis and the
national elections. The most significant were the privatisation of Olympic Airlines and the
partial privatisation of the Piraeus port.

In the context of the MoU the government has committed itself to introducing a number of
important reforms by the end of 2010 that should contribute towards improving the business
environment. These include to simplify the start up of new businesses and make the General
Commercial Registry (GEMI) fully operational (new law published on 17/6/2010), to simplify
and accelerate the process of licensing enterprises, industrial activities and professions
through legislation and by making the spatial plans operational, to introduce a fast track
procedure for authorising large scale FDI projects (already in application), to liberalise road
freight transport, to legislate on a Better Regulation agenda, and to reinforce the Hellenic
Competition Commission.

The effective implementation of the services directive in some key sectors (horizontal
legislation has already been adopted), the professional qualification directive in 2010, and the
completion of the liberalisation of the domestic energy market (2010-2011) are also covered
in the MoU and should contribute towards opening-up the Greek economy and increasing its
efficiency. The Structural Funds also play an important role in improving and modernising
network infrastructures that increase economic efficiency.

Regarding public administration, an independent review of the organisation and functioning
of the central administration will be launched in 2010 to prepare future reforms. Among the
actions foreseen for 2010 is the adoption through legislation of a Better Regulation agenda
and unifying the public procurement system for all sectors and levels of government, together
with a introducing an electronic platform supporting the use of e-auctioning.

The measures being planned address some business environment bottlenecks identified over
the years in Greece, such as excessive red tape and insufficient competition in the services
sector. The reform of the Greek public administration remains a crucial undertaking, not only
because it can raise the productivity of the public sector but also, and even more importantly,
because it can contribute to raising the overall efficiency of the economy by improving the
state's capacity to deliver the necessary policies and by reducing its burden on the business
sector. Indeed, the main challenge in the immediate future is the effective design and
implementation of the planned measures.

Over the longer term, it would be useful to address also other determinants of the business
environment, including reducing excessive delays in the judiciary and restoring stability in
business taxation.

3.8.6. Entrepreneurship and SME policy

The SME sector in Greece is more prominent than in the EU as a whole, and dominated by
micro enterprises, which account for 58% of total employment or twice as much as in the EU
on average. Entrepreneurship activity is more intense than the EU average, with a business
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ownership rate double the EU average. The economic crisis has put Greek enterprises under
considerable stress both through a credit squeeze and, more recently, an internal demand
shock.

The national scheme of investment support (through grants, tax breaks and subsidisation of
long-term loans) is being redesigned and its basic principles have been put in public
consultation. The other measures to be mentioned here are of a more temporary nature, either
because they are linked to the crisis or because they are initiatives financed by the EU
structural funds.

Providing loan guarantees to small and very small enterprises through the Guarantee Fund
(TEMIIME) for small and very small enterprises has been the main instrument for alleviating
the impact of the crisis on the business sector and it has been used massively. A first phase
(January-March 2009) included interest rate subsidisation in addition to guaranteeing the
principal. The second phase used more relaxed eligibility criteria and is still running. In total,
the amount of loans covered is of around EUR 5.2 billion for about 57000 enterprises. Two
new actions were launched by TEMIIME in 2010, one to pay-out debts to suppliers (total
covered of EUR 1.25 billion), also covering new enterprises, and one to pay-out tax and social
security debts (total covered of EUR 1.25 billion). Another temporary measure in the same
area has been a law freezing bank debt of enterprises hard hit by the crisis and providing for
debt-rescheduling.

Regarding support to new investments there are several actions running financed by the OP
Competitiveness and entrepreneurship. In addition to those already presented above, one can
mention the actions targeting investments by micro (less than 10 employees) and small (less
than 50 employees) active in manufacturing, tourism, commerce and services (total budget of
EUR 650 million); the tertiary sector — tourism and commerce (EUR 668 million) and
professionals (EUR 70 million), in the clothing and shoes sector (EUR 15 million) and
women and young entrepreneurship projects (EUR 70 million).

The immediate challenge for the business sector is to survive the crisis, and the policy
response to restore liquidity through massive loan guarantees seems adequate. Over the longer
term, the real challenge will be to strengthen the structure of the productive base towards
higher value-added and high-growth activities. This is a task mainly for the individual
entrepreneurs but policy can help by facilitating structural change, providing the right
incentives and removing the numerous obstacles to growth.

3.8.7. Conclusions

Apart from the short-term concerns related to the economic crisis, such as getting access to
finance and adjusting to the internal demand shock, the main challenge facing industry, but
also the real economy overall in Greece is a business environment that is not delivering
optimally.

Addressing the public finances crisis should alleviate the liquidity problems in the economy in
the medium term and restore expectations at a level conducive to growth. Improving the
business environment through actions such as those planned in the Memorandum of
Understanding (MoU) will contribute to this by reducing the costs of doing business in
Greece across the board. However, there remains the structural problem of specialisation in
low-skills, low technology and low growth sectors. The policy response to this problem calls
for actions to facilitate structural change, some of which, such as increasing maximum rates
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of collective dismissals, or making mergers and acquisitions easier are included in the MoU,
and to adjust incentives so as to induce sustainable growth. This implies product market
reforms to eliminate rent seeking behaviour and to permit a more rational allocation of
resources as well as actions to raise the knowledge base.

The public administration constitutes an important bottleneck to economic growth, through its
huge cost to the rest of the economy, both through its size and through its way of functioning,
through regulatory capture, low quality of services and ineffective enforcement that puts at
disadvantage those playing by the rules. We note, however, that the efforts undertaken by the
Greek government, also within the context of the MoU, are expected to redress the situation
within a reasonable amount of time.
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39.  Spain

3.9.1. Indicatorsgraph
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3.9.2. Introduction®*

Productivity growth has been slow during the last decade, with high allocation of investment
to low productivity sectors, especially construction and low-productivity services. However,
equipment investment had been also increasing steadily until the beginning of the crisis, with
rates of real change in terms of national accounts, more than 9% in 2005, 2006 and 2007.

Spain has a labour productivity above the EU average, by around 6% if measured per hour
worked and 11% per person employed. There was a notable increase between 2008 and 2009
in this last indicator, attributable more to the sharp contraction of the construction sector
rather than to improvements in the structural drivers of total factor productivity.

The real effective exchange has appreciated markedly between 1999 and 2009 indicating a
loss of competitiveness to third countries. This conclusion is underpinned by the fact that
nominal unit labour costs in Spanish manufacturing increased by 31% between 2000 and
2009, thus 12 percentage points above the EU average of 19%.

Spain is specialised in low and in low-intermediate skill sectors. The importance of high skill
and high-intermediate sectors has been stable on a low level from 1997 to 2007. This picture
is confirmed by a clear trend towards sectors with medium-low technology intensity, a stable
specialisation on low technology sectors and a quite low and decreasing share of high
technology sectors. Spain tends to specialise in sectors with a growth rate below the EU
average.

Manufacturing plays a smaller role for Spain than for the EU in total (15,1% vs. 18,1% of
value added in 2009). Compared to the EU, the manufacturing sector shows some
specialisation on non-metallic mineral products, basic metal products, food, textiles, other
machinery and leather and footwear. In the service sector, hotels and restaurants have a clear
above average weight. A relevant fact is the high share of the construction sector (11.50% in
2008). This is the result of a large increase in the last decade. Agriculture and, in particular,
fishing are much more important than for the EU in total. Employment figures show the low
level of productivity in agriculture but also its decreasing importance over time and a
structural change towards service sectors. Spain has a deficit in the trade of goods; relative to
the total volume of exports, it decreased markedly from 2005 to 2009. The negative trade
balance in manufacturing mainly resulted from deficits in electrical and optical equipment
chemicals and textiles and clothing while only transport equipment and non-metallic mineral
products showing a trade surplus. The Revealed Comparative Advantage (RCA), measured
relative to the EU and concentrating on manufacturing, shows particular strengths for Spain in
2008 in non-metallic mineral products, transport equipment, leather and footwear and food,
drinks and tobacco.

Exit from the crisis

The economic and financial crisis hit Spain hard. The oversized construction sector and its
supplying sectors (e.g. cement, bricks, ceramics, iron and steel, furniture) as well as
automotive were hit the hardest. Manufacturing output decreased by 27%. In July 2010, the
production is still 24% below pre-crisis level. New and less competitive companies are most

31 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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affected by the crisis and still face problems in access to finance. Direct grants of less than
EUR 500 000 were granted to over 8000 enterprises mostly SMEs in the tourism, road
transport, services, car supplier and manufacturing sectors.

In addition, there have been numerous credit lines either set up or enlarged in 2009 and often
renewed for 2010, managed by the Official Credit Institute (ICO), which target in particular
SME:s.

There have been several initiatives to provide temporary relief for the car industry including
funds to maintain and enhance competition in the automobile industry from the Central
Government's special fund to vitalise the economy and employment, industrial measures and
support for demand (including a car scrapping scheme), labour measures, support for the
logistic sector, support for R+D-+I and financial measures with the endowment of credit lines.
These measures are temporary and either have already been phased out at the end of 2009 or
they are expected to disappear in 2010.

3.9.3. Towardsan innovative industry

Spain’s total R&D expenditure increased from 0.95% of its GDP in 2001 to 1.35% in 2008,
with a private participation of 56.1%. This trend is based on a substantial increase in both
private and public expenditures. EU Structural Funds have made a significant contribution to
such progress. Thus, for the ERDF 2007-2013 programming period, almost €9 billion were
allocated to R&D and innovation.

The authorities have been adopting measures to catch up in terms of innovation, especially for
the private-sector. Measures have been adopted to stimulate business creation and facilitate
funding and incentives, and efforts are ongoing to reduce those labour-market rigidities to
provide a more favourable environment and stimuli to the different agents of the innovation
system at national and regional levels. The INGENIO 2010 Programme, which represents the
main programme within the National Reform Program regarding the R&D&I issues,
continues being particularly detailed and generously funded. It proposes a number of
instruments to increase the focus and funding of government research, stimulate technology
transfers by encouraging public/private partnerships and enhance the incentives for private-
sector research and the diffusion of new technologies.

The National Strategy for Innovation (e2i), recently adopted intends to accelerate the
transformation of the Spanish productive model and increase the economy’s innovative
capacity. It focuses on 5 axes around knowledge transfer: finance, markets,
internationalisation, regional cooperation and human resources.

General Guidelines of the Integral Plan on Industrial Policy 2020 (PIN-2020) have recently
been approved, aimed at orienting structural change in industry towards higher value and
knowledge intensive activities.

At the same time, Spain continues applying reindustrialization programmes on certain
territories, according to the Guidelines on National Regional Aid for 2007-2013. Their target
is to create sustainable development through the deployment of new industry, or regeneration
of the old one.

Spain would gain from continuing efforts to improve the quality and excellence of research, to
absorb knowledge spill-over from other countries and to connect to the expanding European
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research system. A number of challenges remain. Firstly, the research sector, developed in a
wide net of researching centres and universities, is not adequately oriented to enterprises. It
will be important to increase public-private cooperation and incentivise enterprises and public
centres to learn to work together. Secondly, business R&D expenditures are low and efforts to
encourage their rise should continue. Thirdly, the availability of qualified RDI human capital,
for example PhDs, is an issue of concern.

3.9.4. Towardsa sustainable industry

Energy intensity is still higher than the EU average, but improved by 4.6% in 2008.
Promoting renewable energies continues to be a priority of the Government. A new
Renewable Energy Plan (PER) 2011-2020 is being drafted and will include new technologies
such as geothermal and wave power. Both are in response to commitments assumed by Spain
in the Energy and Climate Change Package for 2020.The Government implemented the
Energy Saving and Efficiency Plan 2008-2011 comprising 31 measures. The part of the Plan
implemented to date would provide about 75% of the annual target saving. These measures
include notably a new incentive mechanism to reduce losses in the distribution network. The
Plan for Energy Saving and Efficiency will be reviewed and updated for the period 2013-
2020. In addition, a plan to foster internationalisation of Spanish enterprises in sectors related
to climate change (such as renewables and environmental technologies) was approved in
March 2009.

In 2008, the State General Administration Green Procurement Plan set a goal of achieving
50% green public procurement by the administration by 2010. The measures defined in the
plan are being put into practice, including training courses for procurement personnel and the
drawing up of good practice codes for product groups. There has also been progress in the use
of EU Eco-Management and Auditing Scheme (EMAS) and the EU eco-label system.
Significant progress has also been made in the development of eco-design guidelines.

3.9.5. The business environment

The legal and regulatory framework in Spain is seen as being less favourable to businesses
than the EU average and the country's rank in the last Doing Business report lost 10 places,
not because the situation worsened in Spain in absolute terms (it even improved in some
cases) but because other countries progressed much faster. Procedures regarding business
start-up are particularly numerous, resulting in lengthy delays.

Spain has put a high priority on improving infrastructure as corresponding expenditures and
user satisfaction indicate.

Spain has established in 2007 the target of reducing by 30% by 2012 the administrative
burden on businesses. In the framework of the Plan to Reduce Red Tape, the Cabinet
approved over the period June 2008 - April 2009 three packages to reduce administrative
burden involving a total of 159 measures.

A Royal Decree (RD) regulating the report on the analysis of regulatory impact was approved
in July 2009, with the aim of facilitating and strengthening the assessment of the legal,
economic, budgetary, gender and social impacts that the new regulations may have, including
the impact on the resulting administrative burden. The publication of the impact assessments
is non-mandatory. This RD does not apply to regional legal procedures, but regions are
developing their own impact assessment regulations (their scope is more limited). According
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to the new RD, consultation of stakeholders would be done before starting the legal procedure
proper. A public internet consultation tool is not yet available.

eGovernment usage by enterprises is below the EU average but is increasing fast (from 58 to
65% in the last 3 years). eGovernment policy is part of the overall in the Spain's Information
Society policy dating from 2007 and renewed in 2010 through the Plan Avanza 2. Identified
measures are being introduced timely. The National eProcurement Platform is mandatory only
for the central government procurement authorities.

With a view to improving the business environment and increase competition in professional
services, the Spanish authorities implemented the ambitious "Omnibus" and Umbrella Laws,
which aim at transposing the general principles of the Services Directive in sector-specific
laws and also include a number of certain measures to reduce the administrative burden for
start-ups. The system will be supported by an integrated virtual one-stop-shop. In addition, the
draft law on Sustainable Economy of March 2010 included additional measures in this field
such as a further reduction in time and administrative costs for in setting up businesses. A
reform of the Bankruptcy Act is planned in order to simplify procedures and reduce costs.
Measures to modernise the Justice administration will also be introduced in the next 3 years.

Regulated tariffs for electricity were abolished in 2009 and the progressive elimination of the
tariff deficit is planned, although a freeze in electricity prices was announced recently in order
to help households and businesses cope better with the crisis. The operations proceedings to
reinforce the electric interconnections with France and Portugal have been approved.

The Strategy for Sustainable Economic Growth approved in the end of 2009 includes
measures to streamline bureaucracy, improve education and encourage companies to have a
more international focus as well as tax breaks for firms that innovate and the promotion of
investment in the renewable energy sector and high-tech industries. The law on Sustainable
economy also includes measures to help the reorientation of the construction sector towards
rehabilitation and urban renovation.

