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A two stage strategy for restarting growth'

Ten hypotheses (focussing on Europe) plus an appendix on
two stages for industrialized countries

1 Europe is a success model in
the midlife crisis

Success can be demonstrated by the
number of Member States of the Euro-
pean Union (and those with the inten-
tion to join or to cooperate more closely
in the future) or by Europe’s size in
world trade (larger and more stable
than that of the US) and its trade sur-
plus. The euro has become a widely ac-
cepted currency, its future is no longer
questioned despite of predictions of
many US economists from the begin-
ning that it will never work. The value
of the euro (relative to the US dollar) is
as high as at the start (it had been too
strong for several years) but this did not
lead to current account deficits of the
EU. Europe has achieved the pacifica-
tion of a formerly belligerent continent
(within the current borders of EU-28).
But also many countries outside have
reformed institutions and reluctantly
started a dialogue with neighbours with
whom conflicts had a high probability
before.

Indicators for a critical phase of the
European development today are the low
dynamics (GDP is practically not higher
than 2008), the youth unemployment
rate of 20%, inadequate European gov-
ernance (with national priorities and
preferences still overriding community
goals), decreasing political support, and
inroads of left wing as well as right
wing parties often cooperating with
each other, both looking for alterna-
tives to the European project.

Europe has not yet the institutions
to influence political conflicts, be it in

North Africa or in the Black Sea area, it
cannot provide information about bor-
der crossing military troops and not de-
liver humanitarian relief efficiently as
shown in the Ukraine conflict. This in-
effectiveness holds despite of expendi-
tures for the 28 military systems larger
than that of Russia and China combined.

Europe is reluctant to build on its
own strengths and to stick to set tar-

gets, and last, but not least to close the
gap in innovation and entrepreneurship
for the majority of countries and shift
resources from the past to the future in
general.

2 A large and inefficient public
sector, and lack of will

The public sector is quantitatively large
and surprisingly inefficient. Close to
50% of GDP is absorbed on average (of
the Member States) by three to four
layers of government (from local to
European) without eliminating differ-
ences in gender, parental position and
income on education or the distribution

"' This paper was presented at the INET Conference 2015 (in April 2015) and then adopted for the NERO Meeting
in Paris 2015, and finally presented at the 43" 0eNB Economics Conference in Vienna 2015. It is focusing on
restarting growth in Europe. The two stage strategy for industrialized countries in general is based on an approach

discussed in the project WWWforEurope (http://www.foreurope.eu/).
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of life chances. The expenditures for
R&D are low in most countries and be-
low national as well as EU targets. The
direction of the technical progress is
unfavourable (it is labour saving instead
of resource saving). This tendency is
shared with other countries (USA, Ja-
pan) but it did not change since the EU
roadmap had defined the goal of reduc-
ing emissions to 10% or 20% of its cur-
rent level up to 2050 and as youth un-
employment had doubled. Quality of
education is mediocre in many parts of
Europe (even in large countries like
Germany, France, Italy and Spain),
support for entrepreneurship, mobility,
social innovation, enhancing life chances
is inadequate.

Lack of finance is less important than
lack of political will. On the national as
well as on the European level it is often
argued that there is a lack of finance.

This is not really the case, first since fi-

nance offered to investors with a joint

European guarantee is cheap; it is not

true even for current fiscal balances.

* Europe currently spends on subsidies
for fossil energy probably more than
for renewables. Specifically in times
of a low oil price, the subsidies for
coal and oil could be curbed without
social costs.

* Europe spends more on 28 military
systems (inadequate for any challenge

outside Europe) than Russia and
China together (with very high ex-
penditures particularly in high deficit
countries like France and Greece).

* Europe spends the largest single part
of the EU budget for subsidising big
agricultural units (specifically on that
pillar which does not prioritize to bio
agriculture).

* Europe allows tax evasion for firms
and forfeits an adequate tax on finan-
cial speculation.

Taking these four sources of money to-
gether depending on time horizon and
ambition 100 to 200 billion funds per
year can become available. They can be
used for reducing distorting taxes, on re-
ducing budget deficits or for increased
spending on future competitiveness.

