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SStarting in the 1990s, the eu15’s severe struc-
tural productivity problems (predominantly 
the significant deceleration in total factor 
productivity) and inadequate adaptation to the 
process of globalisation led to a persisting and 
sharp drop in the potential growth rate and 
undermined the growth potential.1 This trend 
was primarily characterised by a productivity 
gap relative to the world’s key technology 
leaders, the main determinant of which, in 
turn, was europe’s post-war convergence in 
growth driven by technological adaptation and 
imitation, coupled with the system’s innovation 
underperformance (see in detail in Halmai, 
2015). What was for a long time a latent and 
gradual erosion of growth potential turned into 

a manifest growth crisis at the onset of financial 
and economic recession.

The pre-crisis (and convergence) model 
is not sustainable in the new Member States 
either, and would not assist recovery (elekes 
‒ Halmai, 2013). in the absence of a sweep-
ing turnaround to boost growth, the rate of 
growth cannot even approach the pre-crisis 
level.

The latent and then overt growth crisis has 
shaken the european convergence mecha-
nism. The entire european model is facing an 
extraordinary challenge: in the absence of a 
convergence mechanism, the uniform mech-
anism of integration can become dysfunc-
tional. The rebirth of convergence is both a 
challenge to and a precondition of european 
renewal and reform.
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The unfavourable investment environment 
increases the level of capital outflow and facili-
tates a sharp rise in the imports of goods and 
services. A great degree of external openness 
continues to prevail, but in the past one and a 
half to two decades the competitiveness of cer-
tain global Member States has shown a down-
ward trend. in the global system of capital flows, 
europe increasingly becomes a capital exporter, 
which – while having beneficial economic ef-
fects – hinders employment and the growth po-
tential.2 All these problems, the imbalances of 
public finances and a need for sustainable pub-
lic finances increasingly generate conflicts with 
social and environmental responsibility and the 
characteristics of the european model of soli-
darity. Finally, the inadequate level of european 
governance thwarts european efforts to address 
the challenges of the growth model.

On the other hand, the crisis can also have 
a cleansing effect and release resources for 
activities of higher efficiency. Thus the crisis 
also creates new opportunities. it can facilitate 
wider and deeper changes than previously en-
visaged. These fundamental challenges, along 
with structural problems and the effects of the 
recent crisis call for a new medium-term nar-
rative for growth.

GROwtH CRisis And slOw  
And UnEvEn RECOvERy in tHE EU

The eu’s growth performance in the past 
decade signals structural weaknesses, market 
bias and bottlenecks. (Figure 1 summarises 
the performance of the eu15’s growth model 
operating in recent decades).3 According to 

Figure 1

The growTh model of The eU15

Note: Changes in potential growth and the impact of individual factors as a percentage of potential output

Source: author’s own calculations and editing
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standard growth accounting, in pre-crisis years 
(between 2001 and 2007) the main driver 
of european growth was increased labour 
productivity. improved labour utilisation 
and the increase in working age population 
accounted for one quarter of the economic 
growth. Potential growth in the eu27 was 
particularly impaired by the decline in youth 
participation in the labour force and by the 
decreasing number of hours worked per 
employee (Halmai, 2014, pp. 193–194). in 
the latest crisis, a sharp decrease in capacity 
utilisation entailed rising unemployment and 
a significant downward shift in total factor 
productivity (see Figure 1).

The economic and financial crisis caused 
a sharp decline in the level of potential out-
put. According to the preliminary estimate 
of the european Commission (2009), the 
eu’s potential output losses resulting from 
the financial and economic crisis would have 
amounted to approximately 4 per cent in the 
medium term. At the same time, the cumu-
lative level effect – taking the average poten-
tial growth in the period of 2000–2007 as a 
basis – is currently over 10 per cent, i.e. the 
eu27’s potential output is currently more 
than 10 per cent lower than what it would 
be in the case of the average dynamics of the 
pre-crisis eight-year period.4 Although eco-
nomic recovery has begun, simulations sug-
gest that this loss (i.e. lower potential GdP) 
has a lasting impact.

economic recovery – as has been confirmed 
by earlier experience – remains low and un-
even. Factors impeding growth are as follows:

•	deleveraging and fiscal consolidation,
•	higher-than-earlier risk premiums,
•	perpetuated labour market inadequacies.
Looking at potential growth in the eu27 

from the supply side, it is particularly lower 
labour utilisation and more moderate capi-
tal accumulation that are expected to have 
an adverse impact compared to the pre-crisis 

period. in the absence of substantive policy 
changes, the eu27 average for annual poten-
tial growth will not exceed 1–1.2 per cent for 
the rest of the decade.

