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1. Introduction

The single market (370 million inhabitants and a GDP of
ECU 6 441 billion) is the backbone of economic integra-
tion within the Union and the principal achievement to
date of the European Community. It was created to open
up national markets to competition, thereby increasing
European economic growth, improving overall competi-
tiveness and raising standards of living. Through its de-
velopment, the achievement of other important political
and economic objectives of the Union will also be sup-
ported.

The completion of the single market during the period
1985-92 involved a major legislative programme (here-
after referred to as the single market programme, or
‘SMP’) aimed at the elimination of non-tariff barriers,
particularly technical and administrative barriers, to
trade and investment, and the free movement of persons.
At the end of this process, in December 1992, the
Council asked the Commission to report on the overall
effectiveness and impact of this programme before the
end of 1996. By Council Resolution 1218/92, the Com-
mission was required ‘to provide an overall analysis of
the effectiveness of measures taken in creating the single
market, taking particular account of promoting through-
out the Community a harmonious and balanced develop-
ment of economic activities, sustainable and non-infla-
tionary growth respecting the environment, a high
degree of convergence of economic performance, a high
level of employment and of social protection, the raising
of the standard of living and quality of life, economic
and social cohesion and solidarity among Member
States. This analysis could, in addition, consider the
impact of improving the competitiveness of European
business in world markets.’

This report is the Commission’s response to that request.

I.1. The background to the
review

The scope of this review has been broad, including not
only the relevant directives but also the Treaty provi-
sions which underpin them. Although the SMP strictly
comprises the legislative measures which have been
implemented over the period 1988 to 1994 as a follow up
to the 1985 White Paper, for the purposes of this exercise
it has been regarded as a more comprehensive policy
package. The effectiveness of legislative measures relat-
ing to the ‘four freedoms’ (the free movement of goods,
services, capital and people referred to in Article 7A of
the Treaty) have also been examined in the context of
other policies designed and implemented contempor-
aneously in order to help implement the single market
measures, such as competition policy, social legislation,
or measures to protect the environment.

Have the measures adopted to achieve the single market
been effective? What are the strong and weak points of
the legislative framework as it was implemented? How
far have its original objectives been met? If not, what
has been the cause? And what contribution has the SMP
made to economic growth, employment, competitive-
ness and social welfare within the EU?

To answer these questions, the Commission has under-
taken 3§ studies and one extensive survey of business
opinion, which are available from the Office for Official
Publications of the European Communities and has
examined data from other sources on the subject of the
single market. The results of independent studies (listed
in the table below) have been accompanied by qualitat-
ive assessments from available primary sources at a
number of different levels in the world of business and
commerce.



Table | —The 1996 single market review — Individual studies

Impact on manufacturing

Food, drink and tobacco processing machinery
Pharmaceutical products

Textiles and clothing

Construction site equipment

Chemicals

Motor vehicles

Processed foodstuffs

Telecommunications equipment

Impact on services

Insurance

Air transport

Credit institutions and banking
Distribution

Road freight transport
Telecommunications liberalized services
Advertising

Audio-visual services and production

Single information market
Single energy market
Transport networks

The main avenues of enquiry are described briefly below.

(1)

First, 19 independent studies of manufacturing and
services sectors were undertaken for the Commis-
sion. The sectors were selected on the basis of econ-
omic importance and relevance to the smooth func-
tioning of the single market. Each study aimed to
identify the single market measures under review,
consider related aspects such as progress on
European standardization and the application of
Community law, determine whether the measures
have led to the disappearance of barriers to free cir-
culation, and identify any remaining obstacles to

cross-border transactions.

Dismantling of barriers

Technical barriers to trade

Public procurement

Customs and fiscal formalities at frontiers
Industrial property rights

Capital market liberalization

Currency management costs

Impact on trade and investment

Foreign direct investment

Trade patterns inside the single market
Trade creation and trade diversion
External access to European markets

Impact on competition and scale effects

Price competition and price convergence
Intangible investments

Competition issues

Economies of scale

Aggregate and regional impact

Regional growth and convergence

The cases of Greece, Spain, Ireland and Portugal

Trade labour and capital flows — The less-developed regions
Employment, trade and labour costs in manufacturing
Aggregate results of the single market (CGE modelling)

Business survey

(i} Six independent ‘barrier studies’ were also under-
taken. Dismantling non-tariff barriers lies at the
heart of the single market programme. Each of these
studies therefore aimed to assess progress in dis-
mantling the most important non-tariff barriers, in
terms of technical barriers, public procurement, cus-
toms and fiscal formalities, capital controls, and
industrial property protection.

(iii) The economic impact of removing barriers was
examined in a further 13 studies, which dealt with a
wide vartety of issues, including trade and tnvest-
ment flows, price convergence, competition and
competitiveness, employment and labour markets,
and economic cohesion.



(iv) A major survey of the awareness, attitudes and reac-
tions to the SMP at company level was coordinated
by the Statistical Office of the European
Communities (Eurostat). The survey covered
approximately 20000 enterprises in 12 Member
States; it asked all firms with more than five
employees in the services sector and more than 20
employees in the manufacturing sector to rate the
success of the SMP, and its impact on their strate-
gies and operations. Over 13000 replies were
received (a 65% response rate). A separate survey
of 200 European trade associations’ perceptions of
the effects of the single market, was coordinated in
the context of the Commission’s 1995/96 Panorama
of European Industry. using ‘face to face’ interviews
to seek views on the relevance of the legislative
measures. their impact on industry, and an overall
assessment of the operation of the single market
{conducted by DRI consultants).

{v) A range of other sources of evidence about the
effectiveness of single market legislative measures
has also been considered. This includes additional
independent studies or surveys, some of which were
carried out in the Member States, related to sectors
or issues not directly covered by analysis under-
taken specifically for the Commission's 1996
review.

In the light of this analysis, the Commission has outlined
in the concluding part of the communication to the
Council and Parliament a ‘new agenda’ for the single
market in order to improve its effectiveness. It is inten-
ded to serve as the basis for public and political debate
in the coming months.' In the light of that debate the
Commission intends to come forward in mid-1997 with
an action plan presenting a detailed work programme for
endorsement by the European Council in Amsterdam.

The difficulties of
assessing the single
market now

The timing of the review has posed three main problems.

First, it is too early. Some measures, in particular, tech-
nical legislation were not implemented until 1994 or
1995. Those involved have had only a very limited
opportunity to adjust to the new freedoms and it is
unlikely that for the purposes of this review they have
been able to comment from experience. At the macro-
economic level, there has been insufficient time for the
effects of regulatory change to work through to any great
extent.

Three examples underline the premature nature of the
assessment:

(i) eight ‘new approach’ Directives came into force
between 1994 and June 1996:

(ii) implementation delays, e.g. to public procurement,
where the liberalization of purchases by public
authorities and utility suppliers began after 1993;

(iii) substantial delays in national level implementation
of some directives, e.g. the Directive on liability for
defective products was adopted in 1985 but experi-
ence of its application is still extremely limited (one
Member State has still not implemented it).

Second, the timing of the studies undertaken for this
review (most began in early 1995 and ended in mid-
1996) meant that much of the data available referred, at
best, to 1994. This meant a very short assessment ‘win-
dow of opportunity’ from the time when the measures
were in place until the ‘cut-off” point of the studies.

" Abook on the impact and effectiveness of the single market is being published by the European Commission's Office for Official Publications
of the European Communities (EUR-OP) with a number of different independent co-publishers in the Member States. Entitled The single
market and tomorrow’s Ewrope. the book draws on the extensive research undertaken for the Commission over the last two years and featured

in its communication to the European Parliament and the Council of Ministers of 30 October. The first language version of the book, in

English, was published in December 1996 with other language versions following in 1997. The book provides an overview of the communi-
cation and the 38 individual studies and the business survey conducted for the Commission and discusses the dismantling of barriers to free
movement within specific industries. It also features a global assessment of the single market’s effects on the EU’s economy, considering

macroeconomic aspects. such as trade and investment. competition, employment. consumer benefits. environmental issues and regional

effects, as well as the role of taxation policy and economic and monetary union in the future.



Third, it is difficult to isolate economic effects solely due
to the SMP. Other simultaneous developments such as
globalization of the economy, cyclical effects, techno-
logical advances, political changes such as the demise of
the former USSR and the reunification of Germany, and
world trade liberalization through the GATT/WTO have
complicated the analysis.

For all these reasons, the Commission expected that the
review would not show very much change. The period
effectively under review has been far too short for suffi-
cient evidence to be gathered or for strongly positive or
negative results to emerge. Nevertheless, the information
yielded is valuable. It allows the Commission to target
areas for further attention and it should help to raise gen-
eral awareness of the benefits of the single market so far.



2. The effectiveness
of the single market measures

2.1, Introduction

The removal of barriers to the free movement of goods,
persons, services and capital within the single market is
a means to an end, not an end in itself. The elimination
of these barriers is a precondition for the achievement of
other direct Community objectives: harmonious and bal-
anced development of economic activities, sustainable
and non-inflationary growth while respecting the envi-
ronment, economic and social cohesion, high levels of
employment and social protection, and better standards
of living and quality of life.

Barriers will not be removed unless the legislation which
aims to remove them is fully in place and really works.
This chapter therefore assesses how effective the legisla-
tive measures taken to complete the single market have
been, so far, in removing obstacles to free movement
within it. Where barriers still exist, an attempt has been
made to analyse the underlying causes and the relation-
ship to single market legislation, if any. The aim has
been to identify those areas where the measures them-
selves, rather than any other factor, require closer scru-
tiny.

2.2. Free movement of goods

2.2.1. Manufacturing sector surveys

The SMP aimed to provide for the removal of outstand-
ing obstacles to the circulation of manufactured products
within the Community. Cross-border shipments would
no longer experience physical delays or supplementary
costs related to burdensome fiscal declarations. Pro-
ducers would no longer have to adapt their products
before placing them on foreign markets. The liberaliza-
tion of public procurement would ensure that providers
could no longer be protected from cross-border competi-
tion. Businesses restructuring activities on a pan-
European footing would have fewer legal or fiscal com-
plications. Consumers would enjoy more choice and
lower prices — without reduced safety.

Some trade obstacles were widespread; customs and fis-
cal formalities caused delays for all shipments crossing
frontiers. Streamlining these formalities was expected to
benefit all firms undertaking cross-border despatches or
acquisitions. This expectation is borne out by the
Eurostat business survey which finds that 60% of all
firms surveyed benefited from the adaptation of customs
documentation and 56% consider that the abolition of
frontier delays has been of benefit. Only 35% of a broad-
ly-drawn sample of manufacturing firms have been
untouched (‘no effect’ and ‘don’t knows’) by this part of
the SMP.

However, most measures targeted products or services
trade barriers due to national regulatory or administra-
tive practices, which affected a narrower range of sec-
tors. Within these sectors, benefits have been most keen-
ly felt by companies actively trading with partner coun-
try markets. Although the survey clearly identifies a
widespread lack of knowledge and awareness of the sin-
gle market, this is partly explained by the fact that only
those companies which were operating across national
frontiers in 1985 have been able to comment from expe-
rience on the extent of any improvement over the period.
Companies coming fresh to the business of cross-border
trade have not experienced frustrations of the pre-SMP
period.

The survey, of some 100 European trade associations (in
the context of preparing the Commission’s Panorama of
European Industry 1995 and 78% of total production in
the 80 largest EU industrial sectors (and 80% of employ-
ment), reinforces the central importance of the SMP:

(1} organizations representing 49.6% of the value of
production and 48.4% of employment (of the top 80
sectors) saw the SMP as having a significant or
strong positive impact on their sector;

a large number of representative bodies thought that
the single market (SM) framework was a safeguard
against the introduction of new barriers and the
refragmentation of the market. Many organizations
thought that vetting national proposals for legisla-




tion, through such early warning systems as
Directive 83/189, had helped to anchor the SMP and
to encourage national regulatory authorities to take
account of the implications of draft national rules on
cross-border trade.

The majority of companies expressed a positive opinion
on measures to abolish customs documentation and fron-
tier controls and liberalize road freight haulage. They
outnumbered respondents who considered that the single
market had a nil or a negative effect.

Figure | — Manufacturing industries’ assessment of the effectiveness of measures for
free circulation of products, Eurostat survey (ranked by % of positive
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For all SMP measures there was a higher proportion of
positive opinions than negative ones. The SMP elements
seen as having had the most direct impact at this early
stage are: the elimination of delays at frontiers; the elim-
ination of customs documentation; and the liberalization
of conditions under which road haulage services can be
hired and used across borders.

A substantial majority had positive opinions about
measures to eradicate technical barriers. Action to har-
monize VAT was seen in a less favourable light, no doubt
due to the cost of changing to the transitional system for
VAT declaration and procedures which are more burden-
some than domestic systems.

The smallest margins of positive over negative percep-
tions concern company taxation, simplification of proce-
dures for obtaining and protecting patents, and public
procurement. All three categories share certain features
which might explain this comparatively modest scoring.
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The legislative framework is either incomplete (com-
pany taxation, patents), or is not yet transposed and
implemented (public procurement, trade mark protec-
tion). These SMP measures tend to concern fewer firms.
In the case of company taxation, the measures concern
primarily large multinationals operating plants or sub-
sidiaries in more than one Member State. Only larger
firms are concerned with EU-wide protection for patents
and trade marks. The need to protect industrial property
rights is of greatest strategic importance in a few sectors,
such as pharmaceuticals, chemicals, and mechanical
engineering components — which strongly favour EU
intervention. Public purchasing also tends to focus on a
few sectors (63% of total public purchasing of supplies.
works and services is accounted for by 12 NACE 3-digit
sectors).



Figure 2 — Perceptions of categories of measures, Eurostat survey (balance of
positive over negative opinions)
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2.2.2. Abolition of customs and fiscal
frontiers

2.2.2.1. Introduction

The abolition of physical frontier checks required the
following actions:

(i} the adoption of VAT legislation which retained the
principle of taxing transactions at the point of origin
while allowing VAT to continue to be levied in the
Member State of destination on intra-Community
trade between taxable persons. This VAT transition-
al regime proved necessary because it was impossi-
ble to achieve the harmonization necessary to move
to a unified system of charging VAT in the Member
State of origin before January 1993. For products
subject to excise duty, a system allowing for duty-
suspended movement of products between
authorized warehouses was devised:
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(ii) changes to statistical reporting procedures (Intra-
stat) were also needed;

(iii) the abolition of customs clearance procedures on
intra-Community transactions removed 60 million
customs forms and meant an 85% decrease in the
number of Community transit movements;

(iv) controls of veterinary and phytosanitary products
and certain other sensitive products (e.g. drugs and
drug precursors, national art treasures and dual-use
goods) were also re-organized.

Switch-over to the
transitional VAT system

The removal of checks at the Community’s internal bor-
ders was achieved due to the transitional VAT system. A
majority of firms now regard the transitional regime as
an improvement on previous arrangements. However,




opinions vary as to how much traders have benefited. A
detailed cost analysis of traders’ in-house administration
shows that the change to the current transitional proce-
dures for VAT declarations on intra-EU transactions has
reduced compliance costs by two-thirds. Aggregate sav-
ings are about ECU 5 billion per annum, or 0.7% of the
total value of intra-EU trade. This cost-benefit analysis
of changes introduced in 1993 suggests that there is an
overall benefit to traders. However, these aggregate fig-
ures conceal a number of different effects, some of
which act to lower costs and some to increase them.
Unfortunately, it has proved impossible to distinguish
fully between the following cost impacts:

(i) Cost savings due to the abolition of customs formal-
ities. The primary source of savings arises from the
abolition of customs documentation and other for-
malities for shipments crossing the Community’s
internal borders.

(i1) The cost of traders adapting accounting and tax sys-
tems to the new VAT rules (checking VAT ID num-
bers. drawing up recapitulative statements for intra-
Community sales, checking intra-Community
acquisitions, etc.). Unlike customs formalities
which were contracted out to external agencies,
these formalities are now carried out directly by
firms themselves.

(i) The costs of carrying out transactions in Member
States where the trader is not established. These
operations are more expensive to traders than
domestic transactions because they are required to
use tax representatives, resulting in costs five or six
times greater than those for a domestic transaction.
The rules governing these types of transactions pre-
date the introduction of the transitional system and
reflect long-standing deficiencies in the Community
VAT framework. Box 1 outlines some special trans-

Box 1 Special transactions giving rise to additional complexity

(@) The requirement to register for VAT, and submit Intrastat returns in Member States other than that of establishment

Such a requirement can be imposed in the following situations:

ister for VAT or be subject to the reverse charge mechanism;

may be required to register for VAT purposes;

called upon to register in the country of origin;

distance selling (e.g. mail-order) where sales in another Member State exceed relatively low thresholds;

installation of equipment: where a company provides for installation as part of its after-sales service, it may be required to reg-

consignment stock: where centralized stock-holding takes place in @ Member State other than that of establishment, the trader

chain transactions: where goods pass through several intermediaries in different Member States, one of these parties may be

triangulation: initial confusion has largely been resolved for transactions between three parties within the EU.

The need for local registration requires submission of all relevant retuns and payments to the VAT administration concerned, in
accordance with its fiscal and legal provisions. This entails significant costs for the trader and may require recourse to a local VAT
representative. In some Member States (e.g. France), traders must appoint a local VAT representative under appropriate circum-
stances. The latter will charge fees in respect of administrative and book-keeping services; it may also be necessary to place a
bond/guarantee with the fiscal representative, and a charge reflecting the guarantee which the representative must furnish to the local
administration. Local fiscal representation comes at a cost to the trader, and is a cause for much complaint in certain sectors (espe-
cially textiles and clothing, where chain and triangular transactions and mail-order sales are commonplace).

(b) The need 1o aggregate EC VAT and Intrastat data from more than one operating site or unit

The complications are particularly pronounced for statistical purposes.

(c) The requirement in some Member States for more complex EC VAT administration or more detailed statistical returns

For example. some Member States insist on submission of a periodic EC acquisitions list as well as an EC sales list, or impose data
demands in respect of a larger number of data elements for statistical purposes.



actions which give rise to additional complexities
and costs.

The cost of switch-over to the new fiscal and statistical
declarations procedures triggered much protest in the
months following introduction of the system. According
to a sample group of 230 companies. these costs amounted
to less than ECU 15 000 for half of the sample and less
than ECU 25 000 for 70% but were quickly amortized by
companies regularly engaged in cross-border transac-
tions, Companies accounting for one-third of total con-
signments should have repaid their set-up costs within
the first three months, and those responsible for 50%
would have recovered them within one year. Companies
which undertake relatively few cross-border shipments
have taken longer to reach the break-even point and for
20% this point will still not have been reached four years
after the introduction of the new system. Despite this
variation in the length of time taken to recover transi-
tional costs, a large majority of companies now regard
the transitional system as an improvement over previous
arrangements.’

Compliance costs for cross-border transactions remain
much higher than those for domestic transactions.
Traders and operators wanted swift progress towards the
definitive (origin-based) VAT system. Some 70% of
companies wanted rapid progress to the origin-based
system which will place intra-EU and domestic transac-
tions on the same footing for the purposes of VAT.

This will also benefit national fiscal administrations by
reducing scope for VAT evasion and simplification of
administration, but is contingent upon the introduction of
an agreed system for redistribution of indirect tax rev-
enues between Member States.

2.2.2.3. Abolition of frontier

controls

The elimination of border delays for hauliers resulted in
additional savings of about ECU 400 million.* (The total

* Price Waterhouse study, Customs and fiscal formalities at frontiers.
" Sitpro, United Kingdom 1995 and Price Waterhouse. 1996.
* Price Waterhouse study.

cost of defays of about ECU 1 billion per annum has not
been translated fully into increased vehicle use or sav-
ings because of other delays such as driver-stoppage or
the collection of freight for return journeys).

Intra-EU shipments no longer entail additional compli-
cations when compared with domestic shipments.
Reduced uncertainty about delivery times allowed the
overhaul of distribution and logistics networks, and
implementation of ‘just-in-time’ and quick replenish-
ment strategies. It also stimulated pan-European logistics
services and underpinned new sources of competitive
advantage in the clothing sector. For fast moving con-
sumer goods, commercial horizons widened as pur-
chasers felt secure that foreign orders could be delivered
on time. While it is difficult to quantify these improve-
ments, they are probably a multiple of the direct cost
benefits from the abolition of customs and fiscal formal-
ities in the sectors concerned (Box 2).

2.2.2.4. €Conclusions

The SMP means that the movement of products across
borders is no longer subject to delays and uncertainties.
Shipment is now as straightforward as within a Member
State. These benefits can be important for specific sec-
tors as illustrated by the case of the textiles and clothing
sector.

Changes in fiscal and statistical compliance procedures
have substantially reduced (although not entirely elim-
inated) the cost penalty which had previously been
attached to cross-border shipments as a result of the abol-
ition of customs documentation. Traders now perceive
that the transition has been generally beneficial.
However, it did involve related compliance costs.
Furthermore, non-standard transactions frequently
involve additional complexity and costs. In general,
while traders regard the transitional system as a signifi-
cant improvement, they see it as a stop on the way to an
eagerly-awaited definitive (origin-based) system.




2.2.3. Removal of technical barriers to
trade

2.2.3.1. Introduction

Technical trade barriers were the most prevalent imped-
iment to the free circulation of products in the EU mar-
ket. Their very ubiquity added to the perception that the
EU market was highly fragmented. It has been estimated
that over 100 000 different national technical specifica-
tions co-existed in the EU in 1985, each of which was a
potential impediment to trade. Whenever these specifi-
cations were laid down in national law, producers were
confronted with the stark choice of adapting and retest-
ing their product or forsaking export opportunities. This
involved unnecessarily high production costs for im-
ported products and reduced competition and market
entry where these costs deterred producers.

Technical barriers were top of the list of obstacles to
intra-Community trade in manufactured products
(1987). Since then. national and European organizations
(CEOC, CBI) have continued to emphasize the need for
effective action to remove them.

Some 76% of the value of intra-EU trade is subject to
mandatory technical specifications (including products
covered by national regulations and those where
Community harmenization measures have been adopt-
ed). If all of this economic activity were to be regulated
solely at national level, it could be expected that much of
it would be exposed to the risk of technical barriers. In
fact, these sectors which are subject to regulatory speci-
fications appear to be more heavily dependent on nation-
al markets. Sectors affected by regulatory trade barriers
only account for 21% of trade as compared with 29% of
industrial gross value added (GVA)." This suggests that
technical trade barriers are effectively discouraging
cross-border trade and competition in some sectors.

Box 2 Impact of customs abolition on the textiles and clothing sector

Cross-border shipments in this sector were subject to all the customs and fiscal checks listed above. However, lhe incidence of cus-
toms checks on textiles and clothing shipments was particularly pronounced given that frontier controls were employed to adminis-
ter national quotas on third country imports. These national quotas had persisted despite the establishment of the common commer-
cial policy. Two-thirds of some 7 270 national quotas on imports of textiles and clothing from non-State trading countries which per-
sisted in 1991 concemed textiles and clothing products. In order to prevent national restrictions on specific products from certain
sources from being bypassed by indirect imports through Member States applying zero or limited restrictions to imports of the same
product, special controls were enforced at intra-Community crossing points (on the basis of Article 115 of the EC Treaty). One half
of all authorized restrictions on cross-border shipments in the period 1984-92 based on this provision related to textiles and clothing.
As aresult of these arrangements, cross-border shipments of textiles and clothing products were particularly hard hit by customs for-
malities and requirements in the pre-SMP period (IDS, 1996).

It is therefore unsurprising that operators in this sector have perceived large benefits as a result of the abolition of frontier formali-
ties. Producers and distributors report reduced delivery times of 15-20% on average with some citing reductions from two to four
weeks in the time taken from receipt of order to delivery. Cross-border shipments now involve no additional complications or costs
when compared with shipments within Member States. When coupled with the reduction in cost of road haulage services (ascribed
in part to SMP induced competition in this sector), the SMP is considered to permit rapid cross-border delivery. On the whole, these
savings of a limited range of measures are thought to have allowed for a reduction in production costs of 0.2 to 0.5% of turnover
(CEGOS, 1996).

Furthermore, it has become economical to ship small deliveries across frontiers, thereby expanding the range of clients and allowing
overnight demands to be met. These developments are regarded as having facilitated the introduction of 'just in time' and rapid-
response strategies. This is seen as increasingly important given the growing demands placed on producers by organized distributors
who are anxious to source products on European level but require prompt deliveries and rapid turnover of product ranges. The study
reports that, whereas previously products could only afford to exceed the price of third country imports by 15% (primarily as a result
of tariff protection), it is now felt that this wedge has been increased to 20% given the enhanced service quality and rapid delivery
times associated with SMP completion.

* W. S. Atkins study. “Technical barriers to trade’.



The trade-restricting impact of these national regulations
barriers stems from the need to reconfigure products to
comply with partner country specifications such as
adjustments to packaging and labelling. registration or
homologation procedures (cf. pharmaceuticals, motor
vehicles, chemicals or foodstuffs) and the cost of obtain-
ing proof, acceptable to product health and safety inspec-
torates in the importing country, that the product actually
complies with the specifications to which it is subjected
(conformity assessment).

Technical trade barriers therefore strike at the heart of
business operations, affecting pre-production, produc-
tion, sales and marketing policies. The need to adapt
product design. reorganize production Systems. and
repackage and re-test products entails costs, the magni-
tude of which differs across products and technologies.
The costs of producing separate national variants of lifts
to meet national specifications in each of the Member
States can be significant and have been estimated to add
10% to average production costs. In the automotive sec-
tor, it has been estimated that the move from separate
national systems for authorization of product models to
European whole type approval can lead to savings of up
to 10% of the cost of model development (ECU 30 mil-
lion per model). This saving does not include the scope
for additional improvements arising from enhanced effi-
ciency of production of compenents and assembly.

While there is often a genuine need for product regula-
tion and testing and industry itself recognizes the poten-
tial benefits of voluntary standards or marks, pursuit of
these objectives at a national level may in some cases
segment national markets to the detriment of producers
and consumers. A central tenet of the SMP 1n this domain
has been the need for greater coordination and collabo-
ration to eliminate unnecessary costs. However, the EU
approach has been to promote the fact that products man-
ufactured and tested in accordance with partner country
regulations could offer equivalent levels of protection to
those provided by corresponding domestic rules and pro-
cedures (the principle of ‘mutual recognition’).
Harmonization of different national regulations should
remain a last resort to be used in cases where Member
States could not be brought to agree on the equivalence

of national rules. The table below provides an overview
of the volume of trade and industrial added value cov-
ered by the different EU approaches for the removal of
technical barriers to trade. Each approach will be dis-
cussed in turn.

2.2.3.2. Mutual recognition
principle

Member States usually regulate for the same product
risks in slightly different ways (or in the same way but
requiring duplication of conformity assessment). In gen-
eral, products manufactured in accordance with different
national technical regulations dealing with the same
product risks are effectively ‘equivalent’ in terms of the
level of protection which they embody. Recognizing
this, the Court of Justice ruled in the Cassis de Dijon
case in 1979 that Member States must allow market
access to products manufactured in accordance with
partner country specifications embodying ‘equivalent’
levels of protection for prescribed objectives. Where
regulations in force in the country of production offer
‘equivalent’ guarantees for the attainment of the regula-
tory objective in question in the Member State of desti-
nation, importing Member States may not require the
product to be adapted to their own regulatory specifica-
tions.

Mutual recognition has been central to EU efforts to
eliminate regulatory technical barriers. In economic
terms, the ‘mutual recognition” principle is relied upon to
overcome technical trade barriers affecting 25% of intra-
EU trade. This statistic understates the importance of
‘mutual recognition’ which may come to play an increas-
ing role in providing for free circulation of newly emerg-
ing products (particularly, national approaches for deul-
ing with product risks converge). ‘Mutual recognition’
tends to apply where products are new, specialized, or
fall outside the scope of EU harmonizing legislation.

Has this legal formula successfully removed technical
trade barriers? ‘Mutual recognition’ can be relatively
effective for equipment goods and consumer durables,
but it encounters difficulties where the product risk is

" According to Article 36. these are public morality. public policy, public security. protection of health and life of humans. animals and plants.

protection of national treasures, protection of industrial or commercial property. Account must also be taken of other ‘mandatory require-

ments” which justify derogations for Article 30 (protection of the environment, working environment).




Figure 3 — Extent of application of approaches to removing technical barriers to trade

Approaches to the removal of technical barriers ¢o trade
(% of intra-EV trade)

None
15%

HR
25%

NA
14%

NA+MRA
3%

HR+MRA \ia
7%
HR+MRP :

2% MRA MRP
9% 25%

% of EUR 12 manufacturing value added

None

HR+MRA 22%
2%

NA
17%

NA+MRA
5%

2% MRA 0
18%
5%

NA = New approach

NA+MRA = NA+mutual recognition agreement
MRP = Mutual recognition principle
MRA = Mutual recognition agreement
HR+MRP = Detailed harmonization+MRP
HR+MRA = Detailed harmonization+tMRA
HR = Harmonized requirements
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high and consumers or users are directly exposed (e.g.
pesticides and to a lesser extent, foodstuff products such
as fortified products). In such cases, problems are often
confined to individual Member States or a sub-group of
Member States even in the highly sensitive foodstufts
ared, the research documents numerous cases where
Member States which enforce particular product require-
ments on domestic producers, accept products meeting
partner country regulations. The German authorities
have published a list of over 200 food products whose
market access would be otherwise prohibited.

However, there are three outstanding concerns:

(1) First, where national approaches to technicul regula-
tion are so divergent as to preclude smooth applica-
tion of the principle, e.g. where consumers are
directly exposed to the underlying risk, the ‘mutual
recognition’ principle can play only a limited role in
providing for free circulation. If free circulation
throughout the EU is to become a reality for such
products, some harmonization of permissible prod-
ucts and their composition and labelling may be
needed.

Second, where ‘mutual recognition’ is the chosen
approach, health and safety inspectorates in the
importing country may be unable to assess the reli-
ability of proof of conformity of products with corre-
sponding specifications of the exporting country
where relevant. More exchange of information on
national regulations and related conformity assess-
ment procedures, including development of univer-
sally recognized accreditation systems for authori-
zation of testing and certification bodies is needed.

(i)

(i) Third, even when regulatory obstacles to free move-
ment have been overcome, customer preference in
the importing Member State for products manufac-
tured in accordance with local (voluntary) specifica-
tions may constitute an additional technical hurdle
for imported products. This further layer of techni-
cal trade barriers has no legal force but derives pri-
marily from the exercise of consumer or purchaser
preference. Of the 76% of intra-EU trade potential-
ly subject to regulatory technical barriers, approxi-
mately half is simultaneously affected by non-regu-
latory technical barriers. The ‘mutual recognition’
principle, by itself, does not provide any impetus
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towards convergence of national standards, marks
or conformity assessment arrangements, and these
do not lend themselves to legislative remedy.
Nevertheless, in the absence of appropriate struc-
tures for resolving these barriers, successful appli-
cation of the ‘mutual recognition’ principle may still
leave producers compelled to adapt their product to
comply with non-mandatory but entrenched local
specifications.

Currently, there is some dissatisfaction with the capacity
of the mutual recognition principle to create the condi-
tions for free circulation. Representative bodies have
criticized the legal uncertainty and limited scope for tak-
ing action against apparent infringements.

However, persistent enforcement of the ‘mutual recogni-
tion’ doctrine by both the Commission (currently 1 230
cases) and national and EU judiciaries are proving effec-
tive, not only in resolving specific problems but also in
increasing national authorities’ awareness. ‘Mutual
recognition’ is progressively taking hold. Its increasing
effectiveness is largely due to the mechanisms and
instruments which aim to prevent new technical trade
barriers.

2.2.3.3. Preventing new
generations of technical
trade barriers

There is an ever-present tendency for regulatory author-
ities to adapt or expand the set of national technical regu-
lations in the light of new technological and scientific
advances, and the emergence of new products and re-
lated risks. Concerted action which does not provide for
disciplines on adoption of new national regulations
would be short-sighted. Any progress would be quickly
undermined by the proliferation of new technical barri-
ers to replace those which had just been dismantled. For
example, Member States notified 430-470 proposals for
new national regulations each year during the period
1992-94, a period when it might have been expected that
the EU was progressing towards a common technical
environment. Although the latitude for continued na-
tional regulation would seem to be greater in those areas
where Community legislation does not exist, in practice
Member States continue to concentrate much of their
regulatory energy (90%) on precisely those sectors
where EU legislation has been adopted (foodstuffs,




transport equipment, chemicals and pharmaceuticals,
telecoms equipment, construction products and mechan-
ical engineering).

In order to ensure that the propensity of national regula-
tory bodies to churn out large volumes of technical leg-
islation does not undo efforts to roll back technical trade
barriers, a mutual information procedure has been insti-
tuted (Directive 83/189, subsequently extended and
amended). This procedure offers the Commission and
other Member States the opportunity to consider any
national regulatory proposals and to object to any poten-
tially trade-restricting provisions before these become
law. This screening process is used to great effect in
securing respect for ‘mutual recognition” where Member
States are required to insert an undertaking to accord
‘mutual recognition’ to partner country products. While
this step may seem of little immediate relevance to oper-
ators, it creates the conditions under which a successful
challenge can be mounted against refusal to allow mar-
ket access to partner country products.

The transparency and effectiveness of the ‘mutual recog-
nition’ principle will be further enhanced by the entry
into force (1.1.1997) of a requirement for Member States
to notify all products where they withhold the benefits of
‘mutual recognition’. In doing so, it paves the way for
systematic analysis of all products where Member States
consider that national rules embody qualitatively differ-
ent levels of regulatory protection with a view to deter-
mining whether this assessment is objectively supported
and whether appropriate action is required. Non-notifi-
cation of refusal to allow ‘mutual recognition’ under this
procedure will provide a clear signal that partner country
products should be able to circulate freely without
encountering any further technical barriers of regulatory
nature.

2.2.3.4. EVU technical

harmonization

Where ‘equivalence’ between levels of regulatory pro-
tection embodied in national regulations cannot be
assumed, the only viable way to remove the technical
barrier in question is for the Member States to reach
agreement (under qualified majority voting under Article
100a) on a common set of legally binding requirements.
Once such agreement is reached, no further legal imped-
iments can prevent the market access of complying prod-
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ucts anywhere in the EU. The only possible derogation is
where a Member State can be authorized to maintain pre-
existing national requirements (Article 100a(4)). On the
whole, there has been limited recourse to Article
100a(4), reflecting the high levels of regulatory protec-
tion embodied in EU legislation. In the chemicals sector
this clause has only been evoked in one Directive. Even
in this case they concern products of little commercial
importance confined to just four Member States. In the
foodstuffs sector, two Member States have submitted
requests for application of this clause in respect of the
colours and sweeteners Directive and miscellaneous
additives Directive.

EU legislation harmonizing technical specifications has
involved two distinct approaches, ‘old approach’
(detailed harmonization) and ‘new approach’.

Detailed harmonization measures

For certain products, the nature of the risk requires
extensive product-by-product or even component-by-
component legislation. If EU measures are required to
give effect to the free movement of such products, then
these EU regulations must be sufficiently detailed to pro-
tect against this risk. Where registration with a national
authority or formal authorizations are required before
placing products on the market, a coordinated approach
to product testing, a centralized approach (motor ve-
hicles) towards procedures or a combination of both
{pharmaceuticals) have been needed.

Research for this review provides insights into the effec-
tiveness of measures in these areas. The adoption of pro-
grammes of detailed harmonizing legislation seems to
have overcome deeply entrenched technical trade barri-
ers affecting sectors accounting for over 30% of the
value of intra-EU trade. The impetus generated by the
SMP has allowed the most important pieces of legisla-
tion to be put in place in the motor vehicles, chemicals,
pharmaceuticals and foodstuffs sectors. Although most
of these measures have only recently entered into force,
there is general satisfaction with their operation.
Outstanding concerns relate to completion of detailed
implementing regulations (as in the foodstuff sector),
and the prevention of new forms of technical barrier (as
in motor vehicles where some Member States are anx-
ious to go beyond harmonized EU specifications relating
to cars).



‘New approach’ legislation

A new approach to technical harmonization was intro-
duced in 1985 bused on a division of responsibility
between public authorities on the one hand and produc-
ers. testing and certification bodies and standardizers on
the other. To date, 17 national directives have been
adopted.

