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Preface

This Report summarises and updates the previous PEPPER reports. It is the result of the
Commission-funded Project “Assessing and Benchmarking Financial Participation in the EU-27".

Complying with the concept of the PEPPER reports and building on them it provides a solid basis
for leveraging the development of Financial Participation in the European Union in the context of
the current reform process triggered by the European Commission and Parliament.

The Project closes the gap between PEPPER 1711 (1991, EU-12 / 1997, EU-15) and PEPPER 111
(2006, 10 new EU Member States /4 Candidate Countries). Furthermore it implements
benchmarking indicators developed by the European Foundation for the Improvement of Working
and Living Conditions in all 27 EU Member States and Candidate Countries.

The PEPPER IV Report has been edited by Jens Lowitzsch (Inter-University Centre), Iraj Hashi
(Staffordshire University) and Richard Woodward (CASE Foundation, Poland / University of
Edinburgh) and written in cooperation with a core-team of experts in the field of Financial
Participation, i.e., Milica Uvali¢ (Perugia University) and Daniel Vaughan-Whitehead (International
Labour Organisation). The European Commission’s Directorate General Employment, Industrial
Relations and Social Affairs and the Kelso Institute have supported the Benchmarking Project. The
editing of the country reports was supervised by Patricia Hetter Kelso. For individual countries’
chapters of the PEPPER IV Report, an extensive use was made of the country chapters of the
previous PEPPER I-111 Reports. The mini survey complementing the CRANET survey was
conducted by:

Croatia SreCko Goié, University of Split
Latvia Tatyana Muravska, Centre for European & Transition Studies, Riga
Lithuania  Valdone DarSkuviene, Vytautas Magnus University, Vilnius

Malta Saviour Rizzo, University of Malta, Valletta

David Borg Carbott, Ganado & Associates - Advocates, Valletta
Portugal Ana Filipe, Lissabon
Poland Wiestaw Zajac , Biuro Badan Spotecznych, Warsaw

Romania Marius Acatrinei and Gabriela Bilevsky, Romanian Academy of Sciences, Bucharest

Technical editors Natalia Spitsa and Stefan Hanisch



The Report is divided into three parts. The first part consists of an overview chapter which
provides a summary of the Benchmarking Project and the current situation of employee financial
participation in countries under consideration, as well as chapters presenting and discussing the
benchmarking results, as well as a chapter on the fiscal framework and tax incentives in the EU-27.
The second part consists of country profiles, each covering four main issues: (1) a short
introductory summary; (2) the general environment for employee financial participation,
highlighting the background, the attitudes of social partners as well as government policies; (3) the
legal foundations for different PEPPER schemes, including the incentives for application of those;
and (4) a brief synopsis of participation in decision-making. The third part of the Report
summarises the experience of employee financial participation in Western and Eastern Europe, its
role in the changing world of work in the 21* century and its relevance in the context of the
European integration process. Finally recommendations and suggestions for further initiatives are
made.
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Part 2 — Country Profiles

younger employees in the private sector with a full-time job and highly paid men working in
the industry sector.

1. General Attitude

The employer associations view financial participation as a good method of obtaining in-
creased flexibility of labour costs depending on the success of the business. The trade unions
are afraid that financial participation will be mixed with general pay, and thus they are neutral
and sometimes negative towards financial participation because they fear that it would have an
effect on the regular pay increases. The issue of financial participation is on the local level and
the central associations more often debate the employer end employee tax situation concern-
ing financial participation programmes. The attention from the government is fairly low and
therefore there is not direct promotion of financial participation. The general view from the
state is that taxation should be same despite the income. In some cases there are exempt from
social security contributions and a lower pay roll tax is paid instead and sometimes the em-
ployees’ taxation is postponed. The history of wage earner funds may still affect the debate on
financial participation.

The unionisation rate of workers during the first quarter of the year 2005 was 79.2 %. The
main employee associations are LO, The Swedish Confederation of Professional Associations
(SACO) and TCO. The Confederation of Swedish Enterprises is the main employer associa-
tion.

2. Legal and Fiscal Framework

a) Share Ownership

The employer may offer stock purchase programmes to the employees to a discount price, but
there are no incentives available. The employees are paying tax as from income on the differ-
ence between the discount and the market price, and the employer pays social security contri-
butions at the time of grant if the price is below the market price. Future gains are taxed as
income of capital.

Stock option programmes became more common in Sweden during the 90’s. One of the
reasons was the tax situation, where tax is paid on income of capital which is lower than in-
come of service. The leverage of gain was also expected to be high considering the develop-
ment on the stock market. The employer has no contributions at time of grant. Social security
contributions are paid at time of exercise. Employees do not pay tax at time of grant. Options
are taxed as income of service at the time of exercise and future gains are taxed as income
capital (Income Tax Law 1999/1299 44812). Employee stock options normally have following
characteristics; only available to employees within a company or group, it gives a right to ac-
quire shares at a certain time for a certain price, normally the employees gets them for free,
and the option’s exercise period id normally 5-10 years long, the option is not normally valid if
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XXVII. Sweden

the employee leaves the company. Employee stock options are not considered as financial
instruments and thus, tax situation is not as favourable as for other options. At the time of
exercise the difference between the market price and the exercise price of the shares is taxed
as income of service and social security contributions also are paid. This may lower the inter-
est in employee stock options, because this may involve high risks for the employer since it
may lead to large social security contributions in the future.

b) Profit-Sharing

Profit-sharing foundations are defined already in a law in 1962/381. The first profit-sharing
foundations were established in early 1970’s. A profit-sharing foundation where companies
share part of their profit with their employees by allocating part of the profit to a foundation
according to certain established legal rules and principles. When the company decides to pay
part of the profit to a profit-sharing foundation, the employees i.e. often the union representa-
tives can create a foundation and the charter of foundation which describes the regulations of
the foundation for example how to invest the assets. If it is a listed company, the assets are
often partially invested in company shares.

There are some requirements that should be fulfilled in order to have a profit-sharing founda-
tion (1990/659). The employer contribution should be based on rewarding the employees for
their efforts. At least one-third of the employees have to participate. The profit-sharing con-
tribution has to be vested for at least three years after contribution. The assets should be se-
cured for future payments to the employees. The terms and conditions should be equal for all
participants. When a foundation is dissolved the assets are being paid to the employees not to
the company. The profit-sharing foundation has the purpose, to administer the allocated
profit assets according to specific directions to which it is bound. Contributions to the foun-
dations were exempt from any social security contributions or pay roll tax during 1992-1997
this probably affected the number of new funds. The employer pay today a payroll tax 24,26
% at time of grant (1996/97:21 s.25 ) instead of a social security contribution 32,28% which
Is paid on wages. The employees’ do not have any tax incentives; they pay tax as income of
service at time of future payments from the foundation. The foundation is paying capital tax
1,5 %o of the capital (Law on Governmental Capital Tax (§20 1997:323).

The aim of the profit-sharing foundations is to motivate, engage and make the employees
conscious about the result. There is no systematic registration of the profit-sharing founda-
tions and therefore it is not possible know the extent of how many profit-sharing foundations
exist. The most famous profit-sharing foundation is the foundation of Handelsbanken called
Oktogonen, which was enacted in 1973. From that year Handelsbanken has paid part of the
profit to the foundation (1992 is the only exception). Every employee gets the same share of
the profit and the share is paid to the employee when he or she turns 60. The foundation was
the biggest shareholder in 2004. It owned 10,1 % of the voting shares and 9,6 % of the capital.
One third of the capital in the foundation was held in Handelsbanken shares and the rest was
invested in publicly traded shares.

Cash-based profit-sharing exists but it is not regulated by law. No incentives exist for cash-
bonuses. There are no statistics available on profit-sharing.
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Part 2 — Country Profiles

c) Participation in Decision-Making

The Law on Board Representation (1987/1245) for employees of joint stock companies and
co-operative enterprises/ organisations is also linked with the Law on Co-determination at
Work (1976/580). The Law on Board Representation entitles local trade unions to appoint
two representatives to the board of directors if the company has at least 25 employees. If the
company has at least 1,000 employees and operates in several industries or business sectors,
the trade union has the right to appoint three board representatives. Under the Law on Co-
determination at Work all important matters concerning the relation between employer and
employees’ organisations shall be determined by negotiation. The employee is always repre-
sented by the trade union organisation that has the right to negotiate. In the case of the em-
ployer, the right of negotiation may be exercised either by an employers’ organisation or by
the individual employer.

The Law on Co-determination at Work (MBL 1976/580) is central to labour law. It covers all
issues on the relation between employer and employees’ organisations in the entire labour
market. Both the employer and employee concepts are to be given a wide interpretation.
However, financial participation is not addressed in this Law.
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XXVIII. Turkey

On the whole, financial participation of employees has not played any notable role and has
remained limited in Turkey. Share ownership schemes have been implemented mostly in the
context of privatisation and in multinational companies while profit-sharing is found amongst
private companies. Compared to Eastern European Countries, privatisation was not the all-
determining economic issue in Turkey, and only acomparatively small number of enterprises
were privatised. However, participation of employees in privatisation on preferential condi-
tions was considered to have positive effects by the majority of policy makers as well as social
partnersand most political forces, so that the employees of many privatised enterprises have
become share owners and incentives such as discounts, payment by instalments and loans
werde used. Anecdotal evidence has been found for ESOP-like schemes based upon associa-
tions and foundations which collectively hold the shares of the employer firm (e.g. Adana
Kagit Torba Sanayii T.A.S. and Teletas Telekominikasyon Enddstri Ticaret A.S.) for employ-
ees, who benefit from contributions of company profit in the acquisition of these shares. The
legal framework contains no special regulations concerning PEPPER schemes and in some
aspects even inhibits their further development, although reforms of the Commercial Code
are underway. Except for the tax deductibility of employers’ contributions and specific tax
exempt associations and foundations, there are no direct incentives to set up PEPPER
schemes.

According to a study of corporate governance in Turkish publicly traded companies, dated
2007, 3-4% of publicly traded companies have employee share ownership programs, and 15%
have employee pension funds and other funds or foundations for retirement or unemploy-
ment insurance. Over 20% of the companies have profit-sharing, though no distinction is
made between broad-based schemes and ones targeted only at management (board members)
(Kiigtikgolak and Ozer, 2007, p. 5, p. 12: Table 7).%

CRANET - Companies with >200 Enpl. BEWCS - Proportion of enployees
20 participating in AP schenes
sy m 1999
2 @ 2005
15 10
10 - BJ25avg 81 — |
5 2005
0 6+ @ 2005
%of %oof %ot %of 47 130 229 R
) ! 21 ) avg
conpanies  enployees  conpanies  enployees — I:l 2005
offeringbroad eligblefor offeringbroad  €ligible for (0] }
based ESO broadbased basedPS  broad based B0 =53

ESO PS

265 Data results from a questionnaire based on the practices of corporate governance principles by the respon-
dents, namely the Istanbul Stock Exchange (ISE ) member firms and companies listed on the ISE, and a sta-
tistical evaluation of the findings. 115 members firms out of 205 and 243 ISE companies out of 308 were
included.
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Part 2 — Country Profiles

1. General Attitude

Today, employee financial participation is not a current issue for trade unions, their position is
inconsistent probably due to lack of knowledge about possible schemes. Their attitude can be
described as generally positive, considering that, with a consistent legal framework established
by the government, employee ownership can be beneficial not only for employees, but also for
the economy. On a national level employees are represented by the Confederation of Rights
of Turkish Workers’ Trade Unions (Hak Is), the Confederation of Turkish Workers’ Trade
Unions (Tirk Is) as well as the Confederation of Revolutionary Workers’ Trade Unions
(DISK). During the discussion of the Tax Reform of 1968, the attitude of the Conservative
Hak-Is towards employee participation was more positive and clear than the attitude of the
Turk-1s. Employers, generally, present themselves as opposed to employee participation, in
particular to participation in decision-making and employee ownership, and most collective
agreements are influenced by this attitude.”*® Employers are, primarily, represented by the
Turkish Industrialists’ and Businessmen’ Association (TUSIAD) as well as the Turkish Con-
federation of Employers’ Associations (TISK). However, according to a report of the
TUSIAD participation of employees in privatisation is considered as positive by broadening
income distribution and avoiding labour disputes (TUSIAD, 2002; Giirol, 1994, p. 95). Nev-
ertheless, according to a survey conducted by the Capital Markets Board of Turkey (CMB) in
2004%" amongst the companies listed at the Istanbul Stock Exchange (ISE), 56% of the re-
sponding companies were in favour of employee participation in the management of the
company. Employee participation has been discussed by academics, politicians and trade un-
ions since the tax reform of 1968.

The 58" Government (Justice and Development Party) published its instant action plan in
2002%® which encourages Turkish citizens working abroad to invest their savings in the priva-
tisation of Turkish enterprises. According to the party programme, it is intended that compa-
nies subject to privatisation will be primarily offered to employees, along with other selected
target groups. Accordingly, the Privatisation Law was amended in 2003 to stipulate that
employees can participate in privatisation conducted by public offer.

2. Legal and Fiscal Framework

Under Turkish law there is no specific employee share ownership programme or any particular
law or regulation governing specific issues of employee share ownership, as in other countries.
The forms of employee financial participation covered by different laws are profit-sharing,

266 Such was the basic line in an interview with Biilent Pirler, General Secretary of TiSK, and Enis Bagdadioglu,
Deputy Manager of their Research Department.

267 Survey on the Implementation of Corporate Governance Principles conducted by CMB of Turkey in 2004;
249 companies out of 303 responded to the survey.

268 The plan published in 2002 after the Justice and Development Party came into power classifies the activities
to be undertaken into 205 groups and phases them into periods of 3 months, 6 months, one year, continu-
ous, long term etc. taking into consideration the scheduled deadlines.