3 Taxing the wrong activities and
“forgetting’ the own targets

The tax system makes positive activi-
ties expensive like employment and the
creation of jobs. European countries
are unable or unwilling to tax public
bads like emissions, resource uses, fos-
sil energy, tobacco, polluting traffic.
The ability to tax wealth and inherited
income is very low due to insufficient
transparency of capital flows, profit
shifting, and tax exceptions favouring
mobile capital. If banks are regulated it
is easy to switch money to non banks or
to off shores. Tax evasion and tax fraud
seems to be an accepted activity of suc-
cessful firms, managers, innovators in a
system with big government, bureau-
cracy and over taxation (a tendency
which is currently changing slightly).
Labour is taxed, financial speculation
not (if anything a stamp duty on new
shares looks to be realistic ten years af-
ter the start of the Financial Crisis,
which would be a new burden on the
real economy).

The discussion about austerity is at-
tracting too much attention; the real
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problem of Europe is overspending for
past priorities and for particular inter-
ests, implying a shortage of funds for
investing into the future, into new
firms and jobs. A corollary of this is the
inability to stick to strategic goals,
whether this is the EU 2020 strategy or
the energy roadmap 2050. The EU 2020
midterm review (Aiginger, 2014c) has
shown that employment goals, R&D
targets and poverty goals were widely
missed and environmental goals which
had been set without ambition (e.g. in
relation to the energy roadmap 2050)
had been attained only due to stagnant
respectively declining GDP. And no-
body cared about missing the strategy
goals. If many European countries still
face high fiscal deficits or if debt has
even increased relative to GDP, this is
more the consequence of low growth,
wrong taxation and three to four layers
of inefficient bureaucracies, than of
radical public austerity.

4 Lack of private demand and
asymmetric application of
structural reforms

The quest for so called “structural re-
forms” is adequate in principle, but the
term has been hijacked by a specific
conservative agenda. Structural re-
forms which activate labour supply,
which remove particular interests or
entry barriers for new firms are fine,
but in practice the call for structural
reforms is always used to exert down-
ward pressure on labour costs, specifi-
cally in the segment of already low
wages. The discrepancies between high
and low incomes thus increased since
the financial crisis, the wages which are
already lagging productivity are further
dampened. Wage increases are criti-
cized in the European semester, wages
below the productivity increase are
overlooked. These tendencies addition-
ally reduce consumption in a time in

which firms were reluctant to invest
their profits and business had become a
net saver. It is well known that the ben-
efits of structural reforms on the labour
market occur in the long run and will
materialize in good times (like the ben-
efits of German’s Hartz 4, ten years af-
ter creating a low wage sector on Ger-
many labelled as ,dead man of Eu-
rope®). Asymmetric calls for structural
reforms (forgetting those leading to
high incomes and super normal profits
in regulated businesses) reduce aggre-
gate demand and employment in bad
times.

The question which component of
aggregate demand should rise after the
Financial Crisis was constantly ignored,;
austerity as defined by low public defi-
cits is the minor part of demand ineffi-
ciency (and difficult to tackle if good
times did not deliver budget surpluses
and government share approaches al-
ready 50% of GDP). If consumption
decreases due to low wage increases
(and decreasing real wage after tax and
inflation), and if large firms do not use
their profits for investment but become
net creditors, and small and young
firms are credit squeezed since the fi-
nancial sectors wants to reduce risk,
private demand will not rise. Firms and
investors will become pessimistic about
future growth. Investment incentives,
reducing product market incentives,
and producing incentives for business
starts and innovation including those in
renewable energy and energy efficiency
by higher standards could help.

Therefore, Europe faces ,private
austerity® in the sense of lacking poten-
tial or willingness to increase private
consumption and private investment.
To match it by increasing export (sur-
pluses) is limited for extra-European
exports (increasing intra-European ex-
ports is infeasible as a national strategy
for all members). To compensate lack
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of private demand by the traditional
strategy of increasing public deficits
and size of the public sector is the
wrong way, since the government sec-
tor is already large and its extension
would furthermore boost inefficien-
cies, leading to higher taxes and lower
investment and consumption (without
radical structural policies, very differ-
ent ones than those known from the

past).

5 Only “high road” competitive-
ness is feasible for Europe

Europe’s chance is to go intentionally
for a ,high road to competitiveness*
(Aiginger, Barenthaler-Sieber and Vogel,
2013). A low road approach, consisting
of depressing wages, reducing other
costs including social and environmen-
tal standards and opening a second la-
bour market is not feasible for a high
wage region, surrounded by neighbours
with low wages, abundant work force
and own efforts to catch up with richer
countries via an export led strategy.
The only feasible way for Europe is a
“high road strategy” based on quality,
structural change, education, innova-
tion and social and ecological ambi-
tions.

