
INTRODUCTION

Yet in truth, Europe has been getting smaller
for over a decade. Long divided by the
Cold War, the fall of the Berlin Wall saw an
historic rapprochement between Eastern
and Western Europe. Relations have only
improved since, and fifteen years after the
Iron Curtain was lifted, eight formerly
Communist states were admitted into the
world’s largest capitalist club.

For many of these states, EU membership



The table below is an amalgamation of 
two annual economic reports on relative
economic freedom and international
competitiveness. Produced by the Heritage
Foundation/Wall Street Journal and the
World Economic Forum respectively, the
former study can be said to reflect the
efficiency of a state’s inner economic
workings, while the latter examines its

relative performance in the global markets.
This is not intended to be a scientific
comparison, indeed the criteria for judging
economic freedom and competitiveness
overlap in certain areas. Rather, it is
intended to reflect the relative progress 
of internal reform among the member
states, and its external consequences on
the international stage.

Source: Heritage Foundation / Wall Street Journal Index of Economic Freedom 2005 
– www.heritage.org/research/features/index & World Economic Forum Global Competitiveness Index 2004-2005 
– www.weforum.org/pdf/Gcr/Growth_Competitiveness_Index_2003_Comparisons

ECONOMIC FREEDOM VS COMPETITIVENESS:
INDEX SCORES
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This table ranks the member states’
economic freedom and competitiveness 
in relative terms within the European
Union. Nations are ranked from 1st to
25th in both criteria according to their
respective scores.

ECONOMIC FREEDOM AND COMPETITIVENESS:
EUROPEAN UNION COMPARISON
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Mr Prodi may have a point.After all, much of
his five-year term was characterised by the
increasingly reckless behaviour of Germany
and France which, having long supported the
principle of the Growth and Stability Pact,
promptly defanged its regulatory mechanism
in the face of their own persistent
transgressions.Their failure to transpose EU
internal market directives has also reached
prolific proportions. But there is still much
that Brussels can – and should – do to break
new ground in Europe, whose institutions
have real and substantial powers in the key
areas of trade, the internal market and
competition.These collective institutions
constitute a positive force for Europe’s
economic renewal and social progress.

The reform outlook changed dramatically
when José Manuel Barroso, former Prime
Minister of Portugal, became Commission
President in November. A committed and
successful reform leader at home, Mr
Barroso vowed to make the Lisbon Agenda
his number one priority. In the months
since, he has shown remarkable diplomatic
skills and unprecedented communication
abilities in advancing his cause, standing up
confidently and proudly for an agenda he
knows to be the only viable way forward.
Significantly, he put himself in charge of a
key internal EC working group on the
Lisbon Agenda. He has changed the tired,
unimaginative rhetoric on reform from “this
is what business needs to be competitive”
to “competitiveness is not an end in itself
but a means to afford our European social
model”. He even stated, “I don’t think it’s
fair to let the next generation pay our bills”.
Mr Barroso’s decision to appoint Margot
Wallström, the telegenic and NGO-darling
social democrat from Sweden who
previously served as Commissioner for the
Environment, to the newly created position

of Vice President of Communications,
further underlines his willingness to be
innovative and pay greater attention to 
the crucial area of public opinion.This new
leadership means the prospects for the
Lisbon Agenda are better than ever, yet
stumbling blocks remain.

President Barroso would do well to take a
close look at the skewed budget priorities
and institutional chaos bequeathed to him.
These inherited problems have been passed
down by successive Presidents, and have
overcome many a capable politician. If the
president is smart and learns to tackle some
of these issues with both rhetoric and
(crucially) action, he will reap the rewards 
of a unique opportunity to lead Europe
towards ever greater prosperity.

A LEGISLATIVE DICHOTOMY  
The Prodi Commission suffered from what
many insiders describe as ‘psychotic policy
making’ – one half of the EC pulled in one
direction while the other positioned itself 
at the opposite end of the political
spectrum. Phillip Bushill-Matthews, EPP-ED
Spokesman for Employment and Social
Affairs in the European Parliament,
captured it in a recent speech to President
Barroso when he denounced “the way that
certain Commissioners ran their own
individual empires” during the Prodi era. In
the area of employment and social affairs,
Mr Bushill-Matthews said he had “waited
[for five years] in vain for the Commission
to act as a college and for Mr Prodi to
highlight the way that certain social
directives were hampering competitiveness
and holding back employment”. But
criticising European legislation for harming
competitiveness “seemed to be a no-go
area for EC as a whole, as if to say that, if it
dared to challenge proposed social

Ann Mettler is Co-Founder
and Executive Director of 
the Lisbon Council, a Brussels-
based civic advocacy group
committed to reform

THE EUROPEAN UNION

In 2004, Europe made decidedly little progress on its ambitious reform
programme, the Lisbon Agenda, which aims to turn the European Union
into the Òmost competitive and dynamic knowledge-based economy in 
the worldÓ by 2010. Under the reign of Romano Prodi, who served as
European Commission (EC) President from 1999 to 2004, Brussels was
incapable of mustering the necessary institutional coherence and political
consistency to advance a determined reform agenda. Only days before 
he left office, Mr. Prodi famously stated that ÒLisbon is a big failureÓand
placed the blame squarely on the EU member states.
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legislation, this might signify that it did not
care about social justice and social cohesion”.
An example of this ‘psychotic policy making’
is the Working Time Directive (WTD),
which strictly limits the working week to a
maximum of 48 hours.The measure was
championed and fiercely defended by the
previous Commissioner for Employment
and Social Affairs, Greek Socialist Anna
Diamantopolou, but the United Kingdom
sought (and received) an opt-out to allow
certain workers to voluntarily exempt
themselves.This opt-out is now a source of
deep frustration to trade unions, self-styled
‘social advocates’ and the socialist faction in
the European Parliament. Along with
employment ministers from several
member states – Sweden, France, Greece
and Spain – those groups are trying to ram
a ‘non opt-out’ version of the working time
directive through the Council and the
European Parliament, thereby making it
illegal under any circumstance for an
employee to work longer than 48 hours a
week, though managers are exempted from
the provisions.

Meanwhile, the Directorate for Economic
and Financial Affairs – the department within
the EC responsible for macro-economic
‘coordination’ among EU member states –
regularly leans on countries to make their
labour markets more flexible. A significant
part of the flexibility this department
advocates is in the area of working time,
where much of Europe – particularly France
– enforces limitations on hours worked that
have dramatically eroded the international
competitiveness and employability of
European workers.The WTD is only one of
numerous examples where the EC pulls in
two different directions, usually with the anti-
market side taking the lion’s share of
legislative successes. But with a committed
reform team in place, the prospects are
good for President Barroso to align his
Commissioners behind his policy priorities, a
critical step towards gaining the consistency
and policy coherence that Europe so
desperately needs.

TALK IS CHEAP
The EC likes nothing more than to proclaim
the virtues of the Lisbon Agenda.Yet five
years into this ambitious programme, it still
allocates the majority of its €100 billion
annual budget to programmes that push 
the prospect of reform further into the
distance.This ‘anti-Lisbon’ budget prioritises
spending that is making it harder to restore
the dynamism into European economies
necessary to tackle catastrophically high
unemployment levels. Most notable is the
Common Agricultural Policy (CAP) – 
an act of economic sabotage sustained
almost entirely by France’s national veto
alone. Five years after the Lisbon Summit,
the EU still allocates 45% of its budget to
agricultural subsidies.

Like the CAP, the EC’s biased support for
‘organised civil society’ is a self-reinforcing
bureaucratic exercise. Over many years, the
EC has systematically built up, legitimised
and empowered swathes of groups that are
supposed to represent ‘stakeholders’.The
result has been that most of the organised
opposition to reform – both in Brussels
and in the member states – is actually
financed by the EC. According to a White
Paper published in the last year of Mr
Prodi’s term, the EC spends over €1 billion
a year on NGOs, and between €50 – 70
million of this is spent on ‘social’ NGOs.
Currently, the majority of this NGO budget
is allocated by the Directorate-General
(DG) for Employment and Social Affairs,
the DG for the Environment and the DG

for Development.They efficiently project
their own biases onto civil society
organisations that they often found and
almost always fund.While the progressive,
mainstream part of the European public
goes unheard, these DGs use their own
NGO network to enter the European
public consciousness via the media – a
successful practice that has paved the way
for such bureaucratic masterpieces as the
WTD, the institutionalisation of the
precautionary principle, and the REACH
programme (which seeks to retest every
chemical compound within the EU), and
nearly caused the breakdown of the last
round of Doha negotiations in Cancun.

Mr Barroso would do well to enquire 
as to why the Social Affairs unit has an 
€11 billion budget, while DG for the
Economy receives only €400 million
annually.This is just one example of how,
as it is presently constituted, the EU budget
is an inherently anti-Lisbon budget. If the
allocation of funds does not undergo a
comprehensive and thorough re-examination,
it will be extremely difficult, if not impossible,
for Mr Barroso to move the Lisbon
Agenda forward.

