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B The Lisbon Strategy so far has failed to deliver its promised results.
Growth ratesin productivity and employment remained below their po-
tential.

B Enhancing productivity and capital intensity are the key factors to
growth and cohesionin the European Union. Theyare also necessaryto
secue the Euopean social model.

B Economicprogressdependslargely on a sound macroeconomic envi-
ronment resulting from the coordination of monetary, fiscal and wage
policies.

B Forthat, institutional reforms are urgently neededto overcome natio-
nalistic blockages.

DRAFT B PLEASE DO NOT CITE OR QUOTE

JANUAR 2008




International Policy Analysis

Content

Lisbon Strategy@s Underperformance .. ... ...t 2
Productivity and employment . ... ... 2
Managing Eur ope® €CONOMY . .. ... ittt 3
MONetary POICY . . . oo 3
FisCal POlCY . . . .o 3
INCOME POLICY. . . o ot e e e e e e 3
An Agenda for Gr owth and Employment in Eur ope after Lisbon .......... ... ... ... . ... ... .. ... 4
InsStitutional refOrmMS . . . . L o 4
Structural IBform agenda . . .. ... e 4
MacroeconomiC MaNAGEMENT . . . . . ..ottt et e e e e e e 5
CONCIUSION . . 6

Our policy rcommendations at a glanCe. . . ... ... 7



Stefan Collignon

Progress for Euope: Which Way to Growth and Employment after the Lisbon Strategy?

Stefan Collignon,
Professor for Eco-
nomic Policy at
SantOAnna School of
Advanced Studies,
Pisa and chairman of
the Scientific Com-
mittee of Centro Eu-
ropa Riceche (CER),
Rome

To becomeOthemost competitive and dynamicecon-
omy in the worldO within ten yearsD that was the
commitment undertaken by the European Council in
Lisbonin 2000. Eightyearslater it is clearthat the ob-
jectivewill not be met. The so-calledLisbon Strategy
intended to solvethe most urgent problem of the late
19908, namely unemployment. But it also sought to
renew Europe®social model and accelerate growth. It
hasmade some progresson the first, but little on the
latter. A post-Lisbon-Strategy for growth and employ-
ment in Eulope needsto focus on a binding frame-
work of macreconomic coordination and the gen-
eration and equitable eaping of productivity gains.

Lisbon StrategyGs underperformance

The Lisbon Strategy in 2000 had two dimensions:

1. Structural reforms focused on the creation of the
knowledge society to raise productivity and to
overhaul the European social model, making it
compatible with the challenges of the future.

2. Macroeconomic management sought achievinga
policy mix between monetary, fiscal and income
policieswith the purpose of combining price stabil-
ity with high investment, economic growth and
rapid job creation.

Thesetwo objectiveswere matched by a new form of
govemance:the Open Method of Coordination. Peer
pressure, haming and shaming and moral pressure
were to bring about cooperative national govern-
ments. But institutional realitiesand hard-nosed po-
litical considerations of serving partial interests, rather
than the common good, often preventedthe realisa-
tion of the desirable.

In addition a policy shift occurred. The Barroso-
Commission took a significant turn to a neoliberal
interpretation of the LisbonStrategyin 2005. There-
form of the socialmodel was reduced to making la-
bour markets more flexible, while the macroeconomic
dimensionwas largely eliminated. The reform of the
Stabilityand Growth Pactincreasedthe autonomy of
nation-states and made a growth-oriented macroeco-
nomic policy mix even less likely than befer

The result of this was a rather disappointing eco-
nomic performance in the BU. Growth ratesremained
below their potential and underperformed in com-
parisonwith the US.While there was someimprove-
ment on the employment side Dwhich made a posi-
tive contribution to the growth dynamicsoverthe last
decadebthere isneverthelessa significantslowdown
in labour productivity.

Acceleratingthe growth of productivity is the eco-
nomic challenge for the next decade. In the long term,

productivity determinesthe level of real wages. It is
also necessaryto secue the Euiopean socialmodel.
In a societywhere people live longer and have fewer
children, the shrinking work force has to become
more productive in order to guarantee the supply of
healthcare and retirement for all. Thus,increasingla-
bour productivity isa necessarycondition for fighting
poverty in the long run.

Labour productivity hasbeen higher in the United
Statesthan in Euope sincethe mid 1990. Euwland is
the worst performer. Because labour markets have
become more flexible at the lower end, firms have
hired people, whose productivity was lower than the
average. The new challenge for Europe is to have
both: higher employment and higher productivity. The
question is: How?

