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II. More and Better Jobs: Europe Needs More Flexible Macroeconomic Policies

Introduction
The European economy is doing poorly. Over the past five years, economic growth in the euro area has been extremely low, with growth falling below 1 per cent in some years. Unemployment has started to rise and job prospects have become poor. Insecurity reigns among workers, and many fear job-loss, wage cuts and a collapse of social protection schemes.

Some take this as evidence that Europe simply cannot grow any faster, that Europe’s growth potential is held back by social policies that introduce ‘rigidities’ in the economy. Social benefit regimes are said to stifle the incentives to work and regulation protecting workers’ rights is accused of making it impossible for Europe to compete with low-wage economies such as the new Eastern European member states or China. According to this view, the only way to improve Europe’s growth performance is to engage in ‘structural reform’, to improve the ‘supply side’ of the economy, by cutting both welfare and workers’ rights.

This approach is wrong. The reason for the five-year growth slump is not be found in too much social policy, but rather in a highly unbalanced macroeconomic policy regime. That means moving quickly and ruthlessly to fight inflation, and yet when economic activity is in trouble and confidence needs to be restored, the European Central Bank and finance ministers adopt a ‘wait-and-see’ attitude and take half-hearted measures. Such a policy regime necessarily produces prolonged downturns and short-lived recoveries. And this is exactly what recent experience shows us.

If the relaunch of the Lisbon process, with its ambitious targets of high growth and full employment, is to succeed, then Europe’s macroeconomic policy regime needs major reform. Europe needs to rediscover the fact that aggregate demand policies have an important role to play and that such policies need to operate in a flexible and growth-friendly way. The ETUC proposes achieving this through a ‘Pact for European Economic Renewal’.

I. The wrong culprits: lack of structural reform and insufficient competitiveness

Supply-side problems and lack of structural reform: holding back European growth?

Those claiming that Europe cannot grow because of supply-side constraints that take the form of excessive (social) rules and regulations have two difficult questions to answer.

If supply-side rigidities (or in plain language: ‘the unemployed are not willing to work’) really are at the root of the persistent slowdown, then why was Europe able to grow at an average rate of 3 per cent a year and create millions of jobs over the 1998-2000 period? After all, since that time rules and regulations have certainly not become more rigid. Unless the answer is that the unemployed have suddenly become more ‘lazy’, why is it now impossible for Europe to grow faster than it has done over the past five years? Indeed, with increased unemployment and firms now reporting no difficulties whatsoever in finding and hiring appropriate staff, there is adequate labour supply out there to support growth rates substantially higher than those of recent years.

The second difficult question to answer is about structural reforms. It is argued that structural reforms remove the structural impediments to growth by letting market forces work. More market competition, it is said, is supposed to boost activity, productivity and job creation. If this is so, then why have the many structural reforms that Europe has been implementing over the past decade and a half resulted in less, rather than more growth? 

Indeed, contrary to widespread thinking, Europe has not been sitting idle in the face of globalisation and technological evolutions. Instead, it has delivered widespread reform. Over the past 10 to 15 years, Europe has:

· increased competition in the goods market by building the single market. 

· created a Single Currency, thereby increasing price transparency and competition and reducing the cost of investment finance.

· opened up network industries, such as electricity, telecom and others, to competition.

· opened up the European economy to global trade through the WTO trade rounds.

· enlarged the internal market to 25 members, again intensifying competition.

· considerably improved the functioning of the labour market through the European Employment Guidelines.

This list of reforms is impressive but, again, it raises the question of why European potential growth is claimed to have come down from 2.5 per cent annual growth in the mid-1990s to around 2 per cent today. Why are structural reforms to be found everywhere except where they matter most, i.e. in growth, productivity and job creation? How does one explain this paradox? Does the perceived fall in potential growth not point to the fact that long-term growth potential itself suffers from the lack of economic recovery ? (see below).

Is Europe unable to compete in the global economy?