269 Law No. 4971 of 15 August 2003.
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XXVIII. Turkey

stock options and — to a limited extent — regulations on the acquisition of shares by employ-
ees. Legislation permits employee share ownership, on the one hand in joint-stock companies
during privatisation and on the other in private companies by setting up welfare funds and
mutual assistance funds for the benefit of their employees. Apart from tax deductibility for
employers’ contributions to specially tax exempt associations and foundations, there are no
direct incentives to set up PEPPER schemes.

a) Share Ownership

Privatisation (1984, 1994, 2003) — The privatisation programme in Turkey was initiated in
1983. Privileges for employees in connection with privatisation were introduced by Decree
no. 18514 of the Public Participation Fund of 13 September 1984, regulating the administra-
tion, usage and other issues of the fund. Pursuant to the regulation, specific provisions bene-
fiting employees as well as the local population could be introduced in the case of share sales.
In 1984 the first related Law No. 2983 was enacted, followed by Law No. 3291 in 1986.2"
According to Decision no. 54 of the Housing Development and Public Participation Board®™
of 30 April 1987, shares of enterprises to be privatised should primarily be offered to employ-
ees, local residents, and Turkish citizens working abroad. Pursuant to Art. 18 of Law No.
4046 on the Implementation of Privatisation of 27 November 19947 (hereinafter referred to
as PrivL), privatisation could be conducted by sale, lease, the granting of operational rights,
the establishment of property rights other than ownership, profit-sharing and other legal dis-
positions depending upon the nature of the business. In the context of a share deal, the sale
of shares to employees is expressly regulated and - depending upon the privatisation decision
in each individual case - employees may be entitled to purchase shares at a discount and/or to
pay by instalment. Furthermore, Law no. 4971 of 15 August 2003 amended some laws and
the decree law on the establishment and duties of the General Directorate of National Lottery
Administration, amending Art. 7 PrivL, stipulates that employees can participate in privatisa-
tion conducted by public offer. In this context the possibility to grant credit to employees
from funds of foundations set up by the employer company (see below d) ESOPs) according
to Art. 468 and 469 of the Turkish Commercial Code*” (hereinafter referred to as CC) is im-
portant. Thus, acquisition on preferential terms, such as deferred payment by instalments,
credit from established foundations and discounted prices, is amongst the possible incentives
stipulated by privatisation legislation to leverage employee ownership in privatisation.

Private Companies (2003) — Turkish commercial law does not contain special rules on em-
ployee share ownership with regard to their acquisition, the limitation of the number of shares
or the issue of employee stock, for any business form so that general rules apply. Neverthe-
less, the Corporate Governance Principles of June 2003 which are recommended by the Capi-
tal Market Board for adoption by individual listed companies promote PEPPER schemes.”™

270 See <http://www.oib.gov.tr/baskanlik/yasal_cerceve_eng.htm>.

2711 A policy making body at Ministerial level under the Prime Ministry to carry out the policy.

272 As published in the Official Gazette No. 22124 on 27 November 1994 and most recently amended by Law
No. 5398 of 3 July 2005 published in the Official Gazette No. 25882 on 21 July 2005.

213 Law No. 6762 dated 29 June, 1956, enacted on 2 July, 1956, published in the Official Gazette No. 9353 on 9
July, 1956.

274 Employee financial participation is mentioned in connection with shareholders’ rights (Principle 6.2), trans-
parency of financial information (Principle 3.1), and participation of shareholders in management (Principle
3.2).
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Part 2 — Country Profiles

Generally, corporations are not allowed to acquire their own stock (Art. 329 CC) and unlike
regulations in other countries, exceptions from this general rule do not include special rules on
employees’ shares.””> Thus, even if freely disposable equity of the amount necessary for this
purpose is available, Art. 329 CC is an obstacle to all schemes that enable employees to ac-
quire shares, if part of the price or the whole price of the stocks is paid for by the company
(e.g. acquisition below market price, free shares, premium, bonus, etc.). However, there is no
restriction to offering shares to employees on favourable conditions in the course of a capital
increase provided that the price is not lower than the nominal value (Art. 286 CC). Further-
more, according to Art. 14/A of Capital Market Law (CML), if permitted by the company’s
Atrticles of Association, publicly held joint stock corporations may issue and offer to the pub-
lic non-voting shares that are preferred with respect to dividends.

If a foreign multinational company wishes to implement financial participation plans for em-
ployees working in its subsidiary or group companies in Turkey in accordance with the rules
of the home country, it has to register the plan with the CMB which evaluates the application
and approves or rejects it. It should conduct the sale through an intermediary institution such
as a bank, special finance institution or a brokerage house.

Employee Stock Ownership Plans (ESOP) — Although there is no implementation of
genuine ESOPs in Turkey we observed ESOP-like schemes based upon associations or foun-
dations which collectively hold the shares of the employer firm for employees with the em-
ployer company contributing from company profits to facilitate the acquisition of shares by
employees. In fact, according to Art. 468 (1) CC, funds allocated for assistance to employees
shall be set aside from the property of the company and a foundation can be set up in accor-
dance with the provisions of the civil law with the funds being the estate of the foundation.?”®
As such, welfare funds or mutual assistance funds created for the benefit of employees are
allocated to the foundation (or association) which in turn can invest in the stocks or other
securities of the founding company. Thus, by using the provisions of Art. 468 (1) and 469 (3)
CC it is possible to overcome the constraints of Art. 329 CC prohibiting a company to acquire
its own shares. Furthermore, the foundation deed may provide that the property of the foun-
dation shall consist of a debt to the company resulting in the possibility to credit finance the
acquisition of shares by employees. According to Art. 469 (3) CC - even if the Articles of
Association contain no provision - the General Assembly can decide that funds are to be set
aside for creating and maintaining assistance funds for employees. After setting up a founda-
tion or other organisation for the benefit of employees, the founder company can provide the
resources either by payments from profits on the basis of a General Assembly resolution or
from the optional reserves for social purposes. As a rule the allocations shall be regulated by
the provisions regarding assistance funds determined by the Articles of Association. Employ-
ers’ contributions to foundations (associations etc.) up to a maximum of 5% of the current
year’s profit that have been granted tax exemption by the Council of Ministers are tax de-
ductible. Of course, employees can also contribute to the assets.

275329 CC widening the exceptions is under consideration; this, in consequence, might open the way for com-
panies to acquire their shares for their employees, although, employee financial participation is not men-
tioned in the draft. In parallel the Capital Markets Law is subject to an amendment and in this case acquisi-
tion of own shares with the object to give them to their employees including by publicly held joint stock
companies is apparently under consideration.

276 In accordance with Art. 468 I and 469 11l other than the aforementioned vehicle of a foundation also an
association, a cooperative, a corporation or any other organisation for the benefit of employees may be used.
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b) Profit-Sharing

Art. 323 of the Code of Obligations stipulates that any agreement can be set up by which a
share in the profit is granted to employees in addition to their basic fixed wage. In publicly
held joint stock companies this may only be the case where it is regulated by the Articles of
Association (Art. 7 of a Communiqué of the CMB?" hereinafter referred to as DivComm). In
joint stock companies 10% of the net profit each year must be retained as a reserve until it
equals 20% of the capital (‘first allocation’ Art. 466 (1) CC). If dividends to shareholders ex-
ceed 5% of the annual profit or if profit is distributed not as an entitlement from holding
shares, e.g., to employees, foundations, management of the company, then an addition 10% of
the amount of profit to be distributed must be retained as a ‘second allocation’. Joint stock
corporations with shares not traded on the stock exchange are required to distribute the first
dividend principally in cash. However, companies that are not exempt from independent au-
diting®® can distribute the first dividend in cash and/or in the form of bonus shares (share-
based profit-sharing). Corporations which partly or wholly prefer share-based profit-sharing
of the first dividend are required to obtain approval from their shareholders. Dividends of
shareholders who did not exercise their right or had no opportunity to do so are paid out in
cash. In cases of making donations or distributing profit shares to foundations (see the foun-
dations discussed above in the ESOP section) another Communiqué of the CMB?” further
requires that these payments should not result in ‘inconsistent’ transactions®®, that informa-
tion regarding the donations needs to be given to shareholders at the General Assembly and
tha‘gsthe necessary information needs to be disclosed and published in the ISE Daily Bulle-
tin.”

c) Participation in Decision-Making

Turkish companies are not required to include stakeholders in the corporate governance proc-
ess, and there is no obligatory regulation about the participation of employees in the manage-
ment of the company. However, roughly one third of traded companies do have a program
for the participation of employees in the management (Kugiikcolak and Ozer, 2007, p. 9: Ta-
ble 3, p. 12: Table 7).

217 On Principles Regarding Distribution of Dividends and Interim Dividends to be Followed by Publicly Held
Joint Stock Corporations Subject to Capital Market Law; Serial: 1V, No. 27 published in the Official Gazette
No. 24582 dated 13 November 2001, see Art. 8.

278 |n accordance with Art. 3 (a) DivComm of the Communiqué on Principles Regarding Exemption Require-
ments for Issuers and Removal from the Board’s Register Serial: 1V, No. 9 published in the Official Gazette
No. 22154 on 27 December 1994.

219 Communiqué on Principles and Rules on Financial Statements and Reports in Capital Markets Serial: XI,
No. 1 published in the Official Gazette No. 20064 on 29 January 1989.

280 Defined by Art. 15 (6) Capital Market Law: in the case of transactions with another enterprise or individual
with whom there is a direct or indirect management, administrative, supervisory, or ownership relationship,
publicly held joint stock corporations shall not impair their profits and/or assets by engaging in deceitful
transactions such as by applying a price, fee or value clearly inconsistent with similar transactions with unre-
lated third parties.

281 According to Communiqué on Public Disclosure of Material Events Serial: VIII, No. 20 published in the
Official Gazette No. 21629 on 06 July 1993, amended with Serial: VII1, No. 39 published in the Official Ga-
zette No. 25174 on 20 July 2003.

282 Data results from a questionnaire based on the practices of corporate governance principles by the respon-
dents, namely the Istanbul Stock Exchange (ISE ) member firms and companies listed on the ISE, and a sta-
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The Capital Markets Board of Turkey (CMB) Principles recommend that companies establish
mechanisms and models to encourage stakeholders’ participation in management, while giving
priority to employees and without hindering the company’s operations. The CMB Survey
conducted in 2005, however, did not include any information on the proportion of listed
companies that have adopted mechanisms providing for stakeholders to participate in man-
agement (e.g. through representation on the board or through an advisory council to the
board) (OECD, Corporate Governance in Turkey: A Pilot Study, 2006, pp. 65 f.). Stake-
holders who serve on the board would, under the law, have the same access and rights to ob-
tain information as other board members.

tistical evaluation of the findings. 115 members firms out of 205 and 243 ISE companies out of 308 were
included.
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Profit-sharing plans first appeared in the UK at the end of the 19" century, while employee
share ownership plans were introduced in the 1950s. These plans, however, remained small in
number until the introduction of tax incentives in 1978. Approximately 5,000 companies cur-
rently maintain Inland Revenue-approved employee financial participation schemes.® With
the abolishment of the last approved profit-sharing plan (Profit-Related Pay (PRP) or Ap-
proved Profit-Sharing Scheme (APS)) in 2002, the remaining approved plans, as well as nu-
merous unapproved plans, are all share-based.

Approved plans operated in a 2006 breakdown as follows: Share Incentive Plans (SIP) - 830
(costs of the plan for the Revenue GBP 320 million); Savings-Related Share Option Schemes
(SRSO) or Sharesave or SAYE Schemes - 960 with approx. 2 million employees (costs of the
plan for the Revenue GBP 420 million); Company Share Option Plans (CSOP) - 3030, but
with much less employees than SRSO (costs of the plan for the Revenue GBP 205 million);
Enterprise Management Incentives (EMI) - 2570 with 27,000 employees (costs of the plan for
the Revenue GBP 170 million).

Many companies combine several approved plans and also operate unapproved plans, for
which no statistics are available. Since approved plans are based on long-term holding and
withdrawals which are not reported to HM Revenue and Customs, it is impossible to deter-
mine the exact number of employees participating in plans at a given moment.

CRANET - Companies with > 200 Enpl. BEWCS - Proportion of enployees

60 participating in AP schenres
50 m 1999
40
20 @ 2005 m 2000
20 - BJ25avg
10 2005 @ 2005
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corpanies enployees comnpanies enployees 2005
offeringbroad  eligblefor  offeringbroad  eligible for
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283 www.ifsproshare.org, Log-in 10/19/2007.

284 www.hmrc.gov.uk/stats/emp_share_schemes/menu.htm, Log-in 10/9/2007. The difference between the
data in the comparative tables and in the country profile is attributable to the last update of statistics by the
HM Revenue and Customs. The costs of the plan are comprised of tax losses and National Insurance
Contribution (NIC) losses.
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1. General Attitude

Successive governments have committed themselves to supporting employee financial partici-
pation plans and promoting widespread share ownership for reasons both ideological and
pragmatic. These include making enterprise more democratic, developing financial markets
and fostering social welfare. The government, together with the London Stock Exchange and
a consortium of major companies were the original founders of ifsProShare. This is an inde-
pendent organization which promotes wider share ownership and financial education. It still
plays an important role in promoting the interests of companies having financial participation
plans, disseminating information on best practices and consulting with companies interested
in setting up such plans.

The Confederacy of British Industry (CBI) and other employers’ organizations generally sup-
port the employee participation plans proposed by the government, especially employee share
ownership plans, but they have also criticized some approved plans for lack of flexibility. The
government responded to this criticism by introducing the more flexible Share Incentive Plan.
The CBI also set up a special task force to discover why employee shareholding has been de-
clining since the 1990s. The government used these research findings to design new employee
financial plans to reverse this decline.

Trade unions over the years have taken a dim view of employee financial participation on the
grounds that it would undermine the traditional collective bargaining process. This was their
reason for strong past opposition to Profit-Related Pay Schemes. Recently, however, they
have changed their attitude. The Trades Union Congress (TUC) has declared itself in support
of employee financial participation schemes that are broad-based, and if both employees and
employee representatives are consulted before introduction. Recently some trade unions have
themselves proposed new schemes of financial participation.