Productivity and employment

Productivity is largely determined by the supply-side
of the economy while job creation dependson the
growth of aggregate demand and GDPHowever, the
two alsointeract. Labour productivity also cannot be
seenindependently of investment. But only if the to-
tal stock of capital growsfaster than the capital-labour
ratio, also called capital intensity, will employment
increase. Hence, both labour productivity and employ-
ment growth depend on the conditions of capital ac-
cumulation. Focussingon structural reforms without
taking the macroeconomic environment into account,
asis done by the neoliberalagenda, will not produce
a dynamic economy

Labour productivity is determined by Total Factor
Productivity (THP) and capital intensity (CI). THP in-
creasesasa result of the more efficient use of capital
and labour in the economy and is dependent on in-
dustrial policy, structural reforms and social systems.
The Lisbon strategy aimed at improving TFPbut he
results are disappointing. However, although THP is
largely dependent on market regulation, technology
and organisationalefficiency labour productivity also
dependson capital intensity; i.e. the amount of capi-
tal per person employed. If capital intensity is high,
the productive capacityof workersis alsohigh. While
TFPmeasuesthe quality of the capital stock and the
labour force, capital intensity is an indicator for the
quantity of capital employed per worker

In arecent study, the European Commission (2007)
has claimed that the main reasonsfor the weakness
in Euope®labour productivity are due to the slow-
down of Total Factor Productivity and not capital in-
tensity. The Commissiontherefore recommendsthe
continuation of structural reforms, which have not yet



International Policy Analysis

had the desired impact on TFPbut hopefully will do
soin the future. However capital intensity is at least
as important for labour productivity growth, if not
more. Thus,tackling the problem of the EU€produc-
tivity slowdown requires more than the pursuit of
structural reforms. A comparisonwith the USclearly
brings out the fact that productivity increasedin the
US becauseof higher capital intensity, and employ-
ment in Europe because of lower capital accumulation
per worker. If Eulope wants to meet the challengeof
the next decade, it must raise the overall rate of capital
accumulation and at the sametime increasecapital
accumulation per worker. For that, a new policy think-
ing in the direction of a stronger macroeconomic
management is needed.

Managing Eur ope® economy

The major challenge for macroeconomic management
in the next decade isto increase the purchasing power
of households, while keeping interest rates down.
Thisrequires concertation of fiscal and income policies
with the stability orientation of monetary policy

Monetary policy

Maintaining price stability is indispensable for long
term economic growth. The independence of the ECB
and its mandate must therefore not be put into ques-
tion. Inflationary pressueswill arisewhen wage bar-
gainersagree on nominal wagesin excesf the sum
of productivity increasesplus the inflation target of
the central bank. The ECB is then obliged to raise
interest rates. Thiswill slow down capital accumula-
tion and employment growth. This is where the
Macroeconomic Dialogue between social partners,
monetary and fiscal authorities could play an impor-
tant part.

Fiscal policy

If monetary policy hasa coherent institutional frame-
work, this cannot be said about budget policy. This
fact isone of the major obstaclesto sustained acceler-
ated growth. Forexample,if the economyisin reces-
sion, additional demand for goods and servicesdm
government borrowing may be useful. But, the public
deficit is CexcessiveO when the additional demand
exceeds potential output, so that inflationary pres-
sures emerge. In this case the Central Bank has to
raise interest rates and mop up the excessdemand.

Both effects contribute to a negative trade off be-
tween budget deficits and monetary policy. In equi-
librium, high deficits require high interest rates and
balancedbudgetsyieldlow interestrates, which sup-
ports capital accumulation.

However Euope® institutional framework is not
conduciveto suchan optimal policy mix. If the Stabil-
ity and Growth Pacthad been properlyimplemented,
actual deficits of member stateswould have gyrated
around the zero line. Thisis not the case.SinceEMU
started, the aggregate euro-deficit hasbeen closeto
3%, but has remained far fom being balanced.

Income policy

Income policy is the third pillar of macroeconomic
management. The averagelevel of unit labour costs
interacts with monetary policy. If nominal wages in-
crease faster than labour productivity, unit labour
costs rise and the ECB will put up interest rates to
restraininflation. A successfulow-interest policy mix
must therefore anchor unit labour costsat the price
objective of the ECB.

