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Reviving growth in the euro area:
Demand management or structural reform

policy!

The European Union (EU) — and the
euro area in particular — has been suf-
fering from low growth and high un-
employment for several years. In its
2014 Autumn Economic Forecast, the
European Commission was clearly
downbeat, stating: “The EU economy
is struggling to shake off its lethargy.
Since the crisis struck, most Member
States have been unable to generate or
sustain strong economic momentum. ..
[The result has been] slow growth in
the EU and quasi-stagnation in the
[euro area].” (European Commission,
2014). Six months later and after a se-
ries of positive developments including
low oil prices and a low euro exchange
rate, the Commission sounded a more
optimistic, but still rather cautious
message: “The near-term outlook for
the EU economy has clearly im-
proved...But will the economy be able
to generate a self-sustained and balanced
expansion once temporary tailwinds
fade?” (European Commission, 2015).

The purpose of this paper is to pro-
vide some guidance on how to revive
growth in the euro area. It starts by
trying to understand why the euro area
has stagnated for the past seven years
and finds that explanations that only
rest on structural rigidities or on insuf-
ficient demand are both wanting and
that instead demand and supply policies
need to be implemented to revive
growth. The paper then takes a longer
view at the European growth problem
and finds that Europe, and the euro
area in particular, faces a daunting chal-
lenge not having implemented a growth
strategy before the crisis. Today, such
strategy is needed even more than be-
fore, yet the headwinds are also more
severe than before.

1 The euro area growth puzzle

There is little doubt that the euro area
has fared extremely poorly since the
advent of the financial crisis in 2008.
Chart 1 shows that GDP, which dropped
first in 2009 and a second time in 2013,
is only expected to return to its pre-
crisis level in 2015, seven long years af-
ter the start of the crisis. The two
stages of the crisis in the euro area are

even better illustrated by chart 2, which
shows that the unemployment rate for
the euro area first jumped from less
than 8% to around 10% in 2009, 11%
and then to 12% in 2013.

The euro area’s protracted, double-
dip recession has been somewhat of a
puzzle to the economics profession,
which has split in two camps well char-
acterized by my compatriot Paul De
Grauwe. The first camp claims “that
this low growth performance of the
Eurozone is due to structural rigidities.
In other words, the low growth of the
Eurozone is a supply side problem. Make
the supply more flexible (e.g. lower
minimum wages, less unemployment
benefits, easier firing of workers) and
growth will accelerate.” (De Grauwe,
2014; emphasis added). The second
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camp advances a different “explanation
for the Eurozone growth puzzle. This is
that demand management in the Euro-
zone has been dramatically wrong since
the start of the sovereign debt crisis.
The latter led the Eurozone policymak-
ers to impose severe austerity on the
peripheral Eurozone countries and
budgetary restrictions on all the oth-
ers.” (De Grauwe, 2014; emphasis
added).

Those like Paul De Grauwe or Paul
Krugman who belong to the second
camp partly rest their case on some-
thing like chart 3, which contrasts the
recent evolution of GDP in the euro area
and in the United States. Their claim
is that the euro area was well on track
to recovery like the United States until
it changed course in 2011-12 and ad-
opted restrictive budgetary policies to
deal with its sovereign debt crisis
whereas the United States continued to
pursue a relatively accommodating fis-
cal policy.

On the other side, those like many
German economists who emphasise the
role of structural rigidities tend to put
forward something like chart 4, which
contrasts the recent evolution of GDP
in Germany and in Italy. Their claim is
that these two euro area countries suf-
fered a similar setback in 2009, but that
Germany recovered rapidly thanks to
its structural strength owing to pre-
crisis reforms whereas Italy was unable
to recover because of structural rigidi-
ties and lack of reforms.

My own view is that it is a mistake
to oppose the structural and demand
explanations and that instead the euro
area’s stagnation problem should be un-
derstood as the result of both supply
and demand factors. To see this, I turn
to chart 5 which displays again the evo-
lution of GDP in the euro area and in
the United States, but this time start-
ing in 1999 when the euro was intro-

duced rather than in 2007 when the fi-
nancial crisis began.

What chart 5 shows is that the evo-
lution of GDP in the euro area and in
the United States was different already
prior to the crisis. Applying the differ-
ent pre-crisis trends to the euro area
and the United States starting at the
trough point (2009), the dashed lines in
chart 5 show the evolution of GDP that
would have occurred had the recovery
in the euro area and in the United
States followed their respective pre-cri-
sis trends. For the United States, the
gap between the dashed and the plain
lines was never very large after 2009
and basically closed by 2015, implying
that it had a one-time drop in GDP in
2009 but successfully recovered there-
after. By contrast for the euro area, the
gap between the dashed and the plain
lines becomes very wide starting in
2013, implying that although it had
temporarily recovered from the initial
drop in 2009 the euro area has not yet
recovered from the second GDP drop
associated with the sovereign debt cri-
sis in 2011-12.