Continue improving the conditions for the creation of new companies is a key challenge in the
current context of change in the productive structure of the Spanish economy. Moreover,
professional services need to keep on moving away from the traditional anti-competitive
regulation with the use of recommended tariffs (which often exceed the cost of the service
provided), or a number of prior administrative authorisations to deliver certain services.
Restrictive regulations in the retail sector have resulted in higher prices for the consumers and
limited productivity increases and efforts to increase.

3.9.6. Entrepreneurship and SME policy

The contribution of the total SME sector to employment (78%) is in Spain higher than in the
EU on average (67%), particularly in micro firms (38%). The cost to close a business’ is also
above average. The share of population that already started a business or see entrepreneurship
as an opportunity is only 49% in Spain as opposed to almost 58% in the EU). The attitude
towards allowing people a second chance with a new business is the least positive within the
entire EU.

Regarding access to finance, although new extraordinary credit lines have been introduced in
order to help the liquidity of SMEs, the efficiency of the system is not optimal, since the
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Official Credit Institute (ICO) does not have its own network to operate directly with SMEs,
independent workers or families and needs to go through banks.

Spain is the second worse performer in the EU regarding payment duration. The shortening of
payment terms remains of particular importance for SMEs, which often have a weak equity
position, which is further undermined by the late payment. Improving the cash flow is
particularly important in times of crisis.

Since 2006/2007, the programme ‘Emprendemos juntos’ aims at promoting the social
recognition of entrepreneurs and developing a positive image of business people. One of the
main actions is the organisation of an ‘Entrepreneur Day and similar activities at regional
level. Regarding entrepreneur skills, a law introducing entrepreneurship into the school
curriculum was adopted in 2006 and started to be implemented in 2009 at local level by the
autonomous regions. Since 2008, the capitalisation percentage of unemployment aids was
increased to enhance the chances of the unemployed to become self-employed.

The ‘Local Investment Fund', part of the 'E-Plan' aimed at increasing public investments at a
local level by financing newly planned public works in 2009. Its aim was to favour the
viability and involvement of enterprises (especially SMEs) carrying out activities related to
the construction sector, while improving public local infrastructures.

A law laying down measures to combat late payment has been passed in July 2010, which
should reduce the time of payment by the public sector to 30 days, 60 days for payments
between companies. There are also new measures in place to support exports.

It is relevant to note the substantial financial contribution of the European Regional
Development Fund (ERDF) to the above activities: 3,5 billion to SMEs and entrepreneurship
and 1,1 billion for ICT. Also the new Technology Fund, devoted to Innovation by and for the
benefit of Enterprises, mainly SMEs, received a special allocation of about €2 billion.

Furthermore, in the last few years Spain has launched three JEREMIES (venture capital funds
co-funded by the ERDF), holding funds amounting over EUR 430 million. These financial
instruments are targeted to enterprises needs by providing guarantees, loans, equity
participations and/or venture capital for innovative enterprises.

Spain continues to lag behind on entrepreneurial culture. Liquidity problems continue to be
acute and further measures will be necessary to ensure sufficient access to finance, in
particular for SMEs. In terms of late payment, despite some recent measures there is still
room for improvement.

3.9.7. Conclusions

The crisis has taken in Spain a heavy toll on competitiveness, jobs and public finances. The
expansionary fiscal measures taken in 2009 will be discontinued, reducing relief to hard hit
sectors. Under these circumstances, having access to finance will be particularly important for
SMEs.

Spain would benefit from continuing to facilitate structural change towards a more
knowledge-intensive economy. The challenge is therefore to enhance productivity and
facilitate wage and price adjustments. Improving innovation and investment by firms, making
the regulatory framework more favourable for business creation and growth, training
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(including permanent training of workers) and encouraging competition,

are also crucial for achieving this objective.

3.10. France

3.10.1. Indicatorsgraph

France

Labour productivity per hour worked (EU=100; 2007)

Labour productivity per person employed (EU=100; 2009)

Labour productivity per person employed in manufacturing (1000 PPS; 2008)

Share of science and technology graduates (% of 20-29 years old population; 2007)

R&D performed by businesses (% of GDP; 2008)

Share of innovating enterprises as % of all enterprises (2004)

Share of high-tech exports in total exports (2006)

Energy intensity in industry in kg of oil equivalent per euro of gross value-added at
constant prices (2008)

Carbon intensity per ton of oil equivalent of energy consumption (industry;
tCO2/toe; 2007)

Waste generated by enterprises (kg per inhabitant; 2006)

Exports of environmental goods as % of all exports of goods (2008)

State aid for industry and services as % of GDP (2008)

Electricity prices for medium size enterprises (euro per kWh; 2009)

Infrastructure expenditures (euro per inhabitant; 2007)

Satisfaction with quality of infrastructure (rail, road, port and airport)
(1=underdeveloped / 7=extensive and efficicient by int'l standards; 2009)

% of broadband lines with speed above 10 MBps (2009)

Legal and regulatory framework (0= neg. / 10=pos.; 2010)

Burden of government regulation (1 = burdensome 7 = not burdensome; 2008/09)

E-government usage by enterprises (%; 2009)

Time required to start a business (days; 2009)

Enterprise survival rate after two years (2007)

Business churn (enterprise entries and exits as % of existing stock; 2007)

Share of high-growth enterprises as % of all enterprises (2006)

Early stage financing (% of GDP; 2008)

Rejected loan applications, and loan offers whose conditions were deemed
unacceptable, as % of all loan applications by SMEs (2009)

Duration of payments by public authorities (days; 2010)

especially in services

Distance from the EU aver age (measured in standard deviations)
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Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left) always

indicate performance which is better (weaker) than the EU average.
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3.10.2. Introduction®

France’s overall competitiveness position is shown in its labour productivity which is,
measured both per hour and per person, clearly above the EU average. The real effective
exchange rate has appreciated moderately between 1999 and 2009, indicating a slightly
decreased price-competitiveness; however, this decrease was less pronounced than for the EU
in total. Moreover, while nominal unit labour costs in French manufacturing first declined
somewhat and then increased again resulting in an overall increase of 5%, this increase
remains 14 percentage points below the EU average of 19%.

France is specialised in sectors demanding high skills while the specialisation of the other
sectors is slightly below the EU average. Nevertheless, France shows a decreasing
specialisation towards sectors with high technology intensity and an increasing specialisation
in the medium-low technology sectors from 1997 to 2007. There is no clear profile regarding
sectoral growth intensity as both sectors with relatively high and relatively low growth play
an important role.

Manufacturing plays a significantly smaller role for France than for the EU in total (12% vs.
17% of value added in 2008). The only sub-sector which is approaching an EU average
importance is food/drinks/tobacco (actually tobacco's share is negligible). Above average
values can be found in the service sector for “real estate and business activities”, “health and
social work” and public administration as well as for agriculture and fishing. Figures for
earlier years showed a sub-sectoral structure for manufacturing which was somewhat more in
line with the EU average. Employment figures also show the slowly decreasing importance of
manufacturing over time. Forecasts until 2020 expect an increase in employment in business
and other services by almost 10% while employment in manufacturing might drop further by
some 8%.

France shows a moderate deficit in the trade of goods, relative to the total volume of exports.
The negative trade balance in manufacturing mainly resulted from deficits in electrical and
optical equipment, textiles and clothing and basic metal products while mainly transport
equipment, chemicals and food/drinks/tobacco showed noteworthy trade surpluses. The
Revealed Comparative Advantage (RCA), measured relative to the EU and concentrating on
manufacturing, shows particular strengths for France in 2008 in food, drinks and tobacco and
transport equipment.

Exit from the crisis

French manufacturing output dropped by 20% during the economic and financial crisis.
Production increased by 9% in July 2010 compared to the bottom of the crisis.

The anti-crisis measures mainly focused on easing the access to finance for companies (for an
amount of EUR 15.9 billion out of EUR 33 billion spent under the Recovery Plan by March
2010). This primarily included early reimbursement of fiscal debts, such as VAT, corporate
tax or Research Credit Tax, and combined with higher pre-financing in public procurement,
fiscal relief for job creation in very small enterprises, loan guarantees to small and mid-size
enterprises as well as more than EUR 1.5 billion of direct investment in various companies by

32 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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the Fonds Strategique d'Investissement. Such measures were characterised by very rapid
implementation, and their combination with support to the banking sector contributed to avoid
a credit crunch and prevented short-term liquidity disruption for most enterprises.

Additional anti-crisis measures were largely based on public investments in transport,
research and building infrastructures (for an amount of EUR 9.8 billion out of EUR 33 billion
spent under the Recovery Plan in March 2010) from public undertakings, local authorities and
central government. Such investment was slower to implement but had some multiplying
effect on economic activity.

Other notable budgetary measures regard sectoral aids to the automotive industry (car
scrapping scheme, which benefited more than 700,000 individuals so far, and state aids
including a 5-year ‘green’ loan of EUR 6 billion to the car builders PSA and Renault, aimed
at supporting the development of cleaner vehicles).

The recovery measures, which were targeted, timely and temporary, contributed to sustain
domestic demand and to avoid a deeper recession.

3.10.3. Towards an innovative industry

In terms of innovation performance, France remains among 'innovation followers', as
measured by the European Innovation Scoreboard. While public sector investment is
significant, France’s main weakness lies in a relatively low private investment in R&D and a
low innovative behaviour of companies, notably SMEs.

In 2008-2009, in a context of economic crisis, public funding to encourage business
expenditures in research and innovation was increased and focused on a few key instruments,
namely the Research Tax Credit (CIR), the innovative start-up scheme (Jeunes Entreprises
Innovantes), financing by the Innovation Agency OSEO and support to competitive clusters
(pOles de compétitivité). In 2009, an evaluation demonstrated the effectiveness of the
innovative start-up scheme.

EUR 7 billion out of the EUR 35 billion dedicated to ‘investments for the future’ (financed by
the Grand Emprunt launched in December 2009) were allocated so far, out of which EUR 4.5
billion directly relate to innovation, including EUR 1.8 billion for eco-innovation. Fund
allocation is consistent with the priorities set in the National Strategy for Research and
Innovation (2009).

Most Regional Innovation Strategies were adopted in 2009, which can contribute to the
consistent implementation of the principles and priorities of the National Strategy for
Research and Innovation, based on the strengths and weaknesses of the competitive situation
and of the ‘innovation ecosystem’ identified at local level, and through coherent use of
existing policy tools.

In 2010-2011, in a context of constrained public finances, it is expected that a systematic
evaluation of the added value and effectiveness of existing financial schemes and state aids in
promoting additional business investment in R&D&I based on performance indicators would
allow refocusing public spending on key innovators (such as innovative SMEs). This could be
combined with a reflection on the insufficient private funding of innovation (e.g. venture
capital and bank loans), for example as regards possible substitution effects from public
intervention or lack of competition in the financial sector.
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Technological but also non-technological innovation (including product differentiation
through design or branding and innovation in services and processes) can play a key role in
strengthening the non-price competitiveness of export-oriented production (goods and
services). To this end, several possibilities exist to further improve the ‘innovation
environment’, e.g. pursuing efforts to improve the governance of the pdles de compétitivité,
improving the efficiency of public structures in research and innovation and higher education
(e.g. mergers of institutions to reach ‘critical mass’); strengthening incentives to public-
private cooperation including through ‘valorisation’ of public research findings; through
public procurement etc. Efforts to strengthen the cooperation between secondary and higher
education and the business community may be usefully pursued and amplified, as well as the
development of vocationally-oriented curricula with technical or engineering background
(notably at regional scale).

3.10.4. Towards a sustainable industry

Greenhouse gas emissions in 2008 decreased by 6.4% overall compared to 1990. Emissions
from electricity generation are low compared to most developed countries due to nuclear
power, but emissions from transports and buildings increased until 2008 compared to 1990,
and energy consumption from buildings increased by 4.8% between 2000 and 2007. This is to
be compared with the targets of the Grenelle de I'Environnement (-38% in energy
consumption from buildings and stabilisation of greenhouse gas emissions from transport by
2020). The share of renewable energy in gross inland consumption is 7% in 2007, to be
compared to a target of 23% by 2020, and mainly comes from biomass (for heat and power)
and hydropower. Two French producers of biomass heating are in the world top 10, but there
is no significant French manufacturer in the sector of solar and wind energy, where France
seems to have lost the competitive race so far.

Energy intensity decreased by 15% between 1991 and 2006 and energy efficiency is high
compared to most developed countries. Electricity prices (including for industrial customers)
are relatively low and energy dependency remains below the EU average.

The Recovery Plan did not contradict with long-term environmental targets. “Green” recovery
measures in rail, waterways, ports, energy efficiency in agriculture, thermal renovation of
buildings, car scrapping scheme, green R&D and energy infrastructures accounted for more
than 15% of the Recovery Plan.

2009-2010 measures for the energy performance of buildings consistently address the main
market failures by encompassing regulation, audit and certification, tax and financial
incentives, consumer information and training of professionals. Installation of plug-and-ride
terminals, combined with ‘green’ loans to car manufacturers and public procurement, is
expected to allow selling of electrical vehicles as of 2011. Heavy transport will be charged on
free roads as of 2011. But the consistency between Grenelle | targets and Grenelle Il
provisions is less obvious in the field of renewable energy, notably as regards the
development of solar and wind energy at industrial scale. A draft ‘national strategy for
sustainable development 2009-2013°, consistent with EU targets and policies, is being
discussed. In January 2010, a national conference on ‘green growth jobs’ identified future
skill needs in 11 ‘green’ sectors.

Promoting export-oriented specialisation areas in the ‘green’ sectors through integrated
sectoral strategies is reported as a means to strengthen France’s industrial competitiveness
while contributing to the ‘greening’ of its overall economy and the achievement of its
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environmental targets. This may include environmental industries (e.g. air, water and waste
treatment) and eco-technologies (e.g. new technologies in renewable energy), transportation
(e.g. rail, electrical and hybrid cars), energy (e.g. biomass heating), ‘sustainable cities’ (e.g.
sustainable urban mobility & urban planning), sustainable agriculture, ‘green’ chemicals etc,
and may be connected with the priorities set in the National Strategy for Research and
Innovation (2009) and the future National Strategy for Sustainable Development.

3.10.5. The business environment

France scores significantly better than the EU average concerning electricity prices for
medium size enterprises, infrastructure expenditures and satisfaction with the quality of
infrastructure. eGovernment usage by enterprises in 2009 is slightly below the EU average.
France scores clearly below the EU average concerning the burden of government regulation
and the legal and regulatory framework. The latter indicates some potential for clarifying the
business environment (e.g. corporate law and corporate taxation), streamlining administrative
structures (e.g. Balladur report, duplication of services) and systematically reviewing state aid
and financial support schemes (e.g. 6000 support schemes for enterprises, including 120 for
creating a new firm).

Since 2008, France has undertaken a set of initiatives in order to improve the regulatory
quality. Since 1% September 2009, impact assessment has been a constitutional requirement
and any bill proposed by the government must be accompanied by an impact assessment
made public online. Impact assessments have a significant scope, but no recommendation is
made concerning SMEs. The streamlining of permanent consultation bodies (abolishment of
40% of the advisory boards) in 2009 and the increased use of temporary consultation
mechanisms such as the ‘Grenelle’ method and ‘Etats généraux’ and of publicly available
consultation documents are positive.