The crisis has an adverse impact on capital 
accumulation. investment activity largely de-
pends on international and domestic demand 
outlooks and on the cost of capital. At the same 
time, the negative impact of diminishing capi-
tal accumulation on potential growth will be 
exacerbated further by the fact that economic 
restructuring increases capital impairment 
and entails the depreciation of capital assets 
of certain vintages. The crisis affects total fac-
tor productivity through the trends of its long 
term drivers, i.e. physical investment, R&d 
and innovation. For example, investments 
will be impaired if economic recovery is only 
moderate, or risk-related behaviours change. 
The latter entails higher risk premiums and 
tightened lending conditions, i.e. higher capi-
tal costs. Since private R&d investments are 
strongly procyclical, the crisis may result in a 
slower rate of technological progress. As a re-
sult of delayed adjustment by the banking sec-
tor, industrial restructuring can be hindered 
by limited access to credit and by entrenched 
structural rigidities. All this – as resources re-
main in less productive areas – may decelerate 
the growth rate of total factor productivity.

in respect of labour utilisation, the crisis ex-
erts its impact through the following factors: 
a decrease in the average number of hours 
worked; a falling participation rate; and high-
er structural unemployment5 (NAWRu). Past 
experience suggests that an increase in NAW-
Ru will be perpetuated during and after the 
crisis. Risk-related behavioural changes may 
lead to higher capital costs. Since the need for 
the latter – i.e. to offset higher-than-earlier 
capital costs – makes companies raise their 
mark-ups, a perpetuated increase in NAWRu 
may follow. Furthermore, long-term unem-
ployment leads to the continuous deteriora-
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tion of human capital causing an irreversible 
growth in NAWRu. (This is known as the 
“hysteresis effect”). All these factors will cause 
losses in potential output in the medium term.

in the period of 2010–2014, average annu-
al potential growth in the eu27 was 0.7 per 
cent, a rather moderate rate. in the euro area, 
these dynamics were even more unfavourable. 
Labour utilisation (as a result of a significant 
rise in NAWRu, falling average hours worked 
per employee and the shrinking working age 
population) and capital accumulation both 
show an unfavourable trend, i.e. they result in 
a far lower potential growth level than before 
the crisis. At the same time, the growth rate of 
the total productivity factor is low, converging 
during recovery to the low pre-crisis dynamics 
(which were much more moderate than at the 
start of the decade or even at the end of the 
1990s).

Since following the recent crisis falling 
employment and the decelerating dynamics 
of productivity are non-cyclical phenomena, 
long-term (secular) stagnation will remain a 
significant risk. (Cf. teulings and Baldwin, 
2014; Roeger, 2014; eichengreen, 2015). 
Potential growth trends are affected particu-
larly adversely by the low level of capital ac-
cumulation.6 At the same time, recession in 
the euro area had a dual nature: the financial 
crisis was followed by a sovereign debt crisis. 
This second stage of recession particularly un-
derscored the need to create a supranational 
financial stability mechanism and mitigate 
powerful fragmentation forces.

Similarly, the extension of the analysis un-
til 2020 indicates low potential growth rates. 
These dynamics are significantly lower than 
the average potential growth rate in eu coun-
tries over the past two decades, and are far 
worse than the corresponding indicators of 
the united States. The findings of the extend-
ed analysis are based on the following. At the 
start of the crisis, low labour utilisation was 

typical, which was followed by aging-related 
adverse trends in labour supply during the rest 
of the decade. in addition, the growth rate of 
labour productivity is low across the eu27. 
(At barely 1.2 per cent per annum, it is par-
ticularly slow in the euro area). At the same 
time, in individual Member States or in indi-
vidual groups of Member States substantially 
different trends can also develop.

Consequently, the crisis and the ensuing 
contradictory recovery process exert a signifi-
cant impact on future growth prospects in the 
eu. experience from past economic and fi-
nancial crises has demonstrated the great im-
portance of economic policy responses. For 
example, the deep recession in Sweden and 
Finland in 1991 was much more short-lived 
and did not result in lower potential growth.