This back-of-the-envelope calcula-
tion implies that the large gap between
the GDPs of the euro area and the
United States observed since 2013 can
be attributed to two factors of roughly
equivalent weight: structural rigidities
in the euro area compared to the
United States that explain the differen-
tial growth performance that prevailed
already before the crisis; and inade-
quate crisis management by the euro
area, especially as far as the sovereign
debt crisis is concerned. Note that I use
the expression “crisis management”
rather than “demand management” be-
cause | consider that the inadequate
policy response to the euro area sover-
eign debt crisis was not just a matter of
demand management but also of the

poor handling of bank problems due to
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the absence of a banking union, which
resulted in excessive forbearance.'

This assessment, which combines
rather than contrasts demand and sup-
ply factors, is apparently shared by
Mario Draghi, President of the ECB,
who concluded his 2014 Jackson Hole
speech on unemployment in the euro
area by stating that “a coherent strategy
to reduce unemployment has to involve
both demand and supply policies.”
(Draghi, 2014).

2 Beyond revival: dealing with
Europe’s long term growth
problem

The euro area’s growth problem dis-
cussed in the previous section cannot
be easily dissociated from Europe’s lon-
ger-term growth problem that was al-
ready detected well over a decade ago.

The 2003 Sapir Report (Sapir et al.,
2003 and 2004) found that the EU’s
performance had been unsatisfactory
since the early 1970s, with a steady de-
cline of both GDP and productivity
growth resulting in per capita GDP
stagnating at about 70% of the US level.
Chart 6 shows a similar trend for the
euro area.

The Sapir Report ascribed Europe’s
disappointing growth performance to
its inability to adapt an antiquated eco-
nomic and social model to two major
changes, the information technology
revolution and globalisation, which
called for new organisational forms of
production with less vertically inte-
grated firms, greater mobility within
and across firms, greater flexibility of
labour markets, greater reliance on
market finance and higher investment
in both R&D and higher education. The
Sapir Report considered it urgent that
the EU economic system be reconfig-
ured so as to deliver higher growth.

Failure to do this, it warned, would
gravely endanger the sustainability of
the European model with its emphasis
on cohesion.

The Report argued that the key to
meet these challenges was to deliver on
the commitments of the 2000 Lisbon
Agenda, the strategic economic goal of
the European Union to become by
2010 a competitive and dynamic knowl-
edge-based economy with sustainable
economic growth, more and better jobs
and greater social cohesion.

In order to achieve this goal the Re-
port proposed a six-point agenda focus-
ing on reforms where it considered that
EU policies had the biggest potential to
improve EU growth. The six main rec-
ommendations were to (1) make the

single market more dynamic; (2) boost
investment in knowledge; (3) improve
the macroeconomic policy framework
of Economic and Monetary Union; (4)
redesign EU policies for convergence;
(5) improve EU governance methods;
and (6) restructure the EU budget. Al-
though some of these recommendations
were implemented, the Sapir Report
failed to change the main thrust of the
European policy agenda and to con-
vince policymakers that they needed to
do more than pay lip service to the ne-

" ESRB (2012) provides an early analysis of and warning about the dangers of forbearance in the euro area.
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cessity of a European growth strategy.
See Sapir (2014).

As chart 6 indicates, the introduc-
tion of the euro did not prove to be a
game changer in terms of growth. In
fact, the euro area’s per capita GDP in
2015 was at the same level compared to
the USA as it had been in 1999, slightly
below the average trend for the period
1970-2015. At the same time, how-
ever, dispersion among euro area coun-
tries greatly increased between 1999

and 2015 — first decreasing before the
crisis and then sharply increasing since
2011. Germany, Austria and Ireland
have improved their relative position
compared to the USA between 1999
and 2015. On the other, Greece and It-
aly have seen their relative position de-
teriorate. In the middle, Belgium, Fin-
land, France, the Netherlands, Portu-
gal and Spain have kept their relative
position vis-a-vis the USA more or less
unchanged. The situation is particu-
larly striking as far as France, Germany
and Italy, the three largest euro area
countries, are concerned. In 1999,
their per capita GDP levels (measured
at purchasing power parities) were al-
most identical. By 2015, the level in
Germany was 15% higher than in
France and 28% higher than in Italy.
More than ten years after the publi-
cation of the Sapir Report, Europe is

still struggling to adjust its economy to
major tectonic changes — globalisation,
technological change and ageing. Un-
fortunately, the financial and sovereign
debt crisis has compounded the chal-
lenges by accelerating the previous
trends, creating new problems and de-
creasing the room of manoeuvre of
governments to tackle them, partly as a
result of the accumulation of public
debts due to the crisis.