Fear of globalisation has become another much-publicised element of the supply-side problems Europe is supposed to be facing now: Europe may have spare productive reserves, but these productive reserves cannot be used because they are too expensive and not competitive on the world market. Workers may be willing to work, but they are simply outbid because they cost too much. The huge differences that exist between Western European wages and those in the new member states or China are seized upon as a signal that European workers need to cut wages, work longer hours and give up their social security systems. Thus, many employers have been pressurising staff and trade unions into a one-sided cost-cutting approach to European competitiveness. No wonder feelings of insecurity are widespread amongst European workers.

Despite this popular rhetoric, the argument that the 2001-2005 European slowdown is essentially due to globalisation and the relocation (‘les délocalisations’) of production to low wage economies is a non-starter: 

· It is not the case that European growth dwindled over the 2001-2005 period because European products were less competitive so that importers from the rest of the world started buying elsewhere. Over this period, the net contribution of external demand to euro area GDP growth was identical to the period before 2000. What has collapsed instead is internal demand. It was the continuing absence of a recovery in domestic demand that triggered the 2001-2005 slump in growth (see below). 

· Similarly, Europe has major exporters that are among the world’s leading export champions. According to OECD statistics, Germany has increased its share of global exports since 2000, whereas France and Italy managed to keep their share of world exports stable. 

· More generally, the euro area’s trade surplus in goods and services has tripled from € 50 billion in 2000 to € 166 billion in 2005. With the euro area exporting more goods and services than it is importing from the rest of the world, no acute and critical crisis in European competitiveness can be identified.

· A study by Ernst and Young (Financial Times 6th July), based on interviews with 650 global business managers, puts the whole discussion on relocation into perspective. The study concludes that Western Europe is beating off competition from the US and China and is the most attractive place to invest in. The flexibility and diversity of many markets in Western Europe, as well as the availability of highly trained workers, explain this positive verdict.

· Detailed trade statistics show that fear of cheap Chinese and Eastern European imports flooding our markets is largely misplaced. In practice, while European imports from China rose considerably from 2000 to 2003, imports from other Asian countries, including Japan, fell. The end result was lower, not higher, total imports from Asia between 2000 and 2003! Cheap imports from China and Eastern European countries often come at the expense of other low-wage economies in the world, and do not always impact on European production. 

Ultimately, the basic principle of globalisation must be properly understood. Globalisation is not, or should not be, about countries competing with each other for the lowest social standards or the highest profits for shareowners. Globalisation should instead mean countries specialising in the areas of production for which their economies are most suited. And while it is true that the process of economic upgrading implies some workers losing their jobs and some firms moving work abroad, it is also true that new job opportunities in other sectors and activities can be created.

II. The real culprit of the long European downturn: inflexible macroeconomic policy-making doing too little to support confidence and restore domestic demand

The euro area caught in a trap

What really distinguishes the period of weak and lacklustre growth from the period of good growth is the evolution of domestic demand. After 2000, domestic demand growth rates decreased sharply, from 3.3 per cent in 2000 to 0.5 per cent in 2002 and around 1.5 per cent in 2003-2005. And since the volume of domestic demand covers some 85 per cent of total euro area GDP, internal demand is obviously very important in determining total GDP growth. Over the total 2001-2005 period, domestic demand only contributed 1.2 per cent to average annual growth, down from an impressive 3.2 per cent a year over the previous 1997-2000 period.

Why did domestic demand collapse in 2001 and 2002? And why did it not recover sufficiently in the following years? The key answer to this is to be found in the ‘wait and see’ attitude macro economic policy makers adopted in responding to the economic downturn. By reacting slowly and taking only half-hearted measures, the European economy has been moved and locked into a ‘low growth/low confidence ‘ trap.

In a first step, the economy was thrown of its path of growth by external shocks (2001 slowdown in the world economy/2002 stock exchange crash/appreciation of the euro) and by macro-economic policy itself (hiking of interest rates in 2000 by the ECB). In a second step, aggregate demand policy did not address the resulting slowdown in a convincing way. This enabled negative expectations to become entrenched. Both consumer and business confidence have fallen since 2001 and remained low ever since.

With confidence lost, the economy now finds itself in a low growth trap in which consumers and producers hold each other to ransom. Consumers are waiting for investors to undertake new investment projects that offer jobs and wage prospects. While investors, for their part, are waiting for consumers to spend so that demand is guaranteed. In the absence of consumer spending, investors will not invest. Equally, in the absence of investment spending, consumers will not consume. With both parties waiting for each to act, the economy remains stuck.