Theaverageunit labour costinflation for the euro
areahasremainedclearlybelow the 2% inflation tar-
get. Butin Greece, Spainand Italy it is clearlyhigher
than the inflation target. The wage developmentsin
these countriescontribute to inflationary pressuesin
the Euzone. However they are mitigated by wage
settlementsin Germany, Austria, Belgium and Fnland.
It is the heavyweight of Germanythat keeps Eur-
pean unit labour cost from rising. Thisimpliesthat if
German wages were to increasefaster, Spanishand
Italian wage increaseswould have to slow down or
labour productivity rise.

These diverging wage dynamics &ct the relative
costcompetitivenessof member states.Forexample,
Germany®unit labour costswere close to the average
Eumland levelwhen EMUstarted. Today, they are the
lowest in the euro area. By contrast, Portugal and
Spainhaveseentheir unit labour costlevelsrise 15 %
or 20% abovethe averageEumnzone level. Thesede-
velopmentsincreasesocialand economictensionsin
Eupland and could become politically destabilizing.
Germanypursuesa beggaryour-neighbourhood pol-
icy and Spainis riding an unsustainablebubble. This
must be of seriousconcem to policy makersand citi-
zens. If these trends remained unchecked, Euopean
monetary union could break up. Thisisthe reasonfor
making income policiesan urgent issueon the Euio-
pean agenda.

A European income policy would have to tackle
two problems at the same time:
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1. Bring aggregate wage settlements closer to the
inflation target so that the purchasing power of
consumersis increased(an issueparticularly acute
in Germany) without accelerating inflation.

2. Stop and correct the persistentdivergenceof na-
tional unit labour cost levels. This requires a sig-
nificantly higher degree of coordination in Euro-
pean wage bargaining and the acceleration of
productivity growth.

An Agenda for Gr owth and Employment
in Europe after Lisbon

In order to accelerateits dynamism,Euope needs(1)
institutional reforms aswell asa (2) structural reform
agenda and a more coherent (3) macroeconomic
policy coodination.

Institutional r eforms

Despite strong reluctance to addressthe fundamental

issueof institutional reforms in the Euopean Union,

it isan essentiattaskfor the future of the EU.Theway
forward is building Euilopean democracy the Europe
of citizens. There is no government in the BU. Al-

though the European Commissionis a Oguadian of

common interestsOjt is in reality often marginalised
by the specialinterestsof nation state govemments.

This institutional deficiency is increasingly debated.

The Belgian Prime minister Verhofstadt and the Ger

man SocialDemocratic Party (SPD)n its new funda-

mental program have explicitly calledfor a Euopean
government, elected by the European Parliament. The
election of the Eulopean Parliamentin 2009 is a very
good opportunity to launch this debate on the Euo-

peanscale.Centre-right partieswill support Baroso®
neoliberal agenda; European democrats and socialists
should reformulate a new strategythat connectsthe

original Lisbonagendawith the broad objectivesof a
dynamic economy, with rising productivity and full

employment, linking structural reforms to macroeco-
nomic management.

Structural r eform agenda

Fortoo long, Euope hasfocusedon microeconomic
reforms that augment allocative efficiency Many re-
forms have sought to improve the motivation of cap-
ital ownersfor investing in Europe; little attention was
givento the motivation of workers. Yet, incentivesfor
worker participation in the overall efficiency of their

firm would alsoimpact productivity in Europe. Thus,

one should re-evaluatethe role of works councils,co-

determination and board representation of workers

in Eulopean firms. Eulopean companylaw shouldin-

corporate the successstoriesof national experiences,
although this will raise stiff resistance from capital

owners.

The Knowledge Societyremainsa valid policy ob-
jective.However knowledge isbasedon communica-
tion. Studiesshow that speakinga foreign language,
especiallyEnglish,is a powerful factor in increasing
Total FactorPioductivity. All EUmember statesshould
therefore impose leaming Englishat primary school
levell

Macroeconomic supply side reforms are the other
dimension for improving overall labour productivity.
In principle, more competition servesthe interestsof
European consumers, particularly in the lowest in-
come categories, because cartels and monopolies
keep pricesexcessivelhigh and are therebyrationing
consumer demand. Nevertheless, privatisation can
also create extemalities and slow down productivity
growth, when individual decisionsare causing costs
not taken into account by the decision-makingproc-
ess.Taking such extemalitiesinto account requires a
Eumopean authority, ideally a Eulopean govemment,
capable of thinking for the whole of the Union and
acting in the common interest.

