Social Bridges Il

The importance of human capital
for growth and social inclusion

A joint paper by the Swedish Ministry of Finance,
German Ministry of Finance and HM Treasury

Stockholm, Berlin & London March 2008

&&&&&

HM TREASURY % Federal Ministry -t riNC SKANSLIET

of Finance

Ministry of Finance
Sweden






&&&&&

HM TREASURY % I E?g?nr::]xiniStry REGERINGSKANSLIET

Ministry of Finance
Sweden

Social Bridges |

The importance of human capital
for growth and social inclusion

A joint paper by the Swedish Ministry of Finance, German
Ministry of Finance and HM Treasury

Stockholm, Berlin & London March 2008



© Crown copyright 2008

The text in this document (excluding the Royal Coat of Arms
and departmental logos) may be reproduced free of charge
in any format or medium providing that it is reproduced
accurately and not used in a misleading context. The material
must be acknowledged as Crown copyright and the title of
the document specified.

Any enquiries relating to the copyright in this document
should be sent to:

Office of Public Sector Information
Information Policy Team

St Clements House

2-16 Colegate

Norwich

NR3 I1BQ

Fax: 01603 723000
e-mail: HMSOlicensing@opsi.x.gsi.gov.uk

HM Treasury contacts

This document can be found in full on our website at:

hm-treasury.gov.uk

If you require this information in another language, format or
have general enquiries about HM Treasury and its work, contact:

Correspondence and Enquiry Unit
HM Treasury

| Horse Guards Road

London

SWIA 2HQ

Tel: 020 7270 4558
Fax: 020 7270 4861
E-mail:  public.enquiries@hm-treasury.gov.uk

Printed on at least 75% recycled paper.
When you have finished with it please recycle it again.

ISBN 978-1-84532-401-8
PU349



CONTENTS

Executive Summary
Chapter 1
Chapter 2
Chapter 3
Chapter 4
Chapter 5

Social Bridges Il — The importance of human capital for growth and social inclusion

Introduction

Socio-economic trends and challenges

Building Social Bridges: the role of human capital
Policy and delivery — an integrated approach

Conclusions and outlook

Page






EXECUTIVE SUMMARY

AN INCLUSIVE AND SOCIAL RESPONSE TO GLOBALISATION

The rapidly changing global economy has presented Europe with a series of new social,
economic and demographic challenges, but also unprecedented opportunities, through
more and better jobs, continued economic growth and rising levels of prosperity. To
maximise the opportunities from globalisation and to ensure that the benefits are
shared between all citizens, Europe must combine flexibility and fairness while
providing opportunity for all. The adjustment costs associated with globalisation are
small compared to the potential gains, but they can be significant for those individuals,
sectors or regions adversely affected by structural change, and can emerge as costs such
as job losses, welfare dependency and social exclusion. These costs can often be more
visible than the greater benefits, and can lead to feelings of insecurity and declining
aspirations that can perpetuate across generations and have an effect on social mobility
and cohesion. As governments we must act to shape an inclusive globalisation in line
with our shared European social values to ensure prosperity and fairness for future
generations.

In the first Social Bridges paper, written jointly by the Swedish and United Kingdom
finance ministries, we set out a joint vision for a socially inclusive response to
globalisation that combines modern economic and social policies to deliver sustainable
economic growth and social inclusion. These policies need not be in conflict, as some
may suggest, but can be mutually reinforcing providing flexibility and fairness together.
Economic polices must entrench macroeconomic stability and embrace open and
flexible product markets, capital markets and labour markets. Social policies need to
enhance employability, expand opportunity and choice, provide security for the
vulnerable and help people to adapt and master change.

The importance of human capital for growth and social
inclusion

In this follow-up paper, written jointly by the finance ministries of Germany, Sweden
and the United Kingdom, we build on that approach, but focus specifically on the issue
of human capital for promoting employability and social cohesion. The knowledge-
based economy favours labour market entrants and workers with higher skills, while
technological and structural change may require new and different types of skills, which
will need to be updated throughout the lifecycle. Human capital formation is therefore
crucial — to promote opportunity and employability of workers, and to increase the
innovative capacity of companies and economies. Demographic change makes a
culture of lifelong learning even more important. Education alone, however, is not
enough. It has to be complemented by policies to remove barriers to labour market
participation, and set in the context of well-functioning labour, product and capital
markets and macroeconomic stability that together allow for high levels of job creation
and international competitiveness.

European Member States share the same fundamental social values, and we can come
together to identify common challenges and agree strategic objectives even when the
main responsibility to achieve them lies with Member States finding policy responses
specific to their traditions and institutions. We have identified some common features
of successful policies and drawn on examples of modern policy design and
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development from across Europe, so we can begin to learn together and from each
other. In order to equip our citizens with the necessary skills to make the most of the
opportunities in the global age, public policies need to relate to the new social and
economic environment and build better Social Bridges across the lifecycle, by:

e earlier and sustained interventions in pre-school learning, in order to give all
children the best possible start in life as well as to support the labour market
participation of parents;

e raising standards and achievement in primary and secondary education to
ensure all our children have the necessary core skills to enter and progress in
the labour market or to build on these skills by attending further or higher
education;

e providing greater choice in the education system by offering real alternatives
to academic routes through vocational training and apprenticeships
ensuring all children can realise their potential;

e improving access to tertiary education and ensuring high quality in order to
meet the demands of a knowledge-rich and more competitive global
economy;

e embracing a culture of lifelong learning by creating opportunities for adult
and in-work education that can help entry and progression in the labour
market; and

e reducing barriers to labour market participation especially for those at the
margin, including older workers, and by addressing disincentives created by
high marginal tax rates.

The role of public finances

Finance ministers have a key role to play in this debate in both the domestic and
European context. The challenge for Member States remains to make more efficient use
of public expenditure that allows for sufficient investment in future orientated policies,
such as human capital formation, while respecting the Stability and Growth Pact. This
requires addressing the need for rigorous policy evaluation and also raises the question
of how to better balance expenditure with structural reforms to improve outcomes. It is
a priority because of the importance of sustainable public finances in the face of
demographic change.

Effective and efficient policies that improve human capital formation and labour
market participation can contribute to an improved economic and fiscal position by:

e improving the skills of the workforce contributing to innovation,
productivity and competitiveness and attracting foreign direct investment;

e higher employment rates that can raise tax revenues; and

e improving fiscal sustainability over the longer term by reducing social
expenditures including on welfare and Back to Work programmes.

Social Bridges Il — The importance of human capital for growth and social inclusion



INTRODUCTION

1.1 Globalisation and structural change are major sources of economic and social
opportunity for Europe and its citizens. The potential benefits are huge: new
technologies, cheaper imports, larger export markets and dynamic gains through
increased competition all offer the prospect of greater rewards, lower prices and rising
standards of living. It has been estimated that globalisation could increase permanent
annual income in the EU by as much as 8 per cent, equivalent to €800 billion over the
next 50 years.!

1.2 To maximise the opportunities from globalisation, and to ensure the benefits
are shared between all citizens, Europe must combine flexibility with fairness while
providing opportunity for all. Through the Lisbon Strategy, Member States have already
committed to ongoing economic and social reforms at the national level designed to
deliver greater openness and flexibility, while supporting effective adjustment to global
change, widening labour market participation, and increasing social inclusion.

1.3 The adjustment costs associated with globalisation are small at the aggregate
level when compared to the potential gains, but they can be significant for those
individuals, sectors and regions adversely affected by structural change. This may help
explain why almost half of Europe’s citizens feel threatened by globalisation and its
impact on companies and jobs.2 Moreover, these feelings of insecurity are often most
pronounced among those individuals from more disadvantaged backgrounds or with
low skills, who are less well equipped to deal with structural change. It is therefore
essential that Member States develop policies that ease the adjustment process for
those people most affected by structural change and promote high levels of labour
market participation and social inclusion. This represents a modern and inclusive
response to globalisation.