In short, Europe is not growing enough not because there are structural impediments to growth, but because European consumers and investors are pessimistic about Europe’s growth prospects. Europe resembles Voltaire’s malade imaginaire, who persuaded himself he was sick. Negative expectations and low confidence have become a self-fulfilling prophecy, preventing Europe from realising its full growth and production potential. 

The euro area in need of the visible hand of aggregate demand policies
Unfortunately, the market is unable to correct such misperceptions and convince investors that if they only would invest, consumer confidence would be restored and there would be enough buyers for their additional production. Moreover, markets make matters even worse. Indeed, rising unemployment and rising slack will dampen wage growth. This may increase profit margins, but it also depresses demand prospects. Ultimately, the much hoped-for investment response remains blocked.

To unlock Europe’s growth potential and get it out of the low confidence/low growth trap, we need a ‘visible hand’ to correct the false perceptions of both consumers and producers. Macroeconomic policies should inject new aggregate demand into the economy to get it moving again. And once the economy starts moving, investors and consumers will realise they are wrong, that Europe can indeed grow. With consumer/investor confidence restored, economic growth will accelerate further.

Europe’s rigid macroeconomic policy regime fails to deliver what is necessary: active aggregate demand policies
To claim that Europe does not have aggregate demand policies is not entirely correct. Europe does have a macroeconomic policy regime, but it sees demand policies as a ‘one-way street’. This means that ruthless action is taken as soon as there is the slightest sign of an inflation risk. But when economic activity is in trouble, the European macroeconomic policy regime either adopts a ‘wait-and see attitude’, or forbids policy-makers to take action even when all inflationary danger has disappeared. Inflation is regarded as a problem always requiring an active policy response, whereas lack of growth and job creation is never a reason for boosting aggregate demand in the economy.

This pattern of skewed and one-dimensional macroeconomic policy-making can be easily recognised in policy developments over recent years:

· The ECB hiked interest rate when growth was robust. In one year, from mid-1999 to mid-2000, interest rates almost doubled. However, in the following years of slowing growth, it took ages to get the ECB moving and interest rates back down again.

· In 2000, the ECB intervened on the exchange rate markets to prop up the falling euro. But in 2002-2003, when the euro got caught between the dollar and Asian currencies and appreciated sharply, the ECB followed a policy of ‘harmful neglect’. This was the basis of the collapse of growth in 2003. 

· Europe repeatedly issues calls for active fiscal consolidation policies whenever a slight upturn in economic activity is expected. But explicit fiscal action to head off and reverse the downturn into strong recovery has until recently been taboo. 

Indicators on monetary and fiscal policies being implemented in the euro area tell the whole story. In contrast with the US and the UK, macroeconomic policies in the euro area did not loosen at all when the slowdown began after 2000:

· Although monetary policy finally did bring interest rates down, the euro appreciated considerably at the same time. This effectively neutralised all positive effects on growth and demand coming from lower ECB interest rates. It also worked to cancel out the impact wage moderation might have had on jobs and growth. In the US, on the other hand, interest rate cuts were much bigger and more rapid, and their effects on growth were reinforced by the depreciation of the value of the dollar.

· In general over the 2000-2005 period, fiscal policy provided no impetus to aggregate demand in the euro area. Structural deficits that measure the extent to which deficits are driven by fiscal programmes have basically remained the same: 1.8 per cent in 2000 and 1.8 per cent in 2005 (OECD figures). Again, the US and the UK have reacted differently by letting the structural deficit increase substantially (by 5.5  per cent of GDP in the case of the US and 4 per cent of GDP in the UK) to deficit levels that are substantially higher than in the euro area (structural deficit of 4.1 per cent and 2.9 per cent respectively in 2005). 

Given the imbalance in the euro area macro-policy regime, it comes as no surprise that the euro area is the only region in the developed world that has renounced an active demand policy to combat the downturn and at the same time also the only region that has failed to overcome the 2001 slowdown.