FRIEND OR FOE? 
The past year saw the election of a new
European Parliament. Centre-right and
liberal parties now dominate the legislature
and despite a record-low election turnout,
its members took up their posts in Brussels
with a confidence and fighting spirit
conspicuously absent in previous legislatures.
Their showdown with Mr Barroso over 
the controversial Italian candidate for
Commissioner, Rocco Buttiglione, showed
that the new European Parliament is
increasingly a force to be reckoned with.

The arrival of Parliamentarians from the
new member states, mostly from Central
and Eastern Europe, brought dynamism 
and a pragmatic approach to the reformist
agenda. Having overseen a decade of
profound economic change in their home
countries, they are neither as risk-averse nor
as intellectually bound to the concepts and
ideas of a 19th century industrial economy
as their colleagues from older member
states.They understand that a thriving
economy is the best long-term guarantor of
a healthy, prosperous and social society, and
this consensus is slowly beginning to spread.
As the midterm-review of the Lisbon
Agenda (set for March 2005) approaches,
a temporary parliamentary committee 
has been formed on the Lisbon Agenda,
as well as an informal and cross-party
working group of committed Members 
of Parliament. One of its members, Karin
Riis-Jorgensen, a Danish Liberal, said that 
“it feels like it is now or never” to get
serious about reform.This European
Parliament boasts an unprecedented will 
to move the Lisbon Agenda forward in 
the member states, where the most
decisive political battles on reform are
fought. Against this backdrop, members 
of the European Parliament are working
closely with their colleagues in national
parliaments to increase understanding and
awareness of the Lisbon Agenda.

Despite the rocky start in his relations with
the European Parliament, President Barroso
should seize the opportunity to work closely
with its reform-minded representatives in
bringing about change. A successful
collaboration between the EC and the
European Parliament may be the only force
capable of standing up to the national
tribalism and short-sighted policy responses
exhibited by many EU member states,
especially the large ones.

All in all, 2004 marked an important turning
point for reform in Europe.The Lisbon
Agenda now has a powerful and charismatic
champion at the head of the EC, José
Manuel Barroso, a visionary leader who is
prepared to go the extra mile to see this
vital policy programme through, with an
earnest dedication and institutional
commitment not seen since the days of his
legendary predecessor Jacques Delors.The
future is his, and ours, for the making.

All in all, 2004
marked an important
turning point for
reform in Europe
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The country has remained polarised ever
since, and the new government has slowly
learned to live with the fact that there was
no way to please everybody. Indeed, these
social divisions might have offered an ideal
starting point from which to enact far-
reaching reforms.And there were other
reasons for optimism.The FPÖ was
represented in government by a moderate,
fairly market-oriented wing that had
managed to confine Jörg Haider to the
province of Carinthia. Particularly promising
was the FPÖ’s Minister of Finance, Karl-Heinz
Grasser, who has even been known to
embrace the Austrian School of Economics
when speaking in front of a market-oriented
audience. He coined the phrase ‘zero deficit’,
which represents a radical break with the
traditional policy of deficit spending.
However, this initial optimism has waned,
and for the year 2004, the overall scorecard
is quite ambiguous, particularly when
considered against the background of the
government’s own ambitious reform agenda
and the looming fiscal and social challenges
of a rapidly ageing society.

ONE STEP FORWARD,
ONE STEP BACK?
The first major endeavour was the reform
of the Bismarckian-style pension system – 
a state-run Ponzi scheme (whereby future
investors pay the returns due to previous
investors – an ultimately unsustainable
process) which no longer has demographic
trends on its side.The centrepiece of this
reform was the introduction of personal
pension accounts, which were intended to
increase individual responsibility over their
pension contributions. However, the actual
legislation was significantly watered down
by the introduction of several loopholes,
deductions and premiums in violation of
actuarial fairness.Yet even these meagre
reforms were met with fierce opposition,
particularly from the parliamentary

opposition and the trade unions. Once
again, the government conceded its position.
Since reform remained a necessity, they re-
approached the issue under the leitmotif of
‘justice’, and proceeded to harmonise the
complex system. However, since most public
servants and over 50s were excluded from
the harmonisation – both are important
voter segments for the ruling ÖVP – the
reform remains half-hearted at best.

Another area of the economy in desperate
need of reform is the healthcare system,
which consumes 8.6% of Austrian GDP –
one of the highest figures worldwide.
As in Canada and the United Kingdom,
a misunderstood sense of patriotic pride
makes comprehensive reform almost
impossible. Besides massive funding
shortfalls, the overcapacity of hospital beds
and the shortage of general practitioners 
in rural areas stand out as the two main
structural challenges.These two phenomena
are a direct consequence of a double track
organisational structure that puts the social
insurance agency in charge of organising 
and financing resident doctors, while the
provinces run and oversee the hospitals
independently. Since they are almost entirely
financed by federal funds, the provinces
have an enormous incentive to oversupply
hospitals.To tackle this mismatch, the
current government reform proposal
foresees the institutionalisation of a federal
body, the Bundesgesundheitsagentur (BGA),
which should act as a cost-cutting catalyst.
Yet due to constitutional restrictions, the
BGA will lack the legal authority to
intervene directly. Hence this paper tiger 
will only add to Austria’s red tape. As a
consequence, the Austrian taxpayer will
have to swallow once again the bitter pill 
of increasing social security and patients’
contributions in order to cover the
forecasted funding shortfall of €300 million.

Rahim Taghizadeganand
Gregor Hochreiterare
President and Executive
Director of the Initiative 
for Liberalism and Market
Economy in Vienna

AUSTRIA

In recent years,Austria has become a showcase of both market-oriented
reformist policies, and of the ensuing difficulties of their implementation 
in fully-fledged welfare states.The current coalition government of the
PeopleÕs Party (…VP) and the Freedom Party (FP…) had a tough start
back in 1999, when a broad opposition movement of left-wing parties,
unions, students, and other activists dominated the streets for months,
signalling the end of the period of silent, behind-the-veil,ÔproporzÕ politics.
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The government’s fiscal policy, once so
promising, increasingly appears to be a
mixed blessing. Despite official assertions 
to the contrary, the loosening fiscal policy
indicates a turning away from the
government’s self-declared goal of the 
‘zero deficit’. As recently as 2001, the first
budget surplus in decades was recorded.
Since then, however, the fiscal balance 
has dipped more and more into the red 
(-1.3%, 2004; -2.0%, 2005), in defiance of
accelerated growth (1.9%, 2004; 2.4%,
2005).These developments are primarily
the result of the government’s irresponsible
unwillingness to retrench spiralling
expenditures. Unfortunately, these spending
rises are likely to offset the arguably
positive effects of two major tax reforms,
which are set to reduce the overall tax
ratio by 1.2% to 42.4% in 2005.

To begin with, increasing competitive
pressures from East European countries,
most notably Slovakia, led to the
implementation of a major corporate
income tax reform. It contains both a
reduction of the nominal tax rate from a
staggering 34% to 25% and the introduction
of a new form of group taxation, which
permits international corporations to set 
off losses abroad against tax liability in
Austria. Moreover, personal income taxes
have been slashed markedly, most evidently
demonstrated by a complete tax exemption
for incomes below €15,700 per annum.

The major political obstacle to reformist
policies in Austria remains the internal

turmoil on the centre-right. In 2002, the
older, nationalist, populist-wing of the FPÖ
attempted to wrest control of the party
back from the moderates.This move led 
to the resignation of FPÖ vice-chancellor
Riess-Passer and Minister Grasser’s
departure from the FPÖ, and consequent
political isolation.This schism has been
compounded recently by an odd affair

regarding the financing of Minister Grasser’s
website, which contains references to the
Austrian School of Economics. It has
unfortunately led to media reports, and
opposition attacks, ridiculing his position
and portraying his economic beliefs as 
self-serving yuppie policies. Still, at least
Hayek is getting some press after years 
of almost total obscurity in his homeland.

