Chapter Six

Europe’s Watershed Moment

Daniel S. Hamilton

The European Union has a closing window of a decade’s time to
position itself as a world-class player in an increasingly competitive
and connected world. If it does not, the resulting strains and stresses
could challenge Europe’s very construction. In this regard, Europe’s
economic crisis could be a watershed moment: either the spur to a
more competitive continent, or the time when Europe lost out deci-
sively to more vigorous and rising powers.!

The economic crisis has demonstrated forcefully to Europeans that
the very connections that generate economic opportunity in good
times can be transmission belts for economic turmoil in bad times.
The same interlinked monetary system that exerts downward pressure
on inflation and interest rates can transmit financial insecurity at the
click of a mouse. The same global demand that fuels European exports
can also boost prices for many daily needs.

The Great Recession hit the EU hard, plunging the continent into
its deepest recession in the postwar period.? Most of the EU’ old
member states, already plagued by low growth, have struggled to
reestablish their footing. Many of the EU’s new member states, which
until the crisis had been doing better than many non-European
emerging economies, fell further. Rapidly unraveling debt and bank-
ing crises offer stark evidence that the 2008 financial meltdown con-

U This chapter draws on Daniel S. Hamilton, Europe 2020: Competitive or Complacent?
(Washington, DC: Center for Transatlantic Relations/Brookings Institution Press,
2011).

? International Monetary Fund, Regional Outlook: Europe Building Confidence (Wash-
ington, DC: IMF, October 2010); Barry Eichengreen and Kevin H. O’Rourke K.H.,
“A tale of two depressions,” http://www.voxeu.org/index.php?q=node/3421.
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tinues to reverberate and will take years to play out.’ Financial
reforms are lagging and sovereign risks linger. Europe must steel itself
for an inevitable string of bank restructurings. EU member states need
to fix the conditions that gave rise to big budget deficits. New mecha-
nisms are needed at EU level and within the eurozone to deal with
future defaults. Recovery will take time and require painful adjust-
ments, as households and creditors work through the overhang of
excessive borrowing and lending, and the associated decline in asset
prices and job opportunities; and as financial institutions work to
strengthen their balance sheets to meet higher standards for capital
and liquidity. And as all scramble to recover, divergent policies could
undermine European solidarity.*

In many ways it is appropriate to focus on the EU as an economic
entity, given the common trade policy, the Single Market, and delega-
tion of many aspects of economic life to the European Commission.
But the EU consists first and foremost of its member states, and each
offers strengths and faces challenges unique to its particular situation.
In fact, Europe’s economic crisis has underscored the diverse reality of
the European Union.

Some EU member states host companies that are highly-connected
world-beating exporters and investors. They have proven to be suc-
cessful in building highly-skilled, adaptable workforces and in ensur-
ing that economic gains extend widely throughout their societies.
Others struggle to boost the potential of their people. Some European
countries are driving global innovation; others are catching up; and
still others are competing fiercely with rapidly rising economies else-
where. The economic and financial crisis has affected each EU mem-
ber state in different ways.

3 See Nouriel Roubini, “Irish woes should speed Europe’s default plan,” Financial
Times, November 16, 2010; “Europe heads back into the storm,” Financial Times,
November 18, 2010; Philippe Legrain, “Don’t blame the euro for Ireland’s mess,”
Financial Times, November 18, 2010; Bruce Stokes, “What you need to know about
Ireland, and what to do about it,” Transatlantic Take, German Marshall Fund of the
United States, November 18, 2010.

* See European Commission, European Competitiveness Report 2010 (Brussels: Euro-

pean Commission, 2010) p. 22; IMEF, Regional Economic Outlook: Europe Fostering Sus-
tainability (Washington, DC: IME, May 2010), p. 30.
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According to the World Economic Forum’s Global Competitive-
ness Index, overall the EU continues to feature prominently among
the most competitive regions in the world, with 5 EU member states
ranking among the 10 most competitive economies in the world and
10 among the top 20. But the rankings also reveal great disparities

within the EU, particularly with new member states, all of which
ranked behind China.’

The rankings reveal different sources of strength and weakness.
The Benelux and the Nordic countries, for instance, compensate for
the their small size with excellent skills, sound institutions, and, partic-
ularly in the case of the Nordic countries, a strong capacity for inno-
vation. Some countries in the core, like France, need to focus on
increasing labor participation while others, like Germany, need to
tackle obstacles to service sector expansion to support domestic
demand. The OECD estimates that northern European countries are
well positioned to cope with the G20 world, thanks particularly to
their education levels, their focus on high-tech products, their strong
innovation frameworks, and their commitment to help workers adjust
as jobs come and go. Most are competing less head-on with rapidly
developing countries. Moreover, the export sectors of most northern
European economies are geared towards fast-growing products and
most have trade surpluses in services.®

Member states in the middle ground have substantially less innova-
tion and as a whole suffer from poorer institutions than the leaders,
even though their macroeconomic performance and the basic skills of
their population are similar.” Almost half of the EU’s member states
ranks lower in competitiveness than China; some also rank behind
Russia, India and other rapidly developing countries. In general, EU

See World Economic Forum: http://www.weforum.org/en/initiatives/gcp/Global % 20Com-
petitiveness % 20Report/index. btm.

World Economic Forum; Peter Mandelson, “Europe’s openness and the politics of
globalisation,” February 8, 2008, http://trade.ec.europa.eu/ doclib/docs/2008/febru-
ary/tradoc_137739.pdf; David Rae and Marte Sollie, “Globalization and the Euro-
pean Union: Which Countries Are Best Placed to Cope,” December 6, 2007, http://
www.olis.oecd.org/olis/2007doc.nsf/Link To/NT000058AE/$FILE/J T03237661.PDE.

World Economic Forum; Joachin Almunia, “Europe’s Competitiveness & Global
Economy—The Next Steps,” September 21, 2010 (Brussels: European Commission,
2010).
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members from southern and eastern European are having a harder
time coping with the new world rising because they score below aver-
age on most indicators, with their relatively poor human capital levels
a major weakness. Not only do these countries tend to be competing
head on with rapidly developing nations, they also have less inherent

strength to deal with the challenges.