Competitive disinflation no longer works 

Why has Europe created such an unbalanced macroeconomic policy regime? Most probably, it is because Europe, when constructing the framework for European Monetary Union, drew too much on the ‘Buba’ model of competitive disinflation. The Bundesbank always disliked the use of aggregate demand management in times of downturns, counting instead on wage moderation to push down inflation relative to other countries and to act as a catalyst for an export-led recovery. 

However, it needs to be understood that the introduction of the single currency has changed the rules of the game of ‘competitive disinflation’ quite drastically. Unlike Germany, the euro area is a relatively closed economic block: the share of exports to the rest of the world is limited to 15 per cent of GDP. This means that 85 per cent of euro-area GDP relies on domestic demand. It also means that euro area wage moderation has little effect on the contribution of export demand to overall GDP growth, but at the same time undermines the much more important component of domestic demand. For an area as closed as the euro area, the recipe of ‘competitive disinflation’ is a dangerous one, certainly if it is not accompanied by flexible aggregate demand policies.

The single currency has ‘Europeanised’ the monetary policy instrument. What we need to do now is to ‘Europeanise’ economic policy-thinking as well, and stop copying national solutions at the European level. Otherwise, Europe will remain stuck in ‘beggar-thy-neighbour’ policies that fail to deliver growth and jobs.

III. Aggregate demand policy is not simply a ‘straw fire’! 
Aggregate demand also creates its own supply

Aggregate demand policies injecting new growth in the economy are often compared to a ‘straw fire’, working in the very short run but with no effect after that.

However, this view fails to understand the crucial role investment plays in the process of non-inflationary growth. Indeed, investment adds to the economy’s capital stock (machines, office equipment, information networks). This is important because the capital stock is a main determinant of potential growth. If an economy wants to produce and grow more, it needs the extra capital stock to do so. If an economy has insufficient capital stock, then faster growth will not be possible without triggering inflation. In other words, investments and higher capital stock increase the economy’s growth potential.

What factors drive investment? Essentially a combination of three factors: sufficient profitability, sufficient available finance at low long-term interest rates, and above all sufficient demand prospects (see for example ECB’s Monthly Bulletin, February 2004). Only when firms are confident there will be sufficient demand for their products will they start investing.

This means that there is an important link between aggregate demand management on the one hand, and investments and higher growth potential on the other. Aggregate demand policies, pulling an economy out of the low growth/low confidence trap, restore one of the most important incentives to invest. Demand policies eliminate existing slack in the economy and provide firms with new demand prospects. Provided adequate profitability and finance are available, active demand policies will trigger investment dynamics. And once investment has taken off, it will gradually increase the growth potential of the economy.

The importance of this mechanism should not be underestimated. When investments are growing at an annual rate of 7-8 per cent a year, the expansion of the capital stock is such that the economy’s potential growth rate increases 0.2-0.3 per cent per year. In other words, an investment strategy based on adequate aggregate demand policies is able to raise Europe’s potential growth rate from 2-2.5 per cent now to 3 per cent or even 3.5 per cent by 2010!

The cost of non-macroeconomic policies: explaining the paradox of structural reforms

What works in one direction also functions in the other. The process of more investment and higher capital stock adding to potential growth can also go into reverse. If investments collapse, the capital stock no longer expands and potential growth is reduced. This is exactly what has been happening in the euro area. Over the years, estimates of potential growth have been revised in function of the business cycle and the state of investments. When actual growth was high and business was investing, the euro area’s growth potential was estimated to be around 2.5 per cent and higher. With several years of low or even negative investment rates now behind us, it should come as no surprise that estimates of the economy’s growth potential have been reduced. But this can and should be remedied by using macroeconomic instruments to get the growth/investment cycle going again.

This explains the ‘structural reform paradox’. As described above, Europe has certainly been active in reforms pushing up its growth potential. But this increase in potential growth has been immediately offset by the failure to stabilise the business cycle leading to a collapse in investment. 

Put simply, structural reforms such as welfare reform may have made the unemployed even more desperate to look for work. But with a capital stock not expanding, machines to put the unemployed back to work are not available and the increased growth potential is not realised.

