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IV. Progress in structural reform

Over the last three decades, GDP per capita in Belgium has increased
substantially, by around 2% per cent per year on average. Per capita growth was
higher than in the United States, which is often taken as a reference point in this
respect, but the gap relative to the United States, with a relatively high GDP per
capita, has not yet been closed. In Belgium, GDP per capita (in 1995 PPP dollars)
increased from around $12500in 1970 to $25 000 in 2000, but remained some
$8 000 below the level in the United States (Figure 25).

To some extent, the gap in GDP per capita is due to demographic differ-
ences, as it was in the past, since in Belgium the working-age population represents

Figure 25. Level of GDP per capita, 1970-2001*
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a substantially lower share of the total population than in the United States
(67 per cent as opposed to 74 per cent in 2001). While in the early 1970s lower
GDP per capita in Belgium reflected mainly lower labour productivity, it is now the
relatively low number of hours worked which explains the lag in GDP per capita in
Belgium relative to the United States.

Indeed, Belgian hourly labour productivity increased rapidly in the 1970s
and 1980s. As a result, in the mid-1980s the productivity gap relative to the United
States, which in 1970 was still about 30 per cent, was closed (Figure 26). However,
the increase in productivity was partly due to labour shedding, which lead to a rel-
ative decrease in the total number of hours worked in Belgium, where the partici-
pation rate increased by only 3 percentage points over the last three decades as
compared with 7 percentage points in the United States. In addition, the number
of hours worked per person declined by about twice as much in Belgium as in the
United States. As a result, the positive contribution to GDP per capita by the
increase in labour productivity was partly offset by a decline in total hours worked.

Hence, for a narrowing of the GDP per capita gap relative to the Unites
States, a relatively strong increase in the total number of hours worked is
required. Higher growth in labour productivity growth would also help. The nega-
tive impact of demographic changes on the growth of the working age population

Figure 26. Hourly labour productivity?!
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will make it all the more important to increase both labour utilisation and labour
productivity. Policies should therefore focus both on labour market reforms, to
increase participation, and on productivity growth, including through the further
diffusion of information and communications technology (ICT). In this respect,
improving the connection between the education system and the labour market
plays a crucial role. In addition, fostering competition on product markets is a
promising strategy to increase employment and productivity growth. The next sec-
tion reviews structural developments in productivity growth and the contribution
that the diffusion of ICT may have made to it in recent years.

Productivity growth

The contribution of increases in productivity to output growth

During most of the last three decades, output growth was almost entirely
attributable (in an accounting sense) to increases in labour productivity, which for
many years had to compensate for an unfavourable evolution in employment
(Figure 27).8* In the mid-1970s, for instance, output growth was about 3 per cent,
which was the net result of a high, positive “contribution” of labour productivity
growth (4% percentage points) and a negative contribution from the number of

Figure 27. Productivity and output growth in the business sector (trends)
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Figure 28. Composition of trend growth in labour productivity?*
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hours worked (-1% percentage points). In the following two decades, the contribu-
tion of labour productivity growth declined to around 1% per cent. By 2001, labour
productivity growth was still the main driver of economic growth, but employment
growth was also contributing around % percentage point, after having been very
negative in the 1970s and 1980s, due to the closing down of large industries and
restructuring measures. In 2001, trend output growth was half a percentage point
lower than in 1975.

Within the standard framework of growth accounting, based on a simple
production function depending on capital and labour inputs and multifactor pro-
ductivity (MFP), the decline in Belgian labour productivity growth over the past
30 years can be mainly explained as the result of an unfavourable development in
MFP growth (Figure 28 shows the smoothed figures). MFP growth fell from 3 per
cent in 1975 to 1| per cent in 2001. While the rate of capital deepening also
declined, from 1% per cent to Y2 per cent, MFP growth has remained the principal
driver of output growth.

The impact of ICT on productivity

An important question is whether the “new economy” is already apparent
in Belgium in data on productivity in recent years and how any favourable effects
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Figure 29. Productivity growth and the business cycle
Actual minus trend growth (3-year centred moving average)
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compare to the acceleration in productivity growth which has been observed for
the United States, the leading country in this respect. Given that labour productivity
growth is strongly pro-cyclical and cycles across countries may differ, a simple com-
parison of actual productivity growth figures in the first and the second half of
the 1990s in both Belgium and the United States is far from conclusive. Indeed, in
the second half of the 1990s, productivity growth in Belgium was slightly higher, on
average, than in the first half, but this reflected also an improvement in conjunctural
conditions (Figure 29).

After adjustment for the influence of the business cycle, the resulting
figures for labour productivity in recent years, as presented in Figure 28, do not
(yet) indicate a clear pick up. It should also be noted, however, that in the second
half of the 1990s, the decline in trend growth was a bit smaller than in the first half.
To some extent this bottoming out may have been the result of an increased diffu-
sion of ICT, offsetting negative impacts on productivity from other factors in labour
and product markets.

The positive impact ICT may have had on productivity during the second
half of the 1990s is generally analysed for three channels: a) ICT capital deepening;
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Table 21. Breakdown of trend output growth in the business sector

Actual growth rate

1995 2001 Acceleration or contribution
in 2001
GDP 2.2 23 0.1 0.7
Contribution of hours worked 0.1 0.5 0.4 1.1
Contribution of capital 0.9 0.8 0.0 0.
of which:
ICT capital’ 0.3 0.4 0.1 0.0
Idem in the United States? 0.5 1.0 0.5 0.0
Contribution of MFP 1.2 1.0 -0.3 -1.3
GDP 2.2 23 0.1 0.7
Growth of hours worked 0.2 0.7 0.5 1.6
Growth of labour productivity 2.0 1.6 -0.4 -0.9
Contribution of capital deepening 0.8 0.6 -0.2 0.4
of which: ICT capital’ 0.3 0.4 0.1 0.0
Contribution of MFP 1.2 1.0 -0.3 -1.3

1. Kegels et al. (2002). The figures on the contribution of ICT pertain to the total economy and do not include software.
The figure for 1995 is the average over the period 1991-95.

2. Averages over the periods 1991-95 and 1996-99 (Van der Wiel, 2001).

Source:  OECD and Federal Planning Bureau.

b) technical progress in the ICT producing sector and c) the increased use of ICT.
These issues are discussed below with the main findings summarised in Table 21.

Investment in ICT

Over the past two decades, investment in ICT goods in Belgium has
shown a strong increase, not only in nominal terms — its share in GDP rose from
1.5 per cent in 1980 to 3.2 per cent in 2000 — but even more in real terms, induced
by substantial decreases in ICT prices (Kegels et al., 2002). The accumulation of ICT
capital led to an increase in the share of ICT capital in the total stock of capital,
from less than 3 per cent in 1990 to around 3.5 per cent in 2000 (Pamuk¢u and Van
Zandweghe, 2002). As a result, the contribution of ICT capital to GDP growth has gone
up as well, but only modestly, from an average 0.3 per cent in the first half of the nine-
ties to 0.6 per cent in the second half. In 1999 and 2000, the (actual) contribution of ICT
capital to growth had increased to 0.7 per cent.

In view of the very substantial ICT investments in recent years, this
acceleration is still rather modest, but it is close to the European average
(European Commission, 2000a). According to the Federal Planning Bureau, a small fur-
ther improvement in the contribution of ICT capital can be expected, given time lags
due to skill upgrading of workers and to reorganising activities within firms which have
heavily invested in ICT. However, in comparison with the United States both the
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(lagged) acceleration in the growth contribution by ICT capital and consequently
also its level is likely to remain small.

Notwithstanding the low contribution by ICT investment to growth at the
macro level, Kegels et al. provide some micro economic evidence that in some Bel-
gian industries productivity growth has increased thanks to investment in ICT.
Industries where, in 1995, the ICT share in total investment exceeded the average
share, also had a productivity growth above average in the following years.® At
least in some industries, the Belgian productivity performance was comparable to
that in the United States. High productivity growth figures were recorded for
wholesale and retail trade — 6.3 per cent and 4.2 per cent respectively in the
period 1995-1999 — which are industries that can be characterised as very inten-
sive ICT users.¢ This correlation between ICT investment and productivity growth
in Belgium once more underlines that it remains important to maintain policies
which facilitate rapid investment in ICT capital.

ICT producing sectors

A second channel by which ICT can affect productivity, is through technical
progress in the ICT producing sector, which may be reflected by an acceleration
(or slower deceleration) of MFP growth in this sector. Whether this channel has
played a positive role in Belgium cannot be determined with certainty, due to a
lack of data. In any case, trend MFP growth in the business sector did not increase
from 1995 to 2000, but remained broadly stable. The ICT sector is also small in
comparison with the United States, where the share of this sector in total value
added of the business sector is twice as high as in Belgium (in Belgium it accounts
for about 4.5 per cent of GDP and 2.2 per cent of total employment).

The acceleration of this contribution may have been limited by the rela-
tively low level of R&D efforts in this sector (Kegels, op. cit., p.12). In 2000, RED
efforts in the ICT sector were less important than in the EU and the United States,
when measured as a share of total RED expenditure by the business sector. More-
over, business sector RED as a whole represents a relatively small part of GDP in
Belgium. In 2001, government expenditure on R&ED was about Y2 per cent of GDP,
still below the Lisbon target of 1 per cent for 2010. Therefore, public spending on
R&D should be raised. This might lead to higher spending by the business sector,
as has been observed for a large number of countries (Van Overbeke, 2001). Mea-
sures should also be taken to increase the relatively low number of scientists in
Belgium. In this respect it is worth mentioning that as from 2003 the employment
of scientific researchers will be stimulated by specific tax measures.

The use of ICT

In 2000, MFP growth in the business sector had picked up significantly rel-
ative to the early nineties. In Belgium, as in other countries where this has been
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observed, a role has probably been played by the increased use of ICT, since a
strong cross-country correlation has been found between ICT use, as shown by
indicators such as the numbers of servers, PC density, internet access costs and
MFP growth (Pilat and Lee, 2001). Over the period 1992-99, in many OECD-
countries the increase in PC intensity, measured per inhabitant, was strongly cor-
related to the increase in MFP growth. Also, a strong relationship has been found
between the number of internet hosts at the end of the 1990s and the acceleration
in MFP growth relative to the 1980s. On both indicators, Belgium was around the
average for OECD countries, as was the acceleration in MFP growth. In some other
respects, however, Belgium is still lagging behind. As a percentage of GDP, IT
expenditure is below the European average and although the diffusion of ICT
among households is now progressing well, the evolution in the business sector
appears slower (Belgian Progress Report, 2001). The government has reserved
special funds to stimulate the adaptation to new technologies. To further stimu-
late the use of PCs, the government will no longer consider them as (taxable)
income if they are provided by employers to their employees.

Factors inhibiting diffusion of ICT

In the second half of the 1990s, the contribution of ICT capital deepening
(0.3 to 0.5 percentage point) to the acceleration in productivity growth in Belgium
was significantly lower than in the United States (0.8 percentage point Jorgensen
et al., 2002). One reason for this, apart from differences in cyclical circumstances or
in expectations of future benefits of investment in ICT, might be that ICT capital
deepening was less attractive in Belgium because of high ICT prices. In the mid-
1990s, office and data processing machinery and the costs of leased lines, used for
the exchange of information between firms, were both around 40 per cent more
expensive in Belgium than in the United States (OECD, 2001b and OECD, 2001c).
Furthermore, Internet access costs in Belgium are still twice as high as the OECD
average, mainly as a result of high telephone usage charges (OECD, Directorate of
Science, Technology and Industry). Taken together, these factors might also
explain why Belgium ranks low with respect to the development of e-commerce;
in 2001, the number of secure servers per million inhabitants was 33 as compared
to 52 in the European Union and 280 in the United States.

ICT capital deepening may also have been lower because competition in
Belgian product markets was less intense and forced firms less to innovate and
adopt new production techniques than firms in the United States (at least con-
cerning the service sector) (Nicoletti et al., 1999). Finally, stricter employment pro-
tection legislation than in the United States, hindering the implementation of new,
ICT related work practices and adjustments of the labour force, may have had an
unfavourable effect on ICT capital deepening, although in Belgium EPR is less
strict than in most other OECD countries.
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The labour market?®’

It will be important to increase the participation rate, which currently is still
relatively low (66.8 per cent in 2001), to meet the challenge of an ageing population.
Participation is particularly low for people 55-64 (26 per cent) (OECD, 2002b). Many
of these people are on early retirement and most of the older unemployed are no
longer obliged to look for a new job. Despite these large withdrawals from the
labour force, unemployment is high, at least in comparison with the best-performing
OECD countries. Two important factors in this regard are the low degree of wage dif-
ferentiation across regions, despite very different labour market conditions, and the
long or even unlimited duration of unemployment benefits. Furthermore, the high
number of benefit recipients in Belgium has led, via the need for social transfers
largely financed out of the wage bill, to high labour costs and reduced interna-
tional competitiveness. Serious skill mismatches are another problem for the
economy.

The authorities show a growing concern about most of the above problems
and are well aware of the need to take far-reaching measures to raise the employment
rate from 59.9 per cent (2001) to 70 per cent, the objective set for 2010 at the Lisbon
summit of the European Council in 2000 and worked out subsequently in National
Action Plans (in Belgium drawn up by the government and the social partners).®® For
Belgium this is a very ambitious goal, since it would imply an annual increase in
employment by 80 000 persons, which is much higher than the increase in the peak
year 2000, when employment rose by 62 000 (HEC, 2001a).

Recent measures include a tightening of the job search requirement for
new older unemployed, a better co-operation between placement services, and
tax cuts to reduce the unemployment trap and raise the demand for labour
(see Chapter Ill). Also, it has been made easier for workers to temporarily leave
the labour market with a benefit, which should encourage them not to withdraw
from it altogether. A wage norm had already been introduced in 1997 and was
under discussion for the period 2003-04 at the time of writing.

This section first reviews the situation in the labour market, in particular the
low participation rate and its causes, and then evaluates recent measures, leading
to the conclusion that with present policies it is very unlikely that the Lisbon objec-
tives will be met and that more has to be done, as the Belgian authorities have
already indicated themselves. Recommendations are summarised in Table 22.

Current labour market conditions

Participation is low, in particular among older people ...

Belgium has one of the lowest employment rates of the OECD, also in
terms of hours worked per person in the working age population (Figure 30,
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Table 22.

Follow-up on OECD recommendations for structural reform since 2000

On the model of Boxes 2 and 3 in the last two Surveys of Belgium, the follow-up is presented as a table reminding previous recommendations
and action taken since and recommendations for further reform.

Previous findings and recommendations

Action taken

Assessment/recommendations for further reform

Labour markets

Continue the programme of cuts in non-wage
labour costs centred at the lower end of the
labour market and, if possible, step it up.

To the extent that fiscal consolidation allows it,
the tax reform should include a general in-work
benefit scheme, possibly with no phasing-out at
higher incomes, as a major structural measure
which, by boosting net incomes, would both
increase work incentives and make wage
moderation more acceptable.

Reduce replacement rates, if not by cutting
unemployment benefits, at least by continuing
to keep the increase in these benefits below
that of wages. Reduce the duration of
unemployment benefits.

Take advantage of the window of opportunity
provided by the strength of the economy to
tighten benefit and eligibility conditions of the
welfare system in general, and particularly the
early retirement programme and the old
unemployed programme. If an increase in the
age limit is not possible, reduce the benefits,
with cuts inversely related to age.

Further cuts in employers’ social security
contributions targeted on low-income earners

were made in 2001 and 2002.

An earned income tax credit scheme was
introduced in the context of the personal
income tax reform, which is being progressively
implemented over 2002-05.

Unemployment benefits continue to be
indexed to prices, not wages, reducing
replacement rates. No action was taken to
reduce the duration of benefits.

Job search requirements have been
reintroduced for persons aged 50 to 55 who
become unemployed persons and the age limit
for an exemption from these requirements is
being progressively raised to 58. The
government also intends to tax unemployment
benefit top-ups paid by employers.

Further reductions in employers’ social security
contributions for employees earning around the
minimum wage should be made so as to
increase demand for their services.

The earned income tax credit should be
increased and targeted on low-income
employees according to family circumstances
and hence to replacement rates from
unemployment and related benefits.

Net replacement rates are being reduced by
the earned income tax credit. Duration of the
higher early stages of unemployment benefit
should be limited further, including by
abolishing regional variations in benefit
duration, and by means testing access to
benefits subsequently.

Job search requirements will need to be more
strictly enforced than in the past for this reform
to be effective. The recent decision by regional
placement agencies to provide more
information on individual job seekers to the
federal employment agency so that it can apply
a stricter sanctions policy will help in this
regard. The scope for unemployment
beneficiaries to refuse job offers should be
narrowed.
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Table 22.

Follow-up on OECD recommendations for structural reform since 2000 (cont.)

Previous findings and recommendations

Action taken

Assessment/recommendations for further reform

Extend the plan d accompagnement des chdmeurs (one
of the main active labour market initiatives) to
persons older than 46, or introduce a special
plan aiming at keeping older persons in the
labour force or activating some of those who
have prematurely left it.

Make a major effort to simplify and consolidate
the bewildering number of labour-market
measures and their implementation. With a view
to enhance their effectiveness, these measures
should be more “durable”. Reduce problems
arising from the distribution of responsibilities
among the federal government, Communities
and Regions.

To increase wage flexibility further at the
microeconomic level, continue to explore ways to
encourage the use of “opening clauses” or
equivalent arrangements, introduce bottom
sectoral wage scales closer to the statutory
minimum wage level, and widen exceptions to
the minimum wage level for various target groups.

Pursue efforts to promote wage moderation
through self-discipline of the social partners,
entailing a de facto phasing out of the law on
employment and competitiveness.

Enhance labour market flexibility. Further relax
restrictions on temporary work. Explore ways to
ease further employment protection, for
example, by allowing fixed-term contracts to be
renewed on an unlimited basis, and shortening
notice periods for white-collar workers.

The government has extended the plan
d’accompagnement des chdmeurs to persons older
than 46.

Plans have been made to give employers a
clearer view on potential reductions in their
social security contributions if they hire specific
groups of workers, by streamlining the size of
the reductions in the different programmes.

No actions have been taken.

The personal income tax reform, implying an
increase in purchasing power, is likely to have
contributed to the conditions for wage
moderation.

No action has been taken.

Further measures should be taken to bring the
productivity of older workers more into line
with their (seniority based) wages, in particular
by life-long learning.

A further thorough analysis of the labour market
programmes should be undertaken so as to
make them more efficient. To this end, their
effectiveness, possible dead-weight costs and
administrative burden should be evaluated.

Consideration should be given to widening the
scope for wage determination at the company
level, so as to better align collective wage
contracts with labour market conditions.

Increasing the scope for enterprise-based
bargaining should also enhance self-discipline.

Restrictions on temporary work should be
further relaxed and employment protection
regulation should be eased. The number of
persons in a firm who cannot be made
redundant should be reduced, especially in
SMEs.
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Table 22.

Follow-up on OECD recommendations for structural reform since 2000 (cont.)

Previous findings and recommendations

Action taken

Assessment/recommendations for further reform

Increase working-time flexibility.

Scope for flexible forms of working has been
increased. One of the time credit schemes that
have been introduced enables older workers
with 20 years of work experience to reduce their
working time by one fifth or one half.

Product market competition and regulatory reform

Make sure that the Competition Service and
the Competition Council have the necessary

Directors were appointed to the Competition
council and the Competition service was

staff and resources to allow them to perform fully staffed up.

their statutory role in the implementation

of the Competition Act.

Liberalise entry conditions in the distribution
sector to diminish the power of incumbent shop
owners to limit entry of new outlets.

Relax further rules on shop opening hours.
Network industries

Fully implement plans to speed up the

No actions have been taken.

No actions have been taken.

In the electricity sector, an independent

liberalisation process in a number of former public transmission system operator was nominated
utilities and especially in the electricity sector, with but with Electrabel as the majority shareholder;

a clearer distinction between production,
transmission and distribution and the creation of
an effectively independent regulatory body.
Continue with privatisation efforts in general and
more particularly explore ways to reduce
Electrabel’s near monopoly position in both the
production and distribution of electricity.

terms of third party access were elaborated.

This time credit scheme is intended to prolong
working lives by giving older workers more time
off without having to retire. It will be important
to monitor its impact on total hours worked.

Education and training should be made more
responsive to client needs, including those of
employers. Vocational education pathways to
completing upper secondary level education
should be improved. More emphasis should be
given to teaching core subjects in secondary
schools, such as Dutch or French, mathematics
and science.

The section on investigations into vertical
agreements and concerted practices needs to
be strengthened. In view of further
decentralisation in EU competition policy, the
Competition Service should be enlarged.

The recommendation is maintained.

The recommendation is maintained.

Make the transmission system operator more
independent from Electrabel. Adopt
regulations to launch the regulator’s business as
an arbiter of competition. Provide
municipalities with alternative sources of
revenue from profits from electricity and gas
trusts in order to facilitate the development of
competition in electricity and gas distribution.

Y01
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Table 22. Follow-up on OECD recommendations for structural reform since 2000 (cont.)

Previous findings and recommendations

Action taken

Assessment/recommendations for further reform

In telecommunications the two biggest operators
were obliged to base their prices on average
costs and Belgacom’s tax privilege was ended.

In the postal sector the segment for letters and
parcels will be further liberalised in 2003. The
Federal Government has stepped up public
investment over the coming years and signed a
public service contract with La Poste sustaining
the current density of the network and the
amount of subsidies to be paid.

In the railways, infrastructure and traction were
separated on an accounting basis and
regulatory bodies for third-party access to rail
freight installed. The state-owned Railway
Company (Société nationale des chemins de fer
belge, SNCB) was given targets and its
investment budget stepped up.

Remove remaining price barriers to market
entry in the local loop.

To let consumers benefit from competition, the
government should withdraw from segments of
the Belgian Post Group that reveal no public
service properties. It should search for more
cost-effective solutions of the public service
obligation by separating infrastructure
management from mail delivery and contracting
the letter out to most efficient bidders.

To reap the benefits of competition and improve
the inter-operability in international rail transport,
fully separate infrastructure from traction and
open passenger transport to competition. Strictly
limit operational subsidies to those unprofitable
routes that are not closed down because of a
public service obligation and tender out these
routes to the best bidder. Ensure fair inter-modal
competition by adjusting the price of parking
space and road access in congested cities.

In all network industries with a need for regulation
(railways, air transport, electricity and gas,
telecommunications and postal services),

the regulators should be independent from the
technical ministries. Reduce the risk of capture by
bundling several regulatory bodies and placing
them under the direction of managers from
outside the regulated industries (either within

or outside the general competition authority).
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Table 22.

Follow-up on OECD recommendations for structural reform since 2000 (cont.)

Previous findings and recommendations

Action taken

Assessment/recommendations for further reform

Public administration and financial markets

Enhance the visibility and effectiveness of the
Agency for Administrative Simplification by
targeting a major problem such as shop opening
hours, which could be a stepping stone toward
tackling entry conditions in the distribution
sector.

Move forward as fast as possible in all the other
identified areas of reform to take advantage of
synergies and develop a general climate of
dynamism and competition.

Consider ways to further strengthen the financial
infrastructure supporting the commercialisation
of private research.

Health care

Curb the growth of fiealth care expenditure by
making the existing framework more effective.
Therefore, closely monitor the use of the
recently introduced forfaits in the pharmaceutical
sector, and speed up the introduction of a global
medical file (dossier médical global) backed up by
an extensive and reliable database.

More than 80 projects were implemented until
the end of 2002, mainly pertaining to
administrative procedures and the readability
of new legislation.

Federal Administration: an ambitious reform
project is underway strengthening management
and work incentives. E-government and single
data collection will reduce the administrative
burden.

Financial markets: by its new laws on financial
market supervision and corporate governance
the Government enhanced the stability of this
sector.

The spillover from research to innovative
products improved due to spin-offs from
academic institutions.

Since 1 May 2002, every patient has been
strongly advised to declare one general
practitioner as “keeper of the medical file” and
access to free emergency services has become
less attractive to avoid misuse.

Thanks to telephone and online registration
and the installation of a portal site, the number
of contacts between firms and Social Security
has been reduced and costs saved on both
sides.

Make systematic use of cost-benefit and cost-
effectiveness analysis in assessing the burden
of regulations.

Extend this work to existing legislation and give
more weight to the analysis of regulation content,
not just procedures.

After completion of the planning phase in the
Federal Government Service Finance, the
overhaul should be speeded up in other areas.
Extend the application of e-government from
pilot projects to all administrative areas to
spread the benefit as soon as possible to all
businesses and households.

Remain vigilant to the incentives for
“tunnelling” in daily business operations, which
may require further strengthening of minority
shareholder protection.

Regional initiatives to encourage start-ups
financially should be limited to technology
firms and must not distort investors’ attitudes
towards risk.

The actions taken should help to limit growth in
health care expenditure.
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Table 22.

Follow-up on OECD recommendations for structural reform since 2000 (cont.)

Previous findings and recommendations

Action taken

Assessment/recommendations for further reform

Consider complementing the current approach,
largely relying on administrative mechanisms,
with market-oriented initiatives, such as a
reduction of the set of medical services covered
by compulsory public health insurance and a
greater role for risk-based additional coverage
by the mutualités or private insurance. This
should be combined with the introduction of
capitation payments, and a level playing field
for the private insurance companies and the
mutualités, with the latter allowed to compete
on the basis of contribution rates.

Sustainable development

Wallonia is affected by water pollution manifest in
bathing zones. Invest in sewage and waste water
treatment where risks justify it.

A national monitoring system for health
expenditure by hospitals was introduced

in 2002 using statistical information on average
spending in previous years to calculate national
reference values for defined medical
operations. As from 2003 hospitals exceeding
these values significantly will have to pay back
part of their honoraires.

Insurance companies and mutualités are given an
active role in the monitoring of health
expenditure mainly through data collection and
exchange. Their administrative expenses will
themselves be subject to evaluation.

No major actions were taken.

The regional government is investing

€ 900 million in the period 2000-04 in sewage
and wastewater treatment, with priority given to
plants upstream of bathing zones.

The recommendation is maintained.

Undertake more efforts to improve wastewater
treatment in order to comply with EU directives
on water treatment and bathing zones.
Contribute to reconciliation between pollution
abatement costs and benefits from cleaner
water by claiming a more systematic use of
cost-benefit analysis in the set-up of respective
EU directives.
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Table 22.

Follow-up on OECD recommendations for structural reform since 2000 (cont.)

Previous findings and recommendations

Action taken

Assessment/recommendations for further reform

Given that an important part of sewage from the
Brussels capital region still flows entirely
untreated into the river Senne, set up an
investment programme in order to bring the city
into line with legal requirements by 2005.

In the Flemish region nutrient discharges due to
manure production affects surface and groundwater.
Strengthen enforcement of current rules and
narrow the range of tax levels applied on
nutrient use at the margin. Alternatively,
introduce tradable discharge permits.

As to greenhouse gas emissions (GHG), in the
absence of an EU-wide CO, tax, develop national
taxation or cap-and-trade systems, possibly
deviating from the rule of equal marginal
abatement costs for all polluters for the sake of
international competitiveness.

Increase the cost of road use at peak times.

In the area of local air quality, a re-balancing
between the tax on petrol and the tax on diesel
is needed at the expense of diesel.

First treatment plant operating since

August 2000.

Construction of the second one has been
delayed and will probably operate in late 2006.

Significant extension of “vulnerable zones”
requiring stricter rules on nitrate pollution as of
1 January 2003.

Recruitment of additional inspectors to enforce
existing legislation better — fines were
attributed in 22 per cent of cases.