The EU’s great diversity argues against a one-size-fits-all economic
strategy. Yet the EU as a whole faces many common challenges, and
the EU boasts considerable strengths when EU member states band
together to boost trade, attract talent, or spark innovation. To the
extent that individual member states are able to pool their strengths
and advance common or compatible approaches, all stand to gain rela-
tively more than if each stood alone.

European Economies: A “SWOT” Analysis

Table 1 offers an EU “SWOT™ analysis that summarizes the EU’s
strengths, weaknesses, opportunities and challenges. Let’s look first at
the EU’s weaknesses and challenges, and then its strengths and oppor-
tunities.

Weaknesses and Challenges

The European Union is challenged on a number of fronts. Large
government deficits persist despite a reviving global economy. This
danger is exacerbated by the legacy of the Great Recession: in most
EU member states, public debt has soared way above 60% of GDP.
Restoring government debt to 60% of GDP by 2030 will require
painful fiscal adjustment in many countries.

The EU is in danger of fracturing along northern, southern and
eastern lines. In general most northern EU member states exhibit
high education levels, strong innovation capabilities, and strengths in
upmarket goods and knowledge-intensive services. Southern member
states overall face challenges ranging from fiscal deficits, major debt
and in some cases severe challenges of competitiveness. Eastern mem-
ber states were hit hard by the crisis and are still struggling to catch up
with old member states while competing head-on with rising markets
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elsewhere. There are some exceptions, but such varied challenges are
straining European solidarity and the Union’s effectiveness.

Unemployment, inactivity and poverty still blight too many Euro-
pean lives. Almost half of the EU’s member states ranks lower in com-
petitiveness than China; some also rank behind Russia, India and
other rapidly developing countries.® Some EU member states still
mostly rely on exports of low-tech goods that tend to encounter less
dynamic world demand, hampering gains in market share, and also
more intense competition from low-cost countries. The EU is still
“overweight” in its trade ties to developed countries, where demand is
relatively static or growing slowly, and “underweight” in its trade ties
with rapidly growing developing markets.

Except for a small subset of countries, the EU’s innovation per-
formance and its productivity lags other advanced economies. The
services sector remains a sleeping giant. Secondary European financial
market places are losing ground to other advanced and emerging
financial centers.

Aging and shrinking populations challenge European competitive-
ness at a time when competition has gotten tougher. They make social
safety nets harder to finance just when the need for them becomes
greater. Immigrant workers are crucial as the EU confronts a rapidly
aging work force and an acute labor shortage of skilled and semi-
skilled workers. Yet the EU has become a magnet for the unskilled,
struggling to assimilate and integrate migrants into society while
falling short in the global competition for talent.

The EU will continue to rely on traditional sources of energy and
depend on foreign sources for over half of its energy supply, with
some EU member states critically dependent on a handful of foreign
sources. And the combined and ultimately unsustainable resource and
energy needs of rapidly developing countries and advanced economies
are adding significant pressure to Europe’s energy picture.

8 Almunia, op. cit.; Peter Mandelson, The European Union in the Global Age (London:
Policy Network, 2007), p. 12; Beyond Austerity, op. cit., pp. xi-xii; Martin Neil Baily
and Jacob Funk Kirkegaard, Transforming the European Economy (Washington, DC:
Institute for International Economics, 2004).
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In addition, rapidly developing countries are recording high growth
rates while Western economies, including many in Europe, struggle to
recover from the financial crisis. Over the next five years the EU and
other advanced economies are unlikely to grow more than 3% a year
while the developing world is likely to grow more than 5% a year.
Mature industrial economies are losing about a percentage point a
year in share of world GDP to emerging markets.’ In a world of over-
all growth, simply having a smaller share of an expanding pie is not
necessarily all that bad, and the developing economies are emerging
quickly from a low base. But such a world is not a given. Growth rates
are uneven for particular EU countries and companies, and there are
still significant risks to future growth.

Despite its accomplishments, the EU remains a patchwork of juris-
dictions and regulations. The Single Market has come a good way, but
still has a good way to go. Integration within the EU is far less than
that within the U.S.; trade between U.S. states is two to three times
higher than trade between EU member states. Decision-making is
often fragmented and ineffective. The lack of a European patent
means that patenting an idea in the EU is 10 times more expensive
than in the United States.!® EU member states operate under a com-
mon trade policy, but their trade orientation and performance vary
considerably. In areas such as agriculture the EU remains highly pro-
tectionist. Eurozone members share a common currency without a
common economic policy, and the euro crisis has hobbled European
recovery.

Of course, the EU’s diversity can be one of its great strengths. An
EU that could move only in lock-step would be an EU unlikely to
progress at all. Yet in many ways, the European Union is still less than
the sum of its parts. There is considerable discrepancy between the
EU’s challenges and the ability and propensity of its member states to
address them together.!!

? Byron Wien, “US capital productivity decline must be reversed,” Financial Times,
February 17, 2010, p. 24.

10 Nikki Tait, “Single EU patent moves closer to reality,” Financial Times, December 8,
2010.

1 Tony Barber, “A tent to attend to,” Financial Times, June 17,2010.
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Strengtbs and Opportunities

Fortunately, the EU’s challenges are balanced by some notable
strengths. The EU accounts for 5 of the top 10 and 10 of the top 20
most competitive nations in the world, and for 8 of the top 10 and 22
of the 30 most “economically globalized” nations in the world.!? With
only 7% of the world’s population, EU GDP of about €12 trillion
accounts for nearly 30% of the world’s economic output. The U.S
accounts for 27%, Japan for 9% and China for less than 6%.

Northern European EU member states in particular are well posi-
tioned to cope with the G20 world, thanks particularly to their educa-
tion levels, their focus on high-tech and upmarket products, their
strong innovation capacities, and their commitment to help workers
adjust as jobs come and go. Moreover, the export sectors of most
northern European economies are geared towards fast-growing prod-
ucts and most have trade surpluses in services.!?