THE SOCIAL BRIDGES APPROACH: LABOUR MARKET
PARTICIPATION AND SOCIAL INCLUSION

1.4 In the past, policy makers have at times sought to alleviate the effects of
structural change through various forms of protection and income support. While this
type of insurance plays an important role in safeguarding security and helping to ease
transitions, traditional policies often turned out to be less effective and failed to provide
the right incentives for people to enter the labour market. Rather than providing the
long-term security that was intended, the result was often benefit dependency and
increased social exclusion.

1.5 The Social Bridges approach is a modern policy framework that aims to improve
individuals’ employability to increase labour market participation and social inclusion.
It makes clear that, in order for Europe to meet the increasing competition in the global
economy, measures to help individuals to adapt to change have to be combined with
well-functioning labour, product and capital markets that facilitate innovation and job
creation.

| European Commission, DGECFIN, Globalisation: Trends, issues and macro implications for the EU, July 2006.

2 European Commission, Flash Eurobarometer: The Future of Europe, May 2006. 47 per cent of those interviewed perceive
globalisation to be a threat to employment and companies, as opposed to 37 per cent who see globalisation as an opportunity.
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Box I.1: Social Bridges — equipping workers to meet the challenges of globalisation

The term Social Bridges describes a modern policy framework where macro and microeconomic
policies combine, allowing individuals, and society as a whole, to benefit from the greater
opportunities of globalisation and increasing labour market participation and social inclusion. The
responsibilities within such an approach fall to individuals, businesses and government.

This needs to take place in the context of macroeconomic stability, combined with well-

functioning and flexible labour, product, and capital markets:

e labour markets — should allow for the efficient reallocation of labour into growth
sectors, thus aiding individuals to shorten possible unemployment spells and to move

between jobs;

e capital markets — should enable capital to be deployed efficiently by businesses,
entrepreneurs and innovators into growth sectors and products, ensuring individuals have
access to the necessary funds to deliver innovations to the market; and

e product markets — should enable firms to adapt to changing market conditions, exploit
new opportunities and create a dynamic and thriving market that creates new jobs and
employment opportunities.

Within this framework, Social Bridges-based polices can provide insurance in the broadest sense
for the individual through:

o efficient and well-designed active labour market policies that help individuals to
find jobs and enter the labour market, and can help promote social inclusion;

e lifelong learning and skills policies to improve employability and provide access to

retraining and upgrading of skills;
e policies that make work pay and increase labour participation: and

e well designed unemployment insurance programmes that ease transitions, while
providing help for the vulnerable and do not create poverty or dependency traps.

The Social Bridges approach protects individuals’ employability, not specific jobs. By equipping
people with the necessary skills to manage and adapt to change, governments can provide
opportunities for individuals to move from one job to the next, ease transitions from

unemployment to employment, and provide employment security over the longer term.

1.6 This approach was explored in a joint paper published in April 2006 by the
Swedish and United Kingdom finance ministries.3 This follow-up paper, written jointly
by the finance ministries of Germany, Sweden and the United Kingdom, builds on the
ideas set out in the previous paper, and focuses more specifically on the issue of human
capital and the importance of effective social, education and skills policies for
promoting employment and social cohesion.

Human capital — an essential social bridge

1.7 In today’s integrated global economy, Europe is often competing by producing
high-tech, high value-added goods and services. This shift towards a more knowledge-
based economy is placing greater emphasis on the skills of the workforce. As new jobs

3 The Swedish Finance Ministry and HM Treasury, Social Bridges — meeting the challenges of globalisation, April 2006.
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demand new and often more advanced skills, each generation entering the labour
market needs to be better educated and better trained than the previous generation. At
the same time, rapid technological and structural change means that people also need
to retrain and update their skills throughout their working lives.

1.8 A comprehensive and inclusive policy approach is required that fosters human
capital formation and labour market participation throughout the lifecycle, to ensure
that individuals are equipped to work in today’s economy and can adapt to work in
tomorrow’s. This modern policy approach includes not only education, skills and
labour market policy, but also family and integration policies. Policies that seek to
enhance an individual’s human capital — for example through training and education —
need to be complemented by policies that remove barriers and disincentives to work,
especially for groups and individuals on the margins of the labour market.

The European dimension

1.9 European-level discussions can help us address shared concerns in the context
of shared European social values that combine flexibility and fairness. The
responsibility for structural and social polices lies with national governments. National
governments can react to problems quickly and tailor policies to take account of
specific national circumstances, such as demographics, and labour market institutions.
They can also better represent electoral preferences. But while there are no “one size
fits all” solutions, Europe can act as a catalyst for change, identifying opportunities and
common challenges, promoting solutions, exchanging best practice and agreeing
strategic objectives. As such, efficient co-operation, including exchange of best
practices and learning from good examples, between Member States can add significant
value.

1.10 This is the starting point for the current discussion at the EU level on
“flexicurity”. Both approaches — Social Bridges and flexicurity — represent modern and
inclusive policy responses to globalisation. While flexicurity represents one means to an
end which stresses the need for better functioning labour markets and improving
employment security for individuals, Social Bridges is a broader concept that covers a
wider range of macro and micro policies supporting an individual’s development,
employability and social inclusion. The two concepts are consistent and
complementary approaches.

I.1l1  The European Union can help national governments by advancing the debate
on skills. Effective education and skills policies, designed and implemented by Member
States, are central to meeting the new and emerging challenges in the global economy.
An open debate at the European level on skills policy, and how it interacts with
employment policy, could help better exploit the synergies and links between skills and
employment.

THE ROLE OF PUBLIC FINANCES

1.12  Ensuring fiscal sustainability in the face of economic and social challenges is an
important factor determining how successfully Member States and the European Union
can respond to globalisation. A key concern for EU finance ministers is how to better
align structural change and fiscal sustainability in the face of these challenges. Policies
that support human capital formation are particularly useful as they can increase

4 European Commission Communication, Towards common principles of flexicurity, June 2007.
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Structure of
the paper

productivity and labour market participation, potentially generating a broader revenue
base and reducing social expenditures, creating a more socially cohesive society.

I.13 However, there is a growing consensus amongst EU finance ministers on the
need to focus on the quality of public spending — judging the effectiveness of spending
programmes in terms of the results and outcomes they deliver.s Higher levels of
investment, for example in human capital, do not necessarily guarantee better results
and it is therefore important that spending programmes offer good value for money and
are compatible with maintaining fiscal discipline. Increasing the efficiency and
effectiveness of public spending also helps to fulfil the requirements of the Stability and
Growth Pact and is instrumental in promoting the Lisbon structural reform agenda.

.14 This paper sets out the current challenges of globalisation and structural change
for economic and fiscal policy in Chapter 2, before addressing the role of human capital
policy in both an economic and social context in Chapter 3. In Chapter 4, the paper
discusses a lifecycle policy approach to education and labour market, before making
some preliminary conclusions in Chapter 5.

5 As highlighted by finance ministers during a discussion at the Informal ECOFIN in Berlin on 20-21 April 2007.
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SOCIO-ECONOMIC TRENDS AND
CHALLENGES

2.1 The European economies face significant economic and social challenges.
Globalisation and rapid structural change have increased the need to adjust. Such
change has created unprecedented opportunities and huge potential benefits, as well as
having a profound impact on the workforce and on skills requirements. This change
carries a related risk of economic segmentation and social exclusion. In addition, demo-
graphic changes have important repercussions on labour markets and public finances.
Taken together, these developments illustrate the importance of policies that look to
develop and utilise the human capital of the population.