This can be primarily attributed to a major 
structural change in these economies. Thus, 
the crisis also creates new opportunities for 
more profound changes. At the same time, 
as a case in counterpoint, insufficiently deter-
mined responses to the financial crisis com-
bined with mounting competitive pressure 
from emerging economies greatly contributed 
to the slowdown of potential growth in Japan 
during the 1990s.

tHE nEEd FOR A tURnAROUnd  
And A nEw nARRAtivE  
FOR GROwtH in EUROpE

Seeking an answer to the question of how 
to restore the triangle of europe’s economic 
prosperity – economic growth, stability and 
equity – in open and democratic societies 
provides a useful framework both for analytical 
and strategic thinking (see Figure 2).

Growth is a fundamental determinant of 
wealth. However, its stability, sustainability 
and the wide and equitable distribution of its 
results are equally important in society. Mac-
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roeconomic stability is not only essential in 
terms of smoothing out short-term cyclical 
consumption, but also safeguards against sys-
temic crises that jeopardise growth potential. 
The preservation of macroeconomic stability 
is a fundamental requirement, even with the 
temporary sacrifice of income growth. equi-
ty considerations are also inseparable, as the 
growth process cannot enjoy sustained demo-
cratic support if its benefits are only enjoyed 
by a limited, privileged group.

despite the problems mentioned above, the 
european union as a whole has been relatively 
successful in the global competition, for ex-
ample, in comparison to the united States or 
Japan. it is well-positioned in the value chain 
as the world’s largest exporter, thanks at least 
to deeper integration between eu economies, 
especially with the inclusion of Central and 
eastern european economies.

However, at present europe faces serious 
challenges as it attempts to lay renewed and sus-
tainable foundations for the convergence and 
integration mechanism. europe must perform 
better in order to take full advantage of its inno-
vation potential. The adverse trends of potential 
growth threaten with europe’ falling behind. 
Weaknesses and disparities between Member 
States, especially in broadly interpreted Medi-
terranean members, weigh on the growth poten-
tial. Attempts to dynamise the european econ-
omy are made amid slow and uneven recovery, 
ongoing adjustment and inevitable deleveraging 
in both the private and public sectors.

The rebirth of the european growth poten-
tial and growth model will only be possible by 
means of structural reforms that profoundly 
transform the modus operandi of europe’s 
economy and society while supporting poten-
tial growth.

Figure 2

The Triangle of eUropean prosperiTy

Source: pichelmann (2013)
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Countries at the cutting edge of knowl-
edge-based technologies need innovation to 
grow and to raise living standards. economic 
competition, post-graduate courses at leading 
universities and R&d investments (especially 
private investments) have a key role to play in 
all this. For these factors are crucially impor-
tant in closing the gap between europe and 
its global competitors. tight budgetary con-
straints and higher risk premiums do not make 
the achievement of these goals any easier.

Sustainability is conditional upon socially 
inclusive growth and the wider participation 
of citizens in society, especially in the world of 
work. intergenerational integrity and equity 
are essential for future-oriented investments 
and for building much-needed confidence. 
The appropriate planning and sequence of 
reforms are important factors in the fair dis-
tribution of burdens, the social and political 
acceptance of the reforms, as well as their 
implementation. Harmonising efficiency and 
equity is essential when implementing fiscal 
consolidation efforts aimed at transforming 
tax and welfare systems and improving the 
cost-effectiveness of public services. The pre-
sumed trade-off between efficiency and equity 
is sometimes exaggerated. inefficient welfare 
and social protection requirements make little 
difference in respect of equity.

On the other hand, the experience of many 
european countries demonstrates that collec-
tive social security systems, if designed and 
managed well, can be at least as effective from 
a welfare perspective as individual market-
based systems (Buti and Pichelmann, 2013). 
in all these cases, a thoughtful choice must 
be made. it is normally the relationship be-
tween growth, structural reform, and the dis-
tribution of income and wealth that must be 
thoroughly considered and, in certain cases, 
re-regulated.

europe must respond to fundamental chal-
lenges if it is to step on the path of sustainable 

growth. At the same time, europe must make 
sure not to take a regressive step in interna-
tional economic integration and ignore risks 
arising from global imbalances.