Over the past twenty years the EU has grown from 12 to 27 mem-
bers and has made considerable progress toward a single internal mar-
ket. Together, the creation of the Single Market and the enlargement
of the EU created 2.75 million additional jobs and contributed an
additional 1.85% growth between 1992 and 2009.'* The euro shields a
significant portion of intra-EU commerce from currency fluctuations.
The EU is culturally rich; boasts an extraordinarily well-educated
population, sophisticated product and financial markets and signifi-
cant technological prowess; and is experimenting with the boldest
type of supranational governance on the planet. It has at least as many
wealthy consumers as the United States. Life satisfaction and happi-
ness are higher in Europe than any other part of the world. European
workers still enjoy a larger share of their countries’ wealth than do
U.S. workers, and most European countries have safety nets for work-

12 See KOF Globalization Index, available at http://www.globalization-index.org/sta-
tic/pdf/rankings_2010.pdf.

13 Daniel S. Hamilton and Joseph P. Quinlan, Globalization and Europe, op. cit.; Daniel
S. Hamilton and Joseph P. Quinlan, Sleeping Giant, op. cit.

4 European Commission, “Towards a Single Market Act: For a highly competitive
social market economy. 50 proposals for improving our work, business and exchanges
with one another,” November 11, 2010, available at http://eur-lex.europa.eu/Lex-

UriServ/LexUriServ.do?uri=COM:2010:0608:REV1:EN:PDF#page=2.
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ers that would be the envy of anxious U.S. employees. While Europe
traditionally has experienced higher rates of unemployment than the
United States, for many this has been more than offset by the stagnant
incomes and growing income inequality that have plagued the U.S. in
recent decades, and in the wake of the financial crisis the situation has
reversed, with U.S. unemployment higher than in most of Europe.
Life expectancy has increased and Europe could be a leader in healthy
aging. Educational opportunity is expanding. Diversity has the poten-
tial to be a great source of creative strength. Successfully managed
migration could help meet Europe’s economic and social needs.

Europe’s internal transformation has had profound external conse-
quences. The EU is the world’s largest exporting entity, largest source
and destination of foreign direct investment, largest donor of foreign
aid, and a critical source of capital for many other world regions. The
EU is home to some of the world’s most competitive companies, who
are not just holding their own against global competition but have
emerged or maintained their status as global leaders within their
respective industries. The EU has maintained its share of world
exports despite the rise of other trading powers, and is a more signifi-
cant trading partner for the BRICs than either the U.S. or Japan. Rap-
idly emerging economies are registering high demand in the types of
products in which many European exporters specialize.

In a world of continental-sized players, the EU has become an
important vehicle for relatively small European countries to amplify
their presence on the world stage, and to manage globalization with-
out resorting to protectionism. EU member states together have
greater ability than any of them alone would have to develop stan-
dards for globalized commerce, food and product safety, and financial
transactions. Common minimum regulations in the EU have moder-
ated potentially destructive competition among member states while
allowing for national differences.!”* EU enlargement has enabled
European companies to make use of a bigger Single Market to extend
their production networks and thus to compete more effectively. Bil-
lions of euros in EU structural funds boost prospects for poorer

5 Making Globalization Work for Europe, op. cit., p. 177; Sophie Meunier, “Managing
Globalization: the EU in International Trade Negotiations,” Journal of Commion
Market Studies, December 2007, Vol. 45, No. 4, pp. 905-926.
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regions and transition economies and make Europe as a whole more
fit for global economic competition. In all these areas the EU is, and
seen in Europe to be, a vehicle for European states to negotiate the
terms of their deepening integration with each other and their widen-
ing interactions with the rest of the world.!¢

The EU is also a leader in clean energy and energy efficiency. It is
better positioned than others to break the link between the generation
of wealth and the consumption of resources. The BRICs and many
other rising markets are all growing rapidly in a world economy
premised on extensive use of oil and gas and intensive use of
resources. That is untenable for a global economy of 7 billion people.
Breaking this link could open the way for an entirely different patterns
of consumption and competitiveness. Europe could lead the way.

None of these strengths are easily tapped, however. Instead of
embracing its periphery, the EU is fearful of it. Rather than advancing
low-carbon competitiveness, too many companies and politicians use
it as an excuse for further protection. Rather than embracing flexicu-
rity and related initiatives, too many hold onto false securities of the
past. And rather than taking advantage of the real possibilities offered
by services, European politics still portray them as low-wage and low-
skill, pose false choices between services and manufacturing, and are
tearful of opening up home markets to their own EU partners, much
less competitors from abroad.

The 2020 Strategy: Good, But...

Given these challenges, EU leaders in 2010 set forth a strategy to
turn the EU into a “smart, sustainable and inclusive economy deliver-
ing high levels of high levels of employment, productivity and social
cohesion” by the year 2020. They placed three related priorities of
smart, sustainable and inclusive growth at the heart of their “Europe
20207 strategy, and under each priority enumerated various “flagship”
initiatives and headline goals.!” Relatedly, the Commission seeks to

16 Philip Gordon, “Europe’s Cautious Globalization,” Working Paper, Martindale
Center College of Business and Economics, Lehigh University, April 2004.

17 European Commission, Europe 2020. A strategy for smart, sustainable and inclusive

growth. COM (2010) 2020 final, Brussels, March 3, 2010.
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implement the Single Market Act, a blueprint it has offered to revital-
ize the Single Market by the end of 2012, the 20 anniversary of its
birth. Its proposals, inspired by a 2010 report by Italian Prime Minis-
ter and former Competition Commissioner Mario Monti, include
simplified accounting rules; improving small business access to public
procurement contracts; boosting electronic commerce; building down
barriers to intra-EU transportation; facilitating cross-border venture
capital; more open and competitive pan-European procurement
processes; promoting social entrepreneurship; online commerce; full
implementation of the Services Directive; and streamlining recogni-
tion of professional qualifications across the Union.!®

The overall thrust of these efforts is promising and deserves broad
support. But the fatal weakness of the previous effort, the so-called Lis-
bon Strategy, was its inability to provide incentives or to ensure imple-
mentation by EU member states. In the end not one of the Lisbon
Strategy goals was achieved over a ten-year period. The Europe 2020
Strategy seeks to remedy this weakness with a number of monitoring
measures, but in and of themselves they are unlikely to ensure that
member states take the tough decisions needed.!”?® Commission Presi-
dent Jose Manuel Barroso himself identified what many deem to be
central to the strategy’s success or failure: political will among member
states. “We have to be quite honest,” he has said, “there are 27 member
states and if they don’t want to play ball nothing will happen.”!