Aiginger et al. (2013) define five
,capabilities® as drivers of success: edu-
cation, innovation, institutions, acti-
vating social policy, and ecological am-
bition. Outcome or performance of an
economy is measured not by the export
surplus but by the attainment of a set of
economic, social and ecological goals.
This radically changes the content of
the term ,competitiveness® from price
(or cost) competitiveness to the “ability
of a region to provide Beyond GDP
goals®. This redefinition may look of ac-
ademic interest first, but in fact a well
defined concept of high road competi-
tiveness is a game changer from an in-
adequate past looking strategy to a fu-

ture oriented one. A compliment of
this game changing definition is to de-
fine a new systemic industrial policy as
a policy supporting high road competi-
tiveness (for definitions for a new in-
dustrial policy see Aghion, Boulanger
and Cohen, 2011; Rodrik, 2013; Aigin-
ger, 2015).

Going for a “high road” holds with a
slightly different perspective and spe-
cific reform needs for Southern and
Eastern Europe. Of course countries
with large deficits in current accounts
have to bring costs down. But the real
problem is “costs per unit of output”
and these can be corrected by produc-
tivity increase, technology transfer,
fostering new firms at least as easily as
by a cumulative downward strategy of
lowering labour costs.

It was essentially the problem lead-
ing to the crisis that Southern Euro-
pean countries remained in a competi-
tive position adequate for the pre-glo-
balisation area. Southern Europe should
have climbed up the quality ladder to a
medium income position, defendable if
new low cost competitors came up.
High energy costs (of Europe relative to
the USA) can be compensated by in-
creasing energy efficiency (with exist-
ing differences of 3:1 across industri-
alised countries) and renewables substi-
tuting coal, oil and gas imports can
help to balance current accounts.

6 A bravo - with a proviso -
for the European Fund for
Strategic Investment (EFSI)

In the current European situation with
a deficit in aggregate demand not easy
to be solved by higher private consump-
tion or higher private investment and
budgets that need to be consolidated a
European investment fund attracting
international capital is an excellent
idea. There are however different prob-
lems to be addressed. The most impor-
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tant proviso is that the projects in which
the money should be invested should be
carefully selected. The list of projects
submitted by member countries up to
now is the sum of those projects which
were rightly rejected due to lack of spe-
cific demand in the past or insufficient
future prospects (or both). Highways
that did not get priority in the Trans
European Nets (TEN), atomic energy
plants which could not work profitable
without subsidy, airports too near to
other airports were resubmitted.

The core of the projects finally ap-
proved by the New Fund should be
where (i) the long-run growth effects
are largest and (ii) the short-run de-
mand effects on employment are high
too. These criteria imply a shift from
the old paradigm of material invest-
ment to the new one that economic
growth in rich countries depends more
on intangible investments and Europe
has a specific deficit in intangibles (in-
novation, high quality education, ICT).

A second problem of the Strategic
Investment Fund is that project selec-
tion, financing and project implemen-
tation will need that much time that
the economic impact of the fund will
become relevant for demand in late

2016 (and for supply about 2020).

7 A bottom up complement is
needed: a “‘silver bullet strategy”

A necessary complement for the Strate-
gic Investment Fund is therefore ex-
emptions from the fiscal pact along a
“silver bullet strategy”. Countries should
be encouraged to spend more than al-
lowed by the fiscal pact if they invest in
5 to 10 pre-determined expenditure
categories. Aiginger (2014a) proposes
for example the following categories:
research and education, early child-
hood investment, requalification, infra-
structure maintenance and upgrading,
refurbishment of homes and offices,

improvements of energy efficiency clos-
ing bottlenecks in energy and broad-
band grids, renewable energies, busi-
ness parks, incubation centres. Precon-
ditions for this extra spending (relative
to the Fiscal Pact limits) are that these
are additional investments and they are
complemented by symmetric struc-
tural reforms (symmetric respective to
the distributional effects). Independent

i

P

agencies should monitor the content
and the adherence to the criteria to the
European parliament. This proposal
(Aiginger, 2014b) is more restrictive
than golden rule proposals which would
qualify all investments — specifically
highways and other material investment
of old style Keynesianism for perma-
nent deficit spending; it is compatible
with the rules of the fiscal pact — and
the exceptions should be possible for a
maximum period of 3 years. This is
better than to postpone targets indefi-
nitely and not dependent on clear crite-
ria and eternal monitoring as it is done

today.

