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Romano PRODI
President of the European Commission

Dear President,

In July 2002 you invited a High-Level Group of independent experts to analyse the
consequences of the two strategic economic goals set by the European Union for the decade
ending in 2010: to become the most competitive and dynamic knowledge-based economy
with sustainable economic growth and greater social cohesion (the so-called ‘Lisbon
Agenda’); and to make a success of the pending enlargement by rapidly raising living
standards in the new Member States. The Group was asked to review the entire system of EU
economic policies and to propose a strategy for delivering faster growth together with
stability and cohesion in the enlarged Union.

The Group was invited to seek inspiration from a report by Tommaso Padoa-Schioppa and
others, whom the Commission had invited in 1986 to reflect on the economic consequences of
the Single Market Programme and of the southern enlargement. The Padoa-Schioppa Report
was extremely influential. It laid down the intellectual foundation for the construction of a
coherent economic edifice resting on three pillars: the Single Market, to improve economic
efficiency; an effective monetary arrangement, to ensure monetary stability; and an expanded
Community budget, to foster cohesion.

All three pillars were gradually put in place: the Single Market became a reality in 1993,
although problems of coverage and implementation still remain; the Community budget and
the share allocated to cohesion were somewhat expanded; and, even more remarkably, a
European monetary union was set up in 1999.
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The present Report finds that, despite the considerable institutional achievements of the EU,
its economic performance is mixed. While macroeconomic stability has considerably
improved during the 1990s and a strong emphasis on cohesion has been preserved, the EU
system has failed to deliver a satisfactory growth performance. This underperformance is
striking because it contrasts not only with expectations but also with past EU performance
and recent US accomplishment. In the EU, there has been a steady decline of the average
growth rate decade after decade and per-capita GDP has stagnated at about 70% of the US
level since the early 1980s.

Growth must become Europe’s number one economic priority — not only in the declarations
of its leaders but first and foremost in their actions. A more dynamic European Union will
help the integration of new Member States and strongly growing new members will
contribute to more dynamism. A more dynamic EU will also be a better partner for other
European and Mediterranean neighbouring countries, and in the global system.

Faster growth is paramount for the sustainability of the European model, which puts a high
premium on cohesion. Sustainability is under threat from rapid developments in demography,
technology and globalisation, all of which increase the demand for social protection. Failure
to deliver on the commitments of the Lisbon Agenda would endanger the present European
contract and could lead to its fundamental revision, thereby threatening the very process of
European integration. Fortunately, however, technology and globalisation, like enlargement,
also hold the potential for faster growth throughout Europe.



The Group views Europe’s unsatisfactory growth performance during the last decades as a
symptom of its failure to transform into an innovation-based economy. It has now become
clear that the context in which economic policies have been developed changed
fundamentally over the past thirty years. A system built around the assimilation of existing
technologies, mass production generating economies of scale, and an industrial structure
dominated by large firms with stable markets and long term employment patterns no longer
delivers in the world of today, characterised by economic globalisation and strong external
competition. What is needed now is more opportunity for new entrants, greater mobility of
employees within and across firms, more retraining, greater reliance on market financing, and
higher investment in both R&D and higher education. This requires a massive and urgent
change in economic policies in Europe.

The Group considers that three pillars upon which the European economic edifice is now built
are fundamentally sound. At the same time, it feels that the design of each of the pillars,
which together constitute the EU system of economic policies, must be improved. In
particular, greater coherence — across instruments, across decision-makers and jurisdictions
and over time — is absolutely essential to ensure that the system delivers on the objectives.

Expanding growth potential requires first reforms of microeconomic policies at both the EU
and national levels. However, there is also a need to revise features of the current
macroeconomic policy setting and to redesign cohesion policies at both the EU and national
levels. Growth, stability and cohesion must go together. Well-designed macroeconomic and
cohesion policies help to achieve sustainable growth. At the same time, significant growth is
necessary to maintain stability and cohesion.

To trigger those changes, we should reconsider the relationship between the EU as such and
the Member States. While the role of EU institutions in enforcing commonly agreed
disciplines remains essential, they must increasingly take on the role of a facilitator. Sticks
must be used when needed, but a policy system that essentially relies on the threat of
sanctions is neither efficient nor sustainable. Nor is a system viable that leaves so much to
depend on loose and uncertain agreements from the Member States to deliver on commonly
agreed objectives. The Report therefore suggests moving towards a more incentive-based
approach that treats Member States as partners. It also recommends refocusing the EU budget
to make it consistent with this approach, while respecting the current budget ceiling of 1.27%
of GNP. And it proposes a number of changes in methods of governance in order to make this
partnership much more effective.

The Reports puts forward a six-point agenda focusing on where EU policies and their
economic management can make the greatest contribution to achieving the declared
objectives of sustainable growth with more and better jobs, continuing price stability and
greater economic and social cohesion in the enlarged European Union. This agenda calls on
the EU and its members:

to make the Single Market more dynamic;

to boost investment in knowledge;

to improve the macroeconomic policy framework for EMU;
to redesign policies for convergence and restructuring;

to achieve effectiveness in decision-taking and regulation; and
to refocus the EU budget.
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For each of these six items, precise recommendations are spelled out in the Report. These
recommendations address solely EU policies, even though the Group strongly believes that
reforming national policies, especially in the area of social affairs, public investment and
taxation, is absolutely crucial to ensure that the EU economic system achieves higher
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sustained growth. Equally, our recommendations address only the economic and social
dimensions of sustainability, although the Group recognises the importance of the
environmental dimension. Taking up the details of other national and environmental policies
would have been outside the Group’s area of competence.
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Between the beginning and the end of our work, two important developments have taken
place in the European Union. The first is the draft Treaty establishing a Constitution for
Europe submitted by the President of the Convention to the European Council meeting in
Thessaloniki in June 2003. Most of our work had already been completed when the
Convention released its final proposal. Our recommendations and the Convention proposals
converge on some aspects of economic governance, but on several other our
recommendations require treaty changes, on which that the draft constitutional treaty is
silent.

The second is the current macroeconomic situation. In the span of one year, the economic
situation has deteriorated to a considerable extent. It was not within the mandate of the Group
to offer responses to this problem. Nor was it to provide a solution to the difficulty of several
countries, which, having failed to create the necessary room for manoeuvre during good
years, now find their fiscal policy increasingly constrained by the 3% of GDP deficit ceiling.
The Group, however, suggests a possible way to combine, in the present juncture, the
necessary commitment to growth and to fiscal discipline. In particular, the Group proposes
some measures to try and reconcile the need to reduce budgetary deficits and to undertake
growth-enhancing public expenditures.
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The members of the Group have reached a common diagnosis on the seriousness of the
economic situation in the EU and the risks involved in a continuation of current trends. Based
upon this diagnosis, they have formulated common proposals. While all members of the
Group share the thrust of the full set of proposals, individual members may retain their own
particular perspective on some specific aspects of individual proposals.
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In closing I want to emphasise that this Report is the joint product of an extraordinary team,
which comprises not only the members of the Group and the rapporteurs, but also Ricardo
Franco Levi, the Director of the Commission’s Group of Policy Advisors. All of us are
grateful to you, Mr President, for the opportunity and the privilege to work — with your

support and in full independence — on very complex and challenging matters that lie at the
heart of the European economic integration process.

(signed)
André SAPIR
Chairman of the Group

Brussels, July 2003
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CHAPTER 1

Overview

Over the past decade the process of European economic integration has witnessed
considerable institutional success, with the establishment of the Single Market in 1993, the
launch of the euro in 1999 and the decision to welcome ten new Member States into the
European Union (EU) in 2004. The economic performance of the EU, however, is more
varied. While macroeconomic stability has considerably improved and a strong emphasis on
cohesion has been preserved, the EU economic system has failed to deliver a satisfactory
growth performance.

Europe needs to grow, not only in area but also in dynamism. A more dynamic European
Union will help the integration of new Member States and strongly growing new members
will contribute to more dynamism. A more dynamic EU will also be a better partner for other
European and Mediterranean neighbouring countries, and for the global system. Faster growth
is also paramount for the sustainability of the European model, which puts a high premium on
cohesion. Sustainability is under threat from rapid developments in demography, technology
and globalisation, all of which increase the demand for social protection. Fortunately,
however, technology and globalisation, like enlargement, also hold the potential for faster
growth.

It is against this background that the Group was asked to review all three facets of the EU
economic system — the Single Market and complementary microeconomic policies,
macroeconomic policies inside the monetary union, and the EU budget — and to assess their
suitability in the context of enlargement. It was also asked to propose a blueprint for a EU
economic system capable of delivering faster growth together with stability and cohesion in
the enlarged Union.

The EU system of economic policies is very complex. It encompasses not only a large
number of instruments, but also a wide array of decision-makers, ranging from local to
national and supranational actors, which often share responsibilities for the many instruments.
Moreover, these instruments and actors often operate with different time horizons. Coherence
— across instruments and objectives, across decision-makers and jurisdictions and over time —
is therefore difficult to achieve inside the EU system. At the same time, however, coherence
is absolutely necessary in order to ensure that the system delivers.

The Report is in three parts. The first contains an assessment of economic performance in
terms of growth, stability and cohesion. The second part looks at the challenges facing the
Union in the years to come. The final part of the Report builds on the previous two to distil a
series of recommendations for the future.

1.1. Assessment

EU policies (Chapter 3). Judged by the progress made in the integration process, there is no
doubt that the period of the last 15 years has been a tremendous success. A number of
flagship policies have been successfully implemented. The Single Market Programme was a
major step forward, even if a number of problems of coverage and implementation remain.
The remit of competition policy was widened to include merger control and the Uruguay
Round of trade negotiations has led to significant trade liberalisation. Even more remarkable



were the smooth creation of the European Monetary Union and the pooling of monetary
sovereignty in the European Central Bank.

Growth (Chapter 4). By removing barriers to the mobility of goods, services, labour and
capital, the Single Market Programme was intended to foster competition, to boost
productivity and to accelerate growth. Yet, growth has been mediocre, with Europe’s
performance deteriorating - both absolutely and in comparison with the United States. It is as
if Europe has become stuck in a rut. That is all the more surprising since the size of the home
market, the high level of human resources, capital and infrastructure, the potential for
catching up with the US and the efforts made to promote more competition should together
have provided a solid basis for sustaining above average growth over a number of years.

It has now become clear that the context in which economic policies have been developed
changed fundamentally over the past thirty years. A system built around the assimilation of
existing technologies, mass production generating economies of scale and an industrial
structure dominated by large firms with stable markets and long term employment patterns no
longer delivers in the world of today, characterised by economic globalisation and strong
external competition. What is needed now is less vertically integrated firms, greater mobility
within and across firms, more retraining, greater flexibility of labour markets, greater
availability of external finance, in particular equity finance, and higher investment in both
R&D and higher education. In other words, what is required is a massive change in economic
institutions and organisations, which has not yet occurred on a large scale in Europe.

Stability (Chapter 4). In the field of macroeconomic policy, the period of the 1990s could best
be qualified as one of “cleaning up the balance sheet”. Overall, stability has been greatly
enhanced by the achievement of low inflation and lower budget deficits. However, while the
US has been able to achieve greater economic stability without any apparent reduction in
growth, in the EU progress towards stability has been accompanied by lower growth, thus
prolonging the unsatisfactory growth trend of the previous decade. Furthermore, not all
Member States have recently pursued stability-oriented policies with the same enthusiasm as
in the run up to monetary union. As a result, those countries that failed to create the necessary
room for manoeuvre under the 3% deficit ceiling when growth conditions were favourable are
now in trouble. They find themselves required to undertake major structural reforms with
little room for manoeuvre on the macroeconomic side.

Cohesion (Chapter 4). Convergence has occurred both at the level of Member States and at
that of the macro regions. At a more disaggregated regional level, however, the evidence is
less clear cut. Efforts by the EU through the structural funds and the cohesion fund to promote
convergence can only be a complement to other factors. They must be accompanied by
national policies to put in place a favourable environment for investment and for human
capital formation. The varied administrative capacities of Member States have proved
decisive in facilitating growth not least by their use of funds from the EU budget. This
experience has obvious implications for enlargement where new members will need to
achieve very high rates of growth over a sustained period in order to converge with the more
developed Member States.

Economic trade-offs (Chapter 5). Policies to promote growth, stability and cohesion may be
mutually supportive or they may undermine each other. The extent to which they are
supportive or not depends to a great extent on the existence of trade-offs. Concerning the
relationship between macroeconomic stability and growth, a major effort to bring inflation
and public deficits under control preceded monetary union. This effort may have had a short-
term negative impact on economic activity in some cases but in the medium term it provided
a much-improved framework for growth. Growth may have a negative effect on cohesion if
market forces lead to a widening of the income gaps between regions or between individuals.
In the case of economic convergence between regions there is little evidence of such effects
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and, on the contrary, lagging regions have provided a boost to overall EU growth. As regards
inter-personal distribution, market forces have tended to increase the inequality of incomes.
Member States have generally reacted with higher levels of tax and transfers to maintain the
previous post-tax and transfer distribution of income. Such policies have been good for
cohesion, but at the expense of lower incentives for growth.

Economic governance (Chapter 6). How economic policies are managed in the European
Union has become a key issue in recent years. Currently, a patchwork of different
arrangements for managing economic policies in the EU is in place. Four basic approaches
have been adopted: delegation, commitment, coordination and autonomy of national policies.
Not only are there different approaches, but also many different instruments are used to
execute policy, ranging from hard collective rules to milder instruments of persuasion and
soft procedures for cooperation and dialogue. The picture that emerges is one of confusion
and tension — confusion created by the complexity of the system and diversity of the roles
performed, tension in the gap between goals and means.

1.2. Challenges

Sustainability (Chapter 7). The dilemma facing European policymakers is likely to increase in
the years ahead. The current combination of low growth and higher public expenditure is not
sustainable, and will become less so in future. Europe’s population has aged considerably but
is set to age even more, leading to higher public expenditure for pensions and for health care.
Innovation and change will open the prospect of higher productivity, higher wages and
improved living standards. But they will continue to be disruptive and costs will be
concentrated in the short run, while the benefits will take longer to materialise. Skill-biased
technological change reduces the demand for unskilled workers leading to higher income
inequality in the US and higher long-term unemployment among unskilled workers in Europe.
With less employment, the burden of ageing is made worse. Globalisation produces the same
effects as technological change reinforcing its impact.

Enlargement (Chapter 8). The eastward enlargement of the EU presents both similarities and
differences when compared with the southern enlargement to Mediterranean countries in the
1980s. In terms of size (population, GDP) relative to the EU total of the time, both rounds are
quite similar. However, the income gap between the new Member States and the current EU
is much larger than the one between the Mediterranean countries and the then EU. The
accession of ten more countries also adds a dimension of complexity and heterogeneity that
was not present in the previous round. At that time, enlargement increased the number of
members by one third, whereas now the EU faces a cumulative doubling of its membership.

Because of the gap in income, convergence between the new Member States and the current
EU members is more than ever the key to successful enlargement. Neither theory nor the
experience of earlier enlargement convincingly supports a hypothesis of automatic
convergence. Convergence occurs only in the presence of certain key growth factors and
supporting policies. Identification of these factors and assessing the extent to which they are
present in the new Member States are necessary to answer the question whether they are well
equipped for rapid and sustained growth. On the one hand the new Member States have
relatively high levels of human capital. On the other hand, they have a legacy of old industrial
investment, environmental damage and poor public administration to remedy.

The new Member States are not only poorer; they are also structurally different. Against this
background, it may be assumed that their economic priorities can differ, not only from those
in the EU15, but also among themselves. This poses a double challenge with respect to EU-
wide macroeconomic policy: first, how to ensure the necessary degree of fiscal discipline and



co-ordination in a grouping of 25 countries with quite diverse macroeconomic and structural
characteristics; and, second, how eventually to conduct a single monetary policy in a euro
area with increased economic heterogeneity.

Enlargement will further increase the heterogeneity of the EU. The model of governance of
the EU was initially conceived for a Community, which was small and homogenous as
regards level of economic development. Successive rounds of enlargement, increasing yet
uneven market integration and the growing number of policy domains and instruments have
made the task of governance more and more complex. Challenges are already apparent in a
wide range of policy domains, ranging from regulatory policies to the macroeconomic field.
They could trigger a hollowing out of the intermediate layers of governance based on
commitment and coordination to the benefit of the two “corner solutions” of delegation and
Member States autonomy, unless the EU is able to achieve significant efficiency gains in
making coordination and cooperation work.

1.3. Recommendations

Principles (Chapter 10). Transforming the EU system of economic policy-making, so as to
deliver higher growth, will require redesigning policies and revising their modes of delivery,
as embodied in governance methods and the EU budget.

We follow four principles in recommending new policy designs:

e To expand growth potential requires first and foremost reforms of microeconomic
policies. However, there is also a need to revise some features of the current
macroeconomic policy setting and to redesign cohesion policies at both the EU and
national levels.

e Well-functioning and competitive markets for labour, capital, goods and services foster
growth. Appropriate market regulation also plays a crucial role. Improving the
functioning of product and factor markets requires action at both the EU and national
levels.

e Quite often in the EU economic system, policy instruments are assigned two objectives at
the same time: for example, fostering growth and improving cohesion. It would be better
to assign one objective to each policy instrument.

e New policy designs should improve the functioning of the enlarged Union and be geared
towards increasing growth both in general and in the new Member States.

We also follow four principles in recommending new modes of delivery:

e Methods need to be better matched to tasks. Some tasks need methods of delegation that
are crystal clear, consistent and capable of well-specified implementation. Others depend
on building up cooperation over time and on leaving space for decentralised
experimentation and more local dynamics.

o Effective implementation of EU policy frequently depends on the willingness of national
and sub-national government bodies to set their own priorities and develop their own
agenda in accordance with EU priorities. Promoting the EU’s role as a facilitator requires
not only sticks but also carrots, including through the EU budget.



e Whatever the incentives from the top, EU priorities can translate into policy actions by
the Member States or by economic and social actors only if they develop a sense of
shared ownership.

e In an enlarged Union, variable geometry is likely to become a natural response to
differences of situation or preference. In order to make it functional, clarity about basic
organising principles will be of utmost importance.

But before presenting its detailed recommendations, the Report sets out an agenda for a
growing Europe to achieve its two strategic economic goals for the years to 2010 in terms of,
on the one hand, creating the most competitive and dynamic knowledge-based economy, and,
on the other hand, rapidly raising standards of living in the new Member States.

The agenda contains six points which focus on where EU policies and their economic
management can make the greatest contribution to achieving the declared aims of sustainable
growth with more and better jobs, continuing price stability and greater economic and social
cohesion. The six-point agenda calls on the EU and its members:

to make the Single Market more dynamic;

to boost investment in knowledge;

to improve the macroeconomic policy framework for EMU,;

to redesign policies for convergence and restructuring;

to achieve more effectiveness in decision-taking and regulation; and
to refocus the EU budget.
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The Report contains a series of recommendations for each agenda item. The
recommendations are divided into policies (items 1 to 4) and modes of delivery (items 5 and
6).

Policies for promoting growth (Chapter 11).

1. Make the Single Market more dynamic. Here the main recommendations are for better
coordination between regulatory and competition policies to encourage market access for new
entrants and to introduce a more pro-active policy to support labour mobility within the
Union. A third recommendation is to develop infrastructure to connect up the broader
European economy.

2. Boost investment in knowledge. The specific recommendations in this context are to
increase government and EU spending in research and post-graduate education, to allocate
research grants according to the highest scientific standards, to create an independent
European Agency for Science and Research, and to encourage private-sector R&D via tax
credits.

3. Improve the macroeconomic policy framework for EMU. The recommendations here go in
the direction of improving the incentives for countries to secure surpluses in good times,
while increasing the room for manoeuvre for fiscal policies in bad times within a framework
of strengthened budgetary surveillance and more effective and flexible implementation of the
Stability and Growth Pact, while sticking to the 3% ceiling. The Commission should reinforce
its surveillance and be given more responsibility to interpret the rules of the SGP. Also,
budgetary responsibility would be enhanced by establishing independent Fiscal Auditing
Boards in the Member States. At the same time, a higher degree of country differentiation
based on the level public indebtedness should be introduced and the conditions under which
the 3% deficit threshold can be breached should be modified. Another set of
recommendations concerns policy coordination: there should be greater coordination among



national budgeting processes and more dialogue between the president of a newly-established
euro area Council, the relevant EU commissioner and the ECB president.

4. Redesign policies for convergence and restructuring. In this context, the Report
recommends that EU convergence policy should concentrate on low-income countries rather
than low-income regions, and that eligibility for access to EU assistance should be reviewed
at the end of each programming period. In addition, convergence funds allocated to low-
income countries should focus on two areas: (1) institution building, and (2) investment in
human and physical capital, leaving beneficiaries free to decide how to allocate resources
across different national projects. The Report also recommends EU restructuring support for
workers who lose their job and need support to retrain, to relocate or to start a new business,
as a complement to national welfare policies. Part of the restructuring efforts should also be
devoted to the agricultural sector.

Modes of delivery: Governance and the budget (Chapter 12).

5. Achieve effectiveness in decision-taking and regulation. Here the Report makes a series of
recommendations: the assignment of competences between the EU and national levels of
governance should be more flexibly and coherently defined; the devolution of some funding,
economic law enforcement and regulatory functions from the Commission to independent
European bodies; further movement towards decentralised implementation of market
regulation by developing both steered networks of national and EU bodies operating within
the same legal framework and partnerships of autonomous national bodies cooperating with
each other and with EU bodies; improvement in the management of the Single Market;
strengthening EU methods for implementing the common growth and social cohesion agenda;
institutional reform aimed at strengthening the strategic capabilities of EU institutions,
including a leaner Commission (15 members) and more Qualified Majority Voting on
economic issues in the Council; and extension of the possibilities for developing more
intensive cooperation among subsets of Member States, without defining an a priori threshold
for the number of participants.

6. Refocus the EU budget. The idea is to reorganise radically that part of the budget for
economic actions within the EU. There should be three funds: a growth fund, a convergence
fund and a restructuring fund. Eligibility for each kind of spending will be based on separate,
but fair and transparent criteria. This restructuring would enable the budget to play a more
clearly defined role in achieving the Union’s 2010 objectives. If the total budget amount
remains unchanged, this will imply a major cut in agricultural spending and the devolution of
spending for rural policy to the Member States. Financing the budget should move away from
national contributions to sources with a clear EU dimension. Along with changes in
expenditures and revenues, the Report recommends changes in budgetary procedures,
including the devolution of some responsibility for budget execution to actors other than the
Commission.



CHAPTER 2

A conceptual framework

This Report aims first at assessing whether and how economic policy as implemented in the
European Union has been able to achieve its objective. It does so by analysing historical
evidence in the context of a rapidly changing political and economic environment. In the
recent past, change has been driven by new technologies, globalisation, German reunification,
and the process of European integration itself. The Report then assesses how the EU’s
policymaking framework can best adapt to further challenging developments in the form of
continued globalisation and enlargement, set against a background of an ageing population.

The Report seeks to make recommendations for adapting the EU policymaking framework
based on clear principles for policy evaluation. This opening chapter outlines a conceptual
framework for policy assessment, on the basis of clearly outlined trade-offs and interactions
between objectives, between instruments, and over time in a changing environment.

The process through which supranational institutions and policies emerged in Europe was
motivated by a variety of politico-economic objectives. In the aftermath of World War 11, the
original six members chiefly wished to organise their mutual relationships in a way that
would prevent future wars. Accession by Spain, Portugal, and Greece had important
implications for those countries’ commitment to democracy, while EU membership also has
obvious political implications for the formerly communist countries of central and eastern
Europe. Thus a variety of different, if similarly strong, political reasons for European
accession led the member countries towards “ever closer integration.”

The scope and depth of integration have been increasing along with the number of Member
States in areas like defence and external representation. But the process of European
integration so far has been driven essentially by economics. Economic policy instruments and
economic policy goals have played the central role in the framework of the European
Community: by stimulating trade, competition and factor mobility, resources will be allocated
more efficiently and aggregate incomes will rise. An efficient allocation of economic activity,
however, need not necessarily be equitable and politically acceptable. Market pressure can be
perceived to be unfair when markets are imperfect. The European continent has in the last
century witnessed wars, revolutions, hyperinflation, and excessive fluctuations, resulting in
episodic social and political crises. Hence, it is far from surprising that national and
supranational policymakers should be concerned not only with economic growth but also with
cohesion (to the extent that divergent economic circumstances could foster social conflict)
and with stability (to prevent excessive fluctuations of economic, monetary, and fiscal
circumstances from provoking political crises).

In the history and practice of European economic policies, accordingly, the efficiency (or
“growth”) implications of economic integration and other institutional developments are
intimately intertwined with “cohesion” and “stability” objectives. Throughout this Report, the
final goal of EU economic policies is taken to be that of achieving higher incomes and faster
growth, in a macroeconomically stable and cohesive Union of as many states as historical
circumstances allow, in the light of political as well as economic objectives.



2.1. On policy coherence

Throughout the world, and in all history, economic and social outcomes are shaped by the
interaction of market forces and collectively-decided policies. Market interactions are
imperfect in various respects, and a variety of policy instruments can effectively alter market-
driven outcomes, positively as well as negatively.

It is possible, however, to identify reasons why policies and the relevant governance
processes may fail to yield socially desirable outcomes. The resulting conceptual framework
will be brought to bear on assessing the performance of the complex historical web of
political and economic features that characterise the EU policymaking system, and will be
useful in outlining how policy may best be configured so as to deal with the special
challenges facing Europe now and in the near future.

To this end, it will be useful to focus on the relationship between the scope of policies and the
governance process that implements policy instruments. Policy decisions and implementation
can be defective when the scope of policies and of decision-making processes is imperfectly
coherent across policy effects and policy decisions, either at a point in time, or over time.
Coherence can be looked at on three levels:

1. coherence at the level of instruments and objectives,
2. coherence at the level of decision-makers and jurisdictions, and
3. coherence over time for a given decision-maker and/or jurisdiction.

The following three subsections offer general definitions and practical examples of the
desirability and possible lack of coherence for each of these dimensions.

2.1.1. Coherence at the level of policy instruments and objectives

Policies lack coherence between instruments and objectives when they effectively address a
specific objective in a positive direction, but have adverse effects on other objectives.

There may not be a general trade-off between growth, stability, and cohesion, in the sense that
the three objectives can be met simultaneously by an appropriate set of policies in favourable
economic circumstances. However, trade-offs can easily emerge when specific instruments
are designed and implemented to reach these objectives. For instance, stability can foster
growth if it is conducive to long-horizon investment and innovation decisions by economic
agents. But it may be that a particular policy instrument, such as the strict limits to
government deficits envisaged by the Stability and Growth Pact, does foster stability at the
expense of growth in specific circumstances (e.g. if it prevents desirable reforms in the face of
demographic changes). Similarly, growth and cohesion may be achieved together in principle,
but may conflict in practice if, for example, regional policies reduce the intensity of
reallocation and restructuring (hence overall growth and efficiency) for the sake of cohesion.

Even when policy instruments have conflicting implications for the basic growth, stability,
and cohesion objectives, policies may still coherently pursue the EU’s broad objectives if the
three objectives are traded off against each other according to a well-defined set of priorities.
In terms of the two examples given above, it may be perfectly sensible for instruments such as
the Stability and Growth Pact or regional policies to sacrifice some growth if the stability and
cohesion they afford is valuable.

A set of policy instruments lacks coherence in a deeper and disturbing sense, however, when
it fails to achieve its objectives efficiently. For example, cohesion may be pursued by
instruments that reduce efficiency more than would be necessary to achieve a given level of
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cohesion. This is arguably the case when regional policies work against (rather than in favour
of) the structural adjustments based on comparative advantage called for by economic
integration processes. It should also be kept in mind that policies can reinforce or offset each
other’s desirable effects. Market liberalisation may, for instance, foster faster growth, but
other policies (such as the enforcement of property rights) are needed to ensure that
liberalisation results in desirable outcomes.

2.1.2. Coherence at the level of decision-makers and jurisdictions

Policies lack coherence when the decision-making process fails to address the full scope of
their effects across interconnected geographic and political entities.

Lack of coherence in this sense can result from different policy objectives across levels of
government and across constituencies. The nature of the resulting policy failure is intimately
related to the mechanism underlying undesirable outcomes of laissez-faire interactions among
individual economic agents. Just as imperfect factor and goods markets can fail to balance
appropriately the sometimes conflicting objectives of economic agents, so imperfect political
interactions between collective decision-makers with differing objectives can result in
undesirable policy configurations. Conflicts of interests between policymaking entities may
lead to attempts to undo the effects of policies implemented at higher or lower levels.

But lack of coherence can also be brought about by more subtle failures of policy
coordination. Even policymakers who share an ultimately common view of what would
constitute desirable outcomes may fail to take appropriate action. When implementing
policies that have effects beyond their immediate constituency, each may rely on others to
implement costly actions in pursuit of a common good, and inaction may result even when all
share similar views on appropriate actions. Again, the nature of the relevant policy failure is
similar to what may be observed when interactions at the individual level fail to address
public-good aspects appropriately: just as individuals cannot be expected to pay taxes
spontaneously in the absence of collective enforcement, so policymakers cannot be expected
to implement the tax, subsidy, and regulatory policies that would be optimal from the
viewpoint of a large integrated area when their constituency is smaller than the scope of those
policies.

In both cases, the failure to see policy trade-offs in their entirety can imply that policy
implementation fails to address them appropriately. When this happens, poor coordination
results in outcomes that are unsatisfactory from the constituents’ and policymakers’ own
point of view. Just as market interactions can fail to support efficient outcomes when some
markets fail to exist or function properly, so imperfect coordination of policy implementation
can fail to yield efficient allocations in a given market environment.

2.1.3. Coherence over time

Policies lack coherence over time (or sustainability) if political choice and implementation
processes lack foresight, and fail to take into account consistently their own ultimate
consequences. Coordination of individual innovation efforts and orderly exchanges in the
factor and product markets can be fostered by an appropriately sustainable policymaking
environment, able to deliver appropriate incentives to entrepreneurship, as well as by low and
predictable interest rates, and by public institutions conducive to the enforcement of property
rights and the rule of law.