IV. Making Europe its own engine of growth: reform of the European macroeconomic policy regime

To improve the economic record of the euro area and to make the Lisbon strategy work in reality, reform of the European macro-policy regime is crucial. Reform must be such that European macro policy-makers stop thinking of only ‘stabilising’ the economy but also start thinking of ‘dynamising’ the economy through active and flexible aggregate demand policies. This will make it possible for Europe to become its own ‘engine of growth’ and transform it into a high-growth economy, driven by its own domestic demand instead of hoping to ‘freeload’ forever on demand side policies from the rest of the world.

This does not mean we want to downplay the need for reforming our economies. There are indeed challenges ahead, such as the fact that some emerging economies are starting to move up the chain of added value products (China seeking to conquer the market for cars for example). This requires a strong response from structural policies to invest more in lifelong learning, research and innovation and industrial policy. But at the same time, we should learn from all the mistakes we made in the past. In the 1970s, expansionary aggregate demand policies without accompanying structural reforms resulted in hyperinflation. But in the 1990s, and now more recently, lack of expansionary demand policies combined with ongoing structural reform resulted in a prolonged and unnecessary downturn.

This time, we have to get the balance right. We have to bring expansionary aggregate demand policies back into the picture so that the growth potential of those structural reforms that have already been made can be unleashed. Moreover, renewed expansion of economic activity will make it easier to implement and finance further structural policies. 

Proposals for macro-policy reform 

What needs to change in order to pursue active aggregate demand policies that will enable Europe to break the vicious circle of low confidence/low growth and put it on a path of high growth/high investment? 
	The ETUC’s Proposals

· Making the European Central Bank the guardian of price stability and growth. The European Treaty has given the European Central Bank a double mandate: to maintain price stability and to support economic growth. However, by claiming that price stability is the best and only approach, the ECB is in a state of denial of this double mandate. Moreover, in pinpointing price stability as ‘inflation below but close to 2 per cent over the medium term’, the ECB has in practice minimised the scope for expansionary monetary policy action and has been missing out on opportunities to tackle substantial slack in the economy. Indeed, there is a high probability that there will always be some temporary and one-off price shocks pushing inflation a little bit over the 2 per cent threshold and allowing the ECB to conclude that inflation is too ‘high’ to act on the growth front. To stop sacrificing growth on the altar of an extreme degree of price stability, the ECB either needs to increase the price stability target to a range of 2-3 per cent, or alternatively to focus more on underlying inflation trends. In that way, it can identify existing slack and opportunities for higher growth much better than by just looking at headline inflation. Indeed, corrected for shocks with a non-recurrent impact on headline inflation (oil prices but also indirect taxes), inflation has now gone as low as 1-1.4 per cent – way below the ECB’s target of 2 per cent, indicating that there is leeway for cutting interest rates further. The new guiding principle for the ECB should be to maximise support to economic growth while maintaining a reasonable degree of price stability.

· Using Europe’s power to act together: investing in recovery 
Monetary policy alone will not be enough. Fiscal policy-makers will also need to act. Governments should introduce ‘national plans for recovery’ worth about 1 per cent of GDP. These plans should focus on the Lisbon priorities and have a direct impact on jobs and demand. They should certainly not engage in another round of tax cuts that will only disappear into even higher profits and savings.

Member states should not be acting on their own. If they take joint action, they will reinforce each other and the impact on European aggregate demand and growth will double. And if the European Commission and the Council monitor and coordinate these national plans and unite them into a ‘European Coordination Initiative for Recovery’ the impact on confidence and growth may be even greater. 

Finance for this should come from three sources, two of which would not create higher deficits: 

· The European Investment Bank should issue a ‘European Growth and Lisbon Bond’. In today’s economy, excess savings abound. And because Asian economies and Europe’s private sector are piling up huge savings, long-term interest rates are at historical lows. Before this flood of excess savings dries up, and to avoid excess savings going further into the US real estate/consumption bubbles, Europe should act. The European Investment Bank should issue a 50-year bond to finance the European Initiative for Recovery. In this way, long-term finance to support member states investing in the Lisbon agenda can be assured at historic low interest rates. 
· ‘Austrian Keynesianism’: Governments should look carefully at the structure of public budgets and receipts and shift from categories with little effect on private demand to categories that have a high impact. In that way, new aggregate demand can be injected into the economy without changing the public deficit itself. 