It would be a tremendous error to praise
the Austrian government uncritically for 
its meagre reforms, even if they seem
considerable in comparison with other
European countries. A defeatist view on 
the centre-right which believes that we
have reached the limit of possible reform,

will only accord more support to the
nationalist-populist and the socialist-populist
movements. Since explicitly liberal values 
are not widely embraced by the population,
a statist backlash may be due anytime.The
battle of ideas is far from being won.The
ÖVP has so far failed to express a vision 
or to capture the imagination of the people
but increasingly tries to clothe its policies in
romantic terms of ‘sustainability’ and ‘social
justice,’ potentially paving the ground for
future anti-market policies. For the sake of
momentary power, the ÖVP is wasting a
historic opportunity for transforming Austria
according to the party’s very own vision of
a ‘Bürgergesellschaft’ – a civil society based
on the subsidiarity principle, where
individuals, families, communes, and regions
take over the functions of the centralised
state. Only then do reforms have a chance
of winning the hearts and minds of the
people. At the local level they exhibit the
great virtues of responsibility, thrift, ingenuity
and common sense, even if at the national
level, they still expect an all-powerful cradle-
to-grave central state.
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Since explicitly liberal
values are not widely
embraced by the
population, a statist
backlash may be due
anytime



The political mise-en-scene of Belgian
politics in 2004, and particularly the result
of the regional election held on June 13th,
was framed by events at a European level –
namely, Belgian Premier Guy Verhofstadt’s
failed attempt to obtain the Presidency of
the European Commission (EC).The
decision on a replacement for the outgoing
President, Romano Prodi of Italy, was to be
made one week after the European
elections (which coincided with the Belgian
regional elections), and the inevitable
speculation surrounding Mr Verhofstadt’s
tenure cast a shadow over the domestic
political scene.The Prime Minister has long
proclaimed his satisfaction with his position
at 16 Wetstraat, the premier’s official
residence – “I already have a good job” –
and denied any interest in moving up.Yet
his ambitions have been the worst-kept
secret in Belgian politics, and paralysed
domestic proceedings in the run up to the
election, with one exception. Mr Verhofstadt
himself was very busy indeed: inserting
loyalists into key government positions 
to ensure the continuity of policy (and his
influence) should he be offered the top 
job in the Berlaymont.

These political shenanigans were reflected
in the results of the regional elections of
June 13th, which were widely viewed as a
referendum on the ruling coalition at a
federal level. In effect, two simultaneous
elections were run. On the Flemish side,
Mr Verhofstadt’s party the Flemish Liberal
Democrats (VLD) suffered an expected
defeat.Their leader’s machinations aside, the
result was also influenced by months of
internal wrangling (and an inevitable press
saga) about the voting rights of non-EU
foreigners. Less expected, though not
entirely unforeseen, were the
commensurate losses incurred by the 
left-wing Socialistische Partij (SP).The
beneficiaries of this public apathy with
politics-as-usual were the Flemish Christian
Party (CD&V), a centre-right party, the

Flemish Nationalist NVA, and, most
significantly, the Vlaams Blok, who seek
Flemish independence and the strict
enforcement of law and order, as well as
promoting anti-immigrant policies.Their
victory forced the winning parties to form 
a coalition with the VLD and SP to avoid
having to negotiate with the Vlaams Blok.

In French-speaking Wallonia and Brussels,
the liberal Reform Movement (MR) were
ousted from the head of their ruling
centre-right coalition to be replaced 
by the victorious and charismatic Elio 
Di Rupo’s Parti Socialiste (PS) and the
Christian Democrats (CDH) led by Joëlle
Milquet. Consequently, and for the first
time in Belgian federal history, the country’s
regions are governed by asymmetric
coalitions, and one of the main political
entities in the federal government is not
represented in the Walloon and Brussels
regional governments.

Yet on a practical level, these unique
electoral difficulties fit quite comfortably
within the traditionally dysfunctional nature
of Belgian politics. Many politicians are
unwilling, or simply fail, to recognise that 
in the modern era the vast majority of
economic decisions are made in the
boardroom, not the parliament, and that
they are largely powerless to influence
them. Last winter, Belgian politicians
discovered that they were unable to
prevent Ford from restructuring its
European operations, which were going 
to result in the loss of 3000 jobs.This was 
a severe blow to the self-esteem of many
politicians on the cusp of an election year,
though not so painful as Renault’s decision
to entirely close down a factory in
Vilvoorde in 1997.Yet their unwillingness 
to learn from experience meant that the
political wrangle with DHL, the international
freight company and a major employer in
Belgium, would once again leave the
politicians with a bloody nose.

Stephan Wyckaert is a board
member of Nova Civitas,
a classical-liberal think tank,
and a researcher in public law
at the University of Ghent,
where he also lectures

BELGIUM

Perhaps because it is the seat of European power, it is often forgotten
that Belgium is a complicated country.An uneasy equilibrium exists
between the two main linguistic groups Ð who speak Flemish and French
Ð and a number of diverse regions with distinct cultural legacies.Within
this amalgamated system, economic and political actors often fall short 
of mutual concord, and indeed, at times, understanding.
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CHRONICLE OF A DEATH
FORETOLD
DHL, like many international commodity and
freight firms, relies heavily upon its fleet of
aircraft and the efficiency of air transportation.
Yet the central location of Brussels airport
and the population density of the Belgian
capital have meant that the courier service
has long been a thorn in the side of many
local residents. Over the years, the federal
government has periodically attempted to
spread the burden of night flights over
different regions, only to have been
prevented on every occasion by various local
citizens’ associations enraged by insomnia
and empowered by court order. Equally,
Belgium’s political structure is inherently
biased against the amicable resolution of
such disputes because it accords the
Brussels regional government equal powers
to those held by the Flemish and Walloon
regions, in areas such as noise pollution.This
has been a source of great tension as the
regions came to believe that Brussels was
attempting to export its pollution.

DHL’s management, having invested heavily
in an overhaul of its fleet – most crucially
decommissioning the noisy Boeing 727 – 
has long looked wearily upon the manner 
in which the government have managed 
to transform a fait-divers into a veritable
political crisis.Their patience exhausted,
DHL’s management submitted a proposal 
to the Belgian government: it would develop
an intercontinental distribution centre in
Brussels and create thousands of new jobs,
on the condition that they be granted
permission for 34,000 night flights by 2008.
Faced with this choice between forever
losing the votes of people who claimed
their sleep was disturbed by the aircraft,
and the creation of thousands of jobs
(admittedly, an option mitigated by the
prospects of achieving political consensus
between the asymmetric regional
governments), the federal government
returned to DHL with an additional list 
of unreasonable demands, including the
purchase of yet quieter aircraft. Having
purchased the quietest aircraft available
(aviation technology is unlikely to meet 
the demands of the Belgian government
anytime soon), and with the increasing
impossibility of gaining the full quota of
34,000 night flights, DHL pulled the plug on
the proposal. In October, they downgraded
Brussels to a ‘regional hub’, which will cost
the Belgian economy at least 1,700 jobs
when the transfer of activities to Leipzig is
completed in 2008.

So it was that a combination of the tatty
rules governing the division of powers, the

influence of the green lobby, irreconcilable
political disagreement, and the clumsy
handling of a delicate political system
ultimately left the Belgian economy, already
suffering from an unemployment rate of
around 8.3%, in an even deeper quandary.
The case of DHL is just one example of a
Belgian malaise – its politicians desire to
involve themselves in every area of political
life and attempt, by means of regulation,
to make themselves an integral part of the
business environment.Yet entrepreneurs 
are not willing to invest and do business in
a climate where the rules of the game are
incomprehensible and ever-changing, and
politicians are in constant disagreement.

Yet consensus between politicians is
increasingly crucial in Belgium.The June
elections fragmented the Flemish political
landscape and forced the mainstream
parties to form an uneasy coalition to
repress the Vlaams Blok. (The Vlaams Blok
was subsequently made illegal by judicial
ruling in November, only to be immediately
reconstituted as the Vlaams Belang).
Unfortunately, this political shift has elevated
the Socialists to power, and Elio Di Rupo is
the current man of the hour. At the federal
level, few decisions are made without his
consent, and though Flemish politicians deny
it, they too must often consult with
Wallonia’s top socialist. Mr Di Rupo is even
gaining support among many top Walloon
industrialists, who are increasingly convinced
that the PS is best placed to further their
business interests.

It is probably no coincidence that the
important social security and healthcare
portfolios are in the hands of a Walloon
socialist, Rudy Demotte. Mr Demotte has
already pursued many anti-market policie,
but is yet to tackle the major health issue,
especially in the south of the country, of the
expensive over-prescription of pharmaceuticals
inevitable in a subsidised market.

A SILVER MIRAGE
Neither has this past year seen the
development of a credible solution to the
other major problem threatening almost all

European countries – the ageing of their
populations. Back in 2003, the government
announced the creation of its ‘Silver Fund’,
which was introduced to sustain pension
funding despite the ever increasing
demographic demand. Sadly, the
government was more concerned with
creating the impression that it was dealing
with the problem of the population going
grey than with enacting fundamental
structural changes to the existing social
security system.The Silver Fund is flawed
because it relies on dubious statistics, and
because the government contributions to
the fund are not fixed –  they are subject to
the whims of political expediency and fiscal
restraints in the future.This will only lead to
a ‘hollowing out’ of the pension funds.