2. Legal and Fiscal Framework

All employee financial participation plans are divided in Inland Revenue approved and unap-
proved plans.. Plans introduced under the annual Finance Acts must be approved by and reg-
istered with Inland Revenue; they enjoy substantial tax and NIC exemptions, especially for
employees, enumerated in the Income and Corporation Taxes Acts.

Unapproved plans may be introduced at the employer’s discretion, but receive no special tax
incentives. Approved plans must conform to law; unapproved plans are more flexible. Under
current legislation, all approved plans (and typical unapproved ones as well) are employee sha-
re ownership plans. Unapproved plans are used for granting shares, options or cash equiva-
lents that exceed legal maximums to individual employees or to employees not UK tax sub-
jects. Unapproved plans are usually combined with approved plans. A plan with an approved
and unapproved part is also possible.
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a) Share Ownership

Share ownership plans can be approved and unapproved. There are four approved share own-
ership plans under the current legislation: one direct share ownership plan with several modi-
fications (SIP) and three stock option plans (SRSO, CSOP and EMI). Whereas SIP and SRSO
are broad-based, CSOP and EMI can be selective. Although unapproved plans are not regu-
lated, there are certain types of plans which are most wide-spread: Long-Term Incentive Plans
(LTIP), Restricted Share Plans and Unapproved Option Plans. Whereas LTIP and Restricted
Share Plans are prevailingly used for executives, Unapproved Option Plans are often broad-
based complementing an approved plan. In the following, only approved plans will be ad-
dressed.

Inland Revenue Approved Share Ownership Plan — Share Incentive Plan (SIP) was intro-
duced by the Finance Act 2000 and replaced the PRP on which it is partly based. It is more
flexible than previous plans due to several possible modifications and has longer holding peri-
ods to prevent tax evasion. The employing company has to set up a trust which attributes
shares to the employees. The shares can be attributed for free (‘free shares’), at a discount or
at the full price (‘partnership shares’) and as a match by the employing company to the part-
nership shares (‘matching shares’). Dividends on all types of shares can be reinvested in addi-
tional shares (‘dividend shares’). Each modification is linked to specific requirements; if the
requirements are met, substantial tax incentives both for employees and the employing com-
pany apply (generally, exemption from personal income tax and national insurance contribu-
tions). The plan must be applicable to all employees, with a possible exemption of employees
who were employed by the company less than 18 months, and generally on the same condi-
tions. The tax exemption applies to all modifications after a holding period of 5 years or if the
employment ceases on an earlier date due to injury, disability, death, retirement, redundancy,
transfer under the Transfer of Untertaking (Protection of Employment) Regulations 1981 or
on the employing company ceasing to be an associated company. If the shares acquired under
the plan are sold immediately after withdrawal, no capital gains tax must be paid. In the fol-
lowing, specific requirements are presented.

Free shares cannot be withdrawn from the trust during the holding period which can last from
3 to 5 years. However, if the employee withdraws the shares or the employment ceases for
other than above reasons between the third and the fifth year, personal income tax and na-
tional security contributions are payable on the lesser of market value on the award date and
the market value on the withdrawal/cessation date. If the employment ceases for other than
above reasons before the end of the holding period of 3 years, full personal income tax and
national security contributions are payable. The share of an employee in the plan is limited to
GBP 3,000 per annum. Partnership shares are purchased using a part of the pre-tax remunera-
tion of the employee according to the agreement between the employee and the employing
company. The shares are purchased by the trust either within 30 days of pay deduction or of
the end of a specified accumulation period of up to 12 months. If an accumulation period is
agreed upon, the price of the shares is the lower of the market price at the beginning and at
the end of the period. The share of an employee in the plan is limited to GBP 1,500 per an-
num. After the 5-year holding period or in the case of cessation of employment for the above
reasons, the employee is exempted from paying the personal income tax, and the employer is
exempted from paying the national security contributions. However, the employee is only
exempted from paying the national security contributions if the total earnings are below the
ceiling of national security contributions. If the employee withdraws the shares or the em-
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ployment ceases for other than above reasons between the third and the fifth year, personal
income tax and national security contributions are payable on the lesser of the amount of the
employee contributions for purchase and market value of shares on the date of with-
drawal/cessation. Matching shares can be offered by the employing company in the propor-
tion up to 2 matching shares for each partnership share. They are allocated to the employee
on the same day as partnership shares are acquired. As far as the holding period is concerned,
the same rules apply to matching shares as to free shares. Up to GBP 1,500 of dividends per
annum can be used to purchase dividend shares. The general holding period for dividend
shares is three years. If the shares are withdrawn or the employment ceases for other than
above reasons within 5 years of the acquisition of the shares in respect of which the dividend
was paid, the employee is liable to personal income tax on the dividend payment used to pur-
chase the shares. However, there is no liability to national insurance contributions.

Inland Revenue Approved Stock Option Plans — Savings-Related Share Option Scheme (SRSO)
or Sharesave or SAYE Scheme Was introduced by the Finance Act 1980 and is currently the most
popular plan as far as the number of participants is concerned. It must be applicable to all
employees, with a possible exception of the employees with a relatively short time of service.
The basic structure of the plan is as follows: the employee enters into a Save-as-you-earn
(SAYE) contract with a nominated bank or building society about saving a specified monthly
amount (GBP 5-250) by deduction from after-tax remuneration for 3, 5 or 7 years and the
employing company grants him share options over the maximum number of shares he will be
able to purchase at the exercise price with his SAYE savings. The SAYE contract always in-
cludes a tax-free bonus added to the savings on completion, whose amount depends on the
duration of the contract and whose rates are determined by the Treasury. The exercise price of
shares can be up to 20% under the market value of the underlying shares at grant of the op-
tion. At maturity of the SAYE contract, the employee is entitled to choose whether he exer-
cises the option and retains or sells the shares or takes the savings and bonus in cash. If these
requirements are fulfilled, the employee is not liable to personal income tax at grant or exer-
cise. However, he is liable to capital gains tax at the sale of shares.

Company Share Ownership Plan (CSOP) was introduced in 1984 as Discretionary Share Option
Scheme (DSOP) and relaunched in 1996 under the current name with amended requirements.
It is a discretionary plan which is often limited to the executives, but can also be broad-based.
It is often connected to performance indicators, i.e. a performance condition must be met
before the option can be exercised. The following requirements must be satisfied for approval:
the value” of outstanding options per employee must not exceed GBP 30,000 at grant; the
exercise price is not less than the market value at grant; the exercise period is not shorter than
3 and not longer than 10 years after grant.”®® If the requirements are fulfilled, the employee is
not liable to personal income tax at grant or exercise.

Enterprise Management Incentives (EMI) was introduced by the Finance Act 2000 in order to help
small higher risk companies to recruit and retain highly qualified employees. It is applicable to
companies with gross assets less than GBP 30 million.”®” The plan can be selective; it was even
restricted to 15 employees until 2002, but this restriction was abolished. No approval of the

285 The value is equal to the number of shares multiplied by the exercise price.

286 Before 2003, an additional requirement had to be fulfilled: the exercise period had to be not less than 3 years
after any previous tax-free exercise. This requirement was abolished.

287 Qriginally, the volume of assets was GBP 15 million (until 2003), but it was considered necessary to substan-
tially increase it.
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Inland Revenue is required, but it must be notified of each award of stock options under EMI
within 92 days. The total market value of options granted must not exceed GBP 100,000 per
employee and GBP 3 million for the company. If the requirements are fulfilled, neither em-
ployees nor the employing company are liable to personal income tax and national insurance
contributions at grant or exercise. However, they are liable to capital gains tax at the sale of
shares.

b) Profit-Sharing

At present there are no approved or conventional unapproved financial participation plans in
the form of profit-sharing plans. However, a few unapproved bonus schemes might be both
broad-based and profit-connected; if so, they could be considered as cash-based profit-sharing
plans.

There used to be an approved profit-sharing plan — Profit-Related Pay (PRP) or Approved
Profit-Sharing (APS) — which was exceedingly popular until terminated in 2003. There were
14,275 of these plans in 1998, covering 4.6 million employees. The plan, however, was mainly
used as a means of avoiding taxation. Since it did not lead to a wider employee shareholder
base, while causing heavy tax loss, the government phased it out in 1999, and completely abol-
ished it in 2002. It was replaced with the SIP in 2000. Some employees, however, may have yet
to withdraw their shares from the earlier plan.

c) Participation in Decision-Making

There is no direct connection between participation in decision-making and financial partici-
pation of employees; in particular, financial participation plans cannot extend the existing
rights in connection with participation in decision-making. General provisions of labour law,
e.g. concerning equal pay and prohibition of discrimination, also apply to financial participa-
tion plans.

UK employees have no statutory right to representation at board level and, with very few ex-
ceptions, this is also the case in practice.

There is no common structure for employee representation in the UK and in many work-
places it does not exist. Unions are the most common way that employees are represented and
they can now legally compel the employer to deal with them, but only if they have sufficient
support. Most non-union workplaces have no employee representation, and the regulations
implementing the EU directive on information and consultation are unlikely to change this.

Only a third (33.5%) of employees in the UK are covered by collective bargaining. In the pri-
vate sector coverage is lower, at around a fifth. The key bargaining level is the company or the
workplace. In the public sector, where two-thirds of employees are covered, industry level
bargaining is more important.
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Part 3 — Comments on the
Benchmarking Results

I. Lessons from PEPPER | to PEPPER IV

Milica Upalié

1. Introduction

‘Financial participation’ refers to various forms of participation of employees in enterprise
results. It includes two main types of schemes: (1) profit-sharing, namely the sharing of profits
by the providers of both capital and labour by giving employees, in addition to a fixed wage, a
variable part of income directly linked to profits or some other meassure of enterprise results,
which is paid either in cash or in enterprise shares; and (2) employee share ownership, includ-
ing Employee Stock Ownership Plans (ESOPs), which assures employees an additional source
of income related to enterprises results, either through dividends and/or the appreciation of
employee-owned capital (Uvali¢, 2001, p. 10). Over the last twenty years, the term has been
used to distinguish these forms of employee participation from the more traditional forms
which enable the participation of employees in decision-making, either through workers coun-
cils or co-determination on company boards (such as the most well-known system of Mitbes-
timmung in Germany). In 1990, a new abbreviation was also born to cover the various forms
of financial participation, namely PEPPER — Participation of Employees in Profits and Enter-
prise Results.?®

It is worth recalling that employee financial participation has been on the agenda of the Euro-
pean Union (EU) for almost two decades. In 1989, the Commission of the European Com-
munities (CEC) decided to include employee financial participation among the priority objec-
tives of its Action Programme for the implementation of the Community Charter of Basic

288 The acronym PEPPER was proposed by Mario Nuti at the Workshop on Employee Financial Participation
held in 1990 at the European University Institute in Florence.

205



Part 3 — Comments on the Benchmarking Results

Social Rights of Workers (Commission, 1989). This initiative led to the preparation of the first
PEPPER Report (Uvali¢, 1991), reviewing the experience with employee financial participa-
tion in the then twelve EU Member States. On the basis of the PEPPER Report, the EU
Commission prepared a Recommendation on PEPPER which was adopted by the European
Council in July 1992, inviting Member States to facilitate the spreading of PEPPER schemes
in practice (Council of the EC, 1992). The information on individual EU countries experi-
ences’ was updated in the Commission’s PEPPER Il Report (see Commission, 1997). These
first two PEPPER Reports described the variety of employee financial participation schemes
that have developed in the EU Member States (the EU-12 and EU-15 respectively). More
recently, the PEPPER 111 Report (Lowitzsch et al. 2006) extended the previous two reports to
describe the experience with the application of financial participation schemes in fourteen
countries - the twelve new EU Member States that entered the EU in 2004 and 2006, and the
two Candidate Countries.”®® Finally, this report gives the most recent assessment of financial
participation in the whole EU, reporting for the first time comparable empirical data for all
the EU-27 Member States and two Candidate Countries (Croatia and Turkey).

From a historical perspective, it should be stressed that the general environment for the de-
velopment of financial participation has been very different in the older with respect to the
younger EU Member States. This is why it seems important to share the rich experience
gained with PEPPER schemes in the EU-15 with the new and incoming EU Member States.
Due to the specific pre-1989 socialist legacy, PEPPER schemes of the type known in the de-
veloped market economies have had no tradition in Central and Eastern Europe. As illustrated
in the PEPPER 111 Report, employee share-ownership has been the prevalent type of scheme
implemented during the 1990s, and this for very different reasons than those which have mo-
tivated the introduction of schemes in some of the older EU Member States. This renders the
task of diffusing information on employee financial participation from the older towards the
new EU Member States even more important.

This chapter aims to discuss some of the main lessons to be drawn from the experience with
employee financial participation accumulated in the European Union over the last several dec-
ades. In what follows, the principle reasons why employee financial participation has been
promoted are briefly recalled (section 2). Next, the main characteristics of PEPPER schemes,
as reported in the PEPPER | through PEPPER 1V Reports, therefore the experience of both
the old and the new EU Member States and Candidate Countries, are examined (section 3).
The paper ends with a few concluding remarks regarding the general framework of PEPPER
schemes in the EU (section 4).

2. Why Promote PEPPER?

Government policies promoting PEPPER schemes have usually been motivated by the desire
to introduce greater flexibility in payments systems and by commitments to a property-owning
democracy and peoples’ capitalism, as was the case in the UK in the 1980s. The deeper mo-

289 Cyprus, Czech Republic, Estonia, Hungary, Lithuania, Latvia, Malta, Poland, Slovakia and Slovenia as count-
ries that joined the European Union on May 1st 2004, Bulgaria and Romania, which became EU Member
States in January 2007, and Croatia and Turkey as Candidate Countries.

206



|. Lessons from PEPPER | to PEPPER IV

tives for promoting PEPPER schemes, however, are found in the rich theoretical literature on
the potential benefits of employee participation in enterprise results.”® The theoretical argu-
ments in favour of employee financial participation are based on two main groups of positive
effects which are expected from such schemes.