FOCUs On stRUCtURAl REFORms 

in spite of the first signs of recovery, there is 
no indication of the reversal of adverse growth 
and productivity trends in europe (Figure 1). 
The unfavourable trends in productivity are 
characteristic not only of service but also of 
productive sectors. industrial sectors in most 
european countries have started to move 
towards recovery. However, this is not enough 
for an overall productivity turnaround.

Productivity will remain the critical point 
of europe’s growth performance. The decisive 
structural role of total factor productivity is 
to be underlined. demographic factors and 
investments have an equally adverse effect on 
growth potential. The key to a turnaround in 
growth extending to the entire economy lies 
in the growth of service productivity.

When applying a global supply chain type 
of analysis in respect of the supply side, it can 
be seen that production directly for the global 
market accounts for one quarter of employ-
ment and half of labour productivity growth 
in europe (Van Ark et al., 2013). The manu-
facturing of industrial goods is critical in this 
regard. However, contribution to the global 
supply chain in market services has increased 
in many Member States in terms of both em-
ployment and productivity.

According to Foster, Stehrer and Timmer 
(2013), in line with the general trend, the eu 
has become more integrated into the global 
supply chain. Currently, 15 per cent of the 
eu’s GdP contributes directly or indirectly 
to satisfying global demand in other regions 
of the world. This proportion has increased by 
approximately 5 per cent in the past 15 years. 
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A similar but less significant trend can be ob-
served in employment: nearly 12 per cent7 
of vacancies depend on demand in other re-
gions of the world. The importance of emerg-
ing economies, including China, is growing 
in this respect. As the importance of foreign 
markets in eu exports increases, so does the 
significance of imports in respect of utilised 
inputs. inputs and intermediary products are 
increasingly manufactured by other countries: 
other Member States or third countries, as 
manufacturers of final goods. expressed in 
terms of the common metric of vertical spe-
cialisation, 15 per cent of total eu exports to 
third countries is generated in other countries. 
This rate has grown by approximately 7 per 
cent since 1995. even in the current period, 
the surplus of the eu’s foreign trade balance 
is 1.5–2 per cent of GdP. This is an indica-
tion that european market actors have man-
aged the period of intensifying globalisation 
fairly well (despite the severe repercussions of 
the financial and economic crisis).

Thus, overall, it appears that the european 
union has been competitive in recent years’ 
global market competition. For the most part, 
this was due to a deeper integration between 
eu economies. As a result of trade conditions 
and the globalisation of production, this in-
tegration has become visibly institutionalised 
and it functions accordingly. The general suc-
cess of the eu as a whole and of its individual 
Member States conceals significant divergenc-
es across the european economies. As early as 
the mid-1990s, there were great disparities in 
respect of the external vulnerability of indi-
vidual Member States, external and internal 
eu markets, and the structure of resources. 
However, this model has exacerbated in the 
past two decades. Only a few Member States 
(Germany, Austria, ireland, Luxembourg 
and certain Central and eastern european 
countries) have been successful with regard 
to their export performance, as calculated in 

terms of value added. Other countries have 
only managed to maintain or slightly improve 
their positions. That may be explained by the 
initial model of specialisation: internationali-
sation was driven primarily by a number of 
high-tech sectors (e.g. vehicle and electronic 
industries) through successful innovation, 
productivity performance and moderate wage 
policies. in these industries, the integration of 
Central and eastern european countries into 
the production network of advanced Member 
States played an important role. While this 
improved the international competitiveness 
of some countries, in certain cases, it has ex-
acerbated structural disparities between eu 
economies.

Macroeconomic policy efforts should con-
tinue to focus on rebalancing, even if sus-
tained cooperative strategies cannot be con-
sidered inherently guaranteed. Applying a 
series of simulations with the NieSR global 
model (NiGeM)8, Fic and Orazgani (2013) 
have examined persisting imbalances and dif-
ferent adjustment scenarios at the global and 
euro area levels. Their findings have revealed 
that coordinated policy actions can indeed 
yield high-quality results. At the same time 
they also pointed out that there is no “silver 
bullet” that would call for an appropriately 
calibrated policy mix in countries and world 
regions with either surpluses or deficits. in 
this context, a fully operable financial sys-
tem supported by a comprehensive bank un-
ion is crucially important for the euro area. 
“downhill” capital flows are indeed an essen-
tial factor of convergence. However, in order 
to maintain them, the risks of recovery and 
downturn must be managed better than be-
fore. The absence of capital flows may lead to 
“bad balances” characterised by weak growth 
and high and permanent real income gaps. 
increased competitiveness, an improved busi-
ness environment and comprehensive public 
sector reforms are essential prerequisites of the 
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lasting adjustment of external imbalances and 
the restart of downhill capital flows, invest-
ment and growth.