The most recent simplification law (May 2009) includes few provisions for enterprises. The
initial national objective was to reduce the burden of the most burdensome or ‘irritating’
procedures by 25% before end 2011. 700 administrative obligations or procedures were
analysed so far, and 250 simplified. Besides, the measurement methodology was enlarged to
“users’ expectations” (including private individuals). Following ‘Etats Généraux de
I”Industrie’, a new initiative was launched in May 2010 to “simplify the legal and regulatory
environment of businesses for their competitiveness”, including all administrative procedures
and laws applicable to enterprises, and to reduce corresponding costs and delays.

In 2009, the transposition of the Services Directive strengthened one-stop-shops for creating,
modifying or closing a company. New e-Government services allow enterprises to pay their
taxes and social contributions online.

The ongoing State Modernisation Programme (RGPP) implies huge efforts for streamlining
the state’s organisation to improve public finances. There are obvious synergies between this
exercise and a systematic review of the business legal and regulatory environment from the
‘competitiveness’ angle, as proposed following ‘Etats Généraux de I’ Industrie’. The overall
business environment would also benefit from enhanced domestic competition (e.g. banking
sector; business and other services).
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3.10.6. Entrepreneurship and SME policy

The SME sector in France employs, in total, relatively less people than in the EU (61.7% vs.
67.4%). France scores above the EU average concerning the time required to start-up a
business and slightly above the average concerning early stage financing and bank loan
conditions deemed acceptable by companies, despite deteriorated access to venture capital
and payment delays in 2009. France scores slightly below the EU average concerning the
business churn.

The rate of SMEs which import, export and invest abroad and the rate of SMEs which
innovate internally and place new products on the market remain below the EU average
(according to the SBA fact sheet 2009). This might be correlated to the lower share of high-
growth SMEs and to an overall insufficient growth of SMEs. To enhance their innovation
capacity, non innovative SMEs primarily need information and contacts (e.g. through OSEO,
chambers of commerce, regional authorities, competitive clusters etc.) while innovative SMEs
need financing, especially in the expansion stage (including from venture capital). Both need
enhanced access to skilled workforce.

320,000 enterprises were created under the new statute of ‘auto-entrepreneur’ in 2009 (against
260,000 creations with other statutes), mainly by employees and unemployed benefiting from
the new programme for business creation and takeover (employment policy). Annual sales by
‘auto-entrepreneurs’ are low (EUR 6 300 on average) and the conversion rate into ‘normal’
companies is unknown, but this measure certainly promotes entrepreneurial spirit. Assessment
in the mid term is necessary.

The OSEO financing capacity (guarantees) was significantly increased in 2008 within the
Recovery Plan, and EUR 2.5 billion were added in 2009, including EUR 1 billion for
innovative SMEs. The introduction of the Credit Ombudsman can be considered as a good
practice. The deterioration in payment delays in 2009 due to the crisis was partially offset by
the positive impact of the Loi de Modernisation de I’ Economie on the duration of payments;
the early reimbursement of the Research Tax Credit contributed to relieve short-term
financing constrains for key innovators (i.e. innovative start-ups and high-growth SMEs).

In 2010, the creation of regional “single contact points” providing SMEs with overall
information about all administrative procedures and obligations (including taxation and state
aids) was decided following the ‘Etats Généraux de I’ Industrie’.

Easier access to bank loans (through support to mutual guarantee mechanisms) and private
funding (including venture capital), simplification of the regulatory environment, enhanced
domestic competition (e.g. in business services) and a more dynamic and open research and
innovation system are key levers to set the right conditions to promote the growth, export and
innovation capacity of SMEs.

Efforts to improve reduced payment delays from public undertakings should be pursued.
Derogations to the rule on payment delays should be suppressed by 2012.

Efforts to improve the efficiency of public support to exporting firms (e.g. avoiding
duplication and overlaps of efforts by various structures), especially in emerging countries
such as India and China, should be pursued.
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3.10.7. Conclusion

Challenges for France are to improve its external competitiveness and to facilitate structural
change. To this end, efforts should continue to improve the overall research and innovation
environment, including through stronger links between the business community, higher
education and vocationally-oriented curricula, and to implement the Regional Innovation
Strategies which are more accessible to SMEs.

The legal and regulatory environment for businesses, including administrative procedures and
financial schemes such as state aids, needs further simplifying to reduce associated costs and
delays; improving the competition framework would also benefit the overall business
environment. Easier access to finance and human capital, information and networking within
an ‘open’ innovation system, simplified business environment for SMEs, and efficient support
to exporting firms would also contribute to the growth of SMEs.
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311 Italy

3.11.1. Indicatorsgraph

Labour productivity per hour worked (EU=100; 2008)

Labour productivity per person employed (EU=100; 2009)

Labour productivity per person employed in manufacturing (1000 PPS; 2008)
Share of science and technology graduates (% of 20-29 years old population; 2007)
R&D performed by businesses (% of GDP; 2008)

Share of innovating enterprises as % of all enterprises (2004)

Share of high-tech exports in total exports (2006)

Energy intensity in industry in kg of oil equivalent per euro of gross value-added at
constant prices (2008)

Carbon intensity per ton of oil equivalent of energy consumption (industry;
tCO2/toe; 2007)

Waste generated by enterprises (kg per inhabitant; 2006)

Exports of environmental goods as % of all exports of goods (2008)
State aid for industry and services as % of GDP (2008)

Electricity prices for medium size enterprises (Euro per kWh; 2007)

Infrastructure expenditures (euro per inhabitant; 2007)

Satisfaction with quality of infrastructure (rail, road, port and airport)
(1=underdeveloped / 7=extensive and efficicient by int'l standards; 2009)

% of broadband lines with speed above 10 MBps (2009)

Legal and regulatory framework (0= neg. / 10=pos.; 2010)

Burden of government regulation (1 = burdensome 7 = not burdensome; 2008/09)
E-government usage by enterprises (%; 2009)

Time required to start a business (days; 2009)

Enterprise survival rate after two years (2007)

Business churn (enterprise entries and exits as % of existing stock; 2007)

Share of high-growth enterprises as % of all enterprises (2006)

Early stage financing (% of GDP; 2008)

Rejected loan applications, and loan offers whose conditions were deemed
unacceptable, as % of all loan applications by SMEs (2009)

Duration of payments by public authorities (days; 2010)

Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left) always

indicate performance which is better (weaker) than the EU average.
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3.11.2. Introduction®

Italy’s labour productivity, measured per hour, was slightly above the EU average in 2005 and
2008; measured per person, it was stable at some 110% of the EU average. Real and nominal
unit labour costs increased more than in the EU as a whole between 2005 and 20009.
Moreover, nominal unit labour costs in Italian manufacturing increased by 45% between 2000
and 2009, thus more than in any other EU-15 Member State except Luxembourg. As a result,
the overall increase was more than twice the EU average of 19%. Italy's real effective
exchange rate has appreciated markedly in the past ten years, indicating decreased
competitiveness against third countries.

Italy is specialised in sectors demanding low-intermediate labour skills and in low skill
sectors though the importance of the latter is decreasing from 1997 to 2007. The share of high
skill sectors remains slightly below the EU average. The sectoral structure by technology
category remained partly stable with a low weight of sectors with high and medium-high
technology intensity.

Manufacturing accounts for a larger share in the Italian economy than in the EU in total
(18.5% vs. 17% of value added in 2008). This is mainly due to specialisation on leather and
footwear and textiles and clothing as well as, to a lesser extent, other machinery, basic metal
products and non-metallic mineral products. In services, Italy’s sectoral structure follows the
broad picture of the EU in total; only the hotels and restaurants sector has a clearly higher
weight. Agriculture and, in particular, fishing are more important than in the EU as a whole.
Employment figures point to a below-average level of productivity in manufacturing; the
share of manufacturing in total employment has decreased over time. Forecasts until 2020
predict an 18% increase in employment in business and other services, while employment in
the primary sector might decline by almost 30%.

Italy’s trade in goods has been in balance. Its strengths relate to the export of a wide range of
medium-technology consumer and investment goods. The rapidly growing high-technology
information and communications sectors play a smaller role in exports. Transport equipment,
other machinery, and chemicals showed a strong export performance, with also basic metal
products, electrical and optical equipment, and textiles and clothing being important exporting
sectors. The trade balance in manufacturing resulted from surpluses in, above all, other
machinery; textiles and clothing; and other manufacturing. Electrical and optical equipment
and chemicals showed a noteworthy trade deficit. The Revealed Comparative Advantage
(RCA), measured relative to the EU and concentrating on manufacturing, shows particular
strengths for Italy in 2008 in leather and footwear, textiles and clothing and other
manufacturing.

Exit from the crisis

Italian industry has been hit hard by the crisis. Production in the manufacturing sector in July
2010 stands at 80% of the pre-crisis level. Most industrial sectors are in difficulty. Those
which suffered first from the contraction of the international demand were the metal-
mechanic and textile industries. Since September 2008, also sectors such as agro-food,
construction, commerce, and chemical industry have been hit.

33 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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Given the high public debt, the Italian fiscal stimulus and support to the real economy were
prudent and focused on targeted support measures. On the product market, the government
has temporarily subsidised the purchase of durable goods — such as domestic energy efficient
appliances and furniture, and energy-efficient and innovative cars with low-environmental
impact — while, at the same time, fostering environmental goals through energy saving and
emissions reduction. Measures were also taken to foster industrial innovation, reduce
administrative burden and accelerate investment in priority infrastructure such as railways and
public works. Italy has also taken a number of measures for alleviating the impact of the crisis
on the business sector (more detail in SME section below).

In general, measures taken to mitigate the impact of the crisis have relied mainly on
reallocation of funds, trying to shift them towards action with high growth multipliers and
future-oriented areas, such as environmentally friendly technologies, resource efficiency and
renewable energy, as well as smart infrastructure.

3.11.3. Towards an innovative industry

In terms of innovation performance, Italy is below the EU average and its relative position has
not significantly improved over the past five years. According to the European Innovation
Scoreboard (EIS), Italy positions itself in the group of 'moderate innovators', showing slow
progress and registering a below-average annual growth rate. Italy is behind its main
European partners in many indicators of technology and innovation such as lifelong learning,
tertiary education, patents, and business R&D expenditure. Expenditure on R&D was only
1.2% of GDP in 2008, with the private sector accounting for less than half of the total. This
low performance reflects the prevalence in the productive sector of SMEs, which are
specialised in manufacturing with a medium high-technology output, as well as of small firms
such as family businesses. Although they have traditionally been a source of dynamism, their
limited financial resources hamper the ability to invest in research activities and innovation.

In the area of innovation, a number of relevant measures were taken, including the creation of
public-private joint-labs in strategic sectors to sustain new high-tech industries, the
establishment of eleven Technology Districts, the promotion of the Italian participation in
Technology Platforms set up by the European Union and the establishment of incentive
schemes that target sectors or activities identified as priority investment areas and that foster
linkages between SMEs and research institutions.

Funding mechanisms in support of innovation include a mix of direct and indirect
instruments. Although direct public support to companies through grants and loans has been
the traditional approach to finance research and innovation activities, the system has changed
since 2006, with the reform of the public incentive system and the transition from capital
subsidies to risk-taking by banks.

The main initiatives launched between July 2008 and July 2009 include: the National Fund
for Innovation, to promote innovative projects based on strengthening and exploitation of
industrial property (total budget EUR 60 million); a risk capital fund for SMEs, to favour the
influx of risk capital in southern Italy and support the creation and development of SMEs
involved in investment programmes related to product and process innovation through the use
of digital technologies (total budget EUR 160 million, of which EUR 80 million from public
funds); a tax exemption on capital gains from start-ups, to reinforce the role of private
investors, especially business angels; funds dedicated to finance innovation projects proposed
by start-ups operating in medium/high-technology sectors in biotech, ICT, materials, robotics
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and energy (total budget EUR 55 million); funds for research and innovation in the energy
sector (total budget EUR 210 million) and a 'Brain return' measure to counteract the brain
drain phenomenon and to attract Italian researchers living abroad through a tax incentive
(10% tax applied to personal income) during the first five years of fiscal residence in Italy as
of January 2009.

Measures were also envisaged to strengthen industrial competitiveness by enhancing patent
and trademarks institutions and procedures and reinforcing protection against fraud and
counterfeiting.

Under the shortage of finance both from public and private sources and the tightening of
credit conditions which limits the firms' access to funds, the main outstanding challenge is
innovation financing, including through a more efficient allocation of resources via the capital
market. Related to this, a major weakness is the high degree of fragmentation of the
institutions and actors that support new firms and innovation as well as a high number of
instruments and measures at national and regional level. Thus, efforts to avoid fragmentation
and overlapping between initiatives at national and regional levels, as well as to improve the
current policy mix through an increased focus on key technology innovation areas would be
useful. Another challenge relates to improving technology transfer mechanisms to reduce the
existing gap between research and the market, especially through systemic public-private
partnerships, and cooperation among companies. Furthermore, the shortage of high-skilled
labour force and the brain drain phenomenon are concerns for Italy. Finally, the low
propensity of companies to invest in innovative technologies and undertake organisational
change is also due to strict regulations affecting certain sectors (e.g. entry barriers, price and
quantity restrictions).

3.11.4. Towards a sustainable industry

Italy's environmental performances as regard the energy intensity of the economy and the
carbon intensity of energy consumption in industry can be characterised as good. This reflects
Italy's significant efforts to support the modernisation of the industrial base and to implement
energy efficient technologies in order to reduce the need for energy imports. By contrast, Italy
scores below the EU average concerning waste generated by enterprises and exports of
environmental goods.

The development and the competitiveness of the Italian productive system are embedded in
the Industria 2015 Strategy. Its main instrument, the Industrial Innovation Projects (IIP),
supports the implementation of specific projects in energy efficiency, sustainable mobility,
new technologies for "made in Italy" products, new technologies for cultural and tourism
properties, and new life technologies. All three calls already issued in this framework contain
measures focused on the environmental impact, energy efficiency and spread of clean
technologies.

In the framework of its recovery measures, Italy has supported investments in greening the
economy, with emphasis on energy efficiency and use of renewable energies. The main recent
initiatives in this area with direct relevance to industry included projects to sustain the
diffusion of renewable sources and energy saving in SMEs, public buildings, secondary
schools, sport centres, penitentiaries, small islands, and protected areas (total budget
EUR 74 million for 2009) as well as a fund to develop and enhance the use of high-efficiency
industrial motors and the production of electricity, heat and refrigeration via small co-
generators (budget EUR 200 million per year over the period 2007-2009). In addition, Italy
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introduced a tax break between July 2009 and July 2010 for investment in new machinery,
incentives introduced by the February 2009 stimulus package to purchase low-emission motor
vehicles (including some categories of commercial ones) in exchange for scrapping old ones
(estimated budgetary cost of the incentives for 2009 was around EUR 1.1 billion, 0.07% of
GDP), and funds allocated by the February 2010 incentive scheme to stimulate sales for
motorbikes, including electric and hybrid models, home appliances and modular kitchens,
energy-saving homes, alternative energy inventers and marine engines (total budget
EUR 216 million).

At institutional level, the main development consisted in the reform of monitoring of waste
from industrial activities adopted and implemented in 2009. The latter introduces an
electronic Industrial Waste Monitoring System (SISTRI) to which enterprises are obliged to
adhere.