· The ‘Lisbonisation’ of the Stability Pact. Europe cannot afford the luxury of waiting another five years or so for deficits to be eliminated before undertaking massive investment to correct Europe’s innovation gap. Europe needs to invest in innovation and knowledge, and it needs to do this right now. We have to use the room for action the recent revision of the Stability and Growth Pact is offering. Europe’s innovation gap needs to be looked upon as an ‘exceptional circumstance’, and additional public investments to remedy it should be seen as a structural reform warranting a temporary higher public deficit.. In this way, Europe can confront the twin gaps it faces at the same time: Europe has an ‘innovation’ gap, it invests too little in the knowledge society and other Lisbon goals. Europe also has an ‘output gap’, with economic activity running below potential. We should correct both gaps by using active aggregate demand policies that get Europe out of its low growth trap while at the same time strengthening European structures for long-term growth. 

.

· The euro needs to take up its international role. The enormous external deficit in US trade with Asian countries is putting pressure on the value of the dollar. And with Asian countries refusing to revalue their currencies vis-à-vis the dollar, a disproportionate share of the adjustment burden is falling onto the euro area. This should be watched very carefully. While the euro area should not set out to engage in competitive devaluations with the US, neither should we allow Europe to be the only region to adjust to these international exchange market pressures. If the ECB continues the policy of neglecting these trends, then finance ministers should step in. Indeed, the Treaty provides for finance ministers to decide on guidelines for managing the euro area’s exchange rate, which the ECB then should implement.

· Closer coordination of wage policy in the euro area. In recent years, wages and collective bargaining have not contributed to inflation getting out of control. With extremely moderate increases, the wage-related threat concerns more a downward risk to price stability – of inflation becoming too low and tipping over into deflation (with falling prices!). Nevertheless, responsible wage behaviour remains important. Fear for excessive wage increases could lead the ECB to abort the economic recovery in its earliest phase. On the other hand, if wage rises are too low this will undermine domestic demand and put strong recovery out of reach. At the European level, the social partners should address this issue and discuss options for monitoring what is happening to wages in the euro area.




How to get there? The role of the social partners and a Pact for European Economic Renewal

Macroeconomic policy is too important to be left to finance ministers and central bankers. Macro policy also concerns workers, trade unions and employer organisations. If macroeconomic policy-makers do not get their act together, growth and employment will suffer. In turn, increasing unemployment and insecurity will trigger wage and social dumping, threatening the European Social Model of social protection and fair working conditions. 

It is time for the social partners, in particular at the European level, to urge policy-makers to address the imbalance in European macro policy and to contribute actively to growth-friendly economic policies. 

In this context, employers and their organisations should come to realise that we are ‘in the same boat’. Ultimately, both employers and workers stand to gain from complementing structural reforms with active aggregate demand policies. A growing economy represents a ‘win-win’ situation by combining more jobs, more investments and higher profitability. The present situation is far from an optimal one. Enterprises may be able to increase their profit margins but, in the absence of these aggregate demand policies, this occurs at the expense of growth, investment and profitability itself. So, instead of hoping to get a bigger piece of a shrinking cake, employers would be better off taking a piece of the growing cake of a high-growth economy.

	A Pact for European Economic Renewal
To help restore investor and workers’ confidence, the European social partners should work on a joint declaration, a Pact for European Economic Renewal, covering:

· the necessary reforms to Europe’s macro-policy regime; 
· the need to prepare further, well targeted structural reforms to strengthen the European Social Model; 
· a commitment to discuss wage developments, with the aim of avoiding both excessive and over-moderate wage evolution;
· a plan to strengthen and intensify the macro-policy discussion and the coordination of macroeconomic policy at European level by using the existing structure of European social dialogue, including the Tripartite Summit of social partners and in particular by using the structure of the Macroeconomic Dialogue of Cologne (which brings together monetary policy-makers, fiscal policy-makers and the social partners).