The Strategy needs to be accompanied by incentives to member
states to improve performance, for instance by using the EU budget as
an incentive mechanism and using conditionality as a disciplining prin-
ciple. Those who meet headline targets could receive additional EU
funds. EU transfer rules need to be revised to better reward reformers

18 Mario Monti’s report, A New Strategy for the Single Market, May 9, 2010, is available
at http://ec.europa.eu/internal_market/strategy/docs/monti_report_final 10_05_
2010_en.pdf.

19 Céline Allard and Luc Everaert, et al., “Lifting Euro Area Growth: Priorities for
Structural Reforms and Governance,” IMF Staff Position Note, November 22, 2010
(Washington, DC: International Monetary Fund, 2010).

20 Ann Mettler, Lisbon Council, in http://innovation.blogactiv.eu/2010/02/28/eu-
2020-proposal-the-watershed-we-had-hoped-for/.

21 Andrew Willis, “Lukewarm Reaction to Europe 2020 Plan,” Business Week, March 5,
2010.
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and punish laggards; and compliance must be enforced more decisively
than in the past. National reform agendas could be assessed by an inde-
pendent expert group, as a way to reward good behavior and punish
bad policies. EU transfers could be withheld if countries do not com-
ply with the reform agenda. Peer review should be avoided, as pres-
sures to weaken discipline would arise, as experienced in the past with
the Stability and Growth Pact (SGP). The need to build better incen-
tives to reform into the European governance framework is hardly
new.?? But the crisis has made changes more pressing.

Key Recommendations

The European Union and its member states have a window of
opportunity to reposition themselves for the challenges of a vastly dif-
terent world. Given current trendlines in such key areas as trade in
goods and services, financial markets, energy dependencies, demo-
graphic changes and innovation performance, they have about
decade’s time to address their weaknesses and capitalize on their
strengths. If they do so, Europeans are likely to prosper in the new
world rising. If they do not, the resulting strains and stresses could
challenge Europe’s very construction.

Will the financial crisis be remembered as the moment when the
EU finally cracked? Or as the spur to a more competitive Union?
During the first few years of the new decade most EU member state
governments will be preoccupied with recovering from the financial
crisis and restoring confidence in EU and euro zone economic policy
coordination. Yet even if successful, such efforts will prove inadequate
to the larger challenges facing the European Union. Even as they
tackle the lingering crisis, policymakers must simultaneously lay the
foundation for continued European competitiveness in an increasingly
interconnected world.

How can this be achieved?

22 Already in 2003 the Sapir Report set forth an agenda for growth that still resonates
with relevant recommendations. Sapir and others updated their recommendations in
2009. See André Sapir, ed., Europe’s economic priorities 2010-2015: Memos to the new
Commission, available at http://www.bruegel.org/uploads/tx_btbbreugel/comm_
memos_082009.pdf.
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There is no one-size-fits-all model. To a large extent, each member
state must devise its own strategy. Different pathways can lead to suc-
cess. Different circumstances call for different relative priorities. Coun-
tries in southern Europe need to focus more on regaining competitive-
ness, while others should promote higher labor force participation or
more open service sector markets. Some common priorities do emerge,
however, that underscore the importance of working better at Euro-
pean level. To the extent that individual member states are able to
advance together along the lines below, each is likely to be strength-
ened as well.

Here are 8 basic priorities.

1. First things first—get the recovery right. EU leaders urgently
need to fix the financial system and tackle burgeoning deficits and
debt without undermining Europe’s fragile return to growth. Address-
ing weaknesses in the financial system is essential to a strong and sus-
tained recovery. Unfortunately, EU leaders have adopted hesitant and
piecemeal approaches to the debt problems of the eurozone’s weakest
members, which have not helped those countries return to growth,
have not reassured nervous investors, and have not protected other
eurozone countries from further contagion.?

EU leaders urgently need to fix the financial system and tackle bur-
geoning deficits and debt without undermining Europe’s fragile return to
growth. Case-by-case crisis management isn’t working. More fundamen-
tal reforms are needed, including a eurozone fiscal union to underpin
monetary union; the substantial European Stability Mechanism as a per-
manent crisis resolution mechanism; fiscal and financial reforms that
actually support—and enforce—the growth and stability pact targets that
have been ignored for many years; and related efforts to improve eco-
nomic performance. Permanent bail-outs are not the solution to
Europe’s economic challenges. As Jean Pisani-Ferry notes, weaker EU
member states need to regain their footing and resume economic
growth, “not to be put inside an economic oxygen tent.”?* This will
require EU leaders to convince weary voters to accept some short-term

2 Michael Schuman, “Europe’s Debt Crisis: An Uglier 2011?” Time, December 17,
2010.

24 Jean Pisani-Ferry, “A growing crisis puts the euro in danger,” Financial Times,
December 6, 2010.
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economic pain in order to build down deficits and debt and reposition
their economies to compete successfully in the changing global economy.

2. Raise productivity to drive overall growth. The EU must
boost its productivity if it is to deal with its demographic challenges
and sustain its social welfare model.?* Better utilization and productiv-
ity of labor would lift EU GDP substantially. McKinsey estimates that
boosting services sector productivity to the EU15 average or to Euro-
pean best-practice levels per sector could add 3-20% to the region’s
productivity.?® And simulations by the IMF and the European Com-
mission suggest that if all EU member states were to adopt best prac-
tices by the EU’s 3 best performers in labor markets and the services
sector, overall EU GDP growth would rise by as much as 1/2 percent-
age point of additional annual growth annually over the next 5 years.?’
Stagnant or flagging productivity, on the other hand, will mean a
period of low or no growth, which is likely to generate greater domes-
tic and intra-EU conflicts while leaving the EU behind in a world or
high-growth competitors.