The key components of the “new approach” are:
(i} new approach Community legislation confines itself
to prescription of the requirements which are “essen-
tial® for guaranteeing a high level of protection for
the collective interest at issue. The detailed specifi-
cations for compliance are not prescribed;

standardization bodies have the task of defining the
detailed technical solutions which remain voluntary
in character;
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(iii) however, application of these solutions (harmonized
standards) endows presumption of conformity with
the “essential requirements’, for example a producer
who uses harmonized standards is no longer
required to demonstrate how the essential require-
ments have been satisfied;

{iv) producers are legally responsible for ensuring that
all marketed products comply with the essential
requirements;

conformity assessment is carried out by testing and
certification bodies. These are designated by the
Member State authorities and act under their respon-
sibility. The Member States mutually recognize the
certificates of conformity issued by bodies desig-
nated by the other Member States (‘notified bodies’);

(vi) ‘new approach’ has been applied in a wide range of
sectors, including both consumer products (e.g.
toys) and equipment goods (e.g. machines). Some
17 new approach directives have been adopted to
date (see table), covering products which account
for 17% of the value of intra-Community trade in
manufactured products. A number of these only
became fully binding at the end of 1996, as a result
of transitional periods during which national legisla-
tion continues to exist alongside the ‘essential
requirements .
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Given the limited time period for which this legislation
has been in force, it is impossible to provide anything
other than a preliminary judgement on this category of
legislation. So far, the following observations can be
made.

The transfer of responsibility from public authorities to
private-sector activities has proceeded satisfactorily,
despite the extent of the adjustments which this imposed
on standardizers and conformity assessment bodies.

On the whole, the task of preparing European standards
required for the effective functioning of the single mar-
ket is well in hand. Completion of the current pro-
gramme will provide the comprehensive set of technical
specifications needed to underpin a technical barrier-free
single market. European standardization has registered a
dramatic expansion in its activity (5 000 European stan-
dards produced and 16 000 further work-items are fore-
seen). The 20-fold increase in annual output over 10
years was not achieved overnight. Capacity constraints
and long preparation periods (on average five years for
one European standard) for standards were the reasons
behind accumulated delays in the finalization of harmon-
ized standards needed to complement the ‘new
approach’ legislation. These delays were most marked
for Directives with a wide coverage such as the machines
Directive, or where European standards would have a
quasi-legislative function (as with the construction prod-
ucts Directive).

The absence of harmonized standards should not how-
ever be equated with the complete absence of technical
benchmarks. In practice, producers apply the state-of-
the-art or whatever (voluntary) technical specifications
exist at national level as long as these comply with the
essential requirements. The handful of safeguard actions
launched to date, notably under the machines Directive,
suggest that national technical solutions are mutually
accepted.

More than 600 certification bodies, dispersed across the
Community, have been notified to date by the Member
States. For effective evaluation, a coordinated approach
to the application of conformity assessment procedures
is required. This coordination now operates for almost
all “new approach’ directives. Despite some remaining
difficulties in application, conformity assessment results
issued by these notified bodies are rarely contested by
other Member States.




The ‘new approach’ opened the way to a wider choice
between conformity assessment procedures and. in par-
ticular, the option of quality-assurance. This develop-
ment implies that producers do have to incur the costs of
double-checks but also have access to cost-effective and
internationally recognized quality assurance schemes.
Industry strongly supports this approach and wants it
extended to a wider range of products (see gas appli-
ances). On the whole, the greater transparency and flex-
ibility of new approach conformity assessment proce-
dures and the benefits which accrue once testing and cer-
tification results are universally accepted draw most
praise from operators.

The ‘new approach’ directives have contributed to
enhanced safety and performance of products by allow-
ing more rapid integration of innovation and quality
improvements. The fact that pacemakers on the
Comimunity market are now two generations in advance
of those available on the US market is attributed by
industry experts to the implantable medical devices

Table 2 — New approach directives

Directive

(Low voltage electrical equipment (73/23)

Simple pressure vessels (87/404)

Toy safety (88/378)

Construction products (89/106)

Electro-magnetic compatibility — EMC (89/336)

Appliances burning gaseous fuels (90/396)

Personal protective equipment (89/686)

Telecommunications terminal equipment (91/263)

Machines directives (89/392, 91/368)

Non-automatic weighing instruments (90/384)

Active implantable medical devices (90/385)

Explosives for civil use (93/15)

New hot water boilers fired with liquid or gaseous fuels (92/42)
Medical devices (93/42)

Satellite earth station equipment (93/97)

Equipment and protective systems intended for use in potentially
explosive atmosphere (94/09)

Recreational crafts (94/25)

Lifts (95/16)

Precious metals

Pressure equipment

Cable way installations

Directive. Similar effects have been noted in respect of
circular wood saws under the machines Directive.

Some teething problems have been encountered as “new
approach’ legislation has come on stream. These diffi-
culties are carefully monitored and addressed at
Community level. drawing on the assistance of experts
from the relevant national administrations. This continu-
ous evaluation allows guidelines to be established to
help national authorities to control and implement this
legislation. to smooth out discrepancies between
Member States.

Experience suggests that the new approach is effective.
Products governed by this legislation can be marketed
anywhere in the EU and circulate freely without further
checks. or adaptation. Free circulation has been achieved
without any compromise of the underlying collective
interests which the legislation aims to uphold. Any out-
standing difficulties, in the areas of standardization and
conformity assessment, are primarily transitional.

Date of application End of transition period

21.8.1974 1.1.1997 for CE marking)
{.7.1990 1.7.1992
1.1.1990

27.6.1991 Open
1.1.1992 1.1.1996
1.1.1992 31.12.1995
1.7.1992 30.6.1995

6.11.1992
1.1.1993 1.1.1996
1.1.1993 1.1.2003
1.1.1993 31.12.1994
1.1.1995 31.12.2002
1.1.1994 31.12.1997
1.1.1995 14.6.1998
1.5.1995
1.3.1996 30.6.2003

16.6.1996 16.6.1998
1.7.1997 30.6.1999

Proposal to the
Council and
Parliament
Proposal to the
Councif and
Parliament
Proposal to the
Council and
Parliament



2.2.3.5. Conclusions

Despite the fact that Community legislation to eliminate
technical barriers is only now coming into force, it is
generally seen as effective. Surveys of business operu-
tors and their representative bodies reveal a strong vote
of confidence 1n efforts to eliminate technical trade bar-
riers. In many product sectors (chemicals, mechanical
engineering, office cquipment. foodstuffs. motor vehi-
cles). between 35 and 50% of respondents regard EU
efforts as having generated benefits. The proportion of
farge firms having a positive opinion consistently
exceeds 50% while smaller companies (<50 employees)
reveal more negative assessment (29% positive and 9%
negative). The higher proportion of smaller companies
experiencing adverse consequences is probably due to
the costs of switching over to new compliance proce-
dures and/or specifications, but also increased competi-
tion from companies established in other Member States.
This perception is supported by examination of specific
product sectors which are subject to a combination of the
various approaches for the removal of technical trade
barriers {see Box 3 on experience of foodstuffs sector).

Endorsement of EU efforts to overcome technical barri-
ers is particilarly marked for products addressed by
detailed harmonizing legislation and for those covered
by ‘new approach” directives which have been in force
for some time. The ‘new approach’ is particularly
applauded for focusing attention on conformity assess-
ment arrangements. The elimination of repeated confor-
mity assessment procedures is critical in convincing
operators that technical barriers have been successfully
suppressed.

On the other hand, the ‘mutual recognition’ principle is
still proving difficult to enforce in a way which guaran-
tees unimpeded access to all Member State markets.
These difficulties are particularly pronounced for prod-
ucts for which the underlying risk to the consumer or
user is intense. In the past, application of the principle
was hampered by opacity about the number of cases
where Member States refused to recognize ‘equivalence’
and the reasons for this refusal. This uncertainty will be
largely resolved once pending notification procedures
become effective. The mutual information Directive has
also proved to be a valuable instrument for forcing
increased awareness of and respect for mutual recogni-
tion on national authorities. However. even where accep-
tance of the equivalence of national regulatory specifica-
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tions is achieved, further complications may arise relat-
ed to non-acceptance of results of conformity assessment
and discrepancies between voluntary national standards
and marking requirements. The problem of diverging
national voluntary standards may eventually diminish, as
European standards replace national standards, but this
will be a protracted process. Some technical barriers
originate from non-regulatory features of the market.
such as purchaser insistence on products complying with
familiar national standards. These preferences can be
devoid of any substantive or material justification —
particularly where technical specifications are being
increasingly aligned through the activity of the European
standards bodies.

The EU cannot rely on heavy-handed legislative
measures to break down residual technical barriers
which are rooted in consumer choice. It can only encour-
age market-led initiatives aiming at mutual recognition
and inter-changeability of local marks. or progress
towards common marks. The EOTC (European Organ-
ization for Testing and Certification) was established for
this purpose in 1991 but to date has made little headway.
This limited progress is due to vested interests such as
testing and certification bodies which prefer the status
quo; for them increased inter-changeability or recog-
nition of foreign national marks may mean the removal
of monopoly rights and reduction in revenue. Only client
pressure on testing and certification systems can over-
come this situation.

This rather complex and mixed picture should not
obscure the importance of recent accomplishments in
defining ground-rules for the definition and implementa-
tion of technical specifications, and in creating an insti-
tutional infrastructure which is capable of delivering a
technical barrier-free single market. Furthermore, these
mechanisms and arrangements provide a crucial safe-
guard against the technical refragmentation of the single
market. A recurrent theme from the survey of industry
federations is that producers can now confidently con-
ceive product specifications for a single market without
having to worry about the spectre of technical barriers.

2.2.4. Conclusions (on the free movement

of goods)

Markets for industrial products within the EU are now
highly integrated. This reflects both u history of policy




Box 3
Functioning of approaches for the removal of technical trade barriers: foodstuffs

In respect of national quality requirements for food (compositional standards, recipe laws, etc.) the principle of mutual recognition
is believed to be working satisfactorily. In comparison with the situation 10 years ago, the Commission receives few complaints under
Article 30 concerning attempts by Member States to impose own national quality requirements on imported products.

The principle of mutual recognition does not work well in cases where Member States impose requirements for health or safety
reasons. Specific problem areas at present include divergent national rules on the addition of vitamins and minerals to food (fortifi-
cation), dietary supplements, processing aids and national limits on certain contaminants in foods (e.g. pesticide residues in baby
foods).

For issues covered by harmonizing legislation, we observe a high level of compliance and implementation by Member States. For
the whole sector, there are just 10 complaints pending regarding implementation of directives by Member States. One reason for this
is that procedures for administrative cooperation and cooperation on enforcement issues are relatively well established in this sector.
These arrangements allow for many problems to be resolved informally.

The dividing line between use of mutual recognition or harmonization reflects political decisions to avoid trying to harmonize all
aspects of food legislation. The culinary diversity of the Community was to be regarded as an asset. The boundary between the two
approaches must be kept under review. While the balance between the two currently seems appropriate, the issue will be examined
in detail in a forthcoming Green Paper. Where it becomes clear that mutual recognition is not working, consideration must be given
to harmonization.

The combination of mutual recognition and harmonization seems to be facilitating trade between the Member States. The level of
increase in intra-Community trade varies across sectors. Non-regulatory factors seem to be a more important explanation than any
outstanding technical barriers. Some large increases in intra-EU trade have been recorded in foods and beverages having a high value-
to-bulk ratio such as spirits and chocolate, as well as heterogeneous products such as soup and coffee. By contrast, in products such
as beer, soft drinks, and mineral water, local preferences and established brand names imply that markets are refatively impermeable.

intervention at EU level and the adjustment of commer-
cial horizons and strategies on the part of business. Key
areas of SMP legislation are only now becoming effec-
tive but initial indications are positive — there is sub-
stantial evidence that the measures in place can over-
come the targeted barriers.

This positive assessment requires qualification to the
extent that:

(1) individual provisions of specific measures require
clarification in some areas;

(ii) complementary elements needed to make the meas-

ures fully operational are not always in place (e.g.

the absence of some European standards compli-

cates compliance with certain ‘new approach’ direc-

tives);

(i11) operators must overhaul long-established practices
or tendencies and adapt to new disciplines (procure-
ment liberalization involves new thinking in this
sector);
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(iv) enforcement is sometimes perceived to be uneven or
ineffective. One recurrent theme which may warrant
attention is enforcement and guaranteed respect for
rights and obligations. Effective redress, enforce-
ment and post-market surveillance are critical if the
‘mutual recognition’ principle and technical har-
monization legislation are to be effective.

These are transitional problems, which inevitably arise
in an operation as vast and complex as completion of the
single market. Significant effort will be required, partic-
ularly on the side of national authorities, to resolve the
problems.

The achievement of free circulation has pushed a num-
ber of other distortions to the forefront, and renders mar-
ket conditions more sensitive to distortions elsewhere in
the regulatory and market environment. This review has
highlighted three such instances. First, in pharmaceuti-
cals markets, the administration of national reimburse-
ment schemes and price controls has created substantial
price disparities between Member States, and led to a
limited (to date) amount of parallel trade. Second. in



motor vehicles, differences in tax treatment (including
massive divergences in the level of purchase tax apply-
ing to new and second-hand vehicles) have distorted the
pattern of pre-tax prices between Member States, which
again artificially spurs cross-border purchasing and
sourcing. However, consumer organizations have been
vociferous in their allegations that attempts to take
advantage of these differences have been unfairly imped-
ed by refusal to sell or difficulties relating to registration
of cars purchased abroad (now largely resolved). Third,
exchange rates fluctuate: while the distortions mentioned
above are sector-specific. abrupt currency realignments
can result in overnight alterations in relative cost-com-
petitiveness between producers located in ditferent cur-
rency areas.

The completion of a single market therefore requires
greater attention to the resolution of such problems, if
trade and competition are not to be distorted by uniden-
tified imperfections which could ultimately destabilize
the markets concerned.

This review has not identified any substantial areas of
trade in products which are affected by non-tariff barri-
ers. Even in areas where non-tariff barriers are proving
stubbern, instruments to overcome them have been put
in place. A new regulatory infrastructure at European
level, capable of etfectively channelling national efforts
in the regulatory sphere exists. This development pro-
vides operators with the necessary assurances that the
single market is here to stay and will go from strength to
strength.

The contrast with perceptions and conditions only a
decade ago is striking; evidence suggests that the costs of
doing business across borders are no longer a significant
deterrent for manufacturing businesses. The benefits of
integration have progressively become apparent and
have influenced behaviour and activities. Recent
progress is therefore not seen as a regime change,
involving dramatic differences in competition conditions
or radical re-formulation of company strategy. This per-
ception, in combination with more pressing concerns
relating to survival in economic recession, may explain
why the SMP is generally seen as less important than
other influences on business strategy or the operating
environment.
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2.3. Freedom to provide
services

2.3.1. Introduction

European market integration in services aims to open
markets, national and international, to free trade and
competition in order to allow user access to services
which are competitively priced, more efficient and better
suited to their needs.

Trade takes place mainly through the consumption of
international services such as road freight transport,
telecommunications or consultancy services; the interna-
tional movement of production factors (capital and
labour) through the establishment of production units in
a foreign country (for example banking or accountancy
services); and finally through consumption of foreign
non-traded services such as accommodation, catering or
entertainment.

For some time, services were regarded as a ‘non-traded’
activity. As a result, a web of national regulatory restric-
tions developed that limited exchange and discriminated
against foreign producers. Sector-specific regulatory
restrictions not only affected the sectors directly con-
cerned but also other industries upstream or downstream,
for example advertising and broadcasting services or
road freight transport and distributive trades. In addition,
where access to the physical network was necessary to
provide a service, disparities in national technical regu-
lations fragmented the market.

The importance of regulatory restrictions depends on the
sector. In some sectors, such as telecommunications, air
transport, or audio-visual services, restrictions placed on
access to the physical network, special or exclusive
rights, restrictions on the use and/or ownership of radio
frequencies, ownership rules and public service obliga-
tions have severely limited competition and denied
access to new operators or service providers resulting in
higher costs for business and consumers. In these sec-
tors, the lack of interoperability between equipment and
networks exacerbated the situation. In some sectors,
such as road freight and air transport, quantitative
restrictions limited the scope and volume of trade
between Member States. In financial services, discrimi-
natory conditions against other EU operators and admin-
istrative rules increased the cost of servicing foreign




markets, thereby limiting trading possibilities. In profes-
sional and business services. often regarded as the least
regulated of market services. obstacles to market access
stem from qualification requirements and other condi-
tions for the professions and from a variety of sector-spe-
cific restrictions or standards for other business services
(such as employment services. quality control and secu-
rity services).

Other more general regulations affected the free flow of
services even more severely, such as. for example,
restrictions on capital movements in the financial ser-
vices sector or fiscal barriers that distort competition and
inhibit the flow of services between different markets.

These impediments to the free provision of services were
further compounded by differences between Member
States” legal systems. Economic operators in areas such
as financial services and commerce refrain from supply-
ing services to other markets if there is uncertainty about
the legality of the transactions.

The SMP therefore proposed a package of measures
aimed at:

(1) opening up the market to new entrants on a non-dis-
criminatory basis, by separating out far more clear-
ly the issue of market access from technical rules on
supervision, market stability. safety and consumer
protection;

(i) eliminating quantitative restrictions on trade in ser-
vices and barriers to the free tlow of factors (capital
and labour);

(i1} cutting red tape, administrative burden and simpli-
tying controls to reduce the cost of transactions:

(iv) strengthening competition rules to ensure a level
playing field in cases where ‘market failure’ is like-
ly to endanger the market structure;

(v) harmonizing indirect tax levy systems to avoid dis-
tortions in the market.

2.3.2. The dynamic of the SMP

The 1985 White Paper emphasized right from the start
the need to liberalize services to provide for the freedom
of establishment for service providers and freedom to
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provide cross-border services enshrined in the Treaty of
Rome. Although the initial scope of the programme was
rather moderate and the details of the programme were
missing. there was a clear orientation accompanied by a
fixed timetable. Despite accumulated delays. most of the
White Paper measures aimed at the elimination of barri-
ers to trade in services had been transposed by 1993/94.
More importantly, the original set of objectives in the
services sector was significantly enlarged in subsequent
years.

The initial SMP aimed principally at liberalizing cross-
border trade in the so-called ‘traditional services’ (bank-
ing. insurance and transport). Services in ‘new technolo-
gies’ were included but without a detailed agenda except
for audio-visual services where the Commission, as early
as 1984 in the ‘Television Without Frontiers’ Green
Paper, had recognized the importance of establishing a
Community-wide broadcasting area for the free circula-
tion of information and culture. As momentum picked
up, the scope and the depth of the legislative programme
was progressively extended as in telecommunication ser-
vices or transport, while new areas were included in the
utilities sectors such as electricity. gas, post and interna-
tional railway transport. More recently the advent of the
information society is exerting new pressure to create the
appropriate legislative framework for the development
of information services at Community level.

In transport, liberalization was split into two phases: first
international transport and then national transport
through cabotage (the supply of services by non-resi-
dents in national markets). In audio-visual services, lib-
eralization was limited to opening up the international
provision of broadcasting services. In the telecommuni-
cations sector the gradual process of liberalization start-
ed with the supply of terminal equipment in 1988, fol-
lowed by the supply of value-added services and data
services for corporate networks and closed groups of
users in 1990. and the opening to competition of satellite
services and equipment in 1994. This process of gradual
liberalization was completed by setting the date of
January 1998 for the full liberalization of voice telepho-
ny services for the public and of the network infrastruc-
ture in the EU, subject to derogations for some Member
States.

The effectiveness of the SMP can only be measured by the
degree to which this package of measures has successfully
removed barriers to the free provision of services.



2.3.3. The effectiveness of the measures

2.3.3.1. Services sector survey

A first assessment of the effectiveness of the SMP for
services is provided by the business survey coordinated
by Eurostat in cooperation with the national statistical
offices.

The following table presents service industries’ assess-
ment of the effectiveness of measures aimed at eliminat-
ing various barriers to the free movement of services.

The figures in Table 3 are weighted according to the
number of employees in each firm, to reflect better the
fabour intensity of the industry and its polarization often
between a limited number of big enterprises and a vast
number of small players. These are average figures and
provide a global assessment of the effectiveness of meas-
ures for a wide range of market services including hotels,
catering, transport, financial services and business ser-
vices.

The liberalization of cross-border operaiions and of cap-
ital movements score the highest positive opinions.
Positive opinions on capital movements rise to 55%
when the financial services sector is considered sepa-
rately. while positive opinions for cross-border opera-
tions rise to 69% in air transport and 39% for land trans-
port.

The breakdown by sector provides more insight on how
economic operators view the success of the single mar-
ket in eliminating obstacles to EU trade. In sectors such
as land transport, air transport and financial services,
positive opinions are high, ranging from 32 to 60%. But
negative opinions are still relatively high. ranging from
[1to 19%. indicating that important barriers still persist.
This is particularly the case with business services,
where negative opinions outnumber positive ones (19%
against 17%). and to a lesser extent with information ser-
vices and related activities. where the single market
scores a meagre 283% of positive opinions compared to
19% of negative opinions.

Table 3 — Service industries’ assessment of the effectiveness of measures aimed at
eliminating various barriers to the free movement of services (%)’

Opinions

Measures Positive Neutral Negative
Harmonization of licences 20 66 5
Recognition of licences 17 71 3
Facilitation of cross-border operations 30 60) 4
Facilitation of physical establishment 17 74 1
Public procurement liberalization 16 68 6
Capital movements liberalization 25 66 |
Direct double taxation 18 67 |

" The sum is not equal to 100, the remaining percentage having no upinion on the issue.

Source: Eurostat survey, EU Member States excluding Germany.

Table 4 — Eurostat survey, EU Member States excluding Germany

Opinions

Firm size Positive Neutral Negative
5-49 16 63 21
50-199 19 60 21
200-499 17 61 2
500-999 21 54 24
> 1000 35 46 19
Total (EUR 11) 25 54 22




The survey confirms the view that while significant
progress has been made in liberalization of some service
sectors, especially the traditional services (transport and
financial services), barriers are still high in other service
sectors.

At the individual firm level, the SMP has been a success
for bigger businesses employing more than 500 people
(see table below). The majority of firms seem not to have
been affected. This is understandable to the extent that
services are often provided at local or regional level.
However, for a large number of SMEs, despite their
overall positive views on the SMP, the new competitive
environment has failed to deliver a positive result. One
possible explanation of this is that while SMEs recog-
nize the opportunities created by the SMP they are
unable to take advantage of the situation while having to
bear the negative consequences of increased competition
in their domestic markets. Meanwhile bigger businesses
are more widely affected by the SMP (see the middie
column) but seem to cope better with the opening up of
the markets and benefit from the opportunities created.

2.3.3.2. Single market review
studies

The sectoral studies in services provide more insight on
the effectiveness of the mechanisms put in place to open
up the market. The sectors studied can be grouped in
three main categories according to the different typology
of barriers to the free provision of services in each.

(1) Group 1 involves banking and credit institutions,
insurance and road freight transport, where regula-
tory measures to ensure market stability, safety and
consunier protection have traditionally played an
important role in shaping the industry’s structure at
national level. These measures tend to create signif-
icant barriers to cross-border trade and discrimina-
tory conditions for the establishment of new opera-
tors.

(i) Group 2 involves sectors such as air transport,

telecommunications services and TV broadcasting

services; these are areas in which the regulatory
framework has restricted or even forbidden market
access through the award of special and exclusive
rights and where regulation of companies’ behav-
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iour is designed to balance ‘miarket failures™ or to
promote the ‘general good'.

(iii) Group 3 involves sectors such as distribution and
advertising. where access to the market is not nec-
essarily restricted by national reguiations but where
the costs of access are significantly increased by dit-
ferences in market regulation. Although some spe-
cific sector measures were taken at Community
level, the SMP has had an indirect impact through
changes in the upstream or downstream markets,
stimulated by EU liberalization in the trade of goods
and services.

Table 5 gives an overall picture of the progress achieved
in these three groups. It shows that Community measures
have been effective in removing the most visible barriers
that either restrict access to the market or the free flow of
factors (columns 1, 2 and 3). Harmonization measures,
however, through which minimum common require-
ments were set in order to create a level playing field
between domestic and non-domestic competitors and to
eliminate barriers that might increase the cost of supply-
ing services internationally, have proved less effective.

The following section provides further analysis, by type
of barrier and sector, of the effectiveness of single mar-
ket measures concerning the sectors covered by the
studies.

2.3.4. The liberalization effect

2.3.4.1. Free movement of goods

and persons

Internal frontier controls for goods were one of the most
visible barriers to the cross-border development of cer-
tain services, and their elimination on | January 1993
has clearly brought dividends to some service sectors.
For transport services, for example, unnecessary border
delays were cut, making delivery times more reliable and
increasing vehicle use. For a typical 1 000 km road jour-
ney, savings for a haulier from the abolition of frontier
controls were estimated at around 2% of total costs. In
distribution, particularly in the fast moving goods busi-
ness, the elimination of customs and fiscal formalities
allowed distribution companies to improve their effi-
ciency in sourcing and distributing goods.
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Table 5 — Effectiveness of single market measures in removing barriers to the free provision of services (as perceived by economic operators)

Barriers
Cross-border service restriction Restrictions on establishment Restrictions on factor flows Regulatory/technical harriers’ Fiscal issues Others
Banking v/ Discriminatory conditions v/ Discriminatory conditions /v Capital controls v/ Prudential requiretments Tax on savings
tor cross-border sale of services for licences
v Conditions for sales Investment income Gy
v Restrictions on marketing Death duties
and service content
Insurance Vv Discriminatory conditions /v Discriminatory conditions v Capital conrols v Comsumer protection Taxation of reserves Contract Taw
for cross-border sale of services for licences
Conditions for sales Taxation of premivms
v Restrictions on marketing
and service content
Road freight transport v/ Bilateral quota restrictions v/ Diseriminatory licensing v/ Cabotage restrictions /v Weights and dimensions /v Excise duties /v Border formalities
on the aceess to other EC markets conditions tor goods
v/ Recognition of diplomas v Roud safety rules
/v Price restrictions v/ Speed limiters
v Resting hours
Air (ransport /v Bilateral restrictions on free /' Exclusive rights for v/ Cabotage restrictions v/ Conditions for safes v/ VAT v Border formalities
access to other EC markets licensing of air carriers for passengers
Vv Designation and capacity v/ Secunity and sufety rules
vV Price restrictions Ownership cules in third restrictions /Y Access o computer
country bilaterals Airport charges reservation systems
Slots allocation
v/ State aids. unfar
practices
Telecoms liberalized v/ Discriminatory conditions for v/ Exclusive rights on mobile, /' Exclusive rights to sell v Technical conditions for use Fair access to
services aceess to network data and sutellite services equipment of networks networhs
TV broadcasting services v Restrictions on cross-frontier National licensing rules for v Technical conditions for use
broadcasting broadcasters networks
v Rental and lending rights Media ownership restrictions
Term of copyright protection
v Copyright applicable 1o satellite
and cable
Distribution (fast moving No restrictions No restrictions /' Restrictions o free v/ VAT /v Border formalities for
consumer goods) movenent of goods goods
‘ v/ Technical barriers on

products

Advertising

Types of products and media

Comparative advertising

No restrictions

v/ Restrictions on media

v Misleading advertising

Content restrictions

v Barrier effectively removed: v Barrier partially removed:

These types of barriers tend to increase the cost of supplying services internationally and could be considered cquivalent to technical barriers in manufacturing.
Remaining barrier; — Not relevant.




The eftective removal of internal frontier controls, com-
bined with the single market measures to facilitate the
free movement of goods and transport liberalization.
contributed to the appearance of new businesses and
business concepts such as European distribution centres.
pan-European logistics services. or express and
timetabled light freight transport.

The reorganization of distribution generated substantial
cost and productivity gains, such as lower cost, higher
productivity and better service as a consequence of cen-
tralized distribution metheds and more efficient logis-
tics." Logistics cost reductions between 1987 and 1992
amounted to 29% from an average of 14.3 to 10.1% of
total revenue. The largest cost reductions are in trans-
port. where firms report up to a 50% cost reduction. The
average number of days from order placement to recep-
tion of the shipment declined from 21 days in 1987 to 15
days in 1992. Furthermore, European companies report-
ed service quality improvements in the form of reduced
service failures realized in on-time delivery, order com-
pleteness and the fill rate.

For services even more than for manufacturers, progress
in the free movement of persons is of the utmost impor-
tance because the actual supply of a service is often
strictly related to the cross-border movement of the sup-
plier of the service, in particular for business services
and other professional services. Preliminary data indi-
cate that demand for highly skilled specialists, managers.
technicians and other highly qualified manpower is
increasing, partly as a result of internationalization of
businesses in the single market and the trend towards
globalization of economic activity. However. gaps in the
legal framework for the free movement of persons con-
tinue to hamper this process (for more detailed analysis
see Section 2.5).

2.3.4.2. Quantitative restrictions
and restrictions of the

free flow of factors

Businesses in transport and distributive trades would not
have been able to seize the opportunities resulting from
the elimination of frontier controls if quantitative restric-
tions had not been removed at the same time. Capacity

* Coopers & Lybrand. "Distribution” study.

32

restrictions in both road freight and air transport have
been removed. allowing transport companies to extend
their networks and improve the use of their assets. In
road freight transport. the resulting savings for a typical
1 000 km journey from the abolition of quotas and grad-
ual introduction of cabotage are between 3 and 4% of
total costs. In passenger air transport. this has resulted in
increased flexibility for airlines to adjust capacity (num-
ber of seats and frequencies) to meet passengers’
demands and offer discounts to customers to improve
traffic revenue.

In financial services. open competition has been the prin-
cipal aim of the single market measures. The abolition of
restrictions on the free movement of capital was an
essential ingredient in this programme. Restrictions have
been removed in most Member States since 1990 and in
all Member States since 1994. But financial market inte-
gration has been a gradual process because the full
effects of capital market liberalization are restricted by
obstacles in the financial services market. Although
banking services were liberalized at the beginning of
1993, the completion of the single market in this sector
continues. The market for insurance services dates only
from July 1994 and the liberalization of investment ser-
vices from January 1996.

A more complex situation arises in television broadcast-
ing services. where in order to promote European culture
and harmonize the conditions in Member States. a quota
system was introduced by the "Television Without
Frontiers™ Directive by which a majority proportion of
transmission time (excluding time for certain types of
programmes) should be reserved for European works
and 10% should be reserved for independent works.
While these provisions have eliminated previous barriers
to cross-frontier broadcasting, the tlexibility allowed to
Member States to introduce stricter rules has negatively
affected the costs and conditions for the establishment of
new broadcasters.

2.3.4.3. Freedom of establish-
ment and access ¢to the

physical network

Ensuring freedom of establishment on a non-discrimina-
tory basis and free provision of services is fundamental



to achieving a single market. For utilities and network
industries, it is essential to ensure fair and economically
viable access to the physical network tor all service oper-
ators and to promote network competition, where techni-
cally feasible and economically justifiable.

To achieve this objective, the concept of a single
Community licence was developed and the *home-coun-
try control’ principle introduced. The new single market
rules allow for air and road transport companies and
financial and credit institutions from any Member State
to trade freely in and with any other Member State.
under home-country control, on the basis of a single
Community licence. An operator can decide to incorpo-
rate his business in any Member State. out of which he
can exercise his activities throughout the Community:
other branches may be opened without first having to
seek authorization in other Member States. To apply the
rules effectively, the licensing conditions and the sur-
veillance rules were harmonized. But it is the mutual
recognition of the home-country controls that allows the
whole system to work. National authorities must ensure
that the licence conditions are respected and that their
controls are sufficient to be recognized by the other
Member States. However, some restrictions still exist in
air and road transport as full cabotage will only be auth-
orized as of 1.4.1997 for air and 1.7.1998 for road trans-
port.

In the telecommunications sector, Community measures
have recognized that licensing will continue to be pre-
dominantly a matter for each national regulatory author-
ity, but in accordance with procedures and minimum
conditions harmonized at an EC level. Much of the tech-
nical work relating to the harmonization of licence con-
ditions is entrusted to expert bodies in the field of tele-
coms with a wider membership than the Community
Member States.

The effectiveness of the new rules is difficult to measure
because the decision of a firm to enter another part of the
market depends not only on the underlying legal frame-
work but also on prevailing market conditions. On paper,
the new system seems to work well. Thus, in air trans-
port, new companies have entered the market on both
intra-Community and domestic routes,” a prospect

" Restrictions on full cabotage remain until 1.4.1997.

" Source: Eurostat business survey.
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unimaginable some years ago. Incumbent airlines too,
such as British Airways, Lufthansa, Swissair and KLM,
have taken advantage of the right to establish an airline
based in another country and expanded their networks in
other EU countries. In banking, cross-border branching
by credit institutions has steadily increased over the last
three years, albeit from a very low base, increasing by
58% the number of cross-border branches operating in
the single market between 1993 and 1995.

Differences in market structure from country to country
may deter new entry, even where this is legally feasible.
However, the removal of legal barriers to entry and the
easing of access conditions has had a psychological
impact on service companies’ perceptions of competition
levels. Some 36% of land transport operators, for exam-
ple, consider that competition from other EU operators
has increased, with only 1% disagreeing." Figures for
banking and credit institutions are similar; 31% think
competition has increased and only 3% disagree; in
insurance, the scores are even higher, 42 and 4% respec-
tively. Competition from other domestic operators has
also intensified. In air transport, 48% thought competi-
tion increased, with just 2% disagreeing; while in insur-
ance the respective responses are 48 and 9%; in land
transport, 30% of operators thought competition had
increased, with 14% disagreeing:. Only in banking and
credit institutions did respondents think that competition
from domestic operators had not risen substantially.

The elimination of trade barriers in the utility sectors,
however, has met strong resistance from some incum-
bent operators and Member States, and liberalization in
this area is consequently much less complete and much
less effective.

It is in the telecommunications sector, where the
Commission has made use of its powers to introduce lib-
eralizing legislation under Article 90(3) of the Treaty,
that most substantial progress has been made in liberal-
izing a utility sector. This led to the progressive opening
of the Community’s telecoms markets, starting with
equipment in 1988, value-added services and corporate
services in 1990, data services in 1993, satellite services
in 1994 and now in 1996 adoption of measures allowing
early infrastructure competition, opening up mobile ser-




vices and setting the date of 1998 for full liberalization
of all networks and public voice telephone services. The
Commission’s power to use Article 90 in this way,
though controversial, has twice been confirmed by the
European Court of Justice.

While in that case the aggressive policy of the
Commission bore fruit, in television broadcasting ser-
vices a more gradualist approach has been followed.
with the result that important barriers to trade still per-
sist, either because the legislation was narrowly defined
— rules governing cross-ownership of the media, the
licensing conditions of establishment in Member States
and licensing of infrastructure were not harmonized, or
because the application of the freedom of cross-frontier
broadcasting has been restricted in practice. Member
States have sought to prevent cross-frontier broadcasters
from transmitting programmes into their territory which
did not comply with local or national regulations or
objectives. Differing views between Member States on
how to define the place of jurisdiction of a broadcaster
and the exercise of their right to apply stricter rules than
required by the “Television Without Frontiers’ Directive,
have limited the effectiveness of Community measures.
As a result, broadcasters continue to encounter difficul-
ties in entering markets without obtaining the explicit or
implicit approval of the national authorities in the target
State and therefore may prefer an establishment strategy
rather than pursue a pan-European strategy. However,
the current revision of the ‘Television Without Frontiers’
Directive as well as two recent European Court of Justice
judgements will contribute to resolving these problems.

Harmonization of licensing rules and mutual recognition
of surveillance rules are insufficient to open up the mar-
ket in sectors where access to the physical network is a
precondition for providing the service. In telecommuni-
cations, air transport and television broadcasting, specif-
ic provisions have been made to ensure access to the net-
work but most of these measures are so far judged not to
have produced the full benefits expected from liberaliza-
tion. In television broadcasting services, for example, the
cable and satellite Directive, which opens up access to

satellite services, has not yet been implemented in the
majority of Member States. In liberalized telecommuni-
cations services, the application of the leased lines
Directive has given rise to infringement procedures and
has not yet achieved the full cost orientation of leased
line tariffs, though important progress is being made
now that clear dates for infrastructure competition have
been set. As a result, prices for leased lines remain
extremely high in Europe compared to other parts of the
world. In air transport. the most important remaining
barrier for the free provision of services, the lack of
access to airport slots, still inhibits competition on exist-
ing routes and the development of new routes.

The Council Regulation on slot allocation, by accepting
‘grandfather’ rights, allows the incumbent carrier to con-
tinue to enjoy its privileged position resulting from these
rights. As a result, the lack of peak hour slots at many
major airports makes the entry of new carriers almost
impossible on the densest routes, where competition
would have been viable. 1t also inhibits niche carriers
from serving regional routes."

2.3.5. The harmonization effect

Building on the Treaty rules and the principle of mutual
recognition, secondary legislation has aimed at the nec-
essary harmonization of national rules to provide a level
playing field for business. This process is proving to be
lengthy, however, and success so far has been uneven.
Much depends on the attitude of Member States that
decide on policies at national level and have the respon-
sibility of transposing Commission Directives and guar-
anteeing their implementation.

With the removal of the more fundamental barriers, the
relative importance of harmonization in areas, such as,
the elimination of restrictions on the content or form of
specific services; the conditions to ensure fair competi-
tion; and the elimination of fiscal distortions has signifi-
cantly increased.