First, employee financial participation is likely to improve workers’ incentives. The change
from a rigid system of guaranteed wages in which rewards are independent of effort, to a sys-
tem which provides employees with a part of income directly linked to enterprise perform-
ance, will increase individual motivation and commitment, and will provide for greater identi-
fication of employees with the interests of their firm, thus resulting in higher labour produc-
tivity and improved overall enterprise efficiency. In the case of employee ownership schemes,
employees will be more interested in enterprise performance if they receive dividends or can
gain from the appraisal of the value of their shares (Uvali¢, 1991).

Second, financial participation schemes provide more flexible systems of remuneration, since a
part of employee earnings is variable and depends directly on enterprise performance. More
flexible remuneration is expected to enable more flexible employment policies, and as such
could contribute to lower unemployment. In the case of employee share-ownership, enter-
prises may also be able to offer lower wages, since workers will be receiving a part of their
income as shareholders; the wage that management must offer workers to persuade them to
accept it will be lower if employees are likely to lose capital gains and dividends by rejecting
the wage offer. Wage moderation may in turn lead to less variable employment policies, which
can lower the risk of unemployment.

There is also a more practical reason for promoting employee financial participation in the
EU. Since PEPPER schemes were more diffused, in the 1980s and the 1990s, in the two
countries which are the EU’s main competitors - the United States and Japan - their wider use
in the EU Member States is considered a potential source of increasing EU competitiveness.
Although more recent estimates suggest that there may be more schemes in the EU than el-
sewhere (see Pérotin and Robinson, 2003), this argument has not lost its relevance. In view of
the EU objectives laid down at the Lisbon (2000) and Barcelona (2002) European Councils, of
making the EU the most competitive and dynamic knowledge-based economy in the world,
any scheme that has the potential of contributing to increasing enterprise competitiveness in
the EU Member States is clearly of paramount importance.

3. Lessons from PEPPER | to PEPPER IV

We will point to some main lessons to be drawn from the long experience with employee fi-
nancial participation in the EU. As in the PEPPER reports, we will focus on four main issues:
(1) the general attitude of the government and social partners towards PEPPER schemes; (2)
the existing legislative framework; (3) diffusion of PEPPER schemes; and (4) evidence on
their effects. The very different political, economic and historical context before 1989 in Wes-
tern and Eastern Europe has fundamentally influenced all relevant issues regarding PEPPER

290  There is an enormous literature on these arguments. For a survey, see Bartlett and Uvali¢ (1986), Bonin and
Putterman (1987), or Uvali¢ (1991).
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ever since. This is why these issues will be discussed separately for the old and the new EU
Member States.

a) General Attitudes

In the older EU Member States, we find a variety of positions of governments, trade unions,
and employers associations on PEPPER. Whereas in countries such as France and the UK,
PEPPER schemes have had a very long tradition and have been supported by specific legisla-
tion as well as fiscal incentives, this has not been the case in many other EU countries. One of
the most intriguing questions, therefore, is why in many EU countries has there been lack of
support of PEPPER schemes by governments and/or social partners.

There are essentially two groups of reasons why financial participation has not been actively
promoted in individual EU countries. The first reason is simple, as it derives from the lack of
interest, and the consequent absence of any position (in favour or against) employee financial
participation. The second reason is more complex and derives from the very different under-
standings of the potential benefits and risks of financial participation schemes, as will be
briefly illustrated below.

There is an enormous heterogeneity of views of governments, trade unions, and employers
associations, some fiercely against and others in favour of financial participation. Traditionally,
the strongest critisizers of PEPPER schemes in several west European countries have been
the trade unions, though for different reasons in the various national contexts. Trade unions
have opposed financial participation because they feared that it would provoke more inequal-
ity in workers earnings, or because of the dual risk involved of workers losing both their jobs
and savings in case of enterprise closures. In countries like France or Germany, some trade
unions have been strongly opposed to primarily employee capital ownership, regarding radical
changes in the economic system the only way to secure a more equal distribution of wealth. In
France and in the UK, not only trade unions but also parties to the left have strongly opposed
financial participation because it was the conservative governments in both countries that ha-
ve promoted PEPPER schemes and have pushed for the adoption of specific legislation. In
many other EU countries trade unions have accepted PEPPER, but have argued that schemes
must remain outside the framework of collective bargaining and must represent an addition,
and not a substitute, to wages.

The rethorics has increasingly changed in recent years. Contrary to the situation in the late
1980s, today many trade unions recognize that capital and labour may pursue similar interests.
It has become acknowledged that employee financial participation can strenghten workers
incentives, improve intra-firm human relations, and increase wage flexibility. In France in re-
cent years, the political forces to the left have, for the first time, legitimised PEPPER schemes,
recognising they can provide a better division of value-added in the interest of the labour
force without loss of competitiveness of the enterprise, thanks to the variable nature of profit-
related bonuses and their excemption from social security contributions. Financial participa-
tion is sometimes also regarded as an important instrument for enriching the social contract
and social dialogue. PEPPER schemes are viewed as a means to increase employee remunera-
tion and redistribute power in their favour.

Regarding the position of employers associations in the older EU Member States, they have
usually supported voluntary PEPPER schemes and opposed any binding arrangements. Some
employers associations have also argued for the introduction of tax incentives, considering
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PEPPER schemes an important instrument for improving employee motivation and com-
mitment. Employers confederations most frequently accept financial participation, regarding it
a means for obtaining a closer identification of employees with their enterprise, offering work-
ers a personal stake in their company, and increasing intra-enterprise cooperation. There are,
however, employers associations which do not actually have a concrete standpoint on
PEPPER, primarily in those EU countries where financial participation has not been very
widespread.

In many old EU Member States, PEPPER schemes have become part of a new culture of
industrial relations based on innovative managerial strategies and more flexible remuneration
policies. There has been an unusual convergence of economic thought from opposite ends of
the political spectrum. On the left, with the collapse of state socialism as an economic ideal,
workplace democracy has emerged as the principal institutional reform that commands wide-
spread support among critics of capitalism; employee control of enterprises, it is hoped, will
succeed where state control has failed in equalizing power and wealth and in decreasing wor-
ker alienation and exploitation. On the right, in turn, there has been an increased discourage-
ment with the efficiency of traditional forms of labour-management relations, and in search of
an alternative, many have turned to employee ownership (Hansmann, 1990, p. 1751). Minority
employee ownership within traditional firms has thus been accepted by both left and right-
wing political parties, including many trade unions which have traditionally opposed it. Its
advantages are particularly stressed within the context of property owning democracy, which
ought to ensure more widespread ownership than traditional capitalism.

Passing to the new EU Member States, the general attitudes towards PEPPER schemes of
governments and the social partners are remarkably different than in the older EU countries,
particularly in the countries from Central and Southeast Europe (CSEE). The general attitudes
towards PEPPER schemes have been strongly influenced by the legacies inherited from the
communist times and the priorities imposed by the post-1989 transition to multiparty democ-
racy and market economy. The specific political and economic system that existed before 1989
in the CSEE countries has also crucially shaped a number of important institutions, including
trade unions and employers associations. Thus during communism, the political influence,
bargaining power and role of trade unions and employers associations were marginal; although
there was practically a 100% rate of workers unionisation in most CSEE countries, this had
little meaning since trade unions did not have any power to influence wage levels or other
issues regarding working conditions.

As part of the historical turn in 1989, a radical trasformation of institutions such as trade un-
ions and employers associations has also taken place throughout CSEE. However, these chan-
ges have most frequently led to the adoption of a hyper-liberal economic and social model,
with particularly flexible labour markets, weak trade unions and scarse diffusion of collective
bargaining (see Nuti, 2007). Thus the model of industrial relations adopted in CSEE resembles
primarily the UK model; in practically all CSEE countries except Slovenia, less than 50% of
workers are covered by collective bargaining and only a small percentage of the workforce is
unionised.

This background in part explains the lack of interest for employee financial participation in the
new EU Member States from CSEE. The various forms of employee participation, whether in
decision-making or in financial results, are frequently viewed as not fitting into the new model
of liberal social and industrial relations. Employee financial participation is erroneously re-
garded as a leftist idea and related to the concept of self-management and workers manage-
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ment rights that existed in pre-1989 Yugoslavia, Poland and Hungary. The word ‘participation’
is most frequently misinterpreted and its promotion confused with the desire to re-introduce
outdated concepts and practices which have long been abandoned. Consequently, employee
financial participation has hardly ever appeared on trade union’s policy agenda, only in a few
CSEE countries have trade unions actually promoted employee ownership within the privati-
sation process, and they have not developed institutions to protect employee shareholders.
Trade unions have been particularly critical about profit-sharing, since the deep economic
crisis which accompanied the transition has clearly not favoured the introduction of profit-
sharing. The fall in living standards has led workers to primarily claim higher basic wage in-
creases, rather than flexible profit-sharing bonuses.

As to employers associations in the CSEE countries, their position on PEPPER has been pas-
sive and in most countries has not yet developed into a clear official standpoint. Though this
seems to be the prevalent case, there are exceptions, such as the employers association in Slo-
venia which recently has been trying to obtain tax concessions from the government for en-
terprises implementing financial participation.

The main conclusion that can be drawn from the ongoing analysis is that in both Western and
Eastern Europe arguments advanced against employee financial participation have been
prevalently political in nature. However, the reasons for rejecting financial participation in the
former communist countries are entirely different than those encountered in the older EU
Member States. In the CSEE countries, the rejection derives primarily from a basic misunder-
standing regarding the nature of PEPPER schemes.

b) Legislation

The experience with profit-sharing and employee share-ownership in the older EU Member
States clearly confirms that schemes have been most diffused in those countries where con-
crete legislative measures have been introduced to support them (e.g. in France, the UK or
Ireland). The lack of specific legal provisions on employee financial participation, which would
provide a different fiscal treatment or other type of incentive, seems to have been a major
obstacle for its introduction.

This has also been the case in the CSEE countries, as illustared in the PEPPER 111 Report
(see Lowitzsch et al., 2006). Given the lack of more general support for financial participation
in the CSEE countries, if we exclude privatization laws which have favoured he acquisition of
shares by employed workers, there have been limited cases of legislation promoting PEPPER
schemes. Those countries with privatisation laws envisaging the sale of shares at privileged
terms to insiders have also been the countries that ended up having a substantial number of
firms owned by employed workers and managers (e.g. Poland or Slovenia). The existence of
privatisation laws favouring acquisitions by employees at privileged conditions has been fun-
damental for the diffusion of employee share-ownership throughout CSEE.

The findings of all the PEPPER Reports have suggested that there are not many legal obsta-
cles for the introduction of financial participation schemes in the EU. However, the adoption
of a framework law promoting PEPPER has always proved useful, as it has offered the gen-
eral legal framework to guide enterprises in their adoption of financial participation. One of
the main lessons of the PEPPER Reports is that specific legislation on PEPPER is important.
Although there have been cases where financial participation schemes have been applied by
enterprises even without legislation on PEPPER (as for example in Italy), the experience ac-
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cumulated so far in the majority of EU countries suggests that the adoption of schemes has
been greatly facilitated if there were concrete laws to promote them. Employee ownership and
profit-sharing have spread particularly in those countries where there were laws to promote
and support them — as in France and the United Kingdom, or in Poland and Slovenia.

c) Diffusion

In the older EU Member States, a favourable general attitude within a given national frame-
work has usually led to some supportive legislation on PEPPER, and this has clearly facilitated
the spreading of schemes in practice. This has been the case in all EU countries where
PEPPER schemes have been rather diffused, such as in France and the UK, suggesting a clear
link between general attitudes, favourable legislation, and diffusion of schemes in practice. In
the four largest EU countries, around 19% of private sector employees are covered by some
form of financial participation (Pérotin and Robinson, 2003). It is interesting to note that in
France, the country where PEPPER schemes have had the longest tradition, in recent years
the share of variable pay has increased,” confirming a tendency to pay increases in workers
income increasingly through variable remuneration.

In the CSEE countries the situation is quite different. As illustrated in the PEPPER |11 Report
(Lowitzsch et al. 2006), it is primarily thanks to the privatization of many state-owned firms in
the 1990s that we have seen widespread employee share ownership in most CSEE countries
(all except the Czech and Slovak Republics). The fact that employees were frequently offered
privileged conditions for buying shares of the enterprise of employment was not determined
by convinctions of employee ownership being an instrument to strengthen incentives, but
because this method of privatisation was chosen by default. In the absence of other potential
buyers, sales of enterprise shares to insiders was a frequently used method in many countries,
leading to a number of employees becoming shareholders of their firm. Moreover, in most
CSEE countries, the importance of employee shareholding has substantially declined over
time, as workers chose to sell their shares to external owners upon expiry of the imposed time
limits. Since the mid-1990s, the general trend has been a decline in both the share of employee
ownership within firms, and in the number of employee-owned firms. Dominant employee
ownership has survived in a relatively small number of firms, although most CSEE countries
still have a number of firms with some proportion of employee-owned shares.

The PEPPER |11 Report has also shown that there has been little profit-sharing in the new
EU Member States. Although company laws in most CSEE countries do envisage the possi-
bility for firms to introduce some form of profit-sharing, in practice it seems that this possibil-
ity has been used only in some countries. Where implemented in CSEE, profit-sharing has
been introduced on a purely ad hoc basis, rather than in a systematic way assuring regularity in
its application (as e.g. in France).

Some of these trends are confirmed by the most recent data provided in this report. The re-
port has tried to fill some of the gaps which derive from unsatisfactory general statistics on the
application of PEPPER schemes in the EU Member States. Given that national statistics on
the diffusion of PEPPER in individual countries are generally poor (with the exception of a
few countries like the UK and France), whereas sources such as CRANET or the European

291 Profit-sharing bonuses have increased from 3.1% in 1996 to 4.5% in 2003 of total pay, while ‘participation’
schemes from 3.8% to 4.6%.
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Working Conditions Survey (EWCS) are very broad international surveys, which include only
some questions focusing specifically on financial participation and do not cover all EU coun-
tries, this report has tried to compare all available data on financial participation and to collect
comparable indicators for those EU Member States for which data were not provided else-
where.