Imperfect coherence of policy decisions over time can undermine growth and efficiency,
however. For both individual and collective decision-makers, excessive commitment to the
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status quo can result in stagnation, just as easily as opportunistic behaviour can yield
instability. Political decision-making processes need not in general be better able than
individual actions to achieve the degree of foresight needed to take proper account of
forward-looking considerations. Financial and fiscal instability, for example, can certainly
reduce investment and innovation incentives through heightened uncertainty and higher real
interest rates.

2.2. A perspective on economic policies in the EU

The European Union’s system of economic policies includes a wide variety of decision-
making powers and policy instruments, ranging from local to national and supranational
constituencies; across executive, legislative, and jurisdictional aspects; and from
microeconomic market regulation to macroeconomic fiscal and monetary stance.

In the following chapters, the Report will assess in some detail the extent to which the EU has
been able to achieve its main growth, stability, and cohesion objectives. Before proceeding
with this assessment, it will be useful to discuss briefly how the general conceptual
framework may offer a constructive perspective on the role of policies and reforms in shaping
the well-known features of broad economic outcomes. If cooperation among European
nations was originally meant to avoid war, this fundamental objective has undeniably been
achieved. But the EU policymaking record is mixed as regards the economic and social
objectives pursued by the economic instruments adopted by national and supranational
institutions. As we will see, economic integration has proved able to foster convergence
across countries in the EU in the long run (but less across regions within countries, while
equality of individuals appears increasingly difficult to achieve). But the growth and
employment performance of EU economies has been broadly disappointing.

By means of a detailed assessment of different performances of different countries, regions,
and sectors in different respects, the Report focuses on how lack of growth and efficiency
may be remedied by more appropriate use of available policy instruments, in ways consistent
with cohesion and stability objectives. The broad coherence-based perspective proposed
above can be very helpful in ascertaining why imperfect policymaking processes can result in
outcomes that appear not only to sacrifice growth for the sake of other objectives, but to
achieve less growth and efficiency than European policymakers and citizens appear to find
desirable.

2.2.1. Policy incoherence and low-growth malaise

It is easy to blame policies and institutions for the disappointing growth and employment
performance of European countries. High levels of taxation and redistribution, stringent
regulation, and anti-competitive market structures are widespread in European industry and
services, and all are theoretically and empirically associated with low levels of economic
activity.

To the extent that tax, spending, and regulatory policy instruments aim at objectives other
than economic growth and formal employment, of course, it is not surprising or disturbing to
find that they fail to foster growth. The policy instruments blamed for low employment and
growth outcomes may not only contribute to achieving cohesion (through redistribution) and
stability (by restraining turbulent competition), but might also reflect a preference for leisure
over material production.

As will be apparent in the assessment exercise of Chapter 4 below, however, in many
instances government policies and other forms of collective action lack coherence in both the
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static and dynamic dimensions discussed above. Policies implemented by different
instruments or by different decision-makers sometimes tend to counteract, rather than
strengthen, each other’s desirable effects. And many policies and regulations stifle change
and reduce economic efficiency, by discouraging entrepreneurship and encouraging self-
production rather than efficient market exchange.

Coherence at the level of objectives and instruments is doubtful when policies that restrain
market efficiency have similarly adverse effects on cohesion and stability. Of course,
incoherent policies are endogenously determined in politico-economic equilibrium.
Conflicting economic interests easily lead to poorly coordinated policy implementation, and
entrenched agents all too readily stand in the way of market competition and economic
efficiency. To the extent that these outcomes are not uniformly satisfactory, however, the
conceptual framework outlined above indicates that the roots of disappointing performance
have to be sought in inappropriate allocation of decisions and/or in a political process that
does not correctly address the relevant dynamic trade-offs. The difficulty of addressing policy
issues at the appropriate level of scope need not lead European citizens and policymakers to
accept the status quo situation passively. A clear understanding of the relevant static and
dynamic trade-offs can lead policymaking processes to target their objectives more
effectively, and offer a credible alternative to pleasant, but static economic conditions.

Coherence at the level of jurisdictions and decision-makers may also be particularly
difficult to achieve in the EU system of economic policies. The EU is a multi-tier government
system, where each of the three policy instrument sets mentioned in the first section of this
chapter have both Community and national dimensions. The Single Market - encompassing
goods, services and capital - is a Community programme, but labour market regulation as
well as many flanking initiatives rest with the national authorities and are subject to different
degrees of coordination. The income redistribution function is spread across the EU level and
the national level, the former dealing mainly with inter-regional and inter-country cohesion,
the latter with inter-personal cohesion. The tools of macroeconomic stabilisation are also
spread across the two levels: monetary policy is centralised for countries belonging to the
euro area, but fiscal discipline is decentralised to the national level, subject to Community
rules. In summary, the largest part of fiscal policy (be it for allocative, redistributive or
stabilisation purposes) is a national responsibility subject to an EU constraint (the Stability
and Growth Pact). However, a small part of fiscal policy (the EU budget) has been allocated
to the EU subject to national constraint (resources transferred from Member States). At
present, no coordination exists between the two levels.

Coherence over time is a very desirable and very eclusive feature of economic policies
everywhere. It may be particularly difficult to achieve in the EU context, however, because a
young and evolving institutional framework naturally finds it difficult to adopt an
appropriately long horizon in its policy implementation and institutional reform processes. An
obvious example of incoherence over time in the EU policy framework is of course that
emphasised by the landmark 1987 Padoa-Schioppa Report between monetary, exchange rate,
and capital control policies. Fixing exchange rates in the absence of appropriate supporting
policies or institutions, i.e. under independent monetary policies and free capital mobility, led
to frequent realignments in the Exchange Rate Mechanism (ERM), and ultimately to
unsustainable instability. Now that Economic and Monetary Union (EMU) has successfully
addressed this type of incoherence, many Europeans may appear happy not to grow, but
stagnation can hardly be a sustainable outcome. While resistance to change is often
understandable from the point of view of individual economic agents, the resulting stagnation
can easily lead the same agents to regret not taking action. Increasing unhappiness at the lack
of growth and jobs is an indication that the status quo may precipitate a crisis rather than
maintain stability, while a policy framework that fosters low growth lacks coherence over
time.
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It is not surprising to see signs of policy incoherence in the resulting system of economic and
political interaction. Offsetting market failures by appropriate tax-and-subsidy or regulation
policies (in the social and labour market area as well as in financial and other markets) can be
difficult when decision-making is decentralised, and policymaking authorities are accountable
to constituencies that are small relative to the scope of economic interaction across a large
integrated area. As discussed above, the resulting framework can easily lack coherence as
each policymaker focuses on a small portion of aggregate trade-offs, or relies on others to
provide common goods. For example, if factor and product market integration makes tax
bases react very elastically to taxation and lets social benefits be paid to members of other
jurisdictions (directly, via immigration, or indirectly, through product market interaction), it is
difficult for uncoordinated local jurisdictions to achieve the redistribution they deem desirable
in the light of financial market imperfections and political cohesion objectives. Local
decision-making, unfettered integration of factor and product markets, and a desire to protect
one’s own citizens from poverty are the three elements of an inconsistent trinity. One of the
three aspects (or part of each) must be sacrificed: decision-making must be centralised or
coordinated to preserve both redistribution and economic integration; alternatively,
redistribution can be abandoned - a “race to the bottom” outcome with little political
acceptability in Europe; or economic integration may remain imperfect. A policymaking
framework maintaining all three elements as basic principles is internally incoherent and
doomed to failure, while uncertainty regarding which of the three will be the odd-member-out
of the ftrinity adds dynamic incoherence to it. As mentioned in section 2.1 above,
redistribution can be excessive, and can go in the wrong direction, and is certainly not liked
by all. From the collective point of view, however, there can be no presumption that policies
are in general beneficial or in general harmful. Only a clear understanding of the relevant
trade-offs can lead to adequate policies. If markets imperfectly address the relevant issues,
relying on automatic competition among equally imperfect policymaking systems, they are
unlikely to foster better outcomes than a well-informed, coherent policymaking framework.

The EU system of economic policies addresses coordination and coherence problems on the
basis of the subsidiarity principle. Policy decisions and implementation should respect the
principle of “economic subsidiarity,” and be delegated to the lowest level of government able
to balance benefits and costs of the relevant policy. In practice, of course, the effects of all
policies spill across the borders of local constituencies, and when the interests and objectives
of different jurisdictions are heterogeneous the application of the principle of subsidiarity is
subject to a political check. Political constraints might translate into an implementation level
higher or lower than the optimal one. If changing tier proves politically unfeasible or too
costly, coordination may be a second best for centralisation and differentiation a second best
for decentralisation. From the perspective proposed above, markets often fail to deliver
desirable outcomes, but government intervention does not necessarily deliver unambiguously
better outcomes. Hence, the extent to which policy governance processes can best interpret
economic and social preferences needs to be taken into account along with standard diversity
and accountability criteria when allocating policies to various levels of government. Not only
heterogeneous policy preferences, but also rent-seeking temptations can get in the way of
appropriately coherent harmonisation, and governance institutions should be carefully
designed so as guarantee that policy trade-offs are addressed appropriately rather than
myopically.
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CHAPTER 3

Policy implementation

Since the mid-1980s, the Community has been implementing policies to respond to low
growth, high inflation and low levels of employment. A legislative programme, often called
the Single Market Programme, was launched in the hope that removing barriers would
reallocate resources and foster competition, thus boosting productivity and raising real
incomes. The full liberalisation of capital flows, a cornerstone of this programme, was among
the primary reasons that eventually led to the creation of the European Monetary Union in
1999, flanked by provisions introducing new disciplines on national budgetary policies. In
order to benefit from the growth effects of the Single Market, a number of conditions needed
to be met. To ensure that all Member States would be able to meet those conditions, spending
on cohesion policy was expanded.

This chapter sketches the developments between the mid-1980s and 2002 under four main
headings: growth, stability, cohesion and the budget.

3.1. Growth

Single Market

The White Paper Completing the Internal Market (European Commission, 1985) started the
Single Market process with the explicit aim of completing it by the end of 1992.

On 1 January 1993, border controls for goods were indeed eliminated as foreseen in the 1985
White Paper. The Single Market for goods has been largely achieved. Frictions still arise as a
result of the diversity of national technical regulations, despite the principle of mutual
recognition. A cornerstone of the Single Market Programme, this posits that Member States
are requested to recognise regulations drawn by other EU countries as being equivalent to
their own, allowing economic activities that are lawful in one Member State to be freely
pursued throughout the Community. Member States are often reluctant to recognise this
equivalence. Harmonisation represents an alternative approach to mutual recognition either
where mutual recognition does not work or for areas for which it is not appropriate. Under the
new approach, the EU sets out essential requirements which can be met in different ways, for
the most part by the development of EU product standards.

Since 1987 the “home bias” in public procurement of goods (but also of services) has been
addressed progressively through EU-wide rules on the issuing of tenders. The total value of
public procurement represents about 16% of the EU GDP. The value of public contracts
actually awarded to bidders from another Member State, which was 6% of total tenders in
1987 had risen to 10% in 1998 (European Commission, 2003¢).

Services are regulated in much more diverse ways than goods. Legal barriers include
restrictions on the number of providers of particular services and their qualifications,
licensing rules, legal form, etc., while the identity of the regulator varies from local
administrations to professional associations. Furthermore, many services are provided by
bodies under public ownership, whether as social and local services or as public utilities. The
Single Market Programme strategy for service liberalisation was based around home country
control, which can be considered a counter-part to mutual recognition. The Commission also
took a sectoral and gradualist approach to liberalising services, often relying on case law from
the European Court of Justice, competition policy, and following technological developments
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in some markets. Using competition policy, the Commission gradually reduced the scope of
such legal monopolies. Liberalisation of certain services requires on-going regulation in
addition to a given set of rules established by statute, for instance network industries and
financial services. In these cases the Commission did not set up European regulators, but is
providing national regulators with some mandatory rules, ranging from requirements of
regulatory independence to licensing and pricing principles. In spite of active EU policies for
the liberalisation of network industries, some EU countries have a different degree of
commitment to utility liberalisation and progress has been uneven.

The recognition of diplomas and professional qualifications is a very substantial barrier to the
freedom to provide certain types of service. Whereas directives regulate the recognition of
university degrees, ensuring equivalence of professional qualifications has proved a much
harder exercise. Directives shaped a general system of mutual recognition of professional
qualifications, but rules taking account of the specifics of individual professions have also
been necessary, because Member States often refuse to acknowledge equivalence of each
other’s qualifications.

The free movement of capital involves the cross-border transfer of ownership of assets (both
financial capital and foreign direct investment). A directive implemented the principle in
1988, which specified the types of capital movements to be freed by 1 June 1990. The Treaty
of Maastricht makes the freedom of capital movement directly applicable among Member
States and between Member States and third countries; discrimination between different
forms of movements was ended. With capital liberalisation, some Member States complained
of an erosion of tax revenues concerning the direct taxation of personal savings and company
taxation. While proposals to harmonise company tax bases or rates have been on the table for
decades, their adoption has been blocked by the requirement of unanimity in the Council.
Limited measures have been adopted. In 1997, the Council agreed on a code of conduct for
business taxation, followed by a list of harmful tax practices in 1999, which are addressed
under the Community state-aid rules. The taxation of personal savings is by country of
residence, so that interest income from accounts in other Member States often went
undeclared, benefiting in many cases from local provisions on banking secrecy. Member
States have provisionally agreed that from 2004, they will either implement a system of
automatic information exchange on the savings income and interest on non-resident accounts
or a system of automatic withholding tax.

Flanking policies
The EU competition policy since the mid-1980s can be characterised by three developments.

e An active ex-ante control of mergers was introduced by a regulation in 1990, as it had
not been provided for in the Treaty.

e Since the late 1980s the Commission has been using competition policy as a tool for
liberalising markets. Member States often granted legal monopolies to companies for
public policy goals, as in telecommunications, transport, postal services, gas and
electricity. In order to maintain wide public access to these services, the Treaty
exempts service providers from EU competition rules under certain conditions. The
Commission increasingly questioned whether a legal monopoly was indeed necessary
to ensure public access, gradually forcing open monopoly markets.

e Furthermore, the Treaty foresees that the Commission exercises control over state aid
to avoid distortions of competition through subsidies to national companies. The
Commission has been active in promoting a reorientation from aid to individual
companies or sectors to less distortive horizontal regimes addressing specific market
failures.
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EU trade policy has pursued a two-pronged approach. Multilateral trade policy is conducted
through the WTO, created as a result of the Uruguay Round, which took place from 1986 to
1994. As to regional trade policy, the European Economic Area was created in 1994 to
integrate those western European countries that wished to benefit from the Single Market
while remaining outside the EU, although implementation was largely overtaken by the 1995
enlargement and the EEA has not proved attractive to third countries. So-called Europe
Agreements have been concluded with the accession countries. Starting in 1991, the EU has
progressively liberalised trade with these countries on a reciprocal basis. Furthermore, the EU
has been consistently expanding free trade agreements with third countries.

The EU promotes R&D by maintaining its own research facilities and by financial support for
third-party research. Since 1984, the latter is organised in multi-annual research framework
programmes, where many individual projects involving multiple European partners are co-
financed by the Commission. Since 2000, the Commission has shifted the focus of the R&D
framework programmes towards supporting networks of excellence, whereby larger grants
will be given to a few established research institutions collaborating on a European scale.
After 30 years of discussion, the Council reached agreement in March 2003 on the
Community Patent. It will be granted by the European Patent Office and litigation will take
place before a judicial panel, subject to review by the European Court of Justice. Growth-
oriented policies to develop physical infrastructure are targeted on the one side at particular
countries and regions as part of cohesion policy. But a second infrastructure policy focuses on
the elimination of bottlenecks in advanced regions and the creation of access in peripheral
regions. These Trans-European Networks for transport, energy and telecommunications were
introduced by the Maastricht Treaty.

3.2. Macroeconomic stability

In the days before the Single Market took shape, Member States had developed only limited
forms of monetary coordination. However, the growing trade between them, the need for
capital mobility and the co-existence of asymmetric monetary policies revived the debate on
monetary union in the late 1980s, which eventually led to the creation of the European
Monetary Union.

Monetary policy

In the mid-1980s, when the Single Market Programme was launched, most European
currencies were part of the Exchange Rate Mechanism (ERM) of the European Monetary
System (EMS). With capital mobility, the preservation of a high degree of exchange rate
stability became incompatible with the pursuit of autonomous national monetary policies.
This led to the Treaty of Maastricht in 1992, which fixed the convergence criteria for joining
EMU and set a calendar for its creation. EMU started on 1 January 1999, with all Member
States participating except for Denmark, Sweden and the UK. Greece was not initially a
member, but joined EMU in 2001. The Treaty gave the European Central Bank independence
and enshrined price stability as the primary goal of the single monetary policy.

Fiscal policy

With the Treaty of Maastricht, Member States set up provisions limiting the scope of their
budgetary policies. Firstly, convergence criteria had to be fulfilled to qualify for the final
stage of EMU. The fiscal requirements are that Member States should have budget deficits at
or below 3% of GDP and government debt at or below 60% of GDP (or a tendency towards
it) to join the euro area. These criteria are used by the Commission and the Council to
determine whether a Member State runs an “excessive deficit”. The Stability and Growth
Pact, adopted in 1997, reinforces the excessive deficit procedure by defining more precisely
the criteria and circumstances which permit exceptions, sets a timetable for adjustments to be
made by Member States, and finally provides for sanctions in case of non-compliance.
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3.3. Cohesion

Cohesion policies can be grouped into three categories. The first is convergence policy which
aims at promoting regional convergence mainly by allocating development funding to
countries and regions on a non-competitive basis. Second comes social policy which targets
both the individual employment situation (basically driven by non-discrimination and health
concerns) and seeks to develop an active labour market policy. The third policy, agricultural
policy, although not conceived as an instrument for interpersonal redistribution, has been
turning into one over time. These three policies were substantially reshaped in response to the
southern enlargement of the 1980s, which widened income differentials across the
Community, to the Single Market and monetary union, whose gains were perceived as
flowing unevenly across the Community as well as to the eastern enlargement.

Convergence Policy

With the 1986 Single European Act, the goal of “economic and social cohesion” was inserted
into the Treaty, driven by concerns that some areas in the Community would not be able to
participate in the economic dynamics expected from the completion of the internal market.
The convergence of regions has been addressed through the European Regional Development
Fund (ERDF), one of the Structural Funds.' Its financial endowment grew in 1988, and it
concentrated on two instruments. The first covers structural support in regions lagging behind
in development, which are selected according to an income per capita criterion relative to the
EU average (the so-called ‘objective 1° regions). The other instruments target specific
problems throughout the Community, such as regions with a declining industrial base, the
need for cross-border cooperation between administrations, and urban and rural development.

The convergence of countries has been addressed through the Cohesion Fund. It was
introduced in 1993 to make financial contributions to projects in the field of the environment
and transport. Subject to the eligibility condition of a GDP per head of less than 90% of the
Community average, four countries (Greece, Ireland, Spain and Portugal) have benefited.

Social Policy

The Single European Act bolstered social policy by facilitating the adoption of labour
legislation. Labour law harmonisation in regard to health and safety could be adopted in the
Council by qualified majority. While this was seen as a move complementary to the Single
Market Programme, some Member States have remained hesitant towards further integration
of social policy. The Treaty of Maastricht contained a protocol to draft binding legislation on
social policy, which was extended to include all Member States by the Treaty of Amsterdam.
However, most social legislation still requires unanimous approval by the Council.

Spending by the European Social Fund (ESF) has been used by the Community to conduct
active labour market policies, not least in response to the Single Market, EMU and persistent
high unemployment, and to focus on the objectives of combating long-term unemployment,
integrating the young into the labour market, and improving the adaptability of the workforce
to technological change.

Agricultural Policy

The Uruguay Round negotiations exerted pressure for opening European markets to world
agricultural produce at the same time as overproduction was leading to higher budgetary
outlays. In 1992, the Commission initiated a move away from the price support for farmers

" See also Box 4.3 in Chapter 4. The other Structural Funds are the European Social Fund (ESF), the
European Agricultural Guidance and Guarantee Fund (EAGGF, Guidance Section) and the Financial
Instrument for Fisheries Guidance (FIFG).
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linked to volume produced to a system of direct aids. In addition a small part of available
funds could be used for premiums for those using less intensive production methods for
environmental reasons. These reforms were further developed in 1999 in the Agenda 2000
package. In June 2003, the EU Council adopted a fundamental reform of the Common
Agricultural Policy, which partially decouples income support from production and links it,
instead, to statutory environmental, food safety, plant and animal welfare standards.

3.4. The budget

At regular intervals, every five or seven years, the EU heads of state and government set the
multi-annual framework for Community finances, when they agree the so-called Financial
Perspectives which define the budget guidelines for the ensuing period. The Financial
Perspectives, adopted by unanimity, set the Community’s spending ceiling for each year of
the financing period for each category of spending. Within this multi-annual framework, the
Commission proposes a draft annual budget. The Council decides on the so-called
compulsory expenditure, which covers obligations arising from the Treaty (mainly the
expenditure on agriculture), while the European Parliament and the Council decide on the
non-compulsory expenditure, which covers the rest of the budget. The European Parliament
finally adopts the annual budget. The Commission is responsible for the execution of the
budget, meaning that it takes responsibility for its sound financial management. Every year,
the Court of Auditors delivers a technical opinion on the execution of the previous year’s
budget, upon which (and other considerations) the European Parliament formally discharges
the Commission for its stewardship. The growing responsibilities of the Community and a
shift in priorities have been reflected in the budget, whose size and composition have changed
over the years.

The so-called Delors-I financial package (1988-1992) reduced the weight of agriculture in the
budget by expanding structural expenditure and created room for further spending. In 1988,
farm support took up 60% of the budget, while the Structural Funds accounted for only 17%.
By 1992, these shares had shifted to 52% and 27% respectively. The budget for research was
doubled in this time period, although it was still only about 4% of the total budget in 1992.
The package added a fourth source of budgetary income, a share of the Member States” GNP,
to the three existing own resources of the Community. These were agricultural levies,
customs duties and a share of harmonised VAT revenue of the Member States. The financial
perspectives of the Delors-I package laid down a ceiling for the Community’s own resources
revenue of 1.15% of the Community GDP in 1988, rising to 1.20% in 1992.

The Delors-II financial package (1993-1999) took account of the policies adopted in the
Maastricht Treaty. The need to offset the effects of fiscal discipline required for EMU across
Member States, in particular the southern countries, led to the creation of the Cohesion Fund.
In addition, spending policies to enhance growth were introduced, giving priority to Trans-
European Networks. By 1999, the structural policies represented 35% of the total budget,
with agriculture down to 45%. The ceiling on total own resources was gradually raised to
reach 1.27% of the EU’s GDP, where it stands today.

The next budgetary package, Agenda 2000 (2000-2006), reflected the coming eastern
enlargement. Its financial impact was expected to be substantial since all candidate countries
have incomes per head below the EU average, while their agricultural sector is much larger.
For the EU-15, agricultural expenditure was kept roughly at the level of 1999 (thus decreasing
its share in the total budget over time), while cohesion spending was lower than the 1999
level. For the accession and candidate countries, the pre-accession aid was set at about 3.5%
of the total budget, containing agricultural and structural aid as well as technical assistance.
To adjust to the entry of ten new members in 2004, adjustments to the Agenda 2000
framework were made in 2002. Direct income support for farmers in the new Member States
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will be phased in until 2013. Structural Fund spending will start for the new Member States
from 2004. For 2004-2006, they are allocated an amount corresponding to roughly 25% of the
structural expenditure going to the current Member States. In spite of enlargement, the ceiling
for the EU’s own resources was not raised, owing to the unfavourable macroeconomic
situation at the time, fiscal tightening for EMU and because of the dissatisfaction of some
current member at their position as net contributors to the EU budget. The composition of the
revenue raised from the different sources saw a lowering of the share raised by members’
VAT contributions and a rise in the GNP-related payments. The new Member States will
make full contributions to the EU budget after joining, but will receive compensation so that
they are no worse off in terms of budget receipts than during the pre-accession period.

Table 3.1 below shows the expenditure of the Member States and the EU for the year 2000
allocated according to ten functions of government. The Community expenditure mainly
focuses on economic activities (which consist of the Structural Funds, half of the Cohesion
Fund, agricultural market subsidies and several internal policies) and on social protection (the
interpersonal redistributive component of CAP). Expenditure on external policies and
administration are classified within general public services.

Table 3.1 The budgets of the Community and the Member States, 2000
Member States EU Total
Eurobn %EU | Eurobn % EU | Eurobn % EU
GDP GDP GDP
General public services 500 5.8 9.4 0.1 437° 5.1
of which transferred to EU' 73 0.8 - - - -
Defence 153 1.8 0 0.0 153 1.8
Public order and safety 137 1.6 0.1 0.0 137 1.6
Economic affairs 331 3.9 533 0.6 384 4.5
Environment protection 62 0.7 5.4 0.1 68 0.8
Housing and community amenities 85 1.0 0.1 0.0 85 1.0
Health 477 5.6 0.1 0.0 477 5.6
Recreation, culture and religion 70 0.8 0.1 0.0 70 0.8
Education 430 5.0 1.9 0.0 432 5.0
Social protection 1,648 19.2 24 .4 0.3 1,672 19.5
Total net of transfers to EU 3,827 44.7 94.8 1.1 3,922 45.7
Total 3,899 45.5 - - - -

Source: Eurostat New Cronos database (Classification of the Functions of Government, COFOG),
European Commission (2001b and d) and own calculations. The EU Budget figures are payment

appropriations authorised.

" The national transfers to the EU budget are the VAT and the GNP resources.

? National general public services minus the transfers to the EU plus EU expenditure on general public

services.
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CHAPTER 4

Economic performance: growth, stability and cohesion

4.1 Growth
4.1.1. EU economic performance in a long-term perspective

The desire to improve poor European economic performance has driven EU policy over a
long period. The need to combat perceived “Euro-sclerosis” in the mid-1980s gave rise to the
Single Market Programme and the Padoa-Schioppa Report (Padoa-Schioppa et al., 1987). A
similar perception led to the Lisbon process at the beginning of the current decade and, of
course, to the present Report. What are the durable features behind this performance record
and what has changed? More specifically, what explains Europe’s poor growth performance
over the last decade, especially when compared to the United States?

Levels

The US achieves higher per capita GDP than the EU through both higher labour productivity
and higher employment input. This should imply that there is room for the EU to grow faster
than the US through the assimilation of existing technology and organisational practices and
that there should be no trade-off between employment and productivity. Instead, after a phase
of very rapid catching-up with the US in the early post-war period, convergence in the levels
of per capita GDP at current prices and purchasing power parities came to an end at the
beginning of the 1980s and has remained unchanged since at around 70% of US level (Figure
4.1).

Figure 4.1 GDP per capita at current market prices and PPS 1950-2000
EU-15 and Japan, US=100
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Source: European Commission, AMECO database; Maddison (1995) and own calculations.
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Behind this story lies the strong divergence between EU and US performance on employment
and labour productivity both absolutely and relatively over the last 30 years (Figure 4.2).
While the US jobs machine was generating employment as well as maintaining working
hours, Europe’s employment performance was weak and working hours fell consistently. On
labour productivity the reverse occurred. As a result, the steep fall in the numbers of hours
worked per head of population in Europe compared to the US exactly compensated for the
rise in relative labour productivity per hour.

Figure 4.2 EU per capita GDP, US=100
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Source: European Commission, AMECO database.

By 2000, about one third of the difference in per capita GDP can be attributed to lower
European labour productivity, one third to lower working hours and one third to lower
employment rates. In 1970, all of the difference could be attributed to lower labour
productivity (Table 4.1). The overall picture is confirmed on a Member State basis at least
with regard to employment. In 2000, all countries were below 90% of the US labour input of
hours per capita, while four countries achieve higher productivity per hour (B, F, I, NL).
Even countries with higher or similar employment rates to the US (DK, NL, S, UK) are well
below when hours worked are taken into consideration. This raises the issue of the extent to
which the difference in levels of per capita GDP reflect different preferences for leisure on
each side of the Atlantic.
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Table 4.1 GDP per capita, in PPS US=100

GDP/head | GDP/Working Working hours Emplqyment/ Working age
Population hour per person Workmg. age populatlpn/
p

employed population Population

1970 2000 | 1970 2000 | 1970 2000 | 1970 2000 | 1970 2000

Austria 652 793 | 537 957 [ 101.6 80.8 | 1203 974 | 994 1052
Belgium 683 753 | 662 11371075 827 | 942  78.7 |101.8 101.8
Denmark 846 839 | 772 955 | 873 820 | 1206 103.4 |104.1 103.6
Finland 616 732 | 529 919 | 93.8 87.1 | 1159 879 |107.0 104.0
France 732 707 | 732 1052 | 994 82.0 | 1022 835 | 984 982
Germany " 787 742 | 708 934 | 1009 81.6 | 1072 922 |102.8 105.5
Greece 428 476 | 429 603 | 1124 103.5| 859 729 |103.5 104.7
Ireland 419 817 | 392 977 | 1162 905 | 989 888 | 93.1 104.1
Italy 650 735 | 747 1040 | 979 87.0 | 852 775 |104.2 1048
Netherlands 763 794 | 748 1049 | 935 71.7 | 108.0 100.1 |101.1 105.3
Portugal 347 516 | 248 541 | 107.7 93.5 | 1303 949 | 998 107.4
Spain 498 575 | 47.1 732 | 105.8 97.1 | 989 762 |101.1 106.2
Sweden 83.8 71.0 | 764 831 | 89.5 864 | 1159 992 |105.7 99.8
United Kingdom| 70.8 702 | 58.7 80.3 | 103.5 88.0 | 114.8 979 |101.5 101.5
EU-15 @ 69.0 703 | 648 90.7 | 101.0 85.6 | 103.6 87.6 |101.7 103.4
USA 100 100 | 100 100 | 100 100 | 100 100 | 100 100

Source: European Commission, AMECO database.
' 1990 West Germany
%1990 including West Germany

Although the lower average number of hours worked per year may indicate a higher European
preference for leisure, it is difficult to argue that the lower employment rate (the share of the
working population with a job) represents such an indicator (Table 4.2). The rates for prime
age males vary comparatively little across European countries and between Europe and the
US. Employment rates for prime age females increased substantially on both sides of the
Atlantic and by around the same amount, but the US rate continues to exceed that of the EU
by eight percentage points because of the higher initial rate in the US. Major differences in
employment rates can be found in both the younger (age 15-24) and older (55-64) age groups.
In the US, employment rates for young males fell only slightly over the last 20 years while
those for young females increased over the same period. In the EU, employment rates for both
young males and young females fell consistently so that by 2000 there was a 17 percentage
point gap for males and a 21 percentage point gap for females. Similar developments can be
observed for older workers so that by 2000 there was a 17 percentage point gap for older
males between the EU and the US and a 22 percentage point gap for females.
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Table 4.2 Employment Rates by Age Group, 1980-2000
(% of working age population)

1980 EU-8 (*)
15-24 25-54 55-64 15-64
Male 51 92 64 78
Female 40 48 28 43
Total 45 70 44 60
1990
15-24 25-54 55-64 15-64
Male 45 88 49 73
Female 37 55 23 46
Total 41 71 36 59
2000
15-24 25-54 55-64 15-64
Male 42 87 47 72
Female 33 64 27 52
Total 37 76 37 62
2000 EU-15
15-24 25-54 55-64 15-64
Male 45 88 49 73
Female 37 66 28 54
Total 41 77 39 64

* Germany, Finland, France, Italy, Netherlands, Portugal,
Spain and Sweden

1980 UsS
15-24 25-54 55-64 15-64
Male 64 89 70 80
Female 54 60 40 55
Total 59 74 54 67
1990
15-24 25-54 55-64 15-64
Male 63 89 65 81
Female 56 71 44 64
Total 60 80 54 72
2000
15-24 25-54 55-64 15-64
Male 62 89 66 81
Female 58 74 50 68
Total 60 81 58 74

Source: OECD "Labour Force Statistics" Database and own calculations.
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Since the lower employment rate and lower labour productivity accounted for just under two
thirds of the difference in per capita GDP, preferences could account for at most one third of
the difference. The major differences in working time can be attributed to a greater tendency
towards part-time working in Europe along with longer paid and unpaid leave. In the US, the
share of part-time working in total employment was a fifth lower than in Europe in 2000
(12.8% compared with 16.3%) while a decade earlier the share had been about the same
around 13.5%. The drop in the US share of part-time workers occurred for both men and
women while in Europe it rose for both sexes. According to the OECD, in most EU countries,
the greatest contribution to the overall change in hours came from the increase in the number
of part-timers. Changes in the hours worked by part-timers contributed relatively little while
in several countries changes in the hours of full-timers made a significant contribution. In
Denmark and Greece that contribution was positive so that only in France, the Netherlands
and Portugal did a fall in the hours of full-timers make a major contribution to overall
changes in hours worked.