Structural change

2.2 The location and composition of global economic activity has shifted
dramatically in recent decades. Global sourcing of goods and services has replaced
national sourcing and Europe is increasingly specialising in knowledge rich, high-tech
goods and services, affecting the demand for skills in the workforce.s

e Today, China and India already account for over 20 per cent of world output
and this is expected to rise to 27 per cent by 2015.7 Developing economies,
particular in Asia, are increasingly exporting not only labour-intensive
manufacturing goods but also high-tech goods based on technologies
developed in advanced economies.

e In the EU services now account for around 70 per cent of value added and
employment.s This has led to an increasing demand for high skilled labour
and resulted in skill shortages in some parts of the EU. For example, in
Latvia, Lithuania, the Czech Republic, Poland, Hungary and Romania a lack
of higher skills in the available workforce was seen as an important
constraint to future firm growth by 35-45 per cent of firms.?

Chart 2.1: Shifting shares in global output: 1980 to 2015 (in PPP)
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Source: IMF Consensus Forecasts, EIU September 2005 and HM Treasury estimates

6 See, for instance: The Great Doubling, Richard Freeman, 2005.

7 European Commission Economic Papers, DGECFIN, Globalisation: Trends, issues and macro implication for the EU, July 2006.
8 HM Treasury, The Single Market — a vision for the 21st Century, 2007.

9 World Bank, EU8+2 Regular Economic Report — part II: Labour markets in the EU8+2, September 2007.
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Labour market segmentation and social exclusion

2.3 Despite improving labour market performance across the EU in recent years,
labour market segmentation and significant social exclusion persists. The level of
labour market participation remains low for certain groups in some Member States,
such as older workers, women and migrants. Unemployment and the risk of poverty
remains too high, particularly for those with no, limited or outdated qualifications and
skills. Across Europe:

e around 17 million people remain unemployed, 40 per cent of whom have
been unemployed for 12 months or more;

e nearly one in five young people are out of work;!0

o the average unemployment rate for low skilled workers is around 10 per cent
compared to around 7 per cent for those with upper secondary education
and 4 per cent for those with tertiary education;'

e the employment rate of women, at 57 per cent, remains much lower than for
men at 72 per cent, with wide differences across individual Member States;

e the average participation rate for older workers is only 44 per cent;'2 and

e almost 10 per cent of the population live in workless households. The risk of
poverty for workless households with dependent children is 68 per cent as
opposed to only 5 per cent for households with at least one member in full
time employment.!3

Chart 2.2: Unemployment rate by level of education 2006
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Source: Eurostat

10 Eyrostat online database, August 2007.

Il Eurostat online database (data set: Unemployment rates of the population 25-64 by level of education, 2006) and OECD
International Migration Outlook, Paris 2007.

12 Eurostat online database, (data set: Employment of older workers, 2006).

13 Eurostat pocketbooks: Living conditions in Europe, 2007 edition, table 4.3, page 80.
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Pressures from demographic change

2.4 It is estimated that Europe’s population in 2050 will be slightly smaller and
much older. As a result the age dependency ratio is set to rise which is likely to have
consequences for economic growth as well as for the sustainability of public finances
and social security systems, although the effect will vary between Member States:

o the working age population is expected to fall by 16 per cent, or 48 million,
between now and 2050;

e over the same period, the population aged 65 and over is likely to rise
sharply, by 58 million, or 77 per cent;

e Europe will go from having four people of working age for every elderly
citizen today to a ratio of two to one by 2050;'+and

e as a result of demographic changes, the public spending rates in the EU15
are projected to increase by 4 percentage points by 2050, mostly because of
increasing expenditures on pensions, health services and long-term care.'s

2.5 These demographic changes will create a number of challenges. In order to
sustain economic growth it will be necessary to increase participation rates and
productivity, and extend working lives. Only by utilising the existing human capital of
national populations, and by investing in and improving education and skills policies
throughout the lifecycle, can Europe meet the challenges of demographic change.

Chart 2.3: Projections of age distribution 2004 — 2050 (EU25)

550 -

500 - o .

450 - - o o o -

400 - )

350 - N e N

300 - T

250 -

200 -

150 -

100 -

50 - o o o o .
0 |

2004 2010 2020 2030 2040 2050

Millions of population

M Age 0-14 [J Age 15-64 B Age 65-79 B Age 80+

Source: European Commission, European Economy, Special Report No. 4, 2005

14 Economic Policy Committee, European Commission, The impact of ageing populations on public spending, 2006.

15 Ibid.
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Sustainability of public finances

2.6  With high debt ratios in many EU Member States and budgetary pressures
resulting from future demographic trends, attaining sustainable public finances will be
a significant challenge for European finance ministers.

e The budget deficit for the EU improved in 2007, but the Commission has
noted that some Member States have not fully seized the opportunity
provided by a favourable economic environment.

e Despite a broadly downward trend, which is partly cyclical in nature, the
average government gross debt in the EU is expected to amount to 59.5 per
cent in 2007. This development is partly cyclical. There remain sizeable
differences across Member States ranging from below 10 per cent in Estonia
and Luxembourg to above 100 per cent in Italy by 2008.'¢

e As a percentage of total expenditure across the EU, average expenditure on
public sector investment is at 5 per cent, compared to relatively high levels
of expenditure accounted for by subsidies, transfers and the servicing of
public sector debt that stood at 43 per cent of total expenditure in 2004.17

Chart 2.4: Average public expenditure by function (EU25)
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16 Figure for 2006. European Commission, Autumn Economic Forecast, 2007.

17 European Commission Services. Countries included are Belgium, Denmark, Germany, Greece, Spain, France, Ireland, Italy,
Lithuania, the Netherlands, Austria, Portugal, Finland, Sweden and the UK.
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e Evaluations demonstrate wide differences in efficiency and effectiveness of
public policies in Member States, for example for labour market policy,'s
health care'” and education.2

2.7 With the need to ensure sound fiscal positions across Europe, the challenge for
Member States remains to make more efficient use of public expenditure that allows for
sufficient investment in future orientated policies, such as human capital formation,
while respecting the Stability and Growth Pact and, for Members of the Eurozone, the
additional commitment to aim at reaching their respective Medium Term Objective by
2010 at the latest.

2.8 In Europe the average level of social policy expenditure accounts for roughly
half of total public expenditure, of which around 13 per cent is focussed on education
and skills related expenditure. However, while this relatively high level of expenditure in
most Member States highlights the importance of education, high spending does not
necessarily lead to improved outputs or results. Indeed, while investment can have a
positive effect, other factors are also important.

Chart 2.5: Performance of pupils in relation to expenditure on education
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2.9 In many cases the same results could be achieved at lower levels of spending or
better outcomes achieved by improving the quality of provision without raising levels of
expenditure. A recent study by the OECD suggests that there is potential for increasing
learning outcomes by up to 22 per cent within the current levels of expenditure.2! This
highlights the importance of efficient, equitable and outcome focused policies.

18 See, most notably, OECD studies and reports. For recent surveys, see Employment Outlook 2005, Chapter 4 and Employment
Outlook 2006, Chapters 2—7.

19 World Health Organisation, The World Health Report 2000: Health Systems — improving performance, Geneva 2000; and
Edward Kelley and Jeremy Hurst, Health Care Quality Indicators project: Initial indicators report, OECD Health working papers
22, Paris 2006.

20 See, for instance, the OECD PISA studies and OECD Education at a Glance, 2005, 2006 and 2007.

21 OECD, Education at a Glance 2007.
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BUILDING SOCIAL BRIDGES: THE ROLE
OF HUMAN CAPITAL

3.1 The economic and demographic trends set out in Chapter 2 create both
opportunities and challenges for Europe’s policymakers. As the economic and social
environment changes, government policies need to adapt and modernise to enable
prosperity and social justice to advance together. Social Bridges from one job to the
next can improve citizens’ security, equipping them to cope better with the impact of
global change by enhancing their employability. Measures to maintain and raise
individuals’ human capital are a central element of this approach.