Specific challenges vary across EU member states. Germany,
France, and some smaller countries need to improve their utilization
of labor, while many southern and eastern member states need to
focus on more basic requirements, such as their institutional setting,
infrastructure levels, market efficiency, technological readiness, and
skill levels.?® Yet even though each member state faces its own unique
challenges, all are likely to benefit from strengthened coordination.
The Europe 2020 strategy offers some useful ways forward, yet in
many areas does not go far enough. Reforms could include a shift
from labor to VAT taxes; reducing entry barriers in key services sec-
tors; offering better tertiary and vocational education opportunities;
promoting more effective links between business-related research and
universities, allowing universities to patent output even when research
has been financed through public programs (as permitted by the

5 http://ec.europa.eu/trade/creating-opportunities/trade-topics/european-competi-
tiveness/global-europe/; See Chapters 4. 7, and 8 of Sapir et al., An Agenda for
Growth, op. cit.

26 See Beyond Austerity, op. cit; Allard and Everaert, et al., op. cit.
27 Allard and Everaert, et al., op. cit.; Mourre, op. cit.

28 Almunia, op. cit.
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Bayh-Dole Act in the United States); and attracting high-skilled for-
eign talent. In the past, reforms have succeeded when the agenda was
driven by European institutions and a common sense of purpose, but
largely failed when agendas relied on peer pressure among member
states alone.

3. Complete the Single Market. The Single Market is both the
bedrock of European integration and the EU’s most potent instrument
to address the challenges and opportunities of the G20 world. The
European Commission estimates that completing, deepening and mak-
ing full use of the Single Market would potentially produce growth of
about 4% of GDP over the next ten years. A more complete and vibrant
Single Market would provide countries and companies with a stronger
geo-economic base in a world of continental-sized players. It would give
EU countries greater opportunities to exploit their full comparative
advantage, and would give EU companies new possibilities to restruc-
ture their activities on a pan-European scale. It would much improve
the EU’ attractiveness as place to invest, work and study.?’

Completing the Single Market would create jobs and boost trade,
investment, productivity and growth. The EU itself is still the key mar-
ket for all EU member states. Two-thirds of all EU goods and services,
FDI and private portfolio investment is transferred among EU mem-
ber states. Yet major opportunities go missing. Cross-border procure-
ment, for example, accounted for only around 1.5% of all public con-
tracts awarded in the EU in 2009. Cross-border services account for
only 5% of the EU’s GDP, compared with 17% for manufactured
goods traded within the Single Market. Only 7% of EU consumers
used the Internet to make cross-border purchases in 2008. In energy,
national champions control 80-100% of domestic electricity produc-
tion. A single EU energy market could lower prices for consumers and
make energy supplies more secure. The ratio of intra-EU15 exports to
GDP is 70% less than the ratio of intra-U.S. exports to GDP.*°

29 Monti, op. cit., p. 9. See also André Sapir, “Globalisation and the Reform of Euro-
pean Social Models,” Background document for the presentation at ECOFIN Infor-
mal Meeting in Manchester, September 9, 2005 (Brussels: Bruegel, 2005),
http://ddata.over-blog.com/xxxyyy/0/28/07/62/sapir/sapirpaper080905.pdf.

30 http://www.oecd.org/document/30/0,3343,en_2649_34569_38979998_1_1_1_1,
00.html; Monti, op. cit., p. 9.
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A Digital Single Market is a related opportunity left untapped. The
cost of non-digital Europe is significant: according to a recent study?!
the EU could gain 4% of GDP by stimulating the fast development of
a Digital Single Market by 2020. This corresponds to a gain of almost
€500 billion and means that the Digital Single Market alone could
have an impact similar to the 1992 Single Market program itself.*?

4. Awaken Europe’s sleeping giant: services. The EU could
make things easier for itself by playing to its strength in services — its
biggest untapped source of jobs and economic growth. Services
account for all net job growth in the EU. Intra-EU services trade is
35% higher today than it would be without the Single Market.
Nonetheless, services account for just 20% of Europe’s trade, even
though they account for 70% of Europe’s output.’* Although the EU-
wide Services Directive has helped forge a more coherent approach to
services within the EU, it is not fully implemented, and excludes such
critical areas of potential innovation and productivity growth as finan-
cial services, health, employment and social services.’* One recent
study found that if the Services Directive were fully implemented, it
could deliver more than 600,000 new jobs and economic gains ranging
between €60-140 billion, representing a growth potential of at least
0.6-1.5% of GDP.** And if services competition in the eurozone was
raised to U.S. levels, the European Central Bank estimates that service
sector output could be increased by 12%. Innovation, efficiency,
investment and jobs could all be sparked through stronger competi-
tion, particularly in business-to-business services; easier entry require-
ments into professional services sectors and easier cross-border trans-
fer of degrees and training certificates; lifting entry barriers in such
network industries as energy and transportation; providing crucial

31 Copenhagen Economics, The Economic Impact of a European Digital Single Market,
Final Report, March 2010.

32 Beyond Austerity, op. cit; Allard and Everaert, et al., op. cit.

33 Assessing the costs and benefits of a closer EU-Canada economic partnership: A Joint Study
by the European Commission and the Government of Canada, 2008, available at
http://www.international.gc.ca/trade-agreements-accords-commerciaux/

assets/pdfs/EU-CanadaJointStudy-en.pdf
3% Soete, op. cit.

35 “Expected economic benefits of the European Services Directive,” Netherlands
Bureau for Economic Policy Analysis (CPB), November 2007; Mont, op. cit.
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enablers such as standards, education, and infrastructure in business
services, tourism, and telecommunications; and facilitating European
scale across member state borders. Member states such as Germany
and those from northern Europe are particularly losing out on these
opportunities.