" The Commission will propose a new Jegislative framework, which if agreed could potentially sesolve these problems.
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2.3.5.1. Removal of service
restrictions

Regulatory bans or limitations on particular types and
forms of services applied at national Jevel fragment the
single market. Elimination of these barriers is important
because legal certainty is an essential requirement for the
provision of certain services. particularly where the ser-
vice contractually binds the private parties.

In financial services where enough experience is avail-
able, there is clear evidence that product restrictions
hamper the cross-border supply of services. in particular
in retail banking. This is due to a marked tendency on the
part of national authorities to:

(i) restrict the free provision of services by invoking
the *general good’ clause and reintroducing a priori
controls (for example, mortgage credit law in
Belgium and all consumer law in France have been
classified as being part of the ‘general good™ and
companies must therefore comply with this legisla-
tion);

(i) interpret in a restrictive way the notification require-
ments introduced by the second banking directive,
thus creating uncertainty over the legality of certain
transactions and the services to be provided.

Similarly. in the advertising sector. the muddle of dis-
parate national rules creates obstacles for companies
wanting to offer standardized services across national
borders and also affects development in distributive
trades that are the main end-users of such services.

2.3.5.2. Ensuring fair competition

Respect for competition rules is essential for ensuring
the effectiveness of the single market measures.
Responsibility is shared between the Community and
Member States. Some current distortions are explained
by historical reasons but new barriers to competition
emerge either due to inadequate application of
Community rules or because of the anti-competitive
behaviour of some operators. Continual assessment of
the market ts necessary in order to ensure that competi-
tion policy is working.
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The examples set out below illustrate some of the current
problems:

In air transport, one of the most important problems with
the liberalization of air transport services has been the
very large sums of money going to some airlines in the
form of State aids. The Commission’s policy in this area
is to limit the distorting effects of State aids to individual
airlines by attaching increasingly stringent conditions to
its decisions and, ultimately, phasing out such aids al-
together.

However. despite these efforts the majority of airlines
consider State aids as an important barrier to entry as
unprofitable airlines may continue to operate on markets
from which they might have otherwise withdrawn.

When faced with increased competition, companies may
seek to strengthen their competitive position. Some con-
sequent barriers have been effectively tackled in the air
transport sector, for example, restrictions on access to
computer reservation system (CRS) displays have been
removed by a Commission Regulation. However, new
practices can emerge which when combined can effec-
tively deter competition by new airlines. A typical exam-
pie is the use of frequent flyer programmes (FFPs) initi-
ated by the larger carriers which otfer them a major com-
petitive advantage over small new entrants. The associa-
tion of FFPs with alliances and code-sharing can cause a
number of difficulties for the small operators who are not
in a position to cope with such a dominant position.
Similarly, the use of override commissions (high extra
commission usually based on sales volumes) or other
incentives by large carriers gives new entrants a compet-
itive disadvantage in selling through agents.

In telecommunications, it is clear that the incumbent
telecom operators (TOs) wield significant power. The
UK example is illustrative; despite the early introduction
of competition the former monopoly operator still has a
dominant position in the market place. Ensuring the
application in practice of the basic principles introduced
by the open network provision Directive of fair, non-dis-
criminatory and harmonized access to the dominant TOs
network is key for the development of the single market
in telecoms. If the power of dominant TOs is left
unchecked, this could hinder competition and could be
damaging to the expected benefits of liberalization in
terms of price, choice and quality of services for busi-
ness clients as well as households.




In road freight transport the even-handed enforcement of
Community measures on resting hours, speed-limiters
and road safety rules is essential in order to ensure fair
competition between hauliers. There is some evidence
that uneven enforcement is seen as a distorting factor of
the market.”

In the financial services sector, respect for Community
prudential rules is important in order to ensure market
stability and avoid distortions in competition from under
capitalized financial intermediaries.

2.3.5.3. Elimination of fiscal

distortions

These barriers represent one of the principal obstacles
for market integration in all sectors as well as a formida-
ble disincentive to cross-border business. The sector in
which the effects are most significant is the financial ser-
vices sector. The persistence of certain discriminatory or
distortionary tax rules in the EU is limiting the integra-
tion of the financial services sector and distorting flows
of capital in the EU. These concern in particular:

(i) differences in the taxation of savings, which also
give rise to problems of cross-border tax avoidance
and evasion;

(i) tax reliefs for certain financial transactions, such as
mortgage interest payments, which may discrimi-
nate against non-domestic service providers or
lenders;

(iii) special taxation treatment for certain forms of sav-
ings or investment which are designed to promote
selected schemes and which mould market activity
and structure;

(iv) double taxation in death duties or inheritance tax or
the avoidance of death duties by non-residents.

In transport, the other major area of concern, problems
relate to the future taxation of transport services in order
to correct imbalances in the way the user charges and
external costs are paid by the service providers. The

"> NEA "Road freight transport’ study.

Commission has published a Green Paper on this issue to
tackle the problem of taxation in the transport sector as a
whole.

At present, problems are reported with the large varia-
tion in the application of VAT to air travel which is con-
sidered to affect competition in air transport services. in
particular between interconnected flights combining an
intra-Community leg with a domestic leg and direct
intra-Community flights.

Although international passenger flights are exempt
from VAT while rates on domestic flights range from 0
to 15%, depending on whether a passenger flies directly
to his final destination or whether he uses the intercon-
nected flight, he may be subject to VAT. Other such dis-
tortions concern the treatment of VAT on kerosene and
excise duties.”

2.3.6. lIssues of proportionality and

transparency

A certain number of regulatory obstacles to the free
movement of services could be solved by the direct
application of the Treaty (Article 59). For instance, in the
field of commercial communications, surveys have
demonstrated that many companies face restrictions to
cross-border activities. Some of these restrictions could
be solved without new harmonization by applying the
principle of mutual recognition. However. this leads to
the need to assess the proportionality of the application
of non-discriminatory restrictions to incoming services.
This has led the Commission to propose a Green Paper
in this area.

Given the expected growth in cross-border service pro-
vision with the advent of the information superhighways
and the expected national adaptations and new regula-
tions for on-line service provision, there is risk of
increasing fragmentation of the single market in ser-
vices. Rather than wait until these barriers come about
and then contest or harmonize the law, it would be more
suitable for the appropriate authorities to regulate to
safeguard single market principles, thus avoiding new
barriers to trade in services within the Union. With this

"* The Commission is currently studying this problem in order to make appropriate proposals to harmonize conditions in the single market.



in mind, the Commission has recently proposed an
extension 1o the existing Directive 83/189 notification
system for rules on goods and technical standards to
include new information society service regulations.

2.3.1. Conclusions

The Community has established a basic legal framework
in many services. The legislative changes introduced
were more radical than in the manufacturing sector. As a
result, the most obvious restrictions have been removed.
However, full implementation of the new legislative
framework has taken longer than expected, in particular
in the utilities where the transitional period has been
longer. Delays in transposing the new rules into national
law have impeded progress (e.g. insurance). Further
measures may be needed, particularly for financial ser-
vices.

Nevertheless, the changes in place already appear to
have increased competition in traditional services sec-
tors. The separation of market access from other rules
regulating market behaviour has proved successful in
eliminating discriminatory rules based on nationality and
helping to cut red tape. Non-discriminatory rules based
on the protection of the ‘general good’, however, still
hamper the cross-border supply of services, along with
anti-competitive practices resulting from the inetfective-
ness of Community rules or the behaviour of economic
operators. Taxation issues are particularly important in
financial services because lack of harmonization of tax-
ation rules distorts capital flows and market structure.

The SMP in services is still incomplete. Business ser-
vices, information services, and commercial communi-
cations are some examples of broad sectors where the
single market impact has not yet been felt and where dis-
criminatory and non-discriminatory barriers hinder EU
integration.

2.4. Free movement
of capital

The free movement of capital is now written into the
Treaty of Rome and is one of the cornerstones of the sin-
gle market. The first of the four fundamental freedoms
for which a framework was realized, its benefits were
enshrined in Directive 88/361/EEC adopted as long ago
as 1988. From 1990, the Directive removed all capital
controls and provided for the complete liberalization of
all forms of capital movement between Community res-
idents, whether natural or legal persons. From the begin-
ning of 1994, new provisions, on the basis of directly
effective Article 73b(1), have enshrined complete free-
dom of capital movements within the Treaty itself. rather
than leaving it to the secondary legislation, thereby mak-
ing it a *building block” for EMU." The last of the dero-
gations from the Directive expired in June 1994.

Apart from affording economic benefits, through a better
allocation of capital among the Community, free move-
ment of capital is also an essential condition for the free
operation of financial services enlerprises' and their
cross-border activities. The effectiveness of any
Community harmonization measures in the financial ser-
vices sector would be greatly reduced if corresponding
capital movements were subject to restrictions. The free
movement of capital is therefore a necessary condition
for a single market in financial services and capital mar-
ket liberalization.

Under Articles 73a to 73g of the Treaty of Rome (as
amended by the Treaty on European Union), there are no
longer any formal exchange controls, or other direct
forms of restrictions to capital movements, in any
Member State. Nevertheless, some administrative
measures remain in force which still limit non-residents’
freedom of access to domestic markets, customers, or
financial instruments, or residents’ freedom of access to
foreign financial markets, institutions or instruments.
Research” for this review, attempting to capture the
degree of capital market fiberalization in the EU, includ-
ed a survey of EU financial institutes on remaining bar-
riers to the free movement of capital. Information on the
latter was also obtained from the OECD Codes of liber-
alization. All Member States subscribe to two OECD

" The second purpose of the Treaty provisions was to provide for freedom of capital movements, with some exceptions, for third countries.

" Capital market liberalization study.
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Codes of liberalization (one on capital movements and
one on current invisible transactions). Adherence to the
Code on capital movements involves an undertaking to
remove restrictions from a specified list of cross-border
capital transactions; this list (Annex A to the Code)
closely resembles the nomenclature attached (as Annex
[) to the 1988 Directive. By lodging a reservation against
a specific item on the list, a member country retains the
right to maintain restrictions on those operations, whilst
still benefiting from liberalization undertaken by others.

The results of the survey suggest that a considerable
degree of capital market liberalization has been
achieved. Respondents judged the freedom of capital
movement in the EU as a whole to score almost 8.5 out
of 10 now, compared to less than 6.5 in 1990. Domestic
requirements encourage residents to buy, sell and hold
equities abroad, rather than at home, while to a lesser
extent placing non-residents at an advantage over resi-
dents in the case of similar transactions on the home
market. There may in fact be an artificial stimulus to cap-
ital movement in both directions which distorts the efti-
cient allocation of capital. In general, non-residents are
most free in their transactions on bond and money mar-
kets, while they are least free in respect of collective
investment securities and in the field of investment ser-
vices, especially management of privatization issues,
lead management of bond issues, market-making and
access to payment systems.

This perception of liberalization matches quite closely
the results that emerged from the analysis of information
on the OECD Codes. It appears that Member States gen-
erally have only very few, mostly quite specific, reserva-
tions' registered under the Codes. The situation is not
completely even across the Union: two Member States
have no reservations, while seven Member States
account for more than 80% of the EU total. There are
also pronounced differences between the various cate-
gories of market activities, operations in collective
investment securities and in money-market securities
being relatively free of reservations while operations in
securities on capital markets and the provision of bank-
ing and investment services together account for over

half the total number of reservations entered. In addition.
10 Member States have entered reservations against the
freedom of establishment and operation of branches of
foreign insurers, banks and other financial institutions.
These reservations qualify the freedom of these oper-
ators to conduct capital market or money-market oper-
ations.

Of the various kinds of factors which were seen as
inhibiting or distorting capital movements by the survey
respondents. the most frequently cited were insuftficient
liquidity in local markets, non-residents’ tax treatment.
and exchange rate risk. Local prudential and incorpora-
tion requirements, as well as national differences in com-
pany law and accounting frameworks were also seen as
significant constraints. Withholding taxes and the non-
recoverability of tax credits were regarded as particular
problems. In several countries, differential treatment of
non-resident firms for corporate income tax purposes
also causes distortions. Among regulatory obstacles,
local restrictions on institutional investors™ portfolios.
generally in favour of domestic government bonds, were
considered to reduce the liquidity of domestic equity and
private sector bond markets, thereby raising the cost of
capital to local firms and subjecting the institutions to
lower returns and higher risk. A number of specific con-
straints arising from local market structures, customs in
particular countries were also cited by respondents,
notably in relation to government securities and mem-
bership of local stock markets and clearing systems.

There has been a substantial increase in the freedom of
capital movement throughout the EU since 1990, with
most change having been achieved in the most restricted
markets. Significant minorities of businesses attributed
this positive effect to the SMP and the liberalization of
capital flows (some 23% of firms in manufacturing and
25% of firms in the financial intermediation business)."”
However, the share of those perceiving no change at all
remained relatively high, at 61% and 60% respectively.

Freedom of capital movements is judged to be 85%
achieved by respondents to a further survey." compared
with only 65% in 1990. Respondents assessed the impor-

" In general, these reservations refer to both intra-EU capital flows and flows with the rest of the world. Overall. however, the number of reser-

vations is higher from the latter.
 Eurostat business survey.
Credit institutions and banking study survey.



tance of various single market measures on a scale of |
to 100 and indicated that the liberalization of capital
flows was 58 (quite important). On the same scale, the
importance of barriers to capital requirements, in terms
of the restrictions they place on enterprises” ability to
operate in other EU countries. was seen only of low to
medium importance by all of the EU.

In the manufacturing sector, the net balance of respon-
dents weighted for size of company, reporting a positive
impact of the SMP in terms of the free movement of cap-
ital was 30%. In the services sector, the net balance of
respondents reporting a positive impact in distributive
trades was 12.5%. The net balance of respondents report-
ing a positive impact on capital movements in other ser-
vices was 11%. This evidence suggests that any mal-
function of the free movement of capital may have been
perceived more by manufacturing industries in relation
to their cross-border activities than by operators of ser-
vices.

However, insufficient liquidity of local markets,
exchange rate risks, the tax treatment of non-residents,
local prudential and incorporation requirements, and
national differences in company law and accounting
regimes were reported in the survey as still inhibiting or
distorting capital movements. National prudential regu-
lation has also been extensively used as a disguise for
controls, with consequent effects on the structure of
investment portfolios and therefore of returns.

Research for this report shows that the SMP has been
effective in terms of the liberalization of capital flows."”
Improvements in the free movement of capital and lower
costs of finance to industry suggest that, in gencral, the

legislation 1s working.

The effectiveness of the single market is constrained,
however, both by ‘sluggishness’ on the part of banks and
credit institutions in responding to the SMP and by some
remaining barriers which influence their behaviour.” In
the field of mortgage credit, there is unequal access to
capital markets for the purposes of refinancing. In
France and Portugal, access to government debt markets

" Credit institutions and banking study.
* Credit institutions and banking study.
' See paragraph 2.6.3.
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is limited to local or selected banks. There are problems
too in some bond markets. In Greece, refinancing by for-
eign issuers is precluded by a domestic ban on the issue
of certain types of bonds, Prior authorization for re-
financing is required in Belgium, Spain, France and
ltaly, which effectively discourages foreign players. In
Portugal, there is a ban on the issue of bonds payable in
a foreign currency. In Britain, Germany and France, the
issuing of mortgage bonds requires supervision by a
domestic national (this is acceptable because it is a form
of prudential regulation but nevertheless it causes delays
and deters foreign transactors). Differences in taxation of
investment income continue to perpetuate distortions in
capital movements between Member States.”'

The Commission’s Green Paper on meeting consumers’
expectations of financial services has also highlighted
several important areas relevant to the free movement of
capital, including the need to improve cross-border
credit transfers. A Directive on cross-border transfers.
designed to speed up and reduce the costs to consumers
of small cross-border payments has now been adopted
and is due to come into force no later than July 1999.
And the question of the freedom of pension funds to
invest across border continues to be debated. Some
Member States still do not allow pension funds to be
invested in foreign securities or restrict their scope for
doing so, thereby impeding the free movement of capi-
tal.

Conclusions

The progressive liberalization of the rules has led on the
whole to the progressive [iberalization of markets.
According to the survey of the EU financial institutes
and the OECD Code information, the single market
enjoys an enviable level of free capital movement.
Businesses also rate this freedom 85% achieved and no
study has revealed a lack of effectiveness in either the
Treaty provisions or Directive 88/361/EEC.

But a few impediments remain and, with them, the con-
tinuing risk of new barriers to the free movement of cap-
ital. Pension funds, for example, are potential suppliers




of large and long-term funds which can augment the
available pool of capital in the single market and con-
tribute to long-term growth. In some cases, the remain-
ing impediments are outright restrictions on foreign
assets or currency matching rules; the third life insurance
Directive even imposes a mandatory restriction. Large
institutional investors who are restricted to small domes-
tic markets are unable to provide the best return for their
shareholders. Nor are they free to invest across the EU in
small dynamic companies in the services sector where
there is greatest potential for creating more jobs.

There is a need for closer examination of the regions and
sectors where such practices impede or discourage the
free movement of capital. It is evident from the levels of
reservations under the OECD Codes and from the stud-
ies undertaken for the Commission that freedom to move
capital varies as between Member States and that bank-
ing and investment services feature in over half of all
reservation notifications. Access to certain markets is
also effectively discouraged by the need to comply with
domestic procedures which appear to go beyond pruden-
tial requirements. And, in spite of the generally positive
mood of business, the list of remaining distortions to
capital movements connected with exchange rate risks
and taxation issues represents a tangible cost which may
be measured in lost output, competitiveness and jobs.

From this review, therefore, it appears that the present
legislation is well designed. Obstacles to the free move-
ment of capital appear to be indirect. Remedies to these
residual barriers to the free movement of capital may lie
in closer examination of local practices and enforcement
of rights under the Treaty.

2.5. Free movement

of persons

The right of individuals to move freely between Member
States is as much a part of the single market as the right
to movement of goods, services and capital. In addition
to its economic significance in terms of permitting the
mobility of labour, this right is of considerable symbolic
importance as a concrete expression of the concept of
European citizenship.

On the basis of legislation which to a large extent pre-
dates the SMP, many citizens avail themselves of the
right to free movement within the Union, whether for
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short or long periods. and enjoy many advantages in the
host Member State on the same basis as its own citizens.
Workers and job-seekers can take up residence in an-
other Member State, with equal right of access to all
employment in both private and public sectors, with only
a few exceptions (such as the judiciary or the police,
diplomatic service). The coordination of social security
arrangements ensures that migrant workers continue to
be attached to a social security regime and maintain
rights (particularly as regards retirement). They, and
their families too in certain circumstances, are entitled to
benefits such as sickness, maternity and invalidity
allowances. They are also entitled to remain in the host
country after retirement and to receive normal benefits.

Diplomas and professional qualifications obtained in
another Member State must also be recognized. although
in some cases conditions may be imposed to take
account of differences in qualifications and training sys-
tems. Evidence on the operation of the Commission
Directives on the mutual recognition of diplomas and
professional qualifications shows that in the period 1991
to 1994 some 10000 citizens availed themselves of
recognition of their qualifications under the general sys-
tem provided for in Directive 89/48/EEC. About 5 000
take advantage each year of recognition under the sec-
toral directives for doctors, dentists. veterinary surgeons.
nurses responsible for general care. midwives, pharma-
cists and architects. These figures show a low level of
mobility in the regulated professions (less than two per
thousand of the total professional population). Although
this may in part be ascribed to linguistic and cultural fac-
tors, it also suggests that there may be difficulties in
understanding or making use of the relevant legislation.

Unemployed people, job-seekers, students and retired
persons may also take up residence in another Member
State provided they fulfil certain conditions regarding
resources and health insurance.

However, there is evidence that in some cases citizens
encounter difficulties in availing themselves of these
rights, for example because of lack of familiarity with
European law on the part of local officials or cumber-
some and time-consuming administrative requirements.
For this reason, in parallel with the present review, the
Commission has established a High Level Panel under
the chairmanship of Mrs Simone Veil to identify existing
and potential obstacles to the free movement of people
and to propose solutions. The remit of the Panel, which



began work in April [996, covers both the way in which
the existing measures are applied in practice and the
identification of new measures which could complete the
current body of legislation by removing obstacles or
solving problems not yet addressed by the Community.
The Panel’s report will help the Commission to prepare
an integrated strategy for free movement issues.

It has not been possible to reach agreement on the
removal of border controls within the deadline original-
ly envisaged. The Commission has, however, put for-
ward proposals for three Directives designed to bring
about their removal, while acknowledging that flanking
measures must first be put in place to ensure the mainte-
nance of a high level of safety in the area without fron-
tiers. Furthermore, since | July 1995, seven Member
States (Belgium, Germany, Spain, France, Luxembourg,
the Netherlands and Portugal) have applied between
them, in an irreversible way, the Schengen Convention
abolishing all controls on persons crossing their common
borders (although France has temporarily reinstated con-
trols on its northern land border).

Conclusions

The legislative framework in place already largely
ensures the right to free movement for European citizens
throughout the Union. Practical problems in exercising
those rights are now being examined. Meanwhile,
removal of border controls between some Member
States has been achieved, albeit outside the Community
framework, and the Commission has tabled the neces-
sary draft legislation to bring about their complete aboli-
tion.

2.6. Creation of a single
business environment

In addition to legislation to remove specific barriers to
free movement, action to complete the single market
included steps in the following areas:

{i) measures to introduce competition into public pro-
curement contracts. While similar in economic
effect to many of the measures discussed above to
liberalize trade and competition in manufacturing
and service markets, these measures targeted public
sector and utility purchasers of supplies. works and
services. Public procurement liberalization therefore
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extended the reach of single market integration into
markets which had previously been sealed off from
cross-border and often local competition;

(ii} creation of new forms of industrial property protec-
tion (trade marks and patents). having wider geo-
graphical coverage. The goal was to offer economic
operators the option of obtaining industrial protec-
tion covering all or a number of Member States as
opposed to persisting with a ‘bundle’ of national
rights;

(iii) measures to facilitate the operation of subsidiaries,
plants or branches in other Member States by elim-
inating double taxation of income generated by
these operations (corporate taxation), and steps to
harmonize national law concerning the setting-up of
companies, the maintenance of their capital, their
financial reporting, etc. and to reduce legal obstacles
to restructuring and link-ups between companies in
different Member States (company law).

Beyond contributing to the overall objective of removing
impediments to cross-border transactions, those
measures have little in common-in terms of substantive
content. They will therefore be considered separately.

2.6.1. Public procurement liberalization

EU public procurement legislation aims to break down
discriminatory procurement practices which have
restricted access to markets supplying the public sector
or utilities to a limited number of national suppliers. In
1987, less than 2% of public purchasing was awarded to
non-national suppliers, compared to levels of between
25% and 45% for private sector purchasing.

The potential benefit from open procurement is huge.
Public procurement of works, supplies and services
accounted for [1.5% of EUR [5 GDP in 1994 or ECU
721 billion (1.e. the combined size of the Belgian, Danish
and Spanish economies or ECU 2 000 per EU citizen). A
slight decrease in the relative size of public procurement
since 1987 reflects increased pressure on public pur-
chasers to pay lower prices. EU procurement legislation
should make this goal achievable.

Protecting large areas of economic activity from compe-
tition involves large costs. Some sectors where there is
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substantial scope for efficiencies of scale (for example
railway rolling stock or boiler-making) are particularly
sensitive to rules about public procurement. Procurement
supply has traditionally been concentrated in a number
of sectors: 12 fairly narrowly defined product and ser-
vice sectors account for 62.8% of public sector purchas-
ing. Public procurement is concentrated in a few service
sectors, while public purchases of supplies are spread
over a wider number of sectors.

EU efforts to open public procurement began with the
adoption of two Directives in the 1970s. These measures
were strengthened and extended under the SMP. One
important extension was their application to purchases of
services and to procurement by water and energy utili-
ties, and the transport and telecommunications sectors,

This considerably widened the coverage of the regime;
procurement of services now accounts for 30% of all
procurement activity, while purchases by utilities make
up a further 24%. The new legislative framework affects
about 110 000 public authorities involved in awards of at
least one contract in excess of the relevant thresholds.

This strengthened EU legislative framework for public
procurement is underpinned by the following principles:

* transparency: contracting authorities must publish
tender notices for contracts in the Official Journal;

*+ objectivity in award of contracts: contracting author-
ities must clearly announce the criteria upon which
they will reach a judgement about the award of a
contract and cannot modify these criteria in the
course of the award process;

* the rapid review of any decisions taken by contract-
ing authorities which infringe Community rules on
public procurement.

Any judgement the effectiveness of
Community procurement legislation is constrained by
the short time since the legislation came into force and
the fact that in some cases Directives have not yet

regarding

entered into force.” Only the rules relating to liberaliza-
tion of supplies have been in force for sufficient time for
the effects to take hold.

The slow pace of transposition of Directives into nation-
al law in the sector further complicates the analysis. Of
158 national transposing measures required by the vari-
ous procurement Directives, 17 measures had not been
notified to the Commission by July 1996. A lesser con-
cern is the high proportion of deficient transposition
measures; there are currently 39 cases of infringement
proceedings in process for failure to transpose the legis-
lation correctly or at all. These difficulties have robbed
EU procurement legislation of some of its effectiveness
since contracting authorities remain unaware of the pro-
cedures and rules and tenderers are faced with legal
uncertainty and confusion when trying to take advantage
of opportunities afforded by the legislation. As a result,
only a minority of entities have reported real benefits.™

Despite these imperfections, there are signs that the leg-
islation is starting to bite. These changes are most evi-
dent in respect of obligations relating to transparency
and openness.

* Publication of contracts: substantial increases in the
level of publication of OJ tender notices have been
recorded, from 12 000 in 1987 to 90 000 in 1995.
Marked increases have coincided with the entry into
force of the services and utilities Directives, suggest-
ing that operators in these sectors take their obliga-
tions under the legislation seriously. But there is still
an 86% shortfall between the number of authorities
publishing and the estimated number covered by the
legislation.

+ Tenderers are beginning to perceive changes in mar-
ket access: a wide-ranging survey of suppliers
reveals that many have benefited from the new
mechanisms for increased information and trans-
parency (OJ, TED, etc.) to identify new opportunities
in both partner country and domestic procurement
markets. Companies identifying new opportunities
also display high levels of responsiveness (90% rate

= The codified excluded sectors Directive entered into force on 1 July 1994 Its entry into force is postponed for Spain until 1 January 1997,

and for Greece and Portugal until | January 1998.
* Eurostrategy consultants ‘Public procurement’ study.
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of response to domestic and 70% to cross-border
opportunities). Of companies submitting tenders in
response to newly-identified cross-border opportuni-
ties, 44% reported that they had won new business.
Some 31% of companies reported that they were
selling to partner country authorities, although much
of this may be through local sales offices or as part
of a local consortium. 36% of respondents also
reported increased competition in their domestic
markets, although this contrasts with perceptions of
purchasing authorities that new tenderers have not
increased since the introduction of the legislation.

Changes are also beginning to manifest themselves in
the macroeconomic data. Combined direct and indirect
import pertetration from partner countries has increased
between 1987 and 1994 (on average) from 6 to 10%.
These developments are reflected in strong growth in the
level of intra-EU trade in procurement-sensitive prod-
ucts. Changes are not limited to products or supplies;
similar levels of import penetration, of up to 5%, are
observed in the construction sector.™

In spite of this encouraging evidence, a number of prob-
Jems remain which have also been identified in the
Commission Green Paper on public procurement.”

(i) Compliance with procedural requirements: in some
cases, there is a marked tendency for utilities to
make more use of negotiated procedures, but this is
consistent with their demanding specifications.
Under restricted and negotiated procedures, the use
of pre-qualification stages may have the effect of
unfairly limiting the number of potential tenderers.

(ii) There may be insufficient guidelines on pre-qualifi-
cation arrangements. The unjustified use of ‘accel-
erated procedures’ imposes severe restrictions on
the scope for open tendering wherever it is used.

* Price competition &nd convergence study (case study on construction),

(i1t} Clarification of specific provisions of the legislation
(for example, the boundaries between works, ser-
vices and supplies contracts, and the ‘aggregation’
rules).

{iv) Policing and enforcement: suppliers are entitled to
seek redress before national courts, or other nation-
al review bodies, for injuries related to non-compli-
ance. Research for this report™ reveals that the threat
of fegal action has led to more conscientious adher-
ence to the legislation.” However, this right to
action before national courts may not be sufficient,
due to the fear of jeopardizing future business by
antagonizing purchasers, the difficulty of proving
any breach of procedures (only the defendant will
usually have all the relevant information) and the
level of damages. The only watchdog is the
Commission which is unable, given present
resource constraints, to investigate all alleged
infringements.

In conclusion, EU legislation on public procurement lib-
eralization is already acting as an effective catalyst for
increased competition in public procurement markets.
The impact on cross-border competition has been lower,
but non-negligible. The proportion of procurement pur-
chases which are sourced directly from partner country
markets has doubled from 1.4 to 3%. Procurement pur-
chasing indirectly sourced from partner countries,
through the intermediary of sales offices or subsidiaries,
has expanded from 4 to 7%. Relatively high levels of
import penetration are now recorded in many product
markets typified by high levels of procurement. This is
particularly true for complex products with standardized
specifications such as office machinery, medical equip-
ment and motor vehicles/buses (cf. table).

* Public procurement in the European Union: Exploring the way forward, 27 November 1996,

* Contracting authority survey.

" The public procurement study also shows that this threat can also lead entities to apply the rules too rigidly in some cases, thereby increas-

g administrative costs and deterring new suppliers.




Table 6 — Import penetration in public sector purchasing (%)

Sector Direct Indirect
Low-tech products:

— office furniture 5 8
— uniforms - 3 13
— printing and paper <l 17-19
High-tech standardized products:

— office machinery 4 22-29
— motor vehicles 34 16-19
— medical equipment 5-6 19-21
High-tech customized products:

— boilers 4 9-10
— power generating equipment 6-7 11-14
— telecoms equipment 6-8 18-22
— railway rolling stock 10-11 19-21
Works:

— construction/civil engineering 3 4-7
Services:

— consulting engineering 1 5-6
EU average 24 5-9

While there seems to be increased competition and pro-
gressive integration of markets for procurement of prod-
ucts in particular, there is as yet little evidence of sub-
stantial savings to public purchasing authorities. There is
anecdotal evidence of some significant price and tech-
nology improvements, particularly from entities which
systematically apply the new procedures and those
which use the threat of cross-border competition to force
down established suppliers’ prices. However, new
entrants tend to price markets, and their market share is
still small suggesting that expected savings have not yet
been achieved.

Contracting entities and suppliers are only beginning to
probe the new SMP opportunities. The fact that only
15% of purchasing entities thought to be subject to the
legislation have published tenders suggests that entities
have yet to come to grips with the new disciplines. The
fact that the numbers publishing tenders and complying
with the new procedural requirements are continually
increasing, suggests that entities are still on a ‘learning
curve'.

Research identified a number of provisions in the legis-
lation which might benefit from clarification (notably
boundaries between works, services and supplies con-
tracts and ‘aggregation’ rules). More monitoring of the
economic realities of procurement markets in the
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Member States will be necessary in order to judge the
actual market-opening effects of the regime. Failure to
detect and penalize non-compliance or infringement of
procurement rules will lead to disillusionment on the
part of potential suppliers, and reduce responsiveness to
tenders. Low levels of responsiveness will discourage
purchasing entities from respecting the procedures
because of limited perceived pay-back in terms of
greater competition or a wider choice of suppliers. The
only way to prevent this vicious circle is effective sur-
veillance and enforcement at national and EU level.

2.6.2. Industrial and intellectual property
protection

The coexistence of separate national systems for protec-
tion of industrial property does not pose a threat to the
free circulation of products or patented technologies.
Interpretation of the Treaty {the ‘doctrine of exhaustion’)
implies that Member States or holders of property rights
cannot oppose parallel importation of those products or
derived products once the goods have been marketed
anywhere in the EU by the right holder or with his con-
sent. This approach safeguards free circulation, but is
less satisfactory in creating a legal framework which
offers investors in proprietary technology and rights a
secure return on their investment. At present, operators



example where operators have to obtain a ‘bundle’ of
national property rights. In other sectors, such as motor
vehicles. the need for watertight protection is contined to
a number of strategic markets.

who wish to defend themselves against imitation or
infringement of property rights by partner country oper-
ators could be compelled to obtain parallel protection in
all Member States. The pharmaceuticals sector is an

Box 4 Importance of a single market for capitalizing on investment in IPR

(a) Pharmaceutical sector il

More than any other industry. the European pharmaceutical industry needs a large internal market to recoup dramatically increas-
ing investments in research and development. The R&D costs for a new active substance are estimated to amount to ECU 300 it
million. Efforts to harmonize European pharmaceutical legislation and the implementation of the Community marketing autho- St

|

rization system, contribute to the strengthening of the competitiveness of the pharmaceutical industry by providing a more uni-
fied market together with the means to bring products to market more effectively.

For the pharmaceutical industry, protection of new chemical entities is critical. To this end, patents are obtained in every Member i
State and they are used offensively to prevent infringement. Movement towards a unitary patent option would be of real interest :
but this would require the deficiencies of the Luxembourg Convention to be resolved.

Specific measures, such as the creation of a supplementary protection certificate (Council Regulation (EC) No 1768/92) restores
the protection conferred by the patent, by extending the period of effective protection to 15 years after the first Community mar-
keting. This measure is warmly welcomed by industry as standard patent duration is regarded as too short to allow investment in
industrial property to be recouped.

(b} Motor vehicles

The Whole Vehicle Type Approval system with its single authorization procedure already constitutes an important step in help-
ing operators to obtain a greater return on investment in industrial property. By substantially reducing the time to market (by up
to three months), the single authorization procedure will reduce development costs and allow capitalization of investment from ‘
an earlier stage. The resultant savings are estimated to be ECU 30 million per model of 10% of costs of development (Emst & ;
Young). -

The industry also has a strong interest in Community initiatives to create Community instruments for protection of investment in
industrial property. This interest is particularly pronounced for trade marks, as the image cf the producer is heavily bound up with
the mark. Patents, on the other hand, are only secured for major manufacturing countries. They are increasingly used by manu-
facturers and their first and second tier suppliers in defining ownership and the framework for agreements. They are not used in
adversarial fashion as the threat of infringements is relatively limited — high sunk costs prevent hit-and-run entry by pirates. 1

Pecuniary and time penalties implied by paralle! regis-
tration of rights in different Member States require atten-
tion if the EU is to equip itself with a satisfactory frame-
work for protection of industrial property rights.
Substantial progress has been made to date under the
aegis of the European Patent Convention in the area of
patent protection. Further progress has been made in tan-
dem with the SMP in respect of other issues and rights
(trade marks, designs, anti-counterfeiting).

Recent efforts strike a balance between the advantages of
streamlined procedures for obtaining EU-wide protec-
tion (‘one-stop-shop’) and offering economic operators
sufficient flexibility in management of their industrial
property portfolio. Management costs increase with the
number of countries covered and many operators will
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wish to choose the number of countries in which they
enjoy protection. EU initiatives in this field have there-
fore left national systems of industrial property protec-
tion in place but have harmonized them considerably.
Construction of this hybrid system — a working exam-
ple of ‘subsidiarity/proportionality” — has centred on the
following.

(1) Introduction of the possibility of obtaining a
Community trade mark, through the Community
Trade Mark Office which began work on 1 January
1996. The importance of this option to producers of
branded products who wish to implement EU-wide
sales and marketing strategies is reflected in 30 000
applications tfor Community trade marks in the first
six months of the life of the Office. This option,



together with systems of national mechanisms for

registering trade marks, is welcomed by industry.
(ii) Patents: the European Patent Convention already
provides an avenue for obtaining a ‘bundle’ of
national rights through a single filing application.
While the European Patent Office is well-regarded
by users, they are concerned about the high costs of
obtaining protection which is sometimes perceived
as often unused translations. Property-right owners
would be reluctant to use unitary EU patents,
because of concerns about inconsistent quality of
judicial rulings on the validity of patents. Unitary
patent rights would carry the risk that patents struck
down in one Member State would be void through-
out the EU — creating potentially huge losses for
the property holder. Industry has also pleaded for a
reassessment of the structure of the patent system in
Europe, in order to make it less complex and more
cost-efficient. There is continued support for EU
measures aimed at further convergence of national
industrial property provisions protection, as in
biotechnology for example.

Property owners support common approaches based on
EU action, for example the supplementary protection
certificate for pharmaceuticals or plant protection prod-
ucts, and existing Commission proposals in the field of
protection of biotechnology inventions.

The Community has also been active in the field of intel-
lectual property protection — primarily in dealing with
copyright issues. Since 1991, five directives have been
adopted in respect of copyright and related rights, aimed
at smoothing out differences in Member States’ protec-
tion levels. Previously, operators were reluctant to
exploit protected rights in Member States offering low
levels of protection. Measures adopted concern key
issues linked to the protection of computer programs and
databases, cable and satellite broadcasting, rental rights,
lending rights, certain neighbouring rights as well as the
duration of rights protection. However, the benefits of
single market protection have so far been denied because
of inadequate implementation and enforcement. Only
one of the directives has been implemented by all
Member States.