It appears that Europeans work part-time to a greater extent than Americans because of lack
of employment opportunities rather than because of preference. Just under 8% of Americans
in 1997 said they worked part-time because they could not find full-time work compared with
nearly 20% in Europe. That employment opportunities affect working time is illustrated by
the fall in involuntary part-time work in Europe between 1997 and 2000 as overall
employment performance improved. Even then, involuntary part-time work still stood at
double the rate of the US in 1997. In conclusion, the major difference in working hours would
not appear to stem from preferences but rather from the opportunities on offer for full-time
employment.

Growth

Macro-economic performance of the EU during the 1990s has been disappointing both in
absolute terms and with regard to the US (Table 4.3). Overall growth slowed from the 1980s,
which itself had slowed from the 1970s, in spite of the implementation of far-reaching
reforms in both the macro-environment (consolidation of public finances and lower inflation,
EMU) and micro-environment (Single Market Programme, Uruguay Round and to a certain
extent labour market reform). During the first half of the 1990s, restructuring led to heavy
labour-shedding and a strong increase in productivity in spite of low overall growth. During
the rebound in the second half of the decade, the strong increase in employment (measured by
the total number of hours worked) came at the expense of increases in labour productivity.

Table 4.3 Growth of GDP, Labour Input (annual number of hours worked) and
Labour Productivity (GDP per hour) (% per annum)

GDP Labour Labour Productivity
EU UsS EU US EU US
1970-1980 3.0 3.2 -0.5 1.8 3.5 1.4
1980-1990 2.4 3.2 0.0 1.7 2.4 1.4
1991-2000 2.1 3.6 0.3 1.9 1.8 1.7
1991-1995 1.5 3.1 -0.9 1.8 2.4 1.3
1995-2000 2.6 4.1 1.2 2.0 1.4 2.0

Source: European Commission, AMECO database and OECD Employment Outlook (various years).
1970-1990 includes former West Germany; 1991-2000 includes Germany.

Spurred by a successful transition to the knowledge-based economy, the US posted a higher
growth rate than during the previous two decades. Labour supply in the US increased
substantially both because of demography (natural increase and immigration) and higher
participation rates. While the EU population grew by a mere 0.4% per annum between 1991
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and 2000, that of the US increased by 1.2%. At the same time, the EU employment rate (the
share of the population of working age actually employed) increased by only one percentage
point while that of the US increased by over five percentage points. With average working
hours also increasing, US labour input continued to rise strongly throughout the decade, but in
the latter part growth was stimulated in addition by a strong increase in labour productivity.
For the first time in three decades, growth in US labour productivity outstripped that of the
EU, an extraordinary performance for a country at the leading edge of the production
possibility frontier.

While demographic trends have certainly been more favourable in the US than in the EU, it
would be too simplistic to view them as the main explanation for the GDP growth differential
between the two sides of the Atlantic. As shown in Table 4.3, this GDP growth differential
has widened considerably from the 1970s to the 1990s, while the population growth
differential has barely increased. Moreover, demographic trends clearly cannot be considered
as fully exogenous to growth.

Within the EU, performance during the 1990s was by no means homogeneous (Figure 4.3).
Four countries were classified as cohesion countries at the beginning of the decade because of
their noticeably lower-than-average level of development. These countries were expected to
exhibit higher rates of growth and thereby to converge on the EU average. They did indeed
contribute more to total growth (18%) than their share in GDP at the beginning of the period
(13%). However, the other EU members also turned in quite different growth performances.
A slow-growth group, made up of Germany and Italy, had a significant impact on the overall
outcome because of their high weighting in the EU economy (around 40%). A high-growth
group, composed of Finland, the Netherlands and the UK, represented a much smaller weight
in the EU economy (20%) but contributed a significant part of total growth (27%).

Figure 4.3 Growth performance by groups of countries in the EU
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Source: European Commission, AMECO database.
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Another way of looking at the growth performance of the EU is to see what the outcome
would have been by removing the lower growth performers. Without Italy and Germany, EU
average growth would have been 2.5% per annum instead of 2.1% during the 1990s. Taking
just the two above-average groups of performers would bring the EU to 2.9%, still below the
Lisbon target of 3% per annum. Even the cohesion countries with strong potential did not
manage quite to attain the 3% during the 1990s, well below what was needed for them to
converge on the EU average. Ireland was the exception with its average annual growth of
around 7% during the 1990s.

Even though performance differed quite markedly between EU Member States, certain
common structural characteristics remain. Up to the mid-1990s, growth remained driven by
labour productivity rather than employment — a continuation of the secular tendency.
However, the employment content of growth in Europe has been rising steadily and the
second half of the decade marks something of a break with previous periods, producing a
much improved employment performance. A few countries (DK, E, I and NL) even saw
employment-led growth (employment increased faster than productivity) although
productivity continued to drive growth in the other Member States.

The productivity-employment paradox

Another way of looking at EU performance concerns the relationship between productivity
and labour input between European countries with similar levels of overall development. It
should be possible for countries with higher productivity to increase employment and
converge on the US. It should also be possible for countries with higher employment rates to
increase productivity and similarly converge. As a typical manifestation of less developed
status, cohesion countries exhibit both low labour productivity and low employment and
should be able to raise both simultaneously

For EU countries with similar levels of development (all except the cohesion countries), we
observe a negative correlation between labour productivity and labour input measured as
number of hours per capita (Figure 4.4). This implies a trade-off, with low productivity
countries compensating by working longer hours and/or higher employment rates.

Figure 4.4 Labour Productivity and Labour Input by Country,
without Cohesion Countries 2000, US=100
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The trade-off is not only structural but also temporal. It seems that countries in Europe have
been incapable of improving employment performance without reducing productivity and
vice-versa. Such a situation points to an overall limit on the EU’s potential growth rate at a
time when it is still trying to catch up with the US and when very fast technological change
should provide a fillip to growth potential.

Since EU countries with output per hour at or above US levels leave a substantial part of their
potential labour force unoccupied, an exclusion of low productivity workers from the labour
force rather than the existence of particularly productive workers in similar occupations
would appear to be a better explanation. European workers employ substantially more capital
than those in the US, so that labour productivity is also distorted by capital/labour
substitution. The existence of a trade-off would appear to indicate European economies
operating inside or at best along the production possibility frontier rather than an ability to
grow by pushing out the frontier.

4.1.2. Why has Europe been growing so slowly?

Innovation, the driver of economic growth

In the first three decades after World War 11, Europe established an enviable reputation for
both high growth and a high level of social protection. As indicated, growth subsequently
deteriorated in each successive decade. In order to mitigate the adverse social effects of poor
employment performance, ever higher levels of social transfers were required to achieve
acceptable outcomes in terms of income inequality. Since such expenditure cannot continue to
rise indefinitely, the sustainability of the European model(s) of development is increasingly
challenged without a viable alternative in view.

The inter-related set of institutions and policies in the economic and social spheres developed
after the war were appropriate to the conditions of the time and in turn met with the success
mentioned. Their declining ability to deliver in terms of both efficiency and equity can be
attributed essentially to a fundamental change in the conduct of economic activities. To
understand properly why the institutions and policies that worked so well in the post-war
period are no longer appropriate requires deeper analysis of how the economy has changed
over time and how certain fundamental characteristics of the contemporary economy differ
from those of the immediate post-war period.

The long post-war expansion had been built on the basis of the generalisation of an already
mature technological trajectory with well known organisational implications and rapid
diffusion of best practice. In short, Europe was catching up with the US both through
investment and factor accumulation, and through imitation of leading-edge technologies.
Standardised, mass market products that could be made with long production runs brought
significant economies of scale, resulting in an industrial structure dominated by large firms.
Assembly-line production proved well able to absorb large quantities of unskilled labour
coming off the land in those years and some substantial intra-European migration from the
Mediterranean. With rather stable and predictable cash flows, retained earnings and bank
finance largely sufficed to fund investment.

The innovation process was heavily incremental in nature. Codified knowledge and
organisational routines developed by large firms were important in maintaining quality and
managing the process. Technology-based industries relied on large central R&D laboratories
exploiting the advances made in fundamental science since the end of the 19" century. They
were typified by the chemical and pharmaceutical industries building new and better
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molecules on the basis of inorganic chemistry. New entry and the competitive drive that entry
gave were not crucial in this period.

The settlement associated with the post-war welfare state favoured the establishment of long-
term labour relations and human capital investments through mutual commitment between
firms and their employees. Particularly in continental Europe, but to some extent also
elsewhere, the dominant form of social protection was built on the Bismarckian insurance
principle with provision financed by social security contributions rather than the Beveridge
universalist principle financed out of general taxation. The incentive for the firm to invest not
only in firm-specific but also transferable skills increased with the strength of this mutual
commitment of labour and capital.

Macroeconomic management could direct itself to aggregate demand in a stable and non-
inflationary environment. Microeconomic management dealt with the unwanted side effects
of greater concentration and the concomitant power wielded by large firms. The instruments
used to restrain such power included the public ownership of enterprises operating in
industries characterised as natural monopolies, direct regulation and anti-trust action. For its
part, public education systems concentrated on primary and secondary education, sometimes
combined with extensive apprenticeship systems. Tertiary education, often separated from
research activities, played an elite-forming role for top managers, civil servants and the liberal
professions. R&D policy tended to target strategic sectors and/or firms with direct subsidies
often built around major prestige projects.

The breakdown of the post-war system did not come suddenly and it remains in place in
significant areas. To begin with, the easy gains from assimilating existing technologies
became exhausted and demand became saturated for the output of leading industries. Because
the technology was now widely available and the knowledge required largely codified, such
industries were peculiarly susceptible to offshore production in middle-income newly
industrialising countries (NICs) with educated workforces and lower labour costs, first in S.E.
Asia and Mexico, then in China and in central Europe after the fall of the Berlin wall.

Firms in Europe reacted to the erosion of their competitive advantage through a variety of
strategies including retreating into higher quality, higher margin segments, substituting capital
for labour, and greater outsourcing. This enabled them to maintain profits but generally at the
expense of employment.

More fundamentally, the post-war system came under attack because the patterns of both
consumption and production had shifted in favour of different types of product requiring a
different form of industrial organisation. Higher educational standards and changing
consumer preferences led to greater demand for less standardised, more customised products.
No longer was growth driven by volume but by composition. The macro-effects of this shift
in consumption are reflected in the growth of the service sector as well as the changing
composition of demand for both types of good and services. Between 1980 and 2000, the
share of services in the EU economy increased by 13 percentage points to 70%.

Contrary to the post-war period where growth and catching-up with the US could largely be
achieved through factor accumulation and imitation, once European countries had moved
closer to the technology frontier and also with the occurrence of new technological
revolutions in communication and information, innovation at the frontier has become the
main engine of growth (see Box 4.1). This in turn called for new organisational forms, less
vertically integrated firms, greater mobility both intra- and inter-firm, greater flexibility of
labour markets, a greater reliance on market finance and a higher demand for both R&D and
higher education. However, these necessary changes in economic institutions and
organisations have not yet occurred on a large scale in Europe and it is this delay in adjusting
our institutions, which accounts to a large extent for our growth deficit.
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BOX 4.1

Innovation vs. imitation

In this box we briefly explain why the importance of innovation as opposed to imitation should depend on a
country’s distance to the technological frontier.

Let A, denote a country’s productivity at date t. Let A™ denote frontier productivity at date t.
Then the convergence process of the country towards the frontier can be described by an equation of the form:

A=A ™ YA

where  MA. ™ is imitation of frontier technology, YA.., is innovation upon previous local technology,
n<l,y>l

Suppose the frontier grows at rate g, i.e. A" = A" (1+g).
Combining the above, one obtains :

At =a= _1L (ntyan),
Atmax 1+g

where a, measures the country’s distance to the technological frontier. In particular when the country is far
from the frontier, i.e. when a, is close to zero, then imitation (i.e. the term m) is the main source of productivity
growth as measured by a,/ a.; . But as the country moves closer to the frontier, i.e. as a, becomes closer to one,
innovation (i.e. the term ya,,) becomes important for growth. The occurrence of a new technological wave
(like the ICT revolution) will further increase the importance of innovation by increasing y . In other words:
the closer the country is to the world frontier, that is the closer a.; is to one, the more innovation matters for
growth relative to imitation, and therefore the more important it is to establish innovation enhancing
institutions and policies.

Source: Acemoglu et al. (2002).

Key requirements for innovation

The balance between imitation and innovation has thus shifted decisively in favour of the
second. In addition, a greater proportion of that innovation is radical rather than elemental.
Growth becomes driven by innovation at the frontier and fast adaptation to technical progress.

Now, as new growth theories suggest, most innovations result from entrepreneurial activities
or investments - typically, investments in R&D - which involve risky experimentation and
learning. The incentive to engage in innovative investments is itself affected by the economic
environment. In particular research investment is encouraged by:

a good system to protect intellectual property rights on innovations;

e a high productivity of R&D, which itself requires a good education and research
subsidy system;

e low interest rates as R&D investments are forward-looking; this in turn calls for a
stable macroeconomy;

e product market competition, low entry costs, and market openness to stimulate
innovation by incumbents;

e good access to risk capital by new start-up firms;

e more flexible labour market institutions, so that new innovators can quickly find
workers that match their new technologies.

In the remaining part of the chapter we consider these elements in turn.
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a. Knowledge

As an economy gets closer to the educational frontier, the greater the importance of higher
education becomes (Box 4.2). While the basic requirement for the post-war economy was
secondary education, that of an innovation-driven economy is higher education (Table 4.4).
Overall, the US has a bigger share of population aged 25 to 64 years who have completed
higher education than any EU Member State - over one-and-a-half times the current EU
average. The future share of graduates is driven by current enrolment and expenditure on
higher education. Here the present situation is clearly inadequate to generate the future
numbers of graduates that will be required in an innovation-driven economy (Table 4.5). The
US already spends a higher share of GDP on higher education from public sources than the
EU average, but the addition of very substantial private sources means that the US spends
more than double the EU average on higher education and more than any Member State.

Table 4.4 Educational Attainment of the Population aged 25-64 years,
(%, 2000)
Below upper Upper secondary and .
secondary Post-secondary Tertiary

Austria 243 61.8 13.9
Belgium 41.5 31.4 27.1
Denmark 19.8 53.7 26.5
Finland 26.2 41.5 323
France 36.1 40.6 23.0
Germany 17.4 59.4 23.2
Greece 48.6 33.6 17.8
Ireland 42.4 22.0 35.6
Italy 56.7 332 10.0
Luxembourg 473 34.6 18.1
Netherlands 45.0 32.0 22.2
Portugal 80.1 10.8 9.0
Spain 59.7 16.2 23.6
Sweden 19.4 49.0 31.6
United Kingdom 37.1 36.9 26.1
EU-15 38.9 373 23.8
USA 12.3 50.3 37.3

Source: OECD ‘Education at a Glance’.

The growing premium for college graduates over all other educational levels in the US is an
illustration of this requirement. Where labour market conditions permit, unskilled workers can
still find jobs in the market for “industrialised”, low skilled service jobs instead of as blue-
collar workers on the assembly line. But the relative pay of these jobs is falling further and
further behind those of the college-educated. Contrary to popular perceptions, therefore, the
jobs currently being created as a result of innovation are not low-paying but high-paying jobs.
Because these jobs require a higher level of education, those without the requisite skills are
shut out from the benefits.
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Table 4.5 Total expenditure on tertiary education
(% of GDP, 1999)

Public Total Expenditure
Expenditure
Austria 1.7 1.7
Belgium 1.5 n.a
Denmark 2.4 2.5
Finland 2.1 2.2
France 1.1 1.3
Germany 1.1 1.2
Greece 1.1 1.1
Ireland 1.2 1.6
Italy 0.8 1.0
Netherlands 1.3 1.7
Portugal 1.0 1.1
Spain 0.9 1.2
Sweden 2.1 2.4
United Kingdom 1.1 1.7
EU 1.1 1.4
USA 1.4 3.0

Source: OECD ‘Education at a Glance’.

When demand for labour shifts in favour of the higher educated, both employment and
relative wages also shift in their favour. A rise in wage inequality is therefore to be expected
under these conditions. If the supply of highly-educated labour increases in response to this
situation then, this rise in wage inequality will be attenuated. Because higher education is a
long-term investment, still largely undertaken while young, in the short term the supply of the
highly-educated is somewhat inflexible. However, immigration can meet some of the needs.
In Canada, it appears that the increase in the supply of skilled labour has been sufficient to
meet demand so that income inequality has not increased, contrary to the US (Murphy et al.,
1998). A higher skill component of immigration would appear to be a major explanatory
factor.
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B0OX 4.2
Education and Growth

The growing importance of human capital for innovation at the frontier is illustrated by the results of the
following regression:

- 80 countries, 1960-2000
- Output, investment data: Penn World Tables 6.1 (2002)
- Human capital data: Barro-Lee (2000)

g = optodertonuctossitogudetossdete

where g: productivity, either total factor productivity (TFP) or labour productivity, growth over 5 years
d: distance to productivity frontier
u: share of population primary/secondary education
s: share of population with higher education

Labour
TEP Productivity
d 0.140 0.372
1 (0.55) (1.24)
u 0.306 0.634
! (3.89)* (4.34)*
s -0.0592 -0.251
' (-1.53) (-2.58)
s*d 0.143 0.404
e (2.1)* (3.02)*
wd -0.15 -0.432
vl (-0.89) (-2.0)
constant 0.638 0.33
(6.31)* (1.93)
(t statistic in parentheses); *indicates the coefficient is
significant at 5%

For both total factor productivity and labour productivity, the regression of the interaction between distance
to the technological frontier and skilled labour is positive and significant. This demonstrates the importance
of higher education for growth.

Source: Aghion et al. (2003).

Along with skills, the key intangible impact on innovation clearly comes from research and
development. As mentioned above, the model of centralised laboratory R&D prevalent in the
period of mature technology has given way to a model in which R&D more often takes place
in small firms and in universities and for which business/university research links become
more important.

In the US, the 1980 Bayh-Dole Act provided a much easier route for universities and other
not-for-profit bodies to patent output from publicly financed programmes. The US also
introduced a system of R&D tax credits which has been regularly extended. Several EU
countries have introduced similar systems but it remains very much a patchwork. Tax credits
have a number of advantages over direct grants. They require less administration, they reward
success because only profitable companies can use the credit, they are less liable to capture by
lobbying on behalf of special interests, and they do not rely on bureaucrats to pick winners.
The Institute of Fiscal Studies in the UK finds that R&D responds to changes in its user cost
with a long-run elasticity of around unity (Bloom et al., 2002).
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Deficiencies in the level of European R&D have led the European Council to set a target for
R&D expenditure of 3% of GDP. It is clear that compared with the US, Europe is investing
less in R&D, and that the overall efficiency with which the current investment is converted
into usable output is lower.

In 1999, total US expenditure on R&D at 2.6% of GDP was over a third higher than that of
the EU (Figure 4.5). Nearly all of the difference can be attributed to a substantially higher
investment in R&D by business (1.8% against 1.2%). Within the EU, the low level of
business R&D reflects a general north-south divide. Finland and Sweden have both overall
and business-financed R&D expenditures exceeding those of the US, while Germany is not
far behind. At the other extreme, all EU Mediterranean countries have low overall and
business-financed levels of R&D. Nor are trends in R&D expenditure favourable to Europe.
The US increased its lead in R&D expenditure by €95 billion between 1996 and 2000, of
which €20 billion was publicly financed. Between 1991 and 2000, public research budgets in
Europe declined from 0.91% to 0.73% of GDP.

Figure 4.5 R&D finance by source 1999, as % of GDP
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Source: European Commission, New Cronos database.

Patents provide one partial measure of R&D output. It is clear that Europe’s output of
international patents has not kept up with that of the US. By the year 2000, even the best-
performing EU Member States could only manage half the number of patents per million
inhabitants as the US, and the EU as a whole only a quarter. A recent study by the
Technology Review and CHI Research Inc., which examined not only the number of patents
but also the significance of patents through citations, indicated that Europe retains
technological strengths in areas such as automotive, chemicals, consumer electronics and
telecommunications, but has a particular weakness in the field of computers and to a certain
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extent in biopharma. Furman et al. (2002) find decisive and robust effects on international
patenting from:
e R&D manpower and spending,
e aggregate policy choices such as the extent of intellectual property protection and
openness to international trade,
e the share of research performed by the academic sector and the share funded by the
private sector.

With regard to the organisation of research in public institutions, the higher share of research
in specialised non-university institutions in Europe is to be remarked upon. A further
structural difference covers the widespread recourse to peer review by the US National
Science Foundation which guarantees a higher and more consistent level of quality of
research and better evaluation procedures of programmes from inception to realisation than
are common in Europe.

b. New Entry and Product Markets

To the extent that new entrants more easily make innovations at the frontier, the shift to the
new growth regime has increased the importance of entry and exit in the growth process. The
threat of cannibalising or even destroying existing markets by radical innovation presents
large established players with a dilemma. Avoiding innovation leaves them open to threat
from innovators, while innovation undermines profits from traditional lines of business.
Because of the greater degree of uncertainty stemming from radical innovation, a higher
degree of turbulence ensues as the selection procedure weeds out those new firms that fail to
make it in the market and those existing firms that fail to adapt in time.

Evidence of the rising importance of turbulence comes from regular surveys of large firms. In
the 1950s and 1960s, it took two decades to replace one-third of the Fortune 500. In the
1970s, it took one decade. In the 1980s one-third of the Fortune 500 firms were replaced
within five years and in the 1990s within less than three years. Stability among the largest
firms is greater but even there at the end of the 1990s 12% of the largest 50 US firms by
market capitalisation had been founded less than 20 years previously against just 4% in
Europe.

Not only entry per se but also the growth performance of enterprises in the years after entry is
important. The data on gross entry rates for the US and Europe is ambiguous. Large numbers
of firms are also being created in Europe (Scarpetta ef al., 2002). However, the evidence on
growth potential is unambiguous (Figure 4.6). Employment growth in companies in the US is
much faster than in Europe. Immigration also makes a substantial contribution to high
technology in the US. According to Saxenian, nearly a quarter of high technology start-ups in
Silicon Valley have been by entrepreneurs of Chinese or Indian origin (Saxenian, 1999).
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Figure 4.6 Net Employment Gains among surviving firms at different
lifetimes, 1990s
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Source: Scarpetta et al. (2002).

The type of regulatory environment required to encourage start-ups and new entry in a period
of rapid change differs from that required in a stable environment dominated by large firms.
First of all, the regulatory environment must be conducive to the creation of business
opportunities and the challenging of existing established positions. Secondly, it must protect
new entrants from anti-competitive attempts by incumbents to exclude them from the market
instead of essentially limiting abuses of competition between existing players.

Beginning in the 1970s with the liberalisation of road haulage, the US embarked on a
substantial rewriting of business regulation. This covered both individual industries such as
network services and the general business environment, with, for example, the simplification
of the corporate tax code and greater attention to regulatory process. In the EU, the Single
Market Programme attempted to address similar issues.

Connecting previously separate national markets lies at the heart of the Single Market
Programme. Removing discrimination between enterprises because of their national origin
satisfies the legal requirement for a common market. It puts incumbent firms into competition
and allows the economies of scale that were at the heart of the Cecchini Report (European
Commission, 1988) on the cost of non-Europe to come into play. These are essentially one-
off gains. Both the macro and micro evidence from the early 1990s indicate such gains as
being of a static equilibrium type. Restructuring leading to heavy employment loss, big
productivity gains but low growth typified that period. Firms reorganised production,
allowing multiple national markets to be supplied from fewer plants or plants that were
specialised in just a few lines. The abolition of border controls meant that for the first time
just-in-time production could be introduced using cross-border component suppliers, which
also stimulated competition. Previously, frontier delays would have disrupted production
schedules to an unacceptable extent.

However, to secure lasting effects on growth, the type of integration based on geographically
contiguous markets is not sufficient. After restructuring, firms must invest in new capacity
and enter new markets by developing new products as well as new export markets. Here the
content of regulation can play a role. Harmonisation around existing levels of regulation may
defend established incumbents instead of stimulating entry and exit. The record of the Single
Market on this score appears at best mixed.

Telecommunications is one area in which market liberalisation has generally been accepted as

successful in terms of growth and innovation. However, it is noticeable that success has been
concentrated in the field of mobile telecommunications rather than fixed-line services. In
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mobile telecommunications, new entrants have made a major impact in both
telecommunications equipment and in services.

In fixed-line telephony and other public utilities such as energy, market liberalisation has led
to fewer new entrants, while incumbents have maintained a large share of the market.
Incumbents who attempted to enter neighbouring markets have also to a large extent pulled
back to concentrate on domestic territory. In other areas such as retail financial services
(banking and insurance), incumbents also continue to maintain high market shares. Consumer
inertia, switching costs and unrealistic initial expectations about the pace of market
integration may explain much of the current situation. The example of telecommunications
would seem to indicate that truly innovative markets also seem to lead to much faster
European market integration than traditional ones.

In measuring the impact of the Single Market, it is clear that effective competition and prices
are related. The price of long-distance and international phone calls both fell by over 45%
during 1998-2002. Local phone call prices fell only marginally over the same period. Even
though the difference can be attributed in part to the need to rebalance line rentals and local
call tariffs, the fact that incumbent firms had a market share of over 80% in the local
telecommunications market in 12 Member States in 2000/2001 can be expected to have
played a major role. Similarly, prices for industrial users of electricity have fallen by 9% over
the past five years (1997-2002) where a certain amount of competition has been introduced
while prices for household users fell by only 5%. Falling prices stimulate demand and in the
case of telecommunications constitute an important input to innovatory processes in the
information society. However, falling prices are quite compatible with a regulatory regime
that allows competition between incumbents without encouraging entry. They do not
therefore represent a good indicator of innovation.

National regulations also play a major role in facilitating or hindering entry. General business
conditions are of particular importance for start-ups since they do not have the capacity to
deal with very complex regulatory environments from the beginning. One area in which a
major effort has been made is in the time cost involved in setting up a company. Nevertheless,
administrative burdens remain high in Europe. For instance, authorisations for industrial
investments have both very long lead times in certain Member States and also wide
differences across projects. Since speed to market is an essential aspect of innovation where a
large proportion of total profits are often made in the first months of commercialisation, such
delays are likely to depress the returns on innovation.

Product markets of virtually all OECD countries have become more market friendly,
justifying consistent efforts by governments of developed countries (Nicoletti and Scarpetta,
2003). However, more diversity in the level of regulation has resulted from this process even
— and surprisingly above all — within the EU. This is because the pace of reform has varied
significantly across countries that already had very different policy approaches at the
beginning of the period. Such differences within the EU can stem from a variety of sources:
failure by some countries to adopt liberalisation at EU level while others forge ahead, failure
to implement EU liberalisation measures, or differences in approach to areas which are not
subject to EU liberalisation.

Nicoletti and Scarpetta found that the lower the entry barriers and state control, the faster the
process of catching up with best-practice technologies in manufacturing industries. They also
found that the process of privatisation involves additional direct productivity gains. However,
efficiency gains may depend on whether privatisation is accompanied by adequate promotion
of competition in the markets in which privatised companies operate.