Protocol in May 2002, thereby confirming the
objective reducing greenhouse gas emissions
by 7.5 per cent from their 1990 level until 2010.
The regions made their voluntary contributions
to the National Climate Plan and introduced a
huge number of projects and measures to
encourage the use of energy from renewable
sources and a more rational use of energy,
mainly through financial incentives.

The Brussels region plans to reduce the number
of daily car trips by cutting in the network.

In November 2001 the tax on high-sulphur fuel
was increased driving it virtually out of the
market. The sulphur content of the new fuel is
95 per cent lower.

The Government increased the yearly car tax
(taxe de circulation) for diesel cars making diesel
cars more expensive than gasoline cars for all
yearly distances travelled below

22 000 kilometres.

Avoid further delay in construction.
Internalise marginal treatment costs to
discourage excess use of water.

The Flemish region should improve the
taxation of nutrients or introduce tradable
permits in order to curb discharges more
efficiently.

The recommendation for the Federal
Government on emission permits is
maintained, if a preferable European-wide
system is not introduced.

Each region should tighten insulation standards
for new buildings (as planned by the Flemish
Government).

Introduce higher parking prices and peak-load
road pricing (rather than cutting the network) to
reduce congestion and CO, emissions from traffic.
This would also help to improve local air quality.

Further rationalise and simplify the tax
treatment of vehicle use to eliminate the
advantage for diesel.

Given the need of switching to lower-cost
means to reduce air pollution, sulphur-content
regulations should be equalised across sectors.
This entails the same tax treatment for motor
and home-heating fuels thereby encouraging a
faster switch to low-sulphur home-heating fuels
Moreover, economic instruments should be
used (e.g. trading in emission permits).
Producers of renewable energy should have to
bid for subsidies to reduce rents.
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Table 22. Follow-up on OECD recommendations for structural reform since 2000 (cont.)

Previous findings and recommendations

Action taken

Assessment/recommendations for further reform

As to household waste, Belgium has reduced the
volumes going to landfills and incinerators
through a sharp increase in recycling rates but at
a high economic cost.

Limit subsidies for recycling to avoid excess
costs.

Benchmark municipalities one against another
to spread most efficient practices.

Bring households’ payments for waste
collection in line with treatment costs.
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Figure 30. Employment rates: an international comparison, 2001
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1. Data are from 2001 or the latest year available.
Source: European Labour Force Survey (Spring results) and OECD, Employment Outlook.
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Table 23. Employment and non-employment'

Thousands
1999 2000 2001
Working age population 6711 6719 6729
Employment 3955 4093 4016
of which:

Special labour market programmes 155 145 184
Employment rate 58.9 60.9 59.7
Benefit recipients not in employment 778 748 748

As a percentage of the broad labour force 16.4 15.4 15.7
Unemployed job seekers 475 439 431
Unemployment rate 10.7 9.7 9.7
Other benefit recipients not seeking a job 303 309 317
of which:

Older unemployed scheme 132 140 148

Unemployed exempt from seeking a job 27 27 282

for social or educational reasons

Training or special leaves 25 28 30

Early retirement 118 114 110

1. Figures in this table are based on survey data from Eurostat (LFS) and (unrevised) data from the Office national de
I'emploi. They can therefore differ from the (revised) labour market statistics on an SNA basis which are presented
elsewhere in this survey.

2. Break in series due to change in methodology used by the Office national de I'emploi.

Source:  Ministry of Employment and Labour.

Table 23).%° In terms of persons, from 1990 to 2001, the employment rate in Belgium,
increased by 8 percentage points to 62.4 per cent on the basis of national admin-
istrative data. The progress during the 1990s was two to three times as large as in
Germany and in France, but far less than in the Netherlands, where a strong
increase in part time work accounted for an increase of almost 10 percentage
points. The improvement in Belgium during the last decade was mainly due to the
increase in the employment rate of women, from 41 to 51 per cent. Nonetheless,
in 2001 the overall employment rate in Belgium was still 3 percentage points below
the OECD average, largely due to the very low employment rate of the age group
55-64, which was only 25 per cent as opposed to 48 per cent in the OECD and the
50 per cent objective for 2010, which had been set at the Stockholm summit in 2001
(Figure 31). While in Germany and France the employment rate of this age group was
only 5 percentage points lower than for prime age workers (25-55), in Belgium the dif-
ference was 17 percentage points. The effective average retirement age is 58 for men
and 57 for women.

Inactive persons aged 50-64 (unemployed or retired) can be classified
into three main categories. In 2001, 234 000 persons received a pension because
they had already reached the official eligibility age (women, certain groups of civil
servants etc). Most other persons participated in the early retirement programme
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Figure 31. Employment rate by age group?

2001
A. Youths (15-24) B. Older adults (55-64)
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1. Total employment as a percentage of corresponding population. Data for Belgium refer to the old series (before the
revision in November 2002) and for Austria data refer to 2000.
Source: OECD, Employment Outlook.

(110 000 persons) and the programme for older unemployed (148 000 persons)
(National Office for Labour, 2002). Persons in the latter two categories are not
obliged to look for a job and are not included in the official unemployment statis-
tics. In 2001, these two programmes covered almost 6 per cent of the (total) labour
force. A much smaller category, representing % per cent of the labour force,
included the older unemployed (55-64) that were still looking for a job. Recently,
measures have been taken to limit the inflow into the older unemployed scheme
(see below). However, by 2007 about two-thirds of the reductions is estimated to
be offset by a higher inflow into the normal unemployment scheme. As a result,
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the share of the unemployed aged above 50 is set to rise from 7 to 23 per cent of
total unemployment (FPB, 2002a).

While the early retirement programme was originally meant to create
room for large cohorts of younger workers, it is still frequently used by firms “in
difficulties”, who are exempt from the replacement obligation.”® Workers aged
58 and over (or 55 to 50 for firms in restructuring problems) made redundant are
entitled to an unemployment benefit which is topped up by their employer until
the official pension age, which is 65 for men and has been raised on 1 January 2000
to 62 for women.?! Participation in the programme has no effect on pension rights.
The inflow into this programme is now on a downward trend, reflecting measures
in the first half of the 1990s to increase the effective pre-pension age, but also a
shift to the other main programme, set up for older unemployed who are not
expected to find a job any more. The older unemployed programme has seen an
uninterrupted increase in the number of participants since the mid-1990s, at
which time the government, in view of the high unemployment rate, lowered the
eligibility age to 50. Recently it has been raised back to 55 (and it will be progres-
sively raised to 58 in 2004) for the new unemployed, which should curb the net
inflow into the two main early retirement programmes albeit only very gradually
(Figure 32). Participation in the two schemes is relatively high in Flanders, which
contrasts sharply with the tightness of the labour market in this region.

In 2001, the employment rate of persons 15-24 was 28.5 per cent. This was
rather low, as compared to the OECD average of 44.4 per cent, but this is partly due
to the fact that in Belgium education is compulsory until age 18 and the combination
of working and learning is less developed in Belgium. Many youngsters enter the
labour market only after having obtained a tertiary degree in their mid-twenties (a
degree significantly increases their chances of finding a job). However, the employ-
ment rate of people 15-24 is also low because of high youth unemployment, in par-
ticular in former industrial areas which are still in the process of restructuring, where
many youngsters leave school prematurely with only a certificate for primary or
lower secondary education (see below). Only one-third of young jobseekers in this
category find a job within half a year. The others remain unemployed for a long time
or find a job only after having participated in one of the special programmes of the
regional governments to upgrade their skills or to allow them to get work experi-
ence. In 2001, 108 000 youngsters had not yet worked but already received an unem-
ployment benefit. In Wallonia, in particular, youth unemployment is high, with
school leavers representing up to 33 per cent of the total number of unemployed in
some municipalities (National Office for Labour, 2001, p. 211).

To some extent, the currently low employment rate in Belgium is also due
to the relatively young age at which female employment rates start declining,
reflecting that the feminisation of labour participation started later than in many
other countries. Currently, the participation of young women (25-34) is already
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Figure 32. Older unemployed and early retirement programmes
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1. Older unemployed exempted from seeking a job.
Source: Federal Ministry of Employment and Labour and OECD.

higher than the European Union average. By contrast, in the age group 50-59, partici-
pation is still some 20 percentage points lower than in the three main neighbouring
countries and more than 40 percentage points lower than in Sweden (Eurostat,
2002b; HEC, 2002). However, this is likely to change over time, as the younger
cohorts of women with a higher participation reach the older age brackets.

... implying a downward effect of demographic changes on the employment rate

Since in Belgium, like in other countries, the participation rate is lower in
older age groups, the ageing of the population has an autonomous, downward effect
on the employment rate. The large post-war baby boom generation is now reaching
ages with higher early retirement rates. The age group 50-64 is projected to increase
by some 400 000 persons by 2015, leading to an autonomous decline in the employ-
ment rate by 2 percentage points [High Employment Council (HEC), 2000, pp. II-25].
This decline will probably only partly be offset by a catching up in the participation
rate by women and the projected increase in the share of higher educated workers,
who tend to work longer. These prospects make it even more important to activate
people not yet participating. Seen another way, in 2000, 32.9 per cent of the popula-
tion of working age was not active and did not want to work anyway (against 26.7 per

© OECD 2003



Progress in structural reform 115

Figure 33. The non-working population and its interest in a job
Per cent of working-age population, 2000
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Source: High Employment Council, 2002 report.

cent in the European Union; Figure 33). Only a small pool of people (some 1.9 per
cent of the working age population) which was not working or registered as a job-
seeker, indicated an interest in obtaining a job and most of these had had only lower
secondary education. The low labour reserve once more illustrates that a rapid policy
change is urgent to substantially increase the participation and employment rate.

The number of benefit recipients is high due to insufficient incentives to work, ...

In 2001, almost I million working-age persons (compared with a labour
force of around 42 million people) received a total of € 6.2 billion from the
national employment office. Some 380 000 benefit recipients were unemployed
job seekers. The others received an early retirement income (260 000), were tem-
porarily unemployed (130 000) or benefiting from a temporarily leave scheme
(110 000) (National Office for Labour, 2002). Many of the benefit recipients are
obliged to be registered as a job seeker, but, according to a recent survey, one-
third of the long-term unemployed had never been invited by an employment
agency (De Lathouwer and Bogaerts, 2001, p. 4).

Even though the chances of finding a job seem to be not very large, the
incentives to look for it are not large either.”? Unemployed workers in Belgium are
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obliged to accept a suitable job offered by the placement service, but are often
exempt from the obligation to visit it regularly. The maximum unemployment ben-
efit is relatively low ($10 000 a year as compared to $60 000 in Germany and
around $30 000 in France and the Netherlands®) and in gross terms replacement
rates are not exceptionally high either. But net replacement rates are generally
higher (see Table 13 in ChapterIIl).** Also, unemployed over 50 (with at least one
year of unemployment and 20 years of work) receive an additional seniority allow-
ance (National Office for Labour, 2001). Despite recent measures, net replacement
rates will remain rather high for low-income earners, especially for single parent
families and second earners (80to 90 per cent at the minimum wage level;
Table 14 in Chapter Ill). An income increase by 15 per cent is considered by the
High Employment Council as a minimum incentive to accept a job, but according
to the Labour Force Survey of Eurostat and a recent survey in the Netherlands,
unemployed workers would require income increases by at least 25 and 40 per
cent respectively (Centrale Raad voor het Bedrijfsleven, 2002a).

In comparison with other countries it is not so much the benefit level, but
rather the long duration of unemployment and related benefits that is exceptional
in Belgium, despite a modest decline in long term unemployment in recent years
(Figure 34). Benefit duration is unlimited for breadwinners and singles (Table 24).

Figure 34. Incidence of long-term unemployment?
As a percentage of total unemployment, 2001
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1. 12 months or more.
Source: OECD, Employment Outlook.
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Table 24. Employment duration and benefits by type of household
Net, in euro per month

Maximum benefit Minimum benefit
Unemployment As a percentage As a percentage
Household type dull?ati}c,)n Age ol? social ® ol? social ¢
assistance assistance
benefit! benefit!
Breadwinner with dependents Ist year 986 127 843 108
> | year <50 986 127 843 108
> 50 1 084 139 902 116
Single person Ist year 986 169 708 121
> | year <50 822 141 708 121
50-54 895 153 755 129
55-64 986 169 831 142
Second earner, no children Ist year 904 116 531 68
2nd period? <50 657 84 531 68
50-54 739 95 614 79
55-57 822 106 686 88
58-64 904 116 755 97
3rd period? <50 374 48 374 48
> 50 452 58 452 58

1. The social assistance benefits are 778 and 584 euro a month for breadwinners and singles respectively.

2. The second period ends after 12 + (A + 1) x 3 months, with A the number of years worked.

3. The maximum duration is either the local maximum or A x 6 months if A > 15 and A x 6 is more favourable to the unem-
ployed. E.g. in Brussels, for women aged 46 and over the maximum duration is 77 months but for an unemployed
woman with a labour history of 20 years the maximum duration is 10 years.

Source:  Office national de I'emploi.

For partners of wage earners, benefits are suspended only if the unemployment
duration is more than 50 per cent greater than the local average or half of the num-
ber of years worked, if that is more favourable to the unemployed person.”” The
present rules imply that in some municipalities the average unemployment dura-
tion for women of 46 and over is at least eight years (De Lathouwer and Bogaerts,
2001, footnote 4). Consequently, unemployed married women with a wage-earning
partner may continue to receive benefits for many years, once they have become
unemployed. These benefits are not replaced, after a certain period, by a means
tested social assistance income, as is the case in many other countries. Furthermore,
the suspension rule is no longer applied to unemployed persons above 50. Exemp-
tions are also possible for partly disabled people or for households with a house-
hold income below a certain level. Moreover, unemployed can avoid suspension by
proving exceptional and sustained efforts to find a job.
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... skill mismatches, ...

Many people of working age do not have the skills asked for by employers,
be it to find a job (young people) or to continue to do a job properly (older people).
In 2000 and 2001, around 10 per cent of the employers in manufacturing reported
shortages of labour (HEC, 2002, p. I-17). The mismatch in skills was also reflected in
the steep rise in the number of vacancies since the mid-1990s, to around
45 000 in 2001 (1 per cent of the labour force) resulting in an outward shifting of the
Beveridge curve (Figure 35). Despite the economic slowdown, in 2001, labour
shortages continued to be reported for a large number of professions, varying
from bakers to ICT specialists. Problems in filling vacancies were largely due to a
low supply of workers with sufficient skills (technical professions) and to a lack of
experience (all professions) (Cefora and Upedi, 2002).

The mismatch seems to be felt in particular by employers who look for
workers with higher secondary education. The relatively high shares of high and
low educated youngsters in Belgium imply that the intermediate share with
(higher) secondary education is low, also relative to the demand by employers
(Eurostat, 2000a). According to the European Commission, in 1999 Belgium had the
highest educational mismatch in the European Union (European Commission,

Figure 35. Beveridge curve!
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1. Registered unemployment and unfilled job vacancies as a percentage of labour force.
Source: OECD, Main Economic Indicators.

© OECD 2003



Progress in structural reform 119

Figure 36. Student performance in science
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Source: OECD, Programme for International Student Assessment, 2002 (PISA).

2002b). The shortage of workers with higher secondary education not only reflects an
insufficient supply by the educational system or insufficient pathways for vocational
education in some areas, but also a lack of wage differentiation. In Belgium the dif-
ference between the wages of workers with low and high secondary education is
only 3 per cent, the lowest percentage in the OECD, which implies an additional
disincentive to complete higher secondary education.?®

Persistent shortages have been observed for professions requiring techni-
cal skills [Vlaamse Dienst voor Arbeidsbemiddeling en Beroepsopleiding (VDAB),
2000, p. 12]. According to the Flemish employment service (the VDAB), in Flanders
these shortages were mainly of a quantitative nature, whereas in most other profes-
sions the problems were due to qualitative deficiencies or less favourable labour
conditions. To increase the inflow into applied science faculties, the Flemish gov-
ernment has recently relaxed admission conditions somewhat. In general, however,
Flemish school leavers are well educated and their scores in the latest PISA survey
were above the OECD average (Figure 36). The low inflow into technical professions
seems therefore mainly due a relatively low interest in technical matters. This may
have its origin already in the first years in secondary education, since in Flanders
the instruction time for mathematics and science for students aged 13 and 14 is
lower than in most other OECD countries, including as a percentage of total instruction
time (Figure 37) (OECD, 2001d).
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Figure 37. Instruction time for mathematics and science
Students aged 13 and 14
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Source: OECD, Education at a Glance, 2001.

In the French community the low inflow into technical professions may
also be accounted for by the weaker performance of students in mathematics and
science (OECD, 2001e). The government of the French community favours a more
general education, on the grounds that this should provide youngsters, in partic-
ular those having difficulties with secondary education, with the basic skills
needed to continue to learn later on during their professional life. For the same
reason the authorities do not consider lowering the compulsory education age.
However, a large number of youngsters do not finish general education. According to
Vandenberghe (2002), in the French community repeaters and, more generally,
students with learning difficulties in secondary education can too easily switch to
less demanding classes, leading to concentrations of less performing and less
motivated students.

Shortages of skills, due not only to insufficient supply by the educational
system but also as a result of changes in the nature of the work within the enter-
prise, are increasingly dealt with by in-work training. The share of workers participat-
ing in courses increased substantially, from 2 per cent in 1993 to 8.8 per cent of the
labour force in 2000, although it is still low compared with the United Kingdom,
where it is already more than twice as high (HEC, 2002, p. 60). Another indicator of
educational efforts, the number of unemployed following courses, i.e. those most in
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need of training and adapting their skills, is also still relatively low (6.9 per cent of
the unemployed job seekers). Women are underrepresented in life-long learning
and the courses they follow tend to be shorter and less expensive.

... linguistic differences, wage rigidities and other factors which may limit mobility

One of the most striking disparities within Belgium concerns the unem-
ployment rate which in 2001 was only 3.7 per cent in Flanders, whereas it was as
much as 9.6 and 12.5 per cent in Wallonia and Brussels.”” A substantial part of this
divergence is due to the sharp but differentiated drop in employment in the min-
erals and heavy metals industry — by about 70 per cent in Wallonia and 30 per cent
in Flanders — between 1973 and 1985. However, according to Estevao (2002), since
the mid-1980s the difference in employment growth between Flanders and Wallo-
nia (some 8 per cent), could no longer be attributed to shifts in the sectoral mix.

The large difference in unemployment rates may partly reflect a lack of
mobility related to linguistic and cultural differences, as the chances of finding a job
in another region are likely to be smaller for workers who only speak the language of
their own community. However, in Wallonia in particular, unemployment rates also
vary significantly across municipalities. Indeed, the authorities consider that there is
already a reasonable degree of mobility between the regions. In 2001, around 20 per
cent of Walloon employees, that is about twice the unemployment rate in Wallonia,
had a job outside this region, of which 3 per cent worked in Flanders, 10 per cent
commuted to Brussels while the rest worked abroad. In addition, Wallonia
accounted for two-thirds of the 53 000 Belgian workers, who work abroad, in particu-
lar in Luxembourg (Steunpunt WAV van de Katholieke Universiteit Leuven, 2002).
Flemish residents, in turn, commuted much less (12 per cent) to Brussels, Wallonia
or the Netherlands, reflecting the tightness of the labour market in Flanders.”®

Apart from linguistic and cultural differences, obstacles to mobility to
another region, despite some temporary allowances, are the costs of a removal
(including real estate taxes to be paid on the acquisition of a new house) and -
albeit less importantly — the costs of commuting, which may contribute to already
serious unemployment or poverty traps.” In areas with high long-term unemploy-
ment, unemployed persons are probably also “trapped” by the long duration of
their unemployment benefit. These traps largely depend on federal policies,
since both minimum wages and social benefits are largely determined at the fed-
eral level, with contractual wage increases extended across sectors in Belgium.
Unionisation is high, in particular in Wallonia. All this reflects a strong sense of
social solidarity as well as the small size of Belgium, where a company usually
does not differentiate wages for employees who do the same work but in different
regions. More downward wage flexibility in Wallonia - for instance, to attract more
enterprises to this region — would make the unemployment trap in this region larger,
whereas lowering benefits solely in Wallonia would not be feasible for socio-political
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reasons. All this means, however, that wage differentiation in Belgium has lost part
of its role as an instrument for restoring equilibrium.

In the Belgian context it is therefore all the more important that the prob-
lem of limited wage flexibility is not aggravated by other inflexibilities in labour
market conditions, such as working times. The share of temporary work has
already risen from 5 per cent in 1990 to 9 per cent in 2000, but the share of fixed-
term contracts is still substantially lower than in the European Union (9 per cent
versus 14 per cent). Also, in some respects employment protection is still rather
strict, as reflected, for instance, by the agreements in the so-called commissions
paritaires consisting of social partners who themselves partly determine the number
of workers to be protected.

Labour market policies

The main approaches adopted by the Belgian government or the social
partners to increase employment are tax measures (to reduce unemployment
traps), more flexible working times (to keep older workers longer at work) a more
intensive coaching of young people to facilitate the transition from school to work
and wage moderation (to safeguard international competitiveness). Another
important goal for the federal and regional governments and the social partners is
to simplify the bewildering patchwork of programmes and measures which has
arisen in the past due to efforts to target increasingly smaller groups of inactive
people. The main programmes and recent measures, both carrots and sticks, are
evaluated below, first for workers and then for employers.'%

Encouraging activity: by reducing unemployment traps. ..

The Belgian government has recently stepped up measures to reduce the
still high unemployment trap. These include reductions in social security premi-
ums and tax reductions, targeted in particular at low wage workers (for a detailed
overview see Table 14). In the period 1985-2000, the gap between the minimum
wage and the minimum social benefit (the minimex) had continuously narrowed.
The government does not consider cutting minimum social benefits to be an accept-
able approach, since a substantial share (18 per cent) of the Belgian population
already has an income below the poverty line, which the European Commission
defines as 60 per cent of the median income. An increase in the gross minimum
wage has so far not been considered either because of possible negative effects on
international competitiveness.

By 2006, the total reduction in unemployment traps should lead to an addi-
tional increase in the number of employed by 24 000 persons (¥2 per cent of the
labour force) (FPB, 2002b). In view of the only slow decrease in the replacement rate
to a level in 2006 which may still be insulfficient to be an effective incentive for large
groups of unemployed, further tax reductions to reduce unemployment traps need
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be implemented as soon as possible.'?! Specific measures may be needed to make
working more attractive to certain groups of inactive people, but their effectiveness
should be closely monitored, as was illustrated by the only marginal effect of an addi-
tional allowance of € 745, introduced in July 2000 for single parent families, to com-
pensate for the costs of childcare during the first year after the acceptance of a job.
After its introduction only 110 parents applied for it (De Lathouwer et al., 2001, p. 44).

... ensuring a more balanced working life. ..

Another measure to encourage workers to raise their lifetime participation
rate was the introduction on 1 January 2002 (and implementation in the course of
the year) of the so-called time credit system, which replaced the former career
interruption scheme. The aim of the government was to make it easier for workers,
through financial compensation, to temporarily withdraw from the labour market (a
right), rather than leaving it permanently to care for children or because of burn
out, for instance. Under the old scheme some 100 000 workers per year, mainly
prime age women, already used this possibility to temporarily reduce their work-
ing time (by 3 to 12 months) or to interrupt their career and received a benefit
which was somewhat below the minimum unemployment benefit for the partner of
a wage earner. Persons above 50 were allowed to reduce working time (but at least
continue working half time) until their pension, without any consequences for their
pension rights, and received a double benefit. Employers, in turn, were supposed
to fill the open places with long-term unemployed, thus benefiting from a reduction
in social security contributions.

Under the new scheme, there are basically two different types of time
credit. The first one allows all employees to interrupt working during a period of
one year in total, spread over the whole of their career. This time credit can be
extended to five years in agreements at the sectoral level, but the building up of
pension rights stops after three years. The maximum benefit (paid by the ONEM)
is € 516 a month at full time interruption. The second type of time credit can only
be taken up by employees aged 50 and over with a working history of at least
20 years and a five-year seniority within the enterprise.'?? It allows interruptions of
20 or 50 per cent until the official pension age. The building up of pension rights is
not affected. The benefit varies from € 179 (for singles who work one day less) to
€ 385 at a working time reduction by one half. In Flanders, taking up a time credit
is stimulated by an additional premium of € 50 to € 180. For older workers with
monthly (gross) wages at around € 2 000 who opt for a reduction of one day, the
loss in net income seems to be negligible. For firms with 50 employees or more,
the percentage of workers on temporary leave is capped at 5 per cent.

Given the only recent introduction of the new scheme, its impact on the
employment rate is not yet clear. Although it might indeed limit early retirement
by older workers or the permanent withdrawal by young mothers, especially those
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with a low education, the increase in benefits might also stimulate some workers,
in particular two-earner-couples, to reduce their working time. Also, open places
may not always be filled by temporary workers, either because no suitable candi-
dates can be found, which would increase working pressure for the other workers,
or because the employer prefers not to replace the temporary leaver (replace-
ment is not obliged). The new scheme should therefore be closely monitored and,
if it turns out to be used as a new form of pre-pension, be adjusted so that labour
supply effectively increases, for instance by requiring those who go on leave for a
certain period to extend their working life by a period of the same length.

In 2003, the new scheme, which currently is only accessible for private
sector workers, will be extended to around 100 000 employees in state enterprises
(la Poste, Belgacom and SNCB). Civil servants already get a higher pension if they
stay longer at work. In the health and non-profit sector bonuses are given to those
who continue to work at higher ages.'?

... and abolishing other obstacles to participation

Other measures recently taken or extended by the government to further
stimulate labour supply include a premium of € 745 for unemployed persons who
accept a job which requires a substantial commuting time, increased tax deduct-
ibility of commuting costs and of the cost of child care, and loans plus an intensive
coaching for people younger than 30 who want to start their own company. Also
the creation of childcare centres has been stepped up, since these satisfy at
present only 20 per cent of demand (Centrale Raad voor het Bedrijfsleven, 2002b).

Discouraging inactivity: by tightening eligibility conditions to get benefits. ..

On 1 July 2002, a job search requirement was restored for new unemployed
from 50 to 55 (to be raised to 58 in 2004), in particular to curb the high inflow into
the older unemployment scheme. The pension age for women will be raised from
62, its current level, to 65 in 2009. Although these measures are steps in the right
direction, their effectiveness is uncertain as long as no complementary measures
are taken which at the same time tighten the access to the “normal” unemploy-
ment benefit scheme or increase the outflow of unemployed. Under this scheme,
as was mentioned above, the duration of benefits is unlimited for breadwinners
and the maximum duration for partners of wage earners is at least 1.5 times the
local average unemployment duration.'% This means that if the share of long-term
(older) unemployed in the normal scheme were to increase, the maximum benefit
duration for older unemployed would also automatically rise, implying that most
of them would continue to receive (topped up) unemployment benefits. The
share of older unemployed persons might also rise because unemployment bene-
fits cannot be suspended for unemployed at age 50 and over. It would therefore
be desirable to limit duration, make it independent of local circumstances and
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replace unemployment benefits by means-tested social assistance benefits after
a certain period. In addition, a further tightening of job search requirement is nec-
essary if the EU objective of doubling the employment rate for the older working-
age population is to be met. A comprehensive reform to meet this target also
requires the removal of all public subsidies to early retirement and the scrapping
of additional seniority-based unemployment allowances.