8 It has to be a “Europe including
the neighbours” or a shrinking
Europe

Some economists advocate a small
“Core Europe”. A “Core Europe” con-
sisting of Germany, France and some
other countries would currently supply
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10% of world output and this share will
decrease to 5% or 6% up to 2050. Core
Europe would be a low growth area
with annual growth between 1% or
12%. A Europe including neighbours
(in Western Asia and Northern Africa)

-TERM PERSPELTIS
CONOMIC GROW

" e N

2050 would still produce about 30% of
world output, and growth will be at
least as dynamic as in the USA. A re-
gionally defined Europe plus neigh-
bours needs not include only EU Mem-
ber States and by far not all neighbours
can become euro area members. Wider

Europe should be a region in which
economic, political and cultural rela-
tions are closer than those with more
distant regions and continents.

But it is not the economic issue
alone which is relevant: If Europe does
not cooperate with its eastern neigh-
bours (Black Sea, former Soviet Union),
with Arab countries and North Africa,
these countries will look for new part-
ners. Populist parties be it from the
right or the left, from Greece to Serbia,
and Hungary and France openly show
sympathy for autocratic systems (and
are happy to cooperate with each
other). The European neighbourhood
including some countries in the current
EU will be destabilized economically
and politically by conflicts in the Euro-
pean neighbourhood. The current wave
of refuges is a visible consequence of
economic and political dastabilisation.
It results from a missing of proactive
neighbourhood policy and may threaten
the European integration process.

9 Towards a coherent strategy
based on a long-run vision

This is a decisive phase for the Euro-
pean project in six dimensions: (i) eco-
nomically; if Europe will not take part

Box 1

A primer for a strategy change for Europe

* Business as usual is no longer feasible for Europe

* Unemployment and stagnation threaten EU-project and peace

* Globalisation offers chances; needs complementary policy

* Restarting growth needs as first stage of a Two Stage Strategy: consolidation and

reprogramming

* The second stage is transition to a regime, where lower growth provides higher welfare
* Radical, absolute decoupling (energy, material) urgent but a demanding task

* Decoupling employment from output is needed if growth decelerates

* Distribution (opportunities, income, wealth) lies at the core of a strategy change

* Reforms need a vision, ambition, institutions, allowing for heterogeneity

* Reform resistance to be tackled by communication, democratic discourse

* EU should no longer ignore neighbours: culture, schools, ERP-initiative

* Neither USA’s nor China’s strategy is based on “Beyond GDP goals”

* Europe can become a role model: dynamics, inclusion, sustainability
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in this upcoming business cycle a lost
decade will be completed, (ii) for cop-
ing with internal disequilibria: South-
ern Europe including France and Italy
need a stronger productive base and
new industries for exports; (iii) social
acceptance; youth unemployment, and
income spread have to be reduced, (iv)
peace in the neighbourhood: from
Ukraine to North Africa, political de-
stabilization and economic problems
enforce each other, (v) technologically;
Europe has to close the technological
lead of the USS, from ICT to biotech-
nology; (vi) Europe has the last chance
to extend its first mover advantage in
renewables, energy efficiency, new car
engines and other industries needed to
limit climate warming to 2 degrees.

If Europe solves these problems iso-
lated, there will be not enough money
to tackle them (given the unwillingness
to make all the changes in the public
budgets delineated above). And there is
no chance to agree on measures across
Europe. If problems are addressed by a
strategy which starts from a vision and
develops synergies, different goals can
be attained simultaneously.

Such a strategy is currently devel-
oped in the project “A new growth path
for Europe” by 33 European research
institutions under the lead of the Aus-
trian Institute of Economic Research
(WIFO; see www.foreurope.eu). Its
constituent strategy lines are:

* Stronger dynamics based on innova-
tion and skills, measured by Beyond
GDP goals

* Less differences in incomes, higher
employment

* Europe becomes world leader in en-
vironmental technology and renew-
ables

* Stable financial sector, regulated, fi-
nancial transaction tax, reduced
taxes on labour

* Open area, enjoying globalisation/
heterogeneity, inviting neighbours
This vision starts from goals, not from
problems. The consolidation of budgets
and lower debt are a long-run necessary
side condition. The goal however is a
balanced economic dynamic, with in-
creasing consumption and investment,
but also with respect for the limits of
the planet and the equalisation of life

chances across regions and persons.

Taxing financial transactions and
public bads, zero tolerance tax evasion,
much lower taxes on labour are integral
parts of the strategy, acknowledging
that income distribution matters for
growth and stability. Equality of op-
portunities and life chances, capabili-
ties, institutions, dialogue and demo-
cratic discourse, the tolerance for het-
erogeneity and transforming it into a
productive force is part of the strategy.
A deep absolute decoupling of energy
consumption on resource use is neces-
sary (this implies —80% to —90% CO?2,
doubling energy efficiency, 50% share
of renewable redirecting technical
progress from labour saving, to energy
and resource saving).