37



c. Infrastructure

Adequate physical infrastructure to facilitate the free flow of people, goods and ideas is
required for the Single Market to function correctly. Although heavy investment has been
made in the past, some of this investment is now showing its age. In addition, the new
Member States still lag behind the most developed regions in their level of infrastructure
provision. From the point of view of the Single Market, the most serious current deficiency
lies in the fact that infrastructure has been built around national economic priorities. As a
result, an integrated transport network for Europe is largely lacking, a weakness that will
become much more evident after enlargement when east-west connections are likely to
become as important as the currently dominant north-south routes.

d. Finance for innovation

The need for strong equity backing for start-ups in the risky business of radical innovation
where future cash flows can only be uncertain has long been recognised. Venture capital was
mobilised to meet the needs of such firms, with the potential for high returns compensating
for high risk. Along with business angels, they represent the most important source of finance
for high-tech start-ups in the US. The conditions for the successful development of a venture
capital industry are also well known by now:

e adeep pool of suitable projects to diversify risks,

e an adequate exit route in the form of secondary stock markets so that investors can
realise a profit,

e very knowledgeable fund managers who provide a significant non-financial input for
their clients,

e a willingness on the part of founders of new businesses to accept a dilution of control
in exchange for faster growth.

In addition to finance, high growth start-ups need experienced managers that they can only
attract by offering stock options in the place of cash rewards. The financial environment for
growth in a period of radical innovation needs to be supportive.

That the situation in Europe is insufficiently supportive has been recognised for some time,
leading to the adoption of the Risk Capital Action Plan (European Commission, 1998).
Europe’s main weakness lies in the provision of early-stage financing, and there was
considerable development in the availability of funds in the second half of the 1990s. Even so,
early-stage risk capital in the EU averaged only 0.05% of GDP during the years 1999-2001
against 0.17% in the US. It is also the case that the profitability of such investments in Europe
remains well below that of the US. A 1997 pan-European venture capital performance survey
found that the cumulative net internal rate of return (IRR) to 1996 was 18.6% on a pooled
basis, but for funds focussed on early stage investment it was 5.7%. For general funds
investing in a mix of investment stage situations, comparable US returns at 16.5% were
actually lower than in Europe in this period, but early stage returns at 14.2% were two and a
half times higher. As a result, the incentive to invest in innovatory start-ups is much lower in
Europe than in the US.

New growth theory tells us that the innovators’ ability to appropriate at least a fraction of the
revenues from their innovations is the key to sustaining innovation incentives and growth
(Aghion and Howitt, 1998). This also carries over to the case of venture capitalists, who
finance innovations. If taxed too heavily, they will not have sufficient incentive to put funds
into risky ventures.
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It should be noted that we are dealing primarily with start-ups or small and medium-sized
enterprises. Less capital-intensive than the large firms of the old economy, financed by
venture capital and retained earnings and with limited managerial time, relatively simple
corporate tax structures with low tax rates and broad tax bases are more appropriate for this
type of firm than complex structures with high tax rates and narrow tax bases that tend to
favour the large, capital intensive firms of the post-war period. Both the US and the UK
introduced corporation tax reforms in the 1980s that went in the direction of facilitating
growth of start-ups and SMEs. Within Europe, there still remains a large degree of
heterogeneity in corporate tax systems, largely due to the wide range of tax relief available
(Table 4.6). Generally speaking, corporate tax rates have been coming down but without
necessarily simplifying the system.

Table 4.6 Effective Average Corporation Tax Rate by country, 1999 and 2001
by asset and source of finance

- 8 1999 1999
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SE|CSIES(C8| ® 2= § £<4 g8 |8E &z -
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Austria 34.0 | 279 | 34.0 | 298 | 28.6 292 284 332 299|339 339 223
Belgium 40.2 | 345 | 40.2 | 34.5 | 30.7 36.1 31.0 392 353 |39.1 39.1 258
Denmark 30.0 | 27.3 | 32.0 | 28.8 | 21.3 34.7 253 312 312|323 323 221
Finland 29.0 | 26.6 | 28.0 | 25.5 | 24.8 248 23.1 273 273|288 28.8 193
France 364 | 34.7 | 40.0 | 37.5 | 30.6 40.6 40.1 39.0 37.1 |42.1 42.1 288
Germany 394|349 | 524|391 339 390 349 46.8 408 |46.1 40.1 27.7
Greece 37.5128.0 | 40.0 | 29.6 | 355 304 334 11.6 37.1|344 344 208
Ireland 10.0 | 105 | 10.0 | 10.5| 89 158 &2 98 98 |11.7 11.7 82
Italy 403 | 27.6 | 41.3 | 29.8 | 249 298 274 36.1 31.1|31.8 31.8 26.1
Luxembourg 3751322375 (322|286 337 292 36.6 329|366 366 240
Netherlands 35.0 | 31.0 | 35.0 | 31.0 | 26.7 324 292 342 325|351 351 233
Portugal 3521 37.0 | 374|326 | 332 31.8 28.6 36.5 328 |37.0 37.0 245
Spain 35.0 | 31.0 | 35.0 | 31.0 | 31.1 31.8 274 342 30.7|352 352 233
Sweden 28.0 | 229 | 28.0 | 229 | 19.6 234 19.7 257 257|260 260 17.1
United Kingdom 30.0 | 28.3 | 30.0 | 28.2 | 242 33.7 247 293 293|318 31.8 2.6

Source: European Commission (2001¢).

Note: Each asset column represents an average across all three types of finance, with weights of 55%
retained earnings, 10% new equity and 35% debt. Each finance column represents an unweighted
average across all 5 assets. The overall average is an average across all 15 types of investment, with the
same weights.

" Including surcharges and local taxes.

e. Labour markets

As indicated previously, Europe’s poor record of employment creation has been a major
factor behind poor growth over the last three decades. One of the reasons has been the way in
which the previously successful interaction between social protection and economic
performance in the post-war period subsequently turned into a negative spiral. At a time of
rising employment levels and large increases in productivity, social security financed by
levies on payroll provided ever-increasing resources for the welfare state. However, with the
decline in employment rates, lower productivity growth and growing numbers of dependants,
ever-higher charges were required to maintain existing level of benefits. As a result, the tax
wedge on labour became very high, further discouraging employment. By 2001, the tax
wedge for a single worker with no children at the average production wage had risen to 43.1%
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against 30% in the United States, with a maximum of 55.6% in Belgium (Table 4.7). The
entire difference between the US and Europe is accounted for by social security contributions.
Recently, the tax wedge has been falling in nearly every EU country but the relatively modest
fall of 2.1 points between 1997 and 2001 has not been enough to reverse the previous
increase.

Table 4.7 Tax wedge in 1997 and 2001(%), for a single worker with no children at
the average production wage

Personal income tax Total soc.lal security Total tax wedge
contribution
2001 Change 2001 Change 2001 Change
in % 1997-2001 in % 1997-2001 in % 1997-2001
Austria 8.1 0.3 36.6 -1.3 44.7 -0.9
Belgium 21.1 0.6 34.5 -1.7 55.6 -1.0
Denmark 32.0 -3.1 12.2 2.1 442 -1.0
Finland 20.7 -1.6 25.2 -1.4 45.9 -3.1
France 9.5 2.1 383 -2.4 48.3 -0.4
Germany 16.8 -0.8 33.9 -0.9 50.7 -1.7
Greece 1.7 0.1 343 0.0 36.0 0.1
Ireland 10.7 -1.7 15.1 -0.5 25.8 -8.2
Italy 14.0 1.2 32.2 -6.5 46.2 -5.3
Luxembourg 9.5 2.7 24 .4 1.4 33.9 -1.3
Netherlands 7.6 1.6 34.7 -2.9 423 -1.3
Portugal 4.5 -1.4 28.1 0.0 32.5 -1.4
Spain 9.6 -1.0 28.3 -0.1 37.9 -1.1
Sweden 18.6 -2.8 30.0 0.7 48.6 -2.1
United Kingdom 14.3 -0.8 15.4 -1.4 29.7 -2.3
EU average() 133 -0.2 29.9 -1.9 43.1 -2.1
USA 15.7 -1.1 14.2 0.0 30.0 -1.1
Japan 5.7 -1.9 18.6 5.4 24.2 3.5

Source: OECD, Taxing wages (for tax data), Eurostat (for weights).
! Weighted average (weighted by no. of employees)
* Data for 2001 are preliminary

With the increased importance of innovation and the increased pace of restructuring, the
importance of labour market flexibility also increases. Part of the EU’s growth deficit has
been attributed to lack of labour market flexibility. While labour market flexibility is a
generic term that covers many different institutional arrangements, one particular form of
inflexibility, concerning the terms and conditions under which firms may employ or lay off
labour (employment protection legislation), is particularly significant for growth. However,
greater flexibility in this area comes at a cost in terms of more unstable employment
trajectories.

Flexibility allows firms to match employment with output levels more closely. It also
facilitates matching the skills and the abilities of the labour force with specific tasks, by
enabling firms to redeploy (internal flexibility) or to change skill composition of the
workforce through hiring and firing (external flexibility) more easily. However, at the same
time, flexibility may discourage long-term investment in transferable skills by the employer
since the worker may not stay with the firm. It also discourages investment in firm-specific
skills by the worker since there may not be an adequate return for that investment in the
absence of job security. Whether the advantages of flexibility outweigh the disadvantages
depends very much on the economic environment within which firms operate. At a time of
very rapid change and a need to adjust both production and skills quickly, flexibility comes at
a premium.
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Greater flexibility in both the US and the UK has translated into greater income inequality
both between and within groups (Gosling ef al., 2000). Intra-group flexibility has mainly
affected the temporary component of income with a clear relationship between intra-group
inequality and variability in individual incomes over time (Blundell and Preston, 1998). The
question is how to deal with the negative effects of such variability on individual welfare.

4.2. Macroeconomic stability

4.2.1. The EU quest for macroeconomic stability

Why macroeconomic stability is important

Macroeconomic stability has come to be regarded as a set of rules or behaviours aimed at
guaranteeing monetary stability and fiscal discipline. In the Maastricht Treaty, the quest for
nominal stability has been embodied in a single monetary policy entrusted to an independent
central bank and in criteria on budget deficits and debt. Nominal stability is seen as being
conducive to higher welfare and growth. It is also considered to be a precondition to ensure
output stability (i.e. a smoother business cycle).

The official view on the benefits of price stability and fiscal discipline (the “Brussels-Frankfurt
consensus”) is the following.

The maintenance of price stability — reflected in low rates of inflation - facilitates achieving
higher rates of economic growth over the medium term and helps to reduce cyclical
fluctuations. This shows up in a lower variability of output and inflation. In turn, sound public
finances are necessary both to prevent imbalances in the policy mix, which negatively affect
the variability of output and inflation, and also to contribute to national savings, thus helping to
foster private investment and ultimately growth. The latter beneficial effect is magnified as low
deficits and debt, by entailing a low interest burden, create the room for higher public investment,
“productive” public spending and a low tax burden. Finally, the beneficial effects of price
stability and fiscal discipline on economic performance reinforce each other in various ways. On
the one hand, fiscal discipline supports the central bank in its task to maintain price stability. On
the other hand, prudent monetary and fiscal policies avoid policy-induced shocks and their
unfavourable impact on economic fluctuations while ensuring a higher room for manoeuvre to
address other disturbances that increase cyclical instability.

Now, how much empirical support does the official view have?

Concerning inflation and growth, there is evidence of a negative relationship over the medium-
term. The much-quoted study by Barro (1996) finds a significant negative correlation between
both variables on the basis of a panel of around 100 countries in the period 1960-1990. The costs
of moderate inflation - say in single digits — are much disputed: economists disagree on whether
at low levels, inflation puts “sand” or “grease” in the wheels of the price formation mechanism.
Some authors claim that costs may be more important than usually thought. A recent study by
Andrés et al. (2000) finds that industrial countries that enter into an inflationary process, even at
moderate rates of inflation, never experience an improvement in their growth or per capita
income prospects and are most likely to experience a deterioration. The national case studies
contained in Feldstein (1999) conclude that industrial countries can enjoy significant permanent
welfare gains when moving from moderate rates of inflation towards price stability, once the
distorting effects of a nominalist tax system on resource allocation are taken into account. Other
authors, however, conclude the opposite. Akerlof er al. (2000) argue that, in the presence of
nominal rigidities in wage setting, the Phillips curve flattens at very low inflation rates. This
implies that while aiming at a “too high” inflation rate certainly entails costs, aiming at a “too
low” inflation rate would also entail a substantial loss of output and a permanent rise in
unemployment, thus highlighting the importance of aiming at the “right” inflation rate.

41



Another highly disputed issue is the link between policy behaviour and output volatility. The
official view sees a credible discipline on both the fiscal and monetary sides as a precondition
for using policies for stabilisation purposes. As to fiscal discipline, experience clearly shows
that high deficits and debt limit the room for manoeuvre in the event of negative shocks and
reduce the effectiveness of fiscal policy in dealing with cyclical fluctuations.

The literature, however, has pointed to a number of caveats concerning monetary discipline.
Svensson (2002) argues that an excessive fixation on price stability on the part of the central
bank can — in a context of nominal rigidities - reduce inflation and inflation volatility but at
the cost of exacerbating output volatility. This practice, which Svensson terms “strict inflation
targeting”, refers to the rather extreme case where the central bank only cares about keeping
inflation low and disregards completely output behaviour.

In reality, however, even those central banks which firmly orient monetary policy towards
price stability — with or without explicit inflation targeting strategies - also take into account
the output consequences of their policy actions when deciding how soon and how much to
adjust interest rates in the pursuit of price stability. Furthermore, when reviewing the
relationship between inflation and output volatility, it has to be remembered that if monetary
authorities are not sufficiently pre-emptive and let inflation get out of hand, they will have to
step on the monetary brake later on, creating both higher output and inflation variability.
Indeed, many post-war recessions in the US and elsewhere have happened following inflation
peaks and subsequent interest-rate hikes by monetary authorities.

What explains macroeconomic stability?
The degree of stability shown by inflation and output depends, in general, on three factors: the
shocks affecting the economy, the structure of the economy and the policy responses.

a. The nature of shocks matters. As is well known, the price and output effects of demand and
supply shocks differ. While both demand and supply shocks increase the variance of inflation
and output, under supply shocks — like cost-push shocks — there is a policy trade-off between
inflation and output variability. The degree of persistence of the shock also matters. Demand
shocks are seen as short-lived in most instances, while supply shocks may be temporary or
long-lasting. In the latter case, stabilisation around the former level of potential output, by
preventing output from adjusting to its new equilibrium level, would actually be destabilising.

A feature of shocks that is particularly important in the euro area is the extent to which they
are common or country-specific. Clearly, the former can be addressed by the single monetary
policy, while this is not the case with country-specific shocks. Thus, the more asymmetric the
shocks, the more national economic situations will tend to differ unless the appropriate
national non-monetary policy measures are implemented to deal with such shocks.

An important issue in the European context has to do with the changes in the sources of
shocks derived from the establishment of EMU. In the euro area, given the strong orientation
of the single monetary policy towards stability, monetary policy shocks are less likely. On the
fiscal policy side, the normative framework of the SGP also reduces the likelihood of fiscal
shocks in the Union. In both cases, however, policy shocks do not disappear altogether in
EMU. On the monetary side, the one-size-fits-all monetary policy may be regarded as a
policy shock for diverging countries.” On the fiscal side, low budget deficits, by recreating

? This effect is strengthened if national transmission mechanisms of monetary policy differ across
EMU members. Recent research conducted at the Eurosystem (European Central Bank, 2002) has
concluded, however, that the available empirical evidence does not show statistically significant
differences between euro area countries in policy transmission that are robust across different studies
and methodologies.
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room for fiscal discretion, may strengthen the “temptation” to run politically-motivated fiscal
policies.

b. The structure of the economy affects both exposure and adaptability to shocks. In an
economy that is less diversified, the likelihood of sectoral shocks having widespread
macroeconomic effects is higher. The structure of goods and labour markets is also important
in shaping the effects of shocks. More flexible markets guaranteeing speedier adjustments in
relative prices and wages improve the ability of the economy to absorb shocks, rendering the
system more resilient and reducing the magnitude and persistence of cyclical fluctuations.

The structural changes implied by EMU have important implications for the ability of the
euro economies to absorb shocks. The risk highlighted by some authors that EMU will lead to
productive specialisation thus rendering it more exposed to asymmetric shocks has so far not
materialised. Instead, what is already apparent is that EMU has led to a rapid integration of
financial markets across borders (like money markets) which will hopefully be accompanied
in the future by significant progress in the integration of capital markets. This process is
important, among other things, because it allows a better inter-temporal and international
dispersion of risks within the euro area that helps absorb shocks.

¢. Monetary and fiscal policies may act to stabilise output and prices in the event of shocks.
Macroeconomic policy is the right instrument to stabilise output and inflation in the event of
shocks. In the case of demand shocks, a well-timed counter-cyclical demand policy may
succeed in reducing both the output gap and the deviation of inflation relative to its objective.
In the case of supply shocks — like cost-push shocks - the task of policymakers tends to be
more difficult as they face a trade-off between output and inflation stabilisation and, in the
case of permanent shocks — like technology shocks - it has to decide how quickly to let the
economy converge to the new level of potential output (Gali et al., 2000; Vinals, 2001).

Concerning the changes implied by EMU for the role of monetary and fiscal policies, the
single monetary policy has to address the above-mentioned trade-offs between output and
inflation variability when faced with common supply shocks. Nevertheless, in the presence of
country-specific demand or supply disturbances which lead to differences in national
economic situations, it is the national authorities that have to react by using the policy tools at
their disposal.

Of course, in case of inaction or constrained policy instruments at national level, there are
adjustment mechanisms via the market within the euro area that will help re-establish
equilibrium over time. The problem, however, is that such a process may be lengthy,
especially if rigidities hamper the functioning of product and labour markets.

All of the above point towards the importance of accompanying the stability-oriented single
monetary policy with the appropriate national policies aimed at dealing with different national
economic situations within the euro area. Well-functioning product and labour markets are
critical in providing the degree of wage and price flexibility that is required to effect the
necessary relative price adjustments when the exchange rate is no longer available to facilitate
them. Moreover, the SGP needs to be run in a symmetric manner so as to guarantee that
national fiscal policies can adequately contribute to stabilising the economy in periods of both
economic expansion and contraction.

4.2.2. Output and price stability: stylised facts and explanations

Macroeconomic stability across the Atlantic
Table 4.8 summarises the EU and US behaviour of real GDP and inflation in the past four
decades in terms of both level and variability.
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Table 4.8

Output and inflation stability in the US and the EU

US 1961-1970 | 1971-1980 | 1981-1990 | 1992-2000
Real GDP Growth

Average of annual rates 42 33 3.2 3.6
Standard Deviation 2.0 2.5 2.2 0.6
Inflation

Average inflation 2.8 7.9 4.7 2.6
Standard deviation of inflation 1.7 3.1 2.2 0.5
EU-15 1961-1970 | 1971-1980 | 1981-1990 | 1992-2000
Real GDP Growth

Average of annual rates 4.8 3.0 2.4 2.1
Standard Deviation 0.9 1.7 1.2

Inflation

Average inflation 3.9 10.8 6.7 2.4
Standard deviation of inflation 0.8 2.8 2.9 0.9

Source: European Commission, AMECO database.
Note: GDP of the unified Germany was first recorded in 1991, this is reflected in the last column.

A cursory look at the table points to two stylised facts. First, in Europe and the US, inflation,
having increased sharply in the 1970s, fell considerably in both level and volatility during the
two subsequent decades, and especially in the 1990s. Second, real GDP growth has shown a
sharply different behaviour across the Atlantic. In the US, average growth has remained
broadly stable since the 1970s while output volatility has declined since the mid-1980s,
particularly during the 1990s. In contrast, Europe’s growth performance has constantly
deteriorated, while output volatility has declined more modestly. Towards the end of the
period, output volatility was quite close in the US and the EU. All in all, the dynamism of the
US economy has been increasingly combined with higher stability of output and prices. In
Europe, lower and more stable inflation has gone hand-in-hand with stable output but lower
growth.

The difference between the US and Europe is striking. In the US, the maintenance of
significantly high growth rates over the past 30 years has been accompanied by a reduction in
output and inflation variability relative not only to the “unstable decade” (the 1970s), but also
compared to the 1960s. So, no trade-off seems to emerge in the medium to long term between
growth and stability (output or inflation) in the US. In the EU, on the other hand, not only is
growth lower than in the US, but it has been falling gradually in each of the decades since the
1960s. Furthermore, while macroeconomic stability improved in the EU in the 1990s relative
to the previous two decades - in the price dimension, but less so in the output dimension - it is
still lower on both counts compared to the 1960s.?

Due to higher growth, coupled with a substantial reduction in inflation, the US went back in
the second half of the 1990s to a 1960s-type of performance, as shown by the joint behaviour
of unemployment and inflation in Figure 4.7. In contrast, the reduction in European inflation
took place at broadly constant, historically high rates of unemployment. Prima facie, in the
case of the US, the evidence in the figures is consistent with an underlying outward shift in
the short-run Phillips curve in the 1970s and the first half of the 1980s followed by a shift in
the opposite direction which would have brought the curve back to its initial position in the
second half of the 1990s. In Europe, the picture is more consistent with a rise in the natural

* The picture of a less performing economy in Europe compared to the US is confirmed if one looks at
other “real” variables such as unemployment and the output gap.
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rate of unemployment (meaning a outward shift in the long-run Phillips curve) until the first
half of the 1980s followed by a downward shift of the short-run curve in subsequent years and
only a limited shift to the left in the 1990s. By the end of the 1990s, inflation was at the level
of, or even lower than, the 1960s, but at an unemployment rate almost four times higher. The
downward shift in the short-run Phillips curve in the last 15 years appears to be consistent
with a stronger anti-inflationary commitment and credibility of European monetary policies.
Only in the most recent years, may we be witnessing a reduction in the natural rate of
unemployment.

Figure 4.7 Inflation and unemployment in the EU and US
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Source: European Commission, AMECO database.

The picture of Europe compared to the US that emerges from the above analysis is that of
high inertia, low reward. While practically all EU countries experienced lower and less
volatile inflation, on the “real” side of the economy the picture is not uniform across Europe.

A relative majority of countries — Belgium, Germany, Greece, Spain, Italy, Austria and
Portugal — behaved similarly to the EU average in the 1990s, by experiencing lower growth
compared to the 1970s coupled with unchanged or slightly lower output variability. France,
Sweden and Finland had a worse performance, namely real growth that was not only lower,
but also more variable. However, in the case of Sweden and Finland, such unfavourable
performance is essentially explained by the deep recession at the beginning of the 1990s.
Finally, five countries — Denmark, Ireland, the Netherlands, the UK and Luxembourg — did
better than average in that they experienced an unchanged or even higher growth
accompanied by broadly constant or lower output variability. Interestingly, several of these
countries are amongst those usually identified with bolder efforts to reform their welfare
system and improve market functioning.

All in all, and in spite of the country differentiation highlighted above, the picture in Europe

compared to the US is bleak. Loosely speaking, while the US has traditionally been a "higher
return-higher risk" economy relative to the EU, in the second half of the 1990s it became a
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more preferable "asset": its gap in output variability with the EU has narrowed significantly,
while its average return has increased, as differentials in potential growth are now higher®.

Greater macroeconomic stability: good practices, good policies or good luck?

A growing body of literature has focussed on the causes of greater US macroeconomic
stability in the past two decades. Three views have been put forward to explain the lower
volatility: the higher output and inflation stability can be due to “good practices”, “good
policies” or “good luck”. However, the debate has focussed mainly on the US, while the

evidence on Europe is scant.

“Good practices” usually refer to just-in-time management of inventories, fostered by ICT. As
found by several studies, the importance of this factor is consistent with the finding that the
higher output stability in the US stems essentially from a decline in the volatility of output (in
particular of durables) compared to that of sales.

“Good policies” appear to underpin the stronger macroeconomic stability in both Europe and
the US. The macroeconomic policy framework has considerably improved on both sides of
the Atlantic, although the macroeconomic policy “philosophies” continue to differ: the
commitment to rules-based policies is stronger in Europe than in the US where monetary and
fiscal policy discretion appears to be stronger. A clear anti-inflationary commitment by
central banks has helped to anchor inflation expectations, thus contributing to lower and more
stable inflation. As to fiscal policy, over the 1990s and until very recently, enhanced
budgetary discipline both in Europe and the US has contributed to macroeconomic stability.
On a more specific basis, the effectiveness of automatic stabilisers appears to be stronger in
Europe than in the US, given its more extended tax and welfare system.” As to discretionary
policy, there is evidence that it may have become more counter-cyclical in OECD countries,
but its effectiveness may have decreased over time (Perotti, 2002).

The “good luck” view posits that lower output and inflation volatility may simply stem from
the drop in variance of exogenous disturbances hitting the economy. In the last two decades,
Europe has been subject to the shock of German reunification and the creation of EMU,
which can also be seen as a shock. The US has been subject to the rise (and fall) of the
technology bubble at the end of the 1990s. However, both economies have been spared the
very adverse supply shocks of the 1970s (the two oil price hikes) which created a conflict
between output and inflation stabilisation.

On the whole, better monetary policy appears to be behind the lower and more stable inflation
in Europe and the US while a combination of better practices, better policies and less adverse
shocks has helped reduce output volatility in the US towards the levels traditionally prevailing
in Europe.

4.2.3. Macroeconomic policies in the EU in the 1990s: “cleaning up the balance
sheet”

The Maastricht convergence process

Macroeconomic policies in Europe in the last decade were geared to nominal consolidation.
European countries had entered the 1990s with relatively high inflation rates and growing
fiscal imbalances. Prompted by the need to re-establish basic conditions of macroeconomic
stability, budget deficits and inflation were reduced substantially. Meeting the EMU

* However, the large macroeconomic imbalances accumulated by the US economy are a source of
concern for its future development.

> Studies show that automatic stabilisers in the EU offset between 10% and 30% of the S0k depending oy
the country and the type of shock. See Brunila ez al. (2003). Auerbach (2002) finds that the smoothing
power of automatic stabilisers has changed little over the past decades in the US.
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macroeconomic requirements was instrumental in bringing about a regime shift. The nominal
adjustment worked: between 1993 and 1998 (the so-called “stage two” of EMU), inflation
and budget deficits were reduced dramatically and their dispersion throughout the EU
decreased substantially.

Bringing down inflation was the explicit goal of monetary policy. Until 1997-1998, the stance
of monetary policy in many European countries — specially those belonging to the Exchange
Rate Mechanism of the European Monetary System - reflected to a significant extent that of
the Bundesbank (with a risk premium incorporated in non-German interest rates) and
remained restrictive (see Figure 4.8).° This contributed to reducing average inflation from 4%
in 1993 to around 1.5% in 1998. The monetary stance, however, became gradually less tight.
As documented in European Commission (2000), for the euro area as a whole, easier
monetary conditions accompanied fiscal retrenchment in most years of the retrenchment
period. Therefore, while remaining restrictive to bring down inflation, monetary policy
appears to have been broadly supportive of fiscal consolidation.

Figure 4.8 Monetary policy in the 1990s: actual versus Taylor interest rates

= LEuro area (excl. Germany) Taylor rate

Euro area (excl. Germany) nominal short-term interest rate

= = Germany Taylor rate

----- Germany nominal short-term interest rate

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

Note: The Euro area is taken to refer before 1999 to the 12 countries now belonging to it. The Taylor
rates were calculated with the formula: ;" = r + 7 + 1.5(7[, - ;r”b)+ 0.5ygap, - The equilibrium short-

term real interest rate was assumed constant at 2%. The inflation objective is taken as 2% throughout
the period. The output gap is estimated with the production function of European Commission services.

Source: European Commission, AMECO database and own calculations.

Faced with the inevitable need to put public finances on a sounder footing and under pressure
from the Maastricht calendar for joining EMU, policymakers carried out a strong adjustment.
As shown in Table 4.9, between 1993 and 1998, the actual and cyclically-adjusted deficit fell
by over three percentage points in the countries now comprising the euro area.

6 Interestingly, as Figure 4.8 shows, most countries now in the euro area experienced something very
close to a one-size-fits-all monetary policy well before the euro was actually launched.

" Notice, however, that the period 1993-98 may not be the most appropriate for all EU countries as
several started the consolidation well before 1993.
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Viewed from Member State level, some spectacular turnarounds in fiscal performance
occurred. Italy and Greece managed to bring back their public finances from the brink of
unsustainability. Finland and Sweden quickly regained control of their public finances after
the crises of the early 1990s. A strong improvement also occurred in the UK after the 1992
ERM crisis. On the contrary, countries such as Germany and France, traditional bastions of
fiscal prudence, struggled to keep control of budget deficits that were fuelled, respectively, by
the costs of unification and subdued economic performance.

Table 4.9 Budgetary consolidation 1993-98
Level of Change Change in structural expenditure Change | Change
structural Changed Change
deficit structu'r al Total fixed other del?t structural
deficit service | revenue
1993 form. expend.
Austria 43 -1.8 -3.1 -1.4 -1.6 -0.4 1.7
Belgium 6.2 -5.7 -1.3 -0.4 -0.9 -35 -0.9
Denmark -0.3 -0.2 -1.0 -0.2 -0.8 -2.0 2.8
Finland 1.6 -1.8 9.1 0.0 9.1 -0.9 8.2
France 5.6 -3.3 -1.5 -0.6 -0.8 0.1 -1.9
Germany 34 -1.6 -0.8 -1.0 0.2 0.3 -1.0
Greece 12.9 -10.1 0.5 0.3 0.2 -4.8 -5.8
Ireland 0.8 -2.9 -6.1 0.4 -6.5 -3.3 6.5
Italy 9.4 -6.5 -3.0 -0.3 2.7 -4.7 1.2
Luxembourg -1.7 -1.2 -4.3 -0.8 -3.5 0.0 3.1
Netherlands 2.1 -0.7 -6.7 -0.1 -6.6 -1.3 7.3
Portugal 5.3 -2.8 3.8 0.0 3.8 -2.6 -4.1
Spain 6.1 -3.6 -5.2 -0.8 4.5 -0.7 2.4
Sweden 8.5 -11.1 -11.2 -0.5 -10.7 -0.3 0.5
United Kingdom 6.5 -6.4 -6.0 -0.8 -5.2 0.5 -0.9
Euro 52 -3.2 -1.8 -0.4 -1.3 -0.8 -0.6
EU-15 5.4 -3.8 -2.4 -0.4 -2.0 -0.6 -0.8

Source: European Commission, AMECO database.