As a rule, unemployed persons are accompanied by placement services.
They have access to an individual plan d'accompagnement, providing them with extra
training and counselling. However, a large number of unemployed fail to find a job
or no longer actively look for one. An absence of job search activity does not auto-
matically lead to suspension of benefits, as the onus of proof rests with the
employment service. Although the number of people not being sufficiently active
in job search might be small, it would be preferable to reverse the burden of proof
and require unemployed people to be able to show that they have seriously
looked for a job.

While the authorities are well aware of the necessity to closely monitor
the co-operation of unemployed in finding a job, they are reluctant to impose too
harsh sanctions, since one third of sanctioned unemployed turn out to leave the
labour market permanently. To avoid getting to that stage, in 2000 sanction policy
was changed. This led to a strong increase in the number of unemployed who
were mildly penalised after 11 weeks already (on average), whereas under the old
rules harsher sanctions had been imposed after 30 weeks only.'®

An obstacle to sanctions remains that the federal employment service,
which pays the unemployment benefits and is in charge of sanctions, has no
means of monitoring the co-operation of unemployed persons with the regional
services, who are in charge of placement. In 2001, local authorities reported to the
central authority about 300 persons who had refused a job. Furthermore, about
11 000 persons had not responded to a job offer by the employment office. Only
900 cases were reported by Wallonia, but this was said to be not surprising in view
of the low number of job offers relative to the number of unemployed. Nonetheless,
the regional placement services are aware of the need to co-operate more closely
with the federal service and have recently stepped up initiatives to do so.

.... and using benefits for active labour market measures

Over the years, the authorities have developed several job schemes
which they consider another important way to pull unemployed people out of
inactivity. In 2001 (wage) subsidies for jobs created by the government in the pub-
lic or non-profit sector represented 0.6 per cent of GDP (OECD, 2002b). Active
measures represented about 40 per cent of total spending (some 1% per cent of
GDP) on labour market measures (Figure 38). In 2001, almost 20 000 unemployed
(2 per cent of the labour force) had a so-called service job in a private company or
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Figure 38. Public spending on labour market measures in 2001*
An international perspective
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Source: OECD, Employment Outlook.
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in municipal services, such as gardening, cleaning and security services (diensten-
banen or emplois-service).'® Unemployed may work in these jobs for at most three years
and their employers get a substantial wage contribution. Another 40 000 persons
were employed by the local employment agencies (ALE) in non-commercial jobs
(ALE-jobs), consisting of community services such as cleaning and domestic ser-
vices. These jobs, mainly filled by women, provide an additional income of at
most € 170 a month, since the number of working hours is limited to 45 a month.
An unemployed person who has worked for a public employment agency for
180 hours in six months is no longer obliged to look for a job. In the public sector,
job scheme workers represent 12 per cent of total employment.

Although all these jobs allow unemployed workers to remain more or less in
contact with the labour market, it is not clear to what extent this approach helps or
stimulates them to find a regular job. Subsidies may have both large dead weight
and substitution effects and the net employment gains may be small. Evaluations of
wage subsidies in Belgium and the Netherlands, for instance, have suggested com-
bined deadweight and substitution effects amounting to around 90 per cent (OECD,
2000b). Moreover, the ALE jobs provide unemployed with an additional income that
may increase the replacement rate to over 100 per cent. For benefit recipients with
an ALE job, a part time job would be unattractive anyway, according to the HEC.

Although all these jobs meet certain needs, they are probably not the
best long term solution for most of the unemployed themselves, who would better
be helped by training that prepares them for a normal job. In March 2000, for
instance, an ambitious programme, including both work and training and costing
about € 300 million a year, was adopted by the government (le Programme Printemps)
to halve the number of social assistance recipients within five years and to double
the outflow to regular jobs.!"” Since the introduction of this programme, the num-
ber of beneficiaries has fallen by 12 per cent to around 73 000 persons, despite the
economic slowdown, and the outflow to a regular job has indeed doubled to 10 000.
The programme should therefore certainly be continued.

Encouraging employers to hire: by lower labour costs. ..

In addition to the measures to increase the supply of labour, in Belgium a
variety of programmes also exist to raise demand. Many of them include a reduc-
tion of labour costs for employers (see Chapter Ill). Since 1997, when the govern-
ment started to lower non-wage labour costs, in particular for the low wage end of
the labour market, these have been reduced by around 3': per cent of the wage
bill. A recent example of a more narrowly targeted measure based on lower social
security premiums, was the reduction (by € 400 a quarter) for workers aged 58 and
over. However, a significant part of the total amount each year available for general
and more specific reductions in social security contributions is not used by
employers.'® This may be an indication that employers are not interested in hiring
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certain groups of unemployed workers anyway and that first their productivity
should be raised to make them more attractive.

Contrary to the reductions in recent years with mostly a more general char-
acter, many other measures, each with its own degree of non-wage labour costs
reduction, had already been adopted in the past decade to increase employers’
demand for specific groups such as young workers in training programmes, long-
term unemployed, the first three employees hired by self-employed, and persons
in firms who reduce working hours. Since this had led to a complicated patchwork of
more than 20 programmes, on which employers no longer had a clear view, in
August 2002, the government and the social partners decided to overhaul the
present framework, starting with the harmonisation of the size of the reductions in
social security contributions (SSC) in the different programmes, apart from the
structural reductions for all workers in recent years.

The new framework will be implemented as from January 2004. The structural
reduction in SSC will be increased at € 1 525 a year for monthly wages above € 1 785
(for the lowest wages a doubling of this amount is being considered). An SSC
reduction of € 4 000 a year will be given to employers who hire long-term unem-
ployed persons or youngsters, and to self-employed who hire their first worker. The
reduction for employers in all other programmes will be equalised to € 1 600.

As far as the size of the SCC reduction is concerned, the measure considered
by the government indeed implies a far-reaching simplification, but the number of
programmes remains high. It is clear that better insight into the relative “prices” and
benefits of the different programmes might help employers to decide to hire extra
workers. However, as more transparency may also result in a shift in employers’ pref-
erences for individual programmes, a better use or a better outcome in welfare
terms is not assured. Caution is also called for as regards the dead weight costs
which remain inherent to many of the existing programmes. The proposed overhaul
could therefore be an extra reason for a thorough evaluation of the effectiveness of
the still bewildering number of existing programmes, some of which cover extremely
small target groups (e.g. the 80 single parent families who benefited in 2001 from a
special allowance for childcare) (National Office for Labour, 2001).

... and by a better education of the workforce

The government is seeking to raise the demand for labour not only
through lower labour costs, but also by more “value for money”, i.e. better skills
and an educational system which is better adapted to the needs of employers.
Placement services in all three regions therefore increasingly co-operate with
companies to make an inventory of structural mismatches in the labour market
and additional training needed for certain jobs. Sectoral counsellors and an
increasing number of competence centres are also charged with providing infor-
mation to school leavers who want to upgrade their skills and employers who are
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looking for workers with specific knowledge. These measures are indispensable to
smooth the transition from school to work, although it would obviously be prefera-
ble if the educational system itself already anticipated better the needs of employ-
ers. Hence, a stepping up of the co-operation between ministries of education and
the business sector, so as to adapt educational programmes, is needed. Vocational
education pathways to completing upper secondary level education should be
improved. More emphasis should be given to teaching core subjects in secondary
schools, such as mathematics and science and languages.

Furthermore, to combat youth unemployment, in particular among those
who prematurely leave (secondary) school without a diploma, the regional govern-
ments are considering a modularisation of the educational curriculum, so that certifi-
cates can at least be given for the subjects the premature school leavers passed
successfully. The governments and social partners are also considering the possi-
bility of certificates for skills acquired outside school, during apprenticeships in
training centres or enterprises. These certificates might indeed enhance the
chances of finding a job, although there is a risk that certificates are also used for
an early exit route by youngsters who otherwise would have felt obliged to leave
school only after having obtained a diploma.

The government is trying to stimulate the adaptation of skills to the needs
of employers not only in schools, but also in the enterprise, by means of training
vouchers. The vouchers were introduced in Wallonia (2000) and Flanders (2002) to
allow employers in firms with up to 50 employees to benefit in a flexible way from
training subsidies.'” Other financial incentives for employers include compensa-
tion for hours not worked by employees who opt for an educational leave during
working time (around 35 000 in 2001).''"° The courses need not be related to work,
so a regular evaluation of the pros and cons would seem justified. In 1993, “fun
courses” were excluded. Language courses have also become subject to restrictions.
These should be reconsidered insofar as the courses are related to work.

To postpone the loss of knowledge of experienced older workers as long
as possible, the government has given older persons who go on early retirement
or take up a time credit the right to a tutorat, a training of younger workers in the
company they left for a certain number of hours without any consequences for
their benefit. An increase in the effective age of retirement might also increase the
willingness of employers to invest in training.

Obligations for employers: training young workers and paying outplacement costs

Many young job searchers do not yet have the experience employers
would like them to have. To prevent youth unemployment and to facilitate the
transition from school to work, the regional governments rely on several pro-
grammes, the main one of which is the Rosetta programme. This scheme, intro-
duced in April 2000, obliges firms with more than 50 employees to recruit into
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their labour force a quota of at least 3 per cent of youngsters eligible for a “First
Job Agreement”, i.e. school leavers below 25 within six months of leaving school.
This (narrow) definition will be abolished in 2004. In practice, a broader group
can already participate in the programme (youngsters up to 30 or with certain
skills or long-term unemployed persons over 45). The Rosetta contract is an
open-ended or fixed term contract of at least one year, which should allow
employees to acquire work experience and to be trained on the job. Quarterly
social security contributions are cut by around € 500 if a Rosetta job is filled by a
low skilled youngster. Employers who hire this worker after the apprenticeship
benefit from a reduction in social security contributions by 10 per cent during
the first year.

The first experiences with the Rosetta programme (introduced in 2000)
were positive. Over 90 000 youngsters, who followed the programme, found a job.
However, participation of youngsters most in need of support by the programme,
in particular those with a low education attainment or living in areas with an
already high youth unemployment rate, is still low due to a lack of appropriate
workplaces. Youngsters in Wallonia are the most poorly represented (European
Commission, 2001b). At the same time, the programme seems to have dead-
weight cost. This subsidy scheme should therefore be better targeted so that the
needs of specific problem groups can be met with higher subsidies. However, it
should also be evaluated to determine the extent to which participation is at the
expense of other forms of education, because the number of agreements that
combine education and work has decreased since the programme exists (Federal
Ministry of Employment and Labour, 2002b).

Another obligation which employers are subject to, which has been
agreed at the European level, is to increase expenditure on education and train-
ing of workers to 1.9 per cent of the wage bill in 2004 (in 2000 it was 1.4 per cent)
which should increase the volume of job-related training towards the OECD aver-
age (Figure 39). It will be important for older workers in particular to benefit from
this increase so as to enhance their productivity and hence employment pros-
pects. As from 2002, employers also have to pay the costs of outplacement, to a
maximum of 60 hours of training and a maximum of € 1 500 over a period of one
year, if they make workers aged 45 and over redundant. A penalty has to be paid if
this obligation is not met. This measure has received mixed reactions. According
to training centres, a 60 hours course would certainly not be sufficient to prepare
an unemployed person for another job. Also, the obligation to pay € 1 500 would
probably not restrain employers from making workers aged 45 and over redundant
and might even be an incentive to get rid of slightly younger workers. Here again,
a close monitoring of the effect of the measure would be appropriate.

The government also discourages employers from making older workers
redundant by other penalties. Until recently, the older unemployment programme
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Figure 39. Job-related training: participation and volume?
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was very popular with employers, who in a number of cases were prepared to pay
additional allowances to redundant workers in exchange for not having to meet
the more strict conditions of the early retirement programme). In response to this
variant of early retirement (in Belgium called “Canada dry”), the government has
announced an increase in taxes on additional allowances. However, as discussed
above the government should go farther and gradually withdraw from the early
retirement and older unemployed programmes, leaving the financing of these
programmes to the social partners. So long as these programmes continue to exist,
employers should at least be prevented from topping up benefits.
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The employment rate and competitiveness: the wage norm

The main macro instrument designed to enhance employment is the
so-called wage norm, which the government and the social partners agreed upon
in 1996 to regain competitiveness. This ceiling, updated every two years, is sup-
posed to limit the increase in labour costs per hour to the projected (weighted)
increase in labour costs in Germany, France and the Netherlands. In 1998
and 2000, the government abstained from intervention so that the norm suggested
by the social partners became the basis for wage increases at the sectoral
level. These increases come on top of indexation to the so-called health index.
Total labour costs further depend on wage drift and wage increases at the firm
level.'"! Wages are therefore largely determined at an intermediate level, which
typically tends to result in higher wage increases than centralised wage formation
(which would better factor in the costs of unemployment) or decentralised wage
bargaining (Nickell and Layard, 1999; Elmeskov et al., 1998).

From 1997 to 2001, hourly wages in Belgium increased by 16 per cent, as
opposed to 12 per cent in the three neighbouring countries (NBB, 2002b). For the
years 1999-2000, the norm had been set at 5.9 per cent (per FTE), whereas the actual
increase was 7.2 per cent in Belgium as compared to only 4.8 per cent in the neigh-
bour countries, who lowered social security contributions, like Belgium did, but by a
larger than projected percentage.!'? The overrun in the years 1999-2000 was concen-
trated in a few industries, in particular transport and communication (11 per cent)
and business services (19 per cent). Workers who changed employers in tight labour
market segments bargained higher wage increases. Part of the overrun could there-
fore be related to a significant increase in job rotation (40 per cent between 1998
and 2001). To what extent in 2001 and 2002 the overshooting has been more wide-
spread had not yet been ascertained officially by the Central Economic Council at
the moment of writing, but it was already clear that in 2001 a role was played by the
automatic indexation to a higher than projected inflation.

Given the openness of the Belgian economy, it is understandable that
both the authorities and the social partners attach great importance to wage mod-
eration and competitiveness. However, despite the existence of the norm, com-
petitiveness has deteriorated in recent years relative to the three main trading
partners. In view of the repeated overruns, which seem to be no longer limited to
sectors with labour shortages, it would therefore be better to abolish the norm.
The overruns reflect the fact that employers and employees have designed sev-
eral ways to circumvent the norm and to agree higher wages. In recent years, the
norm may at best have prevented a further deterioration in competitiveness. In
some weaker sectors it may also have inappropriately functioned as a floor rather
than as a ceiling, thus pushing up the general wage level.

At the introduction of the wage norm, it was agreed that overruns mea-
sured at the end of the two-year periods should be followed by corrections in the
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next wage round, but so far no corrections have been made. During the biannual
periods, nominal wages were automatically adjusted to unforeseen price
increases, whereas the neighbouring countries do not have such a mechanism,
which may amplify labour market fluctuations due to shocks in the terms of trade
for instance. Given the present indexation mechanism, even a strict compliance
with the norm would not guarantee a favourable evolution of relative unit labour
costs in the case of unforeseen price increases. Not only the wage norm but also
the indexation mechanism should therefore be seriously reconsidered.

In the Netherlands, wages have been moderated for many years without a
norm. In Belgium, the openness of the economy also requires more freedom for
enterprises, in particular in the exposed sector, to adjust wages to productivity
and internationally competitive levels. It would therefore be preferable to gradu-
ally shift part of the wage negotiation process from the sectoral level to the enter-
prise level by abolishing legal extension of collective wage agreements.

Options for further labour market reforms

The Belgium employment rate is still one of the lowest in the OECD. In
the 1990s it rose significantly, owing to the increased participation of women, but
the employment rate of older workers remained very low. Many old persons are
still participating in the early retirement scheme or the scheme for older unem-
ployed persons who are exempt from job search. They receive benefits that are
financed by the state, include seniority based allowances and/or are topped up by
employers who also benefit from the schemes in restructuring activities. In
July 2002, for new unemployed the eligibility age for the older unemployment pro-
gramme was raised from 50 to 55. Although this first measure to tighten job search
requirements was a step in the right direction, much more needs to be done if the
employment rate of older persons is to be doubled to 50 per cent by 2010 in line
with the Lisbon objectives. A further raise of the eligibility age to 58 in 2004 is cer-
tainly not enough. A more comprehensive reform is required including first and
foremost a rapid withdrawal by the government from subsidising early retirement
and older unemployed programmes, leaving the financing of these programmes to
the social partners and making the building up of pension rights more actuarially
neutral (see also OECD, 2002j).

The success of such a reform depends on several measures in other areas.
The government should prevent in particular the normal unemployed scheme
from becoming a new, rapidly increasing pool of old unemployed workers. First,
the outflow from the normal scheme could be stimulated by lowering and harmon-
ising (across regions) the maximum benefit duration, which is currently still unlim-
ited for breadwinners or single persons and also very high for unemployed
partners of wage earners. Second, unemployment benefits should no longer be
supplemented by seniority based allowances, but harmonised and replaced after

© OECD 2003



134 OECD Economic Surveys: Belgium

a certain period by social assistance benefits. Third, a stricter sanctions policy
should be pursued by a better exchange of information between the federal
employment agency, which pays benefits, and local employment agencies.

To improve the employability of workers —the other side of the coin —
enterprises should invest more in permanent education and job related training,
in particular of older workers, for whom the prospect of a low replacement rate
after having been made redundant should become a strong incentive to partici-
pate in life long learning. If necessary, another way to bring productivity of older
workers better in line with their wages, would be a gradual reduction of seniority
based wage components. Lowering social security contributions paid by employ-
ers might also help to stimulate the demand for older workers but at possibly high
costs. Furthermore, the government should not rely too much on the recently
introduced system of time credits to extend working lives. It might have adverse
net effects on labour supply and therefore needs to be closely monitored.

The measures recommended above should also contribute to a reduction
in the persistently high unemployment rate in Wallonia and Brussels. In these
regions, downward flexibility in wages and benefits is limited, because they
strongly depend on agreements at the federal level. However, a gradual shift of
wage negotiations from the sectoral to the enterprise level, to the extent possible,
should be considered in order to better take into account local labour market con-
ditions. A further reduction in replacement rates and higher structural reductions
in social security contributions for employers could also contribute to raise the
employment rate. However, this crucially depends on a rapid elimination of skill
mismatches, which seem to be particularly high in Wallonia, where a high number
of students leave school prematurely with only a lower secondary education certif-
icate. The interest in technical areas should be stimulated, not only in Wallonia,
but also in other regions with a still high number of vacancies. Vocational educa-
tion pathways should be further developed and the Rosetta programme, although
successful for some categories of youngsters, should be better targeted on those
most in need of it.

Whatever measures are taken to raise the employment rate, the govern-
ment should prevent a new proliferation of programmes and further elaborate its
plans to simplify the present patchwork. It recently announced a welcome harmo-
nising of the size of the reduction in social security contributions in different pro-
grammes by 2004. But more needs to be done. All present programmes should be
thoroughly evaluated, including labour market programmes, which for many
unemployed have become an alternative to looking for a normal job.

Finally, given the openness of the Belgian economy, a wage norm could in
principle contribute to competitiveness and hence to an increase in the employ-
ment rate. However, in view of recent overruns, the possible interpretation of the
norm in weaker sectors as a floor (rather than as a ceiling) and the apparent reluc-
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tance to correct overruns, the question seems justified whether the norm is effec-
tive. It might therefore be preferable to reconsider the norm, in combination with
the automatic indexation of wages to prices, and shift the emphasis of wage forma-
tion to the enterprise level by gradually abolishing legal extension of wages.

Product markets

Besides reforms required in the labour markets, fostering competition on
product markets is a promising strategy to increase employment and growth
according to recent empirical work in the OECD (Nicoletti et al., 2001). This occurs
through lower product prices (reflecting smaller profit margins and wage premi-
ums) leading to higher volumes of goods and services produced and demanded.
However, low productivity and non-pecuniary arrangements (e.g. high job security)
currently offset the wage premium in industries where market mechanisms are
displaced altogether (e.g. public monopolies). As a consequence wages need not
to fall in the course of liberalising these sectors. As a general observation, lower-
ing the degree of employment protection and the administrative burden on entre-
preneurial activity in countries where these are high is expected to stimulate
innovation and growth through easier entry and quicker expansion of new firms
(Scarpetta et al., 2002). Finally, more competition on product markets has generally a
positive impact on innovation performance (Bassanini and Ernst, 2002). Therefore
improvements in the way goods and services markets operate should play an
important role in the Government's strategy of increasing employment rates and
total factor productivity. What is most required is a powerful competition authority;
more competition in network industries; a sound architecture of financial markets;
and lower administrative burdens for citizens and companies.

Competition policy

The Belgian system of competition policy consists of two types of
authorities — the general competition authority and sector-specific regulatory
bodies for the surveillance of postal and telecommunications services, electric-
ity and gas markets, air transport, railways and financial services markets. The
general (cross-sectoral) competition authority, consisting of the Competition
Council as a decision body and the Competition Service as an executive and
investigative arm, received additional competencies by European Commission
Regulation (EC) 2790/1999 of December 1999 conferring the observation of verti-
cal agreements and concerted practices to national authorities. This was the first
implementation step of the European Council’s project of decentralising investi-
gation of antitrust cases. To cope with the additional workload, the government
decided to increase the staff of the council and the service (OECD, 2001f, p. 79).
The restaffing of the Competition Council was completed in July 2001. After
some delays, staffing of the Competition Service (38 posts) and of the body of
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independent reporters in charge of directing the inquiries (four posts) was completed
during 2002. Due to the delays, a backlog of unfinished work has built up, especially in
the area of complaints. Even when running at full steam, the competition authority is
not big by international standards. On 22 February 2002, the government agreed on
the principles that should lead to the simplification and standardisation of the
procedures governing market regulation in Belgium. The reform intends notably
to clearly define the roles of various players in the regulatory system (technical
ministries, sector specific regulatory bodies and the Competition Council) and to
ensure strong and independent regulating structures. One specific feature of the
Belgian organisation is the setting up, besides the Court and the administrative
competition services, of a specific body (the Body of Reporters) responsible for
investigations and bringing cases before the Court. The legislator clearly wishes to
reinforce the separation between investigation and decision-making.

Although the vacancies are filled, coping with the newly assigned tasks
will remain challenging. Vertical agreements and concerted practices are generally
difficult to prove and investigations in these fields are resource consuming. At the
same time, such investigations tend to unveil behaviour socially more harmful
than many a merger at the lower end of the notification interval.'”® Such mergers
often obtain approval, either because the merging firms do not acquire a domi-
nant position, or because the relevant market extends well beyond national
boundaries so that even a turnover above € 40 million on the Belgian market is
not problematic.'' In spite of the benign outcome of most merger examinations,
almost a quarter of the Competition Service’s staff were allocated to concentra-
tions in 2001 (OECD, 2002d, p. 8). Reducing the workload in the field of merger
control would free valuable resources to enhance investigations into vertical
agreements and concerted practices and thus allow for a more efficient balance
between traditional and newly assigned tasks. The government should therefore
consider raising the notification thresholds for mergers.!"” In the medium term,
further tasks will be conferred to the Competition Council and Service. The
European Council decided to confer further competencies to national authorities
in the field of competition policy and issued the respective regulation in
December 2000. As soon as this regulation is incorporated into Belgian legislation,
probably by the end of 2002, under-staffing is likely to become important again,
both for the Competition Council and for the Competition Service.

The imminent enlargement of the general competition authority should
be seized to tackle a more fundamental issue of current competition policies in
Belgium, which is the need for a clear institutional design specifying the responsi-
bilities and the juridical status of each player in the national framework of compe-
tition policy. Both the partial decentralisation of European competition policy and
the progressive deregulation of traditionally state-owned network industries have
created new tasks that should be reflected by the institutional architecture. For
the time being, the relationship between the sector-specific authorities and the
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government varies across sectors. On the one hand, the regulator of the electricity
and gas market (CREG) and the one of financial markets (BFC) enjoy a high degree
of independence. The regulator of post and telecommunications (BIPT) will receive
a similar status but the project of law has still to be voted by the Chamber of repre-
sentatives, where it was submitted in July 2002 (Chambre des représentants, 2002).
On the other hand, the regulatory authorities for air control and railway transports
are within the Ministry of Mobility and Transports.

The coexistence of a general competition authority and a specialised
authority for network industries may be justified by the trade-off between two
goals. The one is to ensure low prices for consumers through competition and
the other to provide network owners with incentives for capacity investment
through adequate network access charges (Kumkar, 2000a, pp. 31-32). The chal-
lenge therefore consists of finding the minimal access charge that still provides
the network owner with sufficient investment incentives. The first goal is best
entrusted to the general competition authority that expands the control of concen-
tration, vertical agreements and concerted practices to the new fields (rail transport,
production and sale of electricity and gas, mail and telecommunication services).
The second goal involves the practical implementation of non-discriminatory access
to networks and the behavioural regulation of the network owner. This implies
co-operation between the network owner and the regulator because the latter relies
on a steady flow of information from the former on transport costs, network scarcity,
the cost of public service obligations etc. Capture of the regulator by the regulated
firm is a resulting danger that has to be limited by prescribing for the regulator a
maximum of transparency in decision-making.''® Furthermore, if the network owner
is a state-owned, vertically-integrated firm (e.g. SNCB and Belgacom), the specific
task of a competition-friendly allocation of network capacities interferes with other
interests of the government such as raising revenues, protecting employment in the
public sector or granting a generous level of public services. This is why the behav-
ioural regulation of the network owner should be made independent from the
ministry in charge of the respective network industry. This has already been
achieved for the electricity and gas markets and would also be desirable for the
postal sector, telecommunications, the railways and air traffic. To make sure that
the independent regulators use their discretionary power in line with the assigned
objective (adequate network access charges and capacity investment), they are
also to be made accountable for their activities.''” Any institutional solution
should be guided by the three principles of transparency, independence, and
accountability (Kumkar, 2000a, pp. 13-19).

Does this mean that there should be one independent regulatory agency per
network industry? Although this would represent an improvement over the current sit-
uation of regulation within ministries, one should take into account two disadvantages
of a sector-specific solution compared to a cross-sectoral one. First, the asymmetry of
interest representation by stakeholders is bigger with a sector-specific agency. As a
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head of the latter, the government could be tempted to appoint a high civil servant
recruited from the state-owned enterprise on grounds of his or her technical and
commercial experience. However, it is important that the top executive of the regu-
latory body come from outside the industry because this obliges the technical
experts on both sides to give comprehensible explanations of their propositions
and makes capture more difficult.''® Second, technical and institutional progress
may reduce the intensity of network regulation needed in the future and make parts
of the sector-specific agencies obsolete.!'” In their own interest, the officials of the
agency could then try to delay or prevent this step. Both of these disadvantages can
be addressed by some combination of following steps. First several sector-specific
regulators can be brought together under a common direction.'?® The sector specific
regulators can then be absorbed into the general competition authority.'?' Finally,
the competition authority can be given a role in sunsetting provisions. For example,
the competition authority can be empowered to declare that regulation is no longer
needed in a sector and that declaration can directly or indirectly lead to bringing
the regulation to an end.

Network industries

Railways

As in other EU countries, rail transport in Belgium is attributed an impor-
tant role in cushioning the social and environmental costs of the substantial
increase in traffic. However, despite rising road congestion problems, market
shares of railways both in passenger and in freight transport have strongly
declined in the past. One major problem is the lack of interoperability between
national railway systems — a handicap hitting a small country like Belgium espe-
cially hard because it prevents rail transport to play out its comparative advantage
where it is known to be biggest, i.e. on medium and long distances.'?? Another
major problem closely linked to the first one is the lack of competition in freight
and passenger services. It is mainly due to their non-separation from infrastruc-
ture management'?® and has led to substantial rents for “insiders” in terms of
labour hoarding, slow productivity growth (including low ICT use) and a low pace
of organisational and product innovation.