This ‘solution’ to the pensions crisis is typical
of Belgian politics – the state imposes a heavy
regulatory burden upon individuals and
business, and yet politicians are unable to
come to the consensual and lasting decisions
that would allow the development of a stable
environment for investors. Moreover, the
political climate is currently dominated by fear
about the intentions of the Walloon Socialists
(and the rising popularity of the Vlaams
Belang). Since most Belgian politicians do not
subscribe to free market economic policy in
the best of circumstances, the fractured
nature of the current political climate means
reform is unlikely any time soon.

The case of DHL 
is just one example
of a Belgian malaise
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The character and structure of the Cypriot
economy have been influenced by the
events of 1974 – culminating in the division
of the island and the occupation of its
northern part by Turkish forces – which
resulted in a sharp decrease in output and
the loss of more than half of the economy’s
natural resources.The question of unifying
Cyprus’ Greek and Turkish factions prior 
to accession on May 1st also relegated
economic policy to a low priority for the
first half of 2004. (Ultimately, a referendum,
held just days before accession, failed to
bring about political union).

Since 1974, the economy in the
government-controlled areas has undergone
significant structural change, shifting from its
traditional focus on the primary sectors of
agriculture and mining to the development
of a modern service economy.The
contribution of the primary sector, which
accounted for 25% of GDP and 45% of
employment in the early 1960s, contributed
a mere 5% of GDP by the end of the 1990s
and employed only 10% of the (gainfully
employed) population. At the same time,
services, which had accounted for only 54%
of GDP and 31% of employment in the
1960s rose to 76% of GDP and over 70%
of total employment in 2003. Central to this
shift was a strategic focus on tourism and
the offshore financial and business services
sector. However, events in the wider region,
such as the oil price shocks of the 1970s,
and the war in Lebanon in the 1980s, both
caused businesses and investors to accelerate
their relocation of capital into Cyprus’
offshore accounts, underpinning the island’s
economic growth. As a consequence,
growth in the tourist and financial sectors
was more than twice that in any other

leading economic sector, which fuelled
almost 20 years of economic growth.

However, the events of 1974 also provoked
the government to adopt a much more
pro-active role in the island’s economic
affairs. Before 1974, growth was fuelled by
private investment and the expansion of
exports of manufactured and agricultural
products. After 1974, growth relied much
more on a heightened level of public
consumption, primarily in the form of
government expenditure on housing 
(for the displaced Greek-Cypriots) and
efforts to reactivate the economy.The
necessary but painful structural changes in
the economy – as the burden shifted from
primary to tertiary production – therefore
converged with the perceived necessity 
of avoiding stagnation and unrest by
maintaining conditions close to full
employment in the face of the influx of
displaced citizens. As a consequence, the
state incorporated a social dimension into
its economic policy.

The present high level of unionisation –
estimated at around 70% of total
employment – can be traced back to 
this policy. Another legacy of the period 
is the breadth of direct (dominant SEs) 
and indirect (tax-relief and subsidies)
government economic intervention. Despite
the flourishing results of the economy over
the last two decades (annual growth rates
averaging 6.1% during the 1980s), the
protectionist policies of that period have
contributed to an institutional inertia,
inefficiencies in the public sector, and
inelastic and rigid costs of production.
This combination of factors has contributed
significantly to the economy’s current low

Stelios Platisis an Assistant
Professor of the Cyprus
International Institute of
Management, and Associate 
of the Department of Applied
Economics at Cambridge
University

CYPRUS

Cyprus is one of the smallest European economies, with a population 
of just 730,000 and a GDP of €9.6 billion.The economy is built around
the service sector, with tourism as the mainstay, accounting for 22% 
of total economic activity. Overall, Cyprus is an open, developing, free
market economy with a significant role for the private sector. However,
the state retains a strong role in some key sectors of the economy.
For example, electricity production and telecommunications are
dominated by State-owned enterprises (SEs).The islandÕs financial and
legal systems are well established but the institutional infrastructure 
is still undergoing development.
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level of competitiveness. In 2004, Cyprus
was ranked only 19th among the 25
member states, according to the WEF
Global Competitiveness Report.

DIVISION AND ACCESSION
Set against this historical background, recent
government efforts to meet EU accession
criteria before May1st 2004 have acted as 
a strong catalyst towards further liberalising
the local economy.The years and months
prior to accession saw, inter alia, the lifting 
of exchange controls, the liberalisation of
interest rates, the lifting of restrictions on
resident borrowing from abroad, the
liberalisation of all foreign direct investment,
and the deregulation of energy and
telecommunications.Tax rates for local
companies were also lowered, a variety of
forms of state aid were abolished, regulatory
protections on state monopolies were lifted,
and the Central Bank was granted
independence from the government.

As a result, Cyprus now ranks 14th in the
2004 Index of Economic Freedom (and 
7th among EU member states), with
government consumption in 2004 estimated
at around 17.3% of GDP. However, further
market reform, and by extension further
utilisation of the benefits of the integrated
European market, may still be impeded by 
a number of inter-related structural factors.
At the core is the reduced competitiveness
of the economy, which dents its
attractiveness and thus the efficient use of
(foreign) private funds. Other factors,
directly related to this, are the inefficiencies

and bureaucracy of the relatively sizeable
public sector and, in some cases, the lack 
of appropriate institutional infrastructure.
Furthermore, the proposed privatisation 
of the major quasi-government enterprises
faces fierce opposition from the current

government coalition, though the use 
of private sector financing for public
infrastructure projects (through private
finance initiatives) is a widespread practice
and is broadly favoured by the current
administration.

Cyprus is expected to face some major
challenges in 2005.Topping the list are a
sizeable fiscal deficit (6.4% of GDP 
in 2003 and projected to reach 5.2% in
2004), and mounting government debt
(70.9% of GDP in 2003, projected 
to reach 72.6% in 2004), which may delay
entry into the Eurozone. Another challenge
for the small Mediterranean economy, and

intimately related to its fiscal problems, is the
inefficiency and relative size of the wider
public sector (employing around 20% of the
total workforce).This, combined with the
high level of unionisation in the private
sector, has led to a loss of competitiveness.

These factors constitute an additional
burden upon an economy that needs to
develop further its institutional infrastructure,
as well as its administration, in order to meet
the challenges and exploit the opportunities
presented by the integrating European
single market.This realisation has already
threatened to splinter the current
government coalition, where the centre-
liberal coalition parties favour such a
direction, whilst Cyprus’ nominally-communist
party (the largest government coalition
partner) remains unconvinced of the need
for further market reform.

Cyprus’s membership of the EU should
provide a further spur to greater market-
oriented reform, and has virtually ensured
that the government’s recalcitrant stance
will do little more than stall this process.
However, burdened with a large fiscal deficit
and highly unionised workforce, current
government would benefit greatly from
incentivising the further involvement of 
the private sector in the Cypriot economy.

Recent government
efforts to meet EU
accession criteria
before May1st 2004
have acted as a strong
catalyst towards
further liberalising 
the local economy

STATE OF THE UNION PAGE 11



Commensurate with the current
government’s political vision, 2004 saw 
an increase in taxes and the state’s role in
the economy for the sixth year in a row.
Over the preceding twelve months, the
share of government expenditure as a
proportion of GDP soared – from 45% 
in 1997, the last year with a right-wing
government – to more than 50% this year.
Similarly, the unemployment rate reached
9% in 2004, up from 5% in 1997.

Despite a high rate of taxation and growing
regulation, the Czech economy has continued
to be a lure for foreign investors. During
the first half of 2004 alone, it recorded 
$2.5 billion of foreign direct investment –
more than any other country in Central
Europe.This is not only due to the political
stability that accession is perceived to
guarantee but also thanks to lower wages
and taxes compared to Western Europe.
Undoubtedly, this influx of capital has
benefited the Czech economy – GDP
growth was above 3% throughout 2004
and is predicted to rise to 4.1% in 2005.

REFORM, OF A SORT
Throughout their six year term, the
government has become more and more
indebted.The annual deficit in 2004
exceeded 8% of GDP, whereas in 1997 
it was 2%. Since the end of the last centre-
right period of power, the public debt has
increased from 10% of GDP in 1997 to
more than 30% in 2004.With EU
membership, the pressure on the state
budget grew even stronger. Since May 1st
the government has had to pay 1% of 
GDP to Brussels, with billions more Czech
Korunas lost in the form of custom duties,
an additional source of revenue for the 
EU budget.Thousands of civil servants,
required to comply with newly imposed 
EU regulations, have also been added to
the public sector payroll.

Due to the combination of the impending
fiscal realities of EU membership and the
necessity of raising extra revenue to

combat a rising budget deficit, the
government passed a series of measures
under the auspices of ‘reform’.The goal of
the proposed changes was to force the
budget deficit below the 3% threshold of
GDP within five years – in anticipation of
joining the Euro and in accordance with the

EU Growth and Stability Pact’s rules. In
reality, they were little more than tax-hikes
and entailed no alteration of underlying
public sector structures.The rate of VAT on
many goods and services, such as food in
restaurants, accommodation, language
courses, construction works, and hairdressing
services was increased from 5% to 19%,
even though the minimum required by EU
legislation is only 15%.