The results reported in this report confirm some of the findings of the previous PEPPER
Reports. Among the many findings is that in 2005, broad-based employee share ownership
was very frequently present in large firms in countries such as Poland, Bulgaria, Denmark,
Croatia and France, whereas profit-sharing was diffused primarily in France, Finland and
Germany. Interestingly, some of the desirable characteristics of profit-sharing — that it is paid
on a regular basis and according to a predefined formula — were found to be frequently absent
in many enterprises introducing profit-sharing. This report also gives comparable indicators
regarding employee coverage by various types of financial participation schemes, diffusion of
employee share-ownership and profit-sharing by enterprise size and sector, and changes in
some of these indicators that have taken place from 1999 to 2005.

d) Empirical Evidence

The main conclusion that can be drawn from existing empirical evidence from both the old
and the new EU Member States is that no straightforward generalisations are possible regard-
ing the effects of PEPPER. There is ample evidence from western market economies that
employee share-ownership and profit-sharing have had positive effects on workers incentives
and productivity (see, e.g., Blinder (ed.), 1990). The evidence from CSEE countries is of more
recent origin, it is much more limited, and it is almost exclusively based on the experience with
employee share ownership. There have been studies on some CSEE countries — including the
Baltic countries, Poland, Hungary and Slovenia - indicating that the post-privatization per-
formance of employee-owned firms has been similar to that of other types of firms (see Uvali¢
and Vaughan-Whitehead, 1997), though there have also been other studies reporting less op-
timistic results (for a broad survey, see Djankov and Murrell, 2002). New empirical evidence is
clearly needed from both the old and the new EU Member States before further conclusions
can be drawn.

4. Concluding Remarks

The ongoing analysis allows us to point to the main differences between the experience with
employee financial participation in the older EU Member States from Western Europe, and
the younger EU Member States from Central and Southeast Europe. These key differences are
summarised in Table 6.
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Table 6. Main differences in PEPPER across the European Union

Old EU Member States (West) New EU Member States (East)
Long tradition (since the 1950s). A recent phenomenon (1990s).
Variety of different forms (PS, ESO, ESOPS). Almost exclusively ESO, through privatization.

Actively promoted in a number of countries, also on a | Only ESO promoted, but as a one-off measure
continuous basis (regularity). (through privatization).

Profit-sharing either not considered, viewed with sus-
pision, or introduced on an ad hoc basis (no regular-

ity).
Advantages seem to have outweighted the disadvan- Empirical evidence inconclusive, still very limited and
tages. prevalently on ESO.

Returning to the question posed initially - how to explain the lack of general support for
PEPPER by governments, trade unions and employers associations, and the corresponding
absence of supportive legislation which also explains the limited diffusion of PEPPER sche-
mes in many EU countries - three groups of factors seem important:

(1) Lack of information: in many EU countries, little is known about the positive experiences
gained with PEPPER in France, the UK, or elsewhere;

(2) Rejection of PEPPER on ideological grounds: PEPPER is confused with leftist ideas such
as self-management, and is not considered or acknowledged as part of modern managerial
practices;

(3) Economic conditions in the new EU Member States have not facilitated the introduction
of PEPPER schemes, thus favouring the standard wage employment contract.

It is important to remove the ideological barriers to the diffusion of PEPPER schemes, also
by facilitating the spread of general information about successful examples of implementation
of financial participation. The EU could play an important role in this regard, by continuing to
promote employee financial participation in the now enlarged EU, as a follow-up of its earlier
initiatives in this area. By informing governments and policy makers in the new Member States
and Candidate Countries of its various PEPPER initiatives, by reporting on the rich experi-
ence gained in many EU countries reported in the PEPPER | to PEPPER IV Reports, and by
indicating the positive effects such schemes have had in a variety of national settings, such
action could contribute to a more widespread diffusion of employee financial participation in
the enlarged EU.

In chosing the most appropriate PEPPER schemes, enterprises throughout the EU have nu-
merous options available — from profit-sharing schemes in cash or in shares, to various forms
of employee ownership, including Employee Stock Ownership Plans. These various types of
PEPPER schemes could interact and be implemented simultaneously, depending on the spe-
cific needs and context.

However, since the success of PEPPER schemes can depend on certain key features, the ex-
perience accumulated in the older EU Member States should probably be taken into account.
In the first PEPPER Report it was recommended to adopt schemes of a certain type, with
some key characteristics (Uvali¢, 1991, pp. 194-6). The ten general characteristics of financial
participation that were recommended in the PEPPER | Report, which were subsequently also
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adopted in the European Council 1992 Recommendation on PEPPER, are therefore worth
recalling again:

(1)
2
)
(4)

)
©)

(10)

Regularity in application: PEPPER schemes ought to be applied by enterprises on a regu-
lar basis;

Pre-determined formula: Employee benefits from PEPPER ought to be calculated ac-
cording to a predetermined formula;

Supplement to wages: Employee benefits from PEPPER must represent an addition and
not a substitute to wages;

Calculation of employee benefits: The amount which employees receive on the basis of
PEPPER should not be fixed in advance but ought to be variable, linked to some meas-
ure of enterprise performance;

Beneficiaries: PEPPER should benefit primarily employees, and ought to be made avail-
able to all or the larger part of employees;

Enterprise type: PEPPER should be applied in all types of enterprises, both private and
public;

Enterprise size: PEPPER should be applied in all enterprises irrespective of size; suffi-
cient opportunities ought to be created for bringing schemes within the reach of small
and medium-sized firms;

Simplicity: It is advisable to avoid PEPPER schemes of a very complex nature;

Employee information and education: For the success of any type of PEPPER scheme, it
is important to supply adequate information to all employees concerned,;

Voluntary nature of PEPPER schemes: Participation in PEPPER schemes should not be
imposed either on companies nor on employees.

These are some of the main elements to be taken into account when applying employee finan-
cial participation schemes in the future, in line with the European Council’s Recommenda-
tions on PEPPER adopted in 1992.
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1. Financial Participation and the Work Challenges of
the 21° Century

Daniel V aughan-W hitehead

1. Introduction

No doubt the literature on workers’ financial participation is rich and has helped to better
identify the scope but also the incidence of the different forms of workers’ participation in
enterprises’ profits and results. These studies have helped the policy makers to better identify
the potential benefits and eventual risks related to the use of these schemes. This led in par-
ticular to the action decided by European institutions —notably the European Commission and
the European parliament— in favour of financial participation and consequently motivated
more governments in the EU to introduce such motivational schemes.

Nevertheless the use of workers’ financial participation seems to have reached an important
cross road. First as it was recently reviewed (PEPPER I11) the latest EU enlargement waves
have shown how poorly developed financial participation schemes are in the 12 new EU
Member States. But beyond this, financial participation has to be reconciled with a new inter-
national environment and a new world of work that is changing radically not only in the new
EU Member States but in Europe as a whole. While many studies on financial participation
have focused on the economic impact of these schemes, what we propose here is of a differ-
ent nature. It is important to better define the new context in which financial participation has
now to evolve. This will allow us to identify on the one hand what new obstacles may limit the
recourse to financial participation schemes and on the other hand what new challenges may
encourage them in the future. The analysis includes the two main forms of financial participa-
tion, profit-sharing schemes and employee-ownership schemes along two main questions: Will
profit-sharing remain an important payment mechanism and what elements in the new world
of work in Europe could eventually modify its scope and incidence? Will employee-ownership
schemes continue to attract both employers and employees in a constantly changing labour
market?

The following sections present some of the main trends — in terms of policy issues, globalisa-
tion or changing work patterns — that we believe may influence in one way or another the de-
velopment of financial participation schemes (see summary in Table 7). This will allow us to
discuss some of the challenges that must be faced for further developing financial participa-
tion schemes.
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Table 7. The new world of work and the new obstacles and opportunities for Financial
Participation (FP), Profit-Sharing (PS) and Employee Ownership (EO) Schemes

The 10 new work chal-
lenges

Obstacles to PS and EO development

Opportunities for PS and EO devel-
opment

Feature 1.
- Deregulation of the labour
market

- Tax incentives mainly
related to job creation

Less (legal and tax) incentives for promoting PS
or/and EO

Governments and employers could be
more keen in providing incentives if the
advantages of PS and/or EO were better
highlighted

Feature 2.
- External flexibility prevail-
ing

- Wage flexibility less attractive than employ-
ment flexibility

- High employees’ turnover act as disincentives
to PS and EO in the company

- Negative effects of external flexibility
may highlight the benefits of internal
flexibility (with PS and EO representing
key policy tools)

- FP to be integrated in flexicurity agenda

Feature 3.
- Increased recourse to
atypical work contracts

Fragmented labour force not favourable to PS
and EO schemes

Higher fraction of the labour force not covered
by FP

PS or/and EO for all may offer an
opportunity to overcome dual labour
force

Feature 4.

- Along globalisation un-
equal distribution of growth

- Wage moderation
- Wages often a residual

- Squeezed wages do not leave much space for
PS;

- EO more risky investment because of profits
more volatile and less dependent on workers’
efforts

- PS could offer a means to better redis-
tribute part of the profits to the workers
- EO could motivate workers in global
operations if complementary and not a
substitute to basic wage.

payment along the supply - Both schemes would help workers to
chain better benefiting from global growth
Feature 5. - Workers look for basic wage increases rather - In a context of low pay, PS could

- Increased number of low
wage earners and of work-
ing poor

- Increased wage disparity

than FP

- Look for immediate return and not from long
term EO

- Lack of trust in these schemes because of
declining living standards and purchasing power

provide a useful tool for automatically
increasing wages when and where profits
increase

- EO could act as useful complementary
pay if investment into EO not coming
from basic wage (but from PS for in-
stance or savings plans)

Feature 6.

- Outsourcing and recourse
to migrants to reduce
labour costs

- Greater volatility of prof-
its

- Main aim is to reduce costs and employers
generally not keen in implementing PS

- Workers should be aware of EO risks and
decide accordingly

- Higher labour force turnover not favourable to
FP

- PS and EO could prove to better moti-
vate the labour force (skilled and un-
skilled)

- PS and EO would help ensuring a
climate of trust and dialogue (one of the
flexicurity common principles)

- These schemes should be applied to all.

Feature 7.

Longer working hours as
source of workers’ addi-

-PS neglected by the workers (and the em-
ployer) for improving workers’ income

- PS could be related to hours worked
- FP could improve work intensity with-
out de-motivating workers

tional income - EO not leading to immediate cash income - Longer working hours is rather an
element of internal flexibility (so could
be combined with profit-sharing)

Feature 8. Create differences between the employees - FP schemes could take into account

Changes in work organiza-
tion with increased shift
work and unsocial hours

(between those working unsocial hours and
those who do not) and is thus not optimal for
FP development

such organizational changes

- FP could help motivating workers
toward new work organization

- Workers could better accept unsocial
hours because sharing companies’ profits
and capital
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Feature 9.

- New types of jobs in
services (homework for
elderly people, telework,
self-employment etc.)

- New types of workers

- New relationship ‘worker-client’ (replacing the
‘worker-employer’ one) for which PS and EO
cannot be much applied

- An increasing % of labour force will be ex-
cluded from PS/EO (self-employed etc.)

- The challenge is to identify ways to
introduce FP in these new types of
services

- FP continues to be promoted in large
firms

- FP could also become an important
tool in SMEs to motivate the labour
force

- Migrant workers, interim agency workers who
are generally under different work and employ-
ment conditions

- PS and EO could be applied to all these
workers if employer’s willingness

- Would reduce labour force fragmenta-
tion

Feature 10.
Weakening social dialogue

- More difficult to distinguish PS and wage
bargaining

- Employers’ temptation to use it as a substitute
for basic wage increases

- Trade unions more reluctant to implement PS

- PS may play an important role in wage
bargaining provided that risk of income
loss for the workers is avoided or limited
- EO should be kept separate from wage
bargaining to provide additional source

of income

Source: table compiled by the author.

2. Policy Issues: The Challenges for Financial Participation

a) Toward a Shrinking Number of Incentives Provided by Public Authorities?

As emphasized in several EC reports, the provision by the authorities of initiatives for pro-
moting financial participation schemes is essential to the growth of these schemes. It is quite
significant that these schemes have developed the most in France and the UK where there has
been specific legislation by the government to encourage this type of schemes.

It is on this ground that the European Commission advised the governments (see EC, 2002)
to develop all different means at their disposal for encouraging enterprises to develop such
schemes. Three main means at disposal of the state can be distinguished:

1) The elaboration of a law that provides a frame for enterprises to implement*? and promote
such schemes;

2) The provision of tax incentives generally both for employers and the workers is a policy
tool that has also proved to be performing with regard to the development of financial par-
ticipation;

3) The setting-up of a general public campaign in favour of the development of these schemes

has generally accompanied the above two means to ensure their success and widespread im-
plementation.

However, the context in the EU over the past decade did not seem to be very favourable to
such three types of initiatives from the governments. The existence of high unemployment
rates in the 90s has led most governments to place their fight against unemployment at the

292 In France for example the deferred profit-sharing law does also provide a concrete formula to be followed
by all enterprises with more than 50 employees.
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core of their governmental action, an approach that the prospects of a world financial crisis
may further strengthen. Tax incentives were mainly provided to enterprises, generally SMEs,
that could create new jobs. Limited economic growth — or even recession in a few of them—
also imposed governments some more restriction in the use of tax incentives. The legislative
route seems to be difficult, first at the EU level since the European Commission has declared
that no new legislation especially in the social field should be adopted at the EU level (Ver-
heugen, 2005). Similarly national Member States may be reluctant to adopt new legislation —
although the experience is rather mixed so far (see Part 1, Chapter I, Table 2) — but rather aim
at reducing regulations on the labour market with the hope that more freedom given to enter-
prises to hire and fire will induce them to create more jobs and generate a more fluent labour
market. In fact where new labour legislation is put in place it is generally to modify the hiring
and firing conditions or to encourage new forms of atypical employment. New labour law is
thus aimed more at deregulation than at ‘protecting’ workers.