Overall, the fiscal adjustment over the 1990s appears to be not only impressive in size, but
also of “good quality”: on average, the contribution of current expenditure retrenchment was
considerably larger than that of tax increases or cuts in capital spending.® While it is true that
public investment was reduced somewhat, research shows that the reduction was lower in the
1990s than in previous years and was smaller in the EU than in other OECD countries.

What was the impact of the budgetary consolidation on economic growth? Answering this
question is not easy as the “counterfactual” is not evident: what would have been the
implications of failure by some countries to come to grips with mounting debt and deficits?
Hence, one cannot exclude an outright financial crisis taking an even bigger toll on output.
This caveat notwithstanding, it is likely that budgetary consolidations contributed to the
disappointing growth performance of Europe in the middle years of the last decade. However,
the prevailing evidence points to lower output costs of fiscal retrenchment in the 1990s,
compared to fiscal consolidations in previous decades.” In some countries, favourable impact

¥ As an expenditure-based adjustment signals a stronger political commitment to budgetary
consolidation, it is more likely to be successful and trigger so-called "non-Keynesian" effects
(European Commission, 2003d).

? This is the conclusion by von Hagen et al. (2002). It is consistent with conclusions of Perotti (2002)
who, although covering a different sample of countries, finds evidence of lower multipliers in the last
decade.
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on expectations and good composition may have tempered the direct impact of lower deficits
on aggregate demand.'”

In any case, in view of the deteriorated fiscal situation of the early 1990s, the temporary
adverse effects on economic activity were the necessary price to pay for restoring budgetary
discipline, itself a very favourable factor for medium-term growth.

Why did Maastricht work?

As argued above, the adjustment process that took place in the 1990s allowed EU countries to
“clean up their budgetary balance sheet”. The nominal adjustment cannot be attributed
exclusively to the Maastricht norms as a similar process also took place outside Europe.
Nevertheless, Maastricht undoubtedly played a role in the policy turnaround in the 1990s,
especially in countries traditionally characterised by large nominal imbalances.

The literature has identified a number of key factors that were at the basis of the Maastricht
11
success' :

e Public visibility. The objective of meeting the Maastricht convergence criteria
became the centrepiece of government strategy in many EU countries. The objective
of reducing inflation was followed by concrete reforms of the central bank status and
was explicitly factored into wage negotiations. In the public finance area, public
visibility was greatly facilitated by the simplicity of the 3% of GDP deficit criterion
which provided a clear signpost for economic policies regardless of political colour of
national governments, especially in countries which entered the 1990s with very high
deficits and looming threats of unsustainability.

o Clear structure of incentives. Reward and penalty linked with the Maastricht
requirements were very clearly laid out. Politically, meeting the convergence criteria
would allow countries characterised traditionally by unstable macroeconomic
conditions to join their virtuous partners in the new policy regime, while failing to
comply carried the penalty of exclusion from the euro area. This was considered too
hard a political sanction especially for countries traditionally at the forefront of the
process of European integration.

e Political ownership. The whole debate on nominal convergence reflected Germany’s
concern with monetary and fiscal discipline: both the Maastricht inflation and fiscal
criteria and the SGP clearly bear Germany’s fingerprints. Strong macroeconomic
stability came to be regarded as an essential precondition for Germany to accept
merging monetary sovereignty into a single currency.

o  Constraining calendar. The Maastricht Treaty set very clear deadlines for moving to
the final stage of EMU. Countries willing to join with the first wave had no choice
but to make the required effort to meet the convergence requirements.

e [Lffective monitoring. The simplicity and the unambiguous definition of the
convergence requirements — especially those concerning the budget deficit and
inflation - allowed an effective monitoring on the part of the European Commission
which played the role of external agent commonly entrusted with the correct
interpretation and implementation of the Treaty criteria.

o Collegial culture. The process of convergence contributed to the progressive building
of a collegial culture of stability through personal contact amongst policymakers and
national and EU officials. This new climate contributed to peer pressure between
national authorities and enhanced the role and authority of the European institutions.

1 European Commission (1999) found evidence that Italy benefited from non-Keynesian effects, which
reduced the direct cost of the fiscal retrenchment.

' See Buti and Giudice (2002). The analysis in their paper focuses on fiscal consolidation, but it can be
extended also to the disinflationary process.
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If these factors were at the basis of the political drive that made Maastricht a success, a
fundamental question is the extent to which they are still at work in EMU. We will come back

to this question after examining the macroeconomic experience of the euro area in the early
years of EMU.

4.2.4. The early years of EMU: a mixed picture

The policy mix: euro area versus national economies

Since 1999, monetary policy for the euro area has been set by the ECB and the fiscal rules of
the SGP have applied fully to the countries belonging to EMU. As shown in Table 4.10,
economic growth was buoyant in 1999 and 2000 while it slowed down substantially in
subsequent years. Annual inflation hovered just above 2% in the past three years.

Table 4.10 Growth and inflation in the early years of EMU

Growth Euro area ds(:?/ril:t?:rjl min (Country) max (Country)
1999 2.8 2.4 1.7 (Italy) 11.1 (Ireland)
2000 35 2.2 2.9 (Germany) 10.0 (Ireland)
2001 1.4 1.5 0.6 (Germany) 5.7 (Ireland)
2002 0.8 1.7 0.2 (Germany) 6.0 (Ireland)

2003 (p) 1.0 1.0 0.4 (Germany) 3.6 (Greece)

Inflation Euro area stapdgrd min (Country) max (Country)
deviation
1999 1.1 0.7 0.5 (Austria) 2.5 (Ireland)
2000 2.1 1.0 1.5 (Germany) 53 (Ireland)
2001 2.4 1.0 1.8 (France) 5.1 (Netherlands)
2002 2.2 1.1 1.3 (Germany) 4.7 (Ireland)
2003 (p) 2.1 0.9 1.3 (Germany) 4.2 (Ireland)

Source: European Commission, AMECO database.
Note: For 2003, projections by the European Commission of Spring 2003.

Performance within the euro area was, however, varied: at one end of the spectrum, Ireland
achieved for most years the strongest growth level combined with the highest inflation, while,
at the opposite end, Germany recorded the slowest growth rate associated with the lowest
inflation.

Evidence of divergent behaviour is particularly clear in the case of inflation. Figure 4.9
presents evidence on the behaviour of inflation for the DM-area'? and the euro area since the
mid-1990s. It provides an indication of the degree of convergence of inflation and the way
inflation changes were correlated between members of the group: a position high and to the
left in the figure indicates that the inflation rate in these countries is not only very similar, but
tends to go up or down in parallel; on the other hand, a low position to the right indicates that
inflation rates are very different and poorly correlated.

12 Germany, France, Austria and the Benelux countries. These countries have been often identified in
the literature as a de facto currency area.
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Figure 4.9 Inflation convergence and correlation

0.8

1999-2000

0.7 4 1999-2000

0.6 4 1997-1998
0.5 4 2001-2002
DM area

0.4
Euro area

Correlation

0.3
1995-1996

M 1995-1996
0.2

1997-1998

0.1 A

0.0 0.2 0.4 0.6 0.8 1.0 1.2 1.4 1.6

Distance from average

Source: European Commission, AMECO database and own calculations.
Note: X-axis: average of the absolute value of the distance of national inflation from the group average;
Y-axis: average correlation of inflation within the two groups of countries.

The graph shows firstly that there was a strong inflation convergence in the 1990s within the
group of countries who now make up the euro area, attaining a maximum in 1999-2000. In
the same period, the differences of inflation rates within the former DM-area did not change
appreciably. Since then, the gap has re-opened somewhat. The second point to note is how the
correlation of inflation rates, after having increased in both groups between 1995-1996 and
1999-2000, has been reduced markedly. This provides prima facie evidence that euro-area
countries experienced largely common shocks during the period 1999-2000". However, in
more recent years, the re-emergence of inflation differentials may signal some “artificial”
compression of the relative inflation rates achieved during the run-up to EMU. This, coupled
with cross-country adjustments within the euro area, may have implied a more dispersed
pattern of national inflation rates.

From a policy standpoint, the macroeconomic behaviour at the euro-area and national levels
begs three questions:

a. Was EMU’s macroeconomic policy mix appropriate to fend off the negative shocks
that hit the euro area in EMU’s infancy?

b. Did EMU’s budgetary rules imply an over-restrictive fiscal stance?

c. Do the divergent inflation rates signal a problem with a one-size-fits-all monetary
policy?

To answer the first question (adequacy of the policy mix), Figure 4.10 provides a synthetic
picture of the macroeconomic policy mix in the first four years of EMU. Clearly, the

' On the contrary, the relatively low correlation for the DM-area at the beginning of the period may be
linked to the asymmetric implications of the post-German reunification adjustment.
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monetary stance was overall growth-supportive in the initial years of EMU to become overtly
expansionary in 2001 and 2002 when the global slowdown hit the European economy'".
While there is a large consensus in the literature that the “sign” of monetary policy has been
right, different positions have been expressed on the size of the interest rate changes and on
the predictability and speed of reaction of the ECB in the face of changing economic
circumstances. "

On fiscal policy, the graph shows that, after a modest restriction in 1999 — the first year of
EMU - fiscal policy turned expansionary in the subsequent years. While from a cyclical
standpoint such policy stance may be regarded as appropriate in the face of the global
slowdown which started in 2001, the fiscal expansion was clearly inappropriate in the year
2000 when buoyant economic growth (3.5% for the euro area as a whole) was coupled with
inflationary pressures fuelled by rising oil prices. This policy error prevented budgetary
policy from playing its stabilisation role in full during the subsequent downturn (especially in
2003).

Figure 4.10  Euro area policy mix: 1999-2002
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Source: European Commission, AMECO database and own calculations.

Note: Fiscal stance: change in the cyclically-adjusted primary balance; monetary stance: change in the
short term real interest rate. In brackets, beside each year, is the real GDP growth and the estimated
euro area output gap.

Coming to the second question (fiscal stance at the national level), evidence shows that, even
in countries still featuring large imbalances, structural deficits rose in 2001 and 2002, thereby
supporting aggregate demand. However, in these countries, fiscal policy became increasingly
constrained and, as of 2003, required a pro-cyclical fiscal tightening in line with the Treaty

" Notice that this conclusion would be reinforced had the measure of the monetary stance included the
movements in the exchange rate (e.g. by using the Monetary Conditions Index).

15 While Allsopp (2002) finds that the ECB has quite active, Begg et al. (2002) conclude that, while the
ECB’s behaviour is captured well by a standard Taylor-rule reaction function, the interest rate changes
tend to be delayed.
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requirements. The “original sin” can be found in failure by countries with high deficits to
seize the opportunity to reduce their fiscal imbalances in the previous years of sustained
growth. In particular, the fiscal out-turn of Germany, France and Italy in 2000 was worse than
the already timid efforts embodied in their stability programmes. This contrasts sharply with
most of the other countries whose budgetary out-turn was better than planned. The experience
of the early years of EMU also suggests that, with an extended period of below-potential
growth, budget deficits tend to deteriorate sharply. This strengthens the requirement to move
into surplus in cyclical upswings so as to have a sufficient room for manoeuvre in the
subsequent downturn.

Another, less obvious factor that compounded the fiscal difficulties was the fact that countries
continued to project public spending and revenue on the basis of very optimistic growth
forecasts. However, a lower potential growth implies that the spending programmes which
countries can afford at a given tax ratio are correspondingly lower. Ex-post, this resulted in
stubbornly high structural deficits."°

As to the third question (problems with a one-size-fits-all monetary policy), one has to trace
the origin of the inflation differentials: these can be benign or malign. Within the euro area,
differences among national inflation rates are worrying only to the extent that they lead to
divergence of the real exchange rate from its equilibrium level. On the contrary, to the extent
that they are driven by different rates of productivity growth (the so-called Balassa-
Samuelson effect), or result from the correction of initial real exchange rate disequilibria, or
reflect the adjustment to country-specific shocks, they are a natural phenomenon (and are
indeed welcome). Part of the inflation differentials is certainly explained by these three
effects. In the case of some countries — notably Ireland - the divergent behaviour has also
been compounded by different exposure to the devaluation of the euro exchange rate and to
the bursting of the technology bubble (Honohan and Lane, 2003). Therefore, exchange rate
stability at or around appropriate levels should contribute to reduce inflation differentials.

Nevertheless, the re-opening of inflation differentials is also related to the one-size-fits-all
monetary policy. As pointed out earlier in this chapter, the single monetary policy can result
in the low inflation-low activity countries experiencing higher real interest rates while the
high inflation-high activity countries have lower real interest rates, thus exacerbating initial
divergences among national economic situations. As Figure 4.11 shows, this effect was
particularly evident in the early years of EMU when Germany and Ireland — the two countries
at the opposite ends of the growth-inflation league - faced real interest rates that were
probably inappropriate from a purely domestic standpoint.

' Establishing the annual budget laws on the basis of over-optimistic assumptions on GDP growth is
one way in which governments free up resources for higher spending in pre-electoral periods. Buti and
van den Noord (2003) find evidence of this type of behaviour in the early years of EMU.
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Figure 4.11 A pro-cyclical monetary stance in the euro area?
(average figures 1999-2002)
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Source: European Commission, AMECO database.

Correcting the macroeconomic imbalances fuelled by an inappropriate monetary stance
requires activating other channels of adjustment. Here there is a clear interplay between the
ECB monetary strategy, real exchange rate changes within the euro area, and fiscal policy
changes. If the overall area-wide inflation rate is set too low, a potentially dangerous spiral
can set in for low-growth countries. With the budget balances burdened by sluggish growth,
these countries need to boost demand by devaluing their real exchange rate. However, doing
so while the euro area’s average inflation is kept very low is problematic and risks of a
particular country ending up in deflation cannot be ruled out. While the ECB’s definition of
price stability appears adequate to prevent deflation to take hold at the euro-area level,
attempting to keep the area-wide inflation rate much below its upper bound (2%) may be
risky in a period of protracted slowdown and downward pressure on prices in so far as it
increases the probability of deflation occurring in a particular country. Such a risk is probably
higher in EMU’s infancy when other channels of adjustment are still underdeveloped.'’

Adapting to the new policy regime

The picture emerging from the foregoing analysis of the economic and policy behaviour in
the early years of EMU is mixed. In the monetary area, price stability has been assured and
monetary policy has generally been supportive of economic activity since the downturn in
activity began. But in an environment of downward pressure on prices it needs to be
sufficiently forward-looking. In the public finance area, budgetary policies have not reverted
to those of the pre-Maastricht era, but several countries (notably the largest members of the
euro area) failed to create the necessary room for manoeuvre under the 3% of GDP deficit
ceiling during favourable growth conditions. As a result, they found their fiscal policy
increasingly constrained in a situation of protracted economic sluggishness.

There is a large consensus that the ECB did a good job in an eventful period where it had to
operate with less-than-perfect statistical information and knowledge of the functioning of the

17 See IMF (2003) for an empirical evaluation of deflationary risks.
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euro-area economy. Before the euro was launched, observers pointed to the risk of an over-
restrictive monetary policy given the need of the newly-created central bank to build up its
anti-inflationary reputation. This risk has not materialised and price stability has been
achieved while maintaining a growth-supporting monetary stance. Nonetheless, according to
a number of observers, the “newness” of the ECB has played a role by reinforcing the natural
caution of central bankers and implying a somewhat slow reaction of monetary policy in the
face of rapidly changing economic circumstances. Attaining the optimal timeliness of policy
actions by the ECB remains an important matter.

On fiscal policy, the picture is quite unsatisfactory. Evidently, some political economy factors
which underpinned the success of Maastricht have not carried over into EMU: diminished
political ownership of EU fiscal rules and the limited incentives to run prudent policies in
good times are at the root of the current difficulties with the SGP. Several Member States
failed to abide by the “fiscal philosophy” of the SGP which implies attaining close to
balanced structural positions and let automatic stabilisers play freely. Since exceeding the 3%
of GDP deficit ceiling still carries a political cost, high-deficit countries came to face an
increasingly difficult dilemma between sticking to the rules and sustaining demand in a
situation of protracted economic sluggishness.

The need to attain more symmetry in the functioning of the Pact led the Commission to
propose a number of changes in November 2002 (European Commission, 2002¢), which were
broadly endorsed by the Council in March 2003: definition of the medium-term budgetary
targets in structural terms, some more flexibility for countries with sound public finances, and
enhanced surveillance in cyclical upswings. These changes, coupled with the repeated call for
enhancing microeconomic adjustment mechanisms (improving the functioning of labour and
product markets), clearly go in the right direction. However, it remains to be seen whether,
also in the light of enlargement, they go far enough to improve cyclical stabilisation while
ensuring long-term sustainability. Another issue is whether the current mechanisms of EU
governance are effective to ensure ownership and compliance at the national level.

4.3. Cohesion

Article 2 of the Treaty on European Union states that one of the objectives of the EU is “fo
promote economic and social progress and a high level of employment...in particular...
through the strengthening of economic and social cohesion”. Article 158 contains a more
explicit definition: “In order to promote its overall harmonious development, the Community
shall develop and pursue its actions leading to the strengthening of its economic and social
cohesion. In particular, the Community shall aim at reducing disparities between the levels of
development of the various regions and the backwardness of the least favoured regions or
islands, including rural areas.”

Concern with “cohesion” is strong on the part of both national and supranational political
processes in Europe, where intense interpersonal redistribution is implemented by taxes,
subsidies, and regulations. The relevant instruments are essentially left to the Member States
and lower levels of government, but distribution-oriented policies influence in an important
way the nature of cross-boundary economic relationships, and are in turn constrained in some
respects by supranational policies meant to safeguard undistorted international trade. In
addition, a small layer of supranational redistribution-oriented policy instruments exists in the
form of EU cohesion policy directly motivated by the effects on regional and national income
inequality of the European economic integration process.

In what follows, we review the theoretical motivation and effects of European redistribution
policies, as well as empirical evidence regarding the evolution of regional and interpersonal
inequality in the last few decades. Section 4.3.1 focuses on the convergence issues in both a
country and a region dimension, and Section 4.3.2 reviews pre- and post-tax inequality trends
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at the personal (and household) level. The two dimensions are interrelated, of course, and
both sets of theoretical mechanisms and empirical findings are key to assessing the overall
cohesion performance of the EU system of economic policies. Both sections also outline the
extent to which observed inequality trends may be ascribed to market forces (influenced in
turn by internationalisation of economic relationships) or to specific national and
supranational policy intervention.

4.3.1. Countries and regions: convergence policies and trends

Economic theory suggests that investment and savings should foster per-capita income
convergence when technological conditions are (or become) uniform across geographical
entities characterised by constant returns to scale.'® Economic integration introduces further
convergence forces in that setting, as unfettered factor and goods flows should enforce
equality of marginal productivity, and of income, throughout an integrated area. If income
differences reflect different initial conditions, over time production should grow faster in
initially low-income regions and countries than in initially high-income ones, as capital flows
into the latter and out of the former, and trade allows each to specialise in the sectors where
its comparative advantage lies.

In reality, however, economic activity does not diffuse uniformly across integrated territories:
within each Member State, and within each region, production “agglomerates” in cities and
industrial districts. Agglomeration tendencies reflect locally increasing returns to scale, i.e., a
tendency for costs to fall (rather than increase) as more economic activity concentrates in a
given region. In the EU economic integration context, such phenomena can endanger
cohesion objectives. If relatively advanced regions attract an even larger share of the overall
economic activity, an increase in the scale and intensity of continent-wide economic
interaction could well cause relatively backward regions to lag further behind, rather than
catch up with, the more advanced portions of the integrated economic area. More generally,
initially low-income areas may develop in a non-uniform way, thus generating “polarisation”
effects within each region.

From this economic geography perspective, not only initial levels of economic activity matter
for the development prospects of regions but also their size relative to, and distance from, the
centres of gravity of the integrated area’s economic activity. If the advantages of economic
integration reflect new and more intense linkages across geographical entities, in fact, “core”
regions enjoy many more such new linkages than “peripheral” ones, which might experience
economic decline rather than growth when their isolation is broken by dismantling of barriers
to trade and factor flows.

EU cohesion policy

BOX 4.3
The EU cohesion policy in brief

EU cohesion policy is the second largest item in the EU budget, making up about 35% of total
expenditure. Cohesion policy is translated into financial disbursements via its two main instruments:
the Structural Funds and the Cohesion Fund, with the former accounting for roughly 90% and the latter
for 10% of the total. Prior to 1989, EU cohesion policy was relatively unstructured and financially
much smaller. Cohesion policy “proper” began with the introduction of the EU’s pluri-annual spending
guidelines or Financial Perspectives, as they are called. These were the so-called Delors I package for
the period 1989-1993, the Delors II package for the period 1994-1999 and the Agenda 2000 package
for the period 2000-2006.

'® As in the neoclassical growth model. See Barro and Sala-i-Martin (1991).
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During the period 1994-1999, Structural Funds allocated money to regions on the basis of six

“objectives” (all data from European Commission (2001a: 122-58) unless otherwise indicated):

1. supporting development and structural adjustment of regions whose development is lagging
behind. They received 68% of the funds. In 1999, 24.6% of the EU population lived in regions that
received objective 1 funding from the EU.

2. helping frontier regions or parts of regions seriously affected by industrial decline.

3. combating long-term unemployment and facilitating the integration into working life of young
people and of persons exposed to exclusion from the labour market.

4. facilitating the adaptation of workers to structural change.

5. speeding up the adjustment of agricultural structures as part of CAP reform (Objective 5a),
facilitating the development and structural adjustment of rural areas (Objective 5b).

6. (since 1995) promoting the development and structural adjustment of regions with low population
density.

The Cohesion Fund as such, which only exists since 1993, has a national rather than regional focus and
targets those Member States (Greece, Spain, Ireland and Portugal) whose GDP per capita is lower than
90% of the EU average and that are following a programme of economic convergence. It is reserved
for environment and transport infrastructure.

As for the period 2000-2006, the Agenda 2000 package allocates a total of €213 billion to cohesion
policy. Of this, about €195 billion (European Commission 2002d: 226) are allocated to the Structural
Funds and €18 billion to the Cohesion Fund which still targets Greece, Spain, Ireland (only till 2003)
and Portugal. If one adds in the €22 billion earmarked for new Member States in the period 2004-2006,
the total cohesion effort comes to €236 billion for the whole period, or about 34% of the total EU
expenditure.

Agenda 2000 made a major effort to simplify the Structural Funds, which for the period 2000-2006 are

divided into just three objectives (instead of six as previously):

1. development and structural adjustment of regions lagging behind (formerly objectives 1, 5a, 5b
and 6): about 70% of the Structural Funds;

2. development of border regions and regions in industrial decline (formerly objective 2);

3. adaptation and modernisation of education and training systems (formerly objectives 3 and 4).

For the sake of the analysis, cohesion policy can be disaggregated in three main parts:

1. objective 1 funds, which have a clear regional focus, which target the low-income EU regions
across Member States and which represent about 65% of the total cohesion policy;

2. other objectives, which have a horizontal focus and which represent about 25% of total cohesion
spending;

3. cohesion funds, which have a clear national focus, which target the low-income Member States
and which represent about 10% of the total cohesion policy;

The predominantly regional focus of cohesion policy generates two results which are worth
mentioning: a) all Member States, except Luxembourg and Denmark (and Belgium and Netherlands
from 2007) have at least one region receiving financial aid under objective 1; b) countries with a
similar level of national GDP, may receive very different shares of EU funds. For example, Sweden
and Italy have comparable levels of national GDP, but since the latter suffers from much wider regional
inequalities it receives considerably greater support from EU cohesion policy.

Enlargement of the EU to low-income and peripheral countries in the 1980s gave prominence
to geographic development concerns and prompted the implementation of a complex set of
supranational policies as described briefly in Box 4.3. These cohesion-oriented policy
instruments aim at fostering income equality across Europe’s geographic units, but they do
not simply transfer resources to low-income regions (as an explicit redistributive policy
would). Low GDP levels are an important criterion for making EU funds accessible to
specific countries and regions, both on the basis of the formal qualification criteria and in
practice. A negative correlation between GDP levels and funds received under the EU
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cohesion policy is observed'’. The disbursement of funds, furthermore, is conditional on
formally clear, if economically debatable, indicators of industrial structure, a peripheral
geographic position, and other regional characteristics that are presumed to endanger regional
development in the absence of policy interventions. “Additionality” criteria are meant to
avoid any risk of crowding out local investments and to ensure that cohesion policy finances
investments that otherwise would not have been undertaken.”’

It is no surprise that EU-level policy aiming at fostering cohesion should transfer funds with
important strings attached. The Treaty itself refers to a reduction in “disparities between the
levels of development,” not in disposable income levels. Indeed, agreement on unconditional
transfers to low-income regions would hardly be politically feasible: transparent transfers of
funds across the borders from Member States’ redistribution schemes would create obvious
winners and losers and would be difficult to agree upon at the Community level. Furthermore,
political processes also indicate that the extent of intra-country redistribution varies
substantially within the EU (see section 4.3.2 below).

The overall picture of EU regional subsidies is further complicated in three respects. First of
all, the link between Community fund disbursement and genuine regional development needs
is weakened by a politically unavoidable tendency to balance transfers across Member States
(almost all of which, no matter how rich, claim at least some underdeveloped regions to
obtain highly visible, if small, Structural Fund allocations). This is reinforced by the fact that
the unanimity rule in decision-taking, which regulates the planning of cohesion policy funds,
gives every country a considerable amount of leverage. Secondly, Member States have a
tendency to trade cohesion policy funds against other financial flows,”' such as those under
the Common Agricultural Policy and other internal spending programmes which have fewer
strings attached. The negative correlation between GDP levels of the beneficiary countries
and regions and EU expenditure towards them is lost once the CAP and the other internal
programmes are added to cohesion policy””. Indeed, the CAP and the other internal
programmes, which represent slightly more than half the EU budget, compared with 35% for
cohesion policy, tend to be positively correlated to income. Thirdly, Member States pursue
their own active regional development policies, which are in turn constrained by
supranational guidelines meant to prevent trade distortions. Interestingly enough, when
considering together the national and the EU intervention in favour of areas lagging behind,
one observes that a significant negative correlation with the GDP levels of the receiving areas

' The simple correlation between Community cohesion policy disbursement and GDP levels per head
across the 17 macro-regions ranges from —0.5 (in 1991 and 1995) to —0.6 (in 2000). These 17 macro-
regions are Austria, Belgium, Denmark, Finland, France, Germany eastern Lénder, Germany western
Lander, Greece, Ireland, Italy Mezzogiorno, the Rest of Italy, Luxembourg, Netherlands, Portugal,
Spain, Sweden, and the UK. Germany and Italy have very wide regional differences in GDP levels
which imply that EU cohesion policy focuses mostly on the poorest part of the country. For our
analysis, it is therefore more significant to split each country in two subsets.

2 Additionality is targeted by (i) the requirement that “[f]or each objective, the Community aid given
to each Member State concerned during the programming period may not lead to a reduction in its
public or equivalent cohesion policy compared with the previous programming period.” (European
Commission (2002d: 232) and (ii) by “co-financing” requirements: the Community contributes
between 50% and 75% of objective 1 operations, less for other objectives, and national matching funds
need to be available for the rest. In 1999, the total of national matching funds in objective 1 regions
amounted to almost €82 billion, much larger than the €30 billion from EU funds.

*! The enlargement negotiations produced the latest evidence of this kind of trade-off: the final deal
was struck when the Council accepted that part of the funds destined for new members come from the
CAP rather than cohesion policy because of the different strings attached.

2 Adding CAP and the other internal spending programme funds to cohesion policy disbursement, the
simple correlation between total Community fund disbursement and GDP levels per head across the 17
macro-regions (see footnote 2) drops to —0.4 (in 1991) and to —0.2 (in 1995 and in 2000).
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is respected”. This means that the national (but subject to EU authorisation) state aids do not
undo the overall cohesion effort pursued by the EU central budget™.

The evidence

The available empirical data on economic convergence in the EU give a very different picture
depending on whether one looks at the 15 Member States or at the 211 administrative regions
across the Union. On the one hand, in the period 1980-2000, a tendency of per-capita GDP to
converge can be observed at the Member State level. Initially low-income countries grew
faster, on average, than high-income ones whose disappointing growth performance was
reviewed in Section 4.1 above. On the other hand, within each country, GDP levels (and
unemployment rates) have tended to diverge across regions, increasing inequalities.
Inequality within each country accounted for roughly half of total EU regional inequality in
the early 1980s, but this rose to about two thirds by the mid-1990s, while inequality between
countries fell by about a third during that period.”

In fact, by looking at the intermediate aggregate of macro-regions one may refine the
“country convergence” and “region divergence” findings. The bulk of the structural and
cohesion funds flows into six macro-regions (Greece, Spain, Ireland, Portugal, the six eastern
German Linder, the Mezzogiorno in Italy) which receive on average about 68% of the total.*®
When convergence of these macro-regions is assessed, one finds that their average GDP did
converge. This is true both in terms of sigma convergence (lower dispersion of the income
distribution) and of beta convergence (stronger tendency for low-income macro-regions to
grow faster than high-income ones). The six macro-regions displayed annual growth of 3.3%
between 1991 and 2000, while the rest of the EU produced annual growth of 1.9% (see Table
4.11)

> Articles 87 (3)a and 87 (3)c TEU allow Member States to grant state aid to economic areas; the first
applies a criterion of regional under-performance, the second requires the aid to be non-distorting with
respect to the Single Market. Such state aid is generally a smaller amount than the national matching
funds since the latter also comprises big infrastructure projects. In 2000, state aid under Article 87
totalled about €85 billion across the EU, of which €14 billion went to the six low-GDP macro-regions
(eastern Germany, Greece, [reland, south of Italy, Portugal and Spain). Adding national matching funds
and state aid to cohesion funds, a very significant correlation with GDP per head across the 17 macro-
regions is still observed. This correlation is equal to —0.5 (in 1991, 1995 and 2000).

* Member states also implement regional redistribution through schemes that do not fall under Article
87, ranging from lump-sum transfer schemes between regional budgets in some federal Member States
to concentration of public expenditure and employment in low-GDP regions and other very specific
measures. It is difficult to assess quantitatively this type of redistribution, because of its many different
forms. Project loans granted by the European Investment Bank also have a regional orientation, but
only a small percentage of the funds represent a subsidy (e.g. in terms of softer interest rates).