Other relevant initiatives in this area are the adoption in 2008 of the Action Plan for green
public procurement, which defines minimum standards for every category of goods and
services purchased by the administration, and the establishment of a working group on green
chemistry (a working group on green cars is also foreseen).

Italy's productive structure is heavily dependent on imported energy and the policy response
to encourage a greater diversification of energy sources and suppliers seems adequate.
Moreover, Italy has channelled resources towards future-oriented areas, such as
environmentally friendly technologies, resource efficiency and renewable energy, as well as
smart infrastructure. Building on the achievements of the first National Energy Efficiency
Action Plan, Italy could develop further a more comprehensive energy efficiency strategy.
The shortage of skills in science and technology also needs to be addressed if Italy wants to be
competitive in innovation and the development of low-carbon technologies.

3.11.5. The business environment

Italian regulatory environment is characterised by lengthy and costly procedures for enforcing
contracts and dealing with licences and, in general, high administrative burden on firms. The
degree of competition in services is relatively low, especially with regard to energy market
and financial and professional services. The quality of infrastructure lags behind other
Eurogroup countries and despite massive public investment over last decades, large disparities
persist between the north and the south of the country. In this light, Italy scores clearly below
the EU average concerning the satisfaction with the quality of infrastructure, the legal and
regulatory framework, the burden of government regulation and electricity prices for
enterprises. By contrast, Italy scores significantly above the EU average concerning the e-
government usage by enterprises and slightly above average concerning the level of state aid
to industry and services.

Italy adopted in 2008 a law on urgent arrangements for economic development,
simplification, competitiveness, stabilisation of public finances as well as tax equalisation.
This law is structured around three main instruments: 'cutting laws', 'cutting-burden' and
'cutting bodies'. In this context, a target to reduce the administrative burden on businesses by
25% until 2012 has been set, with over EUR 4 billion of annual savings for businesses already
achieved. In addition, a new simplified regulatory impact assessment system was elaborated,
focusing on the impacts on enterprises, citizens and public administration. The law has also
introduced the one-stop-shop (Sportello unico), which allows a business to be opened directly
via Internet by sending a single communication.
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Italy plans to extend administrative simplification measures to regions. Provisions annexed to
the 2010 budget law indicate that this undertaking would imply for SMEs savings up to
EUR 5 billion per year.

The reform of the public administration is ongoing. Its structuring principles are better linking
pay with performance, increasing mobility and introducing further competitive elements in
the appointment of public managers. Furthermore, the e-Government 2012 Plan, launched in
2009, aims to modernise the public administration and to promote innovation through ICT.
The Plan is expected to generate important savings (circa EUR 40 billion in 4-5 years) from
the increase in productivity in the public sector.

Other recent institutional developments aiming at creating a responsive administration are the
law regulating the ‘delegation to the government on mediation and conciliation of civil
disputes and trade’, which aims at saving SMEs time and costs in case of a dispute, and the
law providing an option for cooperative societies to submit an annual communication instead
of requiring full annual accounts (both adopted in 2009).

In order to improve infrastructure, a part of the Funds for Underutilised Areas (FAS) was
committed to design and construction of new infrastructure. With the 2010-2013 Economic
and Financial Planning Document (DPEF), the Italian government approved measures
entailing approximately EUR 30 billion of investments in infrastructures. By the end of 2009,
new construction sites were opened for works with a value of roughly EUR 14 billion.

With regard to deregulation, an important law was adopted in 2009, whose aim is to remove
obstacles that hinders opening up of markets, promote the development of competition and
ensure consumer protection through a closer cooperation between the government and the
Competition Authority. The law was designed to overcome anti-competitive regulations often
established at regional and local levels.

Italy has made efforts to improve its business environment, especially with regard at the
quality of existing regulations though abolishing a high number of obsolete laws. Improving
further the quality of new regulations, including by making better use of tools such as ex ante
impact assessment and consultation, remains an important undertaking in this area. Moreover,
an overarching strategy for regulatory reform would help to keep the focus on reducing
further the operating costs for businesses, streamlining implementation and better
coordinating national and regional governments. Progress has been made towards improving
the efficiency of public administration by adopting the law reforming this sector, but its effect
will depend on the effective implementation. Furthermore, strengthening competition in the
service sector remains an important undertaking to improving the business environment and
competitiveness.

3.11.6. Entrepreneurship and SME policy

The business sector in Italy is characterised by a large number of small and medium-sized
firms specialised in products that require high-quality design and engineering. Their average
size in terms of number of employees is significantly lower than in the EU. Italy scores
clearly above the EU average concerning the share of high-growth enterprises and slightly
above average concerning time required to start a business, the enterprise survival rate after
two years and bank loan conditions deemed acceptable by companies. However, it scores very
badly concerning the payment duration by public authorities and clearly below the average
concerning early stage financing and the business churn.
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Italy has taken a number of measures for alleviating the impact of the crisis on the business
sector: a permanent partial deductibility of the regional tax on economic activities (IRAP)
from corporate income tax (IRES); the postponement of two deadlines for business tax
payments; a tax deduction equal to 50% of the cost between June 2009 and July 2010 for
reinvested profits in industrial machinery; and the acceleration of late payments by the state to
business for goods and services.

Italy also made largely use of the possibility to grant state aid up to EUR 500 000 under the
Temporary State aid Framework. Over EUR 1 billion was made available to SMEs in
manufacturing, services, automobile and transport sectors. Moreover, Italy provided
guarantees with a budget of EUR 40 million under the Framework.

To foster skills and innovation potential, apart from measures presented above (section on
knowledge-intensive production), three other initiatives launched in 2009 are relevant with
regard to SMEs. These include the Biennial National Plan for the commercial exploitation of
intangible assets by small and medium enterprises, to stimulate innovation and economic
growth though use of intellectual property, the Italian Network for Innovation and
Technology Transfer to SMEs (RIDITT), conceived as an information hub and a reference
point for centres for innovation and technology transfer, and a call for proposals providing
grants, to support start-ups in the high and medium-high technology, launched in the
framework of the National Operational Programme Research and Competitiveness for the
period 2007-2013.

A major undertaking to support the Italian firms specialised in the production of high-quality
goods on the global market is the approval in March 2010 of the law on a Made in Italy
stamp. According to this law, the 'made in Italy' label will be assigned only to those finished
products whose manufacturing stages for the most part took place in Italy, in textile, home
furniture, shoes, leather and clothes.

Regarding the internationalisation of SMEs, financial support for programmes improving
access to foreign markets, development of feasibility studies and technical assistance related
to Italian investments abroad is provided under a law adopted in 2008. In addition, a law
adopted in 2009 charges the government with coordinating all legislative arrangements
related to internationalisation, including exports, promotion of investments, agreements
between public organisations and the bank system using foreign bank services.
Furthermore, an anti-crisis export promotion plan has been introduced in the framework of the
recovery measures, with an overall budget of EUR 185 million for 2009.

Despite measures taken to alleviate the impact of the crisis, the business sector is confronted
with difficulties in accessing finance and is suffering the shrink of both global and domestic
markets. Facilitating the access of companies to international markets could help offset the
decline in demand. The policy response through the export promotion plan, together with the
other export supportive measures, seems adequate in this regard. Furthermore, enhancing the
capacity of enterprises, particularly SMEs, to grasp global economic changes and respond to
global challenges and risks are a concern.

3.11.7. Conclusions

Whilst Italy's short-term priority is to consolidate public finances, a gradual shift of the
productive structure towards more high-technology and innovative activities would enhance
the country's competitiveness in the medium to long-term.
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A number of measures have been adopted with regard to knowledge, innovation and industry.
Increasing enterprises' innovation potential, encouraging a higher level of private expenditure
on research and innovation activities, as well as an increased focus on key innovation areas
and better governance to avoid fragmentation and overlapping between various initiatives
could all be useful approaches for Italy.

Considerable efforts have been made to improve the business environment, especially through
a range of measures addressing the regulatory quality. Developing an overarching strategy for
regulatory reform would help to keep the focus on reducing further the operating costs for
businesses, streamlining implementation and better coordinating national and regional
governments. In addition, important cross-cutting issues are the shortage of high-skilled
labour force, the efficiency and the effectiveness of the public administration at central and
local level, the competition framework as well as the efficiency of local public services.
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3.12. Cyprus

3.12.1. Indicatorsgraph
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3.12.2. Introduction®

Cyprus’ hourly labour productivity per hour worked reached about 80% of the EU average
while it reached 90% per person employed. However, nominal unit labour costs in Cypriote
manufacturing increased almost twice as fast as the EU average of 19%, resulting in an
overall increase of 36% between 2000 and 2009.

Cyprus faces a chronic competitiveness problem, which is reflected in its large goods trade
deficit. Cyprus' real effective exchange rate clearly appreciated between 1999 and 2009
indicating decreased competitiveness. However, this decrease was less pronounced than for
the EU on average. Cyprus’ trade deficit in goods is by far the largest in the EU if measured
as a share in total exports. These developments suggest that the main determinants of the trade
deficit are due to structural reasons such as specialisation and linked to low productivity
growth. On the other hand, services (73.8% of GDP in 2008) exhibit strong dynamism,
reflected in high rates of growth and an expansion of global market share. However, they do
not compensate the deficit in the trade of goods.

Cyprus is characterised by a marked but declining specialisation in low skill sectors, while
high-intermediate and low-intermediate skill sectors are stable at the average from 1997 to
2007. Cyprus is specialised in low and medium-low technology sectors, and high technology
sectors have been growing gradually, from a very low level. Generally speaking Cyprus tends
to specialise in sectors having low growth and productivity rates with respect to the EU
average.

Manufacturing represents a significantly smaller portion of the economy compared to the EU
(8 vs.17% of value added in 2008), specialising in non-metal mineral products, wood products
and increasingly food/drinks/tobacco. In the service sector, hotels and restaurants, public
administration, financial intermediation and construction are above the EU average (2008
figures).

Employment figures show structural changes taking place in the service sector. Forecasts up
to 2020 indicate strong increases in construction, business and other services as well as non-
marketed services and stable employment in all other sectors.

Exit from the crisis

Cyprus was affected be the crisis later than most EU members. Manufacturing output in June
2010 was 15% below its pre-crisis level and only 3% higher than at the bottom of the crisis.
While in 2008 no problems were reported regarding access to finance, both in 2009 and 2010
domestic credit growth dropped due to the more restrictive lending policies of financial
institutions. Sectors most affected by the credit squeeze are manufacturing, construction and
tourism. The Cypriot government did not implement specific measures under the Temporary
State aid Framework and relies on regular State aid rules.

Specific support measures were introduced to help the tourism and construction industries,
consisting of the:

34 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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e Increase of the government grant provided to the Cyprus Tourism Organisation
(CTO) by EUR 12 million (0.07% of GDP) enabling the CTO to adopt a more
extrovert and aggressive strategy to stimulate demand and mitigate the effects of
the crisis on tourism.

e Reduction of VAT from 8% to 5% for the hotel industry for the period 1.5.2009 —
30.4.2010 (EUR 15 million).

e Support scheme for domestic (social) tourism, i.e. increase of the available budget
provided to low income families, pensioners, welfare recipients and people with
disabilities for subsidizing vacations at local destinations during the summer
period of 2009 (EUR 10 million).

e Reduction of landing fees at airports levied on airline companies for the period
1.4.2009 — 31.12.2009 (EUR 16 million).

e (Cancellation of overnight stay fees levied by local authorities on hoteliers for the
period 1.4.2009 — 31.12.2009 (EUR 10 million).

3.12.3. Towards an innovative industry

The European Innovation Scoreboard 2008 classifies Cyprus among 'Moderate innovators'.
R&D spending and businesses R&D remain at particularly low levels in comparison to GDP
in spite of rapid growth in absolute terms; due to the structure of the productive sector, a
significant increase of business R&D expenditures is unlikely in the near future.

The government has introduced a series of measures to encourage stronger industry
participation in R&D and innovation activities and has reinforced the role of the Research
Promotion Foundation. The latter's 2009-2010 programme for calls includes a separate section
on research and innovation in the business sector that supports specific research projects,
networking, technology transfer and innovation in SMEs. The annual budget for these actions
is EUR 8.3 million. The most important action (new products and services) targets the phase
of development of existing research.

Innovation policy focuses on the utilisation of R&D results, diffusion of new technology and
entrepreneurship. It almost exclusively takes the form of direct support; fiscal incentives
would not be effective since tax rates are very low anyway. The creation of the ‘Mediation
Centres for Research and Innovation’ targets the design of the intermediation mechanism
between SMEs and research organisations, while 'Thematic Innovation Networks' aims
directly at the creation of the cooperation networks between enterprises, research institutions
and intermediate bodies. Important actions such as the launch of the high-tech business
incubator programme and the establishment of the Science and Technology Park are under
way.

A parallel scheme under the authority of the ministry for Commerce and Industry aims at
upgrading labour productivity by subsidising training and consulting expenditures by
businesses having more than 10 employees.

While public research capabilities and innovation policy have been considerably improved
over the last decade, the business sector is still considerably under-investing in R&D and
innovation. Innovation policy has evolved rapidly but in a rather fragmented way.
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3.12.4. Towards a sustainable industry
The energy intensity and the CO2 intensity of the business sector in Cyprus are both high.

Cyprus being heavily dependant on imported oil for its energy supply and having a small and
isolated energy grid has set energy efficiency as a top priority alongside addressing climate
change. For this purpose, an energy centre that would enable the importation of natural gas to the
island is under construction and expected to commence its operation by 2013. The New Support
Scheme for electricity generation from large scale units from renewable energy sources (wind
and photovoltaic systems, concentrate solar power systems, biomass and biogas installations)
was approved by the Council of Ministers in December 2009. The first wind park is being
built in the Paphos area, with a capacity of 82MW, amounting to about a third of the targeted
energy to be produced from renewable sources by 2015.

Additional incentives schemes encourage energy saving investments in SMEs and
households.

The high energy and CO2 intensity of the Cypriot business sector, in combination with the
heavy dependence on imported oil for energy generation and a small and isolated energy grid
represent a potential risk in case of high volatility in oil and CO2 prices. Promoting energy
efficiency and the generation of energy from renewable sources clearly remain strategic
priorities for Cyprus.

3.12.5. The business environment

Cyprus offers a generally favourable business environment. Satisfaction with the regulatory
burden and the quality of infrastructure is above the EU average. The small size and the
relative isolation of the economy pose some challenges regarding the functioning of
competition.

In order to strengthen administrative capacity, Cyprus initiated over the period 2008-2009
several initiatives including i.a. the project "Re-organisation and improvement of the
administrative capacity of the Public Administration and Personnel Department" (PAPD).
The Action Plan to facilitate the dissemination of the Performance Assessment System (CAF)
in the public sector together with a new Code of Conduct for civil servants is being
developed. The new Management Information System (MIS) for the Structural Funds, which
went into operation in September 2009, is expected to increase the efficiency of EU funds
management and their absorption rate.

The national Action Plan to promote Better Regulation in Cyprus, approved by the Council of
Ministers in July 2007 and revised in April 2009, is structured around three pillars: the
simplification of the legislation, the reduction of administrative burden and the introduction of
an impact assessment which will be realised by a simplified mechanism based on a standard
questionnaire and supported by a consultation guide addressed to civil servants. This will help
the establishment of a more structural approach towards consultation of stakeholders. Cyprus
adopted in 2008 the target of reducing by 20% the administrative burden on businesses by
2012. It is planned to acquire consulting services for the implementation of a pilot project to
reduce the administrative burden in the real estate market, especially for planning permissions
and building permits.