Van Ark et al. (2013) performed a detailed 
analysis of the differential productivity per-
formance of individual european countries. 
The analysis identified four types of european 
economies as follows:

•	integrated value chain (Germany, Austria 
and a large part of Central-eastern europe);

•	“inward lookers” (Mediterranean countries 
including France);

•	“global niche players” (mostly smaller 
economies in Northwest europe);

•	deindustrialised model (basically in the 
united Kingdom).

Van Ark et al. (2013) describe four possible 
scenarios concerning possible european trends 
in 10 to 12 years. The analysis used as a basis 
the strengthening of supply side capabilities, 
including productivity, innovation and global 
demand for goods and services, all being deter-
minants of the european union’s future situa-
tion. Figure 3 shows that the scenario marked 
1A (Global strengths) would be the most dy-
namic solution for renewing the european 
growth model and for consolidating the eu-
ropean growth potential. Scenario 2A (“Stuck 

Figure 3
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2.B Double loss

The EU27 is unable to develop contrary 
to the trend of slow global growth and to 
strengthen the EU’s internal performance 
significantly.

The trend of GDP growth drops below 1 per 
cent.*

Proliferation of low productivity charac-
teristics even in the strongest economies 
of EU27.

2.A “Stuck in the middle”

(Stuck in the middle)

The EU strongly goes against the trend of 
decelerating global growth and improves 
the EU’s internal performance.

The GDP growth trend is approx. 1–1.5 per 
cent.*

Internal differences in growth performance 
depend on performances achieved in the 
single market.

2. moderaTe global demand

Note: *EU27 average

Source: van Ark et al. (2013)
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in the middle”) would promote the renewal of 
the european growth potential in a more mod-
erate global demand framework than would 
Scenario 1A. By contrast, Scenarios 1B (Lost 
opportunities) and even more so, 2B (double 
loss) predict dangerous trajectories.

Van Ark et al. summarised possible growth 
impacts on the basis of supply and demand 
characteristics. These scenarios, as is indi-
cated by the authors, provide only a frame-
work for observing opportunities and dis-
cussing necessary policy measures. However, 

as is shown in Figure 4, each scenario can 
impact the abovementioned four groups of 
Member States in widely different ways. As 
can be seen in respect of the entire eu, even 
the most favourable trajectory would fail to 
dynamise the inward-focused Mediterranean 
countries if the current conditions persisted, 
while the most adverse consequences of more 
unfavourable trajectories would hit them 
the hardest. The rebirth of recovery-driven 
growth demands further efforts. At the same 
time, the most competitive Member States 

Figure 4
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could develop further even if less favourable 
trajectories prevailed.

The analysis performed by Bartelsman (2013) 
using the corporate perspectives of iCt, real-
location and productivity as a starting point, 
would increase the likelihood of a high produc-
tivity growth scenario. The starting point as-
sumes that under new conditions knowledge-
based capital investments, including intangible 
investments, fall into place. technologies in the 
advanced stage of development can, if favour-
able conditions exist, push the cutting edge 
of productivity even further. Bartelsman pos-
its that Moore’s law9 and the development of 
iCt create an opportunity to increase labour 
productivity by 2.5 per cent annually in the 
next 20 to 30 years. Leveraging this potential 
demands that stimulation of the wider applica-
tion of iCt is intensified and that the produc-
tivity of less productive innovative companies 
applying such technology is increased.

The processes of flexible resource realloca-
tion are also critical, as are structural reforms 
promoting the same. They are indispensable 
for the widespread diffusion of new technolo-
gies. Labour market challenges of reallocation 
are extremely important and so are stimula-
tion of learning and considerations related to 
wage differentials. As a main characteristic of 
existing and foreseeable technologies, the high 
permanent costs of creation and low marginal 
costs of use can cause higher wage fluctuations 
and further distortions of distribution. Ac-
cording to Bartelsman, public services (such 
as health insurance and education) and their 
reform cannot only directly increase aggregat-
ed productivity but can also absorb employees 
made redundant in other sectors.