In Belgium, these problems have led to a particularly low performance of
the railway system. Belgium had the third highest cost per ton-kilometre among
EU countries in 1997 and the second lowest revenue/cost ratio (Table 25). One
reason for this appears to be that restructuring was slower than in most EU countries
during the last two decades and especially in the 1990s, resulting in a relatively mild
reduction in staff numbers (Table 26). In 1999, the ratio of railway staff per
1 000 inhabitants was the second highest among EU countries. As decomposition
into labour and multi-factor productivity is not feasible for the railway industry
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Table 25. Financial indicators for selected European railways
Operating cost/Train km Receipts/Traffic units Revenue/Cost ratio
(£ sterling) (pence) (cost recovery)
1989-94 1989-94 1989-94

1994 1997 Mean 1994 1997 Mean 1994 1997 Mean
Austria 14.2 14.5 14.8 3.3 3.3 3.4 0.38 0.39 0.40
Belgium 23.7 17.2 20.7 3.1 3.3 3.0 0.21 0.30 0.24
France 15.7 22.0 16.3 3.5 3.4 3.5 0.50 0.35 0.51
Germany 8.6 10.1 n.a. 5.0 4.8 n.a. 0.89! 0.74 0.50
Britain 17.5 n.a. 11.2 6.0 n.a. 6.1 n.a. n.a. 0.70
Italy 19.0 17.6 26.8 3.8 23 3.0 0.44 0.29 0.26
Netherlands 9.2 14.4 8.8 3.4 4.0 3.2 0.54 0.41 0.50
Portugal 10.4 7.5 12.0 1.9 2.0 2.1 0.37 0.37 0.37
Spain 11.5 10.2 12.7 2.8 25 2.8 0.36 0.44 0.35
Sweden 13.2 10.2 11.2 2.2 2.6 2.3 0.42 0.51 0.54
Switzerland 14.0 n.a. 13.3 3.9 n.a. 3.9 0.46 n.a. 0.48

1. Comparison with other countries difficult.
Source:  OECD (2001g), p. 134.

Table 26. Changes in railway employment in European countries

In per cent

Austria
Belgium
Denmark
Finland
France
Germany
Greece
Ireland

Italy
Netherlands
Norway
Portugal
Spain
Sweden
United Kingdom

Employees per

1979-1999! Annual average? 1991-1999 Annual average 1 000 inhabitants
in 1999°

n.a. n.a. -24 -3.0 6.3
-33 -2.0 -7 -0.8 4.1
-48 -3.4 -48 =7.1 2.1
n.a. n.a. -33 -4.3 2.5
-33 -2.0 -12 -1.5 3.0
=27 -1.6 —41 -5.7 3.0
-13 -0.7 -18 -2.2 1.0
-72 -6.9 -18 -2.2 1.3
-49 -3.3 -48 -6.9 2.0

-4 -0.3 -6 -0.7 1.6
n.a. n.a. -53 -8.1 1.4
-49 -3.3 -39 -5.3 1.3
=52 -3.6 -29 -3.7 0.9
n.a. n.a. —44 —6.1 1.2
=54 =5.1 -38 -5.1 1.9

1. Denmark, Greece: 1998, Ireland: 1997, Netherlands, United Kingdom: 1994.

2. Austria: 92-00, Spain, Denmark: 90-98, Ireland 89-97, Italy: 85-95, United Kingdom, Netherlands: 85-94.

3. Denmark, Greece: 1998, Ireland: 1997, Netherlands, United Kingdom: 1994.
Source: European Conference of Ministers of Transport.
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due to missing data, empirical research on performance across EU countries has
favoured measures of technical efficiency and cost efficiency. As to the former,
results for Belgium are at best mixed, placing the country at the low end of the
second third (Gathon and Pestieau, 1995; Coelli and Perelman, 2000) or at the end
of the ranking (Cowie and Riddington, 1996).'>* When it comes to cost-efficiency of
rail freight and passenger services, Belgium takes the penultimate position (Cantos
and Maudos, 2000 and 2001).'?> If prices paid by passengers of the national railway
carrier (SNCB) are low nevertheless, it is because not only infrastructure but opera-
tions as well are subsidised in line with the Government strategy for sustainable
transport.

The issue of revitalising the railways and providing for their interoperabil-
ity throughout the European Union needs to be tackled both at the national and at
the supra-national levels. The European Union has been pushing for more compe-
tition in rail markets since 1991. Whereas past directives and regulations laid the
ground by prescribing some vertical separation between infrastructure manage-
ment and service provision, competition on rail freight markets started being
introduced recently. In the near future, open access will be gradually extended to
the whole freight network —enforced by European competition policy — while
problems of interoperability are to be addressed by harmonisation and standardi-
sation, and an opening-up of national passenger transport markets has been
announced for later this decade (Box 4).

For these initiatives to succeed, national policies are key because
national barriers protecting existing companies are still preventing market entry
quite effectively. Recent action taken by the Belgian Government mainly con-
sisted of transposing EU directives and pursued the broad aim of making railway
transports more attractive and the national carrier more competitive (Belgian
Progress Report, 2001). A law to be promulgated in 2002 transposes the vertical
separation requirement in line with EU-directive 2001/12. Yet this separation is
limited to accounting, whereas the juridical unity of the state-owned firm is main-
tained, making competition more unlikely. To make up for the resulting lack of
incentives and move towards a more outcome-oriented mode of public manage-
ment, the Government negotiated a new management contract with the SNCB fix-
ing objectives and means to achieve them. Both quantitative targets (50 per cent
more passengers; 50 per cent more goods on the rail by 2010) and qualitative tar-
gets (e.g. security, punctuality) were determined. Furthermore, to promote compe-
tition on rail freight market in line with another EU directive, a bill for the creation
of two separate regulatory bodies charged with allocation of capacity and overall
control, respectively, was presented in 2002. The award of licenses, however,
remains with the Federal Ministry of Transports under these provisions. Finally,
investment into infrastructure and rolling stock material will be increased substan-
tially over the period 2001-12. Compared with the previous plan (1996-2005), the
volume of the new investment plan is higher by about 60 per cent on average.
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Box 4. Railway reform in the European Union

For more than a decade, revitalising the European rail sector to reverse the
long-term trend of declining market shares of the railways both in freight and pas-
senger transport has been preoccupation for the European Commission. Foster-
ing on-track competition was seen as a means of achieving a better integration of
national networks, the major requirement in rendering the railways efficient and
competitive in relation to other modes of transport. A first directive (91/440/EEC)
covered four areas (OECD, 2001g, p. 45):

— Financial strengthening to place railway undertakings on a sound financial
footing.

— Management independence so as to run railway undertakings as commercial
organisations.

— Separation of infrastructure from operations.

— Access to infrastructure for companies engaged in international combined
transport.

Given slow progress in implementation following this 1991 directive, the latter
two objectives were made more specific by two related directives (95/18 and 95/19)
on licensing of railway undertakings and allocation and pricing of railway infrastruc-
ture for third party access, respectively. As it became clear that the interational inte-
gration of rail services hardly improved during the nineties, the Commission
launched a Directive on interoperability of high speed rail in 1996, which was
extended to conventional rail in 1999. It dealt with improving the organisation of
international services, particularly at border crossings, allowing locomotives and driv-
ers to cross borders and developing a single market for rail equipment.

An overall evaluation of Directives 91/440/EEC, 95/18 and 95/19 led to revised
proposals in 1999 in a communication that has become known as the Railway
Package, COM(99)616. In the field of financial strengthening separate profit and loss
accounts for passenger and freight services were to be introduced and cross-sub-
sidisation to be prohibited. As to management independence, an active role for gov-
ernments was acknowledged for infrastructure investment and public service
contracts, but intervention was seen as going too far in many countries. This takes
the form of over-regulation of passenger services and fares, of preventing adjust-
ment to the size of the network (particularly closures) and political influence on
procurement decisions and management appointments. In achieving separation of
infrastructure from operations, the initially prescribed separation of accounts was
judged insufficient because it left the incumbent railway undertaking too closely
linked to infrastructure managers. Finally, access to infrastructure was judged unsatis-
factory. Therefore the Railway Package required that control of access be the
responsibility of an independent body and open access should progressively be
granted for all international freight services. The European Commission thereby
acknowledged that relying on co-operation between national Railway Companies
(as an alternative to competition) did not yield the expected improvements in
interoperability and henceforth sees full liberalisation as the final goal.

© OECD 2003



142 OECD Economic Surveys: Belgium

Box 4. Railway reform in the European Union (cont.)

The issues discussed in the Railway Package were tackled in three specific
directives (2001/12, 13 and 14) of March 2001 relating to infrastructure access, licens-
ing and safety certification of railway undertakings and capacity allocation which
have to be transposed into national law until March 2003. In January 2002 the
European Commission launched a “second Railway Package” intended to speed up
the opening of rail freight markets and the improvement of inter-operability by five
measures (European Commission, 2002¢c). Competitors must be given access to the
Trans European Rail Freight Network for international services by 2003, for
national services (cabotage) by 2006, and will enjoy access to the entire network
for all types of freight services by 2008. The other measures aim at extending the
inter-operability progress made on the high-speed network to the conventional
network, finding a common approach to safety and creating a European Railway
Agency to enhance mutual recognition of safety requirements. In its White Book on
transport the Commissions has announced the next steps of its medium-term strat-
egy (European Commission, 2001c, pp. 34-36). They will consist of removing further
barriers to entry to the rail market (reinforcing regulators’ powers, simplifying customs
procedures, strengthening the rights of freight customers and passengers) and open-
ing up the market in passenger services in three steps — niche markets, international
services without cabotage and, finally, all services.

Excluding investments for the high-speed train network, which will be completed
by 2006, about two-thirds of the SNCB's total investment will be financed by funds
from outside the company (Ministry of Mobility and Transport, 2002, p. 2).

The Belgian economy would benefit from an internationally-integrated
railway network with active competition among providers of transport services.
First, opening a protected service sector to international competition involves
welfare gains from trade, which are expected to be particularly large due to the
input-providing character of most rail services for the economy. Conversely, mal-
function in input markets puts a strain on Belgian goods producers unable to pass
on costs to customers in an international environment with open goods markets
and neighbouring countries moving forward in service liberalisation.'? Second,
horizontal integration of networks (interoperability) with other European countries
would boost the railways’ competitiveness compared to other modes, as intended
by the government. To achieve this, the technical harmonisation efforts at the
European level have to be supplemented at the national level, notably by an out-
right separation between infrastructure management and transportation services.
Actually there is a trade-off between vertical and horizontal integration for at least
two reasons (Knieps, 1996, p. 38 and p. 45). Given that infrastructure provision is
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considered a public service obligation in most EU countries (and in Belgium), each
system is bound to national boundaries and does not necessarily have an optimal
size. Efficiency gains could be realised if mergers and spin-offs could lead to optimal
size of active firms at least in the transport services business that allows both for niche
suppliers and multinational transportation companies. Moreover, the economic incen-
tives to exploit all economies of scale and scope from interconnection are much
higher for a vertically disintegrated network owner than for an integrated firm.'*” The
OECD expects that gains from improved interoperability in the wake of vertical
separation more than outweigh its cost (mainly increased co-ordination) in Western
Europe with its small, open and traffic-intensive economies (OECD, 2001g, p. 39). The
Government should therefore push forward the separation between infrastructure
and transport services.'?

Further conditions must be in place to provide for active competition
in the rail market. As the state-owned carrier will continue to provide transport
services, the regulatory framework has to be strengthened to ensure truly
open access to the network. Competition policy has to prevent the SNCB from
abusing its dominant position and the institutional setting should aim to avoid
conflicts of interest between the regulation of network access and general
transportation policy or public management of state-owned enterprises.
Therefore the announced creation of an independent regulatory authority is
welcome, but the Ministry of Transport should also delegate the awarding of
licenses to an independent regulator as it plans to do for capacity manage-
ment and safety control. Moreover, it might be preferable to integrate the new
regulator into the framework of general competition authority in order to mini-
mise its reliance on the incumbent company in staff recruitment and to install
an efficient complaint body for potential entrants (see sub-section on competition
policy above).

Withdrawing artificial market barriers would mobilise productivity
reserves and competitive forces within the SNCB but the incumbent also needs
managerial freedom to take commercial decisions. This is why some EU coun-
tries (e.g. Germany and the Netherlands) strengthened the managerial inde-
pendence of their major rail companies. In Belgium the clear objectives given
in the new management contract allow for a higher degree of freedom in choos-
ing the means of how to achieve these objectives. However, the commercial
freedom of railways is restricted more than necessary by preventing adjust-
ments to the size of the network, by political influence on senior management
appointments and by regulation of passenger services and fares (European
Commission, 1998). As to the latter, the decision to declare all passenger ser-
vices a public service obligation to be carried out by the SNCB is costly because
it precludes competition in passenger transport altogether. There are more effi-
cient and market-friendly ways of achieving the Government’s aims of low prices
for users and high network coverage, notably auctioning out to highest bidders
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or public offerings to the provider claiming the lowest subsidy, while being
responsible that quality standards are met. There is also a strong budgetary case
for a conceptual separation between pricing policies and the organisation of the
rail industry: letting competition bring down unit costs per passenger kilometre
would greatly reduce the need for operational subsidies.'” The government
should therefore open up passenger rail transport to competition.

The infrastructure investment plan announced by the government should
be carried out without any delay. Infrastructure bottlenecks should be removed
as fast as possible because they increase the shadow price of network access
and congestion-induced time costs of rail transports. Infrastructure is particularly
important for freight transport, which the government wants to put on an equal
footing with road haulage. The current system privileges passenger transport
over freight without cost-benefit considerations. Inter-modal competition in
freight markets is further distorted by favourable tax policies towards diesel
trucks (raising air quality problems, see section on sustainable development). In
general, road haulage pays less than its marginal social costs (including external-
ities from congestion, road wear and tear, and air pollution) according to empiri-
cal studies (European Commission, 1999a and 2000b). This leads to excessive
use of the road network and exacerbates the already high social costs of conges-
tion, the quantitatively most important negative externality of road transport. The
appropriate answer consists of congestion pricing to allow for shifting part of the
congested traffic towards off-peak periods (European Commission, 1999a, p.17),
and indeed to rail transport.

Despite huge operational subsidies for rail passenger transport, road
congestion remains a major problem in Brussels. Indeed train subsidies are a
blunt instrument to achieve less road congestion because the relief from the
modal shift is partially offset by the fact that mobility as a whole becomes
cheaper compared with other goods, leading to an increase in overall traffic
demand (Parry 2002). As pointed out in the last survey (OECD, 2001f, pp. 117-118
and 133-134), increasing the price for parking space in Brussels and peak-
pricing of roads would be more efficient to reduce the social costs of conges-
tion. Once one can correct the pricing of car transport in this way, it is no longer
justified to set tariffs much below the marginal social cost for public transit
(European Commission, 1999a, p.21). In the long run, this could even do more
harm than good to sustainable mobility, since subsidies to mobility distort
people’s choices of residence against life in cities, where an ever higher share
of employment is located as tertiarisation goes on. If commuting increases sig-
nificantly faster than employment in an urban area, this could be an early
warning sign that mobility is being under-priced. In co-operation with the city of
Brussels, the governments should therefore reconsider pricing of parking space
and road use at peak times, thus allowing for a reduction in operational rail
subsidies.'®’
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Electricity and gas markets

In the electricity sector current policies hinge on adapting the regulatory
framework to legal unbundling of production, transmission grid management and
distribution of electricity foreseen in the Electricity Act of 1999 that transposed
the EU electricity directive. The major challenges consist in the implementation of
a de facto independent Transmission System Operator (TSO) and the taking-up of
monitoring and control powers by the CREG (Commission de régulation de I'électricité et
du gaz), the national regulator. In May 2001 the incumbent players and the Secre-
tariat for energy agreed on the ownership structure for the TSO, the composition of
its Board of Directors and on a timetable for remaining issues concerning the TSO.
Specifically, municipalities should hold 30 per cent of the future TSO, Electrabel/
SPE, the main producer, 30 per cent, and 40 per cent should be sold on the stock
exchange. Furthermore, half of the Board of Directors should consist of indepen-
dent members, who have been approved in the meantime. In June 2001 the
incumbent network operator, CPTE, a subsidiary of Electrabel, created itself a new
subsidiary, ELIA S.A., to become the TSO. In October 2001 an agreement was
signed concerned with giving the municipalities their 30 per cent participation.

The liberalisation process has fallen behind schedule as the elaboration
of the statutes of ELIA S.A. was delayed until September 2002. Only since then has
the grid operator been able to carry out the pending steps of the electricity direc-
tive, namely the regulated transport tariffs, the terms of third party access, an
investment programme for the network (especially interconnection capacity with
other countries), a technical code for electricity transport, and dispute settlement.
Once these rules of the game are fixed, the market players will have to align their
daily operations to them and the regulatory authority will ensure that the rules be
respected. But as long as these rules are not adopted, the CREG cannot play its
operative role as an arbiter of competition.

These delays are one reason for the still low market share of new entrants,
another one being that only big customers (buying more than a threshold level)
are allowed to choose their supplier freely for the time being. About half of the
electricity market has this eligibility at the moment. Cross-subsidisation from the
household to the corporate sector further hampers competition from new entrants
who cannot improve their profits by delivering to households.'*' Complete free-
dom of choosing one’s supplier is expected to be implemented at the latest date
allowed by the EU directive (1 January 2007) except for the Flemish region that has
decided to bring complete liberalisation forward by one year, i.e. to July 2003. A
further reason for slow entry is that low availability of interconnection capacities
prevents more electricity imports. If the liberalisation process continued to lose
steam, it would be unlikely that market penetration by new entrants would reach
substantial levels in the near future. Accordingly, the outlook for electricity prices
in the eligible part of the market (medium-sized and big enterprises) would be
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less favourable than it could be, and the economy would have to wait until 2006/
07 for the efficiency gains from lower input prices to materialise. This is why the
Government should speed up the reforms and complete the regulatory work that
remains to be done.

The more pro-active attitude towards the liberalisation programme in
Flanders is in part due to the fact that municipalities in the Flemish region rely
less heavily on the monopoly rents from electricity distribution earned by their
inter-municipal trusts (“intercommunales”) who still own and operate the network.!*?
Rather than financing public goods from distorted electricity prices, municipalities
and regions should soon reach an agreement on how to substitute for the reve-
nues to be lost. Removing this major source of resistance will improve chances for
competition to take place.

In the gas market, transport and retail have been unbundled and the eligi-
ble part of the market broadened in July 2001 and now covers some 58 per cent of
the total market. Consumers will get free choice of suppliers in October 2006. In
autumn 2001 the dominant firm, Distrigaz NV, took an important step by legally
separating into Distrigaz NV and Fluxys. The latter is in charge of the operation
and development of the transport grid, storage facilities and LNG terminal. In
spite of this progress, the market share of new suppliers is still small (5 per cent).
Regulation will have to ensure that Fluxys actually grants access to all suppliers on
equal terms. To achieve this on a sustainable basis, the capital ownership struc-
ture will have to reflect Fluxys’' independence from dominant suppliers and pro-
ducers. In October 2002 the CREG approved the tariff structure suggested by
Fluxys and which implies that the average price for the transportation of gas will
come down by 20 per cent compared to its level at the end of 2001. Although
changes in the border price of gas will continue to depend largely on oil prices,
the compression of profit margins due to more competition in distribution means
lower average gas prices ahead for households on average. The regions are in
charge of access regulation and the detailed implementation of the new frame-
work. Whereas the Walloon and the Brussels regions still have to define the neces-
sary legal provisions, the Flemish region decided last June to bring the date of full
eligibility forward to July 2003.

Telecommunications and e-commerce

The market for fixed line telecommunication in Belgium experienced quite
divergent price developments during the past two years. On the one hand, aver-
age charges for fixed line international calls fell by about 50 per cent, suggesting
that competition has been effective. By May 2002 prices for international calls had
come close to those applied in France, Germany and the United States, were sig-
nificantly cheaper than in the United Kingdom but remained less affordable than
in the Netherlands (Figure 40, panel A). On the other hand, prices in the field of
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Figure 40. Recent trends in prices for international and national calls
in selected countries?

May 2002 versus August 2000, in US$ using PPP
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Fixed networks.

Prices for single international call in Belgium in August 2000: US$ PPP 1.34 (business) and US$ PPP 1.79 (residential).
Average call charge for one single call weighted by traffic (business: excluding tax; residential: including tax).
National call charges in August 2000: US$ PPP 958.51 (business) and US$ PPP 445.43 (residential).

OECD basket of residential and business telephone charges. Excluding international calls and calls to mobile
networks.

Source: OECD (2001b) for 2000 data and OECD Secretariat for 2002 data.
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national fixed line telecommunication decreased only moderately for businesses
(by 9 per cent) and stabilised for households.'** With the average call charge
roughly stable in Belgium and slightly on the rise in neighbouring countries, price
convergence within the EU continued (Figure 40, panel B). The charge for the
OECD composite basket for fixed networks in Belgium was only slightly above the
EU average in 2002 (Figure 41, panel A).

Stabilising local call prices above average costs and huge differences in
trends between international and national call prices point to slow progress in
unbundling of the local loop. Despite an agreement reached in May 2001 between
Belgacom (the incumbent firm) and other operators on opening the “last mile”,
the number of fully unbundled lines is still low. The independent regulator for
postal services and telecommunications, the Belgian Institute for Postal services
and Telecommunication (BIPT), has therefore launched an accompanying process
by promoting the easiest methods of collocation (Belgian Progress Report, 2001,
p. 16). To lower the costs of access to the last mile, the Ministry of Telecommunica-
tions followed the suggestion by the regulator of prescribing a transparent aver-
age-cost based access pricing structure in February 2002.'** Belgacom’s dominant
market position deserves particular scrutiny by the regulator, who should remove
remaining price barriers to market entry for local calls.

Besides pricing, it is important to put all operators on an equal footing in
other regulatory fields including taxation and the distribution of the costs of pub-
lic services. As to taxation, Belgacom'’s real estate tax exemption was abolished as
of 2002 to bring the incumbent’s tax treatment in line with EU competition rules.
As to the public service obligations imposed to Belgacom, the market leader
claims that all operators participate in financing them. If the Government installs a
“public services funds” (fed by contributions according to each firm's market
share), it should ensure that only the net costs of public services be reimbursed'®
and that full reimbursement be conditional on the achievement of previously
agreed outcomes.'*¢

The most remarkable recent development in mobile telephony was the high
demand for capacity for the wireless local loop. The four licenses awarded from Janu-
ary to September 2001 turned out to be insufficient to cover demand so two more
licenses were auctioned at the end of 2001. Nevertheless, at the moment operators
are less enthusiastic to develop wireless telephony projects because of the high
investment costs and bad economic conditions. The market share of Belgacom
Mobile, the affiliate of the incumbent operator, is still high but has come down mark-
edly since the arrival of two competitors. In February 2002, the bigger of the two,
Mobistar, was judged as having significant market power, as had already been the case
for Belgacom. As a consequence, both firms have to base their tariffs for call termina-
tion on actual costs, which could lead to lower tariffs according to national experts.
Business mobile telephone charges had already fallen by 24 per cent (households:
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Figure 41. Telecommunication prices in selected countries
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1. Fixed and usage charges. Calls to mobile networks and international calls are included. VAT excluded. The business
basket contains three times as many calls as the residential basket. About 85 per cent of business calls occur at day-
time which further explains higher costs.

2. Business: the basket includes 300 national minutes per month including 60 international minutes. Residential:
50 minutes per month, excluding international calls.

3. The basket includes 40 one-hour calls. Off peak is taken at 20h.

Source: OECD (2001b) and OECD Secretariat for 2002 data.
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5 per cent) between August 2000 and May 2002. They are now lower than the EU aver-
age (Figure 41, panel B) and have ranked in the most competitive third of all OECD
countries since May 2000. No longer falling prices for fixed network local calls due to
incomplete unbundling have contributed to the success of wireless telephony, which
has become an interesting alternative to the local loop (Belgian Progress Report, 2001,
p. 16). A major recent breakthrough was the introduction of number portability for all
users, which is expected to stimulate price competition in the medium term through
switching of suppliers, mainly at the expense of the market leader.

Internet use was characterised by a gradual switch from dial-up to fast
Internet access during the last two years. While prices for dial-up access increased
sharply, making Belgium one of the most expensive OECD countries'*” (Figure 41,
panel C) and reflecting significant market power in the fixed local loop, fast Inter-
net access via broadband has been expanding at a remarkable pace since 1999.
During 2002, prices applied by the main providers of internet access via DSL con-
nections have declined. Two technologies are available for fast Internet access,
ADSL and cable. The fact that Belgium has the leading penetration rate for cable
television networks in the OECD area (OECD, 2001i, p. 23) facilitated an early
launch of the first high-speed Internet access (August 1997). Since Belgacom intro-
duced the DSL technology by launching its service in October 1999, a significant
degree of “inter-modal” competition has developed. By the end of 2000, DSL ser-
vices were available to 75 per cent of the population (OECD, 2001i, p. 24). The
number of ADSL connections almost quadrupled from 145 000 in March 2001 to
503 000 in June 2002 (INS, 2002). Challenged by cable operators, the incumbent
improved its DSL services in terms of speed, user-friendliness, and gratuity of the
starter kit and speeded up the rollout of DSL-coverage."*® As a result, Belgium has
made up for its delay in Internet connection of households compared with the EU
average; the penetration rate tripled from 1999 to 2001, reaching 36 per cent. The
number of Internet hosts per 1 000 inhabitants reached 60 in July 2001, more than
in France but less than in the Netherlands (Figure 42, panel A).

Inter-modal competition has enhanced ICT use by consumers and prepared
the ground for a more dynamic development of e-commerce in the future. Yet besides
high Internet penetration rates, the development of e-commerce requires safety
conditions to be in place. The best available indicator to gauge how well these con-
ditions are fulfilled is the number of secure socket layer (SSL) servers related to the
number of inhabitants.'® In Belgium, this ratio on average doubled each year
between mid-1998 and mid-2001, slightly outpacing the rates of growth observed in
other OECD countries on average (Figure 42, panel B). Yet due to low initial levels
secure server penetration per capita still only reaches a bit more than one-third of
the OECD average and 14 per cent of the one observed in United States.

For e-commerce to become an attractive alternative to traditional com-
merce, the comparison of transaction costs between the two forms of commerce is
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Figure 42. Recent trends in the number of internet hosts
and secure servers in OECD countries
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crucial. Unresolved regulatory problems as well as relatively high prices for broad-
band access make Belgium a still quite expensive place for e-commerce.'" As far
as regulation is concerned, the monopoly for electronic registered mail has not yet
been abolished and the Ministry of Finance has still to agree on the certification of
digital signatures and the use of electronic invoices. As to prices for broadband
Internet access,'*! the Belgian incumbent was one of the few suppliers of ADSL
access in the OECD who did not yet include an unlimited amount of information
covered by the monthly rental charge at the end of 2001. The additional per-unit
cost beyond the threshold was the highest reported.'*? Consequently, as commer-
cial applications usually imply the transfer of huge quantities of information, the
use of e-commerce in Belgium lags further behind the OECD average than does
Internet host penetration, which is shown by a point above the regression line in
Figure 43. By contrast, among the five countries with the highest secure server
penetration, four have a tradition of non-metered access pricing.'*® As far as cable
modem Internet access is concerned, it is true that the main Belgian operator
grants an unlimited amount of information to subscribers, but the monthly fee
ranks at the higher end of the price range internationally applied (OECD, 20011,
p. 56). Thus although infrastructure competition has greatly enhanced broadband
penetration, price competition is still not strong by international standards and
requires more scrutiny by the regulator.