Usage of eGovernment services by enterprises is still below the EU average in 2009, despite
significant progress over the period 2005-2009. The eGovernment policy is embedded in the
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National Information Society strategy (revised in 2009). The national eProcurement Platform,
completed in February 2009, covers all the phases of the process from eNotification to
elnvoicing and is mandatory for all Contracting Authorities. The one-stop-shop to start-up a
company started its operation in 2007 and is currently upgraded to serve as the point of single
contact foreseen in the Services Directive. The eFiling project, which allows a complete
online registration of a new company, started in April 2008 but is not yet completed.

The new strategy to promote ICT uptake by upgrading ICT-infrastructure and expanding
broad-band coverage will contribute to the improvement both of the diffusion of information
and the functioning of the business environment.

The results of an independent study on the degree of competition in the sector of Professional
Services are examined by the Commission for the Protection of Competition (CPC), which
will consequently proceed with the necessary actions.

The liberalisation of the energy market is continuing; it is anticipated to be fully liberalised by
2014.

3.12.6. Entrepreneurship and SME policy

The contribution of Cypriot SMEs to the overall economy compared to that of large firms is
significantly higher than for the EU average. In particular, the contribution of micro firms to
employment is in Cyprus (39%) higher than the European average (30%) and the contribution
of the total SME sector to employment (84%) is in Cyprus higher than in the EU on average
(67%).

Cyprus continued its efforts to set up a Loan Guarantee Granting Facility to support SMEs
that are not able to provide sufficient collateral. In April 2009, the government entered into a
Financing Agreement with the European Investment Fund for an amount of EUR 20 million,
with a view of providing funds to SMEs. The financial products offered in the Agreement are:
a) Micro-loans with co-funding and b) Micro-loans Cash Deposits. In addition, Cyprus
introduced schemes (co-financed by ESF) to promote women and youth entrepreneurship
through facilitation of access to finance, fostering an entrepreneurship culture and
encouraging them to create their own business. The schemes have been amended and included
in the new programming period 2007-2013 with total budgets of EUR 5 million and
EUR 6 million respectively. An additional scheme (EUR 23 million) supports investments
and acquisition of know-how in SMEs active in manufacturing and business services. Finally,
one-stop-shops for business registration are operational and cover the recruitment of the first
employee.

The main challenge for both general and SME specific measures is the promotion of highly
skilled, high productivity SMEs that will increase the economy's competitiveness and promote
its diversification.

3.12.7. Conclusions

Cyprus faces a chronic competitiveness problem linked to its structural problem of
specialisation in low-skills, low technology and low growth sectors, which is reflected in its
current account deficit. The policy priority therefore remains to adjust the structure of the
economy towards high skill, high growth activities, primarily in services and tourism, through
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investing in education, R&D and innovation and encouraging entrepreneurial activity in high
value added sectors.

The high energy and CO2 intensity of the Cypriot business sector, in combination the heavy
dependence on imported oil for energy generation and a small and isolated energy grid
represent a potential risk in case of high volatility in oil and CO2 prices. Promoting energy
efficiency and the generation of energy from renewable sources clearly remain strategic
priorities for Cyprus.
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3.13. Latvia

3.13.1. Indicatorsgraph

Latvia

Labour productivity per hour worked (EU=100; 2008)

Labour productivity per person employed (EU=100; 2009)

Labour productivity per person employed in manufacturing (1000 PPS; 2008)

Share of science and technology graduates (% of 20-29 years old population; 2007)

R&D performed by businesses (% of GDP; 2008)

Share of innovating enterprises as % of all enterprises (2006)

Share of high-tech exports in total exports (2006)

Energy intensity in industry in kg of oil equivalent per euro of gross value-added at
constant prices (2008)

Carbon intensity per ton of oil equivalent of energy consumption (industry;
tCO2/toe; 2007)

Waste generated by enterprises (kg per inhabitant; 2006)

Exports of environmental goods as % of all exports of goods (2008)

State aid for industry and services as % of GDP (2008)

Electricity prices for medium size enterprises (euro per kWh; 2009)

Infrastructure expenditures (euro per inhabitant; 2007)

Satisfaction with quality of infrastructure (rail, road, port and airport)
(1=underdeveloped / 7=extensive and efficicient by int'l standards; 2009)

% of broadband lines with speed above 10 MBps (2009)

Legal and regulatory framework (0= neg. / 10=pos.; 2010)

Burden of government regulation (1 = burdensome 7 = not burdensome; 2008/09)

E-government usage by enterprises (%; 2009)

Time required to start a business (days; 2009)

Enterprise survival rate after two years (2007)

Business churn (enterprise entries and exits as % of existing stock; 2007)

Share of high-growth enterprises as % of all enterprises (2005)

Early stage financing (% of GDP; 2008)

Rejected loan applications, and loan offers whose conditions were deemed
unacceptable, as % of all loan applications by SMEs (2009)

Duration of payments by public authorities (days; 2010)

Distance from the EU average (measured in standard deviations)

-2 -1 0

1 2
f f
I I
I I
I I
I I
I I
I I
I I
I I
I I
| |

Towards a modern and
competitive industry

Towards a sustainable industry

[l
| |
| |
| |
| |
| |
| |
| |
| |
| |
T T
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
l |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |

Business Environment

| |
| |
| |
| |
L L
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |
| |

Entrepreneurship and SMEs |

Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left)

always indicate performance which is better (weaker) than the EU average.
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3.13.2. Introduction®

Measured both per hour and per person, Latvia's labour productivity is below the EU average
albeit showing a slight improvement. Labour shortages, aggravated by significant emigration,
contributed to the emergence of a wage-price spiral, with increasingly rapid wage growth
outstripping productivity in 2005-2007. Inflation rose to very high levels, peaking at 15.4% in
2008. Concomitantly, nominal unit labour costs in Latvian manufacturing increased by 85%
between 2000 and 2009 with virtually all of the increase occurring during the second half of
the decade. As a result, the overall increase was more than four times the EU average of 19%.
As a result, Latvia's competitiveness has seriously suffered. This is confirmed by the real
effective exchange rate which by 2009 had appreciated sharply, also compared to the EU
average, indicating a significant loss of competitiveness.

In the four years up to 2007, Latvia's real GDP growth averaged over 10% p.a., driven
primarily by a credit boom that fed private consumption and real estate investment. Equally,
the inflows of FDI, which increased considerably after EU accession, went mainly into the
domestic-demand-oriented sectors and the share of manufacturing within total FDI inflows
remained tiny. On the other hand, investment by domestic companies in the manufacturing
sector was significant over the past decade. This has been driving the restructuring of the
manufacturing sector from labour-intensive to more capital-intensive production.
Accordingly, the changes within the composition of manufacturing output have been
substantial, with significant shifts taking place among its different branches.

Latvia has now embarked on a strategy of significant fiscal consolidation and increase in
competitiveness, based on the retention of the current exchange rate and the restoration of
competitiveness through structural reforms and internal devaluation. This strategy is reflected
in the January 2009 Memorandum of Understanding between the Latvian authorities and the
Commission in support of Latvia's programme to maintain domestic and international
confidence in the financial system, contribute to the reversal of the cost competitiveness and
inflationary trends, as well as to strengthen the economy’s growth potential.

In 2008, Latvia had a trade deficit in all major groups of goods, except wood and articles
thereof. This partly reflects the consequences of the recent domestic demand boom, but is also
a result of the high share of services in the country's economy and exports. The wood and
textile industries, historically the most important export sectors along with the metal industry,
were hit by large domestic cost increases between 2004 and 2008. At the same time, the
deficit in goods relative to total exports has been decreasing significantly from 2005 to 2009.

The previously high current account deficit was due to a large deficit in trade in goods (spread
widely across product categories), traditionally partly counterbalanced by a surplus in trade in
services. Despite the deteriorating cost competitiveness, Latvian export performance has been
very dynamic: its share in total exports of the EU-27 and the world doubled between 1999 and
2007. This gain has been continuous and widespread across product categories. A number of
factors can explain the increase in Latvia's market shares despite the strong cost pressures:
better market access and deepening regional trade integration, the high growth of the CIS
economies, the still very low level of wages (at around only a quarter of the EU average in

3 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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2008) and the recent productivity increase, as well as the increase in prices of commodity
exports.

The share of manufacturing in Latvia has been considerably below the EU average level (for
example, 11% vs. 17% of value added in 2008). Latvia is increasingly specialised in sectors
requiring low-intermediate skills, while there has been a decrease in specialisation for the
high-intermediate and low skills sectors. There is an increase in specialisation on medium-low
technology sectors, and a high degree of specialisation in the low technology sectors. Latvia
tends to specialise in sectors, which in the EU as a whole have recorded above average growth
over the last ten years. The sectoral specialisation indices of 2000 and 2006 show particular
focus on wood and wood products, textiles and clothing, food processing and other
manufacturing. In the service sector, wholesale and retail, transport and communication as
well as construction had a clear above average weight in 2008. Agriculture and forestry are
much more important than for the EU in total. Employment figures for the period 1996-2006
show the decreasing importance of the primary sector as well as manufacturing, and a shift
towards service sectors, especially in real estate and other business activities. Forecasts until
2020 expect a further employment increase in business and other services (+32%), as well as
continued decline in the primary sector (-15%) and manufacturing (-11%), but also in
construction (-28%) and non-marketed services (-9%).

The export product structure of Latvia has become more diversified over the past decade.
Latvian exports are still characterised by raw material and labour intensive products, but there
has been a favourable shift towards capital and technology intensive products, especially since
2005. Even though the share of low-tech and medium-to-low-tech goods in total exports is
still high compared to the other new Member States, exports of capital intensive and easy-to-
imitate research intensive goods have increased very rapidly. While the shares of wood,
mineral products and textiles in total exports declined, more capital and research intensive
segments, such as chemicals, base metals, machinery, and transportation equipment gained
share®®. This observation may suggest that the cost pressures, stemming from rapid wage
growth and labour shortage in the previous years of rapid growth, forced Latvian exports in
goods to shift towards research and capital intensive segments.

Latvia has an established tradition in services due to its geographic position and a well-
developed transit infrastructure. It is interesting to note the relative resilience of Latvian
services exports during the economic crisis, despite the high inflation and the appreciation of
the lats against some regional currencies. Services exports have been increasing by about 19%
p.a. since Latvia joined the EU. Amidst the very severe recession in the first nine months of
2009, the value of services exports reached 56% of that of exports in goods. This was mainly
due to the value of services exports dropping only by some 10% y-o-y, whilst the goods
exports fell by around 21%. However, even in 2008 the value of services exports was
comparable to almost half of the goods exports. Around half of all services exports is in
transportation, some 18-19% in tourism and the rest mainly in financial and other business
services.

Exit from the crisis

36 The quality of trade data might be influenced by the difficulty to exclude transit trade.

Furthermore, caution is needed in interpreting this data, since the broad classifications do not
always capture the true nature of the activity performed in the country.
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Manufacturing production fell by 27% between February 2008 and February 2009 as a result
of the economic and financial crisis. By July 2010, output had recovered by 20% from the
trough. In 2009, mainly due to the rapid correction of the trade deficit and the improvement in
the services balance, the current account balance turned into a 9.6% of GDP surplus and it is
expected to remain at comparable levels in 2010.

In view of the crisis, the Latvian government introduced de minimis aid under the Temporary
State aid Framework. More than EUR 80 million was made available to over 120 businesses,
mainly SMEs. The beneficiary enterprises are mainly active in manufacturing, services and
transport. One individual guarantee case concerned the metal sector. The main problem for
business remains access to finance due to the very high collateral requirements. Moreover,
there is limited availability of short-term export credit insurance.

In November 2009, the Government approved the report by the Ministry of Economy on
Policy Directions for Economic Recovery over the Medium Term. This report proposed the
identification of priorities for public support programmes on the basis of the following
criteria: competitive enterprises with high growth and export capacity; processing industry
sectors with significant contribution to value-added and exports or potential for high future
growth and export (food industry; wood industry; chemical industry and pharmaceuticals;
electric and optical equipment, machinery and metal processing) and export-oriented service
sectors (transport and logistics, tourism and ICT).

3.13.3. Towards an innovative industry

The financial and economic crisis of the country has a profound impact on public policies.
The substantial reduction of all public expenditures in 2009 has considerably endangered
implementation of a range of R&D and innovation support measures and further advancement
of innovation policy as a whole. The European Innovation Scoreboard 2009 identified Latvia
as one of the three countries in the catching-up group, with an innovation performance
considerably below the EU-27 average, but an above average rate of improvement.

A range of support measures addressing the identified challenges have also been launched in
the new planning period of the EU structural funds for 2007-2013. Those include such state
aid schemes as ‘Investments in development of micro, small and medium-sized companies in
specially supported territories’, ‘Liaison offices for technology transfer’, ‘Development of
new products and technologies’, ‘Support for bringing new products and technologies into
production’, and ‘High value added investments’. A new nationally funded pre-seed support
instrument for innovative business ideas has also been launched. A range of other state aid
programmes crucial for the promotion of innovation have been elaborated, yet these are
currently on halt due to the budgetary restrictions.

Latvia has so far not leveraged public procurement to boost innovation.

The main remaining challenge is the poor innovation activity of the majority of SMEs, which
makes enhancing the innovation capacity and performance of the enterprise sector a clear
priority. Latvian companies take almost no advantage of the research potential at universities
and state research institutes and science-industry cooperation has been one of the most
pressing and persisting challenges in the national innovation system. Given the generally low
level of technological development in the private sector, additional emphasis could be put on
the promotion of skills and resources that enable application of existing technologies.
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3.13.4. Towards a sustainable industry

Latvia's economy is characterised by below average performance in terms of energy intensity
of its industry. The measure of exports of environmental goods as a percentage of total
exports is also lagging behind.

During the period 2008-2009, Latvia implemented the Environmental Policy Integration
Programme, using the EEA financial instrument via two open tenders for subproject
applications. Ten projects were approved, including two pilot projects where energy is
produced from renewable energy resources that are not widely used in Latvia (biodegradable
municipal waste and applications involving solar energy and pellets). In 2009, these pilot
projects were approved and their duration runs until January 31, 2011. Work continued on
updating recommendations for the promotion of “green procurement” in public administration
and local government institutions, as well as for the promotion of environmentally friendly
construction standards. Recommendations for three new groups of products/services were also
under development. In 2009, the legislative basis for electricity production from renewable
energy resources and on pricing procedure was also approved.

The main challenge of Latvia is to decrease the energy intensity of its industry where targeted
measures are lacking.

3.13.5. The business environment

Latvia scores slightly above the EU average concerning state aid for industry and services and
electricity prices for medium size enterprises, but slightly below average concerning the
satisfaction with the quality of infrastructure and the e-government usage by enterprises.

In 2009, a regulation setting common principles for policy planning and ex ante impact
assessment practice was adopted. Latvia has also drafted a new Construction Law to decrease
the number of public institutions involved in the process from five to one and to cut the time
required for obtaining a construction permit from 180 days to 60. The draft law was subject to
public consultation in the second half of 2009. Latvia is continuing to improve its new
Insolvency Law that entered into force in 2008. Amendments were scheduled to make the
insolvency process more rapid, flexible and efficient. The Public Procurement Law (June
2009) was amended by altering substantially the requirements for the selection procedure and
standardising the required documentation.