The European Competitiveness Report 2010 highlights the particu-
lar importance of the “creative industries” to the EU’s future prosper-
ity. Such industries are essentially services industries. They range from
information services, such as publishing or software, to such profes-
sional services as engineering, architecture, advertising and design.
They account for 3.3% of total EU GDP and 3% of employment, and
are among the fastest growing sectors in the EU. Overall employment
in the creative industries increased by an average of 3.5% a year in
2000-2007, compared to 1.0% a year for the EU economy as a whole.*

A true Single Market in services would also position the EU well
internationally. The EU is a world-class leader in services trade,
including in exports of creative industries products and services. EU
services companies are also major investors in services; in fact FDI has
become the main means for EU companies to get access to high-
growth emerging markets. More effective efforts to facilitate services
investments, not just trade, would pay dividends to EU services com-
panies, which still lag U.S. firms when it comes to such key markets as
Japan, India, China and Rising Asia.?”

5. Break the link between the production of wealth and the
consumption of resources. The EU should lead in the transition to
a low-carbon economy and promote itself as a showcase of energy
efficiency and innovation. This will be neither quick nor easy. Fossil
tuels are convenient, versatile, and in many cases cheaper than many

3¢ More than 97% of respondents to a 2010 survey in EU member states thought the
creative industries were “important” or “very important” in supporting innovative
activities, encouraging economic growth and creating new jobs. European Competi-
tiveness Report 2010, op. cit., pp. 13-14. See also the European Commission’s “Green
paper—Unlocking the potential of cultural and creative industries,” available at
http://ec.europa.eu/culture/our-policy-development/doc2577_en.htm.

37 European Competitiveness Report 2009, op. cit.; Europe Innova paper no. 4, Commis-
sion Staff Working Document, “Towards a European strategy in support of innova-
tion in services: Challenges and key issues for future actions,” 2007.
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renewables. But as David Buchan has noted, the EU has the capacity
and the propensity to lead the great escape from fossil fuels.’® Reduc-
ing EU energy consumption by 20% by 2020 would reduce the cost of
energy imports by €100-150 billion annually, and could create a mil-
lion new jobs. Under current policies, however, the EU will only
reduce consumption by 10%, so the EU will miss out on at least €50
billion a year in cost savings and half a million new jobs unless
stronger energy-saving approaches are put into place, including incen-
tives to address up-front costs and efforts to heighten end-user aware-
ness. The EU’ green stimulus spending has been only half that of the
U.S. and one-quarter of that provided by China. Prioritizing public
tunding of clean energy would send a strong signal to business and act
as a catalyst for private investment.’’

6. Innovate. Innovation drives economic growth and offers new
solutions to existing challenges. It has become even more important as
Europe’s native population ages and shrinks, since population growth
cannot fuel economic growth in Europe. The EU can—and must—
offer greater opportunities to young start-ups and entrepreneurs;
facilitate the mobility of workers within and across companies; invest
more in R&D and higher education; boost possibilities for continuous
development of skills; welcome highly-skilled migrants; introduce a
unified EU patent and related litigation system; continue to build
innovation clusters in sub-regions of the EU; improve access by small-
and medium-sized enterprises to financial resources, simplified
administrative procedures and better protection of intellectual prop-
erty rights; facilitate the exchange of people, skills, technologies and
ideas between large and small businesses to boost overall innovation
capability; and build a more vibrant EU base of small and medium-
sized companies, which are essential for growth and jobs.*

The EU must also turn from its traditional focus on benchmarks of
innovation input such as R&D measures to a concerted focus on inno-
vation output, and focus on user needs, demand opportunities, organi-

38 David Buchan, Rough Guide to the Energy Crisis New York: Penguin, 2010).

3% Stephen Tindale, “The EU should be much bolder on energy efficiency,” October
12,2010.

40 Andre Sapir, et. al, An Agenda for a Growing Europe (The Sapir Report) (London:
Oxford University Press, 2004)
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zational, process and social innovation. It needs to focus more explic-
itly on getting ideas to market. It must recognize the collaborative and
cross-border nature of innovation in today’s world and actively forge
and strengthen its innovation networks around the globe. The
December 2010 initiative by 10 EU member states to move ahead
with a unified European patent is a step in the right direction.

An effective innovation strategy must encompass both manufactur-
ing and services. The EU needs to build on such areas of competitive
advantage in high-tech manufacturing as intelligent manufacturing
systems, aerospace, digital electronics and biopharmaceuticals. As
emerging markets move into higher-value-added activity, ensuring
that the EU maintains its advantage in those sectors will be key to
keeping the EU a location of choice for innovation activity and invest-
ment. And a coherent services innovation strategy promises to extend
the scope of innovation activity more widely across the Union.

The EU also needs to remain at the forefront of protecting and
promoting intellectual capital. Robust protection of intellectual prop-
erty drives European innovation and attracts capital to innovative and
creative enterprises. It protects inventions and content and is a critical
element in the fight against counterfeiting and piracy.

7. Power to the people. The EU and its member states must tap
the potential of their people if they are to manage demographic chal-
lenges, sustain their social model, develop the skills needed in a
knowledge-based economy, and prosper in the G20 world. In particu-
lar, the EU needs to develop a pan-European talent strategy that
attracts skilled foreign labor; ensures the free movement of people
among member states; facilitates better links between business and
education; improves access to and harmonizes key features of the
labor market; promotes higher education and training in key enabling
technologies; and boosts overall skills training and re-skilling across
the Union. Europe’s aging population also represents a market oppor-
tunity for certain sectors, in particular healthcare, pharmaceuticals,
medical and nutrition products, tourism and leisure, which should be
encouraged to innovate to meet changing demand patterns.*!

4 European Competitiveness Report 2010, op cit., p. 12.
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The EU also has the opportunity to demonstrate that economic
strength can go hand in hand with high standards of welfare, despite
intense competitive pressures. EU leaders can show that it is possible
to reap globalization’s benefits while making its costs bearable to those
who are directly affected by rapid economic change. “Flexicurity”
arrangements piloted by Denmark and other member states is one
example of how Europe is doing just that.*

8. Become a critical hub in the G20 world. The EU is well
placed to be a key hub of a multi-polar world in which new centers of
economic and political power have emerged. The EU should use its
network capital to make itself a focal point for the exchange of ideas,
people, capital, goods, services and energy innovation in the intercon-
nected G20 world. The more connected the EU is, the more competi-
tive it is likely to be. The EU needs to advance on four fronts.