As part of its fiscal ‘reform’, taxes were
increased for self-employed individuals,
who in the Czech system pay lower social-
security contributions and who, prior to the
reform, did not have to pay any income tax
if their businesses were generating no profit.
Ironically, this additional levy does not
provide the state with any extra income,
since the number of self-employed people
has fallen as a result of the tax increase.The
government did, however, decrease the rate
of corporate tax from 31% to 28%, though
during the same period, neighbouring
Slovakia reduced its corporate rate to 19%.

The opposition Civic Democratic Party
(ODS) have argued that the government’s
steps are non-systemic.They have long been
advocating the introduction of a 15% flat
tax, which would apply to VAT, corporate
taxes and income tax.The ODS plans to
decrease mandatory contributions to the
state pensions system and allow people 

Petr Machis the Executive
Director of the Centre 
for Economics and Politics 
in Prague

CZECH REPUBLIC

Despite their weakening grip on power, 2004 has been the sixth consecutive
year of Czech Social Democratic Party (CSSD) rule. It was also the year
during which the Czech Republic acceded to the European Union, and saw
an unprecedented growth in its public debt.

The Czech economy
has continued to 
be a lure for 
foreign investors
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to save money for their old age on a
voluntary basis; proposes a healthcare
reform, which would increase the personal
responsibility of patients; and calls for tuition
fees at state universities.

The ODS has been out of power since
1997, when former Prime Minister (and
current Czech President) Vaclav Klaus’
government collapsed after a currency 
crisis – which saw the end of the fixed
exchange rate after seven years – and a
scandal concerning party financing.The
political turbulence these events caused 
led to the Social Democrats winning in 
the 1998 elections.

However, the last six years of CSSD rule
have seen its popularity slide.They only 
won the June 2002 elections by a legislative
(coalitional) majority of two seats in the 
200 seat Chamber of Deputies (Lower
House). Indeed, the growing burden of
taxation has raised so much public ire that,
to compensate for the resulting price
increases, the government handed out an
extraordinary payment of CZK1000 (€30)
to each pensioner, shortly before the
European Parliamentary elections in June.

Despite this, the growing public debt, high
unemployment and tax increases led to a
sharp fall in the ruling Social Democrats’
support in the polls.The party obtained a
mere 12% of the vote, and thus carried only
2 seats in the European parliament out of
the total 24 reserved for the Czech
Republic.The opposition Civic Democrats

(ODS) got 31%, and consequently 9 seats.
On the left, the CSSD lagged behind the
unreformed Communist party (KSCM), who
gained 20% and are now the dominant left-
wing political force in the country.

The failure in the European elections led 
to a change of leadership in the Social
Democratic party.The unpopular Vladimír
Špidla was replaced as both Party Leader
and Prime Minister by the former Interior
Minister Stanislav Gross.To get rid of Špidla,
the party promoted him to the post of
European Commissioner for the Czech
Republic. He was subsequently awarded the
portfolio for Employment, Social Affairs and
Equal Opportunities – ironically, the
mismanagement of his country has made
him one of the best-paid Czechs.

The change of leader did not, however,
help to boost the CSSD’s withering
popularity. In the November by-elections,
during which a third of the Senate seat
were up for grabs, the opposition ODS
gained 19 out of the 27 available seats.
Based on a system of the proportional
allocation of the national vote, the
Christian Democrats obtained 3 seats,
the KSCM gained 1 seat, and most tellingly,
CSSD acquired no seats at all. However,
elections to the Czech Parliament’s Lower
House, which is the body with legislative
prerogative, are not due to be held until
2006, so the Czech Republic still has to
wait for real reforms.

It is not yet clear whether accession 
to the EU will, in the long term, facilitate 
or encourage a reformist agenda. EU
membership meant that the Czech
Republic gave up sovereignty in the areas 
of trade policy, agricultural policy, and a
substantial part of tax policy. However, in
return, the country obtained almost-free
access to the EU market, the right to apply
for European subsidies, and a voting right in
European institutions.

Accession has undoubtedly had an effect
upon the fabric of Czech society.While it
has brought in substantial FDI, Czech
citizens are increasingly concerned about
EU interference in their domestic affairs. In
October, Prime Minister Gross went to
Rome to sign the draft European
Constitution. However, both President Klaus
and the opposition ODS have been strongly
opposed to the document, most notably its
provisions to transfer further powers to
Brussels, extend qualified-majority voting into
new areas of policy, and reduce the weight
of the Czech vote in the EU Council of
Ministers. Moreover, Czech right-wing parties
fear that the adoption of the Constitution
could seriously undermine the introduction
of necessary free market reforms, facilitating
instead the spreading of harmful regulation
policies through EU legislation.

Thanks to the gains from the national Senate
elections, the ODS may now be able to
block the ratification of the Constitution in
the Czech Parliament.This move may soon
be recognised as the first sign of the return
of the ODS and a reformist agenda to the
forefront of Czech politics.
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Danish Prime Minister Anders Fogh
Rasmussen and his classical-liberal Venstre
party are the latest government to accept
this challenge in a nation where over 60%
of the population is either employed by 
the government or receives some form 
of welfare assistance. In this political
environment, borne of years of Social
Democrat majorities, the present
government has had to proceed very
cautiously with its programme of reform.

It has not been lost on Mr Rasmussen 
that a Venstre-led government has never
won re-election. Indeed, this fact is central
to his governing strategy, which is
predicated on convincing a sceptical
electorate that a centre-right government
could better preserve the social status-
quo and prevent further tax rises.
However, the government’s long-term
vision is to start a cultural debate in
Denmark about the role of the state 
and of the individual. Unfortunately, this
process foundered after it descended 
into accusations regarding various political
parties’ activities in the Cold War.

The current government has, however,
kept to its election manifesto promise 
of a stop on taxes, i.e. no new taxes and 
no tax increases, and this has contributed
significantly to its popularity. Reducing the
tax burden is crucial to stimulating the
private sector sufficiently so that it can
outgrow the public sector, and tip the
balance back to a majority of tax-payers,
rather than tax-recipients. Only under 
these circumstances can real reform occur.

However, such a strategy is very, very long-
term.The present government would have
to preserve power for decades to see it
into fruition and, since governments tend 
to change every few years, this policy will, at
best, only serve to stall state interventionism.

In fairness to Mr Rasmussen, he is not only
handicapped by the prevailing social winds.
His government’s parliamentary support,
the Danish People’s party, are a populist
right-wing outfit who recently succeeded 
in extending government support for the
elderly – not exactly evidence of their 
free market credentials. Unfortunately 
but unsurprisingly, this legislation met with
popular approval from an electorate
unwilling to recognise that tax-financed
public pension schemes are simply elaborate
pyramid schemes (see Austria, p6).

So is there any hope for reform in the
coming parliamentary term? A prime example
of the difficulty of reform is the structural
debate in Denmark.The government set
out to reform the Danish provincial structure
in 2004 by merging the 13 districts into 5
regions, and enlarging the 271 communes
while reducing their numbers to around 100
communes (estimated at the time of writing).

The reform is to be completed over the
next two years, and most of 2004 has been
spent having the communes figure out with
whom to merge.These districts are the
primary actors in the hospital sector, and a
pro-market government with a popular
mandate would have used this opportunity
to pursue a wholesale structural reform of
the link between the districts and the
hospitals. A possible model for this reform
would have been the Sct. (Saint) Göran
Model, based on the eponymous Swedish
hospital. Located just outside Stockholm, the
hospital is independent (though owned by
the government) and the interaction
between it and the regions are conducted
on a private sector basis. Additionally, private
sector providers compete to provide its
emergency services. However, fearful of
creating a public backlash, the Venstre
government chose to implement only
limited reforms to the provincial model, and
ignored the hospital question altogether.

Chresten Andersonis the
Founder and Chairman of
Markedscentret, a free market
think tank based in Copenhagen

DENMARK

Maintaining pro-market principles in the Scandinavian electoral landscape
has long been a frustrating, and often fruitless, proposition. From time to
time, liberalising parties have been voted into power on populist tickets,
only to be returned to opposition in the face of entrenched special
interests, political scandal and a populace intrinsically tolerant of high
taxation and social redistribution.
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However, the government’s attitude to
pension provision, and the reforms they
implemented early in their period of office,
show great promise, and may, in the long-
term, have a significant impact on welfare
systems in Denmark and potentially, in
Europe as a whole.