In 2009, the e-government programme 2010-2013 was revised, providing for development of
system-to-system interfaces for government-to-business e-services to improve the uptake.
Since June 1, 2010 the Enterprise Register enables business start-ups to apply simultaneously
for VAT registration. However, entrepreneurs are consequently asked to appear in person at
the premises of the State Revenue Service (SRS) where an additional questionnaire has to be
filled in. On the basis of this questionnaire, a special SRS committee makes a decision
whether to grant a VAT number or not. Officially, up to 15 days are needed to obtain a VAT
number, but the countdown is started only after the entrepreneur has filled in the SRS
questionnaire. Thus, Latvia still does not satisfy the requirements for a fully functional one-
stop-shop for business start-ups.

In 2009, Latvia adopted 2010-2016 guidelines for attracting FDI and promoting exports. A
specific Action Plan for 2010-2011 was adopted in March 2010. At the same time, the
Government adopted its annual Plan for the Improvement of Business Environment, which
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envisages 22 measures (38 sub-measures) in the areas of company registration, micro-
enterprises, tax administration, real estate, as well as e-procurement and e-government. Eight
of the planned measures and 20 sub-measures were already implemented by August 1, 2010.

Despite a significant rise between 2005 and 2009, the use of e-government services by
enterprises is still below the EU average. The use of eCommerce by both enterprises and
private individuals is also underdeveloped. Another feature of the Latvian economy is that
ICT has so far been mainly used for support functions instead of core business activities both
in the private and public sectors. Thus, the ICT potential in raising productivity remains
largely unexploited.

3.13.6. Entrepreneurship and SME policy

The SME sector in Latvia has a structure which is skewed towards larger size classes, with the
percentages of medium- sized and small enterprises much higher than the European averages
and the percentage of micro enterprises much lower. The contribution of SMEs to
employment (76%) in Latvia is significantly higher than the European average (67%). This is
partly due to the particular structure of the SME sector: the relatively few Latvian micro firms
contribute less to employment (22%) than EU micro firms do on average (30%) in all the 27
Member States. In 2008, Latvian SMEs accounted for 74% of value added in the non-
financial business economy, far above the EU average of 58%.

A programme to promote self-employment and entrepreneurship (co-financed by the
European Social Fund) was established in 2009, which provides complete support, including
consultations, training, financial loans and grants for starting a business. Since the start of the
programme, 101 start-ups have been supported with a total loan amount of LVL 1.57 million,
92 projects were granted additional funding and 435 persons participated in training courses.

A competition “Ideas Cup” has been held annually since 2007 where thousands of applicants
submitted their business plans in order to receive mentoring. Since the beginning of the
competition about 1500 ideas were entered and 500 persons participated in training. The
competition project has received the European Commission’s recognition in 2009.

In October 2009, the Government approved a concept paper on support measures to micro-
enterprises, aimed at: decreasing business start-up costs; enabling a friendlier tax policy;
facilitate bookkeeping and access to finance; as well as promote access to information. In the
framework of this initiative, individuals engaged in small business activities may opt for a
combined "patent" fee not exceeding EUR 100 per month, instead of personal income tax and
social security contributions. A special law on simplified taxation of micro-enterprises is in
force since September 1, 2010. The law applies to businesses with an annual turnover below
EUR 100,000 and less than five employees. As of May 2010, a series of simplifications have
also entered into force as regards company registration, notably a possibility to establish an
enterprise with decreased (instant) statutory capital — going as low as EUR 1.43.

The support measures for entrepreneurship also include various financial instruments: loan
instruments, guarantees, as well as seed, start-up and risk capital support programmes. For
example, the Mortgage and Land Bank programme “ Loans for the Improvement of Enterprise
Competitiveness’ accounts for LVL 140.2 million financing. Since the beginning of
programme (2008), a total of LVL 106.6 million in loans has been approved, including LVL
38.4 million of loans co-financed from the ERDF. The Latvian Guarantee Agency (LGA)
provides credit guarantees and export credit guarantees in the framework of the programme
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“ Guarantees for the Improvement of Enterprise Competitiveness’. By August 31, 2010 the
LGA had issued credit guarantees to 136 companies for a total of LVL 51.3 million and
export credit guarantees to 29 companies for total amount LVL 1.5 million. In the framework
of the European Investment Fund loan instrument, investment and working capital loans to
SMEs are available. The total funding of this measure is LVL 36.5 million or 0.3% of GDP
(the bank financing at least 50% of the credit portfolio) and it is run by two big commercial
banks. Finally, there are also two risk capital financing schemes of some LVL 14 million
each, one of which for seed and start-up financing.

Access to finance is the most pressing challenge currently faced by Latvian SMEs. In general,
their low level of penetration in global value chains is an additional constraint on innovation
and growth.

3.13.7. Conclusions

Latvia's cost competitiveness during the overheating years deteriorated. Given that labour-
intensive products are still very important in Latvia's goods exports and reflecting the strong
service orientation of the economy, it seems to be of paramount importance to respond to this
deterioration in cost competitiveness by cost reductions in the short-term and by productivity
increases in the longer-term. Labour market conditions have changed dramatically and
statistical evidence of nominal wage adjustment is growing. This adjustment of the labour
market is expected to ensure the necessary correction of wages and to shift workers to the
tradable sector, thereby supporting the recovery, although emigration to other EU Member
States is a major risk factor.

An increase in productivity appears to be the only way for Latvia to enjoy higher living
standards in the future. Hence, new capital and investment are badly needed exactly at the
time when access to finance is particularly difficult. The supply side of the economy could be
strengthened by making efficient use of the available EU structural funds in combination with
structural reforms aimed at facilitating the shift of resources towards the tradable sector. For
example, closer integration of the R&D and innovation policies, further improvement of the
regulatory environment, as well as fully exploiting the potential of information and
communication technologies in raising productivity, especially as regards core business
functions on the basis of broadband, could prove useful. Recent decisions of the Latvian
authorities put particular emphasis on specific industry sectors. However, a favourable
business environment, which is conducive to investment, innovation and growth, is important
for all business actors across the board.
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3.14. Lithuania

3.14.1. Indicatorsgraph

Lithuania

Distance from the EU average (measured in standard deviations)

Labour productivity per hour worked (EU=100; 2008)

Labour productivity per person employed (EU=100; 2009)

Labour productivity per person employed in manufacturing (1000 PPS; 2007)

Towards a modern and
competitive industry

Share of science and technology graduates (% of 20-29 years old population; 2007)

R&D performed by businesses (% of GDP; 2008)

Share of innovating enterprises as % of all enterprises (2006)

Share of high-tech exports in total exports (2006)

Energy intensity in industry in kg of oil equivalent per euro of gross value-added at
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Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left) always
indicate performance which is better (weaker) than the EU average.
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3.14.2. Introduction®’

Lithuania’s labour productivity was, measured both per hour and per person, at around 55%
of the EU average in 2005 and 2008/2009, increasing slightly in-between. The real effective
exchange appreciated significantly between 1999 and 2009, indicating a markedly decreased
competitiveness, also compared to the EU average. Nominal unit labour costs in Lithuanian
manufacturing remained constant between 2000 and 2005 and increased by 23% between
2005 and 2009, resulting in an overall increase which was somewhat above the EU average of
19%.

Lithuania is specialised in sectors demanding low skills and, increasingly, in low-intermediate
skill sectors. This picture is confirmed by a clear trend towards sectors with medium-low
technology intensity, a (decreasing) specialisation on low technology sectors and a very low
share of higher technology sectors. Lithuania tends to specialise in sectors with a growth rate
below the EU average but high growth sectors gain in importance.

Manufacturing plays a slightly bigger role for Lithuania than for the EU in total (18% versus
17% of value added in 2008). Compared to the EU, the manufacturing sector is particularly
specialised on textiles and clothing, wood and wood products, food, and other manufacturing.
In the service sector, construction, wholesale and retail and transport and communication had
a clear above average weight in 2008. Agriculture and forestry are much more important than
for the EU in total. Employment figures show that agriculture has dramatically decreased its
importance over time, while they have remained relatively stable in manufacturing. There is a
clear change in employment distribution towards service sectors, especially construction,
wholesale and retail and real estate and business activities. Forecasts until 2020 expect an
increase in employment in business and other services (+35%) and in construction (+16%) as
well as a continued clear decline in agriculture (-37%) but also in manufacturing (-10%).

Lithuania has a deficit in the trade in goods, with a noteworthy reduction of this deficit from
2005 onwards. In the fourth quarter of 2009 external trade figures turned almost balanced.

Exit from the crisis

The drop of manufacturing output due to the economic and financial crisis amounted to 28%.
The production regained 16% in July 2010. The Lithuanian government made more than
EUR 70 million available for business to cope with the economic and financial crisis.

The Lithuanian "Economic Stimulus Plan" foresees EUR 30 million (0.1% of GDP) for
export credit insurance. About 50% of the contracts have been signed, but only a small
fraction of the finances have reached the exporting sector. Two holding funds, the "Business
and Investment Guarantee Fund" (INVEGA) and the EIF-managed JEREMIE holding fund
with a combined volume of over EUR 400 million (LTL 1.3 billion, or 1.5% of GDP), are
directed at improving SMEs' access to finance through several financial engineering measures
— loans, guarantees, venture capital funds and a co-investment fund for "business angels". To
date, about 50% of the foreseen agreements have been signed and about 18% of the financing
extended. Even 65% of guarantees were extended.

37 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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Moreover, a system of delayed tax payments for newly-registered SMEs has been introduced,
delaying due payments up to 5 years for up to 80% of the calculated tax.

3.14.3. Towards an innovative industry

The current Lithuanian industry structure remains disadvantageous for rapid productivity
growth and high value added manufacturing development. Therefore, the major challenge for
Lithuania is to upgrade its sustained traditional industries towards high value added,
knowledge intensive modern industrial sectors regardless of their position in low-high tech
classification.

There have been some attempts recently to improve co-ordination and implementation
regarding innovation policy. Several measures directly addressing innovation are aiming to
strengthen innovation support infrastructure and develop its institutional capacities, to
improve R&D and business co-operation in innovation development, to improve quality of
human resources for R&D and innovation and to strengthen the public and private R&D base.
EU structural funds are used for seven instruments focussing on both technological and other
forms of innovation across different stages of the innovation process, beginning with first
ideas over feasibility studies to more 'hard' measures supporting the putting into practice. For
all the instruments together, proposals for more than EUR 63 million have been received until
20009.

Direct support for innovation in firms is offered as well. Innovation policy discussion has
intensified and addressed innovation culture, cluster development issues, and the problems
industry is facing - intensifying brain-drain and international migration of qualified labour. An
amendment to the Law on Corporate Income Tax has entered into force in 2009 that
encourages companies' investment in R&D by reducing the taxable profit 3 times the
investment and reducing the amortization process to 2 years. This includes also Income Tax
Relief for Investments into New Technologies; assessable profit for the enterprises could be
reduced up to 50 % of expenditures incurred by investing into equipment, means of
communication, computers, etc. A key initiative in terms of reorganisation of research and
innovation activities is the ongoing establishment of five integrated science, study and
business centres — so called Valleys — which are supposed to strengthen the links between the
public research base, higher education and businesses and reinforce the strengths of regionally
concentrated research and innovation networks.

Key challenges include, first, to improve skills for innovation and entrepreneurial attitudes.
One of the major strengths of Lithuania is the relatively high share of S&E graduates.
However, there remain concerns about skills shortages in certain fields (e.g. highly skilled
human resources in the specific areas of science and technology). Secondly, R&D capabilities
in firms, the development of a sound R&D base and closer links with public research and
higher education institutions are important. The Lithuanian business sector suffers from the
relatively low R&D potential in business, both in terms of the number of researchers in the
business sector and in terms of R&D funding. Thirdly, there is a need to develop knowledge-
intensive clusters across public knowledge poles.

3.14.4. Towards a sustainable industry

Substantial efforts are needed for Lithuania to reduce its greenhouse gas emissions in line
with agreed policies.
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With the aim to promote Cleaner Production (CP) technologies the PE Lithuanian
Environmental Investment Fund (LAAIF) provides subsidies to environmental projects within
the de minimis threshold. The main recipients are SMEs that invest in less polluting or waste
preventing technology. Funding can reach 60-80 percent and shortens the amortisation period
of the investments to a maximum of three years.

In the context of the economic stimulus measures a budget of Litas 1.8 billion was available
in 2009 to support renovation and insulation works of public buildings and private apartment
blocks, co-financed by EU structural funds (ERDF).

A Green Procurement Implementation Programme from 2007 foresees an increasing share of
up to 25% (in 2011) of public procurement for which purchased products and services have to
meet established environmental criteria.

3.14.5. The business environment

Policies to systematically improve the business environment are still relatively recent.
Lithuania scores clearly above the EU average concerning the e-government usage by
enterprises and slightly above average concerning the availability of high-speed broadband
lines. However, the country scores below average concerning infrastructure expenditures.

In 2008, Lithuania adopted its National Programme for Better Regulation with the aim of
creating the adequate institutional framework and strengthening administrative capacities,
improving the quality and efficiency of regulations as well as reducing administrative burden
and unjustified compliance costs for businesses. In March 2009, the Government adopted the
target of reducing by 30% the administrative burden on businesses by the end of 2011 in the
seven priority areas: Tax Administration, Work Relations (Labour Law), Statistics,
Environment Protection, Transport, Territorial Planning and Construction and Real Estate
Operations. The mapping of the information obligations was completed in the beginning of
2009, but the corresponding baseline measurement to quantify the administrative burdens is
delayed to the second half of 2010. An expert body composed equally by representatives of
public authorities and businesses (the Sunrise Commission) was established in March 2009 to
present concrete proposals to improve the regulatory environment. In 2009-2010, it submitted
more than 140 proposals to the Government, out of which 56 have already been implemented,
e.g. the process of establishment of individual enterprises and private limited liability
companies has been simplified and registration term of legal entities in the Centre of Registers
has been shortened from 5 to 3 working days.

eGovernment policy is part of the Lithuanian Public Administration Development Strategy
until 2010 as well as of the Information and Knowledge Society Development 2009-2015. The
central eProcurement platform is mandatory and allows contracting authorities to implement
the whole online process of public procurement.

Since the closure of the Ignalina nuclear power plant in December 2009 which has turned
Lithuania from a net exporter to an importer of electricity, prices have risen by about 30%. At
the same time electricity market reforms are implemented including the trading exchange
BaltPool for the Baltic region since January 2010, deregulation of electricity tariffs as well as
increasing physical and organisational integration in the Nordic and Continental EU energy
market. While one link with Estonia (EstLink I) has been in operation since 2007 a number of
further interconnections are projected until 2015.
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A major challenge lies in the field of energy, namely to ensure long term stable and
diversified supply, among others by strengthening links with the energy grids of its EU
neighbours. Moreover, consistency between actions resulting from the administrative burden
measurement exercise and the Sunrise Commission should be ensured.

3.14.6. Entrepreneurship and SME policy

SMEs in Lithuania tend to be, relatively, larger than in the EU. This is consistent with the
good performance in terms of share of high growth enterprises. The total SME sector employs
proportionally more people in Lithuania than in the EU.