2 See the next section and Puga (2002) and references therein.

%6 Considering that objective 1 regions are, by definition excluded from some 25% of the cohesion
policy (money allocated to other objective) these six macro-regions are the beneficiaries of about 90%
of cohesion and objective 1 funds.
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Table 4.11

Growth differences between 17 macro regions

Table 4.11a  GDP growth rates (in percent)
1980-1990 1991-2000 1991-1995 1995-2000

6 macro regions 2.6 3.3 2.8 3.7
Rest of Europe 2.3 1.9 1.3 2.4
EU-15 2.4 2.1 1.5 2.6
Table 4.11b  Index per head (GDP/head in PPS)

1980 1990 1995 2000
6 macro regions 69.3 70.7 73.5 76.8
Rest of Europe 109.5 109.1 109.9 108.7
EU-15 100 100 100 100

Source: AMECO and New Cronos databases.

However, within the broad macro-region convergence picture there are wide differences
across the six areas considered. The Italian Mezzogiorno showed no sign of convergence,
while Spain, Portugal and Greece grew only slightly faster than the EU average. Ireland and
eastern Germany have driven the convergence of the six macro-regions. The impressive
performance of Ireland is such that in only 15 years it has moved from the bottom group of
the poorest four EU countries to become one of the top four (in terms of GDP per capita).

A provisional conclusion to be drawn from the available macroeconomic evidence is that
convergence is observed both at the level of Member States and at the level of macro-regions.
However, at the level of sub-national regions across the EU, the evidence is mixed: low-GDP
regions have displayed a faster growth, but GDP levels of the regions are becoming more
widely dispersed across the EU.

Link between policies and evidence

This evidence is, at least superficially, consistent with the agglomeration-based concerns
which motivate EU cohesion policy. It is much harder, however, to ascertain whether such
policies have had an impact, i.e. whether regional divergence would have been more
pronounced in their absence.

Many studies have analysed the dynamics of EU regional GDPs, and their relationship to EU
structural policies. Low-power statistical methods based on poor data sets can easily fail to
discern any effect of EU cohesion policy.”” But it is also not difficult to provide some
statistical evidence of favourable convergence effects in less prosperous regions: for example,
the negative relationship between initial low GDP and faster subsequent growth is stronger
for regions with Objective 1 status.”®

In practice, however, there is simply not enough relevant regional GDP data for statistical
procedures to distinguish the effects of cohesion policies in the absence of data on other
regional characteristics, such as initial income, human capital, local industrial structures,
quality of local administration, the peripheral nature of the region, and of random influences.
The net result is that it is not possible to establish conclusively what the relative performance
of these regions would have been in the absence of EU cohesion policy and other policies.

27 Boldrin and Canova (2001).

% Leonardi (2003). Of course, this might be due to non-linearity of the overall relationship or to
characteristics of those regions other than initial GDP. This point is well explained by Davies and
Hallet (2002).
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For example, the quality of local administration and policies may not only determine a
region’s economic development directly, but also interact with EU policies, insofar as regions
with low-quality local institutions also find it difficult to spend Community funds allocated to
them.”. The classical indicator of performance for managing EU cohesion policy is the so-
called “disbursement ratio” - the difference between the amount of money allocated to a given
country and the actual amount paid out to it. For example for Objective 1, the EU average
ratio for the period 1994-1999, was 79%, but it varied from a minimum of 67% in Italy to a
maximum of 90% in Portugal. The same indicator for Germany, Spain and Ireland ranged
from 81% to 87%°. Figure 4.12 points to a positive correlation between GDP growth and the
disbursement ratio during the period 1994-1999.

In addition to local characteristics, national conditions, such as macro economic stability and
sound public finances, are also likely to affect the convergence pattern of the regions. Greece
and Ireland showed little sign of convergence until both countries undertook a policy of
macroeconomic stabilisation combined with structural reform. Stability and macroeconomic
reform have been instrumental in attracting foreign direct investment, which for both
countries has been a primary factor of convergence®'.

Furthermore, when assessing the economic impact of EU policies exchange rate fluctuations
pollute all income data prior to the creation of the euro, and purchasing-power adjustments
are inevitably imprecise. It would be interesting and useful to compare the performance of
Ireland in moving from a low-income to a high-income country with that of Greece and
Portugal by assessing the impact of the structural funds on the development of each of them.
Greece, Portugal and other countries and regions may have been different in terms of initial
income and subsequent development of income as well as in terms of the incidence of EU
cohesion policy. But they were also very different in terms of language, geographic position,
national policies, and a host of other national and regional characteristics.

Empirical analysis based on industry-level data can offer more insight, both because it can be
focused on the structural mechanisms at the root of agglomeration effects, and because it can
better monitor other policy influences (chiefly state aid to industry).** As predicted by theory,
European regions do appear to have become more specialised in the aftermath of economic
integration, reflecting both their comparative advantages (especially in terms of the
population’s skill endowment, a key regional characteristic in a low-mobility environment)
and incipient agglomeration effects due to local economies of scale. EU policies do appear to
interfere with this process. This is not surprising, since Structural and Cohesion Funds were
indeed tasked to prevent agglomeration of “desirable” technologically-advanced industries in
the core regions. In terms of regional GDP, however, the impact of structural policies oriented
to foster the development of such industries is positive only when the resulting sectoral
orientation is consistent with the region’s comparative advantage. Again, Ireland provides a
good example of a country which invested EU funds in industries where it enjoyed a
comparative advantage. Conversely, EU and state funding of R&D-intensive industries seems
to have failed to stimulate economic growth in those countries and regions, which combine
general development-hindering structural features with a level of population skills unsuited
for employment in those sectors.

** See Hurst et al. (2000), Mairate and Hall (2000), Hallet (2002).

%% There seems to be a high correlation between the disbursement ratio and measures of corruption such
as the “Corruption Perception Index” (an index collected from several surveys by Transparency
International (www.transparency.org)).

3 See Martin et al. (2001)

32 Midelfart-Knarvik and Overman (2002).
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As experienced by the current Member States, the quality of local administration can be a
binding constraint on the effectiveness of EU cohesion policy and on the convergence process
as a whole. For the new member countries the picture should be brighter. From the outset of
the enlargement process, the Copenhagen criteria provided a fil rouge to guide the creation of
legal and administrative capacity. Around one half of the pre-accession funds was targeted at
institution-building, both at national and local level, and a number of twinning programmes
between current and new members have been implemented. This effort must continue and the
quality of the legal and administrative environment must be recognised as a crucial element of
a convergence policy. In Part III, this report will argue in favour of measures aimed at
ensuring that the legal and administrative capacity of countries receiving EU cohesion funds
is sound and apt to make the best use of those funds.

Box 4.4, which compares the situation of Ireland with that of the Mezzogiomo, can offer
some more intuition into the determinants of economic convergence and the relative
importance of different factors.

BOX 4.4
Ireland and Mezzogiorno:
similar EU policy, contrasting economic performance.

The Mezzogiorno (South of Italy) is a large macro-region of about 20.9 million inhabitants (36% of
Italy) with a GDP of €220.2 billion (24% of Italy). Ireland is a much smaller region, of 3.8 million
inhabitant and a GDP of €82 billion™. Between 1991 and 2000, Ireland grew on average by about 8% a
year, while the Mezzogiorno grew by about only 1%. As a result, the per capita GDP of Ireland moved
over the ten years from 77% to 116% of the EU average, while that of the Mezzogiorno remained
between 74% and 69%. The GDP of an Irish resident in 2000 is about 168% of the GDP of a resident
in the South of Italy, while, back in 1991, it was only 4% greater. According also to other economic
and social indicators (unemployment, poverty, etc.), Ireland is often among the top performers with the
Mezzogiorno often the weakest performer (e.g. see European Commission 2003¢ and 2001a). Funds
per head effectively paid out by the EU cohesion policy were four times higher for Ireland than for the
Mezzogiorno in 1991, 40% higher in 2000 and 25% lower in the period 2000-2006.

The radically different economic performance of the two areas cannot be simply explained by the
different level and trend of EU cohesion policy. The economic literature has stressed a set of reasons
why the performance of the two areas might have been so different.

First, and (arguably) foremost, Ireland revealed an impressive capacity to attract foreign direct
investment. This seems to be the result of the Irish strategy aimed at developing human capital, by
investing in education, training, life-long learning so as to provide investors with a good business
climate. Furthermore, the investment inflows seem to have concentrated in sectors and fields where the
Irish initial endowment of R&D and human resources was already good, thus developing a cluster of
growth poles which largely contributed to the overall positive effect’. Also, as indicated in the section
above, Ireland has been able to maintain good standards of administrative capacity and in general a
favourable investment climate. This resulted in improved competitiveness and greater capacity of
traded sectors to conquer market share. Finally, the macroeconomic environment is crucial for a small
open economy such as Ireland. Indeed, Ireland witnessed a dramatic improvement in public finance:
debt was slashed from 97.3% of GDP in 1991 to 38.6% of GDP in 2000 and a deficit of 2.9% in 1991
become a surplus of 4.4% in 2000. Due to its high growth, regaining control of public finance certainly
proved less painful and less harmful for short-term growth than in other countries.

The Mezzogiorno on the contrary did not show a particular capacity of attracting investment inflows,
because of a mixture of factors. Low quality of public administration both in dealing with business

» AMECO Database for the year 2000 at 1995 prices. The regional split for Italy is obtained by using
Eurostat New Cronos data.

* Davies and Hallet (2002) point out that although all Irish regions have converged towards the EU
average the high growth rate of some of them (the Dublin area, namely) has led to a widening of
regional disparities within Ireland.
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needs and in providing public services (energy supply, transport, link to networks etc) have deterred
investors from entering the area. Furthermore the lower productivity of the South of Italy, compared
with the north of the country, was not reflected in lower wages due the centralised wage bargaining
system. Administrative capacity in the Mezzogiorno did not rise to the challenge in two respects. First,
the Mezzogiorno has the lowest ratio of funds spent/funds allocated as documented above™. Second,
the administrative authorities proved unable to channel EU funds towards activities, which could build
upon the local industrial structures, and/or the local endowment, and/or the local human resources’
skills. Finally, the persisting presence of organised crime has been a major obstacle to development. It
has been calculated that, for the year 2001, the impact of local criminality on the growth of
Mezzogiorno was equivalent to some 2.7% of its GDP, rising to 5-6% in some sectors®®.

In this respect, the data and the signals of the last few years®” provide some hope. The trend away from
convergence seems to be reversing. Since 1996, the Mezzogiorno has had a growth rate greater than or
equal to the rest of Italy, due to the emergence of growth poles, and external demand for both goods
and tourism. Statistics also show that this trend is accompanied by a reduction in the degree of control
over the local economy by organised crime.

4.3.2. Interpersonal inequality

Total inequality in disposable income between citizens in the current EU has decreased
somewhat over the last 30 years. The reduction of the total inequality can be measured by two
indicators: the ratio of the income held by the top 5% over the income of the bottom 20%*
and the well-known Gini coefficient’”. Both confirm that income inequality mildly decreased
over the whole period. It reached its minimum in 1980 before rising again (see Table 4.12a).

It is interesting to decompose the total inequality in the EU into “inequality within countries”
and “inequality between countries”. One can see that the former accounts for some 90%-95%
of the total inequality. While inequality within countries first fell from 1970 to 1980, and
subsequently rose back to the 1970s levels by the late 1990s, inequality across countries fell
by half between 1970 and 2000, with a particularly sharp decrease starting in the 1980s (see
Table 4.12b). The ability to reduce “inequality within countries” seems directly linked to
growth: it was high in the periods of high growth (1960-1980) and much lower, if not non-
existent, in the period of moderate growth (such as 1980-2000). This does not imply that
growth automatically reduces inequality, but it means that it is easier to reduce inequality in
period of high growth than in periods of sluggish growth. Symmetrically, the reduction of the
“inequality between countries” depends on the implementation of EU-wide policies, such as
the Single Market or the cohesion policies.

* This seems to run against the intuition that economic agents, in regions with weak governance,
would take all the allocated funds and waste them on activities of private, rather than public relevance.
One possible explanation as to why those regions make so little use of the funds allocated is because of
the conditionality attached to EU funds.

3% See Fondazione BNC-Censis (2003).

37 See Ministero dell’Economia e delle Finanze (2003).

3 For example, a value of two means that the richest 5% of the population commands twice the income
of the poorest 20% of the population. Since the latter group is four times greater than the former, it
means that, in per-capita terms, the income of the richest is eight times the income of the poorest.

%% The Gini coefficient ranges from 0 to 1 and indicates the distribution of income across population. A
totally egalitarian income distribution (where each 1% of population commands 1% of income) implies
a Gini coefficient of zero, while a totally inegalitarian distribution (where 1 individual commands
100% of income and all the other individuals command no income at all) implies a Gini coefficient of
1. Gini coefficients below 0.25 are usually regarded as “low” (e.g. Sweden with a Gini of 0.228 is
regarded as a low inequality society), while coefficients around or above 0.5 are regarded as “high”
(e.g. Turkey with a Gini of 0.49 is regarded as a high inequality society. Gini coefficients in EU in
1998 ranged from 0.211 (Finland) to 0.361 (Portugal).
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Table 4.12

Distribution of disposable income within the EU, inequality indices

Table 4.12a Total inequality

1970 1980 1990 1995 2000
Ratio:
Top 5% / Bottom 20% 2.01 1.73 1.77 1.73 1.86
Gini Coefficient 0.32 0.299 0.301 0.303 0.309
Table 4.12b  Theil Index of inequality “within” and “between” countries
Index/years 1970 1980 1990 1995 1998
“within” countries 0.152 0.130 0.142 0.142 0.152
“between” countries 0.017 0.016 0.012 0.008 0.008
Total inequality 0.169 0.146 0.154 0.150 0.160

Source: Morrisson and Murtin (2003).

This confirms the result of the previous section: convergence across member countries did
take place. The EU has been and remains a remarkably equal high-income entity, while the
rest of the world witnesses a much higher and perhaps increasing inequality.*” However, the
strong European concern with economic and social cohesion, which emerged post-World War
I, is now challenged by the increasing interpersonal inequality of the last ten to 15 years.
Hence, it is interesting to review briefly the possible role of EU policies (chiefly economic
integration itself) and national redistribution policies in determining the empirical outcome.

Integration and inequality

Economic integration may or may not lead to convergence of regional average incomes,
depending on the strength of agglomeration effects. But geographic entities are not populated
by identical “representative” individuals, and new trade and factor-mobility opportunities
generally tend to alter personal income distribution within each region or country.*

Trade makes it possible for consumers to obtain goods which are produced more efficiently,
hence more cheaply. But since trade affects factor incomes as well as goods prices, economic
integration makes «// individuals better off only in rather special circumstances. When trade
opportunities arise from differences in technologies, all workers would gain from trade if they
were identical and could freely move from one industry to another. The identity of each
worker would then be completely immaterial, and with access to the technological
possibilities of the other country everyone would necessarily enjoy higher consumption. But
units of labour and other factors of production are in practice not alike, and economic
integration tends to affect not only the total amount of economic welfare, but also how it is
shared out. Trade can also be motivated by factor endowments rather than technology, and
will generally raise (lower) the relative income factors that are in relatively abundant (scarce)
supply within each country. But trade liberalisation effects are not only more complex than
simple theories make them, but also mixed with the effects of technological innovation and

* Morrisson and Murtin (2003) estimate total inequality of the EU to be about 10% lower than in the
US and 50% lower than in the rest of the World. This is of course due to an incomparably lower
inequality between countries, but also to a much lower inequality within a country. They also find
global income inequality to be slightly increasing in recent decades (see also Bourguignon and
Morrisson, 2002). However, there is no consensus as to whether relatively mild increases in within-
country inequality globally offset broad convergence patterns across some groups of countries (Sala-i-
Martin, 2002).

I Bean ef al. (1998), Chapter 2.
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institutional changes that tend to raise demand for skilled labour. However, economic
integration among countries at increasingly different levels of economic development - such
as that implied by the EU’s past and coming enlargements — may well make such
distributional effects more important in relation to efficiency-enhancing effects of trade
among countries producing differentiated goods using similar technologies and factor
bundles.

National systems of redistribution

Within each European country, redistribution of income through tax policy and other
interference with laissez-faire market interactions plays a very important role. To see the
impact on total inequality of the different national system of redistribution one should
compare inequality in market income (pre-tax income)* and in disposable income (post-tax
income)* in the EU and in the US. Table 4.13 gives estimates for inequality in market income
and in disposable income in the EU and in the US, for 1985 and 1995*. They show that
inequality in market income is higher in the US than in the EU and also that the tax and
welfare system corrects less in the US than in the EU. In the EU, the system reduces
inequality by about 25% to 30%, while in the US the reduction is at most 20%. Morrisson and
Murtin (2003) also show that the EU system basically doubles the income share of the bottom
20% of the population, while the US system increases it by about 70%. Both the EU and the
US systems increase the income share of the bottom 80% of the population, by decreasing the
income share of the top 20% of the population.

Table 4.13 EU* vs US distribution of Pre-Tax and Post-Tax income

Table 4.13a  Ratio: Top 5% /Bottom 20%

Ratio:

Top 5% /Bottom 20% 1985 1995
Pre-tax Post-tax Pre-tax Post-tax

EU 3.49 1.51 4.14 1.66

UsS 5.12 2.42 4.97 2.43

Table 4.13b: Gini Coefficient

Gini Coefficient 1985 1995
Pre-tax Post-tax Pre-tax Post-tax

EU 0.381 0.279 0.408 0.294

UsS 0.415 0.337 0.421 0.342

Source: Morrisson and Murtin (2003).

Beneath this broad picture, important differences exist across EU countries as regards the
impact of redistribution on families and individuals of different ages.* First of all, it is clear
that richer and more productive countries carry out more extensive redistribution within the

* 1t includes income from labour and capital. Unemployed persons are included as persons with a zero
income from the labour market.

* Disposable income underestimates the actual size of redistribution as transfers in kind are not
considered.

* Market income includes labour income (zero for non-employed persons) and capital incomes.
Disposable income accounts for taxes and monetary transfers; it may underestimate actual
redistribution, as transfers in kind are not considered.

4 EU data refer to Belgium, Denmark, Finland, France, Germany, Ireland, Italy, The Netherlands,
Sweden and the United Kingdom.

 Bertola et al. (2001).
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EU. The direction of causality is not easy to ascertain. The fact that the US redistributes much
less than European countries at similar levels of development, however, indicates that social
cohesion concerns are typically stronger in Europe. The fact that similar concerns lead to
lower expenditure in low-income countries indicates that political processes are importantly
constrained by income level. Further, across EU countries different policy instruments are
tasked to the various goals of redistribution policy (combating social exclusion, reducing
overall inequality, and fostering labour market fairness), and are funded in different ways.
The Scandinavian model of universal social protection as a right of citizenship coexists with
the Anglo-Saxon model of the UK and Ireland as well as with the “Bismarckian”
employment-based model of Germany, France, Austria, and the Benelux countries. In the
remaining southern Member States, state-sponsored systems of redistribution are less mature,
more fragmented, and highly idiosyncratic: much of social expenditure accrues to retirees,
and family relationships play a relatively important role in smoothing interpersonal income
disparities.

Of course redistribution — whether meant to foster ex-ante equality, or to remedy market
failures in the provision of insurance against ex-post shocks — has costs in terms of productive
efficiency. Transfers to ex-ante low-income individuals must be financed by taxes that reduce
overall efficiency by introducing wedges between market demand and supply relationships.
Income-support policy instruments targeted at unlucky individuals receiving negative shocks
face much the same information constraints that prevent insurance markets from functioning
well: workers have no less incentive to decrease their effort when covered by social instead
of private insurance. Efficiency costs are apparent along regional as well as other dimensions
in the EU. In the less developed regions of large and heterogeneous countries (Germany,
Italy, Spain) uniform national systems of labour market regulation and income-support lead to
persistent unemployment, and permanent fiscal flows.

Systems of redistribution, therefore, have to balance efficiency and equity costs, and in
practice need to accept a degree of both ex-ante and ex-post inequality even in the presence of
strong political cohesion concerns. The welfare systems in the Member States were designed
before EU integration and are very slowly evolving in response to that and other challenges.
Social expenditure has remained essentially stable, since the 1980s, as a fraction of total
income, and its composition has remained highly heterogeneous across groups of countries. In
the last few decades, however, each system of redistribution has been encountering increasing
difficulties in fulfilling its objectives. The Anglo-Saxon model based on means-tested and in-
work benefits has proved unable to stem the tide of increasing wage inequality. The
continental model of employment-based instruments and wage compression has led to long-
term unemployment. And the Scandinavian model, which tries to break out of the trade-off
between social protection and employment by “active” labour market policies, has
encountered budgetary problems in the face of recent developments.*’

Thus, the efficiency costs of redistribution are becoming more evident on the one hand,
fostering limited reforms, while on the other hand higher disposable-income inequality™
appears to result from largely unchanged systems of redistribution. The source of these
difficulties need not be solely, or even primarily, the increased intensity of market pressure
resulting from European economic integration. However, tensions are apparent between
member countries’ cohesion concerns and the continental scale of EU integration. In
particular, the national character of redistribution processes interferes with labour mobility,
especially as regards pension portability and other rights. And while little concerted
supranational action is observed as regards taxation and labour market regulation,

7 See Bertola ef al. (2001) for some discussion.
¥ In most countries the disposable income inequality was higher in 1998 than in 1980, but lower than
in 1970. In the UK it is also higher than in 1970.
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supranational constraints are to some extent binding as regards entitlement of European
citizens to social services.

Figure 4.12  Use of funds and growth for the six low-GDP macro-regions
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Source: European Commission, New Cronos database and European Commission (2001a).
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CHAPTER S

Economic trade-offs

Over the past 15 years the EU has witnessed a big leap forward in its integration process
which led to the establishment of the Single Internal Market in 1993, to the creation of an
Economic Monetary Union in 1999, and to the most recent agreement to welcome ten new
members into the EU in 2004. Judged by the progress made in the integration process, there
is no doubt that this period has been a considerable institutional success. Nevertheless, the
verdict is more mixed from the economic viewpoint: while macroeconomic stability has
significantly improved overall —as reflected, for example, in the marked reduction in inflation
rates and budget deficits - and a high degree of cohesion has been preserved, the EU has
underperformed in economic growth.

This underperformance is all the more remarkable since it is relative not only to expectations
but also to past European performance and to that of the US. Indeed, in the EU there has been
a gradual lowering of the average growth rates decade after decade with per-capita GDP
stagnating at about 70% of the US level since the early 1980s. Furthermore, given that the US
has achieved higher per-capita growth relative to the EU through both higher levels of
productivity and higher employment, this implies that the EU is actually operating inside the
production possibility frontier or, in other words, is not using its resources to the full extent of
their capacity.

The main purpose of this chapter is twofold. On the one hand, to identify and analyse the
trade-offs, or complementarities, underlying the relationship between the EU’s three main
economic objectives: growth, stability and cohesion. And, on the other, to examine how trade-
offs can be improved upon and complementarities better exploited in the future to achieve
higher sustained growth in a macroeconomically stable and cohesive enlarged Union.

5.1. Trade-offs among objectives

In principle, there may be both trade-offs and complementarities among the objectives of
growth, stability and cohesion. The analysis presented in Chapter 4 makes it possible to be
more specific concerning the type of trade-offs or complementarities that arise and the key
factors shaping them. In what follows, the relationships between each pair of objectives are
examined.

5.1.1. Growth and stability

When looking at the past economic performance of the EU since the 1970s, there seems to be
an apparent overall medium-term trade-off between growth and stability since there has been
considerable progress in improving macroeconomic stability, particularly over the 1990s,
while average growth rates have been gradually declining decade after decade. This is in
sharp contrast to what has happened in the US, which has been able to achieve greater
macroeconomic stability over time while maintaining growth at relatively high rates.

Should this lead us to conclude that the EU’s growth underperformance is in some way or
another linked to the improvements made in the degree of macroeconomic stability reflected,
say, into lower budget deficits and lower rates of inflation? Is therefore the ‘“apparent”
European trade-off a “real” one? What makes such a trade-off appear in the EU but not in the
us?

69



When addressing the above questions concerning the relationship between growth and
macroeconomic stability it is worth recalling three things. Firstly, since our definition of
macroeconomic stability is rather broad, “more stability” means lower budget deficits, lower
and less volatile rates of inflation and smaller cyclical fluctuations. Secondly, given the
stickiness of wages and prices over shorter horizons, it is important to distinguish between the
short-term and the medium-term. And finally, the creation of EMU has implied such
significant changes to macroeconomic policies that the relationship between stability and
growth should be seen in a different light. These various aspects of the relationship between
growth and stability are discussed in what follows.

Before EMU

As mentioned in Chapter 4, the process of fiscal consolidation followed in the EU in the
1990s on the road to EMU implied a significant reduction of budget deficits as well as a
reversal of potentially explosive debt dynamics. Is it thus likely that the process of fiscal
adjustment may have hurt growth?

Over the short term, budgetary retrenchment tends to lead directly to a demand contraction
that could depress growth temporarily. Nevertheless, by improving the debt dynamics
budgetary consolidation may also have positive credibility effects, reflected in lower longer-
term interest rates, which in turn exert an expansionary impact on private demand thus
countering the direct contractionary effects of fiscal consolidation. The European experience
suggests that both effects may have been present to some degree, the latter being more intense
in those countries with initially higher long-term interest rates. Yet the available evidence
(see, for example, von Hagen et al., 2002; Perotti, 2002) would point overall towards a
somewhat net contractionary effect from fiscal consolidation over the short term, which also
squares well with the traditional wisdom on the macroeconomic role of fiscal policy.

What about the medium-term effects on growth? Which are the more important ones for
ascertaining the “real” existence of any medium-term trade-off like the one “apparent” in EU
experience? In principle, it may be thought that in so far as fiscal consolidation results in
higher tax rates or lower government investment there would be a negative impact on growth.
However, this is not what seems to have happened in the EU since most of the reduction in
deficits during the 1990s on the road towards EMU came from lower debt service (linked to
lower interest rates) and lower current spending. As a result, the reduction in government
investment accounted in most cases for only a small fraction of the total deficit reduction. On
average, it amounted to 0.4 percentage points out of a total reduction of nearly four
percentage points of GDP in structural deficits. In turn, fiscal consolidation should have
exerted downward pressures on interest rates thus crowding in private investment. Finally,
when assessing the medium-term effects of fiscal consolidation, we should take into account
the highly beneficial impact on growth of avoiding eventual debt crises, which, as history
shows, are severely disruptive and damaging to a country’s economic prospects.

All in all, it seems that the improvement in the budgetary situation of EU countries did not
lead to any significant deterioration in medium-term growth prospects, even if there may have
been negative short-term effects in a number of countries. In this regard, it is also worth
recalling that the deterioration of growth performance in the EU started during the period of
higher budget deficits in the 1970s and 1980s, confirming that other major forces must have
been behind this sub-par growth performance during the last 30 years. Indeed, growth is
highly likely to have benefited more recently from the absence of debt crises made possible
by the significant progress made in fiscal consolidation in the 1990s.

Coming now to the relationship between inflation and growth performance, the
implementation of stronger anti-inflationary monetary policies since the 1980s is likely to
have led — particularly in the earlier years - to temporary costs in terms of activity in an
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environment of imperfect credibility of such policies and sticky wages and prices, as is well
documented in the literature. Nevertheless the weight of the international evidence is that
monetary policies aimed at achieving and maintaining price stability facilitate achieving
higher growth in the medium-term (Vidals, 1998 and 2001).

Lastly, regarding the relationship between output volatility and growth over the medium term,
although the international evidence is rather controversial, it points if anywhere towards lower
output volatility and higher growth coming together, other things being equal. In this regard,
it is hard to understand why the low and decreasing degree of output variability observed in
the EU since the beginning of the 1980s may have resulted in lower growth rates.

To sum up, while there may be reasons to think that the achievement of a higher degree of
macroeconomic stability in the EU may have resulted in some temporary negative effects on
economic activity (as a result of disinflation and fiscal consolidation), there are no convincing
reasons to think that this may have compromised growth performance over the medium-term.
On the contrary, the success on the stability front has established the conditions for faster
growth to be achieved in the future. Therefore, the “apparent” medium-term trade-off
between stability and growth is not “really” there, while the complementarity between
stability and growth needs to be acknowledged. In other words, our analysis suggests that the
sub-par growth we have had over the past 30 years is not the consequence of the higher
degree of macroeconomic stability achieved.

Inside EMU

The above notwithstanding, and thinking forward with the help of the short experience of the
SGP and the Single Monetary Policy, there may be several grounds to revise certain features
of the design of macroeconomic policies within EMU to improve growth prospects without
compromising the degree of stability achieved. This is so because the very significant changes
implied by the creation of EMU could lead, unlike in the past, to certain tensions between
stability and growth or even between several of the dimensions of stability reviewed above —
like nominal and output stability.

The existence of the Single Monetary Policy means by definition that the authorities of the
countries belonging to the euro area should resort to differentiated national fiscal and
structural policies to counter the effects of idiosyncratic shocks which lead to different
national evolutions. Yet the experience of the past years suggests that, in addition to the lack
of progress in instrumenting structural reforms aimed at increasing economic flexibility, the
way the SGP has been run has not provided several countries with enough room for
manoeuvre to carry out sufficiently counter-cyclical fiscal policies in the downward phase of
the cycle. It may thus be necessary to rethink certain features concerning the SGP to avoid the
tension between the requirements of prudent fiscal policies and the desire not to exacerbate
cyclical fluctuations.

Given that the primary goal of the Single Monetary Policy is to maintain price stability, the
precise definition of “price stability” carries an enormous importance. At present, as stated by
the ECB, price stability is defined as a year-on-year increase of harmonised consumer prices
for the euro area as a whole of below 2%, to be maintained over the medium term. As modern
monetary theory makes clear, the choice of the appropriate definition for what constitutes
price stability depends on a number of factors like the cost-of-living measurement bias in
consumer price indexes, the need to balance “sand and grease in the wheels” arguments
concerning how inflation affects the workings of the price system, and the dangers posed by
the zero bound on nominal interest rates. In addition, experience inside EMU suggests that
one would have to take into account also the impact that a chosen definition of price stability
has on the probability of specific countries eventually entering into serious deflation in the
presence of significant persistent national inflation differentials.
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Consequently, while choosing an inflation rate that is too high might certainly hurt medium-
term growth prospects, choosing too low a rate might impose an unnecessary degree of
tension for the workings of EMU. In particular, in the latter case it would be necessary for
some countries to have negative rates of inflation for an extended period of time — with the
ensuing risks of falling into a deflation spiral - in order to achieve the necessary adjustments
in real exchange rates vis-a-vis other member countries. In this case, not only cyclical
instability may be exacerbated but growth prospects compromised for, at least, part of the
euro area.