The European Union must also command resources
of its own. The Sapir Report has proposed to Cre-
organiseradicallyGthe EU-budgetby setting up three
new Funds(Sapiret al 2002). Public expenditure by
the BEuropean Union should focus on three objec-
tives:

1. A Growth Fundshould support the mobilisation of
private and national resourcesat the edge of tech-
nological and industrial pogress.

2. The CohesionFundwould contribute to catch-up
growth in low income region by increasing produc-
tivity and capital intensity at the egional level.

3. A Restructuringor GlobalisationFundwould ease
the pressue for those who carry the burden and
suffer from the consequences of social change,
especially fom globalisation.

Pushingthe technologicalfrontier by supporting R&D

and technological innovation needsthe concentration

of financial efforts. The adaptation and modernisation
of existing capacities requires spreading new tech-
nologies across Europe by facilitating the entry and
competition of new firms. Supporting national or
European champions would simply maintain rigid

1 In Ireland and the UK it should be another foreign lan-
guage.
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monopoliesto the detriment of European consumers,
especially low-income end. In order to free Europe
from the harmful influencesof national veto players,
the budget should be subject to the co-decision -
cedure between the European Parliament and the
Council and executed by the Ewgpean Commission.

In this context, the role of public investmentneeds
to be revalued: decades of underfunding in infrastruc-
ture have constrained productivity in many member
states. The EU could increaseits overall growth po-
tential by undertaking public investment that ben-
efits citizensby mobilising local resourcesand spilling
over into different member states. Shifting the bal-
ance from public consumption to investmentshould
be scrutinized by the annual Broad EconomicPolicy
Guidelinesand the evaluation of national budget poli-
cies under the Stability and Gowth Pact procedures.

Regional policy should be increasingly used as a
meansof redistribution but the bestway of doing this
isto put attention on overcoming regional differences
in productivity and capital intensity rather than creat-
ing transfer dependency. Furthermore, attention must
be paid to the macroeconomic polices in member
statesthat receivestructural and cohesionfunds. Ex-
cessive budget deficitsand rising unit labour costswill
cause real exchange rate distortions and reduce incen-
tives for investment. Comparing the experience of
Ireland and more recently of Greece with the non-
performance of Portugal showsthat the right policy
mix isone of the mostimportant variablesin catch-up
growth. The effectiveness of transfer payments is
greatly enhanced by such policies.

However Eulopean budget policies pose another
problem: How are they to be financed? Today more
than 90 percent of the BJ budget come from national
contributions paid by national treasuries,rather than
from taxesleviedon EU-widefiscalbases.Thiscreates
a classic collective action problem: the provision of
collective goodsisunderfunded, because when mem-
ber states seek to obtain individual advantages by
minimising their financial contribution, they jeopard-
isethe collectiveinterest of Euiopean citizens(includ-
ing those living in their own jurisdiction). The correct
systemicresponseto this problem is to finance Euro-
pean expenditure by European taxes. A European
corporate tax is the most appropriate tool to finance
the BU-budget, since it would eliminate unfair tax
competition in the EUand provide for a fair taxation
of multinational corporations (Kellermann et al. 2007).
Any European tax cannot be imposed without ap-
propriate democratic representation. It therefore
needsto be approved jointly by the Council and the
European Parliament, after an initial proposal from the
Commission or a later Eulwpean govemment.

Macroeconomic management

Macroeconomic management must create an eco-
nomic environment where persistently low interest
rates contribute to the accelerationof capital accu-
mulation. It needs proper instrumentsand policies. All
existing forums and instruments, such as the Euro-
group, the Broad Economy Policy Guidelinesor the
Macroeconomic Policy Dialogue do not allow for
binding policy commitments. If macroeconomicman-
agement isto become more efficient, the institutional
arrangements, especiallyin the euro area, must be-
come more coherent, and decisionsmust oblige and
bind all policy makers.Thiscan only be accomplished
by an institution that can command full democratic
legitimacy at the Euopean level.

The optimal policy mix requires defining a fiscal
policy stancefor the euro area asa whole that inter-
actswith monetary policyin determining the growth-
supporting level of equilibrium interest rates. Fscal
policy must becomemore coherent in aggregate and
at the sametime more flexible to deal with shocks
that effect individual member states differently. In
non-euro member states, fiscal policy must be coor
dinated with the objective of exchangerate stability
in order to avoid distortions in the single market.