Postal services

In the postal sector, where the market for letters and parcels above 350 grams
was opened up in 1999, the limit is scheduled to come down to 100 grams in 2003.
To prepare for competition, la Poste, the incumbent monopolist, underwent some
more reorganisation after having been transformed into a limited liability com-
pany under public law in March 2000. The holding co-ordinating la Poste (Belgian
Post Group BPG) created several subsidiaries that have diversified by mergers
and acquisitions into new market segments. A listing on the stock market is
planned for 2004. On behalf of the public owner, the Council of Ministers sched-
uled major investments to modernise the equipment and infrastructure over the
coming five years.

To finance public service obligations, la Poste and the government
signed up an agreement in May 2002, specifying the amount of subsidies la
Poste will receive from 2002 to 2006. In 2002 the amount will increase by 8 per
cent compared to the 2001 figure and reach € 227 million (close to 0.1 per cent of
GDP).'* The gap between this amount and the actual costs of public service
operations is expected to disappear within two years thanks to productivity
gains. Maintaining the current density of post offices is part of the agreement.
Transparency of the costs of public services improved after the introduction of
double-entry accounting.
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Figure 43. Internet hosts and secure servers penetration at a glance
July 2001
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For the Belgian postal sector, some regulatory and efficiency challenges

lie

ahead. The diversification of the post holding in combination with public subsidisa-
tion is at odds with active competition in the area of classical mailing. Public owner-
ship provides BPG with advantages over private firms regarding liquidity and
entrepreneurial risk in new electronic communications markets. These markets are
typically characterised by initial losses and thus a substantial need for financial
reserves.'® This entails a danger of competition being distorted, even more so
when two publicly-owned incumbent firms such as Belgacom and BPG conclude
joint ventures. With a dominant position of the incumbent in new services, market
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shares in classical mailing become easier to defend even if cross subsidising is not
allowed.

The federal government should therefore withdraw relatively quickly from
BPG segments that reveal no public service character. It should also withdraw from
those parts of the classical mail industry that do not have natural monopoly char-
acteristics. Just as with railways, market failure due to huge sunk costs only occurs
at the level of infrastructure provision. The Government is considering separating
mail delivery services (“mail”) and infrastructure management (“retail”) into inde-
pendent business units (Belgian Progress Report, 2001, p. 19), which would be a
welcome first step to prepare the withdrawal from delivery. It facilitates the identi-
fication of public service obligations and favours a more parsimonious use of sub-
sidies. Last but not least, the public service obligation for rural areas does not
mean that a state-owned enterprise has to provide the service. Once the monop-
oly has fallen, mail services could either be auctioned at minimum-subsidy claim
in unprofitable areas or a universal service obligation imposed on all active firms.
This obligation would be financed by a universal service fund fed by contributions
from all active firms with the payoffs being determined according to the volume of
public services actually delivered by each firm. In any case the state-owned
“retail” branch of la Poste would rent fixed assets to the active mail delivery firm.

As long as the publicly-owned incumbent remains vertically integrated,
care should be taken to put private enterprises on an equal footing in terms of
competition. This includes an equitable fiscal treatment. At present, la Poste is
not paying any taxes or dividends. Moreover, in line with the shrinking share of
classical mailing in overall communication, cost-saving alternatives to traditional
post offices (e.g. contracting-out to retailers) should be encouraged. Under the cur-
rent system, la Poste has to ask the local authorities for permission if it wants to
downsize unprofitable post offices to postal service points, which in general pro-
vide about the same range of services. Neither the local authority, which does not
pay the subsidy, nor la Poste, which receives a subsidy in line with the actual
costs, has an incentive to reduce the amount of subsidisation.

Financial markets

So far, the financial sector in Belgium has resisted reasonably well the glo-
bal economic weakness, sectoral and regional crises as well as the decline in stock
market valuations since 2001, partly due to the low exposure to the areas most hit
and to a high proportion of traditional banking business. The ratio of own funds to
a risk-weighted amount of outstanding credits for banks under Belgian law kept
rising until the end of 2001 when it reached 12.9 per cent on a consolidated and
10.7 per cent on a company basis (NBB, 2002c, p. 54). This is well above the mini-
mum solvency ratio imposed by the Basle Accord (8 per cent). The government
has supported this favourable record by preparing a number of financial market
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reforms since it came into office in 1999. In August 2002, a bill laying the ground for
a major overhaul of the institutional framework of financial market supervision
passed the parliament and the senate, and a bill aiming at strengthening corpo-
rate governance was turned into law. Furthermore, the government is preoccupied
with improving the financing of small and medium-sized enterprises (SME) and
with the development of venture capital markets.

Prudential supervision

Under the current system, two regulatory bodies, the Banking and Finance
Commission (BFC) and the Office for Insurance Control (OIC) are in charge of
micro-prudential supervision, whereas the NBB is in charge of the stability of the
financial sector as a whole. Until now, co-operation between micro- and macro-
prudential supervision was limited by the fact that only one member of the Execu-
tive Board of the NBB was also a member of the BFC. The major trends on financial
markets in recent years have called this institutional arrangement into question.
First, banks have more and more diversified into the insurance business and vice
versa, strengthening the case for more active co-operation between the two micro-
prudential supervision authorities. Second, the concentration process has contin-
ued —a major event in 2001 was the merger between Artesia and Dexia Bank
Belgium — and has lowered the number of large banking groups on the Belgian
market to four. Compared to the market structure in the past, this intensifies the
repercussions of an individual default on the financial system as a whole, calling
for enhanced co-operation between the micro- and the macro-prudential supervi-
sion levels. A further reason for such co-operation is the regulators’ wish to encour-
age banks to smooth their own funds over the business cycle in order to limit the
pro-cyclical tightening of credit supply in an economic downturn. This smoothing
requires banks to build their solvency ratios to well above the minimum required in
good times and implies integrating macroeconomic developments in the analysis
and assessment of banks’ stability. This co-operation between the supervisor and
the central bank will become more important over the next few years, since banks’
own funds requirements will change with the switch to the new Basle II Accords.'*
Third, bank and insurance ownership structures become more and more interna-
tional, calling for enhanced co-operation in the exercise of international prudential
activities. Belgium — the only country with Luxembourg where co-operation between
micro- and macro-prudential supervision was rather loose — has accordingly
adjusted its institutional architecture. This adjustment is also broadly in line with
the overall stance of the ECB to have an enhanced involvement of national central
banks in prudential supervision.'4

The new law tackles these co-operation issues by providing a strong insti-
tutional link between the three regulatory bodies involved at three levels. First, a
new umbrella organisation, the Council for Financial Stability (CFS), chaired by the
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governor of the central bank and composed by members of the executive boards
of the three supervisory institutions, will deal with strategic issues of financial sta-
bility, crisis management, and other matters of common interest. Second, about
half of the members of the executive board of both the BFC and the OIC will be
chosen from the Executive Board of the NBB. Third, the law obliges the three insti-
tutions to co-operate in particular on operational matters (e.g. on international,
cross-sector, macro-prudential, and legal issues).'*® Within the two micro-prudential
authorities, the law ensures a better separation between the investigation and the
decision-making functions. The BFC, the OIC and the NBB have to sign a Memo-
randum of Understanding specifying the modalities of their co-operation, which
can lead to a merger by Royal Decree between the BFC and the OIC, with the NBB
staying independent.'*® Moreover, the law rearranges the competencies between
the BFC and market organisms involved in the supervision of securities markets,
which became necessary after the integration of the Brussels stock exchange into
an international commercial structure (Euronext). While standing ready to inter-
vene, the role of the BFC in daily supervision work will henceforth be limited to
tasks with a public service character. The dominant idea consists of giving the sector
more autonomy in the welcome transition towards more integrated securities mar-
kets within the EU. Furthermore, the law centralises the procedure of appeal against
all non-regulatory decisions and all decisions on takeover bids by the BFC and the
OIC, for which the Brussels Court of Appeal will be responsible.

Corporate governance

The second major reform project of the current government hinges on cor-
porate governance. The corresponding law was published in the Moniteur belge in
August 2002. Legislative work in this area started well before the accounting scan-
dals on international markets and addresses some of the deficiencies identified since.
For instance, the quality of audit reports was called into question since it became
obvious that companies providing both auditing and consulting services had a strong
incentive to under-report on problems and malpractice. The new law contains provi-
sions to encourage the independence of a company’s statutory auditors. They are not
allowed to accept any function with the company they review during the exercise and
for two years afterwards. If they render other services, they must not declare them-
selves independent and these services must be mentioned in the reports of the
audited company (OECD, 2002f, pp. 8-9). Thus without containing an outright prohibi-
tion of multiple services, these provisions could lead to a market-driven separation
between auditing and consulting activities, as investors’ demand for independent
audits is currently high. If this turns out to be insulfficient to solve the incentive prob-
lems of auditing companies, the government should stand ready to strengthen them
again. Further transparency-enhancing provisions of the law hinge on the repre-
sentation of a corporation in the Executive board of a company, on the disclosure
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of important shareholdings and public offerings for listed companies, and on the
functioning of the general assembly.'*

Another important issue is the protection of minority shareholders and the
resolution of interest conflicts within groups of companies. The interests of small
shareholders can conflict with those of large shareholders, management, or other
stakeholders. Specifically, a controlling company may practice “tunnelling”, i.e. try to
shift assets away from the dominated company, e.g. by applying unfair transfer pric-
ing or forcing the controlled company to buy all shares in a capital increase (Johnson
et al., 2000)."' This is often judged to be legal as long as managers can “justify” their
non-loyalty towards the subsidiary’s minority shareholders by an overriding interest
of the group of companies (“duty of care”). In international comparisons, juridical
systems governed by French civil law, such as France and Belgium, tend to give the
highest weight to the duty of care at the expense of the rival principle, the “duty of
loyalty” leading to minority shareholders losing lawsuits (Johnson et al., 2000, p. 11).
Investors’ additional risk of expropriation has to be compensated, thereby increas-
ing the cost of capital, narrowing the access of firms to external finance and affecting
the breadth and depth of stock markets (La Porta et al., 2000).'°2 The new law on cor-
porate governance addresses this problem by subjecting “significant operations
involving a possible conflict of interest” (OECD, 2002f, p. 9) between members of a
group of companies to specific procedures. To the extent that the interests of the
dominated company and the potential harm to it become transparent, this repre-
sents a clear improvement over the status quo. However, shifting assets from minor-
ity to majority shareholders often takes the more subtle form of day-to-day
management decisions, for instance on transfer prices, and does not necessarily
involve significant operations, which the draft law applies to. If the collection of out-
side finance via the stock market is to be made more attractive, future amendments
to corporate governance legislation should further strengthen the right of minority
shareholders, since case law discriminated against them in the past.

But even under the existing legislation minority shareholders’ protection
can be improved in cases involving vertically or horizontally linked firms. If the
competition authority can prove that the terms of internal transactions are disad-
vantageous relative to those of comparable arms-length transactions, it can
restore a level playing field by ruling against the controlling company. The Belgian
competition authority has the legal possibility of launching investigations by its
own initiative or at the request of the Minister of Economics. Admittedly, the
power of deterrence originating from this possibility depends on the strength and
operational efficiency of the competition authority.

Financing of SMEs and venture capital markets

The supply of risk capital to SMEs , especially in the case of start-ups, is
considered insufficient by the government. In order to improve SMEs’ access both
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to bank credits and to private equity, a task force chaired by the Minister of
Finance presented a number of suggestions (André and Desimpel, 2002, pp. 5-7)
to improve lending conditions to SMEs, in particular by:

— Classifying small enterprises in the “retail” (rather than “corporate”) sector
of bank lending and taking into account more removable assets in the
assessment of SMEs’ creditworthiness than for other companies, thereby
reducing the lender’s own-fund requirements.

— Tax exemptions for profits and deductibility of losses for the lender to
innovative small firms.

— Operational subsidies to business angel networks (a measure already in
place in the Flemish region.

— Creating a system of small business investment companies (SBIC) similar
to the American SBIC, which could benefit from public loans at subsidised
interest rates and whose debt would be guaranteed by the State in case
of a bankruptcy of the funds.

— Strengthening of the existing federal participation and regional guarantee
funds, which provide public state guarantees for individual investment
credits.

— Easing the rules governing listed closed funds investing primarily into
non-listed companies (PRICAF), which are considered as being too
strict. The task force wants the compulsory-listing requirement to be
lifted for a new, to be created, category of PRICAF with a limited dura-
tion to ease the obligation of distributing 80 per cent of the funds’ prof-
its, and ease the rules of diversification of assets over a number of firms.

— Harmonising the tax treatment of individual investors and investors act-
ing through a risk capital vehicle.

— Favouring mergers of SME funds to achieve a critical mass of liquidity
more easily.

The task force also made suggestions to enhance SMEs’' access to the
stockmarket (André and Desimpel, 2002, pp. 7-11). Besides decisions enhancing
transparency and accountability already made in the new law on corporate gover-
nance, the government is encouraged to:

— Increase the liquidity of markets for listed SMEs. Shares with double or
multiple votes should give an SME access to outside finance while
allowing the majority owner to maintain control. Furthermore, the system
of stockmarket indices for small caps should be further developed.

— Increase the ceiling under which the yearly contributions by individuals
to “saving-pension funds” are tax-exempted and require that part of
those funds be invested in small caps.
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Tax arrangements in favour of SMEs may be a relatively costly and thus
inefficient way to promote the financing of SMEs, considering that the financing
limits faced by this category of enterprises often result from a lower profitability
and creditworthiness than that of bigger companies. Major factors that could
explain such differences are restrictive labour market practices that put a barrier
to firm growth (Scarpetta et al., 2002) and high costs of administrative regulation
which are generally more costly for SMEs (DeVil and Kegels, 2002). It would be
preferable to reform these arrangements so that they impose less of a burden on
such firms rather than to offer subsidised loans and preferential tax treatment. The
latter should also be removed on grounds of fairness of the tax system.

As far as the strict rules for PRICAFs are concerned, they make sense in
terms of investor protection. Given that these funds came into existence because
the risk for a single enterprise of failing was too high to attract the necessary funds,
diversification rules should not be relaxed by much. Neither should the obligation
of distributing 80 per cent of the funds’ profits be reduced too much as both these
measures would have a negative effect on the amount of capital supplied by
households to these instruments. Similar reservations apply to the task force'’s
suggestions regarding listed company’s shares with multiple votes. Their counter-
parts are shares without voting rights or reduced voting rights. The cost of capital
might increase because minority shareholders have to be compensated for giving
up some of their decision power, and the risk of being “tunnelled” might deter
investors from supplying capital, as pointed out in the section on corporate gover-
nance. To back fundraising activities by SME and capital funds, priority should be
given to measures that enhance investors’ confidence.

A clear economic case for capital subsidisation can only be made if there
are positive external effects of the activity supported. This is why state aid for
SMEs should be targeted to SMEs that produce innovation spillovers. However,
there are natural limits to this targeting given governments’ inability to pick the
winners more efficiently than markets and by the fact that inefficient rent-seeking
activities could arise from governments selecting single beneficiary firms. A viable
compromise is to target companies financed by venture capital markets because
such companies generally produce an above-average number of innovations and
because private companies carry out the risk assessment.'?

Furthermore, state aid such as credit guarantees or loan subsidies should
be designed in a way that distorts as little as possible the incentives for entrepre-
neurs and venture capitalists to make efforts. In this respect, ex post subsidies are
more efficient than the ex ante subsidies that prevail in the innovation subsidy
arrangements in most countries.'® Yet an important finding in the literature on
venture capital markets is that one and the same measure may act as an ex ante
subsidy on established companies but take the effect of an ex post subsidy on
start-ups (Gebhardt and Schmidt, 2002, pp. 251-52).!%° This is why access to ven-
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ture capital should be restricted to young companies. However, even incentive-
compatible and targeted subsidies cannot prevent entrepreneurs and venture
capitalists from taking more risk than without state aid on average (Gebhardt and
Schmidt, 2002, pp. 251-52). This is why the benefits of more innovations (i.e. higher
consumer surplus and an improvement in locational competitiveness) have to be
carefully assessed against the costs of credit subsidies to taxpayers. Priority
should be given to lower capital and labour market regulation and administra-
tive burdens as these inflate the user cost of venture capital (Schertler and
Stolpe, 2000, p. 4) and therefore impede access to capital for innovative just as for
“ordinary” firms.

Public sector reform

The burden of administrative regulation is high in Belgium and has been
receiving substantial interest for several years. In a recent study, the Federal Plan-
ning Bureau estimated at 2.6 per cent of GDP the total cost for enterprises and the
self-employed of conforming to tax, employment and environmental regulations
in 2000 (DeVil and Kegels, 2002). With € 7 600 per year and employee, small
enterprises were hit hardest by administrative regulations.'”® These results are
corroborated by the OECD’s cross-country work, based on data for 1998, on product
market regulation indicators, which found Belgium among the OECD countries with
the most market-unfriendly product market regulation, mainly due to barriers to
entrepreneurship. A closer look at the latter reveals that, although Belgium ranked
among the average or better performers as to administrative burdens to corporations,
communication of rules and procedures, legal barriers to entry, and antitrust exemp-
tions, it is particularly restrictive in licenses and permits, administrative rules for sole
proprietor firms, and sector-specific regulation (Nicoletti et al., 2000, p. 70). The cross-
country evidence for a positive relationship between “market-friendliness” of regula-
tion and employment and growth performance presents a strong case for alleviating
burdensome regulation.

Ways to reduce the administrative burden for enterprises include simpler
regulations, better procedures to implement given regulations, and higher effi-
ciency within the public administration in carrying out given procedures. “Copernic”,
the vast modernisation programme for the federal administration launched
in 1999, explores all three of these ways. As to the first, an Agency of Administra-
tive Simplification (AAS) was created that has analysed the readability and poten-
tial impacts of draft regulations on the administrative burden and will extend this
work to existing legislation."”” As to procedures, the AAS completed an inventory of
the most common formalities and evaluated their degree of inconvenience according
to a pre-negotiated and transparent procedure.”® Reorganisation projects are
assessed against this benchmark in negotiations with the ministries and stakeholders
concerned.'” Most projects hinge on the introduction of e-government with the aims
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of building a one-stop shop for businesses and citizens and putting into practice
the principle of “single data collection”.'® After completion of a series of pilot
projects (phase 1) in October 2001, phase 2 is currently implementing the techno-
logical foundations of e-government.'®! During phase 3, starting on 1 January 2003,
more and more formalities will become computerised such that transport of persons
and hardcopies will gradually become superfluous.

As to efficiency within the administration, the government used the “wind
of change” from the introduction of e-government for an organisational overhaul.
The Ministry of Finance leads the process and completed the planning phase in
July 2002 (Box 5). Key points of the reform pertain to:

— An organisational matrix structure: policy areas are re-allocated
uniquely to Vertical Federal Government Services (FGS) — roughly cor-
responding to Ministries. They share the services of four horizontal FGS
(budget and management control, human resources, ICT, and the Prime
Minister's Services). Within each FGS a policy preparation unit and a
policy council replace ministerial cabinets to separate technical exper-
tise from political judgements and ensure continuity of services when
the governments changes.'?

- Management culture: after competitive selection, top managers get a
six-year mandate and huge autonomy in fiow to achieve defined objec-
tives. Budgets to achieve them are negotiated ex ante and performance
is controlled regularly. All civil servants receive personal objectives in
line with the mission of the FGS and receive feedback.

— Human resources management: recruitment is to give more weight to
function-specific skills, and needs-based job-oriented training is
spurred by competency rewards.

“Copernic” is an ambitious reform that has the potential of enhancing
motivation and freeing productivity reserves in the public sector. Internal re-
organisation should be speeded up, since it is likely to improve the attractiveness
of the public sector as an employer, which is crucial to face the recruitment needs
due to the retirement wave expected for the second half of the decade. The intro-
duction of e-government should be pursued without delay because the earlier the
switch to e-government is completed, the earlier the positive spill-over effects of
increased ICT use on economic growth can be enjoyed.'®?

Ex post evaluation of “Copernic” should become a key element of the pro-
cess and focus on the burden of administrative regulation. The latter should be
quantified regularly to assess its evolution over time. Preventive (and if possible)
quantitative assessment of impacts of new regulation on businesses and house-
holds should be firmly rooted in the legislative process. Until now, multicriteria
analysis (e.g. in the AAS's inventory and evaluation of administrative formalities) and
compliance cost analysis (to estimate the total costs for businesses of fulfilling
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Box 5. Re-engineering the federal administration:
the example of Coperfin

The Ministry of Finance, which plays a key role in citizens’ perception of the
federal Administration through its 122 tax collection agencies, was the first federal
Ministry to complete the planning phase of its reorganisation project (“Coperfin”)
after ten months in July 2002. Change was perceived as being particularly pressing
in this ministry because of:

— Under-equipment with ICT and lacking integration of communication systems.

— An urgent need for young staff and higher productivity, as more than half of
the civil servants would retire between 2006 and 2012.

— The view that the taxpayer’s willingness to co-operate depended not only on
the tax burden but also on the quality and time costs of services provided by
the tax administration.*

In order to enhance the efficiency of all operations and the professionalism
of civil servants, 16 business re-engineering programmes (BRP) were set up.
Eleven of them deal with improving operations in specific service areas
(customs and excise, fiscal fraud, etc.); the five others strive to improve the way
services are provided throughout the agency (e.g. the Citizen Relationship Man-
agement programme). The planning phase consisted setting up a timetable, for-
mulating objectives and strategies, measuring the “gaps’ between objectives
and the current situation, and filling these gaps step by step — with each step
representing a small BRP by its own. Each BRP delimited exactly the compe-
tence and responsibilities of each function, found best practices and deter-
mined infrastructure needs. At the moment “Coperfin” is in the stage of
practical implementation. It is supported by a five-year IT investment plan
(2001-05) to modernise the equipment, integrate the internal and external infor-
mation systems, and create a federal tax communication centre securely acces-
sible by Intra and Internet. On top of this plan, the IT-budget is considerably
raised in 2003 to make a supplementary effort for the introduction of Coperfin.

Customer-orientation of the tax authority was recently enhanced by a free
fiscal Internet database, including jurisdiction on delicate questions, and the
creation of a call centre. Tax collection agencies were restructured to reflect bet-
ter the specificity of the taxpayer (individual, SME, big enterprise). Further-
more, a horizontal BRP is charged with introducing risk management into all
services, allowing for a better targeting of fiscal controls. Finally, civil servants’
responsibility has increased since they have to defend their own decisions in
court.

* In an opinion poll companies asked for better accessibility by telephone of the tax
authorities, a more intensive use of the Internet for compulsory transactions with the
Administration and better reception in agencies. Citizens wanted more understandable
and more complete information from tax authorities.
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administrative regulations as done in DeVil and Kegels, 2002) have been used. The
toolbox should be enlarged by cost-benefit analysis, cost-effectiveness analysis
(inquiring the costs of achieving a goal, if the benefits of a measure are too difficult
to quantify) and risk analysis, each of which provide valuable information to find
efficient ways in achieving regulatory objectives (European Commission, 2002e).

When assessing the success of internal reorganisation, an increase in the
mobility of employees between the private and the public sectors may serve as
one measure of success for the new human resources policy. On-the-job learning
and mobility could be further stimulated by job rotation for ministerial staff, as
experienced in Norway (OECD, 2002g, p. 6). While the new remuneration system is
an improvement over the status quo, life-long learning would be stimulated fur-
ther, if promotion prospects and not only salaries were based on the accumulation
of skills and the willingness to use them. Productivity could also be strengthened
by combining competency premia with premia on the achievement of previously-
defined outcomes.'* Finally, the government should examine whether the greater
responsibility of civil servants will allow for flatter hierarchies and a more flexible
time-management, thereby providing further non-monetary work incentives.

Sustainable development

There is growing concern that long-run sustainable development may be
compromised unless countries take measures to achieve balance between eco-
nomic, environmental and social outcomes.'® Five issues arising from the differ-
ent dimensions of sustainable development are reviewed in this survey. In most
cases, indicators are presented and an assessment is made of the economic, and
where relevant, social costs of government policies that affect the issue. One of
them —the fiscal and social sustainability of retirement incomes — is dealt with
above (see Chapter II). The remaining themes (air pollution, waste management,
greenhouse gas emissions and water pollution) are considered below with more
emphasis placed on the first two as the others were dealt with on the last Survey
(OECD, 2001f). This section also considers whether institutional arrangements are
in place to integrate policymaking across the different elements of sustainable
development (Box 6).

Reducing air pollution

Main issues

The threats to ecosystems resulting from air pollution have noticeably dimin-
ished in the last decades, notably those from acid rain. Air pollution remains never-
theless a concern for human health. Photochemical pollution, concentrations of fine
particles in the air and high occasional levels of ozone are harmful and subject to
ambitious reduction policies that are largely co-ordinated at the European level
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Box 6. Policy integration across sustainable development areas*

Sustainable development has been high on the policy agenda in Belgium.
In 2000, a federal plan for sustainable development covering the period 2000
to 2004 was adopted. Sustainable development policies are assessed bienni-
ally by the Federal Planning Bureau, and annual reports are prepared by the
Interministerial Committee on Sustainable Development. In the light of these
reports, the Federal Council on Sustainable Development makes policy recom-
mendations. Finally, a cross-ministry unit is responsible for guiding the imple-
mentation of a sustainable development plan. Federal administrations must
report each year on their implementation of the plan which is intended to become
the main instrument to integrate social, economic and environmental policies. Yet
the strategy does not provide a clear order of priorities on its list of more than
600 actions which will compete for scarce resources. A clearer methodology for
assessing the consequences of new and existing legislation on the sustainability of
development is required. Indeed, the overall benefit of implementing the sustain-
able development strategy will crucially depend on the quality of the trade-offs
that are made between different goals. In the area of the environment, policy mak-
ing is mainly driven by health and conservation objectives, with the main crite-
rion used in choosing between policies being budgetary rather than the
maximisation of benefits relative to costs. Even when cost-benefit analyses are
made, as is the case with the draft air and climate strategy, these studies are
better classed as reports dealing with cost-effectiveness. A more systematic use
of cost-benefit analysis could increase the return on outlays on environmental
activities, which amounted to about 1.1 per cent of Belgium’s GDP in 1996 (OECD,
1998b) and ought to have a greater role in policy design more generally. This
absence points to a drawback of current environmental impact analysis. The envi-
ronmental impact of investment projects is considered but the economic effects
of environmental policies are not generally taken into account.

The split of responsibilities between the federal government and the regions
reinforces the need for co-operation and co-ordination of policies. This will be
particularly the case in respect of the Kyoto protocol which was ratified by the
federal government but which will be primarily implemented by the regional gov-
ernments. To this end, a co-operation agreement has been signed between the
regions and the federal government to implement a National Climate Change
Plan. In whatever fashion the burden is shared among regions initially, the inte-
gration of policies would be best achieved by allowing cross-border trade in
emission permits —both at the domestic and international level — in order to
avoid the unnecessary costs that possible discrepancies between marginal costs
of abatement across borders could entail.

* The sections of this report dealing with sustainable retirement income, reducing air pollu-
tion and improving the management of household waste are inputs into the Organisation’s
follow-up on Sustainable Development as mandated by the Ministerial Council decision in
May 2001.
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due to the importance of transboundary movements of pollutants. The main issue
in this area is to implement these reductions in a cost-effective way so that the net
benefits of an improved air quality are maximised.