5.1.2. Growth and cohesion

Is it possible that one of the reasons for the past growth underperformance of the EU is the
emphasis put on cohesion? If so, what would be the key linkages?

In principle, the relationships between growth and cohesion are bi-directional. Integration
processes like the one undergone by the EU lead to gains from trade and efficiency gains
which — if coupled with policies which allow the re-employment of the resources freed from
rationalisation and which preserve a suitable economic and regulatory environment - translate
into higher growth. Yet the gains from trade arising from market liberalisation and integration
may spread unevenly across nations, regions and/or individuals.

Precisely for those reasons, policies oriented towards maintaining what is socially regarded as
an adequate degree of cohesion may reduce the efficiency and growth benefits arising from
market liberalisation and integration. As our analysis makes clear, policies carried out at the
EU level have in a number of cases interfered with the specialisation of regions in the
aftermath of economic integration, and quite deliberately so since such policies were aimed at
preventing agglomeration effects in the first place.

In addition, policies carried out at the national level with the aim of strengthening intra-
country cohesion have also had detrimental side-effects in terms of efficiency and growth. A
particularly important case has to do with policies concerning the portability of pensions and
other rights. Since they exemplify the national character of redistribution processes, such
measures interfere with labour mobility across EU countries, thus reducing the degree of
integration of national labour markets. In the same vein, national labour market regulations
which limit the effective degree of intra-country labour mobility across regions, sectors and/or
firms in an attempt to reduce interpersonal inequalities tend to run counter to the requirements
for a dynamic economy and thus reduce growth potential.

In political economy terms, achieving a socially acceptable minimum degree of cohesion at
the European level is necessary for the harmonious functioning not just of the EU’s economic
system but of the EU as a whole, thus permitting agreements to be reached that permit
advances in the integration process. Similarly, at the national level interpersonal cohesion
fosters social peace and removes a source of uncertainty that could otherwise negatively
affect innovation and investment. However, the European experience suggests that some
specific instruments chosen to preserve cohesion in the course of the process of market
liberalisation and integration may have exerted too high a toll in terms of growth. This has
been both through limiting the deepening of such processes and through trying to counter the
unequal spreading of the resulting gains from trade in a distorting manner at both the
European and national levels.
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5.1.3. Stability and cohesion

In the EU system, the linkages between stability and cohesion result mainly from the policy
decisions made at the national level. In this regard, fiscal consolidation may lead - as has been
the case in many EU countries - to lowering current spending, thereby reducing the room for
carrying out social policies oriented towards interpersonal cohesion. Yet it must also be
recognised that the budgetary retrenchment observed in the EU over the 1990s and the
stronger anti-inflationary commitment of monetary policy — first through the ERM and more
recently through the ECB - has resulted in lower and less volatile inflation rates. This should
have benefited the interpersonal distribution of income since the poorer segments of the
population are precisely those who are the least able to protect themselves against the cost of
inflation. Finally, the lower degree of output volatility exhibited in the EU over time implies a
lower intensity of economic fluctuations and reduces the need to provide social safety nets to
help cushion the impact of recessions on the interpersonal income distribution.

Overall it seems that the progress made in the various dimensions of macroeconomic stability

in the EU - most notably during the 1990s - should not have significantly affected the ability
to carry out cohesion policies

5.2. Growth and the trade-offs

The analysis of European economic performance clearly shows that, in spite of the enormous
progress made along the road to economic and monetary integration, the EU economic system
has been unable to deliver a satisfactory growth performance. As noted, however, a high
degree of cohesion has been maintained and considerable advances have been made overall in
achieving a high degree of macroeconomic stability.

From the examination carried out in the previous section, it appears that the design of some
cohesion policies both at the EU and national levels has run counter to growth, and that while
growth performance has benefited from the progress made in stability there are concerns that
following the establishment of EMU there may be some elements of European
macroeconomic policies which may reduce cyclical stability and dent growth prospects.

Nevertheless, the main reason behind the poor growth performance of the EU in the past
seems to be related to the supply side of the economy. In particular, the significant obstacles
which still remain to complete the integration of markets — most notably of labour markets
and of certain segments of financial markets — as well as the failure to improve the regulatory
framework and to carry out the structural reforms needed for a competitive, dynamic and
innovative economy.

It could be argued that, given European preferences for having wider and thicker social
safety- nets, the above growth performance is nothing but the natural consequence of such
choice. However, this fails to take into account that the sustainability of the so-called
European model is called into question more and more in a low growth context. Indeed, the
unappealing consequences of low growth rates for unemployment put significant strains on
public finances which are incompatible with the fiscal rectitude that a growing economy
requires, thus further lowering growth prospects and compounding the problem.
Consequently, there is a need to give higher priority to growth, not just because it is the
means to achieve higher per-capita incomes but because a growing, competitive and dynamic
economy is needed to finance a certain degree of cohesion in a durable manner.

Similarly, the establishment of an economic and regulatory environment which enhances
competition and innovation may also have important beneficial side-effects for the
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consolidation, and even improvement, of macroeconomic stability in various ways. A more
integrated, competitive and flexible European economy will show greater resilience in coping
with shocks. In turn, this self-stabilising behaviour will reduce the need for fiscal policies to
incur the otherwise very large deficits in such cases, thus making it easier to comply with the
SGP. And finally, a more flexible and resilient economy will also lessen the risks posed by
the proximity to the zero bound on nominal interest rates and the need to operate around
higher inflation rates to achieve the relative price adjustments within countries — and the
relative price level adjustments across countries — which are required.

While it would be important to redesign cohesion policies at both the EU and national levels
to address better the adverse consequences of such policies for growth, and while some
features of the current macroeconomic policy setting in EMU should be revised to favour
growth while maintaining stability, these measures would achieve only limited results if not
complemented by decisive microeconomic policies aimed at expanding growth potential.

These latter policies, which are directed at the supply side of the economy, must reverse the
present state of affairs, where the EU economy mainly operates inside the production
possibility frontier. As a comparison of the past performance of the US and EU economies
reveals, it should be possible for the EU to grow faster through the assimilation of existing
technology and organisational practices. This change in the growth pattern, which involves
continuously pushing out the production possibility frontier, would allow reversing the
unfavourable trade-offs between employment creation and advances in labour productivity
which — unlike in the US - have been a predominant feature of past European economic
performance.

Last, but not least, for the EU to achieve higher sustained growth in a macroeconomically
stable and cohesive Union it is not only necessary to reassess carefully the trade-offs and
complementarities among the various objectives and efficiently align the various policy
instruments towards the pursuit of such goals. In addition, as explained in our discussion of
economic governance issues in Chapter 6 of this Report, it will be necessary to revise the
methods of governance to ensure both that the various instruments are allocated to the
appropriate decision levels and that the latter behave coherently with the ultimate aims of the
EU economic system.
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CHAPTER 6

Economic governance in the European Union

6.1. The issue

How economic policies are managed in the European Union has become a key issue in recent
years. There has been a growing sense that improved economic governance is critical to the
chances of the European economy performing better, that institutional and management
deficits impede economic performance, and that getting the governance right will be even
more important as the Union enlarges. This concern as regards economic policymaking is part
of a wider debate about reforms to the institutions and processes of the EU, which were the
focus of the Convention on the Future of the EU. In addition, the increasing use of the term
‘governance’ conveys an emphasis on broad processes of policymaking across public
institutions and also private actors as being relevant to how policies are developed and how
markets operate. Moreover, as enlargement will increase significantly the heterogeneity of the
Union, the question arises as to whether a uniform system of rules and procedures can be
applied in the face of more and more diverse situations.

Governance as such was much less of a preoccupation ten or 15 years ago. In that pre-EMU
period what seemed the most important was to agree on a set of policies that would make
European integration efficient, robust and sustainable. On the implementation side, the focus
was on enabling the Council to agree more easily on legislation to regulate the Single Market.
The debate on governance has evolved since the late 1980s in conjunction with a series of
important developments.

First, the poor economic performance of the European Union in the past decade suggests that
the Union and its Member States lack the capacities to address systematically many areas of
shared concern, with the implication that approaches to economic governance may be partly
at fault.

Second, the drive to intensify integration launched in the 1980s with the Single Market
project produced as could have been expected an anti-centralisation backlash. The
delimitation of powers between the EU and the Member States (or sub-national entities) has
increasingly become an issue which the rather ambiguous references to subsidiarity
introduced into the Treaties have not solved.

Third, as integration within the EU deepens and its stated ambitions are rising, it is deploying
a wider set of methods than originally envisaged. Member States have been reluctant simply
to delegate additional competences and powers to the Community and have relied on forms of
parallel policymaking, principally coordination, and introduced further variants, notably
benchmarking. This has led to a discussion about the effectiveness and mutual compatibility
of those methods.

Fourth, there was (and still is) a discussion on the approach to governance required by the
euro. French insistence first on the notion of an economic government (a concept whose
precise meaning was never spelled out) and later on economic policy coordination epitomised
the discussion, but the issue is broader.

Hence it has become vital to review the inherited approaches to economic governance and to
explore how these might be improved.
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6.2. Current patterns of economic governance within the European Union

What we currently find in place in the European Union is a patchwork of different
arrangements for managing economic policies. Four basic approaches can be distinguished:

a. Delegation. Some policies are fully delegated to the Union, i.e. are decided and
operated at the EU level. This obviously applies to the Union’s areas of exclusive
competence, but also to an array of policies belonging to shared competences.
Examples include trade policy (completely in goods, partially for services),
competition policy, for much of market regulation and — more recently — monetary
policy. Patterns of delegation vary: delegation is most often to the European
Commission, but also policies are sometimes attributed to another independent
European body, such as the European Central Bank, as stated in the Treaty.

b. Commitment. For some policies, Member States retain ultimate responsibility but
have subscribed to binding commitments, are subject to EU surveillance and can be
subject to sanctions if they do not meet their obligations. The prime example is
budgetary policy in the macro field. Another example is state aids (which are subject
to Commission oversight).

c¢. Coordination. Important areas of macroeconomic policy, but also many
microeconomic policies and those that lie at the interface between economic and
social policy, are largely decided and implemented at the level of Member States, but
subject to an EU process of (usually soft) coordination. The difference with (b) is that
no enforceable commitment exists in those areas. However, multilateral surveillance,
dialogue and benchmarking, an increasingly attempted technique, may substantively
influence policy decisions. Examples include those aspects of macroeconomic
policies that do not fall under the jurisdiction of Article 104 of the Treaty (the
excessive deficit procedure), structural reform and employment policies.

d. Autonomy. Many policies are decided and implemented autonomously ‘within’
Member States, with no involvement of the EU level except sometimes by policy
dialogue. In many respects, this can be regarded as a regime of policy competition.
Examples include direct taxation policy, education, and social protection.

This characterisation is obviously a simplification. Even for delegated policies, the modes of
decision and implementation may vary a great deal. Hence, trade policy is decided upon by
the Council and implemented by the Commission (i.e. the Council is the principal and the
Commission is the agent — although there is still a reluctance to delegate fully trade in
services), while competition policy is decided upon and implemented by the Commission
without Council involvement (although here too we should note the introduction of a network
approach with national authorities).

Commitment enforcement procedures also vary both as regards their nature (appeal to the
European Court of Justice vs. financial sanctions) and their strength.

Coordination involves very different channels. It can:

e be through explicit guidelines to which member states are expected to conform, and
subject to multilateral surveillance (this is the role of the Broad Economic Policy
Guidelines based on Article 99);

e be based on a collective rule, amenable to agreement by qualified majority voting
(Single Market regulations);

e take the form of a permanent, informal high-level dialogue (within the Eurogroup); or

e rely on mutual information and assessment (the so-called Open Method of
Coordination introduced in 2000).
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Generally,

implementation relies on cooperation between Union and Member States’

authorities. The EU administrative apparatus relies heavily on those of the Member States for
implementing decisions.

The following table provides an illustration of the EU system in the early 2000s.

Table 6.1

A schematic representation of the EU governance regimes

Micro Macro

Delegation

CAP

Trade (goods)

Competition (most)

Product market rules
Regional development (some)
R&D (EU)

Monetary policy*

Commitment

VAT
State aids
Greenhouse emissions control

Fiscal policy (Art. 104)*

Coordination

Labour markets

Financial supervision

Service and utility markets
Regional development

Fiscal policy (Art. 99)

Autonomy

Direct taxation

National public spending
Education

Welfare

R&D (national)

Note: Headings with an asterisk apply only to members of the euro area.

Not only are there these different approaches, but many different instruments are used to
execute policy, from hard collective rules to milder instruments of persuasion and soft
procedures for cooperation and dialogue.

L.

Iii.

.

VI.

Vil.

VIII.

European legislation. This instrument is most extensively used to govern the
Single Market and to set the framework for those measures agreed by Member
States that shall apply across the Union.

Strong European rules. These govern the single currency partly in treaty form,
and partly by Council decision.

Decisions. These deal with specific situations (in one country or in one sector) or
specific cases (as in the instance of competition policy).

Collective negotiation mandates. These are agreed tightly for most of trade policy
and more loosely in the case of, for example, greenhouse gas emissions.
Sanctions. Enforcement of common rules can rely on pecuniary sanctions
(examples are state aids and the Stability and Growth Pact)

Financial incentives. These are provided from the Community budget, both for
the structural and cohesion policies or to develop some collective programmes, as
in the case of R&D policy.

Agreed targets, benchmarks or indicators. In a number of areas, especially under
the Broad Economic Policy Guidelines and via the so-called Lisbon Strategy (see
section 6.3.3. below), the Member States increasingly agree to establish similar
approaches and objectives and a shared methodology for reporting and assessing
performance.

‘Voluntary’ alignment and policy transfer. Some forms of convergence take place
to the extent that Member States choose to move towards a shared policy
template, by imitating each other.
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ix.

Networks. The Union has always depended to some extent on forms of
networked governance, sometimes as a tool for developing the basis for a more
collective regime, and sometimes as an instrument in its own right.

Thus it is quite misleading to suggest that the choice for the EU lies between ‘the’
Community method and forms of ‘intergovernmental’ cooperation. Already we can observe a
great variety of Community methods and a great variety of forms of cross-country
cooperation, with the former shading into the latter and vice-versa, and with a range of
different roles and responsibilities for European and national institutions within as well as
between areas of economic policy.

A quantitative examination of existing legislation and individual case decisions (including
those of the Court of Justice) provides a complementary view (Table 6.2). Several features
stand out:

quantitatively, the bulk of EU legislative activity is concentrated in three fields, the
Single Market, the CAP and the common trade policy, which are major EU
competences49;

the instruments for implementing sectoral policies, competition policy and the
common trade policy are primarily uniform EU-wide regulations and product- or
case-specific decisions, while the basic instrument for the Single Market is the
directive, which leaves some room for adaptation to the national context;
EMU-related legislation is essentially limited to setting the framework of
macroeconomic policy and to introducing the single currency, as one would expect of
a field that is also subject historically to very little national legislation. This confirms
the change in character introduced by EMU;

the role of the EU in implementing competition and trade policy is apparent in the
high number of individual decisions (e.g. on merger controls or anti-dumping cases).
Here, the role of the EU is not only to set the rules, but also to implement them, like a
government;

there is very little legislative EU activity in the fields of innovation, education and
research, all of which are meant to represent common priorities for the Lisbon
Strategy.

* We should note that in the case of the CAP many of the legal acts are short-lived market
management rules.
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Table 6.2

EU legal acts adopted by policy domain in the early 2000s
(number of individual legal acts adopted)

Regulations Directives Decisions
Micro integration 134 1,004 2,551
Common market 48 890 184
Competition and company law 73 38 2,309
Taxation 13 76 58
EMU 45 1 80
Sectoral policies 3,915 650 2,738
IAgriculture 3,733 484 2,245
Other sectoral policies 182 166 493
I[Education, social and environment 336 447 773
IEnvironment 66 193 188
IEducation, research, culture 13 76 58
Citizens and social protection 257 178 527
[International 1,790 21 1,474
International trade 1,568 20 1,216
Other international relations 222 1 258

Source: Adapted from Alesina et al. (2002).

Another criterion is public spending. Table 6.3 disaggregates the spending side of the EU
budget. The familiar picture emerges: the bulk of EU budgetary expenditures are concentrated
on agriculture and regional development. In spite of Lisbon, research and technology only

account for 4% of total expenditures.

Table 6.3 Breakdown of the EU 2002 budget (commitments)
Subsection Euro mio %
B1: EAGGF Guarantee Section 44,505.1 45.2
B2: Structural operations, structural and cohesion funds: financial mechanism,
X ; . . 34,002.5 345
other agricultural and regional operations, transport and fisheries
B3: Training, youth, culture, audio-visual media, information, social dimension
918.7 0.9
and employment
B4: Energy, Euratom nuclear safeguards and environment 246.7 0.3
BS5: Consumer protection, internal market, industry and trans-European
1,172.9 1.2
networks
B6: Research and technological development 4,055.0 4.1
B7: External action 8,314.0 8.4
B8: Common foreign and security policy 30 0
BO: Guarantees and reserves 213 0.2
DA: Administrative expenditure (of all of the Institutions) 5,176.8 5.2
Total 98,634.7 100

Source: European Commission, DG Budget
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However, neither the legislative nor the quantitative data reveal the variety of roles played by
the Union. Table 6.4 presents schematically EU competences, roles and methods. The EU
can act as a rule-maker, a policymaker, a regulator, a supervisor or a facilitator. Those are
very different roles and it should be no surprise that having the same institution(s) perform
such a variety of tasks creates perplexity.

Table 6.4 EU competences, roles and governance methods:
a schematic presentation

Competence EU role Governance method Examples
EU Rule-maker Delegation of legislative powers | Single Market
competences to the EU
Policy-maker Delegation of executive powers | CAP, Trade, monetary policy in
to a EU institution the euro areca
Regulator Delegation of judicial or Merger control
regulatory powers to EU
institution
Shared Rule-maker Partial delegation of legislative | Single Market
competences powers to the EU (through
framework laws, directives)
Policy-maker Partial delegation of budgetary | Cohesion policy
functions to the EU budget
Supervisor Enforcement of commitments, | State aids
possibly through sanctions Stability and Growth Pact
Facilitator Coordination of national Labour markets
policies, possibly through
incentives

In short, the picture that emerges is one of confusion and tension. Confusion is created by the
complexity of the EU system and the diversity of the roles performed by the Union in its
relationship to Member States, sub-national entities and private agents. Tension comes from
the gap between goals and means. It is hard to reconcile the view “from above” — the goals
enshrined in the Treaty and announced by the European Council -- and the view “from
below” — the nitty-gritty of legal acts and budgetary choices. This gap is a natural
consequence of the political character of the EU. To bridge it would require hard choices —
either to give up on some of the common ambitions or to make a decisive step in the direction
of integration. But this should be no reason for letting it becoming ever wider.

6.3. Economic governance: an evolving agenda50

Ten or 15 years ago the focus of the EU economic debate was on policies rather than
methods. Broadly speaking, all Member States participated in all Community policies; the
delegation model was predominant; there was a simple institutional set up; and the primary
role of the Community was to set rules, not to make recurrent policy decisions. As the
Community seemed equipped with a strong model of governance and able to take on new
responsibilities, the — fierce — debate was about which additional economic policy powers
could or should be assigned to the European Community. Nowadays, however, economic
governance as such has become a primary preoccupation. Hence we offer here an outline
assessment of the state of affairs across the main areas of economic policy.

%% Some of the discussion in this section is based on case studies prepared as background material for
the Report.
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6.3.1. The impact of the Single Market

The Single Market was based on straightforward principles but it has turned out to be harder
to implement than originally anticipated.

First, the development of the Single Market shows considerable variation in the positions of
Member States. In some sectors, notably financial services, progress was impeded by
persistent differences of approach and of regulatory cultures. In other sectors, such as food
safety and animal welfare as well as biological science, societal concerns cut across economic
and business innovation. Differing social preferences and locally-negotiated welfare state
institutions also impeded cross-border labour mobility.

Second, the Union’s ambition to develop a single regulatory apparatus has increasingly been
subject to criticism. To be sure there is evidence that incumbents reluctant to face market
opening often shelter behind claims of cultural or social difference, but there are also deeply-
embedded differences of preference revealed by consumers and citizens with impacts on
economic policy options. Subsidiarity was offered as a solution to the trade-off between the
requirements of the Single Market and the need to adapt to preference heterogeneity, but
without an agreement on how this principle could be made operational.

Third, the relationship between the EU institutions, Member States and private players is
changing. Whereas the removal of trade and non-trade barriers could rely on the integration
of markets by private actors seeking out economic opportunities, regulation involves a
constant tension between market-opening and the interests of national incumbents, especially
in markets which require continuous regulation to ensure access to physical networks (as in
telecommunications or energy). Furthermore, new patterns of independent regulation and of
entrepreneurial behaviour made the classical EU processes of cooperation between the
Member States and the Commission hard to operate in some areas. The proliferation of new,
often autonomous, regulatory bodies within the Member States, as well as the emergence of
forms of self-regulation by stakeholders, made it harder for the Commission to develop its
policy surveillance responsibilities. The new framework for telecommunications regulation
provides an example of the institutional and legal complexity involved (Box 6.1).

BOX 6.1
Partnerships of national authorities as agents of European integration:
the example of telecommunications regulation

In telecommunications regulation, the Commission is trying to use a network of national authorities as
a promoter of European integration but in contrast to competition policy, the immediate legal basis for
regulatory intervention is provided by national law, guided by various European directives, rather than
the Treaty. The system created by Directives 2002/19-22 of the European Parliament and the Council
was designed in response to the observation that in some Member States, the opening of national
telecommunications markets was not proceeding at a satisfactory pace.

Under the new system, the Commission draws up a list of telecommunications markets that are in
principle candidates for regulation. Each national regulatory authority considers whether competition is
“effective” in these markets. “Effectiveness” of competition is identified with the absence of players
with significant market power. A market without effective competition is subject to regulation. Which
regulatory regime is being used is up to the national regulatory authority, which can go all the way
from the simple imposition of transparency rules to a full regime of ex-ante access and price regulation.
There is however a proviso that the more intense mode of intervention shall only be imposed if less
intense modes are ineffective in furthering the development of competition.

In this setting, the national regulatory authorities' assessments of which markets are to be regulated and
which are not as well as the imposition of obligations concerning the granting of access to essential
facilities have to be developed in agreement with the European Commission and with the other national
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regulators. National regulators present the results of their considerations to the Commission and to their
peers. They are obliged to “take the utmost account" of the latter's comments. Individual national
regulators are also obliged to provide the Commission and the other national regulators with whatever
information is needed to ensure coherence of telecommunications regulation across the EU.

The Commission’s position in this area is weaker than in competition policy because it is based on
directives rather than the Treaty. One source of foreseeable conflict is in the question as to whether the
Commission’s list of markets that are in principle candidates for regulation is binding on national
authorities. Can the national regulator expand this list? If so, by what criteria? Can it shorten it? If so,
by what criteria? Moreover, what happens if the national regulator and the Commission disagree about
the results of the market analysis?

Involvement of multiple national regulators in the assessment of market analyses also raises the issue
of extraterritorial effects of the pronouncement of foreign national institutions. What happens if the
results presented by one national regulator are objected to by another? What constitutional basis is
there for say a Dutch regulatory authority to make pronouncements on German telecommunications
markets of which the German regulatory authority must “take the utmost account*?

Answers to all these questions are uncertain because the formulation of the European directives binding
national institutions to “take the utmost account™ seems to leave some leeway for national autonomy,
which is bound to be tested in practice. As these questions will be resolved through the development of
a suitable legal routine, much of the burden will lie with the courts.

However, the legal uncertainty that prevails until these matters are resolved is itself a major
impediment to economic activity, in particular to market entry by new companies. Paradoxically, the
legal uncertainties associated with the creation of the new regulatory framework for
telecommunications works against the very aim of the framework itself, which is to foster market
opening and competition. Removal of this uncertainty must therefore be a matter of first priority.

Fourth, from a political economy standpoint, a perverse evolution has been at work since the
1980s: national governments had every incentive to blame ‘Brussels’ for decisions that could
hurt domestic interest groups. The EU thus became the easy scapegoat, as well as a target for
the attacks of well-organised lobbies. The Union’s legitimacy was weakened by its lack of
visibility as regards the public goods it was supposed to provide, while national governments
could claim responsibility for security, public order, health, education, social justice, and so
on. Economic prosperity through the setting up of efficient market infrastructures, arguably a
European public good, was too abstract to grasp the attention of public opinion.

That the Single Market had a quantitatively significant impact on EU governance is apparent
in Figure 6.1, which gives for the 1971-2000 period the evolution of EU legislative activity
(flow data) in three categories: regulations, directives and (individual cases) decisions. The
level of EU activity grew strongly in the 1980s as the implementation of the Single Market
gathered pace. More recently, the rate has slowed to decisions, i.e. enforcement of existing
legislation, or occasional amending or updating directives. This suggests some degree of
maturing of the legal apparatus (Young and Wallace, 2000; Wallace and Wallace, 2000).
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Figure 6.1 Indicators of EU legislative activity, 1971-2000,
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Source: Alesina et al. (2002).

The speed of implementation of EU directives has been a matter for controversy.
Nevertheless, in May 2003, of the nearly 1,500 directives related to the Single Market
Programme, 2.4% had not yet been transposed by all Member States — a figure below the
1.5% target set by the European Council in 2000. The main problem, however, is not so much
the failure to transpose (which is regrettable) — but the failure to implement directives. Each
year, some 2,000 infringement cases are examined by the Commission (especially in the
environment and Single Market fields) approximately half of which lead to a formal
infringement procedure, with 150-200 being eventually referred to the Court of Justice after
persistent non-compliance by a Member State’'. Implementation of Community law is thus
not as mechanical and smooth as could be wished.

In short, the transition from a model combining shallow integration with a limited set of
common policies to a model involving comprehensive legislation, continuous regulation and
recurrent EU supervision of Member State behaviour was already creating strains within the
system.

6.3.2. The impact of EMU

The Maastricht Treaty and especially EMU introduced major changes in all four dimensions
of the Community system:

3! European Commission (2002a).
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a. Variable geometry: For the first time, participation in common policies was
effectively limited to a subset of EU members.”*> Britain and Denmark were legally
given an unconditional right to opt out of the single currency (and a conditional right
to opt in). Sweden was de facto given the same status. Even if Britain, Sweden and
Denmark join the euro in the coming years, which is far from certain, variable
geometry will persist as enlargement will increase the number of Member States that
are not immediately involved in the single currency;

b. Complexity in the management of shared competences. While monetary policy
responsibility was attributed to the ECB by the Treaty, fiscal policy was neither
delegated nor left entirely at the discretion of Member States. Though the
responsibility for fiscal policies belongs to national governments and parliaments,
they are committed to avoiding excessive deficits and to coordinating their policies
with the other EU members under a surveillance procedure. In other words, there was
a ‘thickening’ of the intermediate layer between Community and national
competence;

c. Institutional differentiation. The creation of the ECB was a departure from the
standard Community model, as a major policy responsibility was assigned to an
institution independent of the Commission, the European Central Bank. This was a
very conscious choice, but which had the effect of introducing a new player in an
already complex game;

d. EU involvement in major discretionary policy decisions. In the regulation of the
Single Market, it could be said that the EU was setting the rules while discretionary
decisions were left to the (democratically elected) governments of the Member States.
The EU certainly had to exercise discretion in certain areas (for example when
making decision on competition policy cases). But the bulk of its activity was of a
rule-setting nature. With the creation of the European Central Bank, this is no more
the case: the European Union has entered the domain of discretionary decisions.

EMU thus represented a step change in the governance methods of the EU system and while
successful, it has raised new challenges, which have not been fully surmounted.

6.3.3. The impact of Lisbon

During the mid-1990s there was a broadening of the ambitions and potential responsibilities
of the EU system. At the Lisbon European Council of March 2000 the EU took on wider
goals to achieve “growth, stability and cohesion”. However, in the absence of EU
competences and instruments to develop directly some of the relevant policies, more and
more emphasis was placed on coordinating national policies. This new emphasis built on the
so-called ‘processes’ of Luxembourg, Cardiff and Cologne, dealing respectively with
employment policies, product markets, and the links between macro- and microeconomic
policies. In March 2000, these ‘processes’ were brought together under the umbrella of the
‘Lisbon Strategy’. A new policy instrument, the ‘Open Method of Coordination’ (OMC) was
also introduced. It consists of four ingredients:

fixing common guidelines for national policies;

developing indicators of national performance to compare best practice;
asking countries to adopt national action plans to implement the guidelines;
joint monitoring and review of results.

The Lisbon Strategy identifies a large number of policy objectives that are more or less shared
by all the EU countries. It also acknowledges both that many of the relevant policy

52 In addition the Social Chapter was developed initially without the UK and outside the usual EU
arrangements, but this exception was removed once the British Government lifted its opt-out in 1997.
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responsibilities remain with the Member States and that many of the actions needed depend
on the behaviour of economic agents and stakeholders. It was agreed that each spring session
of the European Council should be devoted to taking forward the Lisbon Strategy, backed by
a monitoring process through which to assess the performance of individual members in
achieving certain agreed targets. The Strategy applies to topics previously outside the remit of
European integration such as education, research, innovation and enterprise creation, labour
markets53and welfare where there is great variation between national preferences and
policies™.

OMC (Hodson and Mabher, 2001; Rodrigues, 2002) is the chosen instrument for drawing
together policymakers from across the Member States into a process of comparing national
approaches to the common policy goals. These policymakers are supposed over time to build
up a fruitful dialogue of interchange and policy learning, using techniques imported from the
OECD and business practices (peer review, target and trajectory setting, definition of
indicators, benchmarking of best practices). The process is described as coordination, but
with open outcomes, rather than necessarily leading to a single template. The broad aim is of
course improved economic dynamism over the medium term, but many of the specific
outcomes were expected to be localised (often at the very micro level) and behavioural.