The national education strategy for 2003-2012 states that entrepreneurship education should
be introduced at all levels of the educational system, including secondary, professional and
university education, as well as in training programmes for teachers and lecturers. In 2008, the
government enacted the National Youth Entrepreneurship Education and Incentive
programme with a budget of EUR 35 million until 2012. It focuses on entreprencurship
education, incentives for businesses run by young people and monitoring as an input for
governmental institutions and the society. Mentoring and support for entrepreneurs is
provided by 31 business information centres and 6 business incubators..

The Economic Stimulus Plan includes policy measures to support SMEs' access to finance,
business internationalisation, as well as shifting priorities towards exporting enterprises in
granting financing. An export promotion strategy for 2009-2013 and its implementation plan
were adopted by the government in 2009.

The one-stop-shop to start-up a company (Centre of Registers) is fully operational. An SME
Council was set up in 2008 to advise state authorities on policy developments.

A short term challenge is to ensure SMEs access to finance until Lithuania's overall economic
situation turns normal again. A longer term objective would be to promote a culture of
entrepreneurship, in particular by implementing the respective reforms in the educational
system. Many of the problems addressed by the Better Regulation programme and the Sunrise
Commission are also relevant for SMEs, such as reducing burdens related to starting up a
business, obtaining licences or building permits.

3.14.7. Conclusions

The most imminent challenge to maintain the competitiveness of Lithuania's economy is to
ensure sufficient access to finance for SMEs in order to avoid that generally healthy firms go
out of business exclusively because of tight financing conditions resulting from the economic
crisis.

Mid to long term challenges are to promote structural change towards more high value added
and knowledge intensive sectors. Appropriate policies include strengthening links between
industry and public and private research, increase R&D&I funding and continue the reform of
the research system.

The business environment could be continuously improved through efforts reducing
administrative burden and unnecessary compliance costs resulting from legislation, through
increased investments in infrastructure such as broadband connections, as well as through
reforming and liberalising the energy market to ensure low energy prices and energy security.
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Finally, a long term challenge is to increase resource efficiency of Lithuanian industry
significantly and to transform it into a low carbon economy.
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3.15. Luxembourg

3.15.1. Indicatorsgraph
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3.15.2. Introduction®

Luxembourg’s overall excellent competitiveness position is best shown in its labour
productivity which is, measured both per hour and per person, clearly the highest in the EU.
However, nominal unit labour costs in Luxembourgish manufacturing increased by 45%
between 2000 and 2009, thus faster than in any other EU-15 Member State except Italy. As a
result, the overall increase was more than twice the EU average of 19%. Luxembourg showed
a small deficit in the trade of goods in 2009 but its services account generates very high
surpluses.

Luxembourg is specialised in sectors demanding skills. There is also a high degree of
specialisation in medium-low technology sectors. This is mirrored in a clear specialisation on
sectors that have a relatively high growth rate in the EU in total.

Manufacturing has a much smaller weight in Luxembourg than in the EU in total (9% vs. 17%
of value added in 2008). Only basic metal production shows an above average share in
manufacturing in 2008. There is, however, very clear specialisation in financial
intermediation and, secondarily, in transport and communication. The structural change
towards services is also underpinned by employment figures. Forecasts until 2020 expect an
increase in employment in business and other services and distribution and transport by some
10% while employment in other sectors might remain stable.

The negative trade balance in manufacturing mainly resulted from deficits in refined
petroleum and transport equipment while only basic metal products showed a clear trade
surplus. The Revealed Comparative Advantage (RCA), measured relative to the EU and
concentrating on manufacturing, shows particular strengths for Luxembourg in 2008 in basic
metals products, rubber and plastics and non-metallic mineral products.

Exit from the crisis

Luxembourg faced a very significant reduction of almost 33% in manufacturing output during
the crisis. However, manufacturing quickly recovered to 81% of pre-crisis level in June 2010.

In the light of the economic and financial crisis Luxembourg introduced a de minimis aid
scheme, guarantees and export credits under the Temporary State aid Framework.
Beneficiaries are mainly SMEs with the exception of export credits. Conditions on the credit
markets improved. In the export credit market problems remain in some sectors, such as
construction and automobile. State support for export credits and guarantees therefore still
appears to be necessary.

3.15.3. Towards an innovative industry

The European Innovation Scoreboard 2008 (EIS) ranks Luxembourg in the category of
Innovation follower with innovation performance above the EU 27 average. The business
enterprise sector remains the main contributor to R&D expenditures in Luxembourg.

The main developments in public support for innovation are threefold. Firstly, there is an
effort to energise the economic landscape by increasing the number of new companies and

3% For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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supporting more extensively the innovation process of enterprises. To this end, the new law
on RDI will be a key instrument as it will target other types of innovation that were not
eligible for funding until now, and will be able to finance consulting services in innovation.
The reinforcement of collaboration between the public organisations — in particular public
research centres — and business is also targeted by the new measures. Finally, to attract and
retain a high-skilled workforce in Luxembourg remains a challenge. A bill on the free
movement and immigration was voted to make obtaining of residence permit for third-country
nationals easier.

3.15.4. Towards a sustainable industry

Industry in Luxembourg seems to have a higher than average energy intensity, which can be
explained to some extent by its specialisation in basic metals production. The waste generated
by the enterprise sector is also particularly high; however, this is also due to a statistical
particularity, i.e. the high number of workers that are not residents in comparison to total
population.

In March 2009, a new National Plan on Sustainable Development was agreed. There is also a
White Paper on an overall energy strategy. The Recovery Plan contained a great number of
specific measures for energy efficiency and renewable energy (public and private buildings —
financial incentives for domestic equipment - fiscal incentives for the purchase of “cleaner”
cars (scrapping schemes) etc. The 2006 Action Plan on CO2 reduction will be revised by the
end of 2010 and a programme to develop sustainable consumption and production will be set

up.

Although explained to some extent by the specialisation of the Luxembourgian industry, its
high energy intensity may constitute a cost handicap and a risk factor that more focused action
could mitigate.

3.15.5. The business environment

The business environment in Luxemburg is positive, with a legal and regulatory framework
and administrative burden clearly above the EU average.

A sectoral target was set in 2009 to reduce by 15% the administrative burden on businesses by
2012. In addition to the "Entfesselungsplan fur Betriebe", the 2009-2013 Action Plan for
Administrative Simplification foresees a range of measures and tools.

eGovernment usage by enterprises in 2009 is clearly above the EU average. eGovernment
policy is focused on back-office improvements and the development of specific services and
applications requiring trust and security. Luxembourg has a mandatory national eProcurement
portal.

To improve transport and telecoms infrastructures, new projects are foreseen, for instance
better railway connections with Strasbourg and Saarbriicken, creation of a tram line
(development of the Lux tram) and railway connections between airport and city, increase of
passenger railway capacity between Luxembourg and Metz — new investments in the
electronic telecommunications networks (Lux connect project).

The plan to merge the Competition Inspection and the Competition Council has not been
implemented yet and their staffing remains weak. Problems are more visible in the retail
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sector but also in regulated professions. Energy prices for enterprises (especially for gas) tend
also to be higher than in neighbouring countries, even if not by much.

3.15.6. Entrepreneurship and SME policy

SMEs in Luxembourg tend to be larger than in the EU, with a smaller share of micro
enterprises and a larger share of small and medium sized ones. Their contribution to
employment follows the same pattern but they are more productive than in the EU as their
shares of value added are higher in all size categories.

The national action plan in favour of SMEs of 2008 foresees lower establishment fees for new
companies and sets out the objective for a new company to be created within one week. It also
foresees to facilitate the creation of new companies and the transfer of existing companies, to
stimulate the entrepreneurial spirit, to support SMEs in their cross-border development and to
promote the continuous vocational training.

The new trade promotion agency Luxembourg for Business was founded in 2008 to promote
trade and international business in the interest of the Luxembourg economy. More
specifically, the agency promotes ‘Made in Luxembourg’ goods and services in foreign
markets.

3.15.7. Conclusions

Luxembourg shows relatively high energy intensity in the industry. Improving this parameter
could contribute to reduced costs of production. Reducing energy prices through additional
infrastructure and a reinforced competition framework would also contribute to lower costs.
Nevertheless, these comments should be seen in the light of the specific geographical and
economic conditions of the country.
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3.16. Hungary

3.16.1. Indicatorsgraph
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3.16.2. Introduction®

Hungary’s labour productivity, per person employed, reaches some 70% of the EU average.
Its growth over the last decade was limited. Hungary showed one of the strongest
appreciations of the real effective exchange rate during the last decade, indicating a loss in
cost and price competitiveness. Still, nominal unit labour costs in Hungarian manufacturing
increased by 25% between 2000 and 2009, thus only somewhat faster than the EU average of
19%. During the last decade Hungary has faced a significant overall competitiveness loss,
which has reflected in different international competitiveness rankings as well.

Nevertheless, foreign trade performance has improved considerably since the EU accession.
Growth of exports accelerated in 2006 and 2007, while it decelerated in 2008 and exports fell
dramatically in the period of crisis. The contribution of net exports (goods and services
together) to GDP has been positive since 2004.

Manufacturing plays a bigger role for Hungary than for the EU in total (21% vs. 17% of value
added in 2008, before the crisis). The Hungarian economy is specialized in transport
equipment and electrical and optical equipment. These subsectors are particularly export-
oriented and very important both in output performance and employment. The share of high-
tech products in total exports is far above the EU average. Manufacturing of transport
equipments, machinery, electrical and optical equipments and chemicals as well as food
products have experienced continuously increasing large trade surpluses during the decade.
The Revealed Comparative Advantage (RCA), measured relative to the EU and concentrating
on manufacturing, shows particular strengths for Hungary in 2007 in electrical and optical
equipment and transport equipment.

In the service sector, public sector has the clearest above average weight. The share of gross
value added has increased in business services, retail trade and transport in the last years.
Agriculture has a bigger role than for the EU average; however, its weight has been
diminishing.

Hungary is specialised in sectors demanding low skills. There is, at the same time, a clear and
growing specialisation on high technology sectors and, to some extent, medium-high
technology sectors. Sectors with a negative growth rate have lost dramatically in importance;
medium-high growth sectors are gaining ground. Hungary has experienced significant inflow
of FDI in regional comparison, however, foreign enterprises are located overwhelmingly in
the developed regions and less developed regions can hardly benefit from the positive spill-
overs of FDI.

Exit from the crisis

The Hungarian economy was hit by the crisis especially hard: the GDP fell by 6.3% in 2009.
Output and employment in the manufacturing sector dropped significantly as both external
and internal (due to drastic fiscal consolidation measures) demand deteriorated. Although
there was very limited room for fiscal manoeuvre, the government launched several
programmes in order to support SMEs, mostly hit by the crisis. Already at the beginning of
the crisis it took measures to alleviate tight credit conditions for the business sector. In

39 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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general, support to SMEs is a priority of EU Cohesion Policy in the current programming
period. Very important resources are available for such enterprise support in Hungary, and
these resources have even been increased at request of Hungary in 2009, in the context of the
crisis (from EUR 910 million to EUR 1.31 billion in the Economic Development Operational
Programme). Also, efforts have been made for preservation and retraining of the workforce in
the recession period.

The recovery of the Hungarian economy depends on the revitalizing of the external markets.
The output of export-driven industries is anticipated to accelerate faster than that of domestic
market oriented sectors, particularly as the internal demand is still negatively affected by the
fiscal consolidation. The economy is expected to enter a sustainable growth path only in 2011,
based on both net exports and domestic demand.

3.16.3. Towards an innovative industry

Hungary belongs to the "catching up" economies as regards innovation. R&D investments
relative to GDP (1%) is far below the EU average. Business R&D spending has been growing
since 2004 both in absolute and relative terms; however, it stays still at a low level (0.5% of
GDP). In terms of human resources for R&D and innovation there are also bottlenecks, both
on the supply and demand sides. Innovation performance, as measured by the Summary
Innovation Index, has improved since 2004, but innovation activity remained at a low level:
only one fifth of companies are innovative. Moreover, R&D and innovation activities are
rather concentrated to large foreign owned enterprises and in a few sectors. Also the regional
R&D concentration in the most advanced regions is characteristic for Hungary. High-tech
export performance is very favourable in international comparison but is largely attributable
to activities of foreign-owned enterprises and thus it does not necessarily reflect the
technology-leader position of the sectors.

One of the main problems regarding the Hungarian science, technology and innovation (STI)
in the past was its low policy priority. In the context of the current reorganisation of the
government structures, the science and technology institutional system was reformed in 2010.
A Research and Science Policy Council was established in February 2010 to coordinate and
decide on STI policy issues of strategic relevance and related major projects.

A recent government regulation, on "deregulation of R&D" came into force as of 1 June 2010
with the aim of simplifying and improving R&D tender procedures.

The Science, technology and innovation policy strategy (2007-2013) set the target to reach
total R&D expenditure of 1.4% and 1.8% of GDP by 2010 and 2013, respectively. In addition
to strengthening the role of enterprises in R&D activities, also more budget sources will be
available. More than EUR 970 million have been allocated in the Economic Development
Operational Programme through the EU Structural Funds for the 2007-2013 period to support
R&D and innovation, targeting in particular R&D cooperation between enterprises,
universities and research institutes, the establishment of modern research infrastructure and
innovation parks and patenting activity. For 2010, the government has earmarked
HUF 180 billion for R&D purposes.

The low level of overall innovation activities, especially among domestic SMEs, is the main

challenge in this area. Moreover, the links and networks between public and private research
are weak or missing and there are still gaps in the quality and quantity of scientific human
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resources. Multinationals represent a potential strength for raising innovation capacities more
widely if they are better embedded into the regional innovation systems.

3.16.4. Towards a sustainable industry

Environmental sustainability of the Hungarian industry is poor as compared to more matured
European economies. The Hungarian industry is more energy intensive than the EU average.
The share of renewable energy sources in gross inland energy consumption has grown during
the last decade but remains still far from the 2020 target.

The Hungarian National Climate Change Strategy for the period 2008-2025 was adopted in
2008 by the Parliament. The strategy defines targets for the business sector as well: reduction
of energy and material consumption, enhancing R&D and innovation activity in green
products and services, for instance.

The Renewable Energy Action Plan is currently under finalisation. Measures, such as
abolishment of bureaucratic obstacles, elaboration of simpler and faster processes and green
procurement, should contribute to the development of the green economy in Hungary.

The Economic Development Operational Programme (EDOP) and the Environment and
Energy Operational Programme (EEOP) provide significant financial sources for enabling
green development. The EDOP contains actions supporting renewable energy production
(wind power plants, geothermal power stations, solar, biogas plants), energy-friendly
technology investments as well as implementation of environment management systems. The
EEOP supports renewable energy production and it provides financing for companies for
improving the energy efficiency of their buildings.

One of the main challenges in this policy area is the reduction of energy intensity of
production. Shifting towards a green economy requires not only financial sources and
transparent regulatory framework, but also timely and effective implementation from all type
of actors.

3.16.5. The business environment

Hungary scores clearly below the EU average in most indicators, with the exception of the e-
government usage by enterprises. In particular, it provides a high level of state aid for industry
and services. The burden of government regulation is significantly higher than the EU
average.

In order to create a better business environment, Hungary has adopted a resolution on Better
Regulation in September 2008 that included 17 actions, covering administrative burden
reduction, impact assessments, e-government and simplification.