Performance

While sulphur dioxide emissions have been almost halved in the last
decade, emissions of other pollutants (NO,, VOC and CO) decreased at much
slower rates (Figure 44). The reduction in emissions of nitrogen dioxide per unit of
GDP was amongst the weakest recorded in Europe (Table 27) as the growth in the
use of vehicles largely offset important falls in the pollution emitted by each vehi-
cle. As a result, there are still a number of peaks in ozone concentration each year
although extreme ones (concentration exceeding 180 g per cubic metre) are less
frequent than in the early 1990s (Figure 45). Concentrations of fine particulate mat-
ter also inflict high costs on society in terms of health expenditure and of lost
years of life, estimated in the region of Flanders to amount to the equivalent of
about 3 per cent of GDP'% (MIRA-T, 2001). Such costs are expected to fall rapidly
in the next decade as older more polluting cars are scrapped Dioxin emissions
from incinerators have been brought down aggressively in response to public con-
cern about such pollution, and now modern, well-run, incinerators have minimal
health impacts as indicated by scientific studies.'®’

Policies

Belgium is committed to stringent air quality standards under various EU
directives regarding both technological constraints on processes that produce pollu-
tion and national emissions of pollutants'®® (Table 28). Indeed, achieving the national
ceilings will require measures beyond the current European plant-based limits, as the
EU requires countries that transmit pollution to other countries to make a larger effort
than countries where pollution is largely internal. Based on estimates from the Euro-
pean Commission, the benefits of attaining the targets for Belgium could lie in the
range of 1% to 14 per cent of GDP.'® The associated costs, based on continued use
of traditional command-and-control regulations, could fall within the range of % to
1Y4 per cent. The excess of benefits over costs of the new proposals is considerably
less than from earlier emission reductions, illustrating the importance of switching
to lower-cost means to reduce air pollution.

Some abatement methods appear to impose unnecessarily high costs on
the economy. The common EU plant emission limits for stationary sources, and
the associated technology requirements, result in different marginal abatement
costs across sectors and weaken incentives to develop lower cost technology.
There is, however, growing recognition that such policies may be forcing excessive
abatement to take place in sectors where it is relatively costly. As a result, in design-
ing its future policy to meet the 2010 targets, the Flemish region is evaluating the
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Figure 44. Performance indicators: air pollution
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Table 27.

Performance indicators: air pollution

Australia
Austria
Belgium
Canada

Czech Republic
Denmark

Finland
France
Germany
Greece
Hungary
Iceland

Ireland

Italy

Japan

Korea
Luxembourg
Mexico

Netherlands
New Zealand
Norway
Poland
Portugal
Slovakia

Spain

Sweden
Switzerland
Turkey

United Kingdom
United States

European Union
OECD Europe
OECD

Change in emissions per unit
of GDP, 1990-99"

Level of emissions , 1999?

Improvement in
productive efficiency,

1990-1999
Sulphur  Nitrogen Sulphur  Nitrogen Sulphur
diol;ide dioxﬁde voc diol;ide dioxﬁde voc dioiide Nitrogen
per unit dioxide
of electricity per vehicle
Per cent per year Grams per dollar of GDP
output
3.1 -1.9 =29 3.9 5.5 4.1 n.a. n.a.
-10.2 -3.5 -6.5 0.2 0.9 1.2 -77.2 -32.5
-9.2 -3.6 -4.8 0.8 1.2 1.1 -64.4 -22.6
-5.3 -2.8 -2.9 3.2 2.6 3.5 n.a. n.a.
-19.1 -6.6 =5.7 2.1 3.0 1.9 n.a. n.a.
-14.2 -4.9 -5.2 0.4 1.6 1.0 -79.8 -38.9
-13.0 -3.8 —4.1 0.7 2.1 1.4 -65.3 -28.7
-8.3 -3.8 5.1 0.5 1.2 1.4 -52.0 -37.8
-20.1 -7.1 -8.8 0.4 0.9 0.9 -85.2 —43.7
-1.4 -0.3 -0.2 3.6 25 2.6 -4.6 -22.3
6.1 -1.1 -3.8 5.5 2.1 1.4 n.a. n.a.
-1.1 -1.7 -4.9 3.7 3.9 1.4 n.a. n.a.
-8.1 -6.3 -7.9 1.7 1.3 1.0 -35.8 -19.0
-7.6 -43 —4.4 0.8 1.2 1.4 -52.8 -31.3
-1.7 -1.3 2.4 0.3 0.5 0.6 n.a. n.a.
-8.9 -3.0 n.a. 2.1 2.0 n.a n.a. n.a.
-18.7 -9.1 -7.9 0.2 0.9 0.9 n.a. n.a.
-0.4 -0.9 93 1.6 1.6 1.4 n.a. n.a.
—-10.1 -6.5 -8.8 0.3 1.1 0.7 -50.2
-0.4 -0.5 -1.6 0.7 3.0 2.6 n.a. n.a.
-9.7 -2.8 -1.8 0.2 2.0 3.0 n.a. n.a.
-10.0 -6.6 -4.8 5.1 2.8 2.2 n.a. n.a.
2.1 -0.9 0.1 2.4 23 3.1 -17.7 -18.3
-13.7 -7.4 -5.6 3.3 2.4 2.0 n.a. n.a.
-5.8 -2.1 =35 2.2 1.7 3.6 -39.4 -14.4
-8.3 -4.3 -3.9 0.3 1.3 2.1 -26.0
-6.0 -5.4 -6.3 0.1 0.5 0.9 n.a. n.a.
3.2 1.0 0.0 3.4 23 1.6 n.a. n.a.
-13.9 -79 —6.6 1.0 1.3 1.4 -72.8 -51.0
5.5 =25 -4.7 2.0 2.7 1.9 n.a. n.a.
—11.1 -5.0 -53 0.8 1.2 1.5
—-10.1 -4.8 -5.0 1.2 1.4 1.5
-6.7 -2.9 —4.4 1.5 1.9 1.6

Note: For the OECD average data for countries with missing data for either 1990 or 1999, data for the latest year has
been substituted. Estimated data for 1999 represents about 5 per cent of the area total. GDP is measured
in 1995 prices. Cross-country aggregations use 1995 purchasing power parity exchange rates.

1. Australia: 1995-99 for sulphur dioxide; Korea and New Zealand: 1990-98; Mexico: 1994-98 for sulphur dioxide and VOC

and 1990-98 for nitrogen dioxide; Slovakia: 1990-98 for sulphur dioxide and nitrogen dioxide and 1990-97 for VOC.

2. 1998 for Korea, Mexico, New Zealand and sulphur dioxide and nitrogen dioxide in Slovakia; 1997 for VOC in Slovakia.

3. Between 1990 and 1997 for Portugal.

Source:

Europe (EMEP); World Health Organisation; OECD (2002a).

Cooperative Programme for Monitoring and Evaluating of Long-Range Transmission of Air Pollutants in
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Figure 45. Ozone concentrations exceeding thresholds
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abatement costs for each sector, in an attempt to allocate efficiently the quantita-
tive reduction efforts amongst the sectors. This would obviously lower costs by
comparison to traditional regulation, but it would be even more efficient to let
market forces equalise the marginal costs of abatement by authorising emitters to
trade their permits or by establishing uniform taxes, a markedly different
approach from that adopted by the Integrated Pollution Prevention and Control
directive of the European Commission.'” Indeed, the Flemish authorities are
making a preparatory study of economic instruments and trading mechanisms, so
that they can be introduced in the future. Policies to reduce sulphur dioxide emis-
sions could also be made more effective if the taxation of sulphur content of fuel
were to be harmonised across sectors. In the transport sector low sulphur auto
fuels are taxed 2 cents less per litre than conventional fuels'”! (European Confer-
ence of Ministers of Transport, 2000). These avenues have not been pursued as
rigorously in agriculture, home heating and industry. As a result these sectors
account for the bulk of acidification, since they continue to use fuel oil with a sul-
phur content 20 times higher than that used in road transport.

Technical standards have been the primary measures used to reduce air
pollution from transport. Tight regulatory restrictions on vehicle emissions will cut
pollution from new cars by 2010 to only a fraction of the 1980 level (Table 29). They
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Table 28. Selected commitments to air quality

Concentrations

Pollutant Measuring period Limit value Date
SO, 1 hour 350 pg/m>: not to be exceeded
more than 24 times each year 01/01/2005

24 hours 125 pg/m?: maximum three times each year 01/01/2005

Calendar year 20 pg/m? 19/07/2001
NO, 1 hour 200 pg/m?: maximum 18 times each year 01/01/2010

Calendar year 40 pg/m? 01/01/2010
NO, Calendar year 30 pg/m? 19/07/2001
PM,, Phase 1

24 hours 50 ug/m?: maximum 35 times each year 01/01/2005

Calendar year 40 pg/m? 01/01/2005

Phase 2

24 hours 50 pg/m>: maximum 7 times each year 01/01/2010

Calendar year 20 pug/m? 01/01/2010
Lead Calendar year 0.5 pg/m? 01/01/2005
co 8 hours 10 mg/m* 01/01/2005
Benzene Calendar year 0.5 pg/m’? 01/01/2005

Emissions

Pollutant Emiisnsizc:)r; g?ﬂ:ﬁi;ﬁ::sret Emissions 1990 Emissions 1999
SO, 99 288 157
NO, 176 308 296
VOC 139 282 254

Source:  EU Directives 1999/30/EC, 2000/69/EC and 2001/81/EC; OECD.

are likely to have been cost effective, in a context where taxation of fuel is unable to
take into account the variation in emissions from numerous individual mobile
sources. In any case, the remaining need to reduce pollution from gasoline cars may
be limited. Registration taxes can be made to depend more easily on the pollution
characteristics of vehicles and this has been attempted in Belgium.'™

Changes in emission standards, fuel taxation and registration taxes are
needed to achieve further pollution reductions in a cost effective way. For motorcy-
cles,'” greatly reduced emission ceilings will come into force in 2007. Lower regis-
tration taxes for compliant two-wheelers could speed their introduction. As to diesel
vehicles, further reductions of the regulatory limits on particle emissions beyond
those envisaged in EURO4 would appear to be called for, as cost-benefit ratios for
this type of action appear favourable, especially as innovative technology is reduc-
ing costs in this area.'” Such a strategy might need to be coupled with differential

© OECD 2003



170 OECD Economic Surveys: Belgium

Table 29. Road transport: emission standards and emissions

A. Emission standards for vehicles registered at different dates in EU countries
By fuel and emission standard on an urban test cycle, per vehicle-kilometre

Index Pre-Euro I gasoline car = 100, except for particulates'

Pre-Euro | Euro 1 Euro Il Euro Il Euro IV p t
Type of vehicle er}(‘:en age
1990 1993 1997 2001 2006 change

Petrol car

Carbon monoxide 100 15 10 7 4 -96

Hydrocarbons 100 9 4 3 2 -98

Oxides of nitrogen 100 19 9 6 3 -97

Particulates 5 2 2 2 2 -55
Diesel car

Carbon monoxide 7 4 3 2 2 =71

Hydrocarbons 10 4 3 2 1 -90

Oxides of nitrogen 43 29 21 13 7 -84

Particulates 100 55 31 20 10 -90
Semi-trailer truck

Carbon monoxide 44 22 18 9 7 -84

Hydrocarbons 183 87 78 47 33 -82

Oxides of nitrogen 1704 893 650 461 325 -81

Particulates 700 482 185 124 24 -97
Bus

Carbon monoxide 63 28 22 11 8 -87

Hydrocarbons 83 90 84 50 35 -58

Oxides of nitrogen 795 859 614 436 307 —61

Particulates 458 304 187 125 24 -95

B. Total road transport emissions in Belgium
Thousand Index, 1995 = 100 per cent
tonnes, 1995 1995 2000 2005 2010 2015 2020

co 593 100 72 45 29 20 17
NOx 176 100 73 49 30 23 20
VOC 114 100 60 29 15 12 11
NMVOC 109 100 60 29 14 11 11
Benzene 4 100 46 22 11 8 8
PM-diesel 6 100 75 47 30 25 25

1. No legal standard exists for gasoline cars. The base for particulates is pre-1993 diesel car emissions.
Source:  Panel A: UK Department for Transport, Local Government and the Regions (2001), Panel B: 1995 data from
national authorities and projections from European Commission (1999b).

© OECD 2003



Progress in structural reform 171

registration taxes on vehicles that use clean diesel technology, thus encouraging
the replacement of old polluting vehicles with new cleaner cars. Monetisation of
the benefits (including, where possible, social effects such as improved health)
from reducing particle pollution as opposed to reducing NO, emissions will be
essential in designing these limits, as there often appears to be a trade-off
between the two types of pollution. In the meantime, price differentials can play a
role in reducing pollution from the existing stock of diesel vehicles that pollute
more than gasoline cars. The health damage from a diesel car is three times that of a
gasoline car, though the extent of the damage is strongly dependent on where the
pollution occurs (Proost and Mayeres, 2001). Nonetheless, the fuel used by these
cars is taxed at a rate that is 43 per cent lower than gasoline. A revenue-neutral switch
away from gasoline taxes (which more than cover external pollution costs, as argued in
the last Survey'”) towards diesel taxation would improve cost efficiency. Such a move
might have to be harmonised at the European level given the relatively small size of
the Belgian territory.

Conclusions

The marginal costs of reducing air pollution appear to be increasing quite
substantially, at the same time as marginal benefits are falling. Consequently, it is
important to shift towards more cost-effective ways to reduce air pollution. In this
regard, further rationalisation and simplification of the tax treatment of vehicle use
is needed in order to eliminate the harmful advantage granted to diesel, notably
in the commercial transport sector, though this would probably require action at the
European level to be effective; sulphur-content regulations need to be equalised
across sectors; and, economic instruments ought to be introduced in industry where
trading in emissions permits (or taxes) would help reducing possibly high abate-
ment costs in achieving national EU-set emission targets, the more so if trading were
allowed across regions.

Improving the management of household waste

Main issues

If mishandled, the disposal of waste can cause long-lasting damage to
ecosystems and to human health, the main concerns being air emissions from
incinerators and leakage to aquifers from landfills. In addition, waste disposal may
involve negative externality in the form of amenity costs and is seen by some as
the loss of a valuable resource that could be recycled or re-used. Belgium has not
reduced its production of waste but has achieved very high recycling rates in a rel-
atively short period of time. Indeed, the targets set by EU directives have been
more than fulfilled. The principal concern in this area relates to the balance
between the costs and benefits of this performance.
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Figure 46. Municipal waste and recycling
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Performance

Municipal waste generation has stabilised relative to private consumption
since 1997, after increasing faster than household spending in the previous
decade (Figure 46). The level of waste production relative both to population and
private consumption is similar to that observed in neighbouring European coun-
tries and considerably lower than that in North America (Table 30). Recycling rates
in Wallonia and Flanders are amongst the highest ones in Europe but are much
lower in the Brussels-Capital region (Table 31). The lion’s share (80 per cent) of
packaging waste is recycled.

Policies

Belgium’s regions are responsible for waste policy,'”® and follow the waste
hierarchy approach which puts priority on prevention and recycling over incinera-
tion and landfill. The overarching objective, to reduce as much as possible the
volume of waste that is put in landfills, is justified by public opposition to new
landfill sites that will be needed when existing capacity becomes full.'”” The
regions regulate or tax landfills in order to meet the EU targets for this form of waste
disposal. The Walloon region regulates access to landfills and puts mandates on
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Table 30. Performance indicators: waste

Australia
Austria

Belgium
Canada

Czech Republic

Denmark
Finland
France
Germany
Greece

Hungary
Iceland
Ireland
Italy
Japan

Korea
Luxembourg
Mexico
Netherlands
New Zealand

Norway
Poland
Portugal
Slovakia
Spain

Sweden
Switzerland
Turkey

United Kingdom
United States

Waste per capita

Total
municipal waste

Municipal
waste relative
to final consumption

Recycling relative
to total
municipal waste

1998

Annual growth

Annual growth

1990-1998 1990-1999 Per cent of total
(1998)
Kg/capita Per cent per annum

n.a.

525 3.6 1.2 48.5
529 3.2 1.7 42.8
820 4.4 2.2 225
0.2

29.6

33.2

486 1.2 0.1 9.5
547 -1.3 -3.2 29.5
358 3.3 1.1 8.0
0.0

600 1.5 -0.9 10.3
541 7.6
464 3.7 2.2 0.0
406 0.2 -1.4 3.9
333 -7.6 -11.4 26.2
665 2.2 -0.6 49.3
307 4.8 2.3 0.7
576 2.7 0.0 44.7
0.0

635 4.6 1.3 24.7
306 0.8 -4.2 1.8
430 4.6 1.2 5.0
12.7

16.7

449 2.8 2.2 19.4
607 0.8 0.0 39.8
365 2.7 -1.0 0.7
532 2.1 -0.1 7.0
711 1.1 -1.9 273

Source:  OECD.

municipalities, such as banning the discarding of organic material such sites.
Flanders has introduced levies on waste put in landfills at a level sufficiently high
to ensure that costs for incineration or recycling are competitive with landfill.
There is also opposition to the construction of new incinerator plants due to fears
about dioxin pollution that appear unfounded (see section on air pollution).
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Table 31. Waste treatment in the regions
Per cent of total

Wallonia Brussels-Capital Flanders
2000 2001 2000
Recycling 65.3 30.4 66.1
Incineration 16.8 68.5 233
Landfill 17.8 1.1 10.6

Source: Regional authorities.

Consumers have been reoriented away from purchasing packaging-inten-
sive products through the use of economic instruments. First, in 1993, the govern-
ment introduced a set of taxes, known as ecotaxes, on products identified as
potentially harmful when dumped. The taxes were altered thereafter so that they
reward recycling. The structure of the tax system then became unduly complicated
and a number of taxes, such as that on beverage cans, are now being redesigned
along simpler lines. A uniform packaging charge has been introduced on all drink
containers that cannot be re-used or do not consist of a high percentage of recy-
cled material. At the same time, excises on all drinks and VAT on non-alcoholic
drinks were reduced by a similar aggregate amount, so giving a bonus to consum-
ers who purchase drinks in re-usable containers. Secondly, in 1996, there was an
inter-regional agreement requiring that companies take back household packag-
ing waste at the end of the consumption cycle, which is a form of extended pro-
ducer responsibility. Packers delegate their responsibility to one non-profit
organisation (FOST Plus).!” With the fees received from packers, FOST Plus com-
pensates recycling organisations for the costs incurred and also pays the munici-
palities for the extra costs of collecting separately, storing and recycling household
packaging waste. These costs vary substantially between local authorities that
have not been successful in containing costs, with the contributions of companies
to FOST Plus rising 69 per cent in the three years to 2001.'™

In addition to confronting consumers with high-cost packaging, households
are directly charged according to the use they make of waste disposal services. In
the Flemish region, 90 per cent of the municipalities differentiate household waste
collection payments according to the cost of treating the waste through only accept-
ing waste in sacks and containers that are priced according to the type of waste they
are allowed to hold. In Wallonia, some municipalities weigh the containers for
unsorted residual waste and electronically bill the households. However, all direct
charges for waste cover less than half of municipal expenditure. Subsidies flow from
regions to municipalities. Subsidies granted by the Flemish region increased by
90 per cent in the three years ending 2000, of which 39 per cent goes to waste
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Table 32. Cost of household waste collection, sorting and treatment
Euro per tonne

Collection Sorting Treatment take-back'
Residual waste 75 Wallonia and Flanders Landfill: 55 Wallonia
75 Brussels-Capital 51 Flanders
Bulky waste 112 Wallonia 75 Incineration: 114 Wallonia
87 Flanders
100 Brussels
Glass 51 Belgium 0 -10
Paper/cardboard 97 Wallonia 0 { 2.40 in 1999
75 Flanders -58 in 2000

75 Brussels

PET bottles 177 Belgium 194 Belgium 20
Steel 177 194 -15
Aluminium 177 194 =220
Drinks cartons 177 194 32

1. Costare exclusive of taxes. A negative cost indicates a positive price for the sorted material on the market for secondary
material, since it reduces the net cost of the waste stream. A positive cost for secondary material relates to a negative
price on the market for this secondary material.

Source: EUNOMIA Research and Consulting, 2002; RDC, 2001; regional authorities.

prevention.'® In addition, since 1999, Wallonia has used a further instrument to
incite municipalities to reduce the collection of unsorted waste and so increase
recycling. Each municipality must pay a tax to the region for every tonne of unsorted
waste that is collected above a pre-set threshold level, partially accounting for the
fall in this type of waste in the past three years. '8!

The evolution of the current structure for waste disposal and reduction in
Belgium casts doubt on the advisability of using quantitative targets to determine
the proportion of waste to be recycled, incinerated or land-filled. For recycling, pri-
vate costs for many products are double those for incineration (Table 32), as the
end-product of recycling can rarely be sold for a price that justifies the extra
resources that are needed to operate such programmes.'®? FOST Plus currently
ensures the recycling of 81 per cent of packaging. This level of operation is associ-
ated with a steeply rising cost curve, even with a very generous estimate of the
externalities of the different methods of waste treatment.'®®> Consequently, one
study suggests the optimal recycling rate is between 45 and 70 per cent (RDC,
2001).'%* Moreover, the external costs of alternative treatments are low at between
€ 10 and € 20 per tonne of waste burnt according to several studies. They are mostly
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related to the somewhat lower property prices in areas surrounding incinerators.
Given the opposition to new incinerators and the high costs of other methods of
recycling, a compensation scheme for those close to new incinerators would appear
be one way to speed new construction and reduce costs to society. In any case, the
existing recycling operation needs to move away from charging on a cost-plus basis,
to using market mechanisms. For example, packagers could fulfil their recycling obli-
gation either by purchasing certificates from an authorised recycling company or by
paying a fine that would reflect the private and external costs of an alternative treat-
ment method. Such a system would ensure competition within the recycling indus-
try but would also place a limit on costs. However, putting a price-based system in
place would require abandoning targets for the proportion of waste to be recycled,
as this share would be determined by the market.

Conclusions

Whereas waste production has continued to increase, Belgium has reduced
the volumes going to both landfills and incinerators through a sharp increase in recy-
cling rates. This appears to have come at a considerable cost for society. Municipali-
ties should now endeavour to improve the efficiency of these services. Benchmarking
municipalities one against each other could help identifying and spreading best prac-
tices. Economic instruments to prevent waste production should be more carefully
calibrated to avoid excess costs. In particular, unless recycling is seen as a goal in its
own right, a ceiling should be placed on the payments paid to subsidise recycling
(because of the steeply rising cost curve once one half of waste is recycled) so that
total costs do not exceed the costs of alternative means of treatment including exter-
nalities and the taxing of excess unsorted waste collection should be reviewed.
Finally, households’ payments for waste collection should be more directly linked to
costs, while illegal dumping should be avoided through appropriate policing.

Climate change policies

Achieving the announced reduction in greenhouse gas emissions will be challenging

Under the agreement reached by EU member countries to implement the
Kyoto protocol, Belgium accepted to reduce its greenhouse gas (GHG) emissions by
7.5 per cent from their 1990 level until 2010.'® Belgium ratified the Kyoto Protocol in
May 2002. Several factors illustrate how challenging it will be to achieve the emission
reduction goal. First, at the national level GHG emissions were 6.3 per cent higher
in 2000 than in 1990, as they kept rising in Flanders and Brussels while stabilising in
the Walloon region due to lower economic growth during the nineties, on average,
but also to structural and technological change, in particular in energy-producing
industries (Federal Department of the Environment, 2002).'% Second, according to
national projections, GHG emissions will further increase to reach 113 per cent of
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their 1990 level by 2010 on policies in place as of 1999 (EEA, 2002, p. 9). Even if all
additional measures currently discussed were implemented, total GHG emissions
would come down only slightly from their level in 2000 and miss the target by around
15 per cent.'® Third, the divergent regional evolutions over the nineties and the com-
plex institutional structure in Belgium, where the regions are competent for environ-
mental policies but the federal level is in charge of raising taxes, make a quick
resolution of the problem of inter-regional distribution of the emission goals difficult.

The regions were very active but should redirect their policies to enhance both ecological
effectiveness and economic efficiency

The regions have elaborated action plans aimed at stabilising or reducing
GHG emission levels and contributing to the National Climate Plan. In 2001 the
Flemish government set up the Task Force Climate Policy Flanders which is the
forum for discussion on integrated climate policies in Flanders. Its first task was
the working out of the Flemish climate policy plan, currently under discussion in
parliament, supporting the stabilisation objective for 2005. The plan aims at, inter
alia, achieving a more rational use of energy by introducing a system of tradable
green certificates and the rational-use-of-energy action of the electricity suppliers.
It also contains the framework for an optimal use of flexible mechanisms com-
bined with other policy instruments like voluntary agreements. The Walloon
region adopted its action plan for climate change in July 2001. The Brussels Region
adopted a draft Climate Plan in March 2002 that aims at reducing GHG emissions
due to energy consumption in residential heating, industry and road traffic.'®® It is
intended to reduce road traffic in the city,'®® mainly through downsizing the capac-
ity of the network, reducing the capacity of open-air parking and increasing its
price.'” The economic costs of cuts in the network are unnecessarily high because
the rate of road utilisation is lowered through higher time costs from exacerbated
congestion rather than by internalising congestion and pollution externalities.'”! A
more efficient way of striking a balance between different means of transport
would be to prevent the existing network from being over-used. Pricing parking
space adequately is proposed but its use in conjunction with peak-load pricing for
road use was found to be most efficient in the context of Brussels (see Chapter1V,
section on railways). These road transport policies would allow for important syn-
ergies in achieving not only the climate policy objective but also in improving
local air quality and reducing the high private and social costs resulting from road
congestion. They would also allow for a removal of all operational rail subsidies.!??

Besides purchasing emission permits, the Federal Government may also have to legislate

The Prime Minister announced in October 2002 that Belgium would have
to draw on purchases of emission rights if it were to meet the GHG emission
reduction target. The implementation of flexible mechanisms in Belgium will be
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most likely guided by a co-operation agreement between the regions and the fed-
eral government, to clarify the competencies of each in this matter.'” In order to
comply with Kyoto commitments, the federal government is creating a “Kyoto
Fund” (the former Fund for rational energy use), which will allow to buy emission
rights and to start implementation of a policy of rational energy consumption. The
Kyoto Fund is financed by a small tax on electricity transports (€ 0.0003/kWh) and
will see its volume increase by 20 per cent as of 2003. However, the agreement
reached among EU countries at the UNFCCC'%* Bonn conference in 2001 limits the
use of permit purchases stating that domestic action in each EU country shall con-
stitute a significant element of the reduction effort made. The authorities should
not rely on regional initiatives alone but strongly support the introduction of an
EU-wide cap- and trade system, for industrial point sources, currently under dis-
cussion as this would allow to equalise marginal abatement costs in a bigger area
and thus to determine the level of regional contributions to CO, reductions
endogenously.'” The federal government has also increased tax subsidies for
households’ use of public transport and bicycle and is introducing a tax deduct-
ibility for purchases of energy-friendly equipment. Such subsidies are likely to
distort consumer choices and should be closely monitored with respect to their
impact on GHG emission reduction.

In the absence of an EU-wide legislation, the federal government should
either consider introducing a unilateral national CO, tax or start issuing emission
permits in a cap-and-trade system, as recommended in the last Survey (OECD,
2001f, p. 124). A tax solution should be designed as an input-tax on carbon rather
than an electricity consumption tax like in some other European countries to give
the electricity sector an incentive to switch to less carbon-intensive means of pro-
duction. While a CO, tax is more complete in coverage, emission permits are par-
ticularly suitable for sectors with stationary CO, emission sources. The initial
allocation of emission permits to energy-intensive industries with high export
shares should be large enough to avoid a loss of international competitiveness.