The previous discussion suggests
that the time has come for European
leaders to switch from a mode of crisis
response to one of strategic action and
to propose a new growth agenda.

The growth agenda proposed by the
Sapir Report mainly emphasized supply
measures because at the time Europe’s
main problem was indeed structural.
Yet it also argued that the monetary
and fiscal policy framework of EMU
should be made more symmetric over
the phases of the cycle.

Today’s growth agenda ought to pro-
vide a convincing response to Europe’s
immediate and longer-term challenges,
which entails both closing the output
gap and increasing potential output.
The strategy needs therefore to be two-
handed: demand measures to close the
output gap and supply measures to in-
crease potential output.

On the supply side, the priority
must be to implement the EU growth
strategy, Europe 2020, the successor of
the Lisbon strategy, with an emphasis
on three areas. The first is the comple-
tion of the single market and the imple-
mentation of complementary structural
reforms by the Member States to foster
competition in product markets. Sec-
ond, national labour market and social
policies (including formal education,
training and life-long learning) need to
be modernised in the direction of
greater flexibility and security for
workers along the lines of the success-
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ful Nordic model.>? The EU could help
facilitating national reforms with a
proper use of the EU budget. Third,
the EU budget can also help to increase
Europe’s research effort and to build a
genuine  European Research Area
(ERA). Significant progress in these
three areas would help Europe becom-
ing a knowledge-based innovation soci-
ety and economy able to confidently
respond to the challenges of the 21*
century.

On the demand side, the overall
policy mix of the euro area needs to be
more conducive to reducing the exist-
ing output gap. The key here is greater
symmetry in the conduct of macroeco-
nomic policy. Restrictive fiscal policy
in crisis countries must be accompa-
nied by looser policy in countries that
enjoy fiscal space; it would also be use-
ful if the EU could play a role in fiscal
stabilisation. As far monetary policy is
concerned, the ECB was late in launch-
ing its quantitative easing (QE) pro-
gramme and in communicating that it
is committed to a symmetric attitude
towards both inflation and deflation
risks. It did so in January 2015 and
must keep the course until its objective
of an inflation rate of below but close to
2% in the medium term is in sight. It
must also communicate better that its
inflation objective applies to the euro
area on average rather than each and
every euro area country, and therefore
that achieving both disinflation in the
euro area’s periphery countries and the
2% objective implies an inflation rate
of probably close to 3% in core euro
area countries. Symmetry in the con-

? Sapir (2006).

duct of fiscal and monetary policies
would result in a symmetric adjustment
within the euro area that would con-
trast with the current asymmetric ad-
justment supported mainly by the crisis
countries.

3 Conclusion

Europe — and the euro area in particu-
lar — is going through a testing period.
In addition to having to respond to a
number of long-term challenges that
were already underway a decade ago, it
has to deal with the consequences of a
severe crisis which has left behind high
levels of debt and unemployment in
many Member States.

Tackling these issues requires a Euro-
pean growth strategy. Had Europe im-
plemented the Lisbon strategy launched
in 2000 and the related proposals made,
for instance, by the Sapir Report, it
would not probably have avoided the
financial crisis but at least it would have
been in much better shape to rebound
more strongly and quicker.

Today, Europe must put forward
a new growth strategy that not only
incorporates the supply-side ideas of
the Lisbon strategy and its successor
Europe 2020 but also recognizes that
insufficient demand is currently a con-
straint on growth in many of its Mem-
ber States. As I wrote in a letter to the
president of the European Commission
more than ten years ago: “Growth must
become Europe’s number one eco-
nomic priority — not only in the decla-
rations of its leaders but first and fore-
most in their actions.” (Sapir et al.,

2003).
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Chart 3

Chart 4

Real GDP for the euro area and the
United States from 2007 to 2015
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Real GDP for Germany, Italy and the
United States from 2007 to 2015
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Chart 5

Real GDP for the euro area and the United States from 1999 to 2015
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Chart 6

GDP per capita at purchasing power parities for the euro area from 1960 to 2015
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Note: The break in the data in 1991 is due to German reunification.
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