THE IMPORTANCE OF HUMAN CAPITAL FOR GROWTH AND
SOCIAL INCLUSION

3.2 Human capital is a central concept in economics and the social sciences.
Broadly speaking, it can be described as the total knowledge and skills individuals
possess, which is mainly determined by upbringing, education, training and
experience. It includes not only knowledge and skills that are deployed in work to earn
income but also social skills. Human capital is a key determinant of productivity, wages
and other economic and social outcomes, both at the microeconomic and the ma-
croeconomic level.22

33 Human capital in general has a positive effect on well-being, social mobility and
levels of social inclusion by increasing a person’s capacity to integrate in society.
However, in many European countries we observe trends in society that limit the ability
of some individuals to obtain and improve their levels of human capital, which can
contribute to increased segmentation and social exclusion. For example, a recent study
by the OECD estimates that students are more likely to participate in higher education if
their parents completed higher education, although this differs across countries.2
Empirical evidence also suggests that inequalities in human capital endowment tend to
perpetuate across generations in countries where the school system is less open and
flexible.2

3.4 Human capital is particularly important in knowledge-based economies. A
highly skilled workforce facilitates the dissemination of technological progress. It helps
firms to update working practices, technologies and products at the rate demanded by
rapidly changing markets, making the economy more flexible and productive in the
longer term.2s Moreover, skills are a main driver of innovation and fundamental to
effective leadership and management. Human capital is fundamental in allowing firms
and workers at all skill levels to successfully adapt to meet new challenges.

3.5 During periods of rapid technological and structural change, human capital will
usually depreciate more quickly. This means that policies aimed at increasing human
capital need to be based on the principles of lifelong learning and continuous ongoing
training.

22 For surveys of the literature of advanced economies, see Angel de la Fuente, Antonio Ciccone, Human Capital in global and
knowledge based economy, report for the European Commission, 2002 and Alan B. Kruger, Mikael Lindahl, Education for
Growth: Why and for Whom?, Journal of economic literature 39, December 2001, pp 1101-1136.

23 Students from such a background are more than twice as likely to attend higher education in Austria, France, Germany,
Portugal and the UK. Source OECD Education at a Glance 2007 indicator A7.

24 See again the OECD PISA study 2003 on the US and Benjamin Friedman, ed., Inequality in America: What role for human
capital policies, Cambridge, Mass: MIT Press, 2002.

25 The Leitch Review of Skills, Prosperity for all in the global economy — world class skills, 2006.
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Box 3.1: Human capital

Economic research shows human capital to be a key determinant of productivity, wages and

economic growth:
At the microeconomic level:

e there is clear evidence that school attainment is a primary determinant of an individual’s
future income and labour prospects. An additional year of schooling increases wages at
the individual level on average by around 7 per cent across European countries;26

e lifetime earnings for graduates are almost 60 per cent higher than for those with only an
upper secondary education; and

e firm-level data show that a highly skilled workforce increases a company’s productivity,

innovation and long-term competitiveness.
At the macroeconomic level:

e evidence shows human capital is an important determinant of productivity growth,

although uncertainty remains about the size of its effect; and

e a recent study by the Lisbon Council and the OECD estimates that an additional year of
education could increase productivity and economic output by between 3 and 6 per cent.

Source: OECD Education at a Glance 2006; Fuente and Ciccone cited above p I5; The Lisbon Council,
The Economics of knowledge: Why Education is key for Europe’s success, June 2006

PUBLIC AND PRIVATE RESPONSIBILITY FOR HUMAN
CAPITAL FORMATION

3.6 Governments provide significant financial support to parents and children,
financing compulsory education almost completely, subsidising vocational education
and retraining for the unemployed, and funding a large proportion of tertiary
education. However, limited fiscal resources make it necessary for Europe to consider
the respective contributions of individuals, business and governments in financing
education and training, including an assessment on who is best placed to promote
human capital.

3.7 From an economic perspective, there is an argument for governments to direct
their assistance towards those areas where society as a whole can benefit most. Fiscal
support for pre-school to secondary education is particularly important, because the
social returns to education are especially high, particularly for children from disadvan-
taged social backgrounds. On the other hand, in tertiary education, social returns seem
to be closer to private returns as individuals are less likely to be at risk of unemployment
or social exclusion. Hence, it could be argued that individuals should assume more
responsibility for financing their human capital when the increase in skill level
translates into individual economic rewards, for instance in higher wages or career
progression.

26 For a survey of the literature on so-called Mincer wage regressions, see Fuente, Ciccone, cited above, p. | |; for Germany, 6
per cent are estimated, as reported in ZEW news, May 2007. On estimates for total returns of different stages of education, see
also OECD, Education at a Glance 2006, Indicators A9, pp. 120ff, and OECD, Human Capital Investment: An International
Comparison, chapter 4, Paris 1998.
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BUILDING SOCIAL BRIDGES: THE ROLE OF HUMAN CAPITAL

3.8 In most Member States, employers and employees undertake in-work related
training because they benefit directly from the returns to that investment, through
higher profits and wages. However, for individuals who leave school early and who have
low levels of numeracy and literacy, there is a stronger case for public support since
benefits to the wider community from further training are likely to exceed the private
returns. In the case of retraining of older workers, the respective benefits and costs need
to be carefully evaluated.

3.9 The decision on how to finance the education system depends on economic and
also political and social considerations that are unique to each Member State. What is
clear, however, is the importance of considering the investment in education and
training across an individual’s lifetime and also of examining both labour market and
education policies, since both impact on an individual’s human capital.
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POLICY AND DELIVERY — AN
INTEGRATED APPROACH

4.1 This chapter follows a lifecycle approach to human capital formation. It looks at
economic, education, skills and labour market elements of policy and delivery, drawing
on common features of skills policies, with examples of good practice from across
Europe. It begins by looking at pre-school education, before exploring the different
strands of education polices: vocational and professional training. To complement this
approach, this chapter also highlights the synergies between labour market and skills
policies, and looks at a set of specific labour market policy issues.

EARLY YEARS AND PRE-SCHOOL EDUCATION

4.2 One of the primary responsibilities of all governments is to provide children
with the best possible opportunities. A well-developed pre-school system is an
important part of any comprehensive strategy for enhancing human capital and
tackling disadvantage. Empirical evidence suggests that investment in pre-school
education and childcare achieves very high social and private rates of return and is
essential for building a child’s capacity for future learning.?” Pre-school investment also
offers significant benefits for children from disadvantaged backgrounds, enhances
social inclusion and equity, and reduces the likelihood of social expenditure on these
individuals in later years.2¢

Box 4.1: National Childcare Investment Programme (NCIP) 2006-2010 in Ireland

The National Childcare Investment Programme (NICP) is part of the national Childcare Strategy
for 2006-2010 launched by the Irish government in 2005 to succeed the Equal Opportunities
Childcare Programme (EOCP). The NICP makes large-scale capital grants available to childcare
providers both in the private and the community sectors with the aim to create additional
childcare places, but also to strengthen broader objectives such as improving the quality of early
childhood care, supporting families and breaking the cycle of disadvantage. In July 2007 a new
NCIP Community Childcare Subvention Scheme (2008-2010) was launched which is designed to
target resources more effectively to disadvantaged parents with children in community childcare
services. It is available to community based not-for-profit childcare services to enable them to
provide not only quality childcare services, but also to offer reduced fees to disadvantaged parents
by means of an effective tiered fee system. Community childcare services will receive subsidies for
parents in receipt of social welfare payments or those in education, training or work experience
programmes where an underlying entitlement to welfare payment is established, and for persons
in receipt of Family Income Supplement.

Source: Ireland: Implementation of the National Reform Programme, 2007

27 European Commission, Efficiency and Equity in European Education and training systems, 2006.

28 |bid. For example, a study in the US found that for every $1 spent on pre-school education the general public gained a return
to society of as much as $17.
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43 Although public investment in pre-school education remains at relatively low
levels in Europe, many countries are now introducing pre-school education: investing
in children starting at age three or four, rather than at age five or six. Ireland has
recently expanded the National Childcare Investment Programme, which focuses on
tackling disadvantage.?