The Lisbon approach has attracted support from opposite quarters. Some of its supporters see
it as bringing the coordination process into areas which are important for growth, but should
not be part of the Union’s competences; their hope is that the Open Method of Coordination
will foster policy action at national level, and, if successful, provide an alternative to the
tighter collective rules. Already, some fields that were supposed to come under the delegation
technique as part of the Single Market have somehow slipped into the Lisbon soft-
coordination category. Other supporters of OMC, however, aim at progressively bringing new
policies (for example social policies) within the orbit of the Union as an eventual
counterweight to the liberalisation agenda pursued by the Union with the Single Market and
EMU. Their hope is that the OMC would become an antechamber to the Community method.
The changes brought by this new approach are best illustrated by a comparison between the
2000 Lisbon Strategy and the 1985 Single Market Programme. Narrow intermediate
objectives, precisely defined means and effective instruments have been replaced by broader
objectives, softer means and weaker instruments (Table 6.5).

Table 6.5 A tale of two strategies: The Single Market and Lisbon compared
Single Market Lisbon
Ultimate aim Integration and growth Growth, social cohesion,
employment
Intermediate objectives | Cuts on cost of cross-border Advances in education and
transactions for products and innovation,
services Increase in R&D spending

Liberalisation of service industries,
Increase in labour force participation
and employment rates,

Etc.
Means Elimination of border controls Definition of common targets
Harmonisation and approximation of | Performance reporting and
laws benchmarking
Joint monitoring
Instruments EU directives Mostly national (spending, taxation,

Enforcement by case law of courts regulation)

3 A recent account on the implementation of the Lisbon strategy can be found in European
Commission (2003a and b).
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Resistance to further transfers of competence has thus resulted in new models of voluntary
cooperation, networking and other forms of soft coordination. This is a significant departure
from the traditional choice between delegation and autonomy. To the extent that the Lisbon
Strategy might require forms of intervention by incentives (rather than prohibitions) and the
application of discretion across space and time, these depend on parallel actions by national
authorities. As a result, more and more is expected from the intermediate layers of
governance methods — commitment and coordination.

But can this strategy be successful — or is it only a temporary, politically expedient solution?
Substantive outcomes are so far meagre, but only three years into the process may be early
days for judging this. In any case, to make a success of OMC requires a more sustained
investment in developing effective methodologies. One frequent criticism is that the
Commission has not got a grip on what is needed to make OMC work — a discussion
reminiscent of the debate about the Single Market in the early 1980s.

6.3.4. The impact of regulatory innovations

Instead of reliance on common EU rules and regulation to prohibit deviant or diverse national
regulation, new forms of joint regulation have recently emerged, especially in services and
utilities where progress towards common regulation has been slow. The liberalisation of
formerly state-dominated network industries, such as transport, -electricity and
telecommunications, has seen the emergence of national regulators, independent of Member
State governments, rather than of EU authorities. Many of these national regulators, affected
by a common legal framework and with similar concerns, have begun to liaise through loose
regulatory partnerships. As these partnerships develop, they may become carriers of
integration.

The evolution of financial services supervision provides the clearest example of the
partnership approach. Instead of the creation of a either a single European supervisory agency
or a series of specialised agencies, national regulators and central banks retain their
responsibility for supervision, following the principle of ‘home country control’ and rely on
coordination committees (Lamfalussy et al., 2001). The basic argument is that decentralised
regulators have better access to information than a centralised one and that network-based
regulation is thus better equipped for crisis prevention.” However, the effectiveness of this
approach in a context of increasing integration through market opening and — so far limited —
cross-border mergers remains to be tested.

In the area of telecommunications, recently introduced new directives harden the coordination
provided by the network by giving the Commission and the other national regulators veto
power over important decisions of national regulators such as which markets to regulate, what
kinds of access regulation to impose, and the like (as we saw in Box 6.1). In the area of
competition policy, the new Council Regulation 01/2003 relies on the network of national
competition authorities as a framework for decentralising decisions under the Treaty that
hitherto had been in the exclusive domain of the Commission (Box 6.2).

* A similar argument has led to the creation of the Financial Stability Forum (FSF) which relies on the
cooperation of international financial institutions, ministries of finance, central banks, financial
supervisors and international supervisory and regulatory standard-setting bodies.
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BOX 6.2

Networks of national authorities as agents of European integration:
the example of competition policy

Since the very beginning of the European Communities, competition policy has been a key area of
Commission activity. Articles 81-89 (previously 85-94) of the Treaty lay down rules to restrict anti-
competitive practices and abuses by firms and to restrict state aid contravening the Common Market.
For a long time, the application of these rules has been the sole domain of the Commission. Current
developments aim at decentralising the task through delegation to national competition authorities.
Formation of a centrally steered network of these authorities is intended to ensure coherence in
competition policy across the European Union.

In many Member States, competition authorities were only created in the late 1980s and early 1990s,
contemporaneously with the introduction of the Merger Control Regulation, which explicitly provides
for the possibility of delegating a merger case to the competition authority of a Member State if the
latter applies for this. In practice, such delegation has taken place in cases that primarily concerned the
Member State in question, even though the conditions for the case to be of Community-wide
importance were formally fulfilled. In such cases, the competition authority involved was applying
national law.

The recently-enacted Regulation 01/2003 aims to also decentralise the application of Article 81 of the
Treaty. Under Sections 1 and 2 of this article, agreements between firms that restrict competition are
illegal and void; however, under Section 3 of the article, this provision can be declared inapplicable if
the agreement in question provides for efficiency gains, technical and economic progress, which
benefit consumers as well as the firms in question. Regulation 01/2003 abolishes the previously-used
procedure whereby the application of Section 3 to an agreement requires notification to, and prior
approval by, the Commission. Now, the inapplicability clause of Section 3 is deemed to hold unless it
is refuted in a formal administrative or legal procedure, in which case the agreement in question is
deemed to have been invalid from the very beginning. Procedures challenging the legality of an
agreement can be initiated by national competition authorities as well as the Commission; private
parties can also take the initiative, either by going to court and suing for damages, or by asking a
competition authority to look into the matter. The assessment of whether Article 81 Section 1 is to be
declared inapplicable under Section 3 of this Article is thus delegated to the national courts and
national competition authorities. However the Commission reserves the right to take any given case
into its own hands.

Regulation 01/2003 raises serious issues of governance of European competition policy. First, what
mechanisms ensure consistency of decisions across jurisdictions? To be sure, the Commission can
eliminate inconsistencies simply by taking over cases and imposing its own will. However, this would
run counter to the very intent of the reform, to decentralise the application of Article 81 Section 3.
Much hope is placed on the network of competition authorities and the Commission ensuring the
exchange of information as well as mutual assistance. The Commission itself is in the process of
preparing several notices on criteria for the application of Article 81 Section 3, on cooperation between
the Commission and the national courts, on complaints, on opinion letters of the Commission in
individual cases ... However, to the extent that national authorities, and the national courts, are
independent in their decisions — rather than acting as agents of the EU — there is a risk that in practice
the assessments of the benefits of agreements that are required for Article 81 Section 3 will differ
across Member States. The risk is all the greater because tools such as opinion letters in individual
cases, which the Commission envisages using to guide Member State institutions, are not legally
binding upon the courts handling these cases. Moreover, the application of the criteria of Article 81
Section 3 requires political evaluations that pose a major challenge for judicial consistency.

The issue of consistency across jurisdictions is particularly important for cases involving several
Member States. Consider an agreement between transportation companies. Suppose the Dutch
competition authority or a Dutch court declares this agreement to satisfy the conditions of Article 81
Section 3 and thus to be deemed compatible with the Common Market. What is the impact of this
declaration by a Dutch institution on the legality of clauses in the agreement concerning transportation
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in Germany? After all, national constitutional law typically does not provide for the delegation of
authority to foreign national — as opposed to Community — institutions. Without such delegation
though, parties will be burdened with the costs of multiple parallel proceedings. The problem is
diffused if cases involving several Member States are mainly treated by the Commission. However, the
line is sometimes hard to draw. Therefore the conflict between the avoidance of extra-territorial effects
of decisions by national authorities and the need to avoid multiple procedures is likely to be a recurrent
theme under the new regime.

Developments in various fields thus raise questions concerning not only the delimitation of
competences between EU and Member States, but also the extra-territorial competences of
different national regulators. That this question arises is a reflection of the increasing
interpenetration of markets and it illustrates that the appropriate level of regulation is a
function of the degree of market integration. Spontaneous groupings of national institutions
should not be regarded as the springboard for active intervention by the Commission. In most
cases, the trade-off is between, on the one hand, the advantages of having national institutions
close to the relevant markets and, on the other hand, the advantages of limiting assignment
uncertainty and of avoiding regulatory capture through centralisation. In any event, it is
important that legal uncertainties be kept as low as possible.

6.4. Where are the governance fault lines?

A key question is whether the economic shortcomings of the EU can be traced back to fault
lines in its patterns of governance. These may be of three major types:

a. a policy may be inappropriately allocated between the EU and the Member State
levels with respect to the objective that is being pursued (either inappropriate
centralisation or decentralisation) or despite being appropriately allocated, it may not
reach its objectives because of spillovers from failures in another policy field,

b. a policy may be appropriately allocated, but its design or implementation may be
deficient because of an institutional failure or of the lack of appropriate instruments.
For intermediate levels (commitment and coordination), this includes failures arising
from the procedures that organise coordination;

c. the failure can be entirely internal to a policy domain, because either the goals, or the
strategy, or the policy instruments are not appropriate.

All three reasons can be invoked to account for a shortcoming in performance »°, but the first
two are systemic in nature and regard the functioning of the governance regime.

On the issue of the allocation of policy responsibility, it remains a matter of discussion
whether the current assignment of competences can be considered optimal. The two main
costs we see in the present assignment of competences are those of confusion in allocating
policy responsibility and inertia in responding to changing circumstances.

e Confusion is economically costly if it stifles policy competition or prevents
coordinated responses when required. In addition it complicates accountability. We
fear that the complexity of the EU system has reached a stage where these costs can
no longer be considered as secondary.

> Taking innovation policy as an example, it could be argued that fault lines arise from (a) the wrong
choice in the allocation of responsibilities between the EU and the Member States in fields such as
research and development or spillovers from, say, failures in the Member States to build first-class
universities; or (b) a deficient EU management of R&D funds allocated to the Community budget; or
(c) wrong sectoral priorities.
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e The risk of inertia arises because the EU’s institutions and rules are enshrined in a
treaty that can be modified only by unanimity. Even amendments to some secondary
legislation may require as much consensus and political capital as a constitutional
reform in a unitary state. Also the rules and institutions of the EU tend to embody the
policy thinking of the period in which they were defined and to ‘lock in’ a particular
policy philosophy™. We should beware of falling into the same trap again, i.c. we
should not simply replace yesterday’s paradigm with today’s paradigm, but rather
look for a way forward that has some built-in elasticity for responding to tomorrow’s
challenges.

As for issues of institutional design, there are reasons for concern. Case studies prepared as
background for the report suggest that, while shortcomings can be diagnosed across the policy
range, problems are more severe for those dependent on commitment than for those based on
delegation. They are also more severe for cases based on coordination than for commitment.

e The methodology used for the Single Market has not yielded the expected benefits in
the cases of financial services and utilities.

e For EMU, it is hard to escape the conclusion that the EU has been facing more
difficulties than expected in implementing the commitment approach to fiscal policy
and that it has not yet found an organising concept for the design and the operation of
economic policy coordination. Also the respective roles of the Council(s) and the
Commission have not yet stabilised.

e As regards the Lisbon Strategy and more specifically the European Employment
Strategy, there is value in organising benchmarking and coordination, but incentives
to cooperate effectively, let alone to change policy decisions, are weak.

e Finally, the combination of centralised action and decentralised initiatives that
characterises innovation policy has not yielded satisfactory results.

6.5. Conclusions

We have identified four key weaknesses in the governance of the EU:

1. Institutional complexity. The virtue of EU governance has never been its simplicity,
but rather its ability to balance national and Community perspectives and to evolve as
the integration process advances. It has, however, reached a stage of excessive
complexity and sometimes confusion. Responsibilities not only overlap, but the same
institutions (Council, Commission) also play different roles depending on the domain.
Lack of clarity in the core functions of the institutions is detrimental to both
efficiency and legitimacy. The emergence of variable geometry, especially in the
monetary field, adds to institutional complexity.

2. A tension between responsibilities and instruments. The Community of the early
decades had its responsibilities focused in the areas for which it had direct
competence. Since the 1980s, it has increasingly taken on new responsibilities, either
through extended competence (EMU) or as a result of a collective commitment vis-a-
vis European public opinion by the heads of state and government (Lisbon). The
scope of what are now explicitly or implicitly regarded as ‘European public goods’
has thus increased dramatically. Even before enlargement, the Union’s ability to
deliver on its commitments (and associated expectations) is increasingly at stake.

% For example, the CAP has embodied (and still does to a large extent) the interventionist and
productivist policy philosophy of the post-war period.
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3. A persistent difficulty in making commitment and coordination methods deliver. In its
carly decades, EU governance essentially operated through a combination of
common, uniform rules and delegation of specified policy functions. As its increased
responsibilities have not — with the exception of monetary policy — been matched by
the assignment of new policy instruments to the EU level, it has increasingly relied on
cooperation between governments through commitment and coordination techniques.
While these methods have had some effectiveness, they have not provided what was
expected and necessary for the EU to deliver on economic growth and cohesion.
Careful examination reveals instability in the guiding principles, weaknesses in the
incentive structure, and uncertainty as regards the role of the various players.

4.  Uneven implementation and enforcement. Whenever the implementation of a Union
policy depends on the cooperation between different levels of government, it risks
being diluted either because of administrative deficiencies or because the incentives
to cooperate effectively are weak or absent. This problem may have been secondary
in a smaller EU of relatively homogeneous states.

These weaknesses impair the economic performance of the current European Union with 15
members. They risk becoming even more damaging in a Union with 25 members.

90



PART II

CHALLENGES






CHAPTER 7

Is the European model sustainable?

7.1. A good start

During the “trente glorieuses”, the 30 years between 1945 and 1975, Europe witnessed an
unprecedented period of growth, stability and social cohesion. The post-war reconstruction
created an economic and social environment, which ensured that the three sides of this “magic
triangle” operated in a mutually-reinforcing manner. The post-war settlement reflected a wide
political consensus, which was broadly shared across western Europe. Business was
guaranteed a stable economic, industrial and social environment for sustained growth that
reflected an implicit social contract with the people that the creation of new wealth would be
fairly distributed. This commitment was enshrined in new features of the post-war consensus:
a universal standard of social protection together with equal opportunity of education and in
employment regardless of birth.

While economic stability and social cohesion were no doubt crucial conditions for European
growth during the trente glorieuses, rapid economic growth was equally crucial to ensure the
sustainability of economic stability and the social protection system.

The economic and social conditions in western Europe during the years 1950-1973 were truly
remarkable. The current EU-15 enjoyed average annual growth rates of 4.6% for GDP and
3.8% for GDP per capita (growth accounting exercises typically ascribe around one third of
this per capita GDP growth to capital accumulation and two thirds to growth in total factor
productivity). As a result, the standard of living in the EU-15 witnessed a rapid catching-up
with the United States: compared to a benchmark of 100 for the US, GDP per capita
(measured at purchasing power parity) in the EU-15 rose from around 40 in 1950 to a slightly
above 70 in 1973. At the same time, both inflation (measured by the deflator of private
consumption) and unemployment remained fairly low (with an average of 4% and 2%,
respectively).

Under those conditions, the cost of the welfare state remained fairly manageable. Although it
had risen considerably over the years, the share of total government expenditure in GDP in
the EU-15 was still a relatively modest 36% in 1970. Three items accounted for nearly all
public expenditures: government consumption (15%), transfers (14%, including 12% in social
transfers and 2% in subsidies) and public investment (4%).

The magic triangle started to unravel in the 1970s with the two oil shocks. Since then the
pressure has further mounted as a result of three profound and interconnected changes in the
socio-economic environment taking place across Europe and the world: demographic
patterns, technological breakthroughs and globalisation.

Whereas rapid growth, macroeconomic stability and the welfare state had been mutually
supportive during the trente glorieuses, the mixture of slow growth, macroeconomic
instability and a welfare system conceived in a different set of circumstances proved difficult
to manage in the years after 1973.

During the period 1974-1985, the average annual growth rate in EU-15 slowed down to
barely 2% for GDP and 1.7% for GDP per capita. As a result, the convergence of living
standards between the EU-15 and the US achieved earlier on not only stopped but even
reversed somewhat. At the same time, average inflation jumped to 11% and unemployment
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rose steadily from less than 3% in 1974 to 10% in 1985 — a level that had been unthinkable
only a few years earlier.

The combination of slow growth and high unemployment resulted in increased demands for
social protection that were met in the EU-15 with severe consequences for public finances.
The share of total government expenditure in GDP grew rapidly after 1973, reaching 46% in
1980 and 49% in 1985 — an increase of 13 percentage points compared to 1970. This increase
mainly involved two items: government consumption (which rose by four points of GDP
between 1970 and 1985) and transfers (which rose by seven points, six for social transfers and
one for subsidies). On the other hand, public investment was actually reduced (by one GDP
point). This spectacular increase in public expenditure was financed partly by additional
public revenue (which rose by eight points of GDP) and partly by public borrowing (which
increased by five points of GDP between 1970 and 1985).

By the mid-1980s, Europe was stuck in a negative spiral: lower GDP growth and employment
rates meant increasing public expenditure, which required increasing public revenue, which in
turn implied higher social contributions (these increased by nearly five points of GDP
between 1970 and 1985) and higher direct taxes (with an increase of nearly three points of
GDP between 1970 and 1985), thereby reducing the incentive to work and to invest, hence
further reducing the prospects for output and employment growth.

7.2. New challenges

The reason why Europe seemed durably trapped in this spiral was twofold. First, the shocks to
the system were long-lasting. After the two oil shocks of 1973 and 1979, Europe was
confronted with population ageing, the information technology revolution and globalisation,
all of which substantially increased the demand for social protection. Second, the system
seemed politically unable to reform itself and to establish a new social contract aimed at
increasing growth and preserving social welfare. The problem was to find a way out of the
following dilemma: preserving the costly European social model required higher GDP
growth, but increasing growth also required adapting the social model to the new socio-
economic environment.

During the period 1986-2000, Europe made some progress. The EU-15 succeeded in bringing
back inflation to pre-1973 levels. Average inflation during the period stood at 3.5% and never
exceeded 3% after 1994. On the other hand, the unemployment rate remained far above pre-
1973 levels, with an average rate of 9% for the period. The progress on the growth front was
equally meagre. During the period 1986-2000, the average annual growth rate in EU-15 was
2.5% for GDP and 2.2% for GDP per capita. This was just sufficient to keep GDP per capita
in the EU-15 at 70% of the level prevailing in the United States. Hence, the pre-1973
convergence of living standards between the EU-15 and the US seemed to be no more than a
relic of the past.

Sustained slow growth and high unemployment resulted in sustained demands for social
protection in the EU-15 and a sustained deterioration of public finances. In 1993, total
government expenditure in the EU-15 reached its highest-ever peak at 51% of GDP. With
public revenue at 45% of GDP, this meant that 1993 was also the year when public borrowing
reached its highest-ever peak — 6% of GDP. The Maastricht fiscal consolidation process,
launched in 1993, was to put an end to the deterioration of public finances in the EU-15 that
had started 20 years earlier. By 1999, the year the euro was introduced, public borrowing was
down to less than 1%. The turnaround was achieved by a combination of reduced government
expenditure and increased government revenue. In 1999, total government expenditure had
come down to 48% of GDP — three points below the peak of 1993, but still 12 points above
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the 1970 level. At the same time, total government revenue had reached 47% of GDP, its
highest-ever peak and ten points above the 1970 level.

By the year 2000, it seemed that fiscal consolidation in the EU-15 had been achieved. For the
first time since 1970, the consolidated budget of the EU-15 countries posted a positive
balance. Government expenditure also seemed to be under control. In 2000, its share in GDP
for the EU-15 was less than 46%, the lowest level since 1981. In reality, however, the spiral
of low growth and high public expenditure was still fairly intact. The year 2000 had been an
exceptional year, with a growth rate of GDP in the EU-15 at 3.5%, one full point above the
trend for the period 1986-2000. When the downturn hit in 2001, public expenditure and
public borrowing went back on the rise. By 2002, total government expenditure was again
nearing 48% of GDP and public borrowing was close to 2% of GDP.

7.3. The road ahead

In 2003, as one looks to the future, one cannot help feeling that in spite of two important
macroeconomic achievements of the run-up to the euro in the 1990s — the return to price
stability and fiscal consolidation — Europe is still struggling with the spiral of low growth and
high public expenditure. As in the 1980s, the reason is twofold: shocks produced by long-
lasting trends in demography, technology and globalisation; and the difficulty to reform the
European social model in a way that combines higher growth and continued social protection.

Demographic trends are a matter of serious concern for Europe. Its population aged
considerably after 1960. Between 1960 and 2000, the average dependency ratio (defined as
the number of persons aged 60+ years per 100 persons aged 15-59 years) for the EU-15 rose
from 26 to 35. At the same time, the dependency ratio for the United States remained almost
constant at around 25.

The greying of Europe owed most to low and declining population growth. The average
annual population growth in the EU-15 dropped from 0.8% during the period 1950-1975 to
0.3% during the period 1975-2000 (leaving aside the jump due to German reunification).
During the same sub-periods, population grew by 1.3% and 1%, respectively, in the United
States. The underlying factors for the contrasting situation between the two sides of the
Atlantic were differences in fertility and migration rates. In the EU-15, the fertility rate
dropped below 2.1 children per woman, the natural replacement level, in the mid-1970s and
declined steadily thereafter. By contrast, the fertility rate in the United States was still
hovering around 2.1 at the beginning of the 21st century. A similar trend occurred with
migration rates.

The combination of population ageing and early retirement schemes, instituted across Europe
to cope with rising unemployment, was clearly one of the main drivers behind the rise in
public expenditure that took off in the 1970s. Unfortunately, the outlook on the demographic
front for the coming decades is even grimmer than the previous trend. According to the
United Nations Population Division (2002), the dependency ratio in the EU-15 is expected to
reach 47 in 2020 and 70 in 2050. The European Commission (2002b) estimates that the pure
demographic effect of ageing would be an increase in public expenditure (related to pensions
and health care) of eight points of GDP between 2000 and 2050.

Technological trends are no less crucial for Europe. There is general agreement that Europe
has lagged behind the United States in developing and adopting information and
communication technologies (ICT). As discussed in Chapter 4, this is viewed as the prime
explanation for the slower growth of Europe during the second part of the 1990s in
comparison with the United States. Even though the adoption of ICT has been somewhat
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slower than in the United States, it has greatly changed the workplace in Europe as well. The
introduction of ICT throughout the economy in the 1980s and 1990s raised both fears and
hopes about its effect on employment, wages and income distribution. Pessimists worried that
ICT would result in downsizing, stagnant wages and/or unemployment, and growing income
inequality; while optimists claimed that it was bound to raise wages and reduce
unemployment.

There is a broad consensus in the economics literature that the diffusion of ICT led to skill-
biased technological change and reduced the demand for unskilled workers. The resulting
deterioration in the labour market for unskilled workers in the United States and in Europe
during the 1980s and 1990s has been amply documented. It is important to note, however,
that this major development has taken a radically different form on the two sides of the
Atlantic.

In the United States, where labour markets are generally flexible, skill-biased technical
change resulted in stagnant (or even decreasing) real wages for unskilled workers and rising
incomes for (certain categories of) skilled manpower. The result was a great surge in income
inequality. In Europe, where labour markets are more rigid and wage floors are more binding,
skill-biased technological change tended to produce instead long-term unemployment among
unskilled workers. At the same time, redistributive mechanisms prevented significant
increases in income inequality.

Hence differences in labour market and social security institutions between the United States
and Europe seemed to interact in two important ways with the information revolution. Firstly,
together with barriers in product and financial markets, impediments in labour markets
probably slowed down the diffusion of ICT in Europe. Secondly, the lower pace in the
process of “creative destruction” generated by a slower diffusion of ICT, on one hand, and the
more rigid pay-scale and more generous redistribution schemes, on the other, largely
insulated Europe from sharp rises in income inequality — despite severe increases in
unemployment.

7.4. Facing the dilemma

The intensity of the dilemma faced by European policymakers is likely to increase in the
years ahead, when the pace of technological change will probably accelerate. Innovation and
change will continue to open the prospect of higher productivity, higher wages and improved
living standards. But they will also continue to be disruptive, displacing workers, making
some skills obsolete and possibly creating more pressure towards income inequality.
Moreover, these costs will continue to be concentrated in the short run, while the benefits will
take a longer time span to materialise. But postponing inevitable changes would not be a real
option since it would only delay the benefits and increase the eventual costs.

The third major shaping trend is globalisation. In the early 1970s, the world economy entered
into a period of unprecedented free trade and capital mobility. Although the world had already
witnessed a similar phenomenon during the period 1870-1914, when not only products and
capital, but also labour, moved freely throughout the globe, the new phase of globalisation
was radically different from the earlier one. The previous phase had set up a pattern of trade
between the industrialised North and the developing South, whereby the South exported raw
materials to the North in exchange for manufactured products. This traditional division of
labour between the North and South lasted until well into the second part of the 20™ century.
In 1970, the share of (extra) EU-15 imports of manufactured goods supplied by the South was
still barely 10%. This share nearly quadrupled during the next 30 years: it was already above
20% in 1985 and reached 36% in 2000. Most of this rise came from East Asia. The
involvement of China came relatively late but was extremely dramatic. The share of EU
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manufactured imports supplied by China rose from less than 1% in 1970 to only 2% in 1985,
but jumped to 10% in 2000.

The emergence of the South as a major producer and exporter of manufactured products
obviously raised questions about its effect on employment, wages and income distribution in
the industrialised countries with which the South was now competing. The issues were
essentially the same as those raised by the ICT revolution since increased competition with
the unskilled-labour-intensive South tended to reduce the demand for unskilled labour in the
North in the same way as skill-biased technological change. This led to intense debate about
whether trade and capital movements or technological change was the main “culprit” behind
the waning fortune of labour. In the end, however, the debate proved rather futile since
globalisation is precisely the combination of trade and capital movement liberalisation on the
one hand and technological change on the other.

Globalisation, therefore, produced the same effects as the ICT revolution. In the United
States, where markets operate efficiently, it generated more wealth but also more income
inequality. By contrast, in Europe, where the welfare state is more generous and markets less
efficient, globalisation generated less additional wealth but also less income inequality (Sapir,
2001).

Looking ahead, the key policy issue for Europe is how to enjoy the benefits of globalisation
while continuing to mitigate its costs. The problem is likely to become more acute than it
already is because the trend towards more globalisation is likely to continue, notwithstanding
the consequences of 11 September 2001. Increasing globalisation will come not only from the
continuation of the ICT revolution, but even more importantly, from two important trends in
North-South economic relations. The first is the demographic balance. The relative weight of
the North (Europe, North-America, Oceania and Japan) in the global population is predicted
to decrease from 20% in 2000, to 16% in 2020 and 13% in 2050. The second trend is the
economic transformation of the South. The rise of China as a leading producer and exporter
of manufactured goods was long overdue, and is likely to continue. The same may be
happening with India, the second most populous country in the world, which only started to
open up its economy in the early 1990s. Size and history are certainly on their side. In 1820,
the combined weight of China and India in world GDP (measured at purchasing power
parities) was more than 50% and it was still around 25% in 1890, in the midst of the second
industrial revolution. It reached a low of less than 10% around 1950 and had climbed back to
17% by 2000.

Along with Chapter 6, this chapter has argued that since the 1980s the sustainability of the
“European model” has become more and more questionable. The combination of low growth
rates and high unemployment rates have put significant strains on public finances which
proved incompatible with the fiscal rectitude that a growing economy requires, thus further
lowering growth prospects and compounding the problem. Hence, the need to give higher
priority to growth, not just because it is the means to achieve higher per-capita incomes but
because a growing, competitive and dynamic economy is required to finance a certain degree
of cohesion in a durable manner.

This chapter further argued that Europe’s failure to preserve the magic triangle reached during
the trente glorieuses was the result of the combination of two elements: new trends in
demography, technology and globalisation, and the incapacity to invent a new social contract.
It also made the case that these new trends are long-lasting and are likely to further increase
the demands for social protection, which will endanger even more the sustainability of the
European model.
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CHAPTER 8

Making a bigger Europe work

Accession negotiations with ten candidate countries (eight from central and eastern Europe
plus Cyprus and Malta) were finalised at the European Council in Copenhagen in December
2002. The summit decisions paved the way for admission of the new Member States on 1
May 2004.

Of course, the Copenhagen European Council did not answer all the questions pertaining to
enlargement. What will be the impact of final elimination of remaining barriers to trade and
the flow of resources on the economies of current and new members? How should the
enlarged EU respond to potentially negative implications of economic liberalisation and
increased competition on labour markets and sensitive sectors? Are the new member
countries really able to enforce effectively the acquis communautaire that they have formally
adopted into their legal systems? Are they ready to absorb structural funds that have been put
at their disposal? How will the EU institutions in practice accommodate the newcomers? And
are the newcomers prepared to play a constructive role in the decision-making process within
the EU? How to ensure effective economic governance in an enlarged EU encompassing a
much more diversified economic area, and involving countries with distinctively lower levels
of economic development? How and when should the new members join EMU? These and
other issues will soon have to be confronted and addressed.

The EU must not wait until the new challenges emerge. It is necessary to identify them in
advance and to consider possible policy responses. Enlargement is not an uncontroversial
process. It involves hopes but also worries. Both the incumbents and the new members have
to prepare themselves for enlargement in terms of necessary institutional changes and policy
adjustments in order to ensure that enlargement will not entail unnecessary costs and will
indeed bring about much hoped-for benefits.

The purpose of this chapter is to identify these challenges and to disc