The aggregate fiscal stance should be defined at
the Euopean level in consideration of the business
cycle.Thiscould be done by turning the Broad Econ-
omy Policy Guidelinesinto aformal piece of European
legidlation that applieswith strict and binding force to
the member states of the euro area.? These Guidelines
would set the authorized aggregate deficit targets
for all BJ public authorities (from municipalities to
regions, nations and the EU budget), effectively de-
fining the aggregate budget deficit of the Euopean
Union for any given year. Against these authorizations
borrowing permits would be issued,which would al-
low borrowersto enter the capital market. Thiswould
oblige member statesto respecttheir Euopean com-
mitments when formulating their national budgets
laws. However the borrowing entitlements must be
transferable. If one government wishes to borrow
more than it is entitled, it must obtain additional per-
mits from another member state that does not wish
to make full use of its own quota. In this way, com-
pliancewith the overallaggregate fiscalpolicy stance
is assued.

With respectto income policy, there isthe issueof
(1) ensuringthat averageEuiopeanwage settlements
remain consistentwith the inflation target of the ECB

2 The BEPGcould also cover the convergencerequirements
for future Eunzone member states.
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and (2) that national unit labor costsconvergeto the
averagelevel of the euro area. Therefore, wage bar-
gaining must follow clearguidelines.A rule of Onom-
inal wage increases being equal to productivity in-
creasesin the specific sector or region plus the ECB
inflation targetO would allow negotiators to render
decentralized settlements coherent and compatible
with the overall requirements. Deviations from the
rule should be publicly discussed and justified. In order
to increase public acceptance and compliance, this
debate should take place in atransparent, mutual and
openly accessible forum. The present Macroeconomic
Policy Dialogue does not achieve this visibility. The
Eumopean Parliamentis where policy issuesthat con-
cem all citizensshould be discussed.It would there-
fore be an improvementto link the Macroeconomic
PolicyDialogue with the EP&regular public Hearings
of the President of the Euopean Central Bank.

Conclusion

TheEUhasstill significantopportunities for economic
growth, provided supply and demand side policies
start to reinforce each other. At present, thisisnot the
case. Europe®economic handicaps suffer from collec-
tive action problems, which ultimately can only be
remedied by creating a democratic govemment for
Europe. However, practical objectives of increasing
productivity and improving conditions for capital ac-
cumulation can trace out a post-Lisbonstrategy that
will make it easier to tackle the institutional prob-
lems.
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Our policy r ecommendations at a glance

1. To achievethe Lisbongoals, Eunpe®overallproductivity must be substantiallyenhancedby foster-
ing worker®@participation, co-determination, investmentin training and education (especiallyfor-
eign language skills) and in@asing capital intensity

2. Increasingemploymentdependslargelyon a sound macroeconomicenvionment resulting from a
stimulating and stabilizingcoordination of monetary, fiscaland wage policies.Institutional reforms
are urgently needed to ovecome nationalistic blockages.

3. Inthe shorterrun, the Euopean Union must command resourcesof its own viaa Eulopean corpo-
rate tax and create a Growth Fund for the mobilisation of private and national resourcesat the
edge of technological and industrial pogress.

4. TheCohesion Fund should focuson catch-up growth in low income region by increasing productiv-
ity and capital intensity at the egional level.

5. TheGlobalisationFundmust be extendedto easethe pressue for thosewho carrythe burden and
suffer from the consequences of social change and delocalisation.

6. Public spending needsto be revalued and shifted from public consumption to investment under the
annual Boad Economic Policy Guidelines.

7. Regionalpolicy shouldbe increasinglyusedasa meansof redistribution. Theoptimal starting-point
lies in overcoming regional differencesin productivity and capital intensity rather than creating
transfer dependency

8. An aggregatefiscalstanceshould be defined at the Euopeanlevelin considerationof the business
cycle. The Broad EconomyPolicyGuidelinesshould set the authorized aggregate budget targets
for all BU public authorities and assign transferable quota for borrowing permits to national
authorities.

9. Wage bargaining must be in line with sector and regional specific productivity increases and the ECB
inflation target.

10. In the long run the Commission®accountability must be enhanced via democratic checksand
balances,i.e. a Euopean govemment must be created to assumeresponsibilityfor policiesthat
concem all Euopean citizens.
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