When the present government came to
power in 2001, they changed the structure
of the Special Pension (SP) by shifting savings
from a collective to an individual basis.
Previously, the SP, which was a mandatory
1% tax on all workers’ gross salaries, was
collected and distributed in equal measure,
i.e. everyone received 1% of their gross
salary in return, in an attempt to reduce
private spending on pensions. However, until
January 1st 2005, this pension fund was still
administered by ATP, a government-created
pension provider. (ATP, atypically of most
governmental pension funds, actually invests
significantly in equities, and is one of the
largest institutional investors in Denmark).
Since the new year, however, individuals have
been able to shift this 1% around between
different pension providers, and this has
huge political and economic consequences
for Denmark.

The nature of the reform, which both
individualised the accounts and allowed a
choice of pensions funds, has precluded the
possibility of its future repeal. Since the fund
has significant equity investments, the
opposition Social Democratic party had
threatened to re-collectivise the accounts
following the first reform in 2001.This
would have met little public opposition;
because the funds were still administered
by the ATP, it would have garnered very
little coverage, and not been apparent to
most of the Danish populace.The genius in
the reform therefore lies in offering
individuals a choice over their pension
provider, as future attempts to revert to a
state administered system will be regarded
as governmentally sanctioned ‘theft’.

From January 1st, individuals will be allowed
to both administer and invest a small (but
significant) proportion of their mandatory
income, either by choosing to retain their
SP savings within the ATP, by investing in
ATP’s People’s Stock Exchange, a virtual
investment portal, or by shifting their
money out of the public system and into an
independent pension fund or private bank.
In the short to medium term, it seems likely
that most people will keep their money
within the ATP.As an investment opportunity,
the ATP has provided reasonable returns and
has very low overheads. However, this is
largely because the ATP hasn’t had to
advertise in recent times, and has had the
monopolistic advantage of over 3 million
individual investment accounts. Of course,
questions exist over the fund’s performance

now it has been opened up to competition
in the free market, but it is likely to retain an
advantage simply because it will remain the
default pensions option and individuals will
need to actively opt-out of the fund.

The fiscal scale of this reform reflects the
government’s ‘baby steps’ approach in light
of their awareness of the vagaries of public
sentiment towards reform. However, it is
hugely symbolic and offers the possibility of
much further-reaching reform in the longer
term. Indeed, it may prove a blueprint for
the many other politicians faced with similarly
inflexible welfare systems across Europe.

A possible model 
for this reform would
have been the Sct.
(Saint) Göran Model
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Indeed, to describe the Estonian economy
as free would be something of an
understatement – it is extremely free.
The Index of Economic Freedom ranked
Estonia as the world’s fourth freest
economy in 2005. Luxembourg (in third)
was the only EU country to beat it, though
Ireland was ranked fifth. Moreover, Estonia
was ranked alongside many Northern and
Western European nations, while every
other accession nation, as well as France,
Germany and Italy, only achieved a rating 
of ‘mostly free.’

But if free is an understatement, then poor
may seem overstated. For decades, Estonia
was the wealthiest part of the then ‘evil
empire’. Latterly, its GDP per capita –
$5000 – is among the highest of those
countries previously within the Soviet
Union.Yet, despite the extraordinary
economic success of Estonia’s escape from
the ruins of the Soviet economy, entry into
the European Union has entirely changed
its frame of reference. From being the
wealthiest member of the former Soviet
Union, Estonia is now one of the poorest 
member states.This remains only a change
in perspective, and can be viewed as a 
glass half full, or half empty.

Estonia is thus an extreme outlier on the
scale of relative poverty and economic
freedom, especially given traditional
assumptions regarding its socialist history
and the difficulties of transition.This
uniqueness, informed largely by accession
to the EU, is the key to understanding 
the progress of market-oriented reform 
in 2004.

Membership of the EU means that 50% 
of domestic law is mandated by the
Commission and European Parliament.
This is particularly true of economic
legislation, a field in which virtually all 
law-making occurs in the shadow of the
Brussels bureaucracy. In 2004, this shadow
was cast darker over Estonia than any of
the other new members.

A SWEET DEAL
Whatever the shortcomings of the EU,
the accession of these Central and Eastern
European countries into the club certainly
had a strong liberalising aspect on the
region’s economies.The EU may have a
trade-distorting Common Agricultural Policy
(CAP), but its trade regime in goods and
services is much freer than in most new
member countries.This, however, was 
not the case in Estonia, which prior to EU
membership, practised a unilateral free trade
regime in all goods, including farm products.
In this context, EU entry was a step
backward from the country’s widely-heralded
market reforms.A good example is the state
of the sugar market before and after EU
entry. CAP mandated pricing ensured that,
upon joining the EU, a three-fold increase
occurred in the price of sugar. Prior to
accession, sugar prices in Estonia were
reflective of world market prices, and sugar
was traded without any market distortions.

Although rising sugar prices may seem 
insignificant in the broader context of the
benefits gained from EU membership, the
example does serve as a useful reminder 
of the key challenge on the cost-side of
institutional convergence.The benefits and
costs of EU entry should not be analysed
solely in terms of short-term aggregate
indicators. Currently, Estonia absorbs three
times more money in subsidies than it sends
to Brussels, and so, for example, costly
investments in sanitary measures are offset
by improved access to the EU market.
However, EU membership has necessitated
the adoption of a new economic rule-set
which has affected the incentive structure 
of the whole economy.These incentives 
are crucial to the long-term economic
performance of the country, and the effect of
their sudden destabilisation is aptly captured
by another aspect of the sugar debacle.
Immediately prior to EU entry, the expected
sugar price hike led to wild hoarding of sugar
by firms and individuals, as the CAP’s
redistributionist policies created a huge
incentives for market participants to benefit

Meelis Kitsingwas a City
Councillor in Tallinn in the
1990s and is currently pursuing
his PhD in Political Science 
in the United States

ESTONIA

This past year has seen Estonia free, but poor.And this duality perhaps
best captures EstoniaÕs unique position Ð based on the market-oriented
reforms it has pursued Ð both within the European Union (EU) and in
Europe as a whole.
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from regulatory arbitrage.The potential for
short-term returns of 200% – unachievable
through investing in traditional, productive
economic undertakings – encouraged many
to pour all their available cash into sugar,
and sit tight until May 1st. Inevitably, such
‘speculation’ resulted in a glut of sugar far 
in excess of Estonia’s initial quota, and as a
consequence, Estonia now faces stiff penalties
from Brussels. It is therefore hard to escape
the conclusion that Estonia has been
punished for having functioning markets 
in sugar. Unfortunately, this process is self-
reinforcing, and since Mohammed will
continue to go to the mountain, such 
market aberrations are likely to continue.

Similarly, the EU structural and cohesion
funds that started to flow into Estonia in
2004 present a constant challenge to the
incentive structure. Ideally, these funds are
supposed to flow into areas designated as
priorities, in order to complement domestic
public sector financing. However, even if 
co-funding the domestic public sector were
necessary, it would not be a sufficient
condition for avoiding negative externalities
and unintended consequences of the EU
cash inflow. Only the naïve would assume
that availability of such funds does not affect
incentives. New incentives will bring about
changes in priorities, pushed by rent-seekers
eager to benefit from the funds.Yet these
domestic factors are not only incumbent
upon incentives, but are liable to be
adjusted according to the strings and
conditions of EU funds.This adjustment
results in a circular interaction between
conditions imposed by external and local
priorities – altering only the latter.

Encouragingly, Estonia chose not to take full
advantage of EU funds by spending only half
the amount made available by Brussels.This
modus operandi fits well with the country’s
overall economic picture and ethos of fiscal
discipline.While other new member
countries struggle with skyrocketing deficits,
the Estonian government budget is in
surplus. And whereas most other countries
are struggling to meet the economic criteria
for Euro entry, Estonian macroeconomic
indicators and its monetary system (which

mimics a currency board) have reduced the
many obstacles to the adoption of the Euro
to mere technicalities.

However, viewing this restricted spending 
of EU funds as a heroic effort on the part
of social engineers, intent on sticking with
the country’s priorities at any and all costs,
is somewhat reminiscent of the old
Estonian tale in which Clever Hans
cunningly outwits the mighty Devil at every
turn. Estonia’s inability to even partially
absorb these funds reflects the simplicity 
of its minimalist government, which simply
does not have the capability to manage
large distributional projects. Indeed, it is a
country where declaring taxes, for example,
is made simple by having a flat-rate individual
income tax and no corporate income tax.