At the same time however a too extreme shift toward external flexibility has led to new legisla-
tion aimed at ‘re-protecting’ the workers as was the case recently in the UK where new legisla-
tion was introduced to better regulate the use of interim agency operations with migrant wor-
kers or to better limit the abuses of the ‘gang-master’ phenomenon. Similarly in the last few
years several national governments have introduced (UK, Ireland, Cyprus) or are discussing
the possible introduction of (Germany) a national statutory minimum wage to avoid social
dumping brought by migrant workers in terms of lower pay and lower working conditions. In
the same vein financial participation could be further encouraged by national governments
either by labour law or through tax and company laws aimed at compensating some adverse
effects on workers’ de-motivation brought by higher work intensity, unsocial hours, atypical
forms of contract. Financial participation — by covering all employees — could also represent
the cement to avoid a dual labour force between permanent and temporary workers. All would
be concerned by the good financial health of the company they are working for, even on a
short-basis. The new context could thus be favourable to public authorities’ initiatives to de-
velop financial participation schemes.

b) Internal vs. External Flexibility or Toward a More Complex Framework?

The public authorities’ willingness to curb unemployment figures has led them to favour the
process of entry and exit from the labour market and the promotion of an ‘external flexibility’
model. Since profit-sharing schemes do mainly represent an element of ‘internal flexibility’
that allows wages to go down in a period of economic downturn and help the employer to
keep his margins — by automatically decreasing its labour costs — without having to reduce the
labour force, several studies have shown that profit-sharing could bring wage flexibility and
employment stability, a process that can lead to better human capital and higher workers’ mo-
tivation. If employers however were encouraged by public incentives to rather opt for using
employment rather than wages as the flexibility route this may lead to a higher turnover in exit
and entry on the labour market but undoubtedly lead to greater employment instability. This
high rotation of the labour force is contrary to the original aims of profit-sharing of creating
loyalty and motivation among employees by ensuring them employment stability in exchange
of wage flexibility. The current context of employment policy may thus be interpreted as not
favourable to profit-sharing but also employee-ownership schemes — as a tool to create a long-
term partnership between labour and capital. At the same time policy makers have also in-
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creased their recourse to longer working hours which clearly represent an element of internal
and not external flexibility, so that the policy framework is more complex than expected.

In such a context financial participation may clearly have an important role to play, first to
compensate some of the negative effects of external flexibility on workers’ motivation, and
second to accompany in a smother way some of the work organization changes such as longer
working hours, unsocial hours, and shift work. Financial participation could for instance be
integrated in the flexicurity debates which are precisely aimed at helping the employers to mo-
ve toward a better employment and investment environment while also helping the workers to
preserve their basic interests and concerns. In fact financial participation schemes could pre-
cisely help to put into implementation many of the common principles of flexicurity retained
by the heads of states and governments of EU Member States, such as ‘a better balance be-
tween external and internal flexibility’, ‘a climate of trust and dialogue’, ‘a better workers’
adaptability capacity’ (EC, 2007).

c¢) Increased Recourse to Atypical Work Contracts

Many governments in the EU in their attempts to ‘deregulate’ their labour markets promoted
different forms of atypical employment: fixed-term contracts, part-time work, employment
through interim agencies and — a category which deserves particularly careful analysis — self-
employment. Most employers’ federations had been pleading for years for such more flexible
labour contracts.

While open-ended contracts remain most common, the rise of fixed-term contracts affects the
majority of EU countries. First, fixed-term employment increased from 12.1% of total em-
ployment in 1998 to 14.2% in 2005 in the EU-25."* Another form of temporary work par-
ticularly worth taking into consideration is agency work.”* Temporary agency work is still a
new form of employment in most eastern European Member States. It is often considered
that this is due to the use of other forms of irregular contract and particularly ‘self-
employment’ (employment on the basis of civil contracts rather than employment contracts).
However, agency work is on the rise. Part-time contracts may also provide another source of
flexibility. In some countries it has been developed as a flexible arrangement to improve the
labour market situation. Part-time work has increased in most EU countries, rising from
15.8% of total employment in 1998 (EU-25 average) to 18.4% in 2005 in the EU-25.%° Finally,
self-employment is a very heterogeneous category.”® Globally, it has increased slightly but
steadily over the last decade, representing 10.3% of total employment in 2005 in the EU-25.
Case studies show that this type of self-employed are often regular employees who have been
asked by their employer — mainly to avoid social contributions and taxes — to shift from a re-
gular employment contract to a self-employment contract. This is also the case in construc-

293 |t became even more widespread in the 12 new Member States, with a percentage of 15.6 compared to
14.0% in the EU-15.

294 Agency work is most prevalent in the UK, then in Luxembourg, the Netherlands and France, followed by
Belgium, Denmark and Finland.

295 Part-time work may be a positive choice, mainly for the purpose of finding a better balance between work
and family. In some cases however it is imposed. We can observe an increase in the percentage of ‘involun-
tary’ part-time workers (Eyraud and VVaughan-Whitehead, 2007).

296 The self employed can be employers (self-employed with employees) or individual workers under a self-
employment contract (self-employed without employees).
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tion, which in many countries represents the second largest proportion of self-employed with-
out employees after agriculture. The concerns of the European Commission regarding this
problem were expressed in a recent report on free movement of workers across the enlarged
EU: ‘The problem of persons posing falsely as self-employed workers to circumvent the law
should be dealt with by Member States’ (EC, 2006b).

This review has shown the increase in all dimensions of non-standard contracts. While it con-
tinues to concern a minority of workers, quantitatively as well as structurally, it has become a
major feature of the labour market. This clearly is influencing the development of financial
participation which is more adapted to a core and not peripheral labour force. One of the ba-
sic principles of profit-sharing and employee-ownership is in fact to cover all workers and not
only the core labour force. A greater fragmentation of the labour force is thus rendering more
difficult the implementation of such basic principle. It may be difficult — and may be ineffi-
cient — to try covering self-employed or even workers on stand-by projects who clearly feel
less concerned — because of their disadvantaged employment status — by the profitability of
the company.

On the other hand profit-sharing and employee-ownership for all employees may offer an
opportunity to overcome the tensions within this dual labour force. Despite their different
employment status and different wage treatment all workers employed by the company could
feel committed to the enterprise through some sort of financial participation schemes and
other participatory practices (for instance in decision-making). Extending financial participa-
tion to atypical forms of contract may thus represent one future challenge with many potential
positive effects on the social climate, workers’ motivation and productivity.

3. Impact of Globalisation

a) Unfavourable Distribution of Economic Growth

Another factor that may influence the growth of financial participation schemes is related to
wage developments and more generally to the redistribution of growth. First the redistribution
of economic growth reveals to be increasingly unequal along the development of globalisation.
Higher economic growth experienced in several countries does not seem to be automatically
translated into a higher share of wages in GDP.27 On the contrary, this wage share has de-
clined rapidly for instance in fast-growing countries, as for instance in Brazil, Republic of
Korea, South Africa but also China. It has also declined significantly in the United States,
Canada and Japan. According to OECD (2006: p. 186): ‘nominal wage growth (in Member
States) has fallen well short of increases in productivity for several years, driving the share of
national income to a low level. This unusual moderation of wages appears to be an interna-
tional phenomenon.” The wage share has also fallen in Europe, as shown in a recent compara-
tive study carried out by the European Commission (EC-2007). After having increased in the
EU during the 1960s and the first half of the 1970s with a peak of 69.9 per cent of GDP in

297 The wage share is an indicator of the distribution of income between capital and labour. It represents the
ratio between the total compensation of employees (according to the system of national accounts) and gross
domestic product (either at market prices or factor cost).
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1975, the wage share began a gradual decline and reached a low level of 57.8 per cent of GDP
in 2006. A downward trend is also observed in the 12 new EU Member States so that their
recent membership is not expected to alter the overall trend in a significant way.

Economists take the view that such evolution of the wage share depends on two main fac-
tors: first the evolution in the ratio of capital to labour, mainly due to technological and sec-
toral changes — for instance, with new technologies replacing middle-income workers or the
growth of banks and financial companies. The increasing capital-labour ratio would also be
due to a general fall in the number of employees due to restructuring. The second goes be-
yond the capital-labour ratio and emphasizes the fact that the rate of return to capital could
grow more than the rate of return to labour. And indeed in some countries a declining ratio of
wages to profits has been observed, for instance, in China but also in industrialized countries
like Austria, Canada, Australia,2s¢ and several Central and Eastern European countries, which
have also experienced some wage moderation. More generally we also witness a disconnec-
tion between the evolution of wages and productivity developments that should normally go
hand in hand. No doubt financial participation may help to rebuild such an essential relation-
ship not only for social peace but also for economic growth.

In EU countries in particular wage moderation represents an important trend of the new
world of work. In Spain, for instance, wage moderation, backed by the two major Spanish
trade union federations, is seen by many analysts as one of the key elements behind the huge
employment growth experienced in the country. The same logic explains concessionary bar-
gaining. As for flexible working time, whether at the central level as in Ireland or in the proc-
ess of the decentralisation of collective bargaining, there are many examples of concessionary
bargaining moderating, freezing or even decreasing wages.2®

Against this background, both profit-sharing and employee-ownership may help to better dis-
tribute the fruits of economic growth. It is precisely the rising return on capital that makes co-
ownership more attractive and as such may provide for alternative ways to generate a better
distribution of companies’ profits and growth. Promoting workers’ participation in enter-
prise’s profits and capital may be part — by allowing workers to become owners or to share
profits — of a re-distributional policy agenda. Of course the way these schemes are imple-
mented will have differentiated effects on inequalities, between for instance a financial partici-
pation scheme which is equally offered to all employees, whatever their position and back-
ground, and one that would offer more opportunities and more benefits to managerial em-
ployees.

b) The Incidence of Low Pay and Working Poor

In a context of wage moderation the increased proportion of workers at low pay (defined as
wages under 60% of the median wage) and the phenomenon of working poor have attracted
the attention of the media and policy makers. This is another factor that does influence the
space left for financial participation schemes to develop. According to the European Commis-
sion there are more than 8 million such working poor in former EU-15. This number would

2% Authors’ own calculations.

29 Even in Denmark, where concessionary bargaining is limited, there are examples of major wage concessions
as, for example, for SAS Ground Service in February 2005 or in one of the Tulip Slaughter Houses in Ring-
ster in December 2004, where 300 workers had to accept wages 15% below the industry level to keep their
jobs.
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probably double (no calculation seems to have been made yet on EU-27) if the 12 new EU
Member States were taken into account. The majority of low-wage economies (above 30% of
employees paid a wage under 60% of the median wage) are in the 12 new EU Member States,
with the exceptions of Portugal and the UK (32.2%), whereas the highest wage economies
(under 15%) are from the former EU-15: Denmark, Italy, Belgium, Finland and Sweden.

The phenomenon of low pay and working poor obviously influences the development of fi-
nancial participation. The experiences of Central and Eastern European countries provide a
good illustration since the prevalence of very low pay in their first years of transition obviously
motivated the workers to look for immediate increases in wages rather than for a share in hy-
pothetical profits. This low purchasing power has also explained the progressive dilution —
workers selling their shares for cash — of employee ownership over the transition in spite of
the fact that this type of property form had become — by default — one of the most important
privatization forms (Uvalic and Vaughan-Whitehead, 1997). This is also one of the main rea-
sons that explain the poor development of profit-sharing in these countries (PEPPER 111, EC
2006b).

However while this situation may change over time along the catching-up process in wages
and living standards that is expected in these countries, wage moderation may continue to be
on the policy agenda in former EU-15 countries, with effects on the number of low pay work-
ers. The challenge here for financial participation consists in contributing to reduce the num-
ber of low pay workers by allowing wage increases and dividends whenever possible.

In this regard it is encouraging to observe that financial participation schemes after their
growth in the 1990s did not lose much ground. This is the case of profit-sharing schemes that
not only maintained an important position in countries like France and the UK where they
had developed the most, but they also slowly expanded in other EU countries like Greece,
Spain and others (see data on financial participation developments in this volume). Recently
Slovenia has also introduced new legislation encouraging the development of profit-sharing
schemes. But this is the case for employee-ownership too, with a greater number of large en-
terprises having recourse to employee ownership over time (European Federation of Em-
ployee Share Ownership, 2008). Employee ownership definitely represents a precious tool in
terms of income and asset formation with two challenges though. First there is a need to ex-
tend these schemes beyond managers and high-level employees, to cover all employees; and
second, to encourage the use of employee ownership among small and medium enterprises.

c) A Race to the Bottom through Outsourcing and Migrant Workers

Globalisation creates a constant pressure on enterprises to minimize their wage costs. This has
motivated many of them to have recourse to outsourcing on the one hand, and to migrant
workers paid at lower wages on the other hand. This outsourcing policy is clearly another ex-
treme way of implementing external flexibility and is thus reinforcing the other trends already
described. Since the main aim is to reduce costs employers may generally not be keen in im-
plementing profit-sharing whose basic aim is not to reduce costs but is of a radically different
nature. As already seen above the use of profit-sharing among sub-contractors is often diffi-
cult because of the small margin left to them by the buyers, a process in which wages are
treated more as a residual payment rather than a priority — and well planned — payment. This
would not impede employers to have recourse to profit-sharing or employee-ownership
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schemes for instance to motivate their remaining workforce — generally higher skilled — in
their home-country.