The EU has therefore an important role in the field of
industrial and intellectual property protection.
Appropriate EU action can contribute to a framework
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which offers investors in innovation and quality sufti-
cient assurances of a reasonable return on their invest-
ment. EU measures to date offer potential users flexibil-
ity as regards geographical coverage. and are highly
regarded by property right owners.

2.6.3. Direct taxation

A number of obstacles to the smooth functioning of the
single market remain in the field of direct taxation. par-
ticularly in relation to the freedom to provide cross-
border services, the freedom to establish businesses in
other Member States, and the free movement of persons
and capital. Certain national measures which are
designed to preserve revenues in the Member States con-
cerned, or to prevent the loss of tax in an international
context, can significantly impede the realization and
development of the single market. This situation creates
difficulties both for enterprises who do business in the
single market and for national administrations. faced
with problems of how best to operate an effective and
non-discriminatory tax system within the EU which at
the same time meets their national tax policy needs.

The central concern which underpins all these problem
areas must be the elimination of double taxation on. and
other possible tax obstacles to, cross-border income
flows, while at the same time ensuring taxation at least
once in the EU.

The taxation of branches of companies resident in other
Member States continues to give rise to practical prob-
lems for the freedom of establishment. Although a
branch is not in an identical situation to a resident com-
pany, its overall tax treatment must not be more orerous.
Current barriers include imposing ‘branch taxes’ or taxes
at a higher rate than on resident companies, not giving
benefits (such as group reliefs), and not allowing
branches to impute withholding taxes.

The cross-border provision of services, particularly
financial services, also poses particular difficulties. The
removal of regulatory barriers in this field has created
the conditions for a true cross-border market but the con-
tinued existence of certain national laws restricting tax
benefits to nationally-established providers undermines
this objective. Current problems include limits on the tax
deductibility of life insurance premiums; mortgage inter-
est payments; and higher taxation of the proceeds of for-



eign life assurance policies. In addition, tax barriers (or
differentials affecting savings income) distort the alloca-
tion of capital within the single market.

Although recent judgements in the European Court of
Justice have decided that non-resident workers should
not be taxed more heavily than a country’s own resi-
dents. the principle of the free movement of persons is
not yet wholly free from tax barriers. The mobility of
workers within the EU is still trammelled by tax consid-
erations, for example in the important area of pension
provision for migrant or seconded workers and self-
employed persons.

The Council’s non-adoption of key legislative proposals
in the direct tax field has contributed to the persistence
of tax impediments, which increase the costs of doing
business in the single market. Cross-border interest and
royalty payments within groups of companies may still
suffer withholding taxes, leading to cash flow losses and
administrative costs. After long negotiations on the
Commission’s proposal to eliminate these withholding
taxes, the Commission withdrew its proposal in
November 1994. No progress has been made on the
Commission proposal for taking account of the losses of
subsidiaries and permanent establishments in other
Member States for tax purposes.

In conclusion, there is evidence that taxation regimes can
cause obstacles to and distortions in economic activity.
In this way taxation problems are impeding the smooth
functioning of the single market. This is particularly so
in relation to the financial markets and financial services.
In many Member States the taxation treatment of sav-
ings, insurance and pension products can lead to market
inefficiencies rather than to an openness to market
forces. Given the high degree of capital mobility which
now exists this is also a particularly severe problem of
tax avoidance and evasion in relation to derived invest-
ment income.

2.6.4. Company law

Nine Directives were adopted between 1968 and 1989
harmonizing ‘to the necessary extent’ (Article 54.3(g) of
the Treaty) the sateguards which national law requires of
companies for the protection of their members or third
parties. These provide an adequate framework for the
conduct of cross-border business by companies and for
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their freedom of establishment. The Directives concern
mainly the conditions for setting up companies, publici-
ty, the maintenance of their capital, their financial report-
ing and mergers and de-mergers between companies.
Transposition of the Directives is largely complete and
non-compliance is not a general problem. (One major
exception, involving the non-disclosure of accounts by
SME:s in one large Member State, has provoked numer-
ous complaints, implying that importance is attached to
compliance with EU Directives in the marketplace. The
case is currently before the Court.) The overall result is
that companies set up subsidiaries and branches and con-
duct business with each other across internal borders
under satisfactory conditions as regards legal security
and transparency.

Nevertheless, it cannot be said that ‘free movement’ has
been achieved for companies in the single market. The
degree of harmonization achieved is limited, in view of
deeply rooted differences between Member State Sys-
tems which they have been understandably reluctant to
change. The principles of subsidiarity and proportional-
ity require that such differences be respected but some
further modest degree of harmonization could be benefi-
cial, for example in the laws concerning the structure of
companies and the role of the various parties within
them.

Differences between national approaches do not present
insurmountable obstacles to companies wishing to oper-
ate at a single market level but they do involve costs.
These would be diminished if ‘bridges’ could be estab-
lished between the different jurisdictions. Such bridges
could either be of an over-arching kind (European legal
vehicles which would offer an alternative alongside
national models, such as the European Company Statute)
or of a linking kind (providing the necessary legal secur-
ity for e.g. cross-border mergers or transfers of seat).
Some proposals to create such bridges have been made,
but remain unadopted (see Section 3.1.4.). Their absence
is felt in terms of unnecessarily complex and cumber-
some legal and organizational structures which impose
costs on companies, limit their flexibility and damage
competitiveness. The legal environment thus represents
a brake on companies’ efforts to exploit the full potential
of the single market. It should on the contrary be
designed to encourage such efforts. The Regulation on
the European Economic Interest Grouping is an isolated
legislative success in this respect.




2.6.5. Protection of fundamental rights
and freedoms

The increasingly frequent recourse to the processing of
personal data in every sphere of economic and social
activity and the new data exchange requirements linked
to single market integration have necessitated the intro-
duction at Community level of measures to ensure the
protection of personal data.

The Community has taken a first step to provide such
protection, in the form of Directive 95/46/EC on the pro-
tection of individuals with regard to the processing of
personal data and on the free movement of these data.
The main purpose of the Directive is to remove obstacles
to the free movement of data between Member States
while at the same time ensuring a high level of protection
for individuals,

The deadline for implementation of the Directive into
national law is 24 October 1998. Leaving differences in
the level of protecticn between Member States would
continue to hurt both individuals and business.
Incoherent and conflicting national rules make it very
difficult for the same service, for example, to be pro-
vided across all 15 Member States and the result would
be fragmentation of the single market.

Continued attention tc the regulatory framework is
therefore needed, in particular as far as new on-line
telematic services are concerned.
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3. Reasons for obstacles
to free movement

As noted in the previous chapter. the Union’s efforts to
complete a single market have resulted in measures of
varying effectiveness. This variation is caused by difter-
ent factors which influence the quality of regulations and
have to some extent been known from the start of the
SMP.

(i) Some proposals have not yet passed the Council.
Most of the missing Directives represent comple-
mentary pieces to already existing legislation.

(i) Other proposals for single market legislation have
been significantly altered in Council in the need to
find a consensus. As a consequence, certain loop-
holes and limitations in the scope of single market
measures were expected to result in reduced effec-
tiveness from the outset.

(iii) A few single market regulations contain very
detailed provisions and the initial compliance costs
may be high. In the long run, these should decrease
and be more than compensated by their correspond-
ing benefits.

(iv) Deficiencies caused by unexpected difficulties stem
from delays in the transposition of single market
measures into national legislation, in standardiza-
tion and in market surveillance and uneven enforce-
ment.

(v} Another unforeseen obstacle was the emergence and
persistence of national regulatory and non-
regulatory provisions, which in most cases cannot
be overridden by EU legislation but which inhibit
market access for companies and the establishment
of pan-European strategies.

(vi) Growing concerns have been expressed about the
emergence of new trade barriers, particularly, but
not exclusively, in the environmental field which
business sees as seriously jeopardizing the function-
ing of the single market.

(vii)Finally, a variety of non-regulatory obstacles (for
example, access to justice, and administrative bar-
riers and inefficiencies) become relatively more
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important as threats to full realization of the single
market.

Therefore, deficiencies in the single market still exist,
although they are comparatively limited in scope com-
pared to the achievements.

When examining the reasons for regulatory inefficien-
cies, we must therefore consider the different levels of
legislative responsibility (for example, European,
national, regional and local) and also take account of
regulatory and non-regulatory developments at the inter-
national level. The main reasons behind the defects and
inadequacies of the regulatory and enforcement mechan-
isms may well relate to complexities of the EU decision-
making process. the persistence of national preferences,
inadequate policy objectives or unexpected non-
regulatory developments. It is also important to bear in
mind two key issues:

{i) the increasing concern expressed by business for
regulatory reform and administrative simplification;
solutions should primarily take the form of
improvements of the existing regulatory framework
rather than additional pieces of legislation;

(1) application of the subsidiarity principle: business
has constantly repeated that, although full respect
for the subsidiarity principle should be ensured, this
should not lead to greater fragmentation of the
single market.

3.1, Non-adoption of single
market measures

Ten years after the White Paper programme was
launched, a ‘hard core’ of proposals from the 1985 White
Paper still remain to be adopted. In addition liberaliza-
tion in sectors which were not covered by that pro-
gramme has not been completed. The main stumbling
blocks are in key areas affecting business management,
such as company law and corporate taxation, the free
movement of people, cross-border payments and full
liberalization of the transport and energy markets.




European enterprises consider that the failure of the EU
to put in place a consistent and simplified taxation sys-
tem at EU level or to remove discriminatory provisions
which create distortions between Member States™ tax
regimes prevents them from conducting operations as a
single, integrated Union-wide business and from fully
exploiting single market opportunities. This has been
pointed out many times by business organizations who
want an urgent breakthrough in taxation and company
law.

3.1.1. Company taxation

The central objective must be to create a policy frame-
work to eliminate all forms of double taxation on, and
other possible obstacles to, cross-border income flows.
The framework should also prevent tax losses within the
single market as a result of cross-border arbitrage, avoid-
ance or evasion.

Problems often referred to by business, which are only
partly covered by current Commission proposals,
include the persistence of withholding taxes on interest
and royalty payments within groups of companies, the
absence of 4 common system for EU-wide consolidation
of losses within groups, the tax treatment of permanent
establishments compared to domestic companies, as well
as for inter-company dividends, and the uncompleted
network of bilateral double taxation treaties to avoid
double taxation.

Although tax harmonization is not an objective in itself,
a better level of approximation and integration of direct
taxation rules in the EU would enable companies to
improve manufacturing, marketing and other functions
on an EU-wide basis, with the necessary mergers, shift
of business activities and changes in ownership struc-
tures not being hampered by tax impediments.

3.1.2. Approximation of taxation
treatment of investment income

The current coexistence of different national taxation
systems for investment income and differences between
residents and non-residents distorts capital movements.™

Differences in the structure and operations of national
fiscal and taxation regimes are identified as resulting in
distortions in banking and financial markets. Tax relief
enjoyed by mortgage borrowers in the UK for example,
distorts the housing finance market.”

3.1.3. Transition towards an origin-based
VAT system

Many concerns do not in fact stem from the transitional
VAT regime but rather from difficulties with the nature
of VAT itself. The present system is based on physical
monitoring of movement of goods and is no longer
suited to modern business practices. In addition using
Directives to set up the system left Member States with
options. As a result divergences have existed from the
beginning. These divergences have now been exacer-
bated by the fact that traders are increasingly being
affected by other Member States’ legislation, and how it
is applied. Divergences in the application of the common
VAT system have a variety of origins: special arrange-
ments, options and powers allowed by the directives,
temporary or transitional derogations which have not
been repealed, Council derogations and shortcomings in
transposition or differences in implementation of com-
mon provisions.

The recently-proposed move to a definitive, origin-based
system aims to move these problems by removing any
distinction between domestic and intra-EU transactions
and providing legislation which can be applied and
enforced equitably throughout the EU. The Commission
has set out a multi-annual programme of work™ together
with a timetable for putting forward proposals which, if
agreed by the other institutions, should lead to the intro-
duction of a real Community-wide VAT system, fully

* This may, at some stage. have a disruptive effect on EMU. especially in the transitional phase if all currencies are not part of EMU. Any EU

level solution which appears particularly important for banking. should however, be part of a wider OECD-wide arrangement.

* Credit institutions and banking study.
“ COM C(96) 328 final.
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adapted to the requirements of the single market and
enabling operators to fulfil their fiscal obligations in one
place in the European Union.

3.1.4. Company law

Cross-border mergers are still hampered by legal prob-
lems. Two unadopted proposals — the 10th Directive
and the European Company Statute — would provide
the missing legal framework and allow companies to
reap considerable cost savings through simplified
organization and administration.

Companies urgently need an instrument such as the
European Company Statute in order to adapt their cor-
porate structure to exploit fully the benefits of the single
market. This form of incorporation could generate con-
siderable cost savings for companies, with direct benefits
for competitiveness and knock-on advantages for growth
and jobs. The Competitiveness Advisory Group, in its
first report of June 1995, puts these potential cost sav-
ings at ECU 30 billion per annum.

The adoption of the proposed framework Directive on
take-over bids would guarantee minimum standards of
protection for shareholders in case of take-overs. This
measure does not tackle structural barriers to take-overs
(low dependence on public listings, various exceptions
to the “one share, one vote’ principle, etc.) but could pro-
vide a framework of greater legal security which would
make it easier to address these other obstacles later.

3.2. Inadequacies
of the single market
legislation

Research has revealed some qualitative problems with
existing measures which, in a few instances, do not
appear suited to the needs of economic operators want-
ing to engage in cross-border transactions. These design
faults are due to:

(1) Tlack of precision and clarity of the legislation, there-
by opening the door to difterent interpretations and
requirements;

(i) too limited scope, which has led to unresolved prob-
lems continuing to restrict free movement;
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(iii) over-complicated procedures, leading to excessive
compliance costs.

Where this has occurred, the result has been market frag-
mentation, legal uncertainties for some operators, and
reluctance to seek additional market opportunities.

3.2.1. Unclear legislation

Although the SMP aimed to create a level playing field
by providing a set of rules to be applied evenly across
Member States, some rules lacked clarity and precision.
This resulted in divergent, occasionally even conflicting,
interpretations in the Member States, leading to a situa-
tion whereby business had to face different requirements
from different Member State trading partners and a frag-
mented, rather than unified, market.

Reasons behind this defect can be found in one or more
of the following factors:

(i) complex, EU decision-making processes, unanimity
voting in Council, and last-minute compromise
amendments to reach consensus, may have resulted
in a dilution of the original proposal;

(1) Member States” insistence on preserving particular
national rules and practices may have forced them to
seek derogations from the common provisions,
thereby creating distortions within the single market;

(111) the decision to use directives, which leaves Member
States to decide how to achieve the enshrined objec-
tives, rather than regulations, may have led to some
loss of harmonization in the implementation phase.

A first example is the VAT transitional regime. Physical
tax frontiers were removed in 1993, but this was
achieved without any significant degree of harmoniza-
tion or diminution in Member States’ sovereignty. In
addition to the complexities of the new arrangements —
and in particular the fact that traders were obliged to cre-
ate distinctions between domestic transactions and intra-
Community supplies — the nature of Community VAT
legislation has, as is explained in paragraph 3.1.3 above,
always allowed Member States a wide variety of options
and derogations from the common provisions. In total
there are currently 66 special arrangements, options or
powers granted by the Directive, some 130 temporary,




transitional or other derogations which have not been
repealed as well as divergences in the way Member
States have chosen to transpose or interpret common
provisions.

This situation creates legal uncertainties and businesses
cannot be sure that they are acting in accordance with the
Member States’ national legislation, Operators must
invest time and money to be familiar with the details and
practical effects of the legislation of up to 15 Member
States. All these elements interfere with the smooth func-
tioning of the single market and open the door to tax
evasion and fraud.

Similar examples are found in areas like public procure-
ment as well as in a few sector-specific measures.

(1) Operators find procurement legislation unclear
about the main requirements imposed on them.”
This includes in particular the boundaries between
works and supply/services contracts, the use of
‘framework agreements’ in the public sector, and
permissible criteria for shortlisting in the public sec-
tor. There are also a few inconsistencies and onis-
sions in the Directives. One example cited is omis-
sions in the supplier Directive of obligations found
in the works and services Directive on how bids are
invited in negotiated procedures and the information
to be included in invitations.

(ii) There is evidence that the Directive on noise emis-
sion from construction plants was too vague and led
to different interpretation by Member States,
notably in the way noise tests should be conducted.™
These differences are being addressed in an
amended Directive.

(iii) The construction products Directive adopted in
1988, has so far failed to ensure free movement
because of the difficulty in negotiating the necessary
complementary measures, first interpretative docu-
ments and then harmonized European standards.

(iv) Some manufacturers also pointed out the unreason-
able requirements of the machines Directive, which
raised costs unnecessarily. In many cases, however,

"' Public procurement study.
= Construction site equipment study.
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these proved to be misinterpreted by manufacturers.
This suggests that the Directive may be difficult to
understand in places and that guidance documents
are important.

3.2.2. Limited scope

In a few cases, single market legislation has not adequate-
ly encompassed new market and product developments or
identified new needs or barriers. It has therefore failed to
meet current business requirements. Economic operators
were left with legislation of little relevance and the risk of
facing a legal vacuum for some of their operations.

Some businesses have pointed to the need for a consis-
tent, global policy framework for their sector, in order to
ensure greater consistency between the different sector-
specific measures and promote a more ambitious overall
approach. They suggest that the framework could pro-
vide new provisions compatible with technological
progress or international economic developments.

Several single market provisions were adopted with a
limited scope, which was probably the price to be paid to
secure agreement at Council level. In the audiovisual
sector, the ‘Television Without Frontiers’ Directive,
which was intended to provide broadcasters with a legal
basis upon which to transmit services from one Member
State to another. only sets minimum regulatory stan-
dards. Indeed, several articles in the Directives (Articles
3. 8, and 19) allow Member States to apply stricter rules
in the context of cultural issues, advertising and spon-
sorship (although these articles are modified or deleted
in the current revision of the Directive).

There continue to be significant variations in the rules
relating to advertising and whilst the ‘Television Without
Frontiers” Directive enables broadcasters to ensure com-
pliance only with rules of their place of establishment,
the existence of stricter measures in other Member States
may force advertisers to diversify their commercials in
order to comply with national legislation.

In the pharmaceutical sector. the 1989 transparency
Directive had limited effect in removing barriers to trade



and facilitating market access. The Directive aimed to
make price determination and reimbursement processes
more transparent. Attempts to extend its limited scope to
bring the sector closer into line with normal single mar-
ket conditions have been rebuffed by Member States,
who retain control of public expenditure on medicines.

In the area of intermediation and distribution of financial
services, in particular insurance. the absence of more
binding legislation than the Recommendation of 1991,
poses a problem for the completion of the single market,
since insurance intermediaries who have no single
licence effectively have to obtain authorization to oper-
ate, which is often time-consuming and costly, in [5 dif-
ferent markets. Similarly, in the area of contract law cer-
tain Member States’ law requires foreign insurance
providers to conform with the totality of their insurance
legislation on the pretext that such measures are neces-
sary and justified by ‘general good’ considerations.

The banking and credit sector also suffers from too many
general opt-outs in the legislation, such as restricted
access to certain activities and restrictions relating to
banking staft qualifications. Some barriers relate to
financial services marketing; for example, door-to-door
selling and product prohibitions or restrictions persist in
several countries. Although they may not necessarily dis-
criminate against competitors, these barriers may dis-
courage entry and are considered obstacles by potential
entrants. In Greece, for instance, foreign banks are not
allowed to lend for real estate transactions; in Italy, the
provision of pavment instrument services by non-
residents is restricted.

The leased lines Directive states that tariffs must be
based on the principles of cost orientation and trans-
parency, and be independent of the application for which
they are being used. Operators must implement cost
accounting for these purposes. However, for many types
of leased lines, tariffs do not respect this principle. This
unsatisfactory situation is due, in part, to the absence of
effective competition in leased lines, and reflects the fact
that the ONP leased lines Directive is not adequately
implemented in many Member States. However, impor-
tant progress is being made now that clear dates for
infrastructure competition have been set.

“ Study on the impact on manufacturing telecommunications equipment.
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In this field of industrial products, harmonization does
not cover installations rules. In some cases (for example
gas appliances, electro-medical and telecommunications
equipment) it might lead to difficulties in using products
conforming with the Directives.

Some sectors also complain about substantial delays in
adopting European standards and rigidities in product
type approval measures, which are not reviewed fre-
quently enough to keep pace with industrial innovation.
Although the legislation itself is inadequate, business has
often considered this an example of the deficiencies of
the EU decision-making process. An example is the
telecommunications equipment sector, where the back-
log in implementing such action as type approvals and
standards development is substantial and will take some
years to work through, therefore delaying the benefits of
reform.” QOutstanding problems are concentrated in the
area of terminal equipment, where the development of
‘one-stop’ approval based on common EU standards has
been particularly problematic. However, the remedy
consists more in continuing administrative attention than
on legislative action. The automotive industry also advo-
cates greater flexibility and frequent review of type
approval measures to ensure that they keep up with inno-
vation, for example in remote keyless entry.

3.2.3. Over-complicated procedures and
high compliance costs

Companies sometimes complain about the costs of
implementing the SMP, under two different headings:

(1) the first is the short-term, transitional costs of
change to harmonized systems and conformity with
new technical requirements; these are inherent in
any changeover and are offset by additional gains
from improved market access and export opportuni-
ties, although for firms operating on local markets
(particularly SMEs), compliance with new technical
standards may be disproportionately costly;

(i) the second is an excessively complex and detailed
regulation, which forces companies to invest sub-
stantially in order to comply; such regulations may




have arisen from a combination of ambitious policy
goals and the desire of Member States to maintain
some of their prerogatives.

The equipment and machinery sector experienced short-
term, transitional costs affecting SMEs in particular.
Companies must manage some new documentation, in
order to comply with the new conformity assessment
procedure which replaced multiple national systems. In
some cases, where existing products did not comply with
the new essential safety requirements, they also had to
adapt models to new specifications. Some products,
which were previously only marketed in one Member
State, also experienced increased costs for conformity
assessment testing, although these costs will have been
reduced for other products.

In other cases, the complex wording of directives
imposed such a high burden of administrative require-
ment that they actually deterred businesses, especially
small businesses, from seeking additional market oppor-
tunities. These measures have therefore been a major
impediment to market diversification and full exploita-
tion of SMP potential benefits. Companies were faced,
for example, with a new intra-Community trade statistics
collection system, Intrastat, which required a high level
of detail in the statistical returns. The ‘Combined
Nomenclature’, for example, is difficult to use to identi-
fy the correct commodity code; the required statistical
value 1s difficult to assess, and the need to indicate net
mass for certain products is irrelevant. In addition, most
information providers complained about considerable
delays in the availability of trade statistics and consid-
ered that the extra costs incurred by the changeover to
the new system were not justified compared to the use
being made of these statistics. Most of the abovemen-
tioned issues are being considered by the group set up
under the SLIM (Simplification of the legislation of the
internal market) initiative to review and simplify the
Intrastat regime.

The new rules introduced under the VAT transitional
regime were also seen as extremely complicated. They
often depend on factors which cannot be determined
objectively. This complexity tended to reinforce the
divergences in applications by Member States of com-
mon provisions which have already existed since long

- Situation as at 8 July 1996.
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before the SMP by the fact that traders are now affected
to a greater extent by the way legislation is applied by
Member States other than the one in which they are
established or pursue their usual activities. Rules deter-
mining the place of supply. the need for fiscal represen-
tatives and the introduction of special schemes for dis-
tance selling or new means of transport. substantially
complicate the system. In some cases, the rules are a
major disincentive for operators, particularly small ones,
who experienced difficulty with the provisions requiring
local VAT registration for work and spare parts related to
equipment installation and repair, (regarded as locally
supplied goods and services). This means that a non-
domestic manufacturer must have a fiscal representative
in order to sell and install a machine, even if he has no
local facilities.

Associated costs were sometimes disproportionately
high in relation to turnover and severely limited the abil-
ity to trade in other Member States and the scope for
sound competition. These issues should however find a
solution with the move to a definitive, origin-based
regime as is currently being proposed by the
Commission.

3.3. Ineffective

implementation or
enforcement

Whatever their shortcomings, agreed Community rules
have to be put into law in every Member State and
applied effectively and fairly. This review has shown that
today this is still not the case.

3.3.1. Inadequate transposition

Although the transposition rate for single market meas-
ures is steadily improving. with an average rate of 92.9%
for EUR 15," inadequate transposition still emerges as a
major concern in some sectors and areas. Substantial
delays have been experienced in sectors such as chemi-
cals (Directive on marketing of dangerous substances),
public procurement and insurance. Poor quality trans-
position has also in some cases prevented business from
fully exploiting the potential of the single market.



It is difficult to assess the reasons for Member States’
reluctance to transpose into their own legislation a text
they have (most of the time) agreed in Council, but it
may be partly due to the slowness and complexity of
national parliamentary processes or political factors.

Slow transposition can seriously disrupt business. This is
particularly true for public procurement. where some
10% of the measures already in force have not been
implemented correctly. Contractors therefore do not
know which rules and procedures apply to them, and all
interested parties face legal uncertainty. However, delays
in transposition can be seen as a transitional problem.

On the other hand, deficiencies in the quality of transpo-
sition may be more problematic. They are influenced by
national sensitivities and policy priorities, and can be
more difficult to resolve.

Member States also use different transposition ‘tech-
niques’. In the case of public procurement, some
Member States have chosen to transpose ‘by reference’,
i.e. by adopting legislation which simply provides that
the rules in the EU Directive are applicable and enforce-
able under national faw. Others have chosen to imple-
ment the rules largely by ‘copying out’, that is by repeat-
ing them verbatim in the national legislation. Others pre-
fer to reorganize and rephrase the rules in their own
legislation, with the risk, or even the aim, of elaborating
on some of the requirements. This may result in legisla-
tion which, after transposition, leads to legal uncertain-
ties and costly problems of interpretation. The overall
effect of these differences is that operators may have to
cope with different requirements, according to the
Member States in which they want to tender, which leads
to high compliance costs and ineffectiveness.

Another example of different transposition techniques
which cause difficulties concerns the recognition of
diplomas. The general system Directives cover a wide
range of regulated professions; some Member States
have chosen to adopt a general ‘horizontal’ measure
which, in essence, transposes the general principles laid
down in the Directives and appoints national competent
authorities. Detailed rules applicable to individual pro-
fessions must then be put in place by secondary legisla-

tion; this has frequently been delayed, rendering the pri-
mary legislation inoperable. Alternatively, Member
States have chosen to transpose “vertically’, profession
by profession, which has also produced delays. and
sometimes reproduction of the same errors or omissions.

The number of derogations and the duration of transi-
tional periods given to some Member States has also
contributed to fragmentation of the single market in its
early years. Transitional periods are by definition tempo-
rary and need not receive too much attention.
Derogations, on the other hand, can be more problemat-
ic. For instance, the considerable freedom for national
authorities to impose additional requirements in the
financial services sector, by using the concept of the
‘general good’ opt-out, causes many uncertainties and
inhibits freedom to provide cross-border services.

3.3.2. Ineffective enforcement

Uneven enforcement of EU legislation had already been
identified in the Sutherland report™ as had the ensuing
strategic programme for the internal market posing a
major threat to the proper functioning of the single mar-
ket. The various studies commissioned in the framework
of this report corfirm that uneven enforcement is still
often regarded as being the barrier most difficult to iden-
tify clearly and 1o overcome because it entails close
scrutiny of national, regional, or even local practices
which cannot be supervised easily and a high level of
accurate information exchange between private opera-
tors and between public administrations.

Enforcement problems can arise from different sources:

(1) the way in which the high level of protection which
1s embodied in Directives governing the free move-
ment of products will be achieved in practice.

The uneven way in which Member States apply the
‘general good’ clause in the financial services
sphere is often referred to as a barrier to the free pro-
vision of financial services in the Community.
Member States invoking this clause interpreted the
new notification requirements introduced by the

“ The internal market after 1992: Meeting the challenge. Report to the European Commission by the High Level Group on the operation of the

internal market. October 1992.




(i1)

Examples of inadequate enforcement

In the air transport sector, the reluctance of some Member States to enforce the existing regulations. particularly in the early stages
of the liberalization process. has hindered carriers taking advantage of opportunities that are intended to be available, for example.
Italian resistance to Lufthansa consecutive cabotage operations. Greek delays in processing applications for licences and aircraft oper-
ators’ certificates or France’s limitation of access to Orly airport. Some of these problems have nevertheless been solved further to
the Commission’s effective intervention.

The telecommunication equipment sector also identified weak and slow implementation and enforcement of some national legista-
tion as being a major source of cost. In particular, the backlog in standard development and the residual patchy approval procedures
hinder business development, especially for smaller producers. However, good progress has been made in this area. in particufar since
the Community type approval mechanism is becoming effective and is now producing its first, positive results, in particular for the
GSM and ISDN networks. This Directive is now being revised in order to facilitate the marketing of terminals. by proposing to move
from the Community type approval system to a system of declaration of conformity to be made by the manufacturer.

The same problem exists in the chemical sector where Directive 94/27/EC. the 12th amendment to Directive 76/769/EEC, which aims
to control the use of nickel in jewellery, so as to combat the problem of allergy to nickel. approximates the national law on this sub-
ject in Germany, Denmark and Sweden. However, the Directive cannot enter into force until CEN has published standards incorpo-
rating test methods to check the compliance. This work, which is effectively in the hands of the industries who want to stall entry
into force, is unlikely to be complete before 1998. The result is that there is so far no single market in jewellery type products.

Cross-border supply of banking services, particularly in retail banking, has remained relatively low due to enforcement problems.
There has been a very marked tendency on the part of the Member States’ authorities to delineate freedom of services and freedom
of establishment under the second banking Directive in such a way that. sooner or later, a bank providing cross-border services is
obliged to have recourse to establishment (see below).

second banking Directive in such a restrictive way
that it created uncertainty over the legality of certain
transactions and the obligations to notify the com-
petent authorities about the services to be provided.
This situation is currently being addressed by the
Commission to follow up the draft communication
issued in October 1995. The mortgage sector suf-
fered substantially from the ‘general good’ opt-out:
cross-border mortgage loans have been void
because it was considered that it would run counter
to the general interest of Member States’ institu-
tions. In fact, mortgage credit law in Belgium and
all consumer law in France have been classified as
part of the ‘general good’;

lack of, or delay in, adoption of other directives
which are not necessarily implementing directives
but which are seen as complementary.

This is for instance the case in telecommunications
services, where services and ONP Directives
required adoption of Directives on the mutual recog-
nition of licences for the application of ONP to tele-
phony. These texts are still blocked because of prob-
lems of competence between the institutions;
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(iii) the quality and availability of product testing and

certification services and public controls;

(iv) some sectors, in particular the processed foodstuft

sector, complain about the discriminatory applica-
tion of public controls, both between and within
Member States. This occurs particularly where con-
trol 1s delegated to local and regional authorities.
Considerable differences in the interpretation of lev-
els of strictness can prevail between control bodies.
In cases where mutual recognition applies, inspec-
torates in an importing country may also be unable
to assess the conformity of the results carried out in
another Member State, which suggests a need for
more information about national regulations and
related conformity assessment procedures. Evidence
about low quality compliance controls was also
found in the distribution sector.

Enforcement of the regulations on driving and resting
time in road freight transport is seen as discriminatory.
Because small companies are relatively hard to trace,
Member States check larger operators more frequently.
This implies a negative side-effect in terms of road safe-
ty and offers small companies the possibilities of unfair
competition.



In general, enforcement of EU legislation by private par-
tics is sought through the Court. The absence of effective
judicial remedies or the existence of procedures blocking
the enforcement of Community legislation may hinder
this process. This is particularly evident in those single
market matters where harmonization has taken place and
where additional measures to guarantee proper enforce-
ment of harmonized law before competent jurisdictions
have often been introduced (e.g. for the Community
Trade Mark, a system of judicial enforcement was
required). But this is also the case in areas such as liabil-
ity of the State derived from infringement of Community
law. Enforcement of this liability by private parties in
civil actions may also be limited by restrictive proce-
dures, established by Member States. In relation to cer-
tain aspects, especially the free movement of persons, it
is unrealistic to expect individuals with limited resources
to take action before national courts; distance often
increases the cost and limits access to legal advice or
help. In addition, the degree of awareness of Community
law among legal practitioners is still disappointingly
low.

— There is no coordinated surveillance mechanisms or
proper framework to ensure even-handed enforce-
ment throughout the Community.

Article 100a provides for Community harmonizing
legislation which embodies a high level of protec-
tion, Users, be they final consumers or business pur-
chasers, legitimately expect that the application of
these measures will deliver this high level of protec-
tion.

In order to operate effectively, producers need legal
security and a legislative framework which provides
for a level playing field. Producers require that there
be reasonable equivalence in control of compliance
with Community legislation. This concerns both
divergences in the application of rules as well as
intensity of controls and the severity of penalties in
the event of infringement.

As regards public health, consumers expect that the
competent authorities will be capable of implement-
ing appropriate preventive actions (precautionary
principle).
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Specific considerations related to the new approach
and the global approach

The ‘new approach’ to technical harmonization, by
virtue of its characteristics. entails a heightened need for
control compared to the methods of technical harmo-
nization which were previously applied.

— On the one hand, they rely on the principle accord-
ing to which the producer is solely responsible for
the conformity of the product with the legislation.
Certification bodies are responsible for those con-
trols which they carry out prior to the placing of the
product on the market, and for which they deliver a
certificate of conformity. In no sense do they
assume the responsibility of the producer. This situ-
ation represents a departure from previous practice
where, at least in several sectors, public authorities
authorized or approved products prior to their plac-
ing on the market. Consequently, they shouldered
the responsibility for ensuring compliance of prod-
ucts with legislation. This new situation implies that
Member States undertake substantial efforts to mon-
itor producers who have declared the conformity of
their products, with a view to guaranteeing simulta-
neously a high level of protection and equivalent
competition conditions. This need is accentuated in
directives for which products are placed on the mar-
ket without the prior intervention of a third party, as
illustrated by the case of the toy safety Directive.

On the other hand, the flexibility offered by the
legislation 1n terms of technical solutions coupled
with the fact that, in principle, the solution which is
applied is no longer indicated on the product in the
form of a mark (of conformity to a standard, for
example), require the organization of control sys-
tems. Services responsible for controls can no
longer immediately distinguish those products car-
rying marks. In this respect, the introduction of CE
marking and the fact that it substitutes, at least in
part, for certain pre-existing marks, implies
increased and widespread surveillance.

The absence of effective remedies may hinder the
correct enforcement of Community legislation. The
provision of effective remedies requires a chain of
mechanisms; from the capacity to identify a defec-
tive product to the willingness and ability to take
measures to remove it from the market and, if
appropriate, impose sanctions.




Redress can be sought by private parties through the
national courts but here, too, there are barriers. The
absence of effective judicial remedies to enforce
Community legislation may hinder redress.
Common measures to guarantee proper enforcement
of harmonized law by the courts have sometimes
been introduced (for example, for the Community
Trade Mark), but elsewhere the enforcement of the
liability of the State by private parties in civil
actions may be limited. In some cases, it is unrealis-
tic to expect individuals with limited resources to
take action before national courts. Even when such
action is taken, the degree of awareness of
Community law among legal practitioners is some-
times very low.

Enforcement of public procurement Directives is prob-
lematic, for a number of reasons:

(i) a dependence on the supply-side to police its cus-
tomers. All current enforcement arrangements rely
upon suppliers identifying an infringement, such as
non-publication or incorrect application of proce-
dures. This presupposes a high level of supplier
awareness of complex and technical regulations
which affect their customers;

{i1) the lack of effective national systems of redress. The
inability to obtain remedies sufficiently quickly and
a lack of clarity with regard to damages are likely to
be significant disincentives to firms considering
pursuing a case;

(iii) the lack of reliable and consistent market informa-
tion on which the Commission, as principal
enforcement body, could base decisions;

{1v) the absence of an effective surveillance framework
to reinforce national arrangements for monitoring
compliance and the need to ensure that all the pro-
cedures have been correctly followed prior to the
final award of contracts.

Various other sources confirm that a commeon framework
to ensure even-handed enforcement of the single market
legislation is still missing. Even-handed enforcement
still suffers from the absence of general principles for

carrying out checks and coordinated control programmes
and of quality standards to which official-control labora-
tories should be subject. The extent of enforcement
cooperation varies considerably between the areas: there
is strong cooperation between administrations in areas
like customs, VAT, veterinary and plant health, banking
and insurance; but cooperation still needs to be firmly
established in areas like the new approach Directives,
public procurement and the ‘Television Without
Frontiers’ Directive.