10 Europe will overcome its
midlife crisis if it improves its
own model

Europe will overcome its midlife crisis

if the public sector is streamlined, re-

oriented towards the future, if taxes
and incentives are used to support em-
ployment and growth. And if Europe
invests into its own model of a social
cohesive and ecological = sustainable
economy instead of mimicking the

USA or the Asian model; Europe needs

leading and learning from its neigh-

bours as to achieve a decisive role in the

globalized economy of 2050.

Going for ecological excellence and
reducing youth unemployment as well
as the spread of income and wealth are

Karl Aiginger

43¢ ECONOMICS CONFERENCE 2015

37



Karl Aiginger

not blockers of dynamics but are if em-
bedded in a strategy drivers of change,
innovation and dynamics. This holds
specifically for Europe, since these so-
cietal goals fit to the European model
better than to alternatives. The goal of
becoming world leader in renewable
technologies is part of the program of
the New Commission. The current low
oil prices should be used for a substan-
tial reduction of subsidies for fossil en-
ergy and for rebuilding emission trad-
ing. The pending trade agreements in-
ter alia between Europe and the US
(TTIP) and the upcoming climate con-
ferences should be used to coordinate
the efforts to limit global emissions, to
build up a new cleaner industry (indus-
try 4.0), to tax kerosene (while reduc-
ing taxes on labour), to develop an in-
dustrial policy favouring societal goals.

The technology policy should improve
resource and energy productivity (not
that much labour productivity as done
today’). Europe currently builds the
new infrastructure for 2050 and devel-
ops traffic systems and car engines for
2050. The infrastructure built today
decides about feasibility and costs to re-

duce emission to 10% of the current
level in Europe as planned in the En-
ergy Roadmap 2050.

Annex: Towards a two stage
strategy for industrialized
countries

Europe as well as other industrialized
countries will experience lower growth
in the very long run. This will happen
for several reasons.

Lower growth for high-income
countries in the very long run is not
necessarily a problem since marginal
utility of incomes decreases and costs
of congestions and agglomeration in-
crease. Tripling output up to 2100 (as
implied even by a modest growth rate
of 1.5%) will probably not be compati-
ble with the bio capacity of the planet.
The goal of decarbonisation’ is difficult
even for given output, the more for an
output three times as large as today.
Last but not least history shows that
phases of high growth rates (more than
1% per year) are the exception.

Stage 1: Consolidation and repro-
gramming

But in the short and medium run our
economies are not prepared for slow
growth. Current unemployment is about
10% in Europe (with youth unemploy-
ment near 20%). In the USA unem-
ployment is lower, but the employment
rate has dropped significantly. Techni-
cal progress is labour saving, so that
growth below 2% tends to raise unem-
ployment. Government (and private)
debt is high and needs to be repaid by
growth. Poverty is not yet erased and
income differences and inheritance of
life chances is still large (and these

Biasing” technological progress towards increasing resource and energy productivity faster than labour productivity

should be easy given the strong government inference in innovation policy and high taxes in Europe in specific.

Decarbonisation has been set as long run goal (1) by OECD (“zero net emissions for the second half of the century,

Gurria 2013, (2) by the G-7 summit in June 2015 and (3) the EU Energy Roadmap 2050 (—80% to —95 %).
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problems can more easily be tackled in
growing economies). Therefore, for the
next ten or twenty years industrialized
countries need to restart growth in the
direction of 2% or more (we call this
It Stage; Consolidation and Repro-
gramming).

Stage 2: Socio-ecological transition

Long-term forecasts for industrialized
countries are predicting lower growth
than in the past, maybe between 1%
and 2%. The predicted growth rates
furthermore decrease with the forecast
horizon.* This may come from satura-
tion of demand (declining marginal
utility of incomes), out of technological
pessimism, lack of new generic tech-
nologies or due to ageing). Lower
growth is welcomed by that part of lit-
erature which stresses the bio-physical
boundaries of the planet, and which are
pessimistic about decoupling of emis-
sions from output.

For this longer run the first priority
is to get higher welfare (employment,
health, capabilities) out of probably
lower growth rates. The spread be-
tween high and low incomes has to de-
crease, people preferring leisure will
be able to work fewer hours, welfare
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