On the other hand profit-sharing may not play against the employer search for greater com-
petitiveness since it can also help to better motivate both unskilled and skilled employees. It
further represents one way to keep wage costs flexible enough and could thus provide some
eventual alternative to outsourcing. The problem is that this takes place within a race to the
bottom in terms of labour costs — led by low labour costs of China — that the home-country
workers are pretty sure to lose in the end because of being unable to compete and to continu-
ously lower their wage claims. The co-existence of migrant workers with local workers in a
company that could apply financial participation for both groups of workers could represent
an interesting alternative in terms of competitiveness. The British economy by welcoming
migrant workers from new EU Member States has shown that this could lead to a dynamic
economy that remains competitive in terms of labour costs while progressively upgrading its
technological and quality contents.

At the same time the increased volatility and internationalisation of profits are playing against
the transparency of profit-sharing and employee-ownership schemes advocated in the litera-
ture. Profits seem to have become dependent on a much larger spectrum of policies: capital
investment, marketing, diversification of products and activities, as well as outsourcing that
the workers cannot influence much. In such a context, however, using financial participation
and in particular employee-ownership may represent a way to motivate workers within their
company’s global operations. They equally help to make employees share more of the fruits of
global economic growth.

4. Structural Changes in the World of Work

a) Changing Patterns of Work: New Types of Jobs and Workers

The changes that took place in terms of activities may also influence the scope of financial
participation. Most European countries have experienced a declining share of manufacturing
activities and an increased share of services over the last decade. There is notably a current
growth in new types of services such as home care services for old people or for children, as
well as more tele-working. Home services in particular are expected to continue expanding as
the work force ages and life expectancy increases; they introduced, however, a radically differ-
ent relationship between the employee or a group of employees and the employer, since the
employer may now be the individual client. This type of relationship clearly makes it difficult
to measure individual and collective performance and renders financial participation more
difficult to apply. The growth of very small enterprises further introduces a new context for
the implementation of workers’ financial participation schemes.

At the same time firms in more traditional activities become ‘entrepreneurs’ and less and less
‘employers’. They try for instance to restrict their core workforce and to develop subcontract-
ing, and new forms of commercial relations (with individuals, other firms or organisations) in
order to share the risk of the employment relationship to the employees and/or to other firms
and organisations. With this notion of employer — who is normally the entity implementing
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and monitoring a financial participation scheme — being more difficult to define, financial par-
ticipation schemes may become less relevant as a management or human resources tool.

The challenge here would be to study the potential development and effects of financial par-
ticipation schemes in this new type of services. At the same time financial participation
schemes should find its role in the development of new services small and medium enter-
prises. Finally, both profit-sharing and employee-ownership could be efficiently applied to
new categories of workers such as migrant workers and interim-agency workers, precisely to
ensure their efficient integration and motivation in their work environment. This would help
reducing the gap currently appearing between this expanding part of the labour force and
more permanent employees, and thus limiting the potential conflicts and productivity loss that
this could generate on the labour market.

b) The Structural Weakening of Social Dialogue

Financial participation prospects should also be seen within the current social dialogue context
notably characterized by the continuous decline in trade union membership, a decentralization
of wage bargaining, wage moderation through flexibility — or ‘flexicurity’— tradeoffs at com-
pany level, and stronger bargaining power of employers along outsourcing and the recourse to
migrant labour. This trend is even more striking in new EU Member States, with a continuous
decrease in the trade union membership and in the coverage — already very low — of collective
bargaining at both branch and enterprise level.

When and where they are involved in decentralized bargaining, trade unions are generally pus-
hed by the employers to negotiate new types of trade-offs, such as wage increases against lon-
ger working time, or wage cuts for maintaining employment etc. In a context of wage modera-
tion and wage concessions at enterprise level, trade unions may thus fear that financial partici-
pation schemes will act as a substitute rather than a complement to normal wage increases
normally negotiated through collective bargaining rounds. The distinction between financial
participation — and in particular profit-sharing — and wage bargaining is thus essential to gain
trade union support of financial participation schemes. Here the national experiences are very
diverse. In some countries like France profit-sharing comes on the top of the wage increase
bargained at firm level and thus acts as a complement to social dialogue on wages. In other
countries on the contrary profit-sharing has acted rather as a substitute for wage increases as
in the UK, something that clearly explains the trade unions' opposition to this type of sche-
mes. The experience of a country outside the EU, Brazil, is particularly interesting since the
possibility for social partners to negotiate profit-sharing schemes at enterprise level has led to
a un-precedent development of collective bargaining and collective agreements.

This new world of work is clearly leading the trade unions to new priorities. In particular to
face the continuous fall in membership the trade unions have engaged into efforts to promote
mainly national level (or possibly sectoral) negotiations, for instance on wage increases. All
systems implemented at enterprise level are seen with increased suspicion by the trade unions
and do not meet their consent. Trade unions in the recent past have thus pushed for the mi-
nimum wage settlement, for wage negotiations on average wage or hourly wage increases at
national level, as well as for the generalization of the extension clause, which allows a collec-
tive agreement for instance at sectoral level to be generalized to all companies and workers of
that sector even for those companies that have not signed the collective agreement. Paradoxi-
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cally, this move may lead to further decrease collective bargaining and trade unions bargaining
strength at local level.

While the difficulties in organizing labour should be understood, trade unions may also under-
stand the benefits they could get from strengthening their action at local level. In this regard
financial participation schemes may also give them the opportunity to obtain increased total
worker remuneration packages in the current period of wage moderation. It could help them
to find new tradeoffs in the flexicurity arena and to progressively come out of the wage mod-
eration era.

5. Concluding Remarks

Workers’ financial participation has remained for years on the EC policy agenda (see PEPPER
I, 11 and 111 Reports). Several studies have multiplied to put the emphasis on the positive ef-
fects that this type of schemes may have both on the economic and social sides. As high-
lighted by the EC, ‘Financial participation is one important element that may contribute to EU
countries’ competitiveness while preserving its social cohesion.” (EC, 2002). The European
Commission reports also described as ‘disappointing the low use of these schemes considering
their importance for productivity, wage flexibility, employment and employees’ involvement’;
before insisting that ‘the development of financial participation schemes is strongly influenced
by government action, in particular by the availability of tax incentives’ (EC, 1997, PEPPER
Il Report).

On the one hand, many governments in the EU have continued to develop financial participa-
tion schemes (see Part 2, Country Profiles in this volume). On the other hand, however, the
world of work has been changing fast and may limit the recourse to financial participation.
There is thus an urgent need to reconsider financial participation within this new environ-
ment, especially since the most recent developments on the labour market — as shown here —
do not seem to be always favourable to extending financial participation to a large portion of
the work force.

In particular the priority given by most European governments to less regulation especially
through removing all barriers to hiring and firing has obviously put more emphasis on external
flexibility — that is, employment adaptability. As a result, internal flexibility (based instead on
employment stability to maintain the labour force motivation and skills and achieved notably
either through greater pay flexibility — which can be brought by profit-sharing schemes — or
through workers’ motivation — brought by employee-ownership) is less perceived as a priority
policy option.

At the same time however the world of work is complex and is continuously evolving. Not
only new forms of work organization are emerging — such as the growth of atypical forms of
work or the recourse to shift work and unsocial hours — but the number of working hours
does also have a tendency to increase, an element that may be more associated to internal ra-
ther than external flexibility. No doubt financial participation needs to adapt to this complex
and changing world of work, first to accompany some of the changes that are taking place in
work organization, but also to motivate the labour force in a context which seems to be do-
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minated by sometimes extreme wage moderation and casualisation of the employment rela-
tionship.

Globalisation and its effects are also challenging the current nature of financial participation.
Employers have increased external flexibility even further through a more systematic recourse
to outsourcing or the employment of migrant workers. Wage developments described in this
paper confirm the employers’ success in minimizing wage costs, with an unequal distribution
of growth between wages and profits, and a general move toward wage moderation in almost
all European countries that has contributed to generate an increased proportion of low pay
and working poor. This is a movement against which trade unions seem to be rather power-
less in a context of continuous decline in membership and the shrinking coverage of social
dialogue.

Moreover the increased recourse to atypical forms of contracts such as fixed term contracts,
self-employment, and interim agency work thus leading to a fragmentation of the labour force
further strengthened by the development of atypical working time arrangements such as shift-
work or week-end work. The development of financial participation is made difficult by such
labour force fragmentation and the recent growth of new types of services — such as home
care for the elderly etc. — that modify the traditional employer-employee relationship.

At the same time financial participation may provide some policy answers to some of the ef-
fects of globalisation, such as the continuous decline of the wage share in economic growth.
Profit-sharing and employee-ownership could represent the way to better share economic
growth. Profit-sharing and employee share ownership schemes may help to provide solutions
to the current unequal distribution of growth and wage moderation process. Distributing part
of companies’ profits or dividends to the workers may help to ensure a more fair distribution
of growth and guarantee that employees’ income would increase whenever and wherever pos-
sible according to individual enterprise performance. By linking wages to the companies’ prof-
its or capital, it may also represent a way to reconcile the employees with the global operations
of their companies.

The advantages of profit-sharing and employee-ownership schemes in terms of workers’ mo-
tivation, investment in human capital, and enhanced productivity could also be brought back
to the attention of employers and public authorities to counter some of the negative effects
expected — and already observed in many places — with regard in particular to the vulnerability
of workers, overall quality of jobs and long-term growth from the extreme use of external
flexibility and outsourcing (Eyraud and Vaughan-Whitehead, 2007).

Financial participation, if it were extended to all types of employees, could also contribute to
limit the devastating effects of the emergence of a dual labour force, and provide a way to
reduce the gap between permanent workers and more insecure workers (such as migrant and
interim-agency workers).

Moreover if the traditional routes for promoting financial participation schemes such as legis-
lation or tax policy are more difficult than before, other routes must be investigated. Financial
participation schemes should first be more systematically placed within the corporate social
responsibility agenda. Financial participation might furthermore be promoted through a coor-
dinated approach of EU actors, e.g., through the open method of coordination (that is, a bet-
ter exchange of practices and benchmarking).

At the same time should we not rethink the role of social dialogue and collective bargaining at
decentralised level with regard to financial participation schemes? No doubt financial partici-
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pation could start being discussed within the current flexicurity negotiations at company level.
In addition to this, at a moment in which many economic and social issues, including wage
policy, are negotiated in many countries in tripartite discussions at the national level — often
leading to tripartite or economic and social pacts — it is time to put the promotion of financial
participation also on the tripartite agenda as a policy tool and to discuss how its different
forms may contribute to pursue general economic and social goals.

Obviously some of the obstacles to financial participation identified in this article —such as
organisational changes, recourse to additional working hours or atypical work contracts — are
not totally new. What is new, however, is the whole international context of globalisation and
internationalisation in which financial participation has to operate and which has brought new
systematic types of business models such as outsourcing, minimization of wage costs, domi-
nance of external flexibility through labour deregulation and more freedom to hire and fire
workers. Both the new employers’ vulnerability to international competition and the new stra-
tegies of the trade unions — for instance to go back to centralised wage-fixing to avoid risky
tradeoffs at company level — have to be taken into account as well.

Financial participation must be reconsidered in this new world of work environment, if it is to
develop further. Otherwise it will not be able to serve as a policy tool to address some of the
major issues brought by globalisation, in terms for instance of wage disparity, poverty, and
uneven distribution of the fruits of economic growth.

227



Part 3 — Comments on the Benchmarking Results

228



I11. Suggestions for Initiatives

Jens Lowitzsch

The analysis of the legislative framework in the 27 EU Members States and the two Candidate
Countries has shown, that regardless of data source, the past decade has seen a significant
expansion of employee financial participation in Europe. This is true of both profit-sharing
and employee share ownership, although profit-sharing is more widespread. Throughout the
European Union, the percentage of enterprises offering various PEPPER schemes is on the
rise. Between 1999 and 2005, broad-based share ownership schemes increased from an aver-
age of 19% to 26% (unweighted country averages). On the other hand, — despite of this posi-
tive trend — it seems that financial participation has been extended to a significant proportion
of the working population in only a handful of countries.

The comparative analysis of the general attitude of governments and social partners still shows
a lack of concrete policy measures supporting PEPPER schemes, and limited interest both by
trade unions and employers organisations. Instead of being actively promoted as in some old
EU Member States, employee financial participation has (with some exceptions) most fre-
quently not been considered, or has been viewed with suspicion.

On the basis of these principal findings of the PEPPER IV Report suggestions for future ini-
tiatives which could contribute to a more widespread diffusion of employee financial partici-
pation in the enlarged EU are being made to the EU Member States as well as to the Commis-
sion.

1. Promoting PEPPER Schemes at the National Level

The potential beneficial effects of employee financial participation should not be neglected. A
growing body of empirical evidence appears to back up these claims.*® To summarise, existing
evidence suggests that financial participation can deliver real benefits for employees, enter-
prises and national economies. However, despite this potential, it remains under-utilised in
most Member States, and is unevenly distributed within the EU.

» The challenge: Legislating PEPPER Schemes

In conformity with much of the Western experience, the lack of specific legal provisions on
employee financial participation in the new Member States, which would provide a different

300 Financial participation has been statistically linked with greater productivity and with higher profits (profit-
sharing: Festing et al., 1999; share ownership: Blasi et al., 2004). Furthermore, these effects appear to be
strengthened by the presence of other kinds of employee involvement (Kim, 1998).
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fiscal treatment or other type of incentive, seems to have been a major obstacle to its intro-
duction as well as a cause for decreasing incidence. Probably some policy action in this do-
main would be essential in the new Member States and candidates. The Western experience
with profit-sharing and employee ownership clearly confirms that schemes have been most
diffused in those countries where concrete measures have been introduced to support them.

» Share Ownership Schemes: Developing a long-term perspective

Given the prevailing economic conditions in most of the new Member States from Central
and South Eastern Europe, the beneficial effects could be even more important than in the
EU-15 economies. Nevertheless, share ownership has been introduced rather as a one-off
incentive to employees within the privatisation process. Policies actively promoting not only
the introduction of such schemes but also their continuous support have been almost non-
existent. On the other hand employee financial participation has been actively promoted by a
number of western governments, as well as by the EU, precisely because it is expected to lead
to a number of positive effects in the long run.