Because apparent obstacles and over-complicated proce-
dures encountered by those exercising their rights to the
freedoms of the single market are often due to limited
knowledge and the incorrect application of Community
law by national civil servants, specific measures for fur-
ther cooperation and improved information have also
been identified through various contacts made, in par-
ticular with national administrations:™*

* common interpretations of the terms used in direc-
tives and common application (particularly relevant
for the new approach Directives);

* information exchange in the field of compliance sur-
veillance and the way in which complaints are dealt
with at national level (laboratory test, public pro-
curement);

+ guidance for systematic inventory of material diffi-
culties;

* detailed information on technical criteria and
administrative procedures for national approvals (for
example, for pharmaceutical products); the need for
exchange of information on testing techniques and
products/services characteristics;

* better information on contact points in national
administration in order to provide sufficient infor-
mation on the enforcement structures and proce-
dures. Member States’ notification still needs to be
completed. Contact points should also be established
for the public, especially SMEs, to facilitate the exer-
cise of the rights conferred on them by
single market rules so that the system can yield its
full benefits;

“ See in particular the Commission report on ‘Cooperation between administrations for enforcement of internal market law — A progress

report’, COM (96) 20 final, 29.1.1996.



+ improved mutual confidence which could be brought
about by improved cooperation backed up by little
specific legislation (pharmaceutical);

+ increase in resources and communications infra-
structure (technical harmonization, general product
safety).

3.4. Regulatory barriers

The abolition of physical, technical and fiscal barriers to
trade under the SMP did not override other national rules
governing economic activity as a whole.

These can be justified by Member States” desire to con-
trol public expenditure, in particular social security
expenditures, and by the full respect of the subsidiarity
principle. However, they influence economic operators’

choice of destination once they decide to expand, and
may deter their entry into national markets.

Illustrations of such regulations can be found in the phar-
maceutical and distributive sectors.

New barriers to trade, particularly those resulting from
legislation aimed at protecting the environment and con-
sumers, are frequently identified by operators as back-
ward steps for the completion of the single market. In
some cases, the problem is linked to shortcomings in EU
legislation as, for example, in waste recovery, where
there is little restriction on the measures that Member
States can adopt with a view to achieving the objective
laid down. In other cases, Community rules may have
been undermined by additional, more stringent specifi-
cations at national level. Differing national provisions on
labelling and packaging, marketing, or use of chemical
products, for example, which require regionally

Box 5 Examples of differences in national practices

Despite substantial progress achieved towards completing a single market for pharmaceutical products, national regulations in respect
of price and reimbursement schemes hamper the free movement of these products. National price controls are considered by business

to have the following effects:

prices may be fixed at relatively low levels;

access to national markets may be delayed while admission to reimbursement or permitted price systems are agreed;

price controls may be used to encourage or reward local products.

Despite Commission efforts to press for freer pricing, higher patient contributions and a more restrictive approach to State contribu-
tions, price controls and reimbursement systems remain firmly in the hands of Member States and still constitute potential barriers to
the free movement of pharmaceutical products. Nevertheless, the response of the pharmaceutical industry has been to seek to
preserve separate markets with prices, by using different brands, different packaging and different appearance for the same product
in different countries, in order to build up customer loyalty and restrict paralle] trade.

Similarly, national measures hamper the market entry of distributive companies in several countries. In particular, the retail business
has to face many restrictions impused by national legislation which although non-discriminatory, are considered as barriers to mar-

ket penetration by potential entrants.

0

Restrictions on retail development, imposed by national. regional or even local authorities. This limits the expansion of larger

outlets such as hypermarkets, or restricts them to unattractive locations,

(i)

Restrictions on opening hours, which differ very much from one country to another. Although substantial changes are taking

place in countries where restrictions have been tightest, short opening hours still obstruct larger retailer expansion because they
are seen as increasing the proportion of their overhead fixed costs. They can also create disincentives to more product diversi-

fication.

(iii)

Restrictions on promotional techniques, which prohibit the use of specific techniques in several Member States. They impede

economies of scale for larger retailers and limit the potential returns from a streamlined national and international promotion

campaign.

All these measures make access to the retail end of the market more difficult and prevent full exploitation of the single market's

potential.
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differentiated product presentation, were seen as divid-
ing the single market. Such differentiation has a signifi-
cant impact as barriers, particularly against smaller or
nationally oriented companies seeking to enter new mar-
kets. Although some of these measures can be justified
by Treaty provisions or Court rulings, they are some-
times disproportionate to their objectives. Business con-
tinues to complain about the lack of a clear environment
policy, consistent with a level playing field, and the need
not to jeopardize the smooth functioning of the single
market.

Recourse to Article 100a (4) to justify national measures
aiming at environmental protection also worries some
sectors, particularly chemicals. Key areas include
national regulations on the movement of waste, packag-
ing, waste packaging and eco-labelling. In the automo-
tive sector, national policy initiatives in the field of the
environment and safety also risk undermining the single
market. For example, national initiatives which create de
facto additional safety or emission norms for new cars
{e.g. through ranking the performance of vehicles meas-
ured against tests which are not anchored in Community
law) can impose a further level of regulation above and
beyond the EC whole vehicle type approval system, thus
defeating the objective of EU-wide vehicle certification,
one of the major achievements of the SMP.

3.5. Business behaviour

Even in cases of full liberalization. appropriate transpo-
sition and enforcement. and the abolition of all regula-
tory barriers, market penetration may still be constrained
by the behaviour of local economic agents. Despite open
markets, they may prefer national suppliers or favour
local standards and conformance testing. Market pene-
tration may also be restricted by more use of commercial
products which, by tying customers to particular prod-
ucts, reduces the chances for potential market entrants,
such as lower insurance premiums, for products carrying
local trade marks.

Consumer preference for domestic products is often not
easy to overcome quickly even when trade barriers have
been removed. 1t is therefore not surprising that local
tastes have often been referred to as a major barrier to
trade. It is not however the responsibility of public
authorities to act against such barriers although they
must refrain from reinforcing them (by, for example,
referring excessively to national standards or certifica-
tion systems for regulatory or procurement purposes). It
is up to economic operators in the market to overcome
these commercial barriers.

Box 6 Behavioural obstacles to the functioning of the single market

Despite the existence of CE marks, some customers still insist on conformity with national standards to ensure approval by national
inspection bodies, particularly in the machinery and construction site equipment sectors. As a commercial rather than legal require-
ment, it does not constitute a regulatory barrier to trade per se. However, such a distortion may be reinforced by the provision of more
advantageous conditions, such as lower insurance premiums for products carrying national trade marks or conforming with national
standards. Complaints about this type of barrier are frequently levelled at the construction site equipment sector, where German (and
to a lesser extent French) purchasers often insist that products be adapted to local voluntary specifications. This clearly represents a

barrier to trade, entailing additional costs for foreign manufacturers.

In the telecommunications equipment market, some PTOs look for a greater diversification within sourcing, as part of a global strat-
egy to reduce costs. However, the continuing propensity for others to buy a significant proportion of their switching and transmis-
sion equipment from their traditional suppliers is another example of behaviour that is hard to change quickly. This phenomenon,
which will take some years to disappear, is influenced by cultural and political factors as well as technical and operational constraints.

In air transport services, smaller operators also regard major operators’ marketing promotion techniques as anti-competitive instru-
ments. Frequent flyer programmes (FFPs) have a tendency to give large carriers a major competitive advantage over small new
entrants. The association of FFPs with alliances and code-sharing can cause a number of difficulties for the small operators who are
not in a position to cope with such a chalienge. Similarly, large carriers use override commissions, or other incentives, which disad-

vantage new entrants competing to sell through travel agents.

In the financial intermediation sector, consumer preference for familiar domestic products and institutions prevents many firms from
offering new services and leads them to opt for acquisitions or cross-border alliances offering reciprocal access to each party’s cus-

tomer base.
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3.6. Remaining cultural
differences

Some barriers to market integration will continue to exist
within the EU because of differences in language, cul-
ture and history. However, their impact on the free move-
ment of products and services must be taken into account
when assessing reasons for the ineffectiveness of the
SMP.

Most of the advertisers, and media operators, identified
cultural differences among EU countries as the main
obstacle towards a greater standardization of their adver-
tising strategies. Some degree of social and cultural con-
vergence across Europe and the development of niche
{cross-cultural) driven media have already had a notable
impact on the relationship between pan-European media
and the degree of standardization of cross-border cam-
paigns. However, the persistence of cultural divergence
together with regulatory hurdles, caused by the non-
application of mutual recognition, inhibits the develop-
ment of pan-European media.

Historical differences will also continue to require prod-
ucts which are tailored to individual markets. The need
to manufacture right-hand vehicles for a few national
markets affects market access for some low volume
European producers, where the variant costs are higher
than the benefits of selling the models in the non-domes-
tic markets. Consequently, some producers pulled out of
the UK market because of the costs of developing such
variants. Changes required to engineer a car to right-
hand drive can effect up to 15% of the total car, by value.

3.7. ‘Gaps’in the
harmonization
programme

Several gaps in the harmonization programme have been
identified by this review.

Further progress will also be needed to keep pace with
recent global developments in the information society. A
Directive concerning a regulatory transparency mechan-

ism to cover information services, recently proposed by
the Commission, aims to counter any threat from nat-
ional measures aiming to update the legislative frame-
work and undermine single market integrity.”

The automotive industry has indicated that differences in
tax structures impose large costs on producers. The fact
that some Member States based their ownership on the
cubic capacity of the engine, weight, horsepower levels
or fuel type can have major R&D and production impli-
cations. One manufacturer estimated these could add up
to 20% of variant costs. This can also affect the distribu-
tion of certain specialist marks. Such differences, which
should in themselves be progressively reduced, may be
exacerbated by the introduction of fiscal instruments in
various Member States as a means of achieving environ-
mental and other policy objectives. In order to minimize
the disruption to the single market to which such nation-
al fiscal initiatives can lead, the Commission has always
favoured the establishment of a framework for fiscal
incentives to promote the early marketing and registra-
tion of clean vehicles. This policy has been pursued fur-
ther in the Commission’s latest proposals to reduce emis-
sions from cars resulting from the auto oil programme
(COM (96) 248 of 18 June 1996), albeit with additional
elements of flexibility introduced (notably the establish-
ment of a second stage for incentives in 2005). Different
registration procedures for new cars also cause increased
costs. Even though a Directive has been put in place,
each Member State requires a different selection and pre-
sentation of data from this set, imposing an extra admin-
istrative burden on producers.

The lack of harmonization of requirements for the use of
off-highway vehicles on public roads often has serious
cost implications for construction site equipment manu-
facturers. Member States’ requirements for maximum -
permissible speeds, lighting, steering and braking some-
times widely differ and represent real barriers to trade.

Several gaps still remain to be addressed in the banking
sector, together with barriers to the marketing of finan-
cial services (for example, door-to-door selling). Product
restrictions also persist in several countries. The system
of mortgage credit guarantees differs across Member
States, making cross-border activity difficult.

© It might also be necessary to regulate at EU level to ensure that information society products and services benefit fully from single market

advantages, such as @ regulatory framework which would also protect and stimulate creativity and innovation.



In the insurance sector, intermediaries cannot benefit
from the different provisions adopted so far (single
licence, right of establishment). This prevents insurance
companies from using their own distribution channels
for marketing their products.

More progress is also needed in the foodstuffs legislative
programme under Article 100 of the Treaty. Further
implementing measures and supplementary legislation in
the fields of hygiene, new foods, additives, flavours, pro-
cessing aids, labelling, materials, articles in contact with
food and nutritional food are expected.

Other harmonization gaps identified concern pressure
equipment, which is still subject to extensive national
regulation, but for which a directive based on the new
approach is under discussion in the legislative process.

According to business, a genuine single market also
requires greater harmonization of external trade policy.
For example, there is no Community transit agreement
with each third country.” The number and cost of transit
licences for crossing third countries seem to depend on
bilateral agreements between individual Member States
and third countries. There have also been complaints
about the diversity of external border controls for vehi-
cles registered in non-EU States.

3.8. Additional supporting
measures

It is widely agreed that the effectiveness of the legisla-
tive changes introduced by the SMP will be limited if
they are not accompanied by increased competition in
other key sectors, particularly the utilities (telecommuni-
cations, energy and transport). As part of its research the
Commission conducted forward-looking studies to
explore the potential benefits of further market integra-
tion in these areas. Further progress is needed, especial-
ly in the following areas.

* Road freight transport study.
“ Single information market study.
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3.8.1. Telecommunications

In telecommunications. the liberalization of telecomnu-
nications equipment, data and value-added telecoms ser-
vices, satellite services and from 1996 mobile communi-
cations and the use of utility-owned networks and cable
TV networks has removed barriers to investment in each
of these segments, led to lower prices (particularly for
telephone calls between Member States) and improved
service quality. These measures have opened the way to
new entrants and prompted strategic alliances by tele-
coms operators both in response to the changes in the
telecoms market and in anticipation of the full liberal-
ization of telecoms networks and services from 1998,

Political decisions in favour of full liberalization have
been accompanied by proposals for a detailed frame-
work to assist the take-off of effective competition.
Article 90 Directives which set the date for liberalization
have been completed with proposals for a common
framework on interconnection, licensing and universal
services (under Article 100a). Despite the early stage in
the adoption of these measures the intention is clear.
New entrants will be encouraged into the market in order
to foster competition.

Many Member States have already made considerable
progress towards liberalizing their national telecom mar-
kets by establishing an independent national regulatory
authority, privatizing the national operator and imple-
menting a regime to ensure interconnection between
operators and service providers on fair and reasonable
terms.

However, substantial additional benefits are expected
from the full liberalization of telecommunications in
1998. Over a 10-year period, up to the year 2005, it is
expected that full telecoms liberalization could add
cumulatively up to 1.2% to EU GDP generating some
640 000 net new jobs.” Revenues in the telecoms sector
could grow up to 75% over the same period generating a
cumulative ECU 225 billion of extra revenue for the sec-
tor, leading to a more than twofold increase in capital
expenditure up to 6.7% per annum. This should reverse
the decline in employment in the telecoms sector which



is expected to grow up to 1.1 million by 2005 compared
t0 985 000 today (in the definition used systems integra-
tors and cable TV industry are included).

3.8.2. Energy

Although important steps were made in the early 1990s,
in the form of the European Union Directives on transit
and price transparency, efforts at market liberalization
are only now coming to fruition. A common position for
a Directive concerning common rules for the single mar-
ket in electricity was agreed on 25 July 1996 and the
draft Directive is now in the European Parliament for its
second reading. This Directive introduces mechanisms
for the gradual and progressive opening of the electrici-
ty market over a period of six years, beginning in 1997.
Market opening will begin at approximately 22%, cal-
culated on the basis of a common European average (40
GWh) which is obligatory for all Member States and
which continues up to 33% (9 GWh) after six years. This
leaves Member States the possibility of defining cus-
tomers eligible to participate in the opening of the mar-
ket. The composition of this market share must include
all final customers consuming more than 100 GWh per
annum and distribution companies for the volume of
electricity consumed by their customers designated as
eligible, to supply those customers. Beyond these
requirements Member States are free to define those cus-
tomers eligible to participate in the opening-up of the
market.

Substantial benefits can be expected from full liberaliza-
tion of the electricity market.” Additional gains for con-
sumers would amount up to ECU 10 to 12 billion per
annum, an equivalent of ECU 30 per inhabitant. This is
twice as much as gains anticipated from an increased
competition scenario, based on an opening rate of
approximately 30%.

The introduction of TPA in gas is also likely to lead to
benefits for consumers, particularly large consumers.
The main impact of completing the single market for the
gas sector would be to redistribute economic rents
between producers, transportation companies and con-
sumers. Total gains could amount to some ECU 900 mil-

* Single energy market study.
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lion per annum, and substantial additional gains (billions
of ecus per annum) could emerge if increased gas-to-gas
competition was to emerge.

3.8.3. Transport services

The basic framework of the single transport market is in
place but further measures are still necessary.

Regarding air transport, access to airport slots should
improve as the shortage of slot slack is presently inhibit-
ing competition on existing routes and the development
of new routes. The lack of peak hours slots makes the
entry of new carriers on the densest routes almost impos-
sible. It also prevents niche carriers from serving re-
gional routes. The Commission has tabled a proposal to
reform the present system of allocating slots and reduce
market rigidities at congested airports.

Regarding railways, this sector developed along national
lines based on monopolistic structures that resulted in
management inefficiencies, cross-border operating diffi-
culties, inadequate planning of interstate infrastructures
and fragmentation of the supply industry. The first steps
have been taken at Community level with Directive
91/440/EEC on development of the Community’s rail-
ways to introducing limited access rights for internation-
al traffic. The Commission has submitted a new proposal
to provide complete access open to all freight transport
as well as international passenger transport, but this pro-
posal has not yet been adopted by the Council. The
Council, however, adopted in 1995 two Directives estab-
lishing common rules and criteria for the licensing of
railway undertakings (Directive 95/18/EC) as well as for
the allocation and charging of railway infrastructure
(Directive 95/19/EC).

In order to reverse the declining trend in railway trans-
port and restore its competitiveness which has been
undermined by increased liberalization in competing
modes (e.g. road and air transport) the Commission put
forward in July 1996 a White Paper on revitalizing the
Community’s railways. Building on existing Community
legislation, the White Paper outlines the action needed in
a number of different areas:



the clarification of financial relations between the
State and the railways;

further exposure to market forces, notably through
the creation of 'rail freeways’ for freight transport:

improvement of the quality and efficiency in the
provision of public services;

increased efforts to improve infrastructures,
enhance R&D and harmonize technical standards to
ensure further integration of national systems.

Regarding the road haulage sector, driving bans on
goods vehicles, in particular areas and at particular times
is, under subsidiarity, a national or even local problem.
However, if these bans should be extended it might
affect reasonable free access to the networks especially
for long distance transport.

For road passenger transport, Regulation (EEC) No
684/92 on common rules for the international carriage of
passengers by coach and bus and Regulation (EEC) No
2454/92 laying down the conditions under which non-
resident carriers may operate national road passenger
transport services within a Member State, have intro-
duced the principle of freedom to provide services in this
sector. In practice, this means that international transport
and cabotage services between Member States are per-
mitted without discrimination on grounds of nationality

or place of establishment. The Commission has submit-
ted new proposals to be adopted by the Council in order
to liberalize this sector further.

While considerable progress has been made in removing
regulatory barriers to the cross-border provision of ser-
vices, physical barriers, either natural such as geography
or artificial due to costly interfaces and poor connections
between countries, are limiting conipetition and continue
to impede the free flow of goods, services and people in
Europe. The new responsibilities for trans-European net-
works conferred to the Community by the EU Treaty
have created the conditions for further developing the
missing trans-European infrastructures.

In order to assess the benefits to the single market from
increased integration of the transport networks and ser-
vices, one of the studies carried out in the single market
review focused on this issue.” The study attempts to sep-
arate the impacts of infrastructure investment from the
impact of policy actions on the performance of transport
systems in the single market. The results are positive and
confirm the long held view that infrastructure develop-
ment should go in pairs with the reform of the regulatory
framework. The table below summarizes the results. The
full integration scenario reveals the importance of suc-
cessfully implementing the regulatory reforms and of
completing alt the 14 TENS priority projects to enhance
competition and achieve cost reductions and larger scale
integrated transport operations in the Union by 2005.

Table 7 — Annual savings against 2005 base scenario (ECU 91 million)

Cost Time savings Total cost and Total savings (including
savings time savings other indirect costs)
Partial integration (PI)
annual savings 2089 1 546 3635 10 268
Full integration (FI)
annual savings 53407 13118 66 525 92 467
Congestion charging (CC)
(based on FI) annual savings 60 812 24738 85 550 119 321
Rail service quality (RQI)
(based on FI +CC)
annual savings 66 893 27674 94 567 128 965

* Transport network study.
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3.8.4. Single currency

The currency turmoil experienced over the last four
years has created spme problems in respect of the func-
tioning of the single market in some sectors. The speed
and scale of the changes which occurred since
September 1992 have posed adjustment problems for
certain sectors and regions. which had so far enjoyed
cost-competitiveness advantages. Furthermore. the
uncertainty arising from these changes may have led to
some mis-allocation of resources in terms of the location
of production activities and investment decisions.
Economic agents have also displayed an uncertainty and
‘wait-and-see” attitude which have had a negative impact
on investment and growth. All these problems affecting
the functioning of the single market have been made
more difficuit by the fact that the Community was expe-
riencing cyclical recession over the same period.

The temptation for firms to react to these barriers by
introducing trading restrictions to protect their margins,
and the pressure on public authorities to intervene to help
sectors or regions particularly affected, has complicated
efforts to complete the single market. They have also
clearly demonstrated the need to progress to economic
and monetary union.

3.8.4.1. Impact of a multi-
currency system on the

single market

As noted in the Commission’s communication of
October 1995," the impact of currency fluctuations, as
they took place in the [992-95 period, has been more
visible at sectoral and regional levels than on Member
States” trade balance. At the aggregate level, trade bal-
ances appear to have been influenced primarily by
changes in relative demand, the role of exchange rate
fluctuations having been largely overshadowed by evo-
lution of the profit margins.

The effect of currency and cost fluctuations on export
prices depends on the phase of the business cycle: in
1992-93, export profitability declined, causing it to fall
below that of the domestic sector in appreciating coun-
fries, while in depreciating countries export profitability

= COM(95) 503 final.
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rose in the aftermath of the crisis as their exporters pre-
ferred to increase profits instead of reducing their export
prices. Price setting has therefore been quite heavily
dependent on ‘profit margin’ behaviour. Consequences
of these developments are difficult to predict: firms in
depreciating countries could be tempted in the future to
pursue more aggressive commercial policies, while these
variations in profirability may also have an impact on
corporale investments.

Some sectors reported having been more strongly affect-
ed by currency fluctuations and concerns were expressed
about the falls in business export margins and the con-
traction in market shares for some of them. Overall con-
clusions which can be drawn from the studies under-
taken so far indicate the following:

— firms from countries whose currency has appre-
ciated have encountered problems in penetrating
the markets of countries whose currencies have
depreciated;

firms from countries whose currencies have depre-
ciated have not improved their positions on other
EU markets;

but some of them improved their positions on non-
EU markets.

Currency fluctuations nevertheless affected some of the
main business strategic operations, especially pricing
and sourcing strategies. Some car manufacturers report-
edly wanted to maintain a relatively clear price structure
across Europe to help dealers near the border and avoid
the possibility of parallel exports. Some of them were
forced to increase their prices in the devaluing country,
thereby reducing the possibility of growth in that
Member State (Nissan in [taly). Companies were also
forced to seek greater diversification, by trying to bal-
ance the proportion of supplies sourced in individual
countries to the levels of demand across the countries.

In the construction site equipmient sector, exchange rate
fluctuations also made it difficult for companies to main-
tain a single pricing strategy. Fluctuations also very
much influenced their decisions to source in other parts
of the EU, in particular for those companies based in
countries with relatively strong currencies which sought



Box 7 Sectoral impact of currency fluctuations between 1992 and 1995

Motor vehicles: Improved export performance by the devaluing countries is explained by better export performance to non-EU coun-
tries. This is particularly true for Italy and Spain which did not perform much better in countries whose currencies appreciated but
substantially improved their export performance to non-EU countries. This poor performance on the EU market is explained by high-
er unit price increase (in national currency and ecus) for intra-EU markets than for non-EU markets. On the other hand, countries
whose currencies appreciated experienced more difficulties in penetrating other EU markets, while their performance on non-EU
markets slightly improved.

Textiles: There has not been any such clear-cut differentiation. German reunification and EU enlargement to Spain and Portugal seem
to have played a more important role. French manufacturers experienced some difficulties in penetrating the Italian market. while
Italian, Spanish and Portuguese manufacturers improved their export performance to countries whose currencies appreciated. Some
trade diversion from depreciating countries to appreciating countries has also been noticed.

Clothing: No clear trade diversion has been experienced. Operators in weak countries have increased profit margins, by raising
exports prices in ecus while decreasing production prices in ecus.

Footwear — shoes: This is another example of discriminatory pricing policies where operators from depreciating countries have been
reluctant to reduce prices in foreign currency with a view to increasing profit margins in national currencies. German exports grew
above the average in all weak markets while Italian firms experienced some recovery in their exports to both EU and non-EU mar-

kets. [talian, Spanish and Portuguese producers increased their profit margins.

lower material and component costs by sourcing in
countries which have devalued. Firms from appreciating
countries also sought to increase their subcontracting
activities in East European companies.

3.8.4.2. The costs of foreign
exchange transactions

Costs of foreign exchange transactions include costs
induced by interbank trade (due to the spread between
buy and sell rates), non-bank cross-border transactions,
costs of foreign exchange trade in coins and notes, hedg-
ing costs for intra-EU excharige transactions and com-
pany internal costs for managing multiple currencies in
the EU.

Despite sinking unit costs over the last 10 years, total
costs for interbank trade (based on ‘autonomous’ inter-
bank deals, deals not done on behalf of non-banks)
increased from ECU 8.7 billion in 1986 to ECU 12.4 bil-
lion in 1995. This increase is mainly due to the strong
increase in autonomous transactions (ECU 27.6 trillion
in 1995 against ECU 8.7 trillion in 1986).

Transaction costs for non-bank business (except for cash
trade) cover both current account transactions and capi-
tal account transactions.

+ Current account transaction costs were estimated at
ECU 11.6 billion in 1995 (compared to ECU 9 bil-
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lion for 1996). Additional costs for payment made by
credit cards, cash, Eurocheques or traveller cheques,
which are more cost-intensive (total commission fees
of around 2.5% were charged for these payments in
1993) led to an additional ECU 1 billion.

+ Capital account transactions represent a higher vol-
ume on average but are subject to lower average for-
eign exchange unit costs. Transaction costs for 1995
amounted to ECU 6.9 billion for ECU 5.1 billion for
1986.

For payments made in the forward market, additional
hedging costs apply. They were estimated at ECU 5.9
billion for intra-EU current account transactions, and
ECU 2.6 billion for capital transactions, due to the fact
that unit costs for hedging operations are lower for capi-
tal account transactions than for current account transac-
tions.

Cash transactions are subject to particularly high com-
mission rates. Over recent years, there has been a notice-
able increase in spreads between buy and sell rates for
foreign coins and notes. For a total volume of cash trans-
actions of around ECU 150 billion in 1995, transactions
costs amounted to ECU 7.95 billion in 1995, compared
with ECU 3.5 billion and 2.7 billion in 1989 and 1986
respectively.

Finally, companies also experienced extra internal costs
in dealing with the management of foreign exchange.



These internal costs were estimated at ECU 7.8 billion
for personnel and equipment costs and around ECU 1
billion for costs accruing through longer transmission
periods for intra-EU payments than for payments within
national borders.

Table 8 — Costs of foreign transactions

The overall result shows that total foreign exchange
transaction costs due to multiple currencies in the
European Union amount to roughly 1% of GDP of the
EU. This is more than double the level found in the ‘One
market, one money’ Commission study in 1990.

1986 1989 1995
I, Interbank business 8.7 1.6 124
1I. Non-banks (except cash) — current account transactions 8.9 10.0 11.6
Supplement for:
— hedging costs 39 5.0 59
— checks and credit cards 0.2 0.4 1.0
I1I. Non-banks (except cash) — capital account transactions 5.1 1.1 6.9
Supplement for:
— hedging costs 1.0 3.0 26
1V. Non-banks — cash trade 2.7 3.5 8.0
V. Company internal costs 53 74 8.8
Total costs 35.8 52.0 572
(% of GDP) (1.00 (1.17) (0.95)

Saurce: Study on intra-EU multi-currency management costs, by 1FO Institute for Econcmic Research.

3.8.4.3. One money for a single
market

The single currency is the most frequently cited measure
which economic operators and business organizations
view as missing for the single market. It aims to help
European enterprises to reap the full benefits of the
opening up of markets to competition.

Single currency benefits for the market are well known.

(1) The single currency is the ‘guarantor’ of the single
market; it will make monetary integration irre-
versible and restrict Member States’ ability to resort
to some form of renewed protectionism and
increased use of subsidies or safeguard measures.

It will reduce transaction costs, which as noted
above amount to roughly 1% of GDP of the EU.
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(iii) It will remove the exchange risks that now charac-
terize cross-border trade, investment and competi-
tion, thereby ensuring optimal resource allocation in
the European economy, reducing production costs
and making European industry more competitive.

(1v) Increased price transparency will enhance competi-
tion and whet consumer appetites for foreign goods;
price discrimination between different national mar-
kets will be reduced.

(v) It will contribute to a microeconomic climate con-
ducive to the smooth functioning of the single mar-
ket.

(vi) It will contribute to the equalization of interest rates,
thereby stimulating investment and growth.

Not all Member States will be part of EMU as early as
1999. The proper functioning of the single market must



therefore not be endangered by real exchange-rate mis-
alignments, and excessive nominal exchange-rate fluctu-
ations which could lead to disruption of trade flows
between Member States. Lasting convergence of econ-
omic fundamentals, as well as sound fiscal and structur-
al policies in all Member States, are prerequisites for
sustainable exchange-rate stability. In accordance with
Treaty provisions, non-participating Member States
should therefore treat their exchange-rate policies as a
matter of common interest, monitoring and assessing
them at Community level in order to avoid any distortion
of the single market.
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4. The economic impact of the SMP

4.1, Introduction*

In the early 1980s, the European Community (EC) was
suffering severe economic problems, including rising
unemployment and poor competitiveness in high-tech
activities. Diagnosis of the European malaise pointed to
a central cause: market rigidities, responsible for the
sluggish response of European economies in the 1970s
and 1980s to rises in the oil price, globalization of the
world economy and the information technology revolu-
tion. Rigidities pervaded all European markets, whether
for products or production factors. Curing such ‘Euro-
sclerosis’ required structural reforms aimed at enhancing
market flexibility and reducing barriers to mobility with-
in the EC.

Discussion within the Community on these problems
culminated in the 1985 White Paper on completing the
internal market, which spelled out a programme and a
timetable for unitying European markets. It proposed
that Member States abolish. by end-1992, all remaining
barriers to the free circulation of goods, services, persons
and capital (the four freedoms). Previous chapters of this
document have analysed the extent to which implemen-
tation of the 1985 White Paper and related actions has
been successful in eliminating obstacles to cross-border
transactions. Progress towards completion of the single
market was seen as one contribution to restoring the
capacity of the EC to generate growth and employment.

However, the scope of the SMP extends beyond the near-
ly 300 specific measures listed in the White Paper for
removing physical, technical and fiscal barriers hinder-
ing trade and factor movements within the EC. It covers
two additional areas, because the Community has always
taken the view that the abolition of obstacles to the free-
dom of movement of goods, services. capital and per-
sons is a necessary, but not sufficient, condition for a
truly single market. The first of these two areas are the
two particularly important Community flanking policies
of competition policy and regional policy. There was a
danger that completion of the single market would be
accompanied by private or public measures aimed at

reducing competition, such as cartels and State aids. This
led to a strengthening of Community competition policy,
especially in the domain of merger concentration with
the adoption of the Merger Regulation in 1989,
Similarly, the combination of the single market and the
enlargement to Spain and Portugal in 1986 created the
risk of reduced cohesion within the EC. To counter this
possibility, an extension of Community regional policy,
involving the doubling of Structural Funds, was enacted
in 1989. The second area concerns a number of sectors
(such as energy) which were not covered by the White
Paper but have since become the target of liberalizing
measures.

How much economic activity is affected by the SMP?

Taking the narrow single market blue-print laid down in
the White Paper programme, it has been estimated
(Buigues et al, 1990) that 40 out of 120 manufacturing
sectors listed in the NACE-3 digit classification were
likely to be directly affected by these measures. Intra-EU
trade in these sectors was substantially impeded by non-
tarift barriers. These 40 sectors represented somewhere
between 12 and 18% of EU GDP (around 40-60% of
value added in manufacturing). However, the SMP was
perhaps even more important for the integration of mar-
ket services as it marked the first real attempt to over-
come obstacles to cross-border provision of services and
establishment-based trade in many key services such as
financial services, road and air transport and telecommu-
nications. Services had traditionally been subject to rela-
tively intensive regulation at national level which either
prevented operators from offering services on a cross-
border basis or deterred them from establishing in part-
ner country markets. These regulatory obstacles are
however compounded by entrenched structural obstacles
which will have a profound bearing on the degree and
speed of market integration. The SMP has been seen as
the ‘beginning of the last step to freedom’ for these mar-
ket services, in contrast to the situation for manufactured
goods where the SMP can be regarded as adding the fin-
ishing touches to the process of integration. While only
50 of the White Paper measures concerned services,

* A more detailed analysis of the economic impact will be published in Ewropean Economy.



there have been several substantial extensions of this
agenda in subsequent years (e.g. energy, voice tele-
phony).

In combination with technological progress and global-
ization, the SMP has created the potential for substantial
restructuring and growth of market services. Given the
importance of market services to the Community econ-
omy — in 1990 they accounted for 48.2% of GDP and
42% of employment — the cumulative effect of such
restructuring and growth could be very significant.

The competition and other SMP induced changes are not
confined to those sectors which are directly targeted by
the SMP, but will be transmitted to other upstream or
downstream sectors. Through market interactions and
strategic reactions by firms, changes in competitive con-
ditions in one sector have spilt over to related sectors,
which serve as either customers or suppliers to the mar-
ket concerned. For example, SMP-driven changes in the
glass sector have led to upstream restructuring in the
soda ash industry; similarly, the liberalization of telecom
services has had a profound impact on the telecommuni-
cations equipment market. Likewise, attempts by pro-
ducers of SMP-sensitive manufactured products to
obtain a gateway to partner country markets have added
momentum to the Europeanization of distribution and
logistics systems. At a more general level, the freeing up
of resources and previous expenditure on SMP-sensitive
sectors may be reflected in changes in demand for even
non-related products. Thus, once account is taken of
knock-on effects, the creation of a single market is
bound to affect virtually all parts of the European econ-
omy.

The mechanisms which produce the economic effects

In economic terms, the SMP can be expected to produce
three types of economic effects: allocation effects, accu-
mulation effects and location effects. The first consists of
the impact of integration on the static, short-run alloca-
tion of resources, i.e. on economic efficiency. The sec-
ond effect encompasses the impact on the accumulation
of productive factors and covers both medium- and long-
run growth effects. The third effect refers to the geo-
graphical allocation of resources across Member States
and/or regions of the EC.

Previous analyses of the SMP focused entirely on allo-
cation effects, adding to classical analysis on compara-
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tive advantage an innovative approach that highlighted
economies of scale and increased competition. The
removal of barriers implied by the SMP was expected to
produce an improved allocation of resources through the
fuller exploitation of comparative advantage and spe-
cialization. In addition, in many sectors of the European
economy the SMP was expected to improve efficiency
via rationalization of production associated with a fuller
exploitation of scale economies. Great emphasis was laid
on efficiency gains from economies of scale at the plant
or firm level associated with the size of the EC market.
However, as economies of scale inevitably lead to con-
centration in production, the potential impact of the SMP
on competition was also emphasized. [t indicated that the
removal of barriers was likely to produce strong ‘pro-
competitive’ effects, although it recognized also the need
for a strong Community competition policy. Provided
greater competition was obtained, the lower production
costs associated with the efficiency gains from the SMP
were to translate into lower consumption prices.

Clearly, the potential efficiency gains from the SMP
require reallocation of resources within the EC: realloca-
tion within and across firms, reallocation within and
across sectors, and reallocation within and across regions
or even Member States. Such reallocation may imply
more or less adjustment costs depending on its nature
and on the functioning of factor markets. It was recog-
nized from the outset that the effects of the SMP on
employment were bound to be weaker than the effects on
GDP due to an increase in productivity. Thus, in the short
term, the SMP may create unemployment. As the report
indicated: ‘let there be no mistake, the [SMP] is a me-
dium-term therapy; it will take time for its benefits to
become apparent, and patience and political determina-
tion will be required if we are not to change course’
(European Commission, 1988).

Accumulation and location effects are likely to require a
longer time span to materialize than allocation effects.
The SMP can boost accumuiation, and thereby con-
tribute to higher growth rates in the EC, in two ways. On
the one hand, the static, efficiency gains of the SMP
translate into higher incomes, which may generate high-
er investment and raise growth in the medium term. On
the other hand, the SMP could improve the benefits and
reduce the costs of producing new innovations in the EC,
which would boost growth in the long run. The SMP is
also likely to affect the geographical distribution of pro-
duction within the EC. The economic literature has noted



that the degree of specialization in Europe is far below
what is observed in the United States. Some ascribe this
situation to the existence of trade barriers in Europe and
predict, therefore, that the SMP could increase geo-
graphical specialization in the EC.

Related to the issues of growth and location is the ques-
tion of the impact of the SMP on real convergence
between the Member States and the regions of the EC.
The expected effect of the SMP on convergence is
ambiguous. On the one hand, the SMP should favour
convergence of per capita income levels across Member
States via greater mobility of goods, services. capital and
labour. On the other hand. increased geographical spe-
cialization could lead to increased polarization between
richer and poorer countries or regions. Obviously, the
purpose of the enhanced Community regional policy is
to tilt the balance in favour of the former outcome.