Yet the very availability of EU funds creates
an incentive to develop the capability to
run large distributional projects. Over the
years, as appetites and projects grow, so
too will the complexity of the rules of the
game, and the impetus for the bottom-up
policy initiatives to which the country owes
its recent success will be slowly curtailed.
There is already evidence that changing
incentives for key political decision-makers
will play a significant role in this process.The
leader of the Reform Party, Siim Kallas, was
given a seat on the European Commission
after agreeing to merge his party with the
governing party, Res Publica.The Reform
Party then selected a new leader, Andrus
Ansip, who in turn called off the merger.
Res Publica retaliated by threatening to
block the process of further reduction of
the individual tax rate. On January 1st 2005
the previous flat rate of 26% was replaced
by 24%, later dropping 2% in 2006 before

eventually levelling off at 20% in 2007.That
a massive piece of tax legislation could
potentially be hijacked by individual haggling
over careers in Brussels is symptomatic of
this problem. And in addition to lucrative
jobs for the select few, the availability of
cash which is not collected from domestic
voters but which can still be spent to the
betterment of their welfare will increasingly
result in an eagerness to throw money at
problems.The changing frame of reference
thus reinforces such social engineering, as
the relative poverty of Estonia vis-à-vis the
EU average will create the temptation to
catch up fast and fix the problems overnight.

The anachronistic truisms that growth takes
time and that economic freedom leads to
growth do not sit well with the newly
emerging activism of social engineering.
Being poor and free in the less-free rich club
of nations creates the perception that a
trade-off exists between the two and that
some freedom should be sacrificed for
increased wealth. If, in the words of Toomas
Hendrik Ilves – a leading Social Democrat in
Estonia and freshly elected member of the
European Parliament – the aim of Estonia is
“to become another boring Nordic country,”
then throwing the baby out with the bath
water might seem a good policy after all.

Ironically, the paradoxes highlighted above
are increasingly viewed as positive signs in
the shadow of the new zeitgeist of EU
membership. In this sense, ‘poor’ will not
only lend itself to characterising the relative
economic welfare of Estonia among the
other EU members, but to assessing the
state of market reforms starting in 2004 
as well. If 2004 is representative of a new
emerging pattern, then the uniqueness of
being free and poor will become increasingly
unbearable in the EU. Freedom will be
sacrificed in the name of wealth.The bringing
of offerings to the sacrificial stones, which
were said to resolve and prevent a litany of
ills, did not allow the 13th century tribes
which populated the current territory of
Estonia to escape 700 miserable years of
foreign domination. If history is any guide,
one can only hope the Estonians get their
trade-offs correct this time around.

Yet the very availability
of EU funds creates 
an incentive to develop
the capability to run
large distributional
projects
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Over the course of the last 100 years, the
five Nordic countries have developed some
of the most successful societies in human
history.This is more remarkable for their
extreme poverty at the turn of the 20th
century. Finland was ranked tenth in the
Human Development Index in 2004, and
was in the top fifteen throughout the last
decade.Wealth is distributed very evenly
across gender and socio-economic
boundaries, and among the geographic
regions.This is the result of an economic
model predicated upon the idea that
everyone contributes via taxation, and
everyone gets something back. It is argued
that this strengthens social cohesion and
provides the greatest advantages to those
who are least well-off.

The Finnish constitution, which has been
revised in recent years to strengthen
‘citizen’s rights’, states that all those unable
to provide for themselves are entitled to
the provision of necessary basic economic
and social support through the social
welfare and healthcare services. In this
sense, Finland represents the Nordic welfare
state, wherein the public sector bears the
main responsibility for the provision of social
services. Around 450 municipalities are
responsible for the provision of these social
services, and they do so either by providing
the services themselves, in cooperation with
other municipalities or by purchasing them
from private service providers.The private
sector is, however, less developed when it
comes to healthcare. Fewer than 10% of
physicians work exclusively in the private
sector and there are only a few private
hospitals running.With responsibility comes
costs, however, and the local authorities have
to finance about 70% of the expenditures
themselves, usually from municipal tax
revenue. Central government transfers to
local government cover about a fifth of the
expenditure and the remainder, less than10%
of the municipal funding for social welfare
and healthcare, is financed from client fees.

The Finnish state is responsible for providing
a huge variety of services, of which many
are clearly within the traditionally private
sphere. Even in a Nordic context, where
people are used to having an intrusive state,
government involvement in such areas as
child guidance and family counselling remain
a source of disquiet to many. Conversely,
the provisions of both child day-care and
care for the elderly, which are the largest
component areas of social services, are
hugely popular.

OLD WINE IN NEW BOTTLES
Despite its historic achievements, the Nordic
model can be criticised on philosophical,
social-psychological and, especially, economic
grounds.The greatest challenge it will face in
the 21st century will be a demographic
crunch that fundamentally threatens its
current structure. Like other Western
countries, Finland is faced with a growing
welfare burden, primarily because of its
rapidly ageing population. According to the
Financial Times, ‘the Finnish population is
ageing more rapidly than in any other
industrialised country and the prospect of
labour shortages is looming’. Early retirement
is also a problem, in addition to
unemployment, which particularly is a
problem among young people. Finland’s
unemployment is slightly above the EU
average at 9.2%, and significantly higher than
the Nordic average of 5.1%. However, in the
15-24 age group it is markedly higher at
15%, though down from a peak of 21.8% in
the late 90s. Interestingly, Finland was a
country of low unemployment up until the
early 1990s, but after a severe recession –
precipitated by the rapid loosening of
monetary controls in the late 1980s and the
collapse of the Soviet Union (and its bilateral
trade agreement) – it peaked at 16.6% in
1994. Membership of the European Union
was advertised as the solution to economic
recession by advocates of the Union both in
Finland and Sweden, and is said to be the
reason why the countries decided to join.

Anne Kristine Jensen works
on trade-related issues for the
Stockholm Network, and holds
a Masters Degree in Political
Economy from the London
School of Economics

FINLAND

Finland is a typical Nordic country, characterised by comparatively large
government expenditures on social programmes, high rates of labour
market participation, and limited financial dependence on the traditional
family. Income disparities, class distinctions and poverty levels are among
the lowest in the industrial world.
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Fortunately, economic growth did pick up 
in the two countries after accession but
unemployment is still a serious challenge,
especially in Finland.

With an ever increasing welfare burden
caused by the high rate of unemployment
and an increasingly ageing population, many
classical structures of the welfare state are 
in need of reassessment.When the new
government of Finland came to power in
autumn 2003, it found a number of existing
social policy proposals because the previous
government had begun to investigate
reformist possibilities.The last time these
issues were considered on a similar scale
was between 1968 and 1971.The present
government inherited the Health 2015
public health programme adopted in May
2001, which outlines the targets for Finland’s
health policy over the next 15 years.The
programme is based on the Health for 
All programme of the World Health
Organisation (WHO) and so, unfortunately,
the focus was on health promotion and 
not on the development of the health
service system.The goal of the National
Development Project for Social Services
(NDPSS), on the other hand, adopted by
the Ministry of Social Affairs and Health in
2003, is an overhaul of the entire service
system.The key issue here is not only to
improve the availability of services but also
the quality.The Ministry’s aim is to modernise
services to be more timely, flexible and
consumer-oriented, and in order to reach
these goals, increased reliance on private
service providers is being promoted.

In accordance with the 2015 health
programme, the government has stated 
that the biggest challenge to the current
system is to secure the availability of
services throughout the whole country.
But the prospect of instability in the public
economy brought about by the increased
welfare burden is being overtly ignored.
There has rarely been such a degree of
consensus among the political parties in
Finland as presently exists regarding health
policy investments. Additional money is
obviously required to finance the increased
demand for services, and the result was 
an increase in state grants by a total of
€223 million in 2003.

That Finland has recognised the need for
reform is encouraging. Unfortunately the
reforms instituted are being undertaken
with different intentions, and thus
consequences, than similar schemes in
other Western European nations. State
expenditure on welfare has increased by
millions of Euros, and the Finnish
government is taking on ever more
responsibility in areas previously
understood to belong to the private
sphere.The question is how to finance 
all of this.Will the Finnish people, already
burdened by one of the highest tax levels
in world, accept another rise in taxes? It is
unlikely, since the 2003 budget actually
reduced all income taxes by 0.3% points,
with the rate on the lowest income band
declining to 12.7% and the highest to
35.7%.This is welcomed as a promising
start but far from sufficient. A further
reduction in income taxes is needed, in
addition to a reduction of the corporate
tax, the top bracket of which currently is
29%. According to Maija Torkko of Nokia,
Finland has lost its relative competitiveness
as a result of the country’s high corporate
tax levels .*

Like the other Nordic states, Finnish politics
(and society) has been dominated by
strongly rooted social-democratic values
and a powerful labour party ever since the
Second World War. Consequently, the
modern Finnish state was built upon a
strong centre-left foundation and people
seem to be more accepting of, or at least
used to, an intrusive state than other

Western European countries.This is evident
in the fact that the labour party has won
almost every election since the late 1940s,
with the exception of a few won by the
centrist Agrarian Party. One might therefore
be tempted to conclude that Finns are
happy with a state that spends close to 

50% of GDP. Yet a growing liberal
movement, centred around a number 
of centre-right think tanks established in
recent years, provides evidence to the
contrary. Like its Nordic neighbours,
Finland is in a serious need of public
reforms.The state should stay out of the
private sphere and concentrate on
providing good services for those who
really need it. Most importantly, however,
reform is needed because the current
welfare state will not serve the Finnish
people well for another hundred years.