» Profit-sharing: Strengthen incentives and increase productivity

Profit-sharing, in particular, despite its limited diffusion in the newcomers from Central and
Eastern Europe®, is likely to become far more relevant in these countries, stimulated by the
rich experience with these schemes in the EU-15. The need to strengthen incentives and in-
crease workers productivity in the future should generate more favourable attitudes towards
flexible remuneration schemes such as profit-sharing. Furthermore, profit-sharing enhances
loyalty and motivation among employees by ensuring them employment security in exchange
for wage flexibility. Both effects may help to encourage employers to utilize wages rather than
employment as the instrument of flexibility. This, in turn, would discourage higher turnover
in the labour markets, and contribute to greater employment stability.

» Internal versus external flexibility: Profit-sharing and flexicurity

The public authorities’ desire to reduce unemployment figures has led them to favour the pro-
cess of entry and exit from the labour market and the promotion of an ‘external flexibility’
model. Profit-sharing schemes are an element of ‘internal flexibility’ that allows wages to go
down in a period of economic downturn and help the employing company to keep its margins
— by automatically decreasing its labour costs — without having to reduce its labour force. Sev-
eral studies have shown that profit-sharing could bring wage flexibility and employment stabil-
ity. This is in line with the common principles of ‘flexicurity’ retained by European Commis-
sion and Council, such as ‘a better balance between external and internal flexibility’, ‘a climate
of trust and dialogue’ and ‘a better workers’ adaptability capacity’. Thus, especially against the
background of the changes of the world of work and as a means of achieving internal flexibil-
ity (as opposed to external flexibility) profit-sharing can play an important role in the flexicu-
rity-approach.

301 In the early 1990s, the general economic conditions — recessionary trends, falling wages, low or negative
profits — have not favoured the adoption of profit-related remuneration schemes. Changes in the area of la-
bour relations have usually provided laws based on the standard wage employment contract, which together
with rigid tax provisions, do not allow much flexibility in payments systems.
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2. The Building Block Approach: Developing a common model for finan-
cial participation across the EU

The ‘Building Block Approach’ as an open platform model ideally responds to the need for
developing schemes at the European level in order to support financial participation more
actively and to overcome national differences in taxation policy. At the same time, such a
framework, while providing a broader incentive system, delineates what companies may do
without inviting sanctions from regulatory, legal and taxation authorities.

Company
Profit Sharing Sharing of Capital
Share-based __ sells shares Employee Stock /
Profit Sharing | Ownership Trust
Cash-based Broad based /
Profit Sharing / Stock Options
transfe:rred to
Deferred investedin Employee 4/
Profit Sharing ] Shares
——— ’e/}?u
invested in Sty transfor@ into
as
Loan to Company

Capital Markets

(External Capital)

» Providing a broad incentive system with flexible solutions

A model must be compatible with those already established in the Member States: Relatively
widespread in the EU-15 are profit-sharing schemes, stock options and employee shares. In
countries with an Anglo-American tradition, e.g., the United Kingdom and Ireland, but also in
some transition countries, such as Hungary, Croatia and Romania, ESOP-models are to be
found. The Building Block Approach reflects this diversity, while opening national practise to
new forms of financial participation. The building blocks consist of the three basic PEPPER
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elements:** (1) Profit Sharing (Cash-Based, Deferred and Share-Based); (2) Employee Share-
holding (Stock Options and Employee Shares); (3) Employee Stock Ownership Plans as Col-
lective Schemes.

» A future EU recommendation: Implementing the legal foundations of a European
Model

The European Platform consisting of the proposed Building Blocks could be framed as a Re-
commendation addressing the problem of national implementation by a recognition procedure
by Member States. As a result of this procedure, each Member State would recognise individ-
ual elements from the European Platform drawn up in the Recommendation as equivalent to
a plan drawn up under its own laws and provide equivalent benefits. This sets up a distinct
legal entity for the chosen Building Block for companies to refer to throughout those coun-
tries that decide on recognition.

» Building on existing national legislation originating in the acquis

Given the above described difficulties in arriving at a supranational compromise, in order to
reach a regulation at the supranational level, the simplest solution is to build on existing na-
tional legislation originating in the Acquis Communautaire. A rare example of such legal
‘common ground’ are some of the national rules on listed and unlisted joint stock companies
originating in the implementation of European Law i.e., the second Council Directive on
Company Law 77/91/EEC. Further investigation of other common existing regulations in
this field is needed.

3. PEPPER Schemes for SMEs: Employee Stock Ownership Plans (E-
SOPs)

In addition to well known forms of financial participation (e.g., employee shares and profit-
sharing), the Building Block Approach introduces a lesser known but flexible form of collec-
tive share ownership: the ESOP. While, for example, share-based profit-sharing schemes have
only one source of funds (i.e., direct contributions from the employer company), the ESOP
can obtain financing from such different sources as: (1) a loan from the employer company, a
selling shareholder or a financial institution such as a bank; (I1) dividend earnings; (111) sale of
shares to its related share-based profit-sharing scheme; and (V) contributions from the em-
ployer company.

While share ownership generally involves additional risk for employees, the ESOP avoids this
consequence. Although employees, as in other share ownership schemes, are encouraged to
allot part of their wealth into the shares of their own companies rather than those of other
companies, resulting in concentrated rather than diversified risk, there is this fundamental
difference: ESOP debt is funded by appropriately timed contributions from the company to a
employee trust (ESOT). Thus the scheme provides an additional benefit to basic wages. The
employee’s salary remains unaffected. Furthermore, ESOPs make employees more motivated

302 For a detailed technical description of the different mechanisms and schemes see ‘Financial Participation for
a New Social Europe’ by J. Lowitzsch et al., Berlin/Paris/Brussels 2008.
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and productive while at the same time making enterprises more competitive.*®® Finally, there is
an additional advantage to the company: shares are not sold to outsiders; thus there is no risk
of loss of control and the company remains local. As such ESOPs could be an important tool
for solving the problems of business succession in family-owned enterprises, strengthening
bonds between enterprise and community, while keeping jobs local and more wage income
spent at home.

» Heads of family enterprises will be retiring en masse in the next ten years

A recent Commission Communication from 2006** stated that with the aging of Europe’s
population, ‘one third of EU entrepreneurs, mainly those running family enterprises, will
withdraw within the next ten years’. This portends an enormous increase in business transfer
activity which could affect up to 690,000 small and medium-sized enterprises and 2.8 million
Jobs every year. 1t is anticipated that as a consequence of the new forms of business finance now
coming into use, transfers within the family will decrease, while sales to outside buyers will
rise. The entrance of international investors into what used to be primarily domestic markets
will broaden the range of potential buyers for European small and medium-sized enterprises.
This process is likely to threaten the successful regional structure of European (family-owned)
businesses and will profoundly affect the European Community itself. This field of action has
been highlighted as one of the main objectives of the Council Recommendation of 7 Decem-
ber 1994** and recently by the European Commission, explicitly stressing the importance of
ownership transfers to employees as a specific measure for facilitating business succession in
SMEs.

> ESOP as a vehicle for business succession

A full or partial ESOP buy-out provides an ideal vehicle to facilitate transitions in ownership
and management of closely-held companies. The ESOP creates a market for retiring share-
holders’ shares, which is of major importance to unlisted SMEs having no other ready source
of liquidity. ESOPs may easily buy-out one or more shareholders while permitting other
shareholders to retain their equity position. This is one of its major advantages from the
shareholders’ perspective. At the same time, ESOPs give business owners the opportunity to
diversify their investment portfolios without the costly process of going public. Furthermore,
there is no dilution in equity per share of current stockholders since no new shares are issued
and all shares are bought at fair market value. If the ESOT borrows money to buy shares, the
company repays the loan by combining any dividend income of the trust with its own tax-
deductible contributions to the plan. As the loan is repaid, a number of shares equal to the
percentage of the loan repaid that year is allocated to employee accounts, usually on the basis
of relative compensation. In this way the ESOP creates a market for retiring shareholders’
shares at a price acceptable to the owner - a market which otherwise might not exist. At the

303 For a recent, comprehensive overview of the positive economic evidence (esp. for ESOPS) see J. R. Blasi, D.
Kruse, A. Bernstein, ‘In the Company of Owners’, Basic Books, New York 2003; they find an average increa-
se of productivity level by about 4%, of total shareholder returns by about 2% and of profit levels by about
14% compared to firms without PEPPER schemes.

304 Implementing the Lisbon Community Programme for Growth and Jobs, on the Transfer of Businesses —
Continuity through a new beginning, from 14.03.2006 COM (2006) 117 final.

305 On the transfer of small and medium-sized enterprises, 94/1069/EEC, with explanatory note, Official Jour-
nal No C 400, 31. 12. 1994, p. 1; reiterated in the Communication from the Commission on the transfer of
small and medium-sized enterprises, OJ C 93, 28.3.1998.
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same time, when a change of control is appropriate, ownership is transferred to motivated
employees who have a vital interest in the company’s long-term success.

Bank
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Thus the ESOP may be an attractive alternative to selling the business to outsiders, especially
when there is a desire to keep control of the business within a family or a key-employee
group.® As a trusteed plan, the ESOP is designed to separate control over the shares in the
trust from the ‘beneficial owners’. The trustee exercises the voting rights while the employees
are the financial beneficiaries of the trust. The trustee may, in fact, be the very person who
has just sold some or all of his shares to the trust. For smaller firms especially, it is much eas-
ier to contemplate a gradual transfer of ownership by creating a market for the shares of those
who wish to sell at the present moment, while enabling those who wish to hold their shares to
retain their equity interest permanently or at least until some later date. The result is the op-
portunity of gradually cashing out without giving up immediate control.*”’

4. Promoting PEPPER Schemes through Tax Incentives

In spite of the difficulty of their implementation at the European level (because of the exclu-
sive jurisdiction of national legislation over tax law), tax incentives remain powerful tools for
enhancing and broadening financial participation. This is especially true when they remain
optional for the Member States and not subject to a unanimous vote of approval. Countries

306 The ESOP may also be used to buy out dissident shareholders.

307 Once the loan is paid off, of course, most companies make some arrangement for the presence of employee
representatives on the plan committee.

234



[ll. Summary and Recommendations

could voluntarily offer tax incentives singly or in groups. Such a step would create an increas-
ingly favourable environment in which countries having an advanced tradition, such as France
or the United Kingdom, would encourage emulation. Optional preferential treatment as part
of the Building Block Approach requires distinguishing between profit-sharing schemes, share
ownership schemes and employee stock ownership plans.

» Tax incentives are not a prerequisite to PEPPER schemes but they effectively pro-
mote financial participation where they exist

On the one hand financial participation schemes without tax incentives sometimes may have a
higher incidence than those with tax incentives. Therefore tax incentives are not to be consid-
ered a prerequisite to the development of financial participation. On the other hand countries
with a long tradition of employee financial participation as well as countries where tax incen-
tives are quite recent, universally confirm the positive impact of tax incentives.

» Tax incentives should (and in most countries do) target those taxes which consti-
tute the heaviest burden in the national taxation system.

Usually these are the progressive personal income tax and social security. Many countries the-
refore provide: (1) exemptions from social security contributions for certain plans (e.g., Fran-
ce, Belgium, UK, Ireland, Finland); (2) levying a capital gains tax (e.g., UK, for dividends Bel-
gium); (3) levying a special low tax (e.g., France) in lieu of personal income tax, and (4) tax
allowances for personal income tax (e.g., Austria, Finland, Ireland).

» Some forms of tax incentives are more favourable for certain types of plans and
also lead to higher efficiency:

For share ownership and stock options as far as benefit taxation is concerned: generous valuation rules
combined with a favourable taxation moment (often linked to holding period), and, if possi-
ble, exemption from SSC for both the employer company and the employee.

For dividends and sale of shares: a special tax rate or capital gains tax in lieu of personal income tax
and, if necessary, exemption from SSC.

For ESOPs and Intermediary Entities: exemptions from income tax on share acquisition®® or on
share sale if the profit is realised after a holding period or within a retirement program; the
company may qualify for tax relief on both interest and principal payments on the loan; sale of
stock to an ESOP on a tax-deferred basis if the proceeds of the sale are reinvested in securities
of other domestic corporations (tax-free rollover).

For profit-sharing: a special tax rate in lieu of the progressive personal income tax as well as ex-
emption from SSC for both the employer company and the employee.

308 In Ireland this is the case only where the ESOP comprises an ESOT working in tandem with an Approved
Profit Sharing Scheme.
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5. Informing Governments and Policy-Makers about the PEPPER Initia-
tives

The development of financial participation schemes across the EU is strongly influenced by
national policies, in particular by the availability of an appropriate legal framework, tax incen-
tives and other financial advantages. As a result, different laws and sometimes mandatory
rules in different countries often require specific forms of financial participation, forcing com-
panies to tailor the design of an international plan accordingly. Here the EU has an important
role to play in promoting employee financial participation throughout the newly-enlarged EU.
It could disseminate information and proposals on this subject as a continuation of earlier
initiatives in this area.

6. The Need for Consistent and Reliable Data

In line with prior Commission activities a Community initiative should launch at an EU wide,
comparative, focused survey of financial participation. Since no cross country data focussed
on financial participation is available at present, the PEPPER IV benchmarking is a compro-
mise intended to cope with the existing data deficit without undertaking a new survey. There
were inconsistencies between different data sources which showed different scales of financial
participation, for example, a much larger offer (CRANET) than the actual take-up rate by
employees (EWCS). This discrepancy in the cross country data can probably be attributed to
diverse definitions and methodologies employed as well as a diverse emphasis of the surveys.
To facilitate a discussion of individual country scores on different indicators vis a vis compa-
rable scores of other EU Member States, and to obtain a reliable overall picture, a more com-
prehensive and consistent data base is indispensable. The Commission should support addi-
tional research specifically designed to fill this gap.
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