Earlier studies attempted to estimate the ex ante, poten-
tial economic effects of the SMP. The purpose of the pre-
sent exercise is to provide an evaluation of the ex post,
actual effects. In many ways, this is a very difficult mis-
sion. Firstly. the period which has elapsed since the
beginning of the SMP is extremely short. It is unreason-
able to assume that economic operators integrated the
SMP into their decisions before 1987 or even 1988.
Furthermore, many of the measures were not adopted
until recently. At the same time, much of the required
statistical information stops in 1994 or even [993.
Accordingly, the period of analysis is in many instances
very short — too short to evaluate properly a structural
transformation on the scale of the SMP. Secondly, the
SMP is an extremely complex process: it has been imple-
mented at varying speed and intensity in different sectors
and different Member States; it potentiaily affects the
entire value chain of most economic activities; and it
purports to remove some barriers, while leaving others
untouched. Lastly, the period of investigation has been
an extremely eventful one from the viewpoint of econ-
omics. Within Europe itself, it has witnessed not only the
implementation of the SMP, but also the enlargement of
the EC to Spain and Portugal, German re-unification,
and the economic transformation in Central and Eastern
Europe. All this has been against the background of a
globalizing world economy and the information technol-
ogy revolution. For all these reasons, the ex post econ-
omic evaluation of the SMP should be viewed as an
highly tentative exercise.
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This chapter will present the main findings from ex post
analysis of the impact of the SMP. It will turn first to the
implications of the SMP in deepening the channels of
integration between the Member State economies
through trade and investment. The analysis will then
seek to determine whether this reinforcement of integra-
tion channels has been associated with the restructuring
of manufacturing and service sectors and changes in
market structure and performance of operators. In a final
section, the chapter will present the results of simula-
tions which attempt to determine whether observed
changes in market functioning and structure can be
expected to translate into changes in indicators of
macroeconomic performance (GDP, employment).

4.2. Impact on trade,
cross-border
investment,
and specialization

The SMP builds on the well-grounded belief that the
removal of artificial constraints to economic activity
between Member States will serve to boost economic
prosperity. The analysis of the economic impact of the
SMP must therefore start by determining whether meas-
urcs taken to date have strengthened trade and invest-
ment flows between the Member States.

4.2.1. Trade

Trade expansion is believed to allow for increased econ-
omic welfare because less efficient domestic production
is replaced by imports produced more efficiently. The
SMP. by removing trade barriers between countries, was
expected to expand trade among EU Member States and
thereby improve welfare.

For the period between 1985 and 1995, the share of
intra-EU imports in total manufacturing import
increased on average by 6.7 percentage points from
61.2% in 1985 to 67.9% in 1995. For services during the
same period 1985-95, the share of intra-EU export in
total services export increased on average by 3.1 per-
centage points from 46.9% in 1985 to 50.0% in 1995.

Intra-EU import penetration also increased significantly
in the EU for manufacturing as a whole. However. there



Figure 4 — Share of intra-EU trade in total trade
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are significant differences amongst sectors within manu-
facturing. Intra-EU penetration ratios increased much
more in the 15 manufacturing industries particularly sen-
sitive to the SMP than in the rest of the manufacturing
sectors. Econometric assessment provides clear evidence
on the direct effect of the SMP on intra-EU trade flows.
It shows that the SMP has created trade within the EU.
Direct and pro-competitive effects of the SMP on trade
explain 80% of the change in the market share of total
imports. Such effects are also higher the higher the sen-
sitivity of the sectors to the SMP. Alternative analysis
estimates that the long-run impact of the SMP on manu-
facturing trade could be a 20 to 30% increase in the vol-
ume of intra-EU exports and imports (Gasiorek, Allen &
Smith, 1996).

The SMP has also led to external liberalization towards
non-EU countries, because market access is easier with a
single system. There was a possibility that increased
trade amongst the Member States could be at the expense
of trade with third countries. On the other hand, the SMP
could have had the effect of improving market access for
third country imports into the EU market, thus to some
extent reducing the welfare gains just discussed. The lat-
ter effect seems to have predominated and there is no
evidence at all in the studies that increased intra-EU
trade has been at the expense of trade with non-EU coun-
tries. Extra-EU import market shares increased by 2.5
percentage points between 1991 and 1994 in total manu-
facturing and by 2.9 percentage points in the 15 manu-
facturing industries particularly sensitive to the SMP.
The overall estimated impact of the SMP accounts for
the largest proportion of the observed changes.
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4,2.2. Cross-border investment

Cross-border or foreign direct investment (FDI) can take
the form of ‘greenfield” investment (establishing a new
company from scratch) and cross-border mergers and
acquisitions (M&A) of existing firms. Trade and FDI are
different ways of supplying international markets.
Multinational companies are the main source of FDI
flows, and the sales of multinational foreign affiliates are
now by some estimates worth double the value of world
exports.

The expected impact of the SMP on foreign direct
investment is ambiguous. On one hand, because the sin-
gle market lowers cross-border trade costs. it could
increase trade relative to FDI. Conversely, for Member
States whose locational advantages are significantly
improved by the SMP (because of market integration and
the dynamic impact on economic growth), FDI will
increase relative to trade.

In fact, the SMP impact on FDI seems to have been even
more positive than its impact on trade. The European
Union absorbed 44.4% of FDI inflows from all countries
in the world at the beginning of the 1990s, compared to
28.2% in the period 1982-87. Moreover, intra-EU FDI
increased four times faster than intra-EU trade in the
period 1984-92.

Examination of the geographic distribution of FDI out-
flows from the largest EU Member States suggests that
the SMP has had very substantial positive effects on their
FDI flows to the rest of the EU. Between 1984-85 and
1992-93, EU FDI inflows from all sources increased five
times (seven times for intra-EU inflows, for example,
flows between Member States).



4.2.3. Trade, specialization and
adjustment costs

Originally. the common market consisted of six Member
States with roughly comparable industrial structures,
productivity or capital/labour ratios. Entry of the south-
ern European countries to the EU brought partners for
integration in intra-Community trade with quite different
industrial structures and productivity levels. These
southern Member States, with low labour costs and rela-
tively high capital costs, were specialized in industries
with a commensurably high labour content but low tech-
nology and skill content. The northern Member States,
with high labour costs and relatively low capital costs,
specialized in industries with a high technology, capital
and skilled labour content.

The effects of the SMP and economic integration on
trade are complex. In the traditional analysis of interna-
tional trade, the SMP should lead to greater specializa-
tion by countries on the basis of their respective com-
parative advantages. The SMP would, in that case,
favour an increase of inter-industrial trade, each Member
State specializing primarily in the sectors where it is rel-
atively efficient. However, if we take into account
economies of scale, imperfect competition and product
differentiation, the SMP could increase intra-industry
trade, the simultaneous import and export of similar
product lines between Member States (e.g. cars for cars).

The gain from economic integration differs between
these two modalities (inter-industry trade and intra-
industry trade). Inter-industry trade between ditferent
countries carries efficiency gains. with each country spe-
cializing in those activities in which it is relatively more
efficient, whilst consumers gain lower prices as a conse-
quence. However, this implies a deeper specialization
between the less developed Member States and the more
advanced, each country experiencing a contraction of
some of its sectors and expansion of others (for example,
clothing vanishing in high labour cost countries. and
high technology in low skill ones). The redistributive
implications of this are considerable and the adjustment
process costly.

By contrast. intra-industry trade benefits the consumer
by leading to a much wider variety of products, whilst
producers face lower adjustment costs. Here, adjust-
ments would take place amongst firms inside industries
rather than among industries. As Member States’ indus-
trial structures remain roughly similar, the EU becomes
more diversified and is therefore less vulnerable to sec-
tor specific shocks (e.g. increases in the price of oil etc.).
A shock has no very different effects depending on the
Member State (no asymmetric shocks). This is particu-
larly important. of course, within a monetary union.

At the beginning of the 1980s, most trade within the
Community could be classified as inter-industry* corre-
sponding to specialization based on comparative advan-
tages (around 45%), but this started to decline in the
mid-1980s. The preparation phase of the single market
was accompanied by a decrease in the share of inter-
industry trade in Europe and a rise in intra-industry
trade. However, intra-industry trade could be further
sub-differentiated: either intra-industry trade in similar
products in terms of prices and quality or intra-industry
trade in products differentiated by price and quality (for
example, one country exporting expensive brand-name
shirts and the other inexpensive low-quality shirts). The
rise in intra-industry trade has predominantly been the
latter type (from less than 35% in 1985 to more than 42%
in 1994), whilst intra-industry trade in similar products*
remained rather stable (around 20% of total intra-EU
trade). The SMP has therefore increased the range of
products available to consumers in terms of prices and
quality and encouraged differing business strategies:
either emphasizing design. research and development
(R&D), and advertising in some cases (high-price qual-
ity) or production cost-minimizing in others.

The increase of intra-industry trade in price differen-
tiated products implies larger adjustment costs than
intra-industry trade in similar products, but still much
lower adjustment costs than an increase in inter-industry
trade would have produced. Its benefits are a much wider
range of products in terms of prices and quality for con-
sumers, as well as efficiency gains due to specialization
on the basis of relative comparative advantages within
sectors (innovation, design, distribution).

* We have inter-industry trade between two countries when one country's trade flow (import or zxport) with the other in a sector represents less

than 10% of the other country’s trade flow (import or export) with it in the same sector.

* We have intra-industry trade in similar products when export and import unit values differ by less than 15% and we have intra-industry trade

in differentiated products when unit values differ by more than 15%.



4.2.3.1. The country dimension

In the period 1985-94, all EU countries experienced a
decrease in inter-industry trade, but especially Spain, the
UK, France and Germany. Nevertheless, in 1994, inter-
industry trade corresponding to specialization based on
comparative advantages still accounted for over 58% of
Greece, Portugal, Ireland and Denmark’s total manufac-
turing trade. At the same time, conversely, intra-industry
trade in price quality differentiated products represented
over 42% of total trade for the UK, Germany, France,
Belgium, Luxembourg and the Netherlands, a share
which grew between 1987 and 1994 for all this group of
countries plus Spain and Portugal.

Analysis of price quality differentiated intra-industry
trade shows a striking difference between northern and
southern countries. Scrutiny of the contribution to the
trade balance of low, medium and high-price quality
product ranges spotlights different country groupings.
Germany has a comparative advantage in high-price
quality product ranges, France in medium to high-price
quality ranges, the United Kingdom, the Netherlands,
Belgium, Luxembourg and Denmark only in medium-
price quality ranges, Spain in medium to low-price qual-
ity ranges, and Greece and Portugal only in low price
quality ranges. These specializations have been unaf-
fected by monetary fluctuations.

In the period 1985-94, the share of medium price qual-
ity products in overall intra-EU trade declined (by some
10 points) to the benefit of high price quality products
(plus 7 points) and low-price quality products. This is
especially so for the most advanced European
economies. However, also for southern Member States,
specialization has changed and the share of low-price
quality products generally fallen whilst the share of
high-price quality products has increased.

The SMP has therefore contributed directly, via the
removal of border formalities and reduction of cross bor-
der transportation costs, and indirectly, via growing
income convergence between EU Member States, to a
growing share of intra-industry trade.

Growing intra-industry trade with price differentiation
implies that Member States are more and more special-
ized inside industries on products with differing price
level ranges, importing low-price quality ranges and
exporting high ones, or vice versa. Of course, the situa-
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tion could differ for different sectors: one country could
import high-quality clothing and export high-quality
cars. For most advanced countries such an evolution
implies growing intangible investment in R&D, training,
innovations to compete in traditional niature industries,
and for less advanced countries, the possibility of enter-
ing high-tech and high value-added sectors and compet-
ing on price.

4.2.3.2. The sectoral dimension

However, manufacturing sectors are not all comparable
in terms of the nature of trade (intra- versus inter-indus-
try trade) and therefore in terms of adjustment costs and
efficiency gains resulting from the SMP.

In terms of inter- versus intra-industry trade, manufac-
turing sectors can be broadly divided into two groups:
firstly, in food and beverages, mining, textiles and non-
metallic minerals, trade is mainly inter-industrial. These
sectors represent about one third of total manufacturing
value added. Secondly, in non-electrical machinery, pro-
fessional goods, electrical machinery, motor vehicles,
chemicals, wood and paper, trade is mainly intra-
industry differentiated by price and quality. These sec-
tors represent about two thirds of total manufacturing
value added.

In general, for all sectors between 1985 and 1994 intra-
industry trade in price quality differentiated products
increased whilst inter-industry trade decreased. In partic-
ular, for sectors traditionally characterized by high inter-
industry trade, the implementation of the single market is
characterized by a steady increase of intra-industry trade,
notably due to an increase of trade in price quality dif-
ferentiated products (food and textiles).

4.2.4. FDI, specialization and adjustment
costs

FDI (whether ‘greenfield” or M&A) raises welfare in
aggregate terms, the main issue being whether FDI is
welfare improving for both the source and the destina-
tion country. For the destination country, the foreign
affiliates may provide new products and processes,
methods of superior management and so on. For the
source country, domestic multinationals will only invest
abroad rather than supplying overseas markets from
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local plants via exports if the decision is expected to be
beneficial to profits and efficiency-enhancing.

With the removal of market fragmentation and the
dynamic impact on economic growth of the SMP, FDI
will increase relative to trade to Member States whose
relative locational advantages are significantly improved
by the SMP.

4.2.4.1. The country dimension

The impact on the domestic economy of FDI (FDI
inflows to GDP) differs widely amongst Member States.
At the beginning of the 1990s, annual Irish FDI inflows
were worth over 9% of GDP. In Belgium and
Luxembourg, the ratio was 4.7% a year. The Netherlands
(2.7%) came third. then Portugal (2.6%), the UK (1.8%)
and Spain (nearly 1.8%). By contrast, in Germany (less
than 0.4%), ltaly (0.4%) and Greece (0.6%) these figures
were very low. Over the period 1986-93, two Member
States (Belgium and Ireland) gained considerable ground
in terms of attractiveness as locations for FDI. Taxation
also plays an important role in this. In general, catching-
up countries (Ireland, Portugal and Spain} and small core
countries (Benelux countries) are among the ones which
have benefited most from the single market in terms of
FDI.

As hosts for FDI from other EU countries, Belgium,
Luxembourg and France have become increasingly
important since 1986, so that each absorbed some 18%
of total intra-EU FDI in the period 1992-93. Meanwhile
the UK (9% of total intra-EU FDI in 1991-93) became
significantly less important over the period 1986-93. As
hosts for extra-EU FDI, however, the UK dominates
(37% of total extra-EU FDI), with France second,
receiving 16% over the period 1990-93.

The extent and direction of the SMP impact on FDI in
the EU Member States has been estimated using differ-
ent approaches (a ‘gravity” model and an econometric
assessment). The results of the studies are consistent. For
example, the results suggest that the SMP may have
raised the constant price stock of UK investment in the
EU by some USD 15 billion as of 1992, around 31% of
the UK’s aggregate stock at that time.
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4.2.4.2. The sectoral dimension
For sectors subject to technical economies of scale, the
SMP will lead to relatively more trade than FDI, because
economies of scale due to concentrating production at a
single plant tend to discourage dispersed production.
However, for sectors characterized by knowledge-based
assets, FDI will increase relative to trade (better
approach and access to consumers in particular, impor-
tance of after-sale services, and to facilitate the deploy-
ment of technological assets).

The ratio of intra-EU trade to FDI fell substantially dur-
ing the period of the SMP, from 240% in 1984-86 to 61%
in 1990-92 for manufacturing industries. This decline,
corresponding to an increased importance of FDI rela-
tive to trade flows, was most marked in the food sector,
a sector where knowledge-based assets are typically
important (differences in tastes, importance of advertis-
ing). The food sector is also the one which has increased
most in terms of the share of total manufacturing intra-
EU FDI (from around 10% in 1984-86 to 22% in 1990-
92).

The sectoral breakdown of inward FDI flows may be
reflecting the comparative advantages of different
Member States. In northern Member States, cross-border
manufacturing M&A activity is mainly in technology
intensive sectors (engineering, transport equipment,
machinery) whilst in southern Member States, cross-
border M&A activity is mainly in relatively basic prod-
ucts (textiles, clothing, timber and wooden furniture).

However, the bulk of FDI to the EU as a whole is tar-
geted at the services sectors. In the 1980s, 63% of FDI
cumulative inflows went to service sectors, whilst only
31% went to manufacturing sectors. This partially
reflects the fact that the services sectors are the largest
and fastest growing part of advanced economies, but also
that service sectors are generally less tradable than
manufacturing sectors (FDI tends to be the only way to
supply foreign markets), so that they are characterized
by significant firm specific assets and by the importance
of proximity with consumers. Of the estimated increase
of UK and German FDI stocks in other EU Member
States due to the SMP, the largest gains have been in
financial services. Of course, services may also have
been the most affected by the SMP because of the
hitherto high level of barriers which the SMP has been
systematically removing.



4.2.5. The location issue

One question is whether the SMP has induced more con-
centration of EU industry around an industrial core
(which can be central or peripheral in terms of geo-
graphy) or a more even dispersion amongst the Member
States. Such evolution is not expected to affect all indus-
trial sectors in the same way. Economic integration
entails, in principle, a concentration of industries charac-
terized by economies of scale in the economic core
region and therefore, for those sectors, a decline in intra-
industry trade. As has already been said, however, man-
ufacturing as a whole inside the Community has actual-
ly experienced an increase in intra-industry trade, with
Member States trading in products from the same indus-
tries differentiated by price and quality. This implies that
countries are broadly producing the same type of goods,
but with different price-quality characteristics. In other
words, a process of specialization is occurring, but with-
in industries. Nevertheless, for a limited number of sec-
tors with large potential scale economies, a certain con-
centration may still develop in the future.

The process of industrial specialization inside the EU on
the basis of price and quality differences has certain con-
sequences for the cohesion and convergence of richer
and poorer Member States, an issue which is dealt with
in point 5 below.

4.3. Impact on market

structure, competition
and efficiency

Many of the beneficial effects of the SMP for the
European economy were supposed to result from com-
petitive forces unleashed by integration, The ex ante
analysis of the impact of the SMP forecast substantial
gains for the European economy from increased effi-
ciency, with lower costs and prices, and increased prod-
uct variety. The main channels through which these ben-
efits were to be reaped throughout the economy were the
exploitation of scale economies by firms, and increased
competition, which would eliminate inefficient firms and
lead to a restructuring of European industries.
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4.3.1. Changes in the structure of
European industries

Barrier removal due to the SMP has affected the struc-
ture of both trade and production. The previous section
highlighted important changes in trade and investment
flows between Member States. In this section, we look at
the shifts in domestic production and market structure
that accompany such changes.

4.3.1.1. Mergers and acquisitions
In recent years. the EU has witnessed rapid growth in
mergers and acquisitions (M&As) activity. This growth
has been particularly strong in cross-border activity,
which is one of the main components of the wave of FDI
analysed above. However, the bulk of M&A operations
is still overwhelmingly domestic, indicating that the
restructuring has taken place. at least initially, through
changes to domestic market structures. For the EUR 15
over the period 1990-95, more than 70% of all opera-
tions were domestic, a proportion which was roughly the
same over the period 1986-90.

The domestic nature of the restructuring process is
especially significant in countries such as Germany,
Spain and Italy and, in general, it is a feature of the
largest economies in the Union. Small open economies
in the Union tend to have a larger share of cross-border
Mé&As. This is particularly true for Austria and Ireland.
As mentioned before, cross-border M&As are increas-
ingly Community M&As (18.7% between 1990 and
1995). Operations involving firms from the rest of the
world continue, however, to be important for countries
such as the UK, Ireland, Sweden and Austria.

The extent of industry restructuring that has taken place
over the SMP implementation period varies by Member
State. This may be due to differential effects of the SMP,
but to a large extent it is related to national differences in
financial and regulatory systems. Amongst the largest
economies in the Union, restructuring via M&As has
been especially important in the UK, whilst Italy and
Spain have registered rather low levels of operations
when compared with the importance of their economies.

Interestingly, companies from the Nordic countries, the
Netherlands, France and the UK, have predominantly
taken the bidding role in the M&A process. Conversely,



companies in countries such as Italy, Spain and Germany
have usually been the targets of acquisitions.

At the sectoral level. restructuring has taken place both
in manufacturing and in services. Manufacturing was the
more active target over the period 1988-92, possibly
even in anticipation of the removal of barriers by the
SMP: in the latter period (1993-95), services took the
lead. in accordance with the delayed introduction of
SMP measures in these sectors. Between 1986 and 1995,
the number of operations grew from 720 to 2296 in
manufacturing. and from 783 to 2 602 in services.

The importance of domestic operations in the M&A
process is particularly significant in the case of services,
where institutional restrictions may have prevented the
extent of intra-European cross-border operations which
has been observed in manufacturing. In 1995, 70% of all
deals were domestic in services, and the figure was
63.5% in manufacturing. Incomplete adoption of SMP
regulations in services could therefore prevent some
beneficial cross-border restructuring (for example, in the
banking and transportation sectors).

M&As have allowed both external firm growth and
internal restructuring as demanded by the new post-SMP
scenario. Next, we review how this has translated into
changes in market structure and efficiency.

4.3.1.2. Concentration

In manufacturing, restructuring has led to substantial
increases in the concentration of European industry. For
industry on average, the share of total sales by the four
leading firms increased from 20.5 to 22.8% between
1987 and 1993, although in France, Belgium and the
UK, domestic concentration actually decreased. Only
Germany over this period experienced a tendency
towards increasingly concentrated industries. Such a ten-
dency is at the root of the increasing gap between the
average size of manufacturing firms in Germany and the
size of firms elsewhere in the EU.

Many industries have experienced increases in concen-
tration exceeding five percentage points. The most sig-
nificant increases have taken place in industries related
to public procurement, (in telecommunications: wires
and cables, transmission equipment; or transportation:
aerospace, rail stock), in food sectors sensitive to the
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SMP (pasta, starch, oils and fats) and in other sectors
such as electrical machinery, domestic electrical ap-
pliances and measurement equipment.

Overall, the trend towards increasing concentration at
the EU level is especially significant in technologically
intensive industries (see Table 1). These are industries
which were particularly sensitive to the SMP, and where
the efficiency gains from an enlargement of market size
and an increase in scale are both particularly important
and seem to have been reaped by the sectors’ leading
firms.

In industries where advertising, brand name and market-
ing are important (such as mass consumer goods like
food products, consumer chemicals, consumer electron-
ics and motor vehicles), the increase in EU-wide con-
centration is more moderate, and fundamentally at the
national level, suggesting the predominance of domestic
restructuring. This is consistent with the industries’ char-
acteristics where the diversity of preferences and distrib-
ution channels across the EU might still be partially seg-
menting national markets. Leading firms do deploy their
marketing skills Europe wide, but most of the increased
concentration is the result of increasingly concentrated
domestic markets. In this type of industry, the average
share of the four leading firms went up on average
between 1986 and 1992 by 2.9 percentage points in
Germany, 1.3 points in France and 3.2 points in the UK.

The impact of the SMP on concentration in market ser-
vices has been very much affected by the nature of each
service. Sectors such as distribution and road freight
transport — which were very sensitive to the SMP (by
virtue of direct regulations or indirectly as in the case of
distribution) but now face relatively light regulations —
have registered substantial restructuring, involving both
domestic and EU increases in concentration. The
improved efficiency of these sectors has had a significant
upstream effect on manufacturing industries and down-
stream on final consumers, to the extent that significant
cost reductions in distribution have been achieved (see
below).

In road freight transport, the industry has segmented
with an increase in both large and small specialized com-
petitors, but a declining share for intermediate firms. In
distribution, increased EU-wide concentration by manu-
facturers and retailers has reduced wholesalers’ market
share. New firms providing logistic services throughout



the distribution chain have gained substantial ground in
the industry.

Highly regulated services, with large potential gains
from scope and network economies (economies tied to
the simultaneous exploitation of several businesses or a
distribution network) such as telecommunications, air-
lines or retail banking, have observed smaller increases
in EU-wide concentration. Quite often, due to institu-
tional constraints, the benefits that can be derived from a
wider EU market have been exploited by alliances and
not M&As. Increased concentration has been observed
only at the domestic level, selectively and very much
depending on the extent to which some of these sectors
had restrictions on entry before the implementation of
the SMP. For example, the market share of the leading
firms has increased slightly in banking, but declined in
airlines and telecommunication services, where entry
regulations had artificially kept concentration ratios
high.

4.3.2. Efficiency and competitiveness

The SMP is expected to boost productive efficiency
through a number of channels. These include the elimin-
ation of technical inefficiencies arising from low com-
petitive pressure which results in the under-utilization or
misapplication of productive, managerial and human

resources. Cost reductions may also be realized through
more effective exploitation of economies of scale and
scope either at plant or firm (R&D, advertising) level.
Other efficiency gains may spring from economies
which are external to the firm, as when firms within a
given region enjoy technological spillovers or share
access to specialized inputs. Finally, the SMP may have
a dynamic efficiency effect, changing the incentives to
undertake R&D, the rate of adoption of new technolo-
gies or increasing the benefits of learning-by-doing
processes by EU firms.

4.3.2.1. Direct savings resulting
from SMP integration

That the SMP has been a source of direct savings to
firms, particularly manufacturing firms, is confirmed by
responses to the Eurostat business survey (see Tables 2
and 3). Overall, the survey records more positive than
negative responses about cost reductions, especially
when stratified by enterprise size. Large firms appear to
have benefited most from unit cost reductions associated
with the SMP. According to the survey, the gains in terms
of lower unit costs were mostly due to reductions in raw
materials costs (new sourcing opportunities), the costs of
operations and distribution costs. These perceptions con-
cern only the first-order effects related to barrier
removal.

Table 9 — Perceived importance of unit cost changes in manufacturing by cost

category
(% of firms expressing an opinion)
Category Important Not important Don’t know
Production process 22 33 44
Testing and certification 19 37 44
Distribution costs 21 35 44
Marketing costs 15 4] 4
Cost of raw materials 30 26 44
Banking costs 17 40 44
Insurance costs 14 42 44
Other costs sources 4 24 71

Source: Eurostat, 1996.
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4.3.2.2. Scale economies

According to previous analyses, the SMP was greatly
expected to improve efficiency by making it possible and
worthwhile to exploit previously unexploited economies
of scale, thereby producing an increase in plant size.
There is no empirical evidence so far in support of this
view. The available empirical evidence indicates that
firm size has increased however not in sectors sensitive
to SMP.

However, data on the distribution of firms by size is not
gathered on a consistent and timely basis, and even sim-
ple information on average firm size is only available
after a considerable delay. In any case, average firm size
is an indicator to be interpreted with great caution.

One of the remarkable facts of the European manufac-
turing sector is the significant difference between aver-
age firm size in the leading industrial Member State,
Germany, and other major industrial countries such as
France or the UK. In 1985, gross value added per firm in
Germany was ECU 7.4 million (1990 prices), a third
higher than in the other two countries. The data show
that manufacturing firm size in the largest EU countries
increased between 1985 and 1992 by between 8% in
France and 15% in Germany and Italy. Of the main EU
economies only the UK did not experience an increase in
firm size. The overall period increase was 11% for the
four economies.

This means that after the implementation of the SMP,
this structural characteristic of the European manufac-
turing sector has remained unaltered. If anything it has
been reinforced given the comparatively weak growth of
firm size in France and, in particular, the UK, compared
to Germany.

At the sectoral level, the large size of German firms is
particularly significant in motor vehicles, chemicals and
engineering industries, but also in more traditional
industries such as textiles and timber. Over the SMP’s
implementation period, the size gap between Germany
and the other countries has increased in sectors such as
office machinery, measurement equipment and trans-
portation equipment; but also in the food, textile and
clothing industries.

However, the SMP does not seem to have had a differ-
ential effect in terms of its impact on firm size across
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sectors. The strongest growth in firm size has actually
been in the set of industries which were not SMP-sensi-
tive. Sectors where the SMP was supposed to have a
stronger impact already had a larger firm size on aver-
age, and growth has lagged behind.

Changes in firm size have therefore not been fundamen-
tally linked to the impact of the SMP, but rather to the
nature of competition in each industry. Strong growth of
the average size of firms has been detected in advertis-
ing-intensive industries in all four main EU countries.
This trend is consistent with the data on national con-
centration and confirms that in these industries firms are
increasing their size, so as to reap dynamic scale
economies linked to the creation of strong brand names,
new product development and heavy up-front advertis-
ing investments.

The performance of sectors where R&D is important has
not been as impressive in terms of the size of the average
firm but nevertheless, as argued above, the data on con-
centration do indicate that R&D intensive industries
have taken advantage of an EU-wide market and spread
across the Community their large up-front fixed costs.
Moreover, the firm size indicator is particularly inappro-
priate in this kind of sector, which is subject to entry by
new innovative firms and which tends to diminish the
observed average firm size.

In sectors where scale economies are linked to establish-
ment size (technical or engineering economies), we also
observe an increase in the average size of firms.
However, there is no systematic evidence yet that firms
have indeed profited from the SMP by reorganizing pro-
duction across Europe and increasing the size of their
establishments.

Efficiency gains in service sectors associated with the
SMP have been harder to detect due to the nature of ser-
vice activities and the problem of measuring outputs and
inputs in these sectors.

In sectors such as distribution and road freight transport,
some indicators show remarkable productivity gains. For
example, improvements in the distribution sector over
the period 1987-93 led to logistic costs declining as a
proportion of total revenue for a large sample of [ 000
large European firms by 30%. Other gains have been a
reduction in the number of days between order place-
ment and shipment receipt (from 21 to 15 days) and an



increased quality of service (a decline of 31% in the ser-
vice failure rate). In road freight transport, the SMP has
reduced the cost of cross-border transport by an esti-
mated 6%. However, the harmonization requirements
imposed on this sector by the SMP have also led to cost
increases for international transport ranging between
] and 2.5%.

Productivity and efficiency gains in the more regulated
sectors (telecommunications, banking. airlines) have
been less pronounced and. in general, it is uncertain
whether the observed changes can be linked to the SMP.
Large gains have been observed only in liberalized
telecommunication services. In this case, the SMP has
indeed promoted rapid technological change (for exam-
ple, in cellular telephony through the adoption of the
GSM standard) which is the main source of efficiency
gains in such a dynamic sector. In airlines and banking
the evidence is less comforting.

For airlines, labour productivity has increased ahead of
labour costs, although this is basically due to the reduc-
tion of the labour force directly employed by airfines. In
banking, no significant improvements in productivity or
efficiency are reported. Staff costs in banking have
declined but these reductions may have been compen-
sated by increases in non-staff costs related to invest-
ments in information technology. These trends, however,
do not appear to be the direct result of the SMP measures
adopted in the area of banking.

The SMP has also boosted Community firms’ relative
performance by forcing them to compete more aggres-
sively. Detailed econometric analysis of trade flows in
different manufacturing sectors suggest that reductions
in price-cost margins in response to the SMP have helped
producers in SMP-sensitive sectors to win increased
market share. This analysis takes as its starting point that
price-cost margins in SMP-sensitive sectors have
decreased by 3.9%. This has allowed these companies to
expand domestic production at the expense of both intra-
and extra-EU imports, enabling them to hold on to an
estimated 1.2% of domestic markets which would other-
wise have been lost to partner country and third country
competitors. More successful defence of domestic mar-
kets through this price-reduction has denied partner
country producers a 0.8% increase and third country pro-
ducers a 0.4% increase in share of the national market in
question. This outcome compares with other manufac-
turing sectors, where sectors have not encountered the
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SMP stimulus to reduce price-cost margins. As a result,
domestic producers in these sectors have lost 0.8% of
national market share. with other EU and third country
producers benefiting to an equal degree.

4.3.3. Competitive conditions in
European markets

The promotion of active competition is particularly
important because, as described above. the European
economy has undergone a process of increased indus-
trial concentration as a result of the SMP. Such an
increase in concentration and firm size could result in
reduced economic welfare were it to stifle competition.
However. evidence on price cost margins and business
perceptions seems to indicate that the efficiency gains
associated with large size have been passed on to con-
sumers and users thanks to increased competition asso-
ciated with the SMP.

Implementation of the SMP has had a significant posi-
tive effect on the degree of competition. in manufacturing
sectors. Over the period 1980-92. European manufactur-
ing industry registered a trend recovery of price-cost
margins, at a yearly rate of about 2%, controlling for the
evolution of the economiic cycle and the diverging indus-
trial structures of the EU Member States. Within this
overall trend, the statistical analysis of price cost mar-
gins confirms that implementation of the SMP imposed
increasing pressure on price-cost margins, thus ensuring
that cost reductions have been passed on to consumers
and downstream users. The data indicate that the SMP
has led to a significant reduction of price-cost margins,
with a yearly 1% reduction in margins as of 1986/87.
That is, in the absence of the SMP, margins would have
grown faster over the period. The relative decline in
margins triggered by the SMP has been particularly
important in some of the manufacturing sectors most
sensitive to the SMP. namely, industries in high-tech
public procurement sectors (i.e. office machinery) and
sectors which had moderate non-tariff barriers before the
SMP (consumer electronics, motor vehicles, textiles and
clothing). The effect on other SMP-sensitive sectors (tra-
ditional or regulated public procurement markets such as
pharmaceutical products, electrical equipment, etc.) does
not appear to have been significant.

The increased competitive pressure revealed by margins
data is confirmed by the perceptions of firms reflected in



the Eurostat business survey. The pro-competitive
impact of the SMP has expanded beyond the sectors
which were targeted by SMP measures. Through market
interactions and strategic reactions by firms. changes in
competitive conditions in one sector have spilt over to
refated sectors, such as clients or suppliers. For example,
SMP-driven changes in the glass sector have led to
upstream restructuring in the soda ash industry; similar-
ly. the liberalization of telecom services has had a pro-
found impact on the telecommunications equipment
market. This spreading of the SMP effect means that the
linkage between SMP sectoral sensitivity and changes in
performance — for example, prices — is not simple,
since many non-sensitive sectors end up being affected
by the SMP.

Competitive conditions in services have also been sig-
nificantly altered by the SMP. A significant increase in
competition is noticeable in sectors such as telecommu-
nication services or retail banking, but also in airlines,
where implementation of the SMP has only been partial
so far. Overall, however. the increase in competition
seems to be less strong than in manufacturing sectors,
reflecting that many regulations are still maintained on
services and that the SMP has not been fully imple-
mented in several domains. This difference in the reac-
tion of manufacturing and services is also consistent
with the results obtained by the business survey.
Business perceptions also indicate that the increased
competitive pressures in services are mostly due to the
behaviour of domestic competitors, which is in tune with
the predominantly domestic nature of restructuring due
to the SMP (highlighted above in the analysis of M&As).

The change in the degree of competition in services has
been prompted by new entry in certain markets
(telecommunications, airlines) but also by the elimina-
tion of conduct regulations which restricted firms’ mar-
keting strategies (airlines, banking).

Increased competition has resulted in substantial and
quite general reductions in prices in sectors such as
telecommunications. and a more selective decline of
prices in segments of the airline and banking industries.
In airlines, margins in real terms declined by almost 20%
between 1986 and 1994. In banking, intermediation mar-
gins have also declined, reflecting increased competition
in some segments of conventional retail banking markets
{i.e. high-yield checking accounts etc.). Prices have
declined for selected products such as credit cards, cor-
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porate loans and some deposit products in most EU
countries.

In road freight transport, the margins for cross-border
traffic declined sharply over the period 1986-94. The
result has been a reduction in real transportation prices
which, together with efficiency gains in the distribution
sectors, have led to substantial changes in the sourcing
patterns of manufacturing and retailing firms. A wider
range of sourcing possibilities explains the decline in
input costs, one of the key components of costs reduction
due to the SMP as reported in the business survey results.

Finally, competition in some service sectors has been
distorted by the existence of restrictions which have pre-
vented market adjustment. State aids and other govern-
ment interventions or regulations have prevented the
complete restructuring of some industries — such as air-
lines or banking — to face the new competitive environ-
ment created by the SMP.

The pro-competitive impact of the SMP may have been
dampened by the behaviour of firms and/or govern-
ments. In the case of firms, it could help explain the de
Sacto Jimited changes following the liberalization of pub-
lic procurement markets. In the case of governments,
State aids still play a role in certain sectors. Note also
that these markets have registered remarkable increases
in concentration and firm size through a process of merg-
ers and acquisitions, and only limited declines in price-
cost margins.

4.3.4. Price convergence across the
European Union

The changes in structures and the degree of competition
of European markets prompted by the implementation of
the SMP have also resulted in increased price conver-
gence across the EU between 1985 and 19935. For certain
goods, no additional convergence of prices is expected
as existing levels of price dispersion are the result of
structural sectoral characteristics fully compatible with
the achievement of an integrated pan-European market,
such as differences in taste and culture, in income levels,
etc.