Chart 4.1: Education expenditure by level of education (per cent of GDP), 20043°
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44 In addition to improving educational attainment, well designed pre-school
policies can also lead to a significant improvement in labour market participation,
especially for women, by enabling them to re-enter employment more quickly after
having children. High quality and universally accessible childcare facilities give both
parents the opportunity to better reconcile work and family life. Increases in the female
employment rate in some countries — notably Sweden, Denmark, Finland and the
Netherlands - can in part be attributed to an increased availability of childcare
facilities.3' So by enabling women and men to find the right balance between family and
working life, more efficient use is made of the skills of the entire population. Access to
good quality childcare can also play a critical role in helping families break cycles of
deprivation. Extending opportunities within and across generations brings significant
long-term social and economic benefits for all.

29 Department of the Taoiseach, Implementing the National Reform Programme, 2006 and The Lisbon Agenda — The integrated
guidelines for growth and jobs, National reform programme Ireland, 2005.

30 Some caution should be used when interpreting the figures for pre-primary expenditure, as they do not include expenditure on
all childcare activities in some countries.

31 European Commission, Employment in Europe 2006.
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Box 4.2: Universal childcare in Sweden

Sweden has a long tradition of high quality and affordable childcare mainly financed from general
taxation. It is available to all income groups and designed to encourage labour market participation
and social inclusion. Responsibility for pre-school provision rests primarily with the municipalities
which are obliged by law to provide a place from the age of one and to do so without
“unreasonable delay”. A maximum fee equivalent to around €135 per month covers both pre-
school and out-of-school childcare for parents with one child. The maximum fee per child then
decreases with the number of children attending childcare. A total of 84 per cent of all children
aged one to five were enrolled in a preschool or family day-care home in 2006. These family-
friendly employment and welfare policies significantly help parents to combine family and paid
work. 85 per cent of Swedish mothers of pre-school children participate in the paid labour

market.

Sources: Statistics Sweden (SCB) and CEPR DP279 Day-care Subsidies and Labour Supply in Sweden

PRIMARY AND SECONDARY EDUCATION — STRENGTHENING
CORE SKILLS

4.5 A key challenge for governments is to ensure that primary and secondary
schools provide all young people with a sound grounding in core skills required in the
global economy such as languages, mathematics and science. Failure to prioritise core
skills can lead to a deterioration of individual prospects, and on aggregate may also
limit the number of students who have the required skills to participate in further and
higher levels of learning.2

4.6 The number of children in Europe who leave the education and training system
early, with low or no qualifications, is worryingly high by international standards at
almost 15 per cent.33 Greater concentration in high value-added, knowledge-based
industries suggests that an individual’s medium and long-term employment prospects
will be increasingly dependent on their knowledge and skills. At an aggregate level, this
means that ensuring more people achieve at least an upper secondary education is of
utmost importance to modern welfare states. This can be an important factor in
reducing the numbers of young people not in employment, education or training and is
likely to improve their opportunities in the labour market. This is something that has
been recognised by the Portuguese authorities in recent reforms of their secondary
education system.

32 Access to tertiary education in Europe generally requires upper secondary or equivalent qualifications.

33 Figure is based on the number of 18-24 year olds not in education, employment or training with qualifications equivalent to
ISCED level 2 (Eurostat Labour Force Survey).

Social Bridges |l — The importance of human capital for growth and social inclusion 21



POLICY AND DELIVERY — AN INTEGRATED APPROACH

1)

Box 4.3: Portuguese policies to reduce early school dropouts

A large share of young people in Portugal leaves school before completing upper secondary
education. A new policy aims to reduce school failure and early dropouts by increasing the quality
and relevance of education services, without endangering fiscal consolidation. Efficiency gains are
being sought by closing very small schools and making better use of teaching staff. New
programmes have been launched to improve teachers’ training in core topics, modernise the
curricula, strengthen vocational and technological streams and make them more attractive, and
provide individualised support to low achievers. Companies hiring young people are no longer
eligible to a social contribution rebate unless they have completed |2 years at school or are in

training.

Source: OECD Economic Survey of Portugal, 2006

4.7 Evidence from the OECD suggests that an individual’s socio-economic status
can determine the educational aspirations of that individual. Children from
disadvantaged backgrounds and ethnic minority groups on average have lower
educational expectations compared to national averages in the majority of Member
States.’* Education systems in Europe will thus have to deal more effectively with
cultural and socio-economic diversity if they are to equip all pupils with the core skills.

4.8 The long-term consequences of failing to equip all children with these skills can
be significant and costly, potentially restricting social mobility and employability, and
therefore have an adverse impact on social cohesion over the longer term. In designing
effective education policies, it is worth noting that some countries are already
performing well in delivering high-quality education to all students, including those
from more disadvantaged groups. For example, Finland and the Netherlands regularly
outperform other Member States in comparative studies on equitable education
systems.

4.9 The OECD argues that the design of educational systems can also have an
impact on student performance and equity in education. Evidence shows that in
general, countries with more selective education systems have a greater variation in
educational performance and stronger link with socio-economic background.ss While
most countries set national and regional performance standards for reasons of
accountability, the cross-country evidence also suggests that it is important to provide
schools with a degree of autonomy especially for budgets and in recruitment. It is also
important to accompany greater autonomy with monitoring of standards, ensuring
regular assessment and transparency.

4.10 Another important factor in the success of an education system is the quality of
teaching. Along with an individual’s background, the quality of teaching is one of the
most important factors determining how well students perform.s¢ Intensive teacher
training programmes and access to training and advice throughout their careers can
help teachers to improve and contribute to the success of their students. The Finnish
education system provides a very high standard of basic education.

34 OECD, Education at a Glance 2007.
35 School and system characteristics and student performance in science from PISA 2006.

36 OECD, Human Capital: How what you know shapes your life, 2007.
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Box4.4: Finland - provide high quality basic education

Finland stands out internationally for having a particularly successful education system, which
regularly outperforms other OECD countries in the Programme for International Student
Assessment (PISA). The system produces high standard of basic education equitably across the
country, while the expenditure levels around the OECD average suggest that the resources are
used very efficiently. Finland also has a high-quality system of teacher training. Teaching has a high
status, and only |3 per cent of the applicants to teaching degree programmes are accepted, so
many top candidates study to become teachers. Other elements that may help explain Finland’s
success are low social and educational differences among schools and large autonomy given to
schools, which are then held accountable for the results. There is also a system of building student
engagement with both reading and school more generally.

Source: OECD Education at a glance 2006 & OECD Education Policy Analysis 2002

APPRENTICESHIPS AND VOCATIONAL ROUTES

4.11 Education and training systems across Europe need to ensure that young people
are able to make a smooth transition from education into work. Apprenticeships and
other vocational education based programmes can provide additional incentives and
opportunities for groups whose options are limited in an academic driven education
system. Traditionally vocational training took place within the framework of the existing
educational system, whereas apprenticeships were largely the responsibility of the
employer. However, today the distinction between the two is becoming increasingly
blurred by a complex set of stakeholders including employers, government, trade
unions and individuals.

4.12 The need for a greater variety of skills in the global economy has led to a
renewed interest in vocational training and apprenticeships across Europe. This has
coincided with an increased awareness of the necessity for the educational system to
cater for a variety of educational needs, which goes beyond traditional academic routes,
to ensure that societies can fully realise the potential of the future workforce. The
balance between academic and vocational education will vary and be based on
individual preferences, abilities and talents. The goal of the education system should be
to provide a solid foundation of knowledge, from which further skills can be built,
enabling individuals and society to adapt to change in the 21" Century.’” There are
several reasons for offering greater choice and alternative vocational programmes in the
education system, including:

e reducing youth unemployment and social exclusion for particular groups
not in employment, education or training;

o facilitating future recruitment into industry and business and providing
individuals at risk of exclusion with relevant first hand work experience;

e motivating young people to engage in education after extended periods
outside of the labour market; and

e empowering individuals to engage in learning and provide tangible benefits
related to learning in the form of employability and higher wages.