First, don’t forget your base. That’s the first rule of politics, and it
should be the first rule of EU international economic policy. The Sin-
gle Market is the platform for a more competitive EU in a G20 world.
Better use should be made of it, as suggested earlier. “Europeaniza-
tion” can be as economically profound for many EU companies and
countries as “globalization,” and this study has shown that Euro-
peanization of goods, services, capital, energy, people and ideas and
the competitive networks than accompany them extend beyond EU
borders to encompass the EU’s neighbors in Wider Europe. Before
the recession the EU benefitted enormously from the dynamism of its
closest neighbors. Europe’s backyard can generate tremendous oppor-
tunities again—if the EU is prepared to deepen existing ties and widen
its networks. If one considers the potential of Wider Europe, the EU
essentially has a China right in its own backyard. Yet the popular
image is of the Polish plumber and the Turkish construction worker.

Second, create an open Transatlantic Marketplace. This study
underscores that potential for the EU to build an even more vibrant
base through its almost organic ties to North America. No two conti-
nents are as economically fused as Europe and North America, and

4 T. Andersen and M. Svarer, “Flexicurity—the Danish labour market model,” MIT
working paper; K. Madsen, “The Danish model of “Flexicurity”—a paradise with
some snakes,” European Foundation for the Improvement of Living and Working
Conditions, 2002.
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those bonds have tightened, not loosened, since the end of the Cold
War. Together North America and the EU still comprise more than
half of global GDP, are the world’s and each other’s most significant
partners in terms of trade, investment, innovation and the norms and
standards that guide global commerce. Rather than take the transat-
lantic partnership for granted or treat it as a “legacy” relationship
rooted in the past, policymakers are called to use its considerable
potential to tap new sources of innovation and growth.

The transatlantic economy is the freest in the world — but it is not
free. Significant results could be achieved for smarter and more sustain-
able growth as well as more and well-paying jobs, from related initia-
tives to conclude a transatlantic zero tariff agreement; build down non-
tariff measures on each shore of the North Atlantic; align legislation on
“upstream” issues such as nanobiotechnology, e-health or e-mobility;
and work together to establish and ensure international adherence to
high level global standards in such areas as intellectual property protec-
tion, food and consumer safety and public procurement. The payoffs
could be substantial: the impact of a mutual opening of the EU’s Single
Market and North America’s vast continental market would be the
equivalent of giving every European and American an entire year’s extra
salary over their working lifetimes.” Even as the U.S. and the EU push
multilateral liberalization through the Doha Development Round, they
should advance transatlantic market-opening initiatives in services,
financial markets, telecommunications, energy, innovation policies and
other areas not yet covered by multilateral agreements.

Third, leverage bigh-growth markets. Completing the Single Mar-
ket and bolstering the EU’s extended base in Wider Europe and

+ The benefits would be widespread. An open transatlantic market for air transport serv-
ices, for instance, could boost transatlantic travel by up to 24%, increase consumer
welfare by over $6 billion annually and boost economic output in related industries by
at least $9 billion a year. Full transatlantic integration of securities markets could lead
to a 9% reduction of the cost of capital for listed companies, 60% reduction in trans-
action costs, and an almost 50% increase in trading volume. Aligning U.S. and EU
automotive regulations could reduce the cost of every car and truck by up to 7%, with
important knock-on effects for the extensive networks of suppliers and distributors
across each continent. See Daniel S. Hamilton and Joseph P. Quinlan, Deep Integration:
How Transatlantic Markets are Leading Globalization (Washington, D.C.: Center for
Transatlantic Relations, 2005). See also Koen Berden, et al., Non-Tariff Measures in
EU-US Tiade and Investment—An Economic Analysis (Rotterdam: Ecorys, 2009)
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North America would position the EU much better to face the chal-
lenges and leverage the opportunities offered by the fast-growing
markets of the emerging world. EU companies must overcome the
relative inertia evident in their export orientation to compete with
emerging market companies in high-growth economies.

Despite the use of such terms as BRICs, this study has shown that
the nature of the EU’ ties to other world regions varies significantly,
and each must be approached on its own terms. The EU needs to
open the Chinese market to EU goods, services and investments;
improve standards for trade in goods and services; address counterfeit-
ing and other intellectual property challenges, currency distortions
and discriminatory Chinese policies. With Rising Asia it has the
opportunity to build on its free trade agreement with South Korea to
conclude additional pacts with others, and to press ahead with its
renewables trade. The consumer markets of China and Rising Asia
together will rise from 12% of world consumption prior to the eco-
nomic crisis to about 32% in 2020, becoming the main driver of world
growth and a key opportunity for the EU—if European companies
reposition themselves and are able to export value-added goods and
services to these growing consumer markets and establish affiliates to
provide goods and services locally.**

The EU could be a major partner for Russia if Moscow would be
prepared to tackle seriously its profound domestic challenges and fur-
ther develop its energy infrastructure while shifting to a more balanced
economy. The EU needs to strengthen its surprisingly weak links to
India while bracing for tough competition in third markets from
Indian services providers. And it can do more to engage Brazil through
services, investment and collaboration on new energy sources.

There are some common threads in EU ties to emerging markets.
Major challenges arise from weak regulatory frameworks, uneven
enforcement of laws, continuing non-tariff barriers to trade and rela-
tively low environmental and labor standards, which often discrimi-
nate against foreign companies. Prominent examples are intellectual
property rights protection and its enforcement in China, labor legisla-
tion in India and Russia, and environmental regulations in both Russia

# Gordon Brown, Beyond the Crash: Overcoming the First Crisis of Globalisation (Lon-
don/New York: Simon & Schuster, 2010).
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and China. In addition, the strong role of the state in many emerging
markets, which can be expressed in terms of preferential subsidies, tax
preferences, or privileged access to bank loans or raw materials, espe-
cially for state-owned enterprises, can hamper efforts by EU compa-
nies to be competitive both home and abroad. State interference in
China poses particular challenges for EU companies, in view of the
export-driven character of the Chinese economy and the potential
scale and scope of the Chinese domestic economy.