Most price convergence is observed in consumer and
equipment goods, particularly those that are highly



traded within the EU and with the rest of the world.
Convergence in consumer goods has been accelerated by
the SMP. In 1993, within the EUR 12, the price varia-
tions* of identical products and services in different
Member States were including taxes: 19.6% for con-

sumer goods, 28.6% for services, respectively down
from 22.5% and 33.7% in 1995. However. energy and
construction price variations increased respectively from
21.1% and 22.1% in 1985 to 31.7% and 27.4% in 1993
(see Figure 3).

Figure 5 — Price variations for different productsiservices, EUR 15

Source: DRI Europe (1996).

In services, price convergence is also observed and has
been accelerated by the SMP, although less convergence
is to be expected in non-tradable services as the degree
of price dispersion is basically correlated with the dis-
persion of incomes per capita. No convergence is
observed, however, for energy and construction.

Taxation (in particular, excise duties) and regulatory
intervention are significant determinants of exceptional-
ly high levels of price dispersion. This can be observed
in the energy sector, and to a lesser extent for manufac-
tured goods, for example, for health care related prod-
ucts, where regulatory intervention helps price disper-
sion to take place. These sectors have not been affected
by implementation of the SMP.

Finally, price convergence has been faster in the Member
States which joined the Community after 1980, especial-
ly the countries from southern Europe.

The increased convergence of prices for many products
and services across the EU corresponds, at the detailed
microeconomic level, to the process of convergence in
inflation (disinflation) achieved in the EU over the last

Mervices o— 1985

—— 1990
— —1993

few years. The SMP effect on prices has facilitated the
conduct of a stability-oriented macroeconomic policy in
making adjustments less painful in terms of less employ-
ment than could otherwise have been created.

4.4. Income, employment
and convergence

4.4.1. Income and employment

The previous sections supplied an analysis of the main
channels through which the SMP impacted on different
segments of the European economy. This mostly micro-
economic analysis produced many interesting pieces
which provide evidence about the changes to the EU
economy set in motion by the SMP. In the present sec-
tion, we attempt to put together these different pieces so
as to furnish a coherent ex post quantitative macroeco-
nomic assessment of the SMP.

Providing this assessment is a perilous task due to
methodological difficulties. Quantification of the SMP
effect raises the anti-monde problem, e.g. estimating

“In fact, the measure used is the coefficient of price variation (including taxes), but the point is still the same.



what the world would have looked like in the absence of
the SMP. Two types of models can be used for simulat-
ing the anti-monde, each with its own advantages and
disadvantages: macro models and computable general
equilibrium (CGE) models. Another methodological
problem relates to the fact that the use of simulated mod-
els (regardless of whether they belong to the macro or
CGE variety) to assess a regime change such as the SMP
suffers from the inherent difficulty of incorporating such
change in the model. Two models were used for the ex
post quantitative macroeconomic assessment of the
SMP: GEM-E3-IM, a multi-country, multi-sectoral
dynamic CGE model;” and QUEST IL. a multi-country
dynamic macro model.

Based on these assumptions, GEM-E3-IM estimates that
the EU GDP growth in 1994 was 1.1% above the level
that would have prevailed without the SMP. The similar
estimate based on QUEST 11 1s 1.4%. Given that in 1994
the level of GDP for EUR 12 was around ECU 5 500 bil-
lion, these estimates imply that the SMP produced, in
1994, a gain of GDP in the range of ECU 60 billion to
ECU 80 billion.

Where do the gains come from? The two main compo-
nents are the increase in competition/efficiency and the
rise in total factor productivity, each accounting for
about half of the total effect. The elimination of trade
barriers reduces the degree of segmentation of national
markets, thereby increasing the degree of competition,
which leads firms to increase their level of output. The
result is also a decrease in costs and in prices, with a
decrease in price-cost margins. This is the allocation or
efficiency gain that puts the economy on a higher trajec-
tory, albeit at the same growth rate as in the absence of
the SMP. On the other hand, the rise in TFP, associated
with a decline of X-inefficiency prompted by greater
competition, induces a higher growth rate of GDP (the
increment being of 0.1%).

Both GEM-E3-IM and QUEST II also compute the
impact of the SMP on employment. GEM-E3-IM esti-
mates that the EU employment level in 1994 was about
300 000 units above the level that would have prevailed

without the SMP. The similar estimate based on QUEST
I is 900 000 additional jobs. Further analysis of the
impact of the SMP on employment was undertaken with
the help of E3ME,* a multi-region, multi-sectoral econo-
metric input-output model of EUR 12. This model
assesses the impact of the SMP on manufacturing trade
and ultimately on employment. The anti-monde simula-
tion produced by E3ME is based on trade equations
reflecting the absence of the SMP. The model estimates
that the level of employment in 1993 was 600 000 units
above the level that would have prevailed in the absence
of the SMP.

Although, as pointed out above, the single market impact
on overall employment is positive, it is negative for the
manufacturing sector alone by around -5.3%. These
results suggest that the single market has had the effect
of accelerating structural change towards services.
Within manufacturing, strong rationalization has taken
place in rubber and plastic products and agricultural and
industrial machinery. These sectors’ job losses are offset
by gains in ferrous and non-ferrous metals, metal prod-
ucts and textiles, clothing and footwear.

In conclusion, the impact of the SMP on income and
employment obtained up to now is far from being neglig-
ible. There is little doubt that the effects will continue to
grow as the SMP is further implemented and economic
agents adjust to the new competitive environment of the
European economy.

4.4.2. Convergence

Ensuring a high degree of convergence of economic per-
formance and promoting economic cohesion are funda-
mental objectives of the European Union.” This section
will also assess to what extent the single market has suc-
ceeded in spreading growth increases across all EU
Member States and regions, focusing particularly on the
less developed ones. Issues such as specialization pat-
terns in trade and production are relevant to this discus-
sion.

" See National Technical University of Athens study. Computable general equilibrium modelling for the ex post effects of the EU internal mar-

ket programme, November 1996.

* See Cambridge Econometrics study. Employvment, trade and labour costs, November 1996,
“ Article 2 of the EC Treaty as amended by Article G(2) of the EU Treaty.



The expected effect of the SMP on convergence within
the EU is ambiguous. On the one hand, the SMP should
favour convergence of per capita income levels across
Member States through greater goods, services, capital
and labour mobility. On the other hand, increased geo-
graphical specialization could lead to increased polariza-
tion between richer and poorer countries or regions.

Within EUR 12, analysis of the performance of Member
States grouped by their date of entry into the EU pro-
vides useful insights. In terms of gross value added
(GVA), the EUR 6 and EUR 9 performed much the same
as the EUR 12 as a whole, but the new entrants, Spain,
Portugal and Greece, saw a larger relative improvement,
their overall GVA in 1993 being nearly 7% higher than it
would have been had pre-1987 growth trends continued.
These three countries plus Ireland form the group of the
so-called cohesion countries.

This group’s performance is even more striking, with a
nearly 9.5% improvement in 1993 relative to an extra-
polation of pre-1987 trends. This reflects the rapid
growth of the Irish economy since 1987. With an average
growth rate of about 8.5% per annum post-1987, com-
pared with 2.7% per annum in the period up to 1987,
[reland’s GVA in 1993 was about 40% higher than it
would have been if its economy had continued to grow
at the pre-1987 rate. Examining GVA per capita, the
comparison of actual and extrapolated levels ceases to be
positive for the original EUR 6 and EUR 9, but the
improved performance of the new entrants and the cohe-
sion countries is even higher.

Statistical analysis confirms that Ireland, Portugal and
Spain have had above average growth, and have there-
fore converged, after 1987. Among the poorer parts of
the Community, only southern Italy and Greece have
performed relatively worse after the SMP than before.
The analysis gives some support for the fact that the
SMP, in general, has contributed to these trends.
However, in the case of Spain and Portugal, accession to
the EU may have played an even larger role.

On a regional level, there are some indications that the
convergence process has been Community-wide rather
than concentrated in a few Member States. Country-
specific influences remain important but, taking into
account differences between Member States, the speed
of convergence of the regions is broadly similar. The
question here is to what extent convergence is due to the

84

SMP or to Structural Funds support (including the capa-
city of each Member State to manage these efficiently).
However, given that the launch of the SMP was accom-
panied by a significant Community regional policy pack-
age that ensured large flows of Structural Funds to the
less-developed regions, it is difficult to distinguish with
accuracy the effects of Structural Funds spending on the
favourable growth performance post-1987 from the SMP
effects.



5. The single market and
other policies

5.1. Introduction

The previous chapter considered the economic impact of
the SMP on the European Union economy as a whole, on
industrial structures, trade and investment, prices, com-
petition and competitiveness, growth and employment.

This chapter examines the impact of the single market
measures on the achievement of other Community poli-
cies and, where appropriate, the implications and chal-
lenges which the single market represents for the further
development of these policies.

The chapter addresses the following areas:

— The single market and social policy

— Enterprise policy: the single market and SMEs
— Environmental policy

— Consumer policy

— Competition policy

— The single market and third countries.

5.2. The single market and
social policy

There are significant interactions between the single
market and social policy. Accompanying measures in the
social field have often been accompanying measures
necessary to achieve single market completion. Most
social policy measures were designed either to guarantee
one of the four freedoms — namely free movement of
workers — or to ensure that the single market would
translate into real improvements for workers. Since

economic integration is not possible without adequate
social provisions. social policy measures based on safe-
guarding free movement and support for vulnerable
groups are also required for the success of the single
market. Examples of social policy initiatives which have
been taken in anticipation of changes brought in by the
single market are the Directive on a European Works
Council™ and the Directive on detached workers at pre-
sent under discussion. These two pieces of legislation
aim to respond to a new economic reality that has devel-
oped since the implementation of the single market: the
importance of the trans-European company or problems
that might arise due to increasing workforce mobility.
Other pre-existing social measures, such as recognition
of social security rights, have also provided a supporting
framework for single market measures related to the free
movement of people or freedom to provide services.

5.2.1. The SMP’s impact on the social
environment

5.2.1.1. Social dumping

Fears that investments would flow to those countries
within the EU with lower levels of social protection and
lower labour costs, seem to have been unfounded. There
are only isolated examples of competitive undercutting
of pay and conditions by firms exploiting differences in
labour costs or labour regulations between Member
States. Most EU and non-EU multinationals admit that
except for very specific sectors and functions (central-
ized management for airlines) other factors have played
a more important role in location decisions. This is even
more true for the manufacturing sector where transport
facilities or logistics are more important. However, this
factor has played the same role for Japanese and Korean
companies, starting greenfield investments in Europe.

“ Council Directive 94+/45/EC of 22.9.1994 on the establishment of a European Works Council or a procedure in Community-scale undertakings
and Community-scale groups of undertakings for the purposes of informing and consulting employees (OJ L 254, 30.9.1994).



5.2.1.2. €hanges in industrial
relations: collective
bargaining and social
dialogue

The new challenges and changes introduced by the sin-
gle market have lead to a certain consensus, across
Member States and economic agents, on whether
employers or trade unions, that labour markets had to
become more flexible and new dialogue channels had to
be developed and adapted to the new reality. How to
achieve this goal is an open debate in most Member
States and also at the EU level, related to the specific
needs of each country or economic sector.

Some major changes occurred between 1985 and 1995 in
pay determination and the pattern of collective bargain-
ing. These reflect a variety of international and domestic
pressures rather than an identifiable general single mar-
ket effect. However, it is possible to relate some of these
changes to the indirect effects of the single market.
Changes in four areas have been assessed: corporate per-
sonnel and pay policies, wage setting and inflation, de-
centralization of collective bargaining and the relation-
ship between pay and performance at individual level.

» The single market impact on corporate personnel and
pay policies has generally been limited. The number
of staff being transferred between countries has
increased but these are still largely confined to man-
agers and highly specialized workers. Company
remuneration systems for these categories are there-
fore tending slowly to converge. At company level,
more indirect effects of the single market have been
an increased concern to control labour costs, changes
to grading or classification of employees, and
improved links between pay and performance.

* Increasing concern has spread among policy-makers
and social partners about the need for more credible
national economic policies, due to the new economic
environment created by the single market and the
EMU convergence criteria. As a result, a significant
change in attitudes towards the relation between pay
and inflation has been seen in a number of countries.
Inflation forecasts have become more important as a
point of reference in pay negotiations than back-
ward-looking informal indexing. ltaly is a good
example of a country where a major reform of col-
lective bargaining — featuring in particular the abo-
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lition of indexing — was strongly influenced by the
European integration process.

* A major change in collective bargaining across
Europe, due to heightened international competition.
has been a clear tendency towards greater decentral-
ization. Despite great diversity, there has been a
broad convergence towards greater scope for local
negotiations and a greater degree of subsidiarity at
company level. The single market influenced this, to
the extent that it increased awareness among the
soctal partners of the need to make pay correspond
better to productivity at company level in order to
sustain increasing competition. However, decentral-
ization of bargaining began several years before the
1992 programme and was by no means an ‘EC phe-
nomenon’. Spain and Italy are examples of countries
where in-depth reforms have taken place with the
aim of liberalizing industrial relations in a number of
ways, including the allocation of separate roles for
industry-wide and company bargaining (ltaly) and
the promotion of collective bargaining as a replace-
ment for the courts and labour ordinances (Spain).

* Variable pay (productivity bonuses etc.} as well as
payment systems related to company performance
(profit-sharing arrangements etc.) are increasingly
widespread in Europe. Although, neither seems to be
a direct effect of the single market, they have cer-
tainly been spurred by the SMP, among other inter-
national factors. To the extent that they motivate
employees and/or relate pay more closely to produc-
tivity or profitability, these systems reflect the gen-
eral drive for greater competitiveness.

5.2.2. Geographical labour mobility

Free movement of workers has been a reality for the six
founding members of the European Community since
1968 (Regulation 1612/68 and Directive 68/360). Free
movement is defined as the ‘abolition of any discrimina-
tion based on nationality between workers of the
Member States regarding employment, remuneration
and other conditions of work and employment.’ It now
applies to all the Member States and three of the EFTA
countries (Norway, Iceland and Liechtenstein). Free
movement of workers has been facilitated by supporting
measures such as mutual recognition of diplomas or the
right to transfer social security entitlements to other
Member States.



To a large extent this legislation has succeeded in abol-
ishing all obstacles to free movement of workers.
Increased use of these instruments would therefore have
been expected. However, available empirical evidence
does not support the claim that the single market has pro-
moted geographical labour mobility within the Union.
The influx of unskilled and semi-skilled workers from
within the Union 25 years ago, which balanced labour
shortages in the high income countries, does not seem
likely to recur.

Several factors have contributed to the absence of a vis-
ible single market impact on intra-EU migration flows.

Trade relations between Member States have inten-
sified as a consequence of the single market.
Furthermore, trade and competition have happened
more because of product differentiation than
because of inter-industry division of labour which
has reduced the potential for job displacement.
Unemployment would have been a potential incen-
tive to migrate, but did not materialize significantly
in the run-up to 1992.

(i)

Incomes across the Member States (for per capita
national product) are tending to converge. Pressure
to migrate for economic reasons is low between
countries with similar levels of development.
Hence, if improvement of the standards of living in
the home country can be expected, incentives to
move abroad diminish. If during the integration
process an alignment of economic development and
therefore of pay levels occurs, then the income dif-
ferential factor for migration will tend to disappear.
This has been the case in those countries which had
served in the 1960s and 1970s as manpower
providers (Spain, Italy, Greece and Portugal), whose
rapidly improving economies will not favour an
excess supply of labour there over the long run.

(i)

Although, considerable differences between low-
income and high-income regions within Member
States still remain, they tend to contain migration
flows within individual States and not to induce
workers to migrate across national borders.

(1i1) Modest overall employment growth did not increase
employment opportunities for potential migrants.
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(iv) Capital has proved more mobile than labour and has
substituted for migration. Available evidence sug-
gests that, partly as a result of the SMP, intra-EU
trade and investment flows have been boosted to
such an extent that they have actually substituted for
migration.

Cultural and social barriers: language problems, dif-
ficulties in assessing foreign qualifications, differ-
ences in social and cultural background, and family
situations are all major factors impairing workers’
mobility.

(v)

There is evidence, however, that the positive impact of
actions to improve the free flow of labour (for example
the mutual recognition of educational and training cer-
tificates) has promoted a new type of labour mobility
between Member States. Labour force survey figures
suggest a slow but constant increase in EU nationals
working in other Member States. Rather than general-
ized and substantial migration of labour, we are likely to
see more specific patterns of geographical mobility, cir-
cumscribed to well-defined regions and occupations.

(i) Labour demand has concentrated in the high-skilled
qualified workforce. Either the single market,
increasing qualification requirements, an ageing
workforce or the pressure of globalization, has
intensified competition within the EU for scarce
qualified personnel, particularly managers, profes-
sionals or highly specialized technicians. These con-
stitute an increasingly flexible, mobile and interna-
tionalized workforce, as opposed to other labour
categories that remain confined to their national
labour markets. As a result, changes brought in by
the single market, by improving the free movement
of workers and the recognition of diplomas, have
opened up new opportunities for business to fill
available posts, with more choice, and in a more
flexible manner. For example, data from Germany
indicate that more migration of the highly qualified
workforce will take place. In this country, whereas
overall employment of EU nationals has gone down,
employment of graduates from EU countries has
risen, although the level is still quite low.

More migration has taken place in regional econ-
omic areas ncar the borders. This has resulted in
commuting between a place of residence and a place
of work in different countries, particularly in certain



regions, such as the Franco-German or the Franco-
Luxembourg borders. Intra-EC frontier migration.
which has increased by 18% between 1987 and
1994, is encouraged by differences in pay, as well as
differences in taxation, social security and housing
costs.

(iii) Another type of temporary migration of labour is
that of so-called contracted workers from EU coun-
tries. Even if local wages are being paid, as provided
for in an EC Directive currently under discussion
between the European Parliament and the Council,
cost advantages may be gained by posting large
groups of workers from Member States with low
social security contributions to Member States with
high contributions. Most posted workers go to
Belgium and Germany, whereas the majority of
posted workers originate from France, the
Netherlands and the United Kingdom. From statis-
tics made available by Member States, most post-
ings on the basis of Article 14(1)(a) of Regulation
(EEC) No 1408/71 take place in the field of con-
struction.”

5.2.3. The effects of social policy

Outright harmoenization of social policies has not been an
objective of the Union. However the implementation of
the single market led, through the realization of the
Commission’s 1989 social action programme, to the
establishment of a framework of basic minimum stan-
dards, providing a bulwark against using low social stan-
dards as an instrument of unfair economic competition.

Some Community social initiatives, such as those related
to protection of health and safety at work, are also rel-
evant to the smooth functioning of the single market,
since a consistent level of protective measures across the
European Union ensures fair competition for businesses.
Consistent working conditions for employees stimulate
and facilitate their mobility. According to Article 118A
of the Treaty, the EU is to encourage such improvements.

The Treaty (Article 129) stipulates that health protection
requirements shall form a constituent part of the

Community's other policies. Some single market mea-
sures have numerous interactions and consequences for
health. Health requirements are of particular importance
and relevance for citizens. Examples of legislation with
health implications include regulations on specific prod-
ucts. for example, pharmaceuticals/medical devices and
cosmetics, on the tar content of cigarettes and the
labelling of tobacco products, and on the quality of food
and foodstuffs. Similarly, health protection requirements
play arole in other areas where single market regulations
have been developed, for example, free movement of
people (such as health professionals). environmental
policy, energy policy or transport policy.

Current EU policies and programmes (mutual recogni-
tion of diplomas. freedom of residence. exchanges of
students) implemented to support and overcome remain-
ing obstacles to free movement of workers have
facilitated the development of new patterns of labour
mobility, such as the rise of a new international highly
qualified labour force, an increase of labour flows in
cross-border regions or increasing flows of contracted
workers. However, the positive role of these policies has
been much more relevant to the highly qualified work-
force, strengthening the current trend for a more interna-
tional labour supply in this segment of the labour market.

Adequate protection by Community legislation in the
field of social security is also a precondition for the
effective use of the right to move within the Union.
Without such protection, existing disparities between the
social security schemes of the difterent Member States
would adversely affect people moving across frontiers.
Regulations (EEC) Nos 1408/71 and 574/72, coordinat-
ing the social security schemes of Member States, guar-
antee that rights to social security benefits acquired or in
the process of being acquired under national legislation
(for example for pensions, health insurance, family ben-
efits), will not be lost when people leave their country to
work. to look for a job, to reside or to stay elsewhere in
the Union. As an example of the extent that these instru-
ments have been used, the total number of E10] forms
issued for postings within the Union rose from 356 000
in 1991 to 535 000 in 1994.*

*' Donders, Peter. Applications of the provisions of Regulation 1408/71 and the issue of posting: facts and problems. 1995.

= Data excludes Luxembourg, Germany. Italy and Belgium.
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Another example of social Community action to pro-
mote the free mevement of workers, is the EURES net-
work created in 1989, EURES aims to provide services
and information concerning job vacancies. and living
and working conditions, throughout the Member States.
Iceland and Norway: it therefore contributes to the trans-
parency of the single market and facilitates mobility in
an open European job market. Furthermore, the work of
the EURES network helps to identify and throw light on
obstacles to mobility. especially at the practicaf level.

5.3. Enterprise policy: the
single market and SMEs

Research for this review™ suggests that, overall, the sin-
gle market has benefited large companies more than
SMEs. They perceive the positive consequences of the
SMP more keenly than smaller firms. For example, for
the manufacturing sector. 47% of companies with more
than | 000 employees consider that the SMP has suc-
cessfully eliminated obstacles to EU trade in their sector,
as opposed to 38% of smaller firms (between 20 and 49
employees).™ Results for the intervening size categories
occupy intermediate positions but show little variabil-

ity.”

This pattern is systematically repeated when companies
are questioned about specific categories of measures.
The discrepancy between small and large firms is not so
important when changes in customs procedures and
abolition of frontier controls are considered (54% posi-
tive impact for small firms opposed to 72% for large
firms in respect of customs documentation); but in other
fields, the gap between small and large firms is more
pronounced (e.g. protection of patents 9% vs. 36%, or
public procurement, 8% vs. 20%). This may, in part,
reflect intrinsic market distortions (information asym-
metries, entry barriers arising from high-fixed costs of
entry for small companies. lack of access to financing. or
the dominance of procurement by larger firms).

“ In particular, the DRI trade associations and Eurostat business surveys.

The more positive assessment by larger companies of
measures taken to complete the SMP may be attributable
to two factors:

(i) the fact that SMEs operate only at local or regional
level makes them believe that access to new markets
is not a priority for them, and that most measures
related to free movement of goods or services are
therefore irrelevant to their activity. This would
explain the low level of awareness of the SMP
among smaller firms. The higher propensity of
larger firms engaging in cross-border transactions
makes these companies more aware of changes in
the trading environment;

many of the sectors most sensitive to single market
measures tend to be characterized by higher average
firm sizes (telecoms equipment, electrical machin-
ery, chemicals and man-made fibres, pharmaceuti-
cals, motor vehicles, machine tools and basic chem-
icals). Firms from these sectors have a more positive
perception of the impact of various categories of
SMP legislation than those in other sectors which
were less directly targeted (and which are also
smaller in size).

For most SMEs. whether they operate at international
level or not. their biggest problem is the cost of comply-
ing with new technical, administrative and fiscal regula-
tions. Large companies report that they have been able to
reallocate a member of staff to deal exclusively with the
paperwork needed in order to comply with the new leg-
islation. Smaller companies state, however, that this
poses a serious cost to their business. These represent
once-off fixed costs that tend to be a higher proportion of
an SME’s total turnover than that of a larger company.
Also. small manufacturers in some sectors, such as
machinery manufacturing, tend to produce bespoke
equipment so the costs of conformity for each new
model are high. For example, smaller machinery manu-
facturers view the CE marking as a necessary marketing
tool. However, the cost of complying with it is a fixed

* The size classification of companies used by Eurostat in the business survey. does not correspond with that adopted by the Commission on

3.4.1996.
“ Source: Eurostat survey.
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cost, which inevitably raises the break-even point: this is
negligible for large manufacturers producing in series,
but can be important for manufacturers of specialized
one-off or short runs of machinery.

Nevertheless, SMEs from some sectors have expressed
more positive views about the impact of the single mar-
ket on their activity. This is the case, for example, in the
detergent and cosmetics sector, where SMEs have exper-
ienced an improvement in access to European markets.
In the construction site equipment sector too, 29% of
SME:s as opposed to 7% of large compauies feel that sin-
gle market legislation has encouraged them to sell in
other markets.” Small companies already operating at
international level, in sectors such as machinery, consid-
ered that the system of self-certification for affixing CE
marking greatly supports SMEs, by helping them to raise
the technical standard of their products and compete
more effectively against larger companies. Other surveys
confirm that since the implementation of the single mar-
ket 37% of SMEs surveyed claimed to have significant-
ly improved their European distribution and marketing,
27% claimed to have improved products or production
processes and a further 12% had taken on staff with new
skills to adjust to the European market needs.” Also, in
relation to VAT procedures for intra-EU sales, 32% of
SMEs considered that the new system has had a positive
impact in their activity as opposed to only 30% of large
companies.

Conclusions

At first sight, the impact of the single market on SMEs
reveals a mixed picture. However, on closer examination
it may not be quite so ambivalent. Although it is true that
larger companies have benefited the most from the new
opportunities opened by the single market, this is due to
the fact that smaller companies are less involved in
cross-border operations, since they have oriented them-
selves towards their traditional local and regional mar-
kets. This may also explain why small and medium-sized
companies are less aware of changes in legislation which
occurred after the implementation of the single market,
and are less motivated to exploit its benefits.

However, SMEs operating internationally prior to the
implementation to the single market, such as those lo-
cated in cross-border regions, feel that single market
measures have improved their performance by encourag-
ing them to raise quality or adapt themselves to stronger
competition, or by reducing paperwork and delays in cus-
tom procedures. The most striking problem faced by
SMEs is the one-off costs of compliance with new single
market legislation. An important number of SMEs has
also felt that the single market has brought new incentives
to get involved in cross-border operations.

Among the measures that SMEs consider would help
them to take advantage of the new opportunities afforded
by the single market are the following:

(1) improvement of mechanisms for consulting SMEs
prior to implementing new single market initiatives
in order to take better account of implementation
costs. Efforts in this direction have already been
made at Community and national level, so far with
limited impact due to the difficulty of the task as
recognized in a recent report evaluating the
Commission’s SMEs policy;™

(ii) improvement of collective R&D programmes for
SMEs (such as CRAFT) and simpler access to these
programmes: today, participation in these projects
can even translate into greater costs (packaging
machinery). However, some industrial sectors
assessed the impact of these initiatives as having
been very useful and beneficial for SMEs (this is the
case for mechanical engineering sectors such as
pumps and woodworking machinery);

(i11) reduction of financial burdens related to cross-
border operations such as costs of international

banking transactions;

(iv) reduction of regulatory constraints.

* Atkins, Impact and effectiveness of the internal market programme in the construction site equipment sector, May 1996.

' EU initiatives for SMEs — are the policies uppropriate? Deloitte Touche Tohmatsu International. 1995.
® See Evaluation of the second muldtiannual programme for SMEs (1993-96) by Arthur Andersen.



5.4. Environmental policy

Environmental policy cannot be dissociated from the
single market. An integrated approach of both policies,
that would enable a sustainable path of social and econ-
omic development, is not only vital for the environment
itself but also for the long-term success of the single
market. This success depends heavily on the sustainabil-
ity of the objectives pursued by the abolition of barriers
to trade. Moreover, effective environmental protection,
which goes beyond national borders, can only be
achieved in the framework of a properly functioning sin-
gle market and harmonized environmental rules.

5.4.1. The impact of the single market on
the environment

Prior to the implementation of the single market, expec-
tations about the potential environmental impact of the
single market were quite pessimistic. Increased move-
ments of nuclear and hazardous waste in a Europe with-
out borders, increased road-haulage and air transport as
well as environmental degradation due to economic
growth are just a few examples of the anticipated strains
on the environment.” It is still too early to make a defin-
itive assessment and to quantify the environmental —
static or dynamic — impact of the single market in order
to validate or disqualify those estimations.

Actually, the studies carried out for this exercise do shed
some light on the extent to which the single market has
affected the environment. In most cases, as for sectors
such as transport,”” chemicals" or energy,” existing
research focuses on the expected impact of fully imple-
menting single market legislation that might result in
environmental benefits for the future.

When asked whether the single market had influenced
their environmental policies, 26% of companies from the
chemical sector said that the SMP had a very significant
impact and 35% companies said it was significant.

The main environmental effect of the completion of the
single energy market is likely to be the increased use of
gas, which should reduce CO, emissions as opposed to
more polluting fuels. This reduction of CO, emissions is
estimated at 105 million tonnes per annum. Decreased
capacity requirements should also lead to a reduction of
local environmental disruption.

As regards transport, it is difficult to assess the contribu-
tion which the single market has made to traffic growth
in the first half of this decade. However, growth in road
freight transport in EUR 15 was around 15% between
1990 and 1994, and average annual growth rates in road
freight traffic were slightly higher between 1990 and
1994 than during the 1980s. The environmental concern
associated with those trends, in the absence of major
improvements in vehicle fuel economy, is the increase in
CO, emissions which makes it difficult for the
Community to achieve its CO, stabilization and reduc-
tion objectives. In addition, increasing traffic puts addi-
tional pressures on the environment in transit regions
{e.g. the Alps). At the same time, technological improve-
ments made to motor vehicles under Community legisla-
tion, for example in harmonized technical specifications
introducing stricter emission standards, will at least in
the near future lead to reductions in air polluting emis-
sions from road transport. Early estimations foresee con-
siderable emission reductions in the field of regional
transport of goods where between 1986 and 2010 emis-
sions of CO, and hydrocarbons would decrease by 47%
and 38% respectively.” It is also hoped that the liberal-
ization policy pursued by the Community within the sin-
gle market framework for railways will, in the longer
term, strengthen the competitive position of this envi-
ronmentally more benign form of transport. or exam-
ple, the total share of combined barge-road transport
grew from 1.2% (9 million tonnes) in 1985 to 2.0% in
1990 (19 million tonnes). These numbers are still low
but reflect the still existing barriers to developing com-
bined transport.

v 1992, The Environmental Dimension, Task Force report on the environment and the internal market, 1990.
* NEA, The internal market impact on road freight transport, August 1996.

"t KPMG, Single market review 1996 — Chemicals, August 1996,

** London Economics, Effects of completing the single energy market, August 1996.

“ NEA, The transport of goods by road and its environment in the Europe of tomorrow, Rijswijk 1992.




5.4.2. Environmental policy and the
single market

There is widespread recognition among business of the
need for environmental legislation. For some sectors,
such as natural gas, mechanical engineering or packag-
ing products, environmental requirements have been an
incentive to R&D in new environmental-friendly tech-
nologies, more environmental machinery or cleaner pro-
duction processes. The compatibility between environ-
mental legislation and a competitive industry is high-
lighted by the fact that the highest benefits from compli-
ance with environmental requirements are reaped by
firms that adopt a pro-active attitude and integrate envi-
ronmental concerns into their overall business policy.

However, fears remain, especially among businessmen,
about the way environmental protection measures are
implemented. Non-harmonized legislation or different
environmental protection systems for each Member
State are perceived to affect businesses” economic per-
formance or to reduce the benefits they draw from a sin-
gle market. Therefore, the choice of environmental
measure will have to be done on a case by case basis,
taking into account the environmental considerations at
hand as well as the repercussions for the single market.

Yet, fears that environmental legislation would lead to
new market fragmentation by indiscriminate use of
Article 100A paragraph 4, which allows an ‘opt-out’
clause to Member States, have not been confirmed. First,
because the Community has been able to take into
account environmental objectives, and therefore,
increase environmental protection according to the
objectives of Article 100A, and second because the
application of Article 100A paragraph 4 has been very
limited and the few cases concerned have not had any
major effects on trade and functioning of the single mar-
ket. For example, Member States have used this article
only eight times to apply national provisions for the pro-
duction of three chemical products.” However, it con-
cerns only one Directive and products of relative little
commercial importance confined to four Member States
(Netherlands, Denmark, Germany and Sweden).

“ Directive 76/769/EEC on PCP, creosote and cadmium.

“ KPMG, Single market review 1996 — Chemicals, August 1996.
*“ See Declaration No 20 of the Treaty on European Union.

" Regulation (EEC) No 880/92, 23.3.1992, OJ L 99, 11.4.1992.
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The successful integration of Community environmental
and single market policies is revealed by the perception
within industry that in some specific sectors. such as
chemicals, Community environmental legislation has
made significant progress towards establishing a level
playing field. Over 70% of surveyed chemical compa-
nies found that EC environmental legislation has had a
positive or neutral effect on overcoming barriers and
obstacles to trade.” It has to be noted though, that 28%
of the companies still consider that the introduction or
the maintenance of national measures which are stricter
than those adopted by the Community was leading to
losses of competitiveness versus the rest of the EC
Member States (e.g. Germany and the Netherlands).

In relation to compatibility between environmental leg-
islation and the proper functioning of the single market,
the following have been identified as the most important
concerns for businesses.

(i) Short-term costs associated with compliance with
environmental regulations; some industries are con-
cerned with the perceived short-run increase in their
production costs due to compliance with environ-
mental legislation.

(i) Analysis of the costs and benefits of environmental
regulation: this is a mutual concern for both busi-
nesses and Community legislators, in order to make
sure that environmental regulations are cost-
effective. It is a principle recognized in the Treaty
that has been applied to the Commission’s assess-
ment of Community policy.*

(iif) Degree of harmonization of environmental regula-
tions: the establishment of common environmental
standards and the avoidance as far as possible of dif-
ferences between Member States’ legislation is
regarded by industry as essential to avoid distortions
in competition. An example of problem areas is the
national regulation of emissions and hazards which,
though partially regulated at EU level (for example,
use of titanium), is mostly covered by national leg-
islation (emissions of solvents).



Community environmental legislation insufficiently
enforced or inadequately implemented in some
Member States has also resulted in different require-
ments for producers at national and EU level. Some
industry sectors have reported that although the
Community eco-labelling scheme has been in force
since 1993, and common sets of criteria for the
award of the label have been established for a num-
ber of products, few applications for use of the label
have been made. At least, for the time being, na-
tional schemes are very well established and have
been regarded as imposing de facto standards for
entry to certain markets.” Another example of incom-
plete implementation of the Community’s legislation
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would be the waste management regulations.

(iv) Waste trade: The EU Regulation on the shipment of
waste, providing inter alia common rules for the
application of the Basel Convention on the control
of transboundary movements of hazardous wastes
and their disposal, endeavours to strike a balance
between trade interests and environmental concerns.
According to industry, however, it imposes certain
unnecessary restraints on the waste trade. For exam-
ple, in some cases industry considers that the defin-
ition and classification of waste as stated in this
Regulation is too wide. Thus, the trade with recycl-

able non-ferrous metals or ferro-alloys is submitted
to supervision and control. In addition, industry has
expressed its concern that restrictions in scrap trade,
extensively used as a raw material in steel produc-
tion, have increased costs considerably.

5.5. Single market and
consumers

European consumers, as well as businesses, were meant
to benefit from the advantages of greater competition, a
wider variety of products and services. new channels of
delivery and lower prices. Greater product differentia-
tion, which, in some cases, also reflects businesses’ reac-
tions to increased competition and better information
about products and services, emerges as having been
generally beneficial to consumers.

The SMP has oftered retailers, and in some cases con-
sumers, improved access to the best products at lower
prices. There is some evidence of a switch to EU sourc-
ing, particularly in products such as electrical household
appliances, food and furniture. However, entrenched
consumer preferences as well as a preference for retail-
ers to purchase from local small-scale suppliers still pre-
dominate in other sectors.

Box 8 Telecommunication equipment and services

Equipment prices were estimated 7% lower than would have been the case without the SMP, equivalent to total benefits for consumers
of between ECU 1.5 and 2 billion per annum. As far as tariff adjustments by telecom operators are concemed, the Commission has
actively promoted a rebalancing of tariffs, so that they are oriented towards costs. This has led to considerable reductions in region-
al, long distance and international call prices. For example, there has been an average reduction of 42% for phone calls towards the
US between 1990 and 1995. This has been accompanied by some increases in real terms of the prices of local calls during business
hours, and in installation and line rental charges to reduce the loss made on the provision of the connection and local call service.
This is generally being accompanied by the introduction of special and flexible tariff schemes for business and residential users.

Air transport

The impact of growing competition was observed in lower economy fares, with deeper discounts and special offers pitched below
the lowest available published fare. By contrast, fully flexible and club class fares have increased. This mainly indicates that airlines
have pursued strategies of price discrimination: competition has been vigorous for leisure passengers, while competition for full fare
passengers has been more through the level of service and product innovation, rather than price. Significant variations still exist on
a directional basis, and between intra-EU and domestic fares. However, there is substantial evidence to suggest that users appear to
have benefited from the strategic responses of incumbent carriers and from market entry which have resulted in greater variety and

choice.