37 A point that was made by Professor Snower (President of the Institute for World Economy, Kiel) during the Informal ECOFIN
discussion in Berlin, April 2007.
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4.13  Thus, the existing vocational qualification frameworks should be continuously
developed and improved. This also implies the recognition of qualifications in industry
and the improvement of vocational training standards.

Box 4.5: Matching vocational training with market demand in the Netherlands

To raise overall labour productivity, a good match between vocational training and actual job
requirements is needed. Over the past years the Dutch authorities have addressed this challenge
by overhauling the vocational education system with a view to making it more demand driven.

The qualification structure for 900 different professional activities is jointly defined by nineteen
sector-specific ‘knowledge centres’, which are composed of companies and specialised educational
institutions. These centres have set up detailed ‘qualification profiles’, based on knowledge, skills
and behaviour, rather than knowledge alone. Competence acquired outside initial vocational
education will be recognised more easily than under the old systems. This should increase inter-
job mobility. These reforms are likely to preserve the good track record of the Netherlands in

terms of high employment and low unemployment rates among young people.

Source: OECD Economic Survey of the Netherlands, 2004

4.14 An effective training system needs to be able to adapt and respond to changes in
the demand for skills, therefore it is important that the training offered is driven by
demand rather than supply. In addition, the institutional arrangements are crucial. The
involvement and support of employers, workers and governments can play a critical
role in determining performance and efficiency.3s

Box 4.6: The Danish apprenticeship system

In the Danish system a close relationship between schools and industry increases the possibility of
young people finding work after graduation. The Danish apprenticeship system is regulated by
legislation. More importantly there is a contractual arrangement between the employer and the
apprentice. This arrangement contributes to clear responsibilities and obligations. The apprentice
receives a salary agreed by social partners and employers in collective agreements. After an
introductory period with theoretical studies, the vocational training starts. A few weeks practicing

with the employer is alternated by periods with theoretical studies.

Another prominent feature is the influence of the social partners. They exercise influence through
“boards” who have the responsibility for the curricula and surveillance of educational quality.
Financing comes from the government (budget allocation), the individual employer (salaries) and a
collective fee for all employers regardless of size, which is allocated to a fund administrated by
social partners to cover additional costs. Germany, which also has a well developed
apprenticeships system, the so-called ‘dual-system’, organises its system along similar lines, but

there is no collective fee for employers who do not train apprentices.

Source: Olofsson and Wadensjo, ESS 2006:4

4.15 The design and development of national curricula should support both
vocational and academic routes. Institutional arrangements such as good cooperation
between the education system and employers can help generate consensual dialogue in
order to better align the skills needed by individuals to participate in the labour market,
and those needed by employers to be successful in a competitive and open market.

38 World Employment Report 1998-99.
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How this relationship is developed will depend on national circumstances but can be
aided by joint responsibility for curriculum development and financing of the
vocational education and training system, as in the UK.

Box 4.7: Equipping teenagers for tomorrow’s world — the new UK diploma system

The diploma is a new employer-led qualification. It combines essential skills and knowledge with
practical and applied learning in a work-related subject area. It has a very simple aim — to make
learning more relevant to teenagers who are turned off by existing qualifications. The first five
diploma subject groups will be information technology; society health and development;
engineering; creative and media; and construction and the built environment. These lines will be
available for teaching in September 2008. Diplomas will follow in a number of further subjects, and
three academic subject based diplomas will be available from 201 |, focusing on Science, Languages
and Humanities.

Source: The Department for Education and Skills, 14—19 White Paper, 2005; DCFS press notice 2007

TERTIARY EDUCATION — PREPARING FOR A KNOWLEDGE-
BASED ECONOMY

4.16 In the global economy, success often depends on the capacity of an economy to
create, harness and apply knowledge, research, and innovation. Universities and
tertiary education institutions are often found at the heart of scientific research,
technological innovation and teaching and dissemination of knowledge. To retain
comparative advantage and competitiveness in the 21" Century, Europe must make the
successful transition to a knowledge-based economy. A well-functioning and successful
tertiary education system is therefore crucial.

4.17 Highly skilled workers make the economy more flexible and productive in the
longer term. In recent years, access to universities and other institutions of higher
learning has been substantially widened across the EU. Today, Europe has almost 4000
Higher Education institutions with over 17 million students and some 435,000
researchers.# In many Member States more than 40 per cent of young people
participate in higher education. However, the increased participation in tertiary
education in Europe has not been accompanied by improved access for all students.
While the absolute prospects of those from disadvantaged socio-economic
backgrounds have improved, the relative prospects have not.#

39 The Leitch Review of Skills, Prosperity for all in the global economy — world class skills, 2006.
40 European Commission, Delivering on the modernisation agenda for European universities, 2006.

4! European Commission, Efficiency and Equity in European Education and training systems, 2006.
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Box 4.8: Tuition fees

Graduates enjoy better employment prospects and higher earnings than those with only an upper
secondary qualification. The employment rate for EU graduates is over 80 per cent, while
graduate earnings are, on average, almost 60 per cent higher than those with upper secondary

education over the lifecycle.

Chart 4.2: Employment rate by level of education
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The significant benefits that accrue to individuals with higher qualifications have led some
countries in the EU, including the UK and the Netherlands, to introduce tuition fees, so that part
of the cost of tertiary education is borne by the individual. In these countries, tuition fees have
been introduced or increased without any significant reduction in the numbers of students
attending university. Equity has been maintained through the development of loans, grant and
scholarships to support those from disadvantaged backgrounds.

However, many EU Member States choose not to introduce tuition fees. This is often related to
concerns that asking an individual to meet part of the costs of their education might discourage
some people from entering it, also due to a lack of information on the benefits of attending higher
education, particularly of those from more disadvantaged backgrounds. In addition, in countries
where the tax levels are relatively high, and with a relatively compressed wage structure, the
returns to the individual from higher education are lower and the case for tuition fees is weaker.

Source: OECD Education at a Glance 2006; UCAS, April 2007
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4.18 Furthermore, while Europe has a higher number of graduates in mathematics,
science and technology (MST) based subjects than the US or Japan,2 there are
increasing concerns that the supply of MST graduates is falling behind market demand.
This is compounded by increasing competition in the tertiary education sector from the
emerging market economies, which have begun to recognise the importance of MST
graduates. Recent reforms in India and China have led to an expansion of people
studying MST-based subjects in addition to year-on-year increases in tertiary education
participation. This could have serious consequences for European universities and their
competitiveness in the future.

4.19 The challenge for tertiary education institutions in Europe is therefore threefold:
Firstly it is necessary to widen access, especially amongst individuals from
disadvantaged groups, while trying to increase the uptake of MST-based subjects.
Secondly, it is essential to reform Europe’s university system to allow for greater
autonomy, specialisation and to ensure high standards of teaching. Finally, there is also
a question of funding and how to finance tertiary education and where to concentrate
government funding. This is of immediate concern to many Member States as the
number of students in tertiary education is steadily rising while the level of funding has
remained relatively static in most Member States.

4.20 Many Member States now recognise the importance of widening access to
tertiary education. There are several factors that influence participation in tertiary
education including a good preparatory education. What is more, evidence shows that
countries with the most equitable secondary education systems, such as Spain, Ireland
and Finland, also provided more equitable access to higher education. The quality and
equity of the secondary education system will have implications for access to post-
secondary education, for example in accessing tertiary education, which underlines the
importance of a lifecycle approach to human capital and skills formation. In some
Member States participation could be increased by providing more flexible access to
universities, moving towards a broader recognition of prior experience and informal
learning. This could increase mobility from vocational intuitions into academic-based
tertiary education.