Water quality'*®

Public investment into sewage and wastewater treatment has increased
in Wallonia and Brussels

Wallonia is affected by water pollution manifest in bathing zones. More than
half of the bathing zones failed to comply with EU norms in 1996, mainly due to
severely insufficient coverage with wastewater treatment. The Survey recommended
carrying out assessments of the health risks arising from non-complying bathing
zones and to invest in sewage and waste water treatment where risks justify it. The
Walloon region is investing more than € 1 000 million in the period 2000-04 in sewage
and waste water treatment. Priority has been given to treatment plants upstream of
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bathing zones with corresponding investments completed in 2001. As a consequence
the number of bathing zones has increased from 10 to 14 according to the regional
classification.'”” The regional government and the municipalities will need to under-
take still more efforts to improve wastewater treatment in order to comply with
the 1991 EC Water Treatment directive, thereby contributing to respect the 1975 EC
directive on bathing water. However, as these directives do not necessarily ensure
that the benefits from better water quality outweigh pollution abatement costs,
Belgium may want to be more active at the EU level to promote a more systematic use
of cost-benefit analysis in setting up EC directives and regulations in the area of
water.!%®

Sewage from the Brussels capital region flowed entirely untreated into the
river Senne until the late 1990s, heavily affecting water quality downstream. It was
recommended to implement an investment programme in order to bring the city
into line with legal requirements by 2005. A first treatment plant has been operat-
ing since August 2000. The construction of the second one has been delayed and
the authorities now consider that legal requirements should be met in late 2006.
Further delays before all wastewater is treated should be avoided. Moreover, the
price for water charged to households and companies should ensure that marginal
treatment costs be internalised to discourage excess use of water. This would help
to minimise operating costs and future investment costs.

The Flemish region is enforcing regulations on nutrient discharge more strictly

In Flanders the relative part of nutrient input due to manure production
from livestock farming into surface and groundwater has increased during
the 1990s. Pollution reduction incentives including fines and specific taxes were
tightened step by step to become effective. Great strides have been made
towards checking the flow of nitrates from farming.'”® Giving the institution enforc-
ing existing legislation more means resulted in an increasing inspection capacity,
leading to 440 fines on 2004 inspections at farm level in 2001. The special levy for
non-compliance with fertiliser limits was applied to 324 farms with corresponding
revenues totalling € 296 318. Moreover, areas classified and protected as “vulnerable
zones” for nitrate pollution from agriculture will be extended to 46.6 per cent of
Flanders’ agricultural land as of 1 January 2003, up from 10 per cent. Current taxes
and fines (€ 1 per kilogramme of nitrogen or phosphate produced above the nutri-
ent production threshold and a similar amount for non-treatment of manure pro-
duced under treatment obligation) and the significant reduction in authorised
maximum fertiliser levels should result in a marked curbing of discharges. A further
measure that should reduce nutrient losses is that when two farms merge, their
nutrient production threshold will be reduced by one-quarter. Tradeable discharge
permits could be a means to achieve these reduction targets at minimum cost.
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Notes

Exports of goods comprise 85 per cent of exports of goods and services.

The reclassification of public radio and television enterprises from the market sector to
the government administration sector also reduces measured growth in consumption
expenditures in 2002. This change in national accounts classification was made following
the decision to transfer control over television licence fees to the regions. This reduced
the share of own revenues for those enterprises below the minimum required to be clas-
sified as an enterprise. Consequently, television licence fees are recorded in the
national accounts as a tax, not private consumption, and collective private consumption
expenditure now only includes the value of inputs.

This is based on a partial elasticity of private consumption with respect to financial
wealth of 5 per cent.

Direct listed share holdings only accounted for 8.3 per cent of households’ financial
assets at the end of 2001. Taking into account some assets directly linked to listed
shares, the proportion rises to 12.3 per cent if equity mutual funds are taken into
account and to 15.9 per cent if index-linked mutual funds are also included.

There is normally a three quarter delay between commitments with architects and
construction getting underway.

This includes unemployed persons entitled to a benefit, young workers during the
waiting period, voluntarily registered persons and other unemployed jobseekers.

This reduced inflation by 0.3 percentage point in April and will have the same effect in
October. The fact that the trimmed mean of underlying inflation (see Figure 9), which
excludes extreme price movements such as that related to the abolition of the televi-
sion licence fee, is falling underlines that other factors are also contributing to the
decline in underlying inflation.

The health index excludes petroleum products for transport and cigarettes and alcohol
from the consumer price index.

It should be noted a monetary conditions index abstracts from many important factors
in the monetary transmission mechanism, including asset prices, long-term interest
rates and the credit channel. However, it is doubtful that taking these factors into
account would alter the current assessment of monetary conditions.

The initial autumn 2000 projection by the National Accounts Institute (“Budget
économique”) expected GDP growth to be 3.1 per cent in 2001 but the government
decided to base the Federal budget on 2.5 per cent growth. Unlike in many other
countries of the euro area, the government in Belgium has been providing itself with a
safety margin since several years to meet the budget target even in case of lower-than-
projected GDP growth (“golden-hamster-principle”). Over the cycle, this should ensure
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19.
20.

government projections that are at best cautious and at worst realistic. A variety of the
hamster principle was to neglect that the implicit interest rate on public debt had
come down until mid-2001.

. Other one-off government receipts and negative outlays equivalent to 0.3 per cent of

GDP occurred in 2001 and therefore do not affect the two-year comparison 2000-02.
Sales of public buildings and restitution by private companies of reductions in social
security contributions under the “Maribel” arrangement (incompatible with EU legisla-
tion), contributed 0.3 per cent of GDP. The auction of UMTS licenses held in 2001
yielded another 0.2 percentage point. This was less than in other European countries
due to the small size of the Belgian market, the unexpected withdrawal of a fourth bid-
der and the date of the auction well after the peak in telecommunication share prices.

The OECD estimates for Belgium of the GDP-elasticity of direct tax revenues from house-
holds and of current expenditure are 1.3 and 0.4, respectively (Van den Noord, 2000, p. 19).
The OECD measure of the adjusted fiscal balance is cruder than Bouthevillain et al. (2001)
in that it does not take into account changes in the composition of growth in GDP by
expenditure in different years (e.g. stronger-than-average consumption versus stronger-
than-average export growth) although these might affect the government budget balance.

. The implicit interest rate on public debt came down only in 2002. In 2001 it remained

stable as the rate on bonds with a maturity of up to one year increased - this rate fol-
lows reductions in market rates by the ECB with a time lag — and the share of long-term
debt in total debt kept rising. Interest payments relative to GDP came down in 2001
on average because of the significant fall in the debt-to-GDP ratio in the course of the
year 2000 and a moderate further reduction in 2001.

In general the funds available to Ministries are not spent to 100 per cent. A constant
utilisation rate of credits implies a special saving effort in Ministries, which had seen
their budget reduced and in those, where the credit utilisation rates for whatever reason
had been low in 2001.

Another net stimulus of 0.1 per cent came from regional and local initiatives. The
Flemish region abolished the radio and television fee, reduced registration taxes
from 12.5 to 10 per cent and granted a one-off tax reduction by € 62 on revenues
of 2000. These Flemish measures were partly offset by increases in personal income
tax supplements levied at the municipal level.

Net VAT receipts usually swing around substantially at cyclical turning points, since
refunds have a longer lag than gross receipts. Nevertheless the deterioration of reve-
nues between 2000 and 2001 appeared to be extraordinary. The sustained buoyancy
of refunds (driving down net receipts) can be explained partly by the strength of
exports in the second half of 2000 when the domestic economy had already cooled
down. After the announcement of tighter controls by the government in July 2001
refunds fell sharply suggesting that the measure was a success. Refunds have been
corrected since mid-2001, leading to growth in net VAT receipts during the first nine
months of 2002 (+2.4 per cent) despite sustained weakness in the economy.

The remaining part of the margin was dedicated to spending priorities identified in
the fields of Community finance, social security, and social transfers to the poor.

These calculations are based on primary expenditure deflated with the national index
of consumer prices.

Potential output is projected to grow by an average 2.3 per cent in the 2002-04 period.

The OECD output gap for Belgium (in per cent of potential GDP) averaged
0.1 from 1997 to 2001 but only —1.5 from 1992 to 1996 (whole decade: -0.7).
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The level of tax revenues reshuffled to the communities as a percentage of GDP will
be higher by 0.3 in 2005, 0.6 in 2010, and 1.1 in 2020 compared with the level in 2001.

This results from a sensitivity analysis by the NBB.

This projection does not yet take into account government plans to take over gradually
the debt of the national Railway Company. A first step of debt assumption equivalent to
about 2 per cent of GDP is planned for the end of 2004, provided that the debt-to-GDP
ratio remains below 100 per cent after the debt takeover.

By contrast, spending pressures are going to ease in the field of security after full
implementation of the police reform.

As the Flemish Region has decided tax cuts, the scope for the Walloon and Brussels
Regions reaching their targets by tax increases is limited by inter-regional tax competition.

The regions, however, being the responsible authority, do subscribe to the commitment
to convince the local authorities to respect their budgetary targets.

For an individual benefits are based on 1.33 per cent of career average earnings per year
of employment, with a maximum of 45 years employment taken into account. A married
couple can choose between a pension based on the earnings of each spouse or can draw
the highest of the two pensions increased by 25 per cent. Earnings more than 27 per
cent above the pay of the average production worker do not give the right to a pension.

Past earnings have not always been up-rated in line with average earnings and not all
employees work for 45 years.

For people with career-average earnings less than 40 per cent of average pay, there is
a minimum pension equivalent to 30 per cent of the earnings of the average produc-
tion worker, provided the person has worked for 15 years. Thus a low-paid person,
earning 30 per cent of average earnings, would have a replacement rate of 80 per cent.

No matter how few years a person has worked, there is a guaranteed minimum pen-
sion that is equal to 20 per cent of average earnings. The share of pensioners receiving
this minimum fell from 6.7 to 5.3 per cent of all pensioners between 1990 and 2001.

The legal retirement age for women is progressively raised to that for men. It will be
63 in 2003 and 65 in 2009.

260 per cent of GDP compared with 244 per cent in the United Kingdom and 308 per
cent in the United States.

Proceeds of the fund are invested in government bonds, as occurs with similar
arrangements in the United States (the social security fund) and the Netherlands (the
silver fund). In common with these other arrangements, transfers to the fund amount
to an accounting entry within the public sector: they have no direct effect on the public
debt ratio.

In April 2002 the Study Group on Ageing (Comité d’Etude sur le Vieillissement) published its
first report (High Finance Council 2002). It was prepared by the Federal Planing Bureau
(FPB) which serves as the Secretariat to the Study Group and ensures consistency of
the scenarios with the FPB's medium-term macroeconomic projections (e.g. FPB,
2002b). The report was then used by another section of the High Finance Council
(Section “Besoin de financement des pouvoirs publics’) in its annual report 2002 (July 2002),
which gives general recommendations concerning the budgetary position.

Second-pillar pension benefits paid out as annuities are now also taxed at 16.5 per
cent as lump sum withdrawals of accumulated savings. The complementary savings
scheme (including employees’ contributions to pension saving funds, life insurances
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and the second pillar) receive the following favourable tax treatment: a personal
income tax reduction amounting to between 30 and 40 per cent; exemption from the
withholding tax on interest (assumed to accrue at a rate of 4.75 per cent per year); and
a tax rate on benefits of 17.5 per cent (see Chapter III, Box 1).

Measured on a System of National Accounts (SNA) basis for all levels of government.

Part of the high share of personal income taxes in the total (and low share of property
taxes) is explained by the fact that the real estate withholding tax is included in per-
sonal income taxation whereas the comparable tax (rates) in other countries is
included in property tax. Even allowing for this factor, however, the share of personal
income taxation in the total remains high in Belgium by international comparison.

The average effective tax rate on labour equals the labour tax wedge expressed as a
share of gross labour costs. The labour tax wedge is the difference between labour
costs to the employer and the wage that the employee receives after all taxes have
been paid. It is calculated by applying tax rules to a hypothetical worker. The main
alternative approach to measuring the tax burden on labour is to calculate the labour
tax ratio (see Carey and Rabesona, forthcoming, for a discussion of the advantages and
disadvantages of this approach). Such calculations also show that Belgium’s tax burden
on labour is one of the highest in the OECD, though not the highest, as suggested by
the AETR calculations. When consumption taxes are included, the labour tax ratio in
Belgium is still high, although there are now six countries with higher ratios; this ratio
was 50 per cent in Belgium in 2000, compared with EU and OECD averages of 46.5 per
cent and 43.1 per cent, respectively (op. cit).

A number of studies were used to make assumptions for the elasticities of labour
demand with respect to real labour costs and of wages with respect to unemployment.

The government has also reduced employers’ social security contributions for workers
aged 58 or more, although the fiscal scale of this measure is very small in relation to
the structural reductions (targeted on low-income earners). The reductions for older
workers, which came into effect in 2002, are proportional to the age of the employee
and are intended to discourage employers from making such employee redundant
and to encourage employers even to hire such workers.

Stockman (2002) distinguishes between low-skilled, high-skilled and special pro-
gramme (for which wage cost reduction measures are conditional on creating addi-
tional employment or meeting other regulatory conditions) employment. Low wages
are defined as 65 per cent of APW or less. Low wage earners represented 27 per cent
of full-time equivalent employment in 2001 while special programme employment
accounted for only 2 per cent. With a wage benchmark, the low-wage measure gener-
ates 4 040 extra jobs by 2007, compared with 1 530 for the same reduction but focused
on high-wage earners and 1 840 for a general measure (the same percentage reduction
in social security charges at all wage levels). Net substitution between low- and high-
wage labour is particularly strong with the low-wage measure (one high wage job is lost
for three additional low-wage jobs) but weaker if the high-wage measure is imple-
mented (one low-wage job lost for 10 additional high-wage jobs). The reduction in
real labour costs per employee (market sector) is larger with the low-wage measure
(=0.21 per cent) than with the high-wage measure (-0.07 per cent) or the general mea-
sure (-0.09 per cent). He also finds that the increase in employment and decline in
labour costs is smaller in the absence of a wage benchmark; on the other hand, labour
productivity is higher.

These arise when net replacement rates from unemployment and related benefits are
sufficiently high that it is not worth while for an unemployed person to accept a job.
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This problem mainly concerns low-income earners with dependants; replacement
rates in Belgium are lower for unemployed persons without dependants, decline over
time for such persons, and are capped in all cases, resulting in low replacement rates
for high-income earners (see Annex I for details).

Individual social security contributions were cut by € 82.5 per month for full-time
employees earning up to € 1 150 per month. This reduction is progressively withdrawn,
falling to zero for salaries of € 1 350 and above and adding 41.25 per cent to the marginal
effective tax rate on incomes in the withdrawal range.

This measure should stimulate increased labour supply and, for persons earning suffi-
ciently more than the minimum wage for their wages to be flexible, reduce labour
costs and hence, increase labour demand. For persons earning the minimum wage,
this measure does not reduce labour costs and hence, increase labour demand. It
could even contribute to higher unemployment among persons only able to find
employment at the minimum wage rate.

The following complimentary measures aimed at specific unemployment traps have
been taken:

— A one-off payment of € 75 is paid to a single parent families taking up employment
after a long period of unemployment so as to help with the costs of returning to
employment;

— A one-off payment of € 75 is paid to long-term unemployed persons accepting a job
which requires them to travel far;

— So as to encourage older unemployed persons to accept a lower-paid job than their
last one, social security rights are based on the previous (higher) salary;

— The statute of persons without employment who become unemployed again after a
part-time job has been improved;

— The part of earnings between € 849 and € 912 that could be confiscated has been
reduced; and

— The increased family benefit given to long-term unemployed persons is maintained
during the first two quarters of taking up employment and continues if the new job
lasts less than six months (previously, a stand-down of six months after taking up a
job was required before being able to claim again an increased family benefit).

The tax credit is progressively withdrawn as (full-time) income rises above 56 per cent
of the average production wage (APW) and is completely phased out by 67 per cent of
APW.

This reform is complemented by transforming deductions for dependants into refund-
able tax credits. This will enable families that don’t have enough taxable income to
benefit fully from the current deductions to do so in the new system.

The tax credit rises from € 78 per year in 2002 to € 500 per year in 2005.

For example, the Working Families Tax Credit in the United Kingdom for a single-earning
couple at 54 per cent of APW (the highest income at which the tax credit in Belgium is
€ 500) with two children aged under 16 family was £4 470 (23 per cent of APW) in 2001.

Net replacement rates were still high — 79 per cent or more for all family types except
singles — at the minimum unemployment benefit.

This margin, which is considered to be appropriate by the High Employment Council
(Conseil supérieur de l'emploi), is necessary at least partially to compensate for the costs of
working, such as for transport, childminding, and clothing.
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The ACS was phased out earlier for low-middle income earners. The schedule for
phasing it out is as follows:

Additional crisis surcharge (per cent)

. Income earned in:
Taxable income

€ 1999 2000 2001 2002 2003
0-19831.47 2 1 0 0 0
19831.48-21070.94 phased phased phased 0 0
transition transition transition
21070.95-29747.21 3 2 1 0 0
29747.22-30986.68 3 phased phased phased 0
transition transition transition
30986.69 and above 3 3 2 1 0

The allowance for the first income bracket (€ 0-4 320) increases from 20 to 23 per cent
in 2002 and to 25 per cent in 2003. But the upper limit to the deductible amount
(€ 2 880) remains unchanged. This means that taxpayers with a tax base exceeding
around € 55 000 do not get any additional allowance.

Feedback effects refer to the effects on employment via the impact of the reform on
other economic variables. For example, an increase in employment will increase con-
sumption demand and output, raising demand for labour and hence, employment.

Stock options are taxed at grant rather than at vesting, as in most other countries. This
is done to preserve consistency with the general exemption of capital gains (not
related to a professional activity, such as property development, for example) from
taxation under Belgian law. However, it is difficult to see why gains on stock options
should not be considered as labour income and taxed accordingly, as is already the
case, for example, for property developers.

The overall social security contribution rate is about 48 per cent (35 per cent for the
employer, less € 979, plus 13 per cent for the employee) while the standard company
tax rate is presently 40 per cent (including the ACS of 3 per cent). Although stock
options grants are not subject to social security contributions, personal income tax
receipts from taxation of them is entirely handed over to the National Social Security
Office.

These are that:
— the exercise price is fixed at grant;

— the option cannot be exercised either before the end of the third calendar year fol-
lowing that in which the grant is made or after the end of the tenth year following that
in which the grant is made;

— the option cannot be transferred to other living persons;

— the risk of a fall in the value of the underlying shares after granting of the option can-
not be directly or indirectly covered either by the persons granting the option or by
someone with a link to that person; and

— the underlying shares are in the firm for which the beneficiary provides labour ser-
vices or in a firm that has a direct or indirect equity interest in the former firm in the
sense of the Royal Decree of 8 October 1976 concerning firms’ annual accounts.
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If these conditions are not satisfied, options are valued at 15 per cent of the underlying
shares, rising by 1 per cent per year beyond five years.

The profit-sharing plan:

— must be voluntary, organised by the firm and elaborated within the firm;
— must result from collective negotiations between employers and workers;
— must be proposed to all employees of the firm;

— must contain a predetermined formula which clearly shows the link to the firm’s
profits;

— must not replace regular remuneration — profit-based payments are supposed to be
an income supplement;

— is not subject to the same rules for taxation and social security contributions as regular
remuneration;

— shall enable workers to take their share of profits either in cash or in the firm’'s
shares or in a combination of the two, in proportions fixed in the plan.

Employers may not deduct distributions of profits to employees from taxable corpo-
rate income but do not have to pay social security contributions either (although one
half of corporate tax paid on these distributions is transferred to the social security
system). If the distribution is paid in shares or in cash that is lent back to a SME
employer, employees pay 15 per cent tax. In the event that the distribution is in cash,
employees pay a 13.07 per cent solidarity contribution plus a 25 per cent tax on the
distribution net of the solidarity contribution.

Taking the example of a firm that wishes to grant its workers € 100 out of post-corpo-
rate tax profits, this would give workers € 85 after tax if paid as shares or in cash that
qualifies for the same tax treatment or € 66 after-tax if paid in cash. For a regular salary
payment that reduces after-tax profits by € 100, the after-tax benefit for the
employee is € 65. (It is assumed that the corporate tax rate is 33 per cent, the mar-
ginal income tax rate is 50 per cent, the employer social security contribution rate is
25 per cent and the employee rate is 13 per cent.) As noted above, profit-share pay-
ments are not tax deductible for companies. As employers equally do not have to
pay social security contributions on such payments, the cost to after-tax profits of a
€ 100 profit-share payment is € 100. If the payment is made in shares (including the
equivalent SME case of cash lent back to the employer), the employee pays a
15 per cent final tax, giving a final after-tax benefit of € 85. If the profit share is paid
in cash, the employee pays a final tax of 34.8 per cent [13.07 + (1 —0.1307) * 25], giving an
after-tax benefit of € 65.9. Finally, a regular salary payment that reduces after-tax profits
by € 100 is € 199 {= 100/[1 - (0.33 + 0.25 * (1 — 0.33)]}; all labour costs, including social
security contributions, are tax deductible. Out of this amount, the gross wage received by
the employee is € 149.5, which falls to € 129.85 after the deduction of employee social
security contributions. Personal income tax reduces this amount to € 64.9.)

The dividend is first taxed as part of company profits at 40.17 per cent and is then
taxed again at the dividend withholding tax rate of 25 per cent, giving a total tax rate of
55 per cent [0.4017 + (1 — 0.4017) * 0.25]. This was the top personal income tax rate
before the current personal income tax reform.

The lowest rate is for companies with taxable profits of less than € 25 000. In this case,
the corporate income tax rate is 29.71 per cent, giving a total tax rate (including the
25 per cent withholding tax) of 47 per cent [0.2971 + (1 — 0.2971) * 0.25]. There is a
phasing out range for companies enjoying reduced rates, so that the average corporate
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income tax rate is 39 per cent (excluding the ACS) at the € 323 750 limit for progressive
corporate income tax rates, the same as the standard corporate income tax rate.

If the property is purchased and re-sold within this period, a capital gains tax of
16.5 per cent applies. To calculate the gain, the purchase price is increased either by
the notary fee paid or by a lump sum rate of 25 per cent and by 5 per cent per year
since the purchase year.

Since 1986, there is an additional interest deduction which can exceed the amount of
imputed rentals. It concerns only building, purchase of a newly-built house or renova-
tion work [minimum amount of € 22261 (2000 value, indexed)]. In addition, this
deduction only applies to the principal residence, which has to be owner occupied,
and financed by a mortgage loan with a duration of at least 10 years. The tax deduction
is limited to the first income bracket of € 55 652 (2000 value, indexed and increased
for dependent children) for building or purchasing a new house and to the first bracket
of € 27 838 (2000 value, indexed) for renovation work. Up to 80 per cent of the amount
obtained after the first limitation is taken into account may be applied in the first
5 years (sliding proportion to 10 per cent in the 12th year).

Incidentally, the high rate of owner-occupied housing is another factor to take into
account when considering the adequacy of Belgians’ savings for retirement.

However, Belgium'’s real estate property withholding tax is recorded as income tax in
OECD Revenue Statistics, whereas rates are recorded as a property tax. There is also a tax
reduction on the first € 12 500 of the purchase price of a principal residence.

The second principal residence must be bought within two years of the sale of the first.

The tax-exempt amount is € 60 000 in a Reinforced Development Zone for Housing and
Urban Renewal (Espaces de développement renforcé du logement et de la rénovation
urbaine) and € 45 000 elsewhere. There is no “imputation through time” system, as in
Flanders.

These are 12.5 per cent. It is assumed that the property is held indefinitely.
As noted above, effective tax rates are negative on second pillar savings.

For example, for a long-term government bond yielding 5 per cent in nominal terms
and 3 per cent in real terms, the real effective tax rate is 25 per cent (i.e. the 15 per
cent final withholding tax on 5 per cent expressed as a percentage of 3 per cent).

While Flanders and Brussels-Capital have respectively implemented and announced
small reductions in duty rates on direct-line successions recently, they have not
reduced the rates on other successions.

This and a number of the following sections on corporate taxation draw heavily on
Valenduc (2002b).

These were the following:

— “Upstream taxation” and anti-abuse rules were introduced (1990, 1991, 1996) to
ensure that the participation exemption system (which allows a company to deduct
95 per cent of a dividend it receive from a company in which it has a significant
shareholding) did not lead to a double exemption of distributed profits.

— The notional withholding tax credit of 15/85 for interest received from abroad was
replaced by a credit for foreign withholding tax effectively paid (1991).

— The notional tax credit for resident companies providing new equity or lending
money to a co-ordination centre was repealed (1990-91), although the preferential
tax regime for co-ordination centres remains in force.
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— The large investment allowance introduced in the early 1980s to compensate for
high inflation was restricted to small businesses or investments that generate exter-
nalities (such as R&D or environmental investments) with the rate linked to the
inflation rate (1992).

— The conditions to be met to qualify for reduced corporate tax rates for small businesses
were made more restrictive (1993).

— Disallowed expenses were expanded (including, for example, part of car expenses) and
a thin capitalisation rule for interest deductions was introduced (various measures
from 1989 to 1995).

— A tax credit was introduced for new equity raised by SMEs (1996).

This measure uses tax statistics to obtain a corporate profit series that excludes losses.
The reason for excluding losses is that they cause the standard tax ratio measure to
vary over the business cycle even when there is no change in tax policy. To construct
this modified tax ratio, tax data on corporate profits must be adjusted to exclude
deductions that are considered to be tax expenditures (increasing the tax base) while
disallowed expenses that are genuine economic expenses are deducted from the tax
base. See Valenduc (2002b, p. 60) for more information.

This approach adapts the King-Fullerton (KF) (1984) methodology to deal with invest-
ment projects that earn some economic rent. The resulting Average Effective Tax Rate
(AETR) is a useful indicator in the case of imperfect competition. By contrast, the KF
approach only considers marginal investments and thus is only appropriate to discuss
the effects of the tax system under perfect competition.

Capital export neutrality means that taxation is the same regardless of where an
investment is made. These reforms improved capital export neutrality by making
exemptions of foreign-source dividends and interest from Belgian taxation more
dependent on the foreign taxes actually paid on such income.

A closed economy framework is used because SMEs do not have direct access to world
capital markets. Shareholders are thus subject to personal income tax in Belgium.
Accordingly, the AETR must integrate both taxation of the SME and the taxation of pri-
vate savers in Belgium. In fact, SME managers play a major role in financing their com-
panies.

Belgian co-ordination centres are subject to income tax on a cost-plus basis but inter-
est paid is not included in the cost-base. Combined with the fact that the tax base
includes neither interest, nor dividends received, nor retained earnings, this means
that co-ordination centres are not subject to tax on investment income. Despite this,
the Belgian parent can still benefit from a 95 per cent tax exemption on dividends
received from a co-ordination centre and from a full exemption on capital gains on
shares in the co-ordination centre (Valenduc, 2002a).

Personal income tax reductions since the government took office (abolition of the
3 per cent ACS, reindexation of tax brackets and abolition of the top two tax brackets
(52.5 per cent and 55 per cent)) have reduced marginal income tax rates by around
15 per cent, approximately the same amount as the announced reduction in progres-
sive company tax rates.