* 2004 Index of Economic Freedom:The Heritage
Foundation,Washington DC.

That Finland has
recognised the 
need for reform 
is encouraging
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It is a dilemma that has faced many reform-
minded governments. Most have learnt, to
their benefit or detriment, that reforms must
be initiated as soon as possible following
electoral success.This urgent approach takes
advantage of the weakened state of the
opposition, and allows the reforms to offer
visible returns before the next election. It
has been shown in several countries that
household morale (and consumption) rises
upon the advent of long overdue reforms.
As Frederic Bastiat, the French economist
once argued,“when you have to cut the
dog’s tail, even if it seems nicer to start by
cutting only a small piece, it is much less
cruel to get rid of it completely the first
time than to cut it slice by slice”.

Unfortunately, Mr Raffarin, influenced by
President Jacques Chirac, chose a path 
of periodic, halting and partial reform.
The government’s approach to healthcare,
the sector in greatest need of reform, is
characteristic of this uncertainty.

Developed in 1946, the French public
healthcare system has since altered very
little.The annual deficit in this sector has
spiralled to an average €10-15 billion in
recent years because of structural flaws in
the system. For example, perverse financial
incentives exist that encourage doctors to
prescribe as much medication as possible,
and patients, regardless of the severity (or
existence) of their condition to avail
themselves of such low-price medication.
Equally, hospital managers have virtually no
power to hire and fire their staff, and are
often unaccountable themselves.

During the public debate on healthcare that
lasted from July to September 2004, the
government tabled many possible changes
but little actual reform. Several leading
politicians proposed raising one or another
of the various taxes that currently finance

public healthcare, promising that the
additional capital would facilitate structural
changes. However, many areas within the
system, such as hospitals, emerged from 
the consultation entirely unscathed, and no
elements of competition were introduced.
Privately, many in the government now
believe that the healthcare system must
either return to a fully state subsidised
system, or develop into a wholly privatised
HMO-based structure, as the current
mixture is unsustainable in the long term.
However, in public, the preservation of 
the French healthcare model, lauded
domestically as the best in the world,
remains the government’s stated intent.

Much the same approach has been taken to
stalled civil service reforms. President Chirac
and Prime Minister Raffarin have both
pledged that henceforth only one in two
retiring civil servants would be replaced. In
France, one in four employees is employed
by the public sector in one of the three
‘fonctions publiques’ – the national
government, the municipal and regional
governments, and the public hospitals.
Evidently, reform is much needed in this
area, yet the government has proposed a
reduction of only 6847 central government
jobs in 2005 (which will be more than
offset by rapacious local government hiring).
This figure mirrors similarly low reduction
estimates made in 2002, 2003, and 2004.

Mr Raffarin’s cabinet is not particularly fond
of the act of privatisation. However, it is 
even less keen to have to placate displaced
workers in its wake. (Indeed, during the
previous four years, they have returned
fewer State-owned Enterprises (SEs) to the
private market, and sold fewer government-
owned equities than the former Socialist
government of Lionel Jospin). Consequently,
only tentative steps have been taken. In the
summer of 2004, Snecma (an aircraft engine

Philippe Mani•reis the Director
of Institut Montaigne, a free
market think tank in Paris

FRANCE

No sooner was a new French government elected in late spring 2002
than they were faced with a decision that would define their term of
office.The new Prime Minister, Jean-Pierre Raffarin, knew that long-
postponed reforms were desperately needed in key sectors of the
economy. He could either take advantage of his governmentÕs popular
mandate and reshape the entire public sector, or he could phase the
changes in over the length of the five year parliamentary term.
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and electronics producer) was sold, and in
November, a second private motorway
company was floated, though only a minority
of shares were sold on the open market.
Two examples, however, are illustrative of
the current government’s attitude to
privatisation. A heated public debate broke
out in June over the potential privatisation 
of EDF, the dominant electricity supplier.
Proponents of market-oriented reform
argued for the full privatisation of the
inefficient behemoth but the government
settled on a ‘capital opening’ legal provision
that effectively caps private ownership at
30% of the company. Conversely, a small
part of France Telecom was discreetly sold 
in August, bringing government ownership 
of the company just below a 50% controlling
stake. Both these examples demonstrate
that the current government is willing to
take a reformist view, on the grounds of
pragmatism, but only if it can be sufficiently
obscured from public view.

PROGRESS AND STASIS 
Notable progress has been made in the
area of pensions. Following negotiations
throughout 2003, the parliament began to
implement a wholesale restructuring of the
ailing pay-as-you-go pension system. At the
heart of the reform was an extension of
the savings periods. Civil servants and
private sector workers must now pay their
contribution for 42 years (up from 37.5 and
40 respectively) to obtain their full pension
allowance.This will have the real effect of
raising the retirement age above 60, the
official limit. However, over 50% of French
workers over 50 years of age are either
‘unemployed’ or already retired on a special
pre-pension system, which exempts them
from the reform.

The government gained the unions
acquiescence for this reform by increasing
pension payments for workers engaged in
‘dangerous work’, and those who started
working very young. Concessions were 
also made to the SNCF (railway) and RATP
(mass transportation) workers, despite 
their already comfortable (even by French

standards) pension provisions, for fear of
provoking crippling strikes. It is worth
noting that when RATP workers and public
sector teachers did strike in late Spring
2003, Mr Raffarin took the courageous and
quite revolutionary step of not continuing
to pay them.This has since significantly
reduced the number of striking public
sector workers. EDF workers were also
granted a total exemption from the
pension reform, which is partially
subsidised by a special electricity tax.

As a whole, the pension system is now
much more viable but the reform has fallen
short of ensuring long term stability. Experts
believe that only 50-75% of the reform
needed has been accomplished, and that
further restructuring will be needed within
the next 15-25 years.Yet while this need for
future reform is never acknowledged, it is
tacitly understood that it will be facilitated
greatly by the agreement struck in 2003.

For example, extending the payment
periods to 43 or even 44 years is no longer
politically inconceivable, and perhaps even
achievable by executive decree (thereby
bypassing parliament). Once again, invisible
reform is the most palatable to both the
French public and its politicians.

Two areas of the economy that the
government have been reticent to interfere
with, despite their desperate need for
reform, are the tax code and the labour
market. Both are politically explosive,
though for different reasons.

It is no secret that thousands of French
citizens choose to live abroad because of
their country’s tax system, and in particular,
the asset tax (Impôt de Solidarité sur la
Fortune, or ISF).This tax, if levied in addition
to income tax as currently prescribed,
would far exceed their disposable (net)
income. A parliamentary debate over the
issue, which costs France much technical
and financial expertise in the form of a
brain-drain, resulted in only the slightest
revision of the ISF limits. Ironically, this

reform foundered for the opposite reason
that income taxes are never reduced.
While rates of income tax in France
remain some of the highest and most
concentrated in Europe, they are also set

at the behest of a government ‘marketing’
strategy, which means they appear to be
even more punitive.This precludes their
repeal, as most French politicians would
consider it treasonous to propose tax cuts,
and especially for the rich.

Conversely, labour market reform is
currently untenable in France because it
directly affects the majority of the populace,
rather than just appealing to their
prejudices. Unemployment runs at around
9.5%, and has not been below 7.5% since
the oil crisis of 1973. Over the years,
regulations have amassed that both prevent
normal firing practices, and make hiring a
more difficult, and often terrifying, prospect.
Judges have been more than willing to
uphold these laws, and have on several
occasions ordered the rehiring of long-
departed individuals by companies who 
had often shifted location or, worse still,
economic activity.The business sector’s
increasing distaste for this over-regulation
prompted Mr Raffarin to re-examine the
French ‘code du travail’ (labour laws).The
government hinted at reform between
January and September, by ordering reports
from experts and making quasi-promises 
to Medef, the French Employers’ Federation.
Yet in October, all activity on this front
inexplicably ended. Similarly, the cabinet 
has long delayed reform of the mandated
35 hour working week to make it ‘more
flexible’, despite numerous campaign
promises from Messrs Chirac and Raffarin.
Only in December was a proposal tabled 
to allow workers to ‘resell their 35 hours’
by swapping additional days off acquired
through the reduced working week law for
a monetary payment made by their employer.

These latter reforms are indeed symbolic 
of the progress of market-oriented reform
in 2004.They have been heavily denounced
by the left, moderately (and sometimes only
tacitly) advocated by the right, and barely
touched by the government.

These reforms are
indeed symbolic of
the progress of
market-oriented
reform in 2004
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