4.21 Another reason behind lower participation rates in higher education amongst
disadvantaged groups could be attributed to the uncertainties associated with the
benefits of tertiary education. Many potential students do not recognise the
considerable benefits gained by completing tertiary education. Improving access to
information for a wide range of stakeholders, particularly disadvantaged groups, on the
benefits of higher education may be one way of raising participation rates. Using a
comprehensive system of loans, scholarships or grants to support these groups might
be other necessary measures.

The Bologna process and university reform

4.22 On average, undergraduate courses in countries across Europe have been three
years longer than in other main advanced economies. This was a cause for concern and
led to the establishment of the Bologna process. As a result, many Member States are
reforming the structure of their higher education programmes to shorten average study
durations and improve course completion rates. The aim of the Bologna process was to
create a higher education area by making academic standards more comparable and
compatible to facilitate inter-university mobility. Many Member States are already

42 European Commission, Progress towards the Lisbon objectives, 2006.
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making efforts to reform the structure of higher education by splitting up tertiary
education programmes into separate cycles, such as bachelor and master degrees. This
will increase compatibility, allow diversified qualification patterns, and will contribute
to raising the tertiary education completion rates by shortening the average study
durations in many Member States.#? The shorter study times will also create capacity for
universities to accept more students over the long run, allow students to better combine
studies and working life, and increase labour market participation. Progress has been
made but challenges remain. Not all universities are likely to see the benefits
immediately.

4.23 There are considerable differences in the quality of universities and other higher
education institutions in Europe that contribute to a large performance gap between
EU and US universities according to international rankings. The literature suggests this
gap is primarily due to under investment, a lack of autonomy and poor governance in
the majority of EU higher education institutions.# When looking at the financial
investment in universities as a percentage of GDP, Europe lags the US by approximately
2 per cent. When translated into average spending this equates to around €25,000 per
student per year.*

4.24 While many commentators may call for an increase in funding, evidence
suggests that the quality of expenditure is also as important a consideration. Higher
levels of spending are unlikely to make a telling contribution without completing the
necessary governance and autonomy reforms. Increasing the financial, recruitment and
managerial autonomy of European higher education institutions is likely to allow for
specialisation and in turn more quality graduates.

IN WORK AND PROFESSIONAL TRAINING

4.25 In knowledge-based economies, people must continue to retrain, update and
improve their skills and qualifications, and make use of the widest possible range of
learning tools. However, training opportunities are often heavily weighted towards
individuals with advanced or higher qualification levels.

4.26 Older workers and those with low or no qualifications are less likely to receive
professional training, despite often being in most need. This implies that public policies
towards training primarily need to focus on the low skilled, the older workers and on
economically disadvantaged regions.#

4.27 The question for policy makers is how to create the right incentives to ensure
that access and take up of training is shared more equally throughout the workforce.
The policy options include measures to make the training market more efficient,
increasing the incentives for companies and workers to invest in training, and
encouraging social partners to invest in the training needs of their members. Although
there is considerable uncertainty on the level and mix of training that would be
economically optimal, there has been considerable progress in identifying effective
policy strategies for raising the overall level of work-based training, such as:

43 A recent study by the OECD found that longer tertiary study programmes are likely to experience higher drop out rates than
those that are shorter in duration.

44 For instance, See Bruegel Policy Brief: Why Reform Europe’s Universities, September 2007, and the Centre for European
Reform pamphlet, The Future of European Universities — Renaissance or decay?, Richard Lambert and Nick Butler, May 2006.

45 |bid.

46 European Commission, Progress towards the Lisbon objectives in education and training, 2006.
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¢ amixed and demand-driven training strategy that responds to the changing
training needs of the economy and can better facilitate matching of skills to
labour market needs;

e improving the functioning of training markets with developed contract
forms such as payback clauses and credit based learning;

e supporting innovative forms of self-organised learning including home-
based multimedia learning, online workshops and online learning and
tuition; and

e government matched funding for training in the workplace including
targeted subsidies aimed at specific groups including the low skilled, as is
the case in England with the so called Train to Gain programme.

Chart 4.3: Participation rate of working age adults in training by existing education
level, 2006
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Source: OECD, Education at a Glance 2007

COMPLEMENTARY LABOUR MARKET POLICIES

4.28 Well-functioning labour markets are essential in delivering economic growth,
combating social exclusion and alleviating poverty and welfare dependency. Therefore,
it is vital to make better use of existing skills in the labour force and to make
employment more inclusive.

4.29 Since the end of the 1980s, most Member States have introduced substantial
reforms to improve labour market flexibility. However, much still remains to be done
across the EU. Existing skills remain under utilised because of barriers to labour market
entry. Too often people on the margin of the labour market are caught in
unemployment or inactivity traps. Therefore labour market policies have to address
these barriers and traps, e.g. by improving job opportunities as well as incentives for job
search and skills updating. Labour market flexibility — in particular — is essential to
provide people with the right incentives to invest in their human capital and to provide
the relevant returns on that investment in learning through increased labour market
opportunity, including both entry and progression in the labour market. Reforms that
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increase the labour supply and reduce unemployment are also vital in order to secure
long term financing of the welfare state, including education and skill policies within a
lifecycle approach.

430 In Europe, policy priorities have shifted away from solely lowering
unemployment to raising employment and participation rates in general. Many
Member States have adopted tailored policies, which target marginalised or disadvan-
taged groups. Efficient and well-designed active labour market policies to reduce
inactivity and increase inclusion are a key part of this, including measures aimed at
disadvantaged groups furthest from the labour market. This section focuses on making
work pay and improving the opportunities for disadvantaged groups.

MAKING WORK PAY

4.31 The tax and benefit system plays an important role in making employment more
inclusive. The wage level and the tax-benefit system, which together impact on the
marginal effective tax rate, are important incentives for an individual’s decision to work.
This is also consistent with the policy lessons from the reassessment of the OECD Jobs
Strategy. Marginal effective tax rates (METRs) provide a way to assess whether work
actually pays and hence plays a key part in determining the likelihood and pace that an
individual will enter or re-enter the labour market. The system must be designed in a
way that enhances security in times of change without contributing to the exclusion
problem and creating pockets of welfare dependency.

4.32 Dealing with the problem of high METRs is not straightforward, there are
difficult trade-offs which have to be faced. For example, financial incentives to work
could be improved by lowering welfare benefits, but that can raise equity issues. Social
safety nets, such as unemployment insurance, help safeguard security and ease the
transition from one job to the other — but the design of such policies should not hinder
re-entry into the labour market. Unemployment insurance should be designed so that
work always pays better than prolonged periods of unemployment, reducing
bottlenecks in the labour market. Well-designed employment polices also offer people a
route out of social exclusion, financial independence and a reduction in social and
health problems.

4.33 There is a widespread consensus among EU Member States that policies in the
field of tax and benefit systems are key ingredients to mobilising more people into
employment and to meeting the Lisbon goals. The majority of Member States have
identified reforms in these areas as being key to sustainable economic growth and
social cohesion. Many recent tax reforms have focused on reducing the disincentive
effect. These reforms are promising, although they remain only one element of a set of
comprehensive measures needed to raise labour participation. Other elements include
stimulating the demand side, through policies that allow for high levels of job creation,
make it easier to hire employees, better matching of labour supply with labour market
demand and policies that promote and facilitate entrepreneurship, especially in new
growth sectors. As expressed, by Fitoussi et al. in “A Manifesto on Unemployment in the
European Union”:

“The underlying idea is that it is much easier to encourage people to look for
jobs if there are jobs to be found and it is much easier to encourage firms to offer
more jobs if there are people looking for jobs.”
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MEASURES AIMED AT SPECIFIC GROUPS

4.34  As aresult of Europe’s poor labour market performance towards the end of the
1990s and the early part of this decade, Member States embarked on a series of modern
social and labour market reforms. Europe’s poor labour market performance is often
more pronounced in particular groups in society. These differ across Member States,
but often include the low skilled, lone parents, the disabled, young people, migrants,
women and older workers. This can lead to social exclusion.