Benefits are also considered because they are a close substitute for taxes in redistri-
bution. For example, if benefits are indirectly means tested through withdrawing tax
concessions, as occurs in Belgium, this will tend to reduce the redistribution effect of
the benefit system but to increase that of the tax system relative to direct means test-
ing, as occurs in Australia or the United Kingdom. For the purposes of an international
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comparison, it is also preferable to focus on the working-age population as high reli-
ance on public old-age pension systems in some countries, such as Belgium, exagger-
ates the initial inequality of income distribution and the redistribution effect of
government transfers.

See Box 3 for a summary of the main recommendations for tax reform.

Series have been smoothed with a Hodrick Prescott filter up to and including 2001. To
mitigate the so-called endpoint problem, series have been extended up to 2005 on
the basis of projections in the OECD Economic Outlook 72 (OECD, 2002a) and by the Fed-
eral Planning Bureau (FPB, 2002). A lambda of 30 was chosen to obtain a symmetric
distribution of filtering weights up to 2001. At this lambda for annual data, for cycle
lengths up to nine years, at least 90 per cent of the cyclical components is excluded
from the original series (Bouthevillain et al., 2001).

These data at the branch level were only available for 1995.

Figures calculated by Kegels et al. (2002) before the upward revision of employment
figures in November 2002.

Aggregate figures on employment and participation rates in this section incorporate
the upward revision in November 2002 (by around 3 percentage points). Revised
disaggregate data are not yet available.

Percentages on the basis of the European Labour Force Survey. Other goals are halving
the number of youngsters with only primary education and an increase in the employment
rate of women to 60 per cent.

In 2000, the employment rate, measured in terms of persons, was about
3 percentage points lower than in the OECD and even 9 percentage points lower
than in the Netherlands. Already before the upward revision of employment data,
however, Belgium ranked more favourably, if employment rates were measured in full
time equivalents (relative to the Netherlands, for instance, the lag would decrease to
2 percentage points European Commission, 2002a).

Due to these exemptions in 2001 only 57 per cent of the persons entering the early
retirement programme were replaced.

The official pre-pension age is 60, but social partners are allowed to set a minimum
age of 58 in sectoral agreements. The pension age for women is being progressively
raised to 65 by 2009.

According to Cockx (2001), the chances to find a job are particularly small for low-
skilled workers, for which there is insufficient demand. In 2000, the unemployment
rate among Belgians born outside Europe was about 35 per cent (Federal Ministry of
Employment and Labour, 2002a).

OECD (2002c¢). Figures refer to 1999 and have been calculated using purchasing power
parities.

This is due to lower tax rates, higher child and other allowances and lower municipality
taxes. Other allowances may concern the costs of healthcare, electricity and public
transport.

In that case the number of years worked must be at least 15 years.

Université catholique de Louvain (2000); OECD (1998a). Workers with a tertiary degree
had a 17 per cent higher wage than workers with a secondary education.
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HEC (2002), p. 122. According to the broader national definition, used by the Federal
Ministry of Employment and Labour, the unemployment rates were 7.9, 17.1 and
19.8 per cent respectively (September 2002).

The above figures imply that an increase in outward mobility of Walloon workers by
around one-quarter (from 20 to 25 per cent) would halve the unemployment rate in
the region.

The cost of commuting by public transport is, however, limited. Reimbursements by
employers are fully deductible from personal income taxes up to a commuting distance
which in 2003 will be raised from 25 to 50 km.

For more details on the measures taken up till 2000, see Federal Ministry of Employment
and Labour (2001).

Social security contributions by workers with a monthly wage below € 1 500 (around
half a million employees), are to be further lowered in 2003, resulting in net income
increases of up to 4 per cent, part of which would lead to a further reduction in the
replacement rate.

Having worked for at least 20 years is a condition many women under the previous
scheme did not meet, but those already in the old scheme were allowed to switch to
the new scheme.

The bonus corresponds with the wage for 2 hours (age 45) to 6 hours (workers 55 and
over).

In 1999, 11 000 unemployed lost their benefit because the duration of their inactive-
ness exceeded the average duration of their reference group of unemployed by more
than 50 per cent.

Communication by the Federal Ministry of Employment and Labour.
Since January 2002 these jobs are integrated in the so-called ACTIVA plan.
http://meta.fgov.be/pdf/pd/frdf25h.pdf

Federal Ministry of Employment and Labour, Press release 28-08-2002

Vouchers represent a subsidy of € 30 for each amount of € 30 spent by a firm on training.
In 2001, for vouchers the government had reserved some € 50 million.

The budgetary cost in 2000 was around € 50 million.

For 2001 and 2002 the total increase was limited to 6.4 per cent, except for very well
performing industries, which were allowed to increase wages by an additional 0.6 per
cent.

Written communication by the Central Economic Council.

In Belgium a merger is subject to notification if at least two of the firms involved have a
turnover higher than € 15 million and at the same time the combined Belgian turnover
exceeds € 40 million.

For example, in 2001 only two mergers notified earlier led to a Phase II investiga-
tion. No merger decision was appealed against at the Brussels Court of Appeal.
This compares with a total of 48 notified mergers. During the eight years from 1994
to 2001, 5 decisions not to approve a merger were taken, 32 cases are outstanding
(OECD, 2002d, p. 6).

In the Netherlands, the turnover threshold for the individual firms engaging into a
merger was lifted from € 14 million to € 30 million in 2002.
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This gives other stakeholders (service providers without network and consumers) a
chance of articulating their interests.

This requirement is met in Belgium by the annual reports of the regulators for the
electricity and gas markets (CREG) and of the telecommunications and postal sectors
(BIPT).

Another measure to increase the personal distance between the regulator and the reg-
ulated firm consists in sector-to-sector job rotation within the regulation agency, a
common practice in the German Cartel Office.

See Knieps (2000, p. 20) for technical progress and Kumkar (2000b, p. 374) for finding
optimal allocation rules for network access revenues by a learning process.

The benefits of bringing telecommunications and electricity regulation under a com-
mon roof are discussed in Kumkar (2000, pp. 26-27).

In the Netherlands, for example, the regulation agency for electricity and gas is affili-
ated to NMa, the overall competition authority. It is also interesting to note that the
Australian Competition and Consumer Commission regulates access pricing in several
sectors including telecommunications.

Due to technical, administrative and legislative barriers, trains lose most of the travel
time at boundaries. The average speed of international rail freight haulage is only
18 km/hour (European Commission, 2001¢, p. 28).

Market entry is prevented by falling marginal and huge sunk costs in infrastructure
management, ie.this stage of railway service production is a natural monopoly,
whereas traction presents ample scope for competition. In analogy to air traffic, some
authors consider capacity management and security services as a separate stage of
production “in between”, since fixed costs are not sunk, making the market for these
services contestable and thus removing the static inefficiency implied by its monopo-
listic provision (Knieps 1996). At each stage, vertical disintegration involves efficiency
gains from actual or potential competition, which have to be assessed against higher
co-ordination costs.

The somewhat better result for Belgium from input distance function estimates in
Coelli and Perelman (2000) is called into question when using the stochastic frontier
method (rather than a deterministic approach) to account for cross-country differences
in exogenous factors (Trujillo 2003, forthcoming).

One insight from a comparison between the six studies reported is that results are
sensitive to the measure chosen. Rank correlation coefficients for the ten countries
covered by all six studies are broadly positive (but mostly below 0.5) only after
ignoring the Gathon-Pestieau results. This makes the consistently low performance of
Belgian railways all the more striking.

This holds in application of the theory of effective tariff protection, which states that
lower tariffs on inputs than on final goods and services strengthen the protection for
domestic value added. In the current situation, tariffs on goods imports are virtually
zero whereas access to essential service input markets is nearly prohibitive.

A vertically disintegrated network owner maximises revenues from (regulated) user
fees and therefore has an incentive to get a maximum number of trains on his network.
In a vertically integrated firm such a strategy would cost market shares to the in-house
transport services branch and joint profit maximisation would account for the trade-off
between the market share of own transport services and revenues from third-party
access.
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Already in 1998 the European Commission noted the insufficiency of mere accounting sep-
aration, since it leaves incumbent railway undertakings closely linked to infrastructure
managers who control access (European Commission, 1998).

Unit costs are likely to come down following liberalisation. Reform experience in other
countries (e.g. Germany) shows that niche market suppliers are capable of providing
transport services at terms accepted by customers on routes given up by the former
incumbent (OECD, 2001h, p. 80).

One motivation for cheap transports is to combat labour market mismatches. However,
this is better achieved with specific labour market and labour tax policies (Chapters Il
and V). Besides, receipts from pricing congestion can be used to lower distortionary
taxes on labour.

Belgian households still pay higher electricity prices than the EU average (they used
to have among the highest prices in the European Union), whereas companies pay less
than the EU average according to the authorities.

In most cases, Electrabel is a capital co-owner in these trusts (“intercommunales mixtes”).

In line with an OECD-wide trend, fixed charges were increased and bundled with set-
up charges — occurring when the first time unit costs more than subsequent units — in
the basic subscription. In terms of prices, Belgacom de facto abolished the distinction
between local and long-distance calls (OECD, 2001b, p. 171). The incumbent, which
has still a 95 per cent market share for long distance calls, reduced prices for national
calls in 2001 from € 1.74 (ten minutes call) to € 0.54. On the other hand, the price of
local calls increased from € 0.49 to € 0.54, staying among the highest of the EU (32 per
cent higher than the EU average. These price evolutions initiated by the incumbent
may have created difficulties for other operators mainly active on international and
long distance calls. More recently, new types of subscriptions combining a higher
monthly fee with some amount of free time were introduced together with moderate
increases of variable charges for national calls.

Press Release by the Ministry of Telecommunications of 6 February 2002. http://
belgium_fgov.be/fr_index.htm. This calculation system also applies to binary access services
for large band Internet access.

This means that gross costs for public services provision, currently estimated at € 62 to
86 million, would have to be lowered by the receipts from fees for public services and
the intangible benefits in terms of enhanced visibility.

Currently the incumbent firm takes more time than agreed on for breakdown services
and for connecting new users to the network (BIPT 2002).

Measured in US dollars at purchasing power parities (PPP), the average costs of
40 hours Internet use per month at peak hours increased by 44 per cent between
September 2000 and August 2001. This is more than what could be explained by the
“rebalancing” of local call prices by incumbent operators observed in many OECD
countries (OECD, 2001b, p. 173). For off-peak Internet use, the price increase reached
12 per cent over the same period.

Demand pressures also contributed to a quicker coverage of the territory. The
ombudsmen of the telecommunication sector reported 333 complaints in 2001 referring
to non-availability of high-speed Internet access.

An SSL protocol is to encrypt information before transmitting it via the Internet to protect
client data but also to ensure privacy of information subscribers pay for, thereby over-
coming the failure inherent to markets for information (OECD, 2001b, p. 103).

© OECD 2003



Notes 193

140.

141.

142.

143.

144.

145.

146.

147.

148.

149.
150.
I51.

According to an EU-wide survey, uncertainties about the conditions of use appear to be
the main obstacle for e-purchasing, whereas high costs are the main obstacle for e-sales
(OECD, 2002e¢, p. 2).

They usually consist of an initial connection charge, a monthly rental charge including
an unlimited or limited amount of free flows and —in the latter case — a charge per
Megabyte beyond the threshold.

On a more positive note, users of Belgacom ADSL Internet access are exempted from
initial charges, and the monthly charge ranges on an intermediate position among
incumbent suppliers within the OECD area (OECD, 2001i, p. 53). Note, however, that
price comparisons in the field of broadband Internet access have to be interpreted
with caution due to the huge diversity of service qualities — especially connection
speeds. Assuming that a Belgian user remains below the included allowance, he gets
about 15 Kbps per USD PPP spent, which is the eighth most competitive offer by all
incumbent firms in the OECD.

In North America, non-metered access is the standard pricing model. In Australia and
New Zealand, broadband access usually implies a per-unit cost beyond specified
thresholds. However, in all four countries flat rates are applied to the traditional dial-
up connections (PSTN), by which most persons got acquainted to the Internet in
recent years.

About one-quarter of the subsidy is to cover the costs for a number of free financial ser-
vices la Poste delivers. Discussion is under way to replace the subsidy by a universal
banking service funds financed by all banks.

La Poste took away most of the market shares from a private competitor in a classical
business-to-business mailing service by combining this mailing service with preferen-
tial general mail tariffs. The European Commission stopped this practice considering it
as an abuse of dominant position (European Commission, 2002d, p. 32).

A characteristic of the Basle I Accord is that capital requirements will become more
responsive to banks’ individual risk profiles. A number of banks will have to increase
their own funds; others will be allowed to relax them. Yet the repercussions of Basle Il
on the banking sector as a whole will be limited, according to preliminary results from
the NBB's quantitative impact study (NBB, 2002b, p. 136).

The Banking Supervision Committee, composed by ECB staff and national regulators,
is in charge of macro-prudential co-operation. Regarding international co-operation on
the micro-prudential level, an EU directive on financial conglomerates is being pre-
pared by the EU Commission. In the meantime, given the presence of two bi-national
conglomerates, the BFC and OIC signed Memoranda of Understanding with other
national authorities.

In this context, the CFS will have to decide which activities should be pooled and
manage these pooled activities. The modalities of this pooling of resources will have
to be precised in a protocol between the three institutions. If this protocol is not
signed six months after the appointment of the new Boards, the Minister of Finance
may impose a pooling of resources.

The Minister of Finance backs such a merger (LEcho of 11 July 2002).
See OECD, 2002f, pp. 8-9, for further details.

This becomes especially likely when the managers of a subsidiary and of the controlling
firm are the same persons. A typical case of tunnelling with a Belgian subsidy (Flambo)
as the loser is described in Wymeersch (1993).
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The strongly negative correlation between minority protection and ownership concen-
tration around the world (La Porta et al., 1998) further strengthens the relevance of this
point.

Kortum and Lerner (2000) show that $1 of venture capital generates 5 to 10 times as
many patents as $1 of RED investment in big companies.

In case of ex ante subsidies promising and less promising projects get the subsidy due
to asymmetric information and moral hazard problems. By contrast, payments that are
made conditional on success (ex post subsidies) would increase private actors’ marginal
utility of additional efforts.

This is particularly obvious for interest subsidies. In case of a well-established big
company the probability of bankruptcy is low even if an innovative project fails. Thus
the subsidised credit crowds out a normal bank credit. This is different for a start-up
the survival of which depends on the success of the innovative project. Bank credits
are generally not available in this case and the venture capitalist asks for high divi-
dends to compensate his high risk. If part of the investment is financed by a subsi-
dised loan, the outcome is the same in case of failure but the start-up has to pay back
less high dividends in case of success.

Further insights of the study are that regulations themselves are the major source of
dissatisfaction and that often interactions with the administration depend on the person
contacted and decisions lack explanation.

The harmonisation of conditions for cuts in employers’ social security contributions
provides a successful example of how not only the readability but also the content of
legislation can be made less complex.

First an indicator of the burden is obtained as a weighted average of “marks” for vari-
ous aspects (e.g. fees, proper guiding information, number and readability of forms,
possibility of electronic exchange). This indicator is then multiplied with the frequency
of the formality and the number of persons concerned (OECD, 2001j, p. 45).

More than 80 projects were implemented at the time of writing. About the same number
of further projects are scheduled until 2005 (Attp://premier.fgov.be/topics/reports/sav/mix-corr.ppt).

The government shall not ask the citizen one and the same information twice. Agency
B shall get an information from Agency A rather than from the citizen.

Technological foundations of e-government include a metropolitan area network for
Brussels, Internet portals for citizens and companies and a “back-office” with the Busi-
ness Crossroads Databank for data exchange between government agencies. Further
elements are a single identification number for citizens and companies, the electronic
identity card, and a public key infrastructure for interactive communication.

The policy preparation unit, composed by civil servants, provides technical expertise
and policy options. The policy council, composed by the Minister, the president and
managers of the FGS, and external experts, gives strategic advice and controls the
implementation of measures.

Moreover, the current economic environment of low activity is favourable to the imple-
mentation of the reform as finding the high number of ICT consultants needed to mod-
ernise information systems and provide training services is much easier than during in
a boom.

This incentive mechanism was implemented for the senior level of ministerial staff
under the “at risk pay” scheme in Canada and led to conditional pay rises of between
15 and 25 per cent. The lessons learned include that corporate priorities should be
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precise enough to enable executives of making comparable, measurable and “stretching”
commitments that cannot vary arbitrarily between services (OECD, 2002h).

Such concerns led the OECD Ministerial Council to ask the Organisation to initiate
peer reviews of sustainable development.

Such a cost is similar to that estimated for Austria and France in 1996. The estimated
cost of particle pollution is much lower in Switzerland, reflecting lower use of diesel
vehicles in that country (Kiinzli et al., 1999). However it is extremely difficult to sepa-
rate the cost of particle pollution from that of other pollutants (Sommer et al., 2000).
Consequently, these estimates are best seen as overall estimates of the car air pollu-
tion. About three-quarters of these health costs relate to the value placed on the loss
of life, the remainder being reduced morbidity costs. The value placed on loss of life
would be markedly less if it were to reflect just lost income and consumption, rather
than the willingness-to-pay to avoid death as revealed by labour market and survey
data.

A study concluded that dioxin emissions from an incinerator in the vicinity of Antwerp
did not produce any statistically significant effect on human health (Nouwen et al., 2001).
Exposure to dioxin was even found to decline while incineration activity increased
twofold.

The ceilings for Belgium under the EU agreement are lower than its commitments
within the framework of the UNECE convention on long-range transboundary pollu-
tion.

The higher estimate refers to initial Commission proposals which were slightly more
demanding than the objectives in the final version of the directive. The lower estimate
refers to a scenario with significantly less demanding objectives than in the directive.

The issue is complicated, however, by the fact that some pollution avoidance technolo-
gies result in higher energy consumption which in the absence of appropriate pricing of
carbon emissions could compromise the least cost achievement of Kyoto limits. Conse-
quently, requirements regarding both greenhouse gases and conventional air pollutants
should be simultaneously implemented for comparable time horizons and the regional
systems should be connected with each other and with wider international efforts
through permit trading.

The EU auto/oil policy will limit the sulphur content of motor fuels to 50 parts
per million by 2005. US regulations require diesel fuel to contain less than 15 parts
per million by 2007.

For diesel cars, there is an excise compensating duty (taxe compensatoire d’accise) in addi-
tion to a higher annual vehicle tax (taxe de circulation). This tax penalty on diesel cars is
offset, on average, by the lower duty on diesel fuel for motorists insofar as they do
more than 22 000 kilometres per year. There is also a registration fee which has to be
paid when the car is bought (taxe de mise en circulation). Between 2003 and 2005 that fee
will be differentiated in favour of less polluting cars, with a permanent reduction for
liquid petroleum gas (LPG) powered cars. Over the same period, the registration fee
will cease to be higher for EURO4 compliant diesel cars.

By 2010, motorcycles may account for 14 per cent of hydrocarbon emissions but only
2> per cent of road traffic by 2010. Currently, the emissions of hydrocarbons from the
average motorcycle are the equivalent of those from 200 cars compliant with present
EU standards.

Diesel-engined cars with almost zero particulate emissions are currently price competi-
tive on European markets. In the United States, significant progress has been made in
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the development of filters for diesel trucks (EPA, 2002). Even without these advances on
the cost side, benefits of a major reduction in particles emitted by trucks were estimated
to be 17 times greater than the costs (EIA, 2000).

This does not mean that Belgium transport prices take into account all externalities. A
major one, congestion, is not adequately reflected in prices (Prost et al., 2002). Fuel taxes
are not well suited for internalising congestion costs which would better be contained
through road pricing.

The only exceptions are federal taxes and the regulation of product quality for which
the federal government is responsible within the limits of EU internal market rules.

In Flanders, only one out of ten existing landfills for household waste is planned to
operate after 2010. In Wallonia, a public enquiry to identify new landfill sites ended
in 1999 with the decision not to create new landfills. The Brussels-Capital region has
no space available for new landfills.

FOST Plus does not intervene directly to either collect or recycle waste in contrast to the
position in Germany. Moreover, there is competition amongst recycling companies.
There is, however, a lack of transparency in determining the payments that are made to
recyclers and local authorities.

This increase reflects one-off investment costs, while the amount of recycled packaging
waste subsidised by FOST Plus rose by just 21 per cent in the same period.

Municipal waste collection and treatment costs € 155 per household (€ 62 per person).
Just under 5 per cent of this cost is met by regional subsidies.

For 2002, the threshold is set at 240 kilograms per inhabitant and the tax rate is
€ 35 per tonne. The introduction of this levy may have been one reason behind the
fall in the collection of mixed waste from 310to 175 kg per capita between 1998
and 2000.

Euro per tonne for plastics and euro per tonne for other drink containers against euro
per tonne for incineration.

According to FOST Plus’s annual report, a 4 per cent increase in quantity of material
recycled would result in a 40 per cent increase in cost.

Such a difference between the actual and optimal recycling rate led the Chairman of
FOST Plus to write “Is this additional cost still justified when one takes into account
the existence of other environmental black spots, especially in the light of the larger
social context?” and “Is it not a waste of time and energy to consider packaging as the
scapegoat on the debate on the environment?” (FOST Plus, 2002).

In this section, the year 2010 is a synonym for the target period 2008-12 for which all
policy commitments pertaining to the Kyoto protocol are formulated.

In the Walloon region, CO, emissions by energy-producing industries fell by 28.8 per
cent from 1990 to 1993 (Federal Department of the Environment, 2002).

The forecast that the target is missed at current policy settings is not very sensitive to
the assumption on energy prices. If oil and natural gas prices were 20 per cent higher,
the final energy consumption would lie 3 per cent below the baseline projection
in 2007 (FPB, 2002, p. 109).

House insulation and building insulation, energy audits and certification are the main
actions that will be carried out, in order to reduce the contribution of residential warming
and industrial consumption to total CO, emissions.

© OECD 2003



Notes 197

189.

190.

191.

192.

193.

194.
195.

196.

197.

198.
199.

In its Regional Development Plan the Brussels Region sets a target of 20 per cent reduc-
tion for road traffic by 2010 compared with 1999. Besides the RDP the Brussels Region
has a Mobility Plan with the objective of stabilising the number of car trips in the
morning rush hour at its 1991 level by 2005.

The broad aim is to enhance the technical and environmental performance of transport
(through “green” taxes).

Moreover, worse congestion mitigates the ecological benefits from the expected
reduction in road use as lower speed and more stop-start-driving boost CO, emissions
per vehicle (OECD, 2002i, p. 35).

Operational rail subsidies should not only be removed on competition policy grounds.
Oversupply of public transport results in higher emissions than adequately priced private
transport (Sustainable Mobility Programme, 2001).

A co-operation agreement on the implementation of the national climate plan and the
co-ordination of the international reporting obligations should be launched early
in 2003.

United Nations Framework Convention on Climate Change (UNFCCC).

To increase the efficiency of such a measure, EU governments should ensure that a con-
siderable share of emission permits would be auctioned rather than grand-fathered.

This section provides a short follow-up on assessments and recommendations of the
previous Survey (OECD, 2001f). It will therefore deal with sewage in the Brussels region,
bathing water in the Walloon region and effects from livestock on groundwater quality
in Flanders, although each region has policies on other water quality issues than those
described here.

Following a legal action by the EC, the Walloon region and the EC reconsidered the clas-
sification of bathing zones. There is still some disagreement since the EC identifies
21 bathing zones down from 30.

Article 174 section 3 of the EU Treaty requires such a review.

A large information campaign also helped to obtain better surface water quality in
some rural areas.
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ACS
ADSL
AETR
ALE
APW
BFC
BIPT

BPG
BRP
CFS
co
CO2
CREG

DSL
ECB
EEA
EMEP

FGS
FPB
FTE
GHG
HEC
ICT
INS
KWh
LNG
LPG
METR
MFP
MNE
NBB
NMVOC
NO2
NOx
OIC

List of acronyms

Agency of Administrative Simplification

Additional Crisis Surcharge

Asymmetrical digital subscriber line

Average effective tax rate

Local employment agencies

Average Production Worker

Banking and Finance Commission

Belgian Institute for Postal services and Telecommunication
(Regulator of post and telecommunications)

Belgian Post Group

Business re-engineering programmes

Council for Financial Stability

Carbon monoxide

Carbon dioxide

Regulator of the electricity and gas market (Commission de régulation
de l'électricité et du gaz)

Digital Subscriber Line

European Central Bank

European Environment Agency

Co-operative Programme for Monitoring and Evaluation of the
Long-range Transmission of Air Pollutants in Europe
Federal Government Service

Federal Planing Bureau

Full-time equivalent

Greenhouse gas

High Employment Council

Information and communications technology
National Institute of Statistics

Kilowatt hour

Liquified natural gas

Liquid petroleum gas

Marginal effective tax rate

Multifactor productivity

Multinational enterprise

National Bank of Belgium

Non-methane volatile organic compound

Nitrogen dioxide

Nitrogen oxides

Office for Insurance Control
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ONEM

PM
PPP
PSTN
SBIC
SME
SNA
SNCB

S02
SOx
SSC
SSL
TSO
ULCM
VAT
VDAB

voC
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Federal body administering unemployment benefits

(Office national de I'emploi)

Particulate matters

Purchasing power parities

Public Switched Telephone Network

Small business investment companies
Small-and-medium-sized enterprises

System of National Accounts

Belgian National Railway Company (Société nationale des chemins
de fer belge)

Sulphur dioxide

Sulphur oxides

Social security contributions

Secure socket layer

Transmission System Operator

Unit labour costs in the manufacturing sector

Value added tax

Vlaamse Dienst voor Arbeidsbemiddeling en Beroepsopleiding (placement
service of the Flemish region)

Volatile organic compound
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BASIC STATISTICS OF BELGIUM, 2001

Area (1 000 km?)
Agricultural area (1 000 km?)

Population (thousands)

Inhabitants per km?

Net increase (31.12.2 000)

Net migration (thousands, 31.12.2 000)

Gross domestic product (billion euro)
Gross domestic product per head (USS)
Gross fixed investment:

Per cent of GDP

Per head (US$)

General government (per cent of GDP):
Current expenditure
Current revenue
Gross debt

Exports of goods and services

(per cent of GDP)

Main exports (per cent of total),

SITC, Rev. 3 :
Iron and steel products (67 + 68)
Chemical products (5)
Machinery and equipment (71 to 77)
Textile products (65)
Transport equipment (78 + 79)

Irrevocable conversion rate :

THE LAND
30.5 Major urban areas (thousand inhabitants)
13.4 Brussels
Antwerp
Liege
Ghent
THE PEOPLE
10 263 Total labour force (thousands)
337 Total domestic employment (thousands):
24 048 Agriculture
14 Industry and construction
Other
PRODUCTION
254 Gross domestic product by origin, at market
22189 prices (per cent):
Agriculture
20.7 Industry
4601 Construction
Other

THE GOVERNMENT

Composition of the House of Representatives

46.3 (number of seats):
46.9 Liberals
108.6 Socialists
Christian-socials
Ecologists
Others

Last election: 13.6.1999

FOREIGN TRADE

Imports of goods and services
85.6 (per cent of GDP)
Main imports (per cent of total),

SITC, Rev. 3 :
5.8 Iron and steel products (67 + 68)
19.8 Chemical products (5)
14.9 Machinery and equipment (71 to 77)
3.2 Textile products (65)
15.2 Transport equipment (78 + 79)
Energy (3)

THE CURRENCY

40.3399
Year
December 2002

Note: An international comparison of certain basic statistics is given in an annex table.

964.4
931.6
584.4
496.6

4494
4148

838
3282

Currency units of euro per USS, average of daily figures:
1.1166
0.9817
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