Fourth, don’t neglect key economies. As the EU engages vigorously
on these fronts, it needs to address areas in which it has allowed its
economic ties to erode. Africa is perhaps the most prominent example.
But Latin America has also been neglected. And Turkey is shifting its
trade away from Europe.* EU companies have sacrificed considerable
opportunities in these three markets, losing market share to rising
competitors, particularly from Asia.

The rise of rapidly developing nations presents many opportunities
for the EU, but also very real challenges. The EU still has time to
reposition itself to prosper in this new world rising, if the political will
is there. But time is not standing still. And in the end, history will
remember not only how well leaders managed this or that crisis, but
how well they positioned their countries for the future.

Four Scenarios

Europe’s future economic performance depends on its ability and
its propensity to leverage global growth, human talent and innovation
while exploiting European strengths and consolidating public
finances. These external and internal drivers define four possible sce-
narios for Europe’s future: Competitive Europe, Losing Steam, Europe
Unbhooked, and Europe Adrift.*

+ Adjustments at home and in the EU need to be accompanied by a sustained commit-
ment to a rules-based system of open global commerce, underpinned by concrete
efforts to reduce trade and investment barriers with the rest of the world. An imme-
diate priority in this regard is agreement in the Doha round of multilateral trade
negotiations.

4 Figure 1 was adapted with thanks from a chart on scenarios for the UK economy in
Vanessa Rossi and Jim Rollo, “Aiming for New Vigour: The UK in the Global
Economy,” Chatham House Briefing Paper, June 2010.
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Competitive Europe

If the EU is to maintain and even advance its competitive position, it
must not only build on its strengths and address its weaknesses, it must
bolster its capacity to leverage the dynamism of other key regions and
to absorb innovation and talent from beyond its borders. In the sce-
nario dubbed Competitive Europe, the EU and its member states are suc-
cessful in doing these things in a high-growth global environment.

Under this scenario, the EU and its member states address their fis-
cal and financial problems and inject new vibrancy into their home
base by improving the economic governance of the eurozone, includ-
ing the historic step of eurozone fiscal union, and boosting the capac-
ity of the EU Single Market and the free flow of goods, services,
money, energy, people and ideas within it. They leverage higher
growth to seek greater economic convergence among EU member
states at levels of high competitiveness across the board. They supple-
ment these initiatives with efforts to infuse additional dynamism into
their broader geo-economic base in Wider Europe, and to invigorate
the EU’s deep economic connections to North America, in particular
by knocking down non-tariff barriers to transatlantic commerce, fuel-
ing greater innovation linkages, and opening up the transatlantic serv-
ices economy.

These initiatives proceed in tandem with more effective efforts,
both through trade and foreign direct investment, to capture greater
market share in new markets, particularly in China and Rising Asia,
and renewed attention to Africa. EU firms capitalize on their advan-
tages in services and in high-tech, upmarket and environmental goods
across all markets; as well as the opportunities rapidly rising
economies offer to EU medium-tech capital goods industries and
those engaged in infrastructure development. Activist policies address
aging and shrinking populations, boost integration levels and advance
skills and training across the board. They promote innovation and
knowledge-based investments, particularly in energy sustainability.

Losing Steam

Under this scenario the EU and its member states agree on ways to
improve their competitiveness, but the promise dissipates due to persist-
ently low European and global growth as the recovery from the finan-
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cial crisis stutters. EU exports and FDI remain overweight in developed
country markets, as opportunities falter in emerging markets. Pressure
builds on economic and monetary integration as some EU member
states capitalize on opportunities while others fall further behind. Social
tensions rise as governments are forced to make further cuts in social
welfare systems and education. The EU fails to attract or nurture high-
skilled labor as populations age and shrink, adding to pressures on
workers, migrants, companies and governments. Investment capital
weakens as investors turn to other markets for better opportunities.
Flagging investment, in turn, makes it harder for the EU to reduce
acute energy dependencies and promote energy sustainability.

Europe Unhooked

Under this scenario the global growth environment is good but the
EU and its member states prove unable to generate the efforts needed
to maintain and advance their competitiveness. The EU fails to lever-
age global growth, the recovery is weakened, and confidence erodes in
the euro and in sterling. Faster-growing and more innovative com-
petitors capture market share in a variety of goods and services, and
investment shrivels as high-growth opportunities beckon elsewhere.
Divergences widen even further between high-performing member
states and thus unable to maintain their competitive position. Social
tensions rise as governments forced to cut back on social welfare sys-
tems and education, and limited investment funds blunt the EU’ abil-
ity to promote sustainable growth models as a source of European
competitiveness.

Europe Adrift

Under this scenario there is low global and European growth and
the EU and its member states fail to advance efforts to advance their
competitiveness. Debt levels remain stubbornly high and further debt
crises erupt in some EU member states, triggering a crisis of confi-
dence in the euro and sterling. Continual crisis management erodes
the credibility of European integration and the European model,
diminishing European influence in the world, prompting intense
debate about the nature and relevance of the EU itself. Innovation and
productivity flag. The EU loses critical market share both in goods
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and services to faster-growing, more innovative competitors. Social
divisions are exacerbated and the welfare state provisions of EU mem-
ber states simply become unsustainable as a smaller workforce proves
unable to support aging populations. The lack of energy innovation
and internal EU disputes limit the possibilities for coherent EU
energy policies, thus deepening energy dependencies among a greater
number of EU member states. Workers suffer, wages decline, and
anti-migrant forces gain ground. Consumers are confronted with less
choice at higher prices.

* * %

Europeans need the European Union now as much as they did a
half-century ago, but for different reasons. For fifty years, the Euro-
pean project was about internal reconciliation and reconstruction fol-
lowing the collapse of an earlier era of globalization into war and
depression. It was a grand experiment in harnessing closer economic
integration to build prosperity and peace. Over the past twenty years
it has extended those benefits to more of the European continent than
ever thought possible. Today, in a new context and with new chal-
lenges, Europeans once again have the opportunity to harness
integration—to use their network capital to position themselves for
the new world rising and to generate a better life, not only for them-
selves but for billions around the world. Whether they will use the
coming decade’s window to do so is likely to determine the relevance
of the European project in an increasingly competitive and connected
world.