4.35 For many the first obstacle is entering the labour market. This can be partly as a
result of hiring costs being high. In order to counteract this, there are a number of
possible actions that can improve the labour market position of these groups and allow
them to enter and progress in employment. Examples of measures that have been tried
are lowering social security contributions and subsidising employment for shorter
periods for targeted groups. Well-designed measures aimed at specific groups can also
play a key part: tailored and intensive personal support in the form of job search
activities and training advice can be particularly successful in helping disadvantaged
groups access opportunities in the labour market.

4.36 Another measure to increase labour participation, and to further improve
utilisation of the skills and the potential in the economy, is by enhancing the gender
equality in everyday life. A well-developed childcare infrastructure has made it possible
to increase female labour participation. Other policies that have been used include
reduced tax on household services. In addition, efforts to stimulate women'’s
entrepreneurship could strengthen participation and broaden the labour market for
women.

4.37 In addition, active participation of older people in society and the labour market
is vital, not least considering the demographic trends. The high risk facing middle-aged
workers, who in most Member States face a low chance to re-enter the labour market if
they become unemployed before the regular retirement age, is a particular challenge.
These individuals face an increased risk of social exclusion while their accumulated
human capital and their life-long experience remain unused.

4.38 Most Member States need to take action to improve the participation of older
workers in the labour market. There are still examples from across Europe of using early
retirement to reduce unemployment among older workers. These polices are reinforced
by recruitment and training policies that disadvantage older workers. Several policies
have proved to be successful in improving the general prospects of older workers,
including:

e increasing the human capital of older workers through better incentives for
training;

o offering greater flexibility in the workplace including the ability to alter
working patterns;

e designing the pensions system to act as a disincentive to early retirement
and ensure individuals are not penalised for changes in working patterns;

e basing the wage structure less on seniority and more on productivity,
thereby removing incentives of firms to lay off older workers;
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e reviewing assessment procedures for disability benefits and allowing for
more timely rehabilitation in order to return to work sooner; and

e using active labour market policies including intensive job search advice via
public employment services.

4.39 These measures become particularly important if the statutory retirement age or
the state pension age respectively is adjusted to increasing health and life expectancy,
as has been the case in some Member States. These measures, aimed at increasing
labour market opportunity and flexibility, will form part of Europe’s response to the
economic, social and fiscal challenges associated with aging populations and rapid
global economic change. Most importantly, continuous training and life-long learning
are needed to help older workers to adapt to structural change.

EVALUATING POLICY — A MODERN TOOL IN POLICY DESIGN

4.40 The analysis in this paper suggests that European economies should emphasise
expenditure that promotes productivity, innovation and human capital. Investing in
modern policies alone is not enough, and policymakers will also have to strive for
efficiency and effectiveness of public programmes and expenditure.

4.41 In this modern policy framework, evaluation is an essential tool. Evaluations are
in-depth assessments based on state-of-the-art methods and robust data. Systematic
and independent evaluations should inform the decision-making processes,
encouraging ongoing organisational learning while also making policies more
accountable to the general public.

4.42 A comprehensive evaluation culture encourages an innovative environment for
policy formation and adaptation. The challenge is to establish a continuous learning
and monitoring process from input to output. One example of such a process is the
evaluation of labour market reform in Germany.

Box 4.9: Evaluation of labour market policy in Germany

Comprehensive labour market reforms have been implemented in Germany since 2002. For the
first time, labour market reforms were linked, from the outset, to a comprehensive and
systematic evaluation. The aim was to know as early as possible whether the enacted reforms
were effective, and whether public funds were efficiently used. The evaluations were intended to
inform on the causes of the observed labour market effects and on unintended negative effects,
thereby delivering a scientific foundation for ex post corrective measures. More than 20 renowned
research institutes participated in the evaluations, supported by an improved general provision of
data and specifically designed new data. The evaluations focused on microeconomic as well as
macroeconomic effects of the new instruments and labour market laws. The government
presented the final report to parliament in December 2006. Results of these evaluations have
already led to adjustments in the instruments of active labour market policy and provide a
scientifically funded basis for further labour market reforms.

Source: German Ministry of Labour and Social Affairs, Wirkung der Umsetzung der Vorschldge der
Kommission Moderne Dienstleistungen am Arbeitsmarkt, December 2006
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5.1 EU Member States are well positioned to meet economic, social and
demographic challenges and make the successful transition to competitive and
knowledge-based economies, while ensuring a high level of labour market participation
and social inclusion. But we should not become complacent. We must continue to
pursue growth and stability oriented macroeconomic policies, openness and
opportunity for all. This calls for policies which promote well-functioning and flexible
product, labour and capital markets to ensure that businesses and individuals are able
to take advantage of new opportunities; and which promote fairness by enhancing
employability, expanding opportunity and choice, providing security for the vulnerable,
and helping people to adapt to structural and technological change. This is at the heart
of the Social Bridges approach to reduce inactivity and increase social inclusion.

5.2 In the past, economic and social policies have tried to alleviate the
repercussions of structural change through various forms of protection and income
support. While this type of insurance plays an important role in safeguarding security
and helping to ease transitions, this can create the wrong incentives, and strain public
budgets without providing any long-term security for individuals. The Social Bridges
approach aims to improve the design of policies to create an inclusive response to
globalisation. It is only through modern social and labour market policies, geared
towards promoting opportunity and employability, and through the provision of skills
and labour market flexibility, that Governments can help individuals to adapt to
change, and safeguard sustainable public finances and Europe’s position in the global
economy.

5.3 This paper has shown the importance of human capital to achieving sustainable
growth and social inclusion as one pillar of the Social Bridges model. Modern human
capital policies require better-integrated education and labour market policies. It does
not advocate any particular combination, as there is no “one size fits all” approach, but
we have identified some common features of successful policies, throughout the
lifecycle.

5.4 The evidence, as presented in this paper, argues that educational interventions
in the early and pre-school years have the highest social returns and provide a strong
foundation to continue learning in the future. During primary and secondary education
the focus is on helping individuals acquire the core competences and skills to prepare
people for further study or the world of work. Tertiary education is integral to economic
growth and the knowledge based economy, but more needs to be done to widen access
and participation, taking into account financing and equity considerations, as well as
raising standards in teaching and achievement.

5.5 In-work training and adult learning needs to better reflect labour market
demand and truly foster a culture of lifelong learning for employers and employees.
Similarly, these policies must be complemented by a modern and well designed tax and
benefit system providing incentives for people by making work pay while
simultaneously removing barriers to the unemployed on the margins of the labour
market, allowing them to enter and progress in work.

5.6 A key challenge for finance ministers in the field of human capital formation is
to promote structural reforms and inclusive labour markets while at the same time
safeguarding the sustainability and quality of public finances. This requires addressing
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the appropriate mix of public and private contributions to education, as well as regular
policy evaluation, to make adequate policy adjustments, including, where appropriate,
the termination of policies that are not delivering efficient outcomes. Effective and
efficient policy development using a Social Bridges approach may in the long term
deliver sustainable levels of public spending and generate increased revenues — creating
positive outcomes in several areas, including:

e a better skilled workforce, which can increase innovation, productivity, and
competitiveness, and lead to higher wages and tax revenues;

e a higher employment rate of disadvantaged labour market participants,
which can strengthen social inclusion and lower public spending on
unemployment and social benefits; and

e a higher effective retirement age and less time spent in unemployment,
which can improve the financial basis of the pension system and make it less
dependent on government investment.

5.7 Making Europe competitive and increasing social inclusion will require
contributions from across a wide range of policy areas and institutions. European
governments, citizens, social partners and industries all have a common interest in this.
Governments can contribute by helping to equip their citizens to deal with change, not
by protecting specific jobs. Skills and education plays a key role in this. Only by creating
an inclusive globalisation can we all benefit from it.
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