A target of 25% administrative burden reduction by 2012 was set in the 2008. A focused
survey of the administrative burdens conducted from November 2008 to June 2009 identified
a total of 633 information obligations in the 19 most burdensome focus areas. The
measurement of administrative burden (2009) covered the 152 most burdensome Information
Obligations (IOs) that were identified. An action plan containing measures which do not
require structural transformation and can be quickly implemented was submitted to the
Government in 2009. Several concrete measures were taken in 2009, i.e. changes in
construction industry regulation, simplifications in grant administration, amendment of the
Public Procurement act in favour of SMEs, and simplified company proceedings.
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According to a decision adopted in 2008, only submissions comprising an impact assessment
may be presented to the Government as from June 2009. In Hungary, it is obligatory to
consult representatives of the SME sector on each new regulation. In addition, there are
different consultative forums with participation of SME organisations where the most
important legislative changes and measures concerning SMEs are discussed, the newest one
being the Economic Consultation Forum (GEF). E-consultation is in place. Draft bills,
ministerial resolutions and other important policy concepts are made public via the relevant
ministries’ homepages.

eGovernment is a key element of the administrative reform. The "e-Public Administration
Srategy 2010", coordinated by the Prime Minister's Office, is implemented to extend the use
of ICT in the public sector and public services. Hungary has a non-mandatory electronic
procurement platform.

The new Hungarian government plans to further simplify public procurement rules and
propose a new legislation in 2011 incorporating additional favourable measures for SMEs.

The one-stop-shop to start-up a company (Country Courts) is operational. Company Court
registration procedure includes also registration at the Hungarian Tax and Financial Control
Administration (APEH) and the Central Statistical Office (KSH). Since July 1, 2008, the time
required for the so called simplified company registration process is one working hour (in
accordance with the Act LXI of 2007) as the electronic procedure became compulsory.

Measures aiming at decreasing the administrative burden of enterprises were identified; there
is an estimated reduction of HUF 43 billion forecasted for 2010. To achieve tangible results
for businesses Hungary could implement the planned actions of the resolution on Better
regulation. In addition, the relatively high volume of state aid remains an issue to tackle.

3.16.6. Entrepreneurship and SME policy

The SME sector in Hungary is dominated by micro enterprises that provide more than 70% of
employment in the business economy. Hungary scores clearly better than the EU average
concerning the time required to start a business and bank loan conditions for companies and
slightly above the average concerning the payment duration by public authorities. However,
the country scores clearly below the average concerning early stage financing and the
enterprise survival rate after two years.

In response to the financial crisis, and to improve the access of SMEs to financing, a package
including several financial instruments was gradually introduced since the beginning of 2009.
This included preferential loans, guarantees and interest rate subsidies.

Tender schemes financed by the SME Budget Appropriation (KKC) offer grants for SMEs for
training and entrepreneurial knowledge, including the promotion of entrepreneurial and
financial knowledge for elementary and secondary school students, cross-border activities and
enabling Roma entrepreneurs to write applications. The ’Junior Achievement Hungary’
manages programmes to improve entrepreneurial skills of students, so that more than 3,000
students can meet with successful entrepreneurs yearly. The national curriculum was modified
in 2007 to align it with the recommendations of the EU key competences framework system,
including the promotion of entrepreneurial and economic knowledge in education.
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The investment promotion system was changed to attract investments to disadvantaged
regions. In 2008, a new support programme Export Development Tendering System was
launched, which gives 70% non-refundable support for international marketing packages.
ITD Hungary, the Hungarian Investment and Trade Development Agency, broadened its
services concerning the support of SMEs doing business abroad.

Surviving the crisis is the principal challenge for most SMEs in Hungary. The growing
number of bankruptcies is a clear sign of deep concerns. Though the share of rejected SME
loan applications is lower than the EU average, access to financing for SMEs, and early stage
financing remains a challenge. The share of EU funds directed to SMEs is around 10% of the
total. The new Hungarian government plans to reinforce SME support under EU Cohesion
Policy.

One way to tackle the lack of loans and early stage financing is JEREMIE which is a new,
innovative joint initiative developed by the European Commission together with the European
Investment Fund and the European Investment Bank (EIB) with the objective to improve
access to finance for SMEs and new business creation through financial instruments, such as
venture capital funds, loan funds or guarantees funds. Hungary allocated roughly EUR 760
million to repayable financial instruments for SMEs. The system is already set-up and running
and financing is being provided to SMEs through innovative financial instruments such as
micro-credits or venture capital funds.

3.16.7. Conclusions

The last two years were especially hard for the Hungarian economy as it faced several
challenges as a result of structural problems that became more acute due to the crisis. One
challenge for the newly elected government is to address the significant drop in both internal
and external demand that results in a decreasing output and investment in manufacturing. The
programmes launched in order to support SMEs could be maintained and intensified to
achieve this. Reallocation of EU funds to SMEs has been an additional response to ease the
lack of financing possibilities for small enterprises. Such reallocation can only be successful if
further steps are taken to simplify administrative procedures linked to funding opportunities
which are currently too burdensome for most companies to effectively apply for funds. The
improvement of the business environment, especially the reduction of administrative burden,
remains a key issue for most businesses. In order to achieve the goal of 25% reduction by
2012, Hungary would have to take important steps in the short term.
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3.17. Malta

3.17.1. Indicatorsgraph
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Note: For sources and definitions, please see the technical annex. In the graph, data are presented in such a way that data bars pointing to the right (left) always
indicate performance which is better (weaker) than the EU average.
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3.17.2. Introduction®

Malta’s labour productivity was, measured per hour, at some 80% of the EU average in 2005
and 2008. Measured per person, it reached some 90%. Malta’s real effective exchange rate
appreciated markedly from its 1999 level until 2005 and 2009, indicating a decreased
competitiveness; however, this decrease was less pronounced than for the EU in total. Malta
shows a clear deficit in the trade of goods.

Malta shows a marked and growing specialisation towards low skill sectors; while there is
also some shift to high skill sectors at a low level, the high-intermediate skills sectors have
become relatively important and the low-intermediate skills sectors have lost ground. There is
a clear specialisation in high and in low technology sector while the middle ground is under-
represented. Sectors with a medium-low or negative growth rate in the EU in total have a
higher weight in Malta than in the EU in average which is mainly due to the important role of
the sectors “hotels and restaurants” whose growth rate was just below the average and
fisheries where it was clearly negative. However, while below the EU average, high growth
sectors still play a major role.

Manufacturing plays a similar role for Malta than for the EU in total (both at 17% of value
added in 2008). Compared to the EU, the manufacturing sector is particularly specialised on
electrical and optical equipment, other manufacturing and chemicals; in previous years,
textiles and clothing had also have an important weight. In the service sector, “hotels and
restaurants” and “transport and communication” had a noteworthy above average weight in
2008. Fishing is much more important than for the EU in total. Employment forecasts until
2020 expect an increase in employment in distribution and transport by some 15% while
manufacturing employment might decrease by 10%.

Exit from the crisis

In Malta, the manufacturing output fell by 27% during the crisis. Production regained 11% in
July 2010. The most significant problem in the Maltese economy remains the drop of exports.
The anti-crisis measures included infrastructure investments (mainly via Structural Funds),
some non-budgetary measures and schemes to support directly affected sectors (like tourism)
and enterprises (after checking the viability of their investment plans).

The Maltese government set up a de minimis aid scheme of EUR 40 million under the
Temporary State aid Framework. The aim of the scheme is to provide temporary aid for
enterprises affected by the crisis, e.g. reduced orders or lack of credit. 10 enterprises in the
manufacturing sector received grants from the scheme. A measure targeted to SMEs and the
self-employed aims at expanding their activity and providing the necessary liquidity for
investment. Its budgetary cost was around 0.1% of GDP in 2009. Support measures to SMEs
in 2010 have been provided through fiscal benefits. A tax credit of 40% (60% for businesses
based in the Gozo region) is available to self-employed persons and enterprises with up to 10
employees and to sole traders who make an investment in the next two years in some specific
fields (upgrading shop facilities, investing in technology to comply with health, safety and
environmental regulations, creating new jobs and recruiting apprentices). The cost of this
scheme should amount to less than 0.1% of GDP and it is likely to expire at the end of 2010.

40 For main sources used see the methodological annex. The cut-off date for all data and

qualitative information is 31 August 2010.
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3.17.3. Towards an innovative industry

In terms of innovation performance, Malta remains in the group of 'catching-up' countries.
Malta is doing well in terms of sales of new-to-market products and high-tech exports; the
latter is, however, mainly going hand in hand with a significant dependency on one large
electronics exporter which gives in itself also reason for some concern. Broadband penetration
amongst firms has increased steadily. The innovation performance of small and medium-sized
enterprises (SMEs) remains a weakness.

However, Malta faces general problems regarding its human capital base since the degree of
people with secondary education in the workforce is very low (as is the employment rate in
general); in addition, lifelong learning is not broadly used and the share of early-school
leavers remains the highest in the EU, although a decline in the number of early-school
leavers has been registered over recent years, reflecting in particular the setting up of various
education institutions whose mission consists in extending higher vocational and academic
training to an increasing proportion of students.

The innovation and research measures include a variety of aid schemes for enterprises that
offer higher intensity aid for SMEs, a research and development incentive package for
industry, and capacity building for research and innovation infrastructures. Many of these
measures are co-financed through the second programming period of structural funds from
2007 to 2013 and target specific sectors — such as ICT, biotechnology and environment — that
have been identified as areas offering Malta a comparative advantage.

The innovation challenges are the following: first, financial resources in R&I in niche areas of
economic importance are still quite low. The second programming period of structural funds
(2007 to 2013) has provided the opportunity to earmark a substantially larger portion of funds
for R&I. Second, human resources in science and technology in emerging sectors of the
economy could be developed more strongly. The shift to a knowledge-intensive economy
requires creating jobs in the high-skills end of the labour market and supporting this with
adequately qualified people. Third, the environment to nurture innovation and
entrepreneurship amongst businesses, including SMEs, could be strengthened. Finally, sector-
specific innovation policies, strategies and measures in areas of national priority could be
developed (namely ICT, energy and environment, health and biotech and high value-added
manufacturing).

To support a wide-spread knowledge-intensive production, it seems indispensable to raise the
qualification level of the workforce, in particular with a view to demographic developments
and the expected increase in skill demands.

3.17.4. Towards a sustainable industry

Malta’s main problem is the almost complete dependency on imported energy and on only
two energy plants; there have been cases of power cuts in the recent past (June 2009, March
2010). So far, there is only limited use of renewables and the viability of the national energy
efficiency plan remains unclear. A connection to the European energy grid is a long-planned
and progressing project. However, this will still need time; a feasibility study has been
finished and the tender period for the actual project closed in July 2010. Malta published an
ambitious and comprehensive climate change strategy in 2009. In addition, it seems
noteworthy that Malta has - after Luxembourg, Italy and Cyprus - the fourth highest density
of car ownership in the EU (and the ninth-highest worldwide) with 557 private cars per 1000
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inhabitants; in total, there are close to 300.000 vehicles licensed. This puts significant strains
on infrastructure and environment.

Malta has taken many small measures (e.g. grants for solar water heaters, tax credits for
photovoltaic, energy saving light bulbs etc) to promote energy efficiency and use of
renewables. Malta has embarked on a project to replace all electricity meters with smart
meters, a project which is expected to be completed within two years. Efficient use of energy
has become a priority also for the enterprises that want to ensure sustainability. There is a
50% grant for industry on investments in renewable resources and energy efficiency (with a
minimum investment of EUR 25 000 and not exceeding EUR 200 000). Malta is assisting
such a scheme being funded under the ERDF which is open to all enterprises excluding those
operating in the financial services, agriculture and fisheries sectors. The allocated budget
under this scheme is EUR 10 million. Costs may be claimed on investments in energy saving
solutions such as solar heating, thermal insulation, building management systems, energy-
saving lighting and alternative energy technologies such as solar power and wind power. The
government also offers an investment tax credit to industry on capital invested on
photovoltaic panels for energy generation. Malta has taken some initiatives to liberalise public
transport systems in an effort to reduce congestion.

Despite several initiatives taken, solar water heaters remain the only significant renewable
energy source on the island; even here, figures for new installations dropped in 2009. Thus,
the dependence on one main (and imported) energy source which is becoming less popular in
other EU Member States (i.e. oil instead of gas) remains a crucial challenge. Malta has the
lowest objective in terms of the share of renewable energy to be reached in 2020 (10% vs.
20% for the EU in total) but is lagging far behind in achieving this target.

3.17.5. The business environment

Malta scores above the EU average concerning the e-government usage by enterprises, but
clearly below average concerning state aid for industry and services, in 2008, and concerning
electricity prices for medium size enterprises. However, 2008 was an exceptional year
regarding state aids. Many derogations in the accession treaty expired at the end of 2008 and,
in particular, the final support for the shipyards was also accounted for in this year. More
generally, state aids were decreasing, from a comparatively high level, from 2005 to 2007.

In October 2008, Malta adopted its Better Regulation Strategy 2008-2010 which addresses a
range of key areas such as capacity building, simplification and administrative burden
reduction, quality control and resources. Based on the results of a mapping pilot project
conducted in four areas (VAT, company law, financial services and food safety) and extended
in a further step to five additional areas (pharmaceutical legislation, working
environment/employment relations, fisheries, public procurement, and environment), a
reduction target for administrative burdens of 15% by 2012 was set in 2008. Malta does not
have an explicit and mandatory eX ante impact assessment procedure as such, but all primary
legislation requires an accompanying memorandum, the "Legal Notice Checklist" (LNC),
revised in 2009.

The Strategic Plan 2009-2012 provides a new, state-of-the-art eGovernment platform, with all
public services online by 2012. Malta has a mandatory national eProcurement platform.

While the exceptional situation regarding state aids in 2008 is acknowledged, developments in
this field need to be monitored; the previously decreasing trend should continue clearly given
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the end of the derogations in the accession treaty. Competition policy and its effectiveness
will always remain crucial for Malta, in general, due to the small market size and its isolated
position; the strengthening of the institutional structure in this field which has taken place in
recent years is welcomed.

3.17.6. Entrepreneurship and SME policy

SMEs in Malta tend to be smaller than in the EU as the share of micro enterprises is higher,
employing around 40% of the workforce in Malta against 30% in the EU. Malta has a higher
rate of business bank loan demands rejected by banks or bank loan offers to companies that
were rejected by the latter. For the rest of the horizontal indicator categories looked at in this
report, no data about Malta are available.

Malta Enterprise is the agency responsible for the promotion of foreign investment and
industrial development in Malta. It runs several schemes one of which (ERDF Small Start-up
Grant Scheme) is specifically aimed at supporting start-ups, particularly innovative start-ups,
and is part of a EUR 20 million industry package. In 2009, a local Council Award Scheme has
been established with a total budget of EUR 100 000 to support local councils for initiatives
that encourage entrepreneurship.

The ERDF International Competitiveness Grant Scheme was launched in 2008 and supports
enterprises to expand into new international markets. This scheme reimburses 50% of the
marketing costs, trade fair costs, product certification, and the wage costs of a business
development manager as part of a specified internationalisation project. The scope of this
scheme is to support SMEs to develop their international competitiveness and hence offer
their goods and services to other international markets. The ERDF International
Competitiveness Gra