“ KPMG, Single market review 1996 — Chemicals, August 1996.

" EC provisions of waste (Directive 91/156/EEC) and the shipment of waste (Regulation (EEC) No 259/93).




5.5.1. The SMP impact on prices for final
consumers

There is no strong evidence that the SMP has triggered
price reductions for the benefit of final consumers.
Evidence in important manufacturing sectors like food-
stuff and textiles is inconclusive; however, in some ser-
vices sectors such as air transport and telecommunica-
tions, price reductions have been experienced, although
it is doubtful that liberalization is the only factor behind
them.

Progress towards uniform or lower prices in the EU has
been inhibited by different factors.

(i) Currency fluctuations, as they prevailed over the
last four years, had an impact on pricing strategy for
some sectors in some countries. This is particularly
the case of the motor vehicles industry where large
manufacturers have revised their pricing policy to
avoid consumers benefiting from currency fluctua-
tions and to preserve the margins of dealers near the
border with a devaluing country.

Box 9 Examples of quality enhancement

(i) The persistence of some forms of price controls,
often linked to differences in national per capita
income, have also impeded price convergence. In
the pharmaceuticals industry, and despite the
Transparency Directive, which only had modest
effects, the single market did not lead to significant
price convergence, as Member States wanted to
keep control of public expenditures for medicines
subject to reimbursement.

(i11) Consumer preference for national, regional or local
products also prevented improved market access
opportunities from delivering its full effects
through lower prices. This was particularly the case
in the foodstuffs industry, where branded products
were the only ones to benefit from improved mar-
ket access (with the consequence of price increases
in some cases). High transport costs relative to
products’ unit values also restricted product trade-
ability over long distances.

In the automobile sector, increased consistency in type approval measures across all Member States brought about a small but posi-
tive benefit in terms of reduced costs and prices and a much greater choice of models and variants within each Member State. The
SMP also forced car manufacturers to create pan-European sales and distribution systems under which consumers can be more read-
ily assured of consistent sales and service support wherever they may be located in the EU.

Consumers may also gain from increased choice of pharmaceutical products, especially in the self-medication field. They should also
have benefited in the prescription area in that they have more rapid access to new medicines, thanks to the reduction in admission

procedures.

In the processed foodstuffs sector, the SMP has also resulted in greater ranges of products being made more quickly available to con-
sumers thanks to more sophisticated delivery systems. Moreover, the increase in competition has also encouraged the development
of high quality own-label products at competitive prices which contributed to further reduction in retail price spreads and greater

choice for the consumer.

Greater competition on the markets for residential telecommunication equipment has contributed to a significant improvement in the
range of products available and the range of retail outlets through which they can be purchased or leased. The single market's valu-
able contribution to the success of GSM standards has also benefited consumers, from both a qualitative and price point of view. The
almost universal deployment of the GSM system in Europe has made high functionality mobile services widely available to business
users and the success of the system is now leading to affordable services for consumers. The growth of GSM usage has also con-
tributed to the falling cost of analogue mobile telephony, which is now affordable for a large segment of the consumer market. The
quality and level of telecommunication services have shown a steady and significant improvement in the last five years. The digit-
ization of the telephone networks combined with improved signalling means that a range of supplementary services is now being
offered on the basic telephone (touch-tone dialling, call waiting, call forwarding, calling line identification and call barring) as well
as soft-disconnection schemes which reduce cut-off pressure for users.

Liberalization in the audiovisual sector, in particular the TV Without Frontiers Directive, had a significant impact on the range of
products and channels available to European consumers. It facilitated the entry of a number of pan-European channels by easing
licensing procedures. It also had some, although limited, impact on the expansion of terrestrial broadcasters and enabled a small num-
ber of broadcasters to transmit programmes primarily targeted at one Member State from outside that Member State.

94



In financial services, the most common strategic response to increased competition was the introduction of new products and services
and diversification of the products range into areas such as insurance and investment management, sometimes through alliances and
acquisitions of other financial organizations. Banks and other financial organizations have also become far more aggressive in devel-
oping, designing and promoting a wide array of savings and loan products with different income/capital appreciation/risk trade-off
characteristics. This trend was observed in a number of EU countries and, as a consequence, there has been some emerging conver-
gence in consumer tastes across the EU. Pensions and insurances have grown as a share of personal sector financial assets in a num-
ber of countries. One of the negative aspects attached to that new range of products on offer is their lack of transparency and the con-
comitant need to increase consumers’ understanding of what services or benefits the products provide and the relevant risk/reward
characteristics (see below).

In air transport, passengers clearly benefited from access to a larger number of destinations by scheduled non-stop flights, thanks to
more flights between regional cities, and a change of destination to the schedules of a number of charters. Quality improvement and
greater flexibility have also compensated for the absence of any significant price-effect in the case of fully-flexible and business class

fares.

5.5.2. Product diversification — Better
quality

While the SMP impact on prices is rather inconclusive,
consumers benefited from improved access to a wider
range of products, both in consumer goods and services.

These benefits of increased product diversity and keener
price or quality competition have been achieved without
compromising the safety and welfare of consumers. At
the outset, it was feared that the opening of markets
would expose consumers to additional risks, particularly
as regards products imported under mutual recognition
as a result of variations in the stringency of standards and
their enforcement in the different Member States. To
counter this threat, the SMP has been complemented by
increased convergence of conformity assessment sys-
tems, tougher penalties against producers placing defec-
tive products on the market and early-warning and rapid
withdrawal systems to allow speedy detection and sup-
pression of unsafe products. The SMP has not placed the
interests of free circulation before those of consumers.
This s, for example, the case in the processed foodstuff
sector where the single market and consumer protection
objectives have become inextricably linked. Experience
has shown that the Council and the Parliament will only
accept proposals if they are satisfied that an appropriate
level of protection is maintained. Moreover, the very
existence of the possibility of Member States maintain-
ing stricter legislation provided for by Article 100(a)4
and the existence in all public health legislation of safe-
guard clauses which allow Member States to take unilat-
eral action to counter serious risks to public health, mean

“ COM(96) 209 final.

that the choice of a high level of protection is essential if
the single market is to function properly.

5.5.3. Consumer policy

The Treaty clearly requires the European Union to deal
with a broad range of consumer issues, some of which
relate to the SMP. Discharging this obligation involves
careful consideration of the subsidiarity principle. Since
the early 1990s, consumer policy has aimed to support
the successful completion of the single market. Industry
generally welcomed the basic aim of EU regulations; but
inadequate transposition and stringent requirements by
Member States were seen by European companies as
clear attempts to fragment the market and protect nation-
al producers from foreign competition (particularly in
the case of product liability and labelling provisions).

In the field of financial services, as mentioned above, the
creation of the single market has provided for increased
competition, choice and innovation which benefit con-
sumers. However, it is also generally agreed that, since
so much is at stake (mortgage, life insurance facilities,
savings, etc.), a high level of consumer protection is nec-
essary to allow consumers to shop around in the differ-
ent Member States for the cheapest deals.

Consumers are faced with more and more diversified
and complex financial services offered by financial insti-
tutions and often lack knowledge about the main charac-
teristics of these services. They also sometimes find it
difficult to get independent advice.
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Box 10 Problems encountered by consumers in financial services

One aspect of major concern from the consumer point of view refers to cross-border payment systems. The main problems
reported by consumers concern the lack of full written information on conditions. double charging. excessive execution time and
lack of adequate redress procedures. As regards payment cards, researches and studies have showed that in most Member States.
the 1988 Commission Recommendation on payment systems is not fully implemented. Various other aspects of payment cards
(condition of use, prices) also need to be taken into account. Consumer groups request that an assessment of the need for and
contents of a global initiative in this domain be undertaken, with a view to giving full effect to the single market.

Significant barriers still exist in the field of mortgage credit where consumers have little choice and are not able to take full
advantage of the single market in buying mortgage credit. Although it is theoretically possible, it rarely happens. Consumers are
faced with many disincentives, such as domestic tax regimes and interest rates. Consumers’ organizations claim that a signifi-
cant gap in the single market is effective EU legislation on mortgage credit and provisions for cross-border debt recovery. It
emerged however that, in areas relating to housing mortgages. access to capital markets, differences in the treatment of with-
holding tax and varying subsidy arrangements are the main obstacles which continue to hinder the creation of a true single
market.

In the insurance sector, the various Directives aimed to increase transparency in insurance contracts and to help consumers to
understand insurance contracts. However, despite the fact that the third life insurance Directive removed all restrictions on adver-
tising, consumers apparently are not making much use of the possibility of purchasing insurance services across frontiers. In
most cases, this results from national provisions applied by Member States to prevent the proper functioning of the single mar-
ket more than from financial techniques inherent in insurance activities. In particular, fears over how to handle legal disputes
deter consumers from buying foreign policies and lead them to seek efficient, rapid and independent redress mechanisms for han-
dling complaints. Consumer organizations also claim that further legislation is necessary. in particular to set common minimum
requirements in the field of insurance contracts, introduce common rules on information to be provided to consumers and clear-

ly define compulsory insurance.

The Commission has therefore recently adopted a Green
Paper on ‘Financial services: meeting consumers’ expec-
tations’,” which discusses the problems still facing con-
sumers and the particular protection which individual
consumers should enjoy in regard to financial services.

Advertising is also an area of particular significance for
consumers. The misleading advertising Directive which
is aimed at protecting consumers in a similar way
throughout the EU against misleading advertising and at
removing barriers to advertising across EU borders. is
based on a minimal harmonization level and a generic
defimition of ‘misleading’. Its implementation has not led
to any significant changes because of too great flexibil-
ity and has had no significant impact on the costs of pan-
European campaigns. In July 1991, the Commission
published a proposal for a Directive on comparative
advertising, under the form of an amendment to the 1984
Directive. This aimed to improve consumer information,
increase competition and ensure a coherent legal frame-
work throughout the EU, the lack of which is still recog-
nized by consumers and industry as an important obsta-
cle to the development of cross-border advertising.”

Despite the progress made towards greater consistency
between single market and consumer protection objec-
tives, the food sector experienced many problems in
labelling as Member States continued to impose provi-
sions over and above Directive requirements. Excessive
labelling requirements not only increase the costs of
marketing products, but can also lead to ineffective
warntngs for consumers. Moreover, it is not clear that all
information provided on food labels is really helpful to
consumers. Some of this is unusable by consumers
because of its complexity and there are indications that
other key information needs are not met at all. For the
minority of consumers for whom food selection is criti-
cal because of health reasons, complex information may
be helpful because their medical advisors at least can
comprehend such information.

The time may be approaching when it will be possible to
review and simplify this legislation so that the benefits of
the single market together with the need for improved
consumer protection can be maximized.

" Study on the effectiveness and impact of internal market integration on the organization and performance of the advertising services sector.

Universith Commerciale Luigi Bocconi.
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Access to justice and guarantees also represents an
important element of the single market from a consumer
point of view. It is important for consumers to have con-
fidence in cross-border shopping. According to con-
sumer organizations, conditions for access to justice in
cross-border situations should therefore be improved.
However, consumer litigation is typically in respect of
low amounts; this makes the prospect of cross-border lit-
igation very unattractive. Moreover, national legal sys-
tems reflect national needs and tradition and are not
designed solely for consumers’ disputes. The
Commission therefore recently proposed a Directive on
the coordination of the laws, regulations and administra-
tive provisions of Member States relating to injunctions
for the protection of consumers’ interests and a commu-
nication setting up an action plan for consumer access to
justice and the settlement of consumer disputes in the
single market.

Finally, a major area where progress is needed concerns
the information and education of consumers about the
single market opportunities. Unless consumers are suffi-
ciently aware of the changes in market conditions further
to the development of the single market, they will be dis-
advantaged. However, information supply will not suf-
fice. Unless serious efforts are made through targeted
consumer education, to develop understanding of a wide
range of subjects, many consumers will not be able to
navigate with confidence through markets. This is one of
the objectives behind the launch of the major informa-
tion campaign called ‘Citizens First’, which will
embrace several topics, including financial services.
travel and cross-border purchase of goods and services
especially targeting citizen consumers.

5.6. Implications for third
countries: the external
dimension

The launch of the SMP initially provoked some appre-
hension on the part of the EUs trading partners. Some
third country observers were concerned that liberaliza-
tion of intra-EU trading conditions would be accompa-
nied by tighter restrictions on third country trade. In fact,
the SMP has not entailed any heightening of trade bar-
riers with the rest of the world — on the contrary, almost
all changes in conditions of access for third countries
have amounted to unequivocal reductions in the level of
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absolute trade barriers to the Community market. The
SMP has made it easier for third countries to do business
in the Community.

5.6.1. Single market makes it easier for
third countries to do business in EU

SMP benefits are also reaped by third country operators.
They and EU operators benefit from measures aimed at
eliminating obstacles to intra-Community trade. Three
examples illustrate some of the benefits for third country
manufacturers.

+ Abolition of customs and fiscal frontier formalities
facilitates the circulation of third country products in
the same way as products of EU-origin. In fact, third
country operators may have reacted more quickly
than domestic companies, by adapting their distri-
bution networks (for example, US and Japanese
companies make greater use of Euro-Distribution
Centres) as compared to EU companies which have
displayed some inertia in overhauling distribution
systems.

+ Abolition of technical trade barriers to intra-
Community trade facilitates the intra-EU marketing
of non-EU products. Henceforth, third country pro-
ducers need only comply with a single set of specifi-
cations and conformance testing. The fear that EU
technical specifications would be sufficiently strin-
gent to deter third country imports fundamentally
misunderstood EU regulatory processes and the con-
sensus-based nature of EU harmonization, which
precludes extreme solutions. The bulk of European
Standards ensuring compliance with ‘new approach’
Directives are largely identical to internationally
agreed standards (ISO, 1EC). Over 90% of European
electro-technical Standards derive directly from
international standardization. Wherever the ‘mutual
recognition’ principle applies, there is no technical
harmonization in the first place. To date, there have
been no substantiated cases of product regulation
being used for protectionist purposes. Given the
trade-facilitating impact of internal EU action, third
country producers express frustration similar to that
voiced by EU firms about the slow removal of some
technical barriers. The EU has been willing to build
on these benefits through bilateral mutual recogni-
tion agreements to alleviate costs associated with




obtaining conformity assessments from EU-notified
bodies. This step further enhances the market-
opening effects of EU efforts to overcome technical
barriers. As of July 1996 mutual recognition agree-
ments between the Community and Australia and
New Zealand have been initialled. Negotiations were
opened with the US, Canada, Switzerland and Japan.
The scope for these agreements is conditional on
conformity assessment bodies in the trading partner
complying with certain technical and scientific
criteria.

¢« Third country operators established in the EU benefit
without distinction from SMP cross-border provision
of services and action to develop a business frame-
work consistent with a single market (e.g. industrial
property measures, company law, and corporate tax-
ation). With the enlargement of the Community to 15
Member States, the advantages of the SMP are
accentuated. Market opportunities for trading part-
ners of third countries have been expanded, given
that subsidiaries of third country parent companies
are treated as Community companies once the sub-
sidiary is established under the laws of one Member
State. Building on this liberal stance towards estab-
lishment-based trade, the Community and Member
States have made a substantial contribution to the
Uruguay Round negotiations on trade in services, as
demonstrated in the level of binding to which the
Community has pledged itself in the schedule of spe-
cific commitments. Comnunity trade policy aims to
obtain comparable market access commitments from
trading partners.

5.6.2. SMP resulted in completion of a
liberal common commercial policy

The EU fully subscribes to multilateral trading arrange-
ments governing most of its international trade. These
impose constraints on how much the EU can operate a
restrictive common commercial policy or target certain
trading partners with selective actions. Furthermore, the
single market required completion of the common com-
mercial policy, such as anomalies like outstanding
national quotas in textiles and clothing, consumer elec-

tronics, and footwear. Under the provisions of
GATT/WTO agreements, any common solution could
not impose tighter restrictions on trade than the combi-
nation of pre-existing national arrangements.

The need to replace remaining national quotas with com-
mon EU measures stemmed from the abolition of cus-
toms controls at intra-EU frontiers meaning that
autonomous national restrictions could be circumvented
by trade deflection. In 1991, 7 629 national quotas gov-
erned imports from non-State trading countries and
another 4 800 applied to imports from State-trading
countries.” Member States’ capacity to enforce these
restrictions relied on preventing indirect imports via
other Member States. Article 115 authorized restrictions
and intra-Community trade surveillance to curb any
trade deflection. The system relied on extensive docu-
mentation controls on all intra-EU shipments and was at
odds with a single market. The abolition of customs for-
malities removed the infrastructure for enforcement of
Atrticle 115 restrictions and surveillance measures. As a
result, the number of restrictions and surveillance
measures fell from 1 500 in 1988 to zero by July 1993.

The only cases in which ‘communitized” quotas replaced
a web of pre-existing national restrictions involve tex-
tiles and clothing products (for the transitional period
until the phasing out of MFA) and selected measures on
certain imports from a single State-trading country.
While EU Regulations governing the import regime
allow regional application of safeguard measures, this
has only been invoked twice. The SMP and completion
of the common commercial policy have benefited third
country products previously targeted by national restric-
tions, including textiles and clothing, footwear, transport
equipment, agricultural products and sundry manufac-
tured items (e.g. sewing machines, car radios, televi-
sions). Imports from State-trading countries, as well as
restricted imports from some market economies such as
Japan and South-East Asia, were previously the most fre-
quently targeted by national restrictions. Producers in
these countries have therefore benefited most from liber-
alization dependent on completion of the single market.

In services, the division of responsibility between
Member States and the Commission for international

7 The products most frequently affected included cotton, articles of clothing and accessories (knitted and non-knitted), man-made staple fibres.

electrical machinery and equipment, man-made filaments, transport equipment (excluding rail rolling stock), wool and animal hair. and cof-

fee. tea and spices (under the International Coffee Agreement quotas).
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representation and negotiation has been less clear.
However, single market completion means that policy
negotiation between individual Member States and
selected trade partners is no longer in the collective
interest. ‘Go-it-alone” policies offer third countries the
possibility of securing a gateway to the entire single mar-
ket while oftering reciprocal access to only one Member
State. Single market completion has therefore increased
awareness of the need for a common Community nego-
tiating stance in international and bilateral trading agree-
ments {see GATS and recent granting of mandates to the
Commission to negotiate “open sky" agreements with US
and CEECs).

In conclusion, the single market has spurred the EU to
remove remaining problems in the common commercial
policy. Previously restricted third country suppliers have
benefited most from these adjustments. Improved third
country producer access as a result of the SMP has been
amplified through adoption of the Uruguay Round.
Following adoption of this package, average duty rates
for non-agricultural imports will decrease from 5.7 to
3.6%. In addition, the Community subscribed to the
complete elimination of duties (zero for zero) in the sec-
tors of construction, medical equipment, furniture, steel,
agricultural equipment, paper, beer and spirits.
Following these concessions, 40% of all Community
imports will be free of duty.

5.6.3. Single market provisions relating to
third country treatment

In international trade areas governed by multilateral dis-
ciplines, the EU is required to apply the Most-Favoured-
Nation and ‘national treatment’ principles to third coun-
try operators. Member States may not therefore impose
additional or discriminatory provisions on them. The
principle of ‘national treatment” has also been extended
to third countries through a series of bilateral agree-
ments. However, in a limited number of fields, interna-
tional trading rules have yet to be agreed on a multilater-
al basis. In a handful of cases, single market legislation
contains provisions which offer Member States the
option of taking restrictive action against trading part-
ners who do not offer ‘reciprocal treatment’. Four pro-
visions have been at the forefront of discussion:

A ‘reciprocal treatment’ clause in EU financial ser-
vices legislation foresaw Member States’ denial of
authorization to subsidiaries or branches of compa-
nies from third countries which did not provide
national treatment or effective market access to EU
financial service operators. This provision does not
apply, and as of 1 July 1996, it has been revoked in
respect of the other 28 countries which have signed
the Marrakech Agreement.

Article 36 of the Directive liberalizing public pro-
curement purchasing by utility operators in the
walter, energy. telecommunications and transport sec-
tors: in the absence of rules binding all WTO
Members. EU legislation allows contracting entities
to reject third country offers and requires rejection
where the price advantage is less than 3%. However,
this clause is waived where the trading partner in
question has subscribed to the WTO Agreement on
Government Procurement (EU Member States plus
seven and expanding). The single market therefore
improved market access conditions as compared to
the pre-existing situation where there were no rules
prohibiting discriminatory treatment of other EU or
non-EU suppliers. Under EU public procurement
legislation, contract awards must now take place in
accordance with open and transparent procedures
and objective criteria. Nationality (EU or non-EU)
cannot be a criterion for award of a contract. The
only discriminatory element is Article 36 of the
utilities Directive which, as seen above, is withdrawn
when the EU’s counterparts offer reciprocal access to
their procurement markets.

Media: the ‘Television Without Frontiers’ Directive
{89/552) requires that ‘wherever practicable’ a
majority of broadcasting time be reserved for
‘European works’.” This provision has attracted
adverse comment from US producers, who consider
that their high share of EU television programming
would otherwise be even greater.

The data protection Directive (95/46) will, once it
enters into force, require that Member States do not
allow flows of personal information towards third
countries which do not provide for adequate protec-
tion in this field.

* “European’ includes all works created by persons located in a Member State of the Council of Europe.
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The above provisions are an attempt to retain some
means of redressing disparities in market access in areas
not fully covered by WTO disciplines. The waiver where
trading partners agree to a system of rules which provide
for a level playing field is an inducement to other coun-
tries to follow the EU lead in liberalizing these areas.

5.6.4. Trade data

An examination of trade data gives the lie to fears that
the SMP would result in substantial trade diversion away
from third country imports. Extra-EU wmports increased
their share of Community apparent consumption from 12
to 14% over the period 1980-93. Extra-EU imports con-
tinue to account for a steady 40% of total (extra- and
intra-) Community imports. Detailed simulations have
been undertaken to establish the implications of com-
pleting the common commercial policy through the
‘communitization’ of national quotas. Two scenarios
were examined: in the first, national quotas are allowed
to lapse without being replaced by Community level
measures as in the footwear sector: the second case
examined involved situations where national quotas are
replaced by a Community level quota without any
regional/national subdivisions as with the textiles and
clothing sector. In the first case, both previously restrict-
ed third country producers and consumers in the
Member States applying quotas enjoy strong benefits. In
many cases, third country producers benefit at the
expense of other third country suppliers which had not
been targeted by national quotas. In the case of ‘com-
munitization” of quotas, previously restricted third coun-
try producers benefit. Within the EU, there is a net ben-
efit as savings to consumers outweigh any loss of share
experienced by domestic suppliers. The lion’s share of
the benefits is reaped by consumers in Member States
which previously enforced a restrictive regime.

5.6.5. Conclusions

Single market measures have helped non-EU operators
to do business in the EU. In this sense the EU is a build-
ing-block, and not a stumbling-block, for an open inter-

national trading order. This point is acknowledged in
periodic reports on Community trade policy carried out
by the WTO, as well as analysis commissioned by the
UN and key trading partners.™ It is perhaps instructive to
quote the former US representative to the EU on this
point:

“This [the completion of the single market] is a great
boon to companies, European and American, doing busi-
ness in Europe and is one of the most creative economic
innovations of the post WWII world. Importantly, it has
been done without creating a Fortress Europe mentality,
free on the inside, protectionist on the outside. The EU is
far more open to US and foreign business today than a
decade ago and more supportive of the multilateral trad-
ing system. Today it is virtually as easy to ship products
from Germany to Italy, as it is from New York to
California — a remarkable achievement of great benefit
to Europeans and Americans.’”

™ The reader is referred to the fifth annual report prepared by the US IRC on the SMP programme (1993) or. more recently. the UNECE study

on the implications of the single European market for Asia and the South Pacific (1996).

* Farewell remarks by Ambassador S. E. Eizenstat (US Representative to the EU) Committee of the American Chamber of Commerce, Brussels

8.2.1996.
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6. Appendix: The structure
of the research

In response to the Council Resolution to report in 1996
on the effectiveness and impact of the SMP, the
Commission launched a series of independent research
studies to assess its impact on both specific business sec-
tors and across the economy as a whole. To ensure the
independence and objectivity of the work. the back-
ground research was carried out by contracted parties,
operating only subject to quality control by Commission
services. In addition, a panel of independent academic
experts was appointed to ensure that sound methods of
analysis were employed. The structure of the study pro-
gramme is outlined below.

The research programme was designed to elicit informa-
tion on what in fact had happened in the market place as
a result of the implementation of the SMP rather than to
validate previous research into the effects of the single
market. It should therefore not be seen as a ‘Cecchini
Mark 2’ report.

The research consists of 38 studies, accompanied by a
wide-ranging business survey.

To measure the effectiveness of the SMP a common
methodological approach was established. A ‘bottom-
up’ approach was followed to assess the difference that
the single market legislation has made to specific chosen
economic sectors covering both manufacturing and ser-
vice industries. This was complemented by a cross-
sectoral analysis at the macro level in order to measure
the single market impact on trade, investment, compe-
tition, and aggregate and regional levels and to assess the
effectiveness of the dismantling of barriers to the free
movement of capital, goods and services.

Half of these 38 studies are sectoral while the rest adopt
a ‘horizontal’ approach to the measurement of the impact
of the single market. It would have been impossible to
carry out individual studies on all sectors of the econ-
omy and choices had to be made on the basis of the econ-
omic significance of the sector and relevance to the oper-
ation of the single market. The combination of examina-
tion at both the sectoral and horizontal level should mean
that no aspect of the single market impact has been over-
looked.

From the information gathered at the micro and macro
levels. a picture emerges of how the SMP has translated
into broader effects in the Community and national
economies. shedding light on the mechanisms through
which SMP effects have permeated economic activity.
The research does not simply focus on the consequences
of liberalization and harmonization measures. but
inevitably throws the spotlight onto other Community
and national policies which influence the business
dynamics and adjustment mechanisms liberalized by the
single market. Foremost amongst these policies are mon-
etary integration, the regional impact of the single mar-
ket, competitiveness and employment, competition, the
environment and the promotion of consumer interests.

However, the results derived from the research under-
taken in the framework of this exercise need to be qual-
ified. Measuring what in effect is the impact of the legis-
lative programme on the basis of economic criteria is not
as straightforward as it might appear. Assumptions had
to be made regarding:

» what the economy would really look like in the
absence of the single market in order to draw mean-
ingful comparisons;

+ how the late transposition or implementation of sin-
gle market measures may have affected the response
€conomic operators;

+ how the interaction of the SMP with other factors
that have influenced the economy in the same period
may have amplified or dampened the single market
effect.

The research amounts to the first extensive ex post analy-
sis of what has been happening to the European econ-
omy as a result of the SMP. In terms of economic impact
the conclusion is positive and encouraging. The
Community needs to build on its success and iron out the
remaining practical difficulties that inhibit the full poten-
tial of the single market from being exploited. The
debate that will ensue from this research programme and
the accompanying Commission report are timely and
should inform the debate about priorities for the future
development of the single market.
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The research was funded by the European Commission
under the direction of Mario Monti with the following
Steering Committee:

Directorate-General XV — Internal Market and
Financial Services

John Mogg, Thierry Stoll, John Farnell, Alexandros
Spachis

Directorate-General 1I — Economic and Financial
Affairs

Giovanni Ravasio, Jan Schmidt, Pierre Buigues
Directorate-General III — Industry

Stefano Micossi, Michel Ayral, Peter Smith

The project coordinators were Alexandros Spachis and
Pierre Buigues.

The project team comprised, Niall Bohan, Ana Gallo,
Byron Kabarakis, Jean-Yves Muylle, Patrick Roe, Lorna
Windmill, Maria Jesus Ruiz, Liana Cafolla and Jill
Hughes from Directorate-General ‘Internal Market and
Financial Services’.

The studies were conducted by independent consultants
and evaluated by Commission staff and the members of
an independent ‘Academic Panel’ comprising the fol-
lowing professors:
PROF. E. BERGLOF ECARE Université libre
de Bruxelles

PROF. G. BERTOLA Universita di Torino,
Instituto di Economia
politica

PROF. F. BOURGUIGNON  DELTA/ENS, Paris

PROF. D. GROS CEPS, Brussels

PROF. P. HOLMES School of European
Studies, University of
Sussex

PROF. G. KLEPPER

PROF. D. LUCENA

PROF. F. MALERBA

PROF. P. MESSERLIN

PROEF. D. NEVEN

PROF E. O'MALLEY

PROEF. P. SEABRIGHT

PROF. N. THYGESEN

PROEF. L. TSOUKALIS

PROE. VAN WIINBERGEN

PROF. J. VINALS

PROF. A. WORGOTTER

Institut fiir
Weltwirtschaft, Kiel

Faculdade de Economia,
Universidade Nova de
Lisboa

Universita Luigi
Bocconi, Milano

Institut d’ Etudes
Politiques, Paris

Université de Lausanne

ESRI, The Economic
and Social Research
Institute, Dublin

Churchill College.
University of Cambridge

University of
Copenhagen

University of Athens
and College d’Europe
Bruges

University of
Amsterdam

Servicio de Estudios,
Banco de Espana,
Madrid

Institut fiir Hohere
Studien, Wien

The 38 background studies and the business survey will
be published by the Office for Official Publications of
the European Communities. The list of studies, the con-
sultants involved and the members of the evaluation
committees are given below.



Study

Subseries | — Impact on
manufacturing

Consultant

Evaluation Committee

Food, drink and tobacco
processing machinery

DRI/Mc Graw
Hill

C. Martinez, DG 1I/B.3
N. Bohan, DG XV/A.1
J. Hatwell, DG HII/D. 1
P. Ayalla DG III/D.1

Pharmaceutical products

REMIT

B. Kabarakis, DG XV/A.l
J. Sheehy, DG 1I/B.3

J. Winawer, DG III/E.3
H. Sundblad, DG I1I/D.1
M. Franca, DG XXIV.2

Textiles and clothing

CEGOS

J. Sheehy, DG 1I/B.3
N. Bohan, DG XV/A.1
C. Livas DG III/JE4
M. Franca DG XXIV.2

Construction site equipment

WS Atkins

A. B. Gallo Alvarez DG XV/A.l
J. Sheehy DG 1I/B/.3

G. Mattino DG III/D. 1

J. Hatwell DG 11I/D.1

Chemicals

KPMG

B. Kabarakis DG XV/A.1
C. Martinez DG 11/B.3

P. Glynn DG 1II/C.4

A-L. Sundquist DG III/C.4
O. Lluansi DG XI/E.2

J. Madeira DG XI/B.1

Motor vehicles

ERNST & YOUNG

A. B. Gallo Alvarez DG XV/A.l
C. Martinez DG I1/B.3

C. Kendall DG III/E.5

M. Franca DG XXIV.2

H. Arp XI/D.3

Processed foodstuffs

BER

C. Martinez DG 1I/B.3

A. B. Gallo Alvarez DG XV/A.l
D. Seite DG III/E. |

R. Hankin DG III/E.1

A. Anzalone DG III/E.2

M. Franca DG XXIV.2

Telecommunications
equipment

Analysys

J. Gual DG II/B

B. Kabarakis DG XV/A.l
P. Johnston DG XIII/B.1
A. Jaume DG XIII/A.2
M. Franca DG XXIV.2
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Study

Subseries 2 — Impact on
services

Consultant

Evaluation Committee

Insurance

CEGOS

L. Windmill DG XV/A.1
P. Roe DG XV/A.1

C. Ohly DG 1I/B.1

S. Skovmand DG XV/C.2
J. Allix DG XXIV

Air transport

Cranfield University

B. Kabarakis DG XV/A.1

J. Sheehy DG 11/B.3

A. Colucci DG VII/C.1

C. Berrozpe Garcia DG VII/C.2
A. Calvia DG III/A3

Credit institutions and banking

Economic Research Europe Ltd

L. Windmill DG XV/A.1
P. Roe DG XV/A.]

J. Gual DG 1I/B

M. Becht DG I1I/A

P. Clarotti DG XV/C.1
L.G. Collados DG XV/C.1
U. Bader DG XV/C.1

J. Allix DG XXIV

Distribution

Coopers & Lybrand

N. Bohan DG XV/A.]
C. Martinez DG II/B.3
R. Ratchford DG XXIII/A.2
A. Filopoulos DG XXIII/A.2

Road freight transport

NEA

B. Kabarakis DG XV/A.l
C. Martinez DG 11/B.3
K. Crawford DG VII/B.1
A. Rainaldi DG VII/B.1
A. Calvia DG lII/A.3

H. Arp DG XI/D.3

Telecommunications liberalized
services

Bossard

J. Gual DG II/B

B. Kabarakis DG XV/A.l
J-L. Ferrero DG XIILA
A. Calvia DG III/A.3

Advertising services

University Bocconi

B. Kabarakis DG XV/A.1
J. Sheehy DG 1I/B.3

J. Bergevin DG XV/E.5
M. Paemen DG XV/E.5

Audiovisual services and
production

KPMG

B. Kabarakis DG XV/A.1
A. Kosmopoulos DG X/D.3
J. Sheehy DG 11/B.3

J. Bergevin DG XV/E.5
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Study Consultant Evaluation Committee
Subseries 2 — Impact on
services
Single information market Analysys Ltd B. Kabarakis DG XV/A.1

J. Sheehy DG 1I/B.3

A. Calvia DG II/A 3

H. MacDermot DG V/B.5
S. Conti DG XIII/A.3

Single energy market

London Economics

J-Y. Muylle DG XV/A.l
J. Sheehy DG 1I/B.3

N. Doherty DG XVII/A.3
M. Benville DG XVII/A.2
I. Gowans DG XVII/A.5
A. Calvia DG III/A.3

Transport networks

Trasporti e Territorio, AT
Kearney, ME & P

B. Kabarakis DG XV/A.1
J. Sheehy DG 1I/B.3

A. Baron DG VII/A 3

J. Elias DG VII/E.2

Subseries 3 — Dismantling of

barriers

Technical barriers to trade

WS Atkins Ltd

N. Bohan DG XV/A.1
C. Ohly DG 11/B.1

F. Dintilhac DG XV/B.2
S. Lebrun DG I11/B.1
M. Da Molo DG 11I/D.2
D. Hanekuyk DG 111/B.1
N. Premoli DG III/B.1

Public procurement

Eurostrategy

J. Sheehy DG II/B.3

N. Bohan DG XV/A.1

D. Redonnet DG XV/B.4
W. O’Brien DG XV/B.3

P. Willingham DG XV/B.4
T. Westphal DG XV/B.4

Customs and fiscal formalities

at frontiers

Price Waterhouse

N. Bohan DG XV/A.]

C. Ohly DG II/B.1

J. Carriat DG XXI/C .4

M. Staedtgen DG XX1/C.2
U. Traurmann DG XXI/C.1

Industrial property rights

CJA Lid

N. Bohan DG XV/A.l
J. Sheehy DG 1I/B.3

P. Leardini DG XV/E.3
B. Posner DG XV/E

S. Lebrun DG 11I/B.1
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Study

Subseries 3 — Dismantling of
barriers

Consultant

Evaluation Committee

Capital market liberalization

NIESR

C. Ohly DG 1I/B.1

L. Windmill DG XV/A.]

P. Roe DG XV/A.l

0. Koumartsioti DG III/A.3

Currency management COSts

IFO-Institut

C. Ohly DG 1I/B.1

L. Windmill DG XV/A.l

P. Roe DG XV/A.l

P. Shanley DG XV/C 4

0. Koumartsioti DG 1II/A.3

Subseries 4 — Impact on trade
and investment

Foreign direct investment

EAG

J. Sheehy DG 1I/B.3

A. B. Gallo Alvarez DG XV/A.]
L. Windmill DG XV/A.1

M. Messmer DG I1I/A.3

Trade patterns inside the single
market

CEPII and CIREM

C. Martinez, DG 11.B.3

A. B. Gallo Alvarez DG XV/A.l
L. Windmill DG XV/A.1

P. Roe DG XV/A.l

M. Buti DG 1I/B.1

M. Messmer DG III/A.3

J-F Lebrun DG V/A.2

W. Floyd FS.U.

R. Hall DG XVI/A 4

L. Rassmussen V/F.5

Trade creation and trade
diversion

CEPR

N. Bohan DG XV/A.]
W. Noé DG 1.1

M. Messmer DG III/A.3
W. Floyd F.S.U.

C. Martinez DG 11/B.3

External access to European
market (Lot 1)

University of Sussex

G. Davila Muro DG 11/B.1
N. Bohan DG XV/A.]

B. Brunet DG I/AD.1

A. Sapir DG 1I/B

C. Martinez DG 11/B.3

L. Windmill DG XV/A.1
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Study

Subseries 4 — Impact on trade and
investment

Consultant

Evaluation Committee

External access to European
market (Lot 2)

Southbank University

G. Davila Muro DG II/B.1
N. Bohan DG XV/A.]

L. Windmill DG XV/A.1
B. Brunet DG I/AD.1

A. Sapir DG II/B

C. Martinez DG 1I/B.3
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