This analysis is complemented by the rea-
soning of Czernitzki and Toivanen (2013). 
The authors analysed the relationship between 
R&d, productivity and innovation policies 
with a view to reducing the gap between op-
timum levels for society and private R&d. 

Since innovation policy can have a displace-
ment effect, they have tested it empirically 
based on Belgian and German corporate data 
to see whether R&d subsidies stimulate pri-
vate investments. The authors found that in-
novation subsidies have positive additional 
efficiency. There appears to be a positive cor-
relation between past innovation experience 
and investment intensity. The studies demon-
strated that companies characterised by lower 
labour productivity are willing to implement 
larger investments. in other words, these com-
panies can benefit more from subsidies than 
companies at the technological cutting edge. 
At the same time, the existence of subsidised 
R&d projects with a convergence effect can 
also push forward the technological cutting 
edge in the economy.

The key element of a strategy focusing on 
a growth turnaround lies in stimulating faster 
productivity growth by means of structural re-
forms improving the functioning of the mar-
ket and strengthening the growth potential. 
Concurrently with the more efficient use of 
resources, the basic goal is to increase the em-
ployment rate in a sustainable fashion. 

“GREEn” And EqUitAblE GROwtH  
And sHAREd pROspERity

environmental requirements and restrictions 
are often seen as obstacles to growth and as 
competitive disadvantages for european 
companies in the global competition. At the 
same time, there is growing global interest 
in “green” sustainable growth potential and 
in overcoming damage to the environment. 
Companies across the european union 
have already made considerable progress 
in manufacturing clean and more efficient 
technologies, products and services. For 
example, eu companies have implemented 
two thirds of foreign direct investment 
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worldwide in the field of renewable energy 
during the period of 2007–2011 (Halmai, 
2014, p. 289) At the same time, in this mar-
ket global competition intensifies, especially 
from certain emerging economies. Link-
ing high environmental requirements and 
competitiveness is possible and the european 
economy could significantly expand in the 
field of green technologies.

The perpetuation of structural productiv-
ity differences between certain Member States 
needs to be addressed by means of determined 
structural reforms. They would be of high 
significance in both export-driven and “non-
tradeables” sectors in terms of creating the 
structural conditions of convergence.10 in this 
field – due to the sovereign debt crisis and the 
need for fiscal consolidation – progress is only 
possible over a longer horizon. However, the 
deep north-south divide in earnings would 
have grave social and economic implications. 
Wide-ranging structural reforms and the com-
plete implementation of a bank union offer an 
opportunity to revitalise capital flows within 
the eu and to avoid former misallocations. At 
the same time, european solidarity can con-
tinue to play an important role in structural 
and cohesion policies.

europe is undergoing a period of unprec-
edented fiscal consolidation and structural 
economic policy reforms. However, in the ab-
sence of the necessary social balance, certain 
reforms introduced during the financial mar-
ket stress will lose their viability in the long 
run. Therefore, it is particularly important to 
answer the question of how further efficien-
cy-improving reforms can be supplemented 
with other necessary measures ensuring social 
balance, and how could the european union 
provide better incentives to Member States 
to implement reforms producing a more bal-
anced distribution. Grüner (2013) studied the 
distribution consequences of european fis-
cal and structural reforms, and worked out a 

number of recommendations about how they 
should be combined to ensure their more fa-
vourable social acceptance in the long run. 
His recommendations also cover how the 
structuring of positive and negative incentives 
can be geared toward fiscal consolidation and 
fiscal reforms in the long run, creating a bal-
ance among the distribution consequences of 
structural reforms.

Buti and Pichelmann (2013) stress that so-
cial expenditures do not merely create a bur-
den. integrity and fairness also foster trust and 
social cohesion, thereby promoting a positive 
behaviour in respect of openness, innovation, 
adaptability and change.11“It would also be a 
mistake to overlook the significant changes wel-
fare and social models have undergone over the 
past two decades, starting to move away from pas-
sive social protection to capacitating and activat-
ing social support systems. In that way, and pro-
vided that reforms continue, they can be an asset 
in the competitive challenge, not an obstacle to 
growth and prosperity” (Buti and Pichelmann, 
2013 p. 6). Certain countries hit hard by the 
crisis will inevitably have to renew their social 
models on the basis of financial sustainability 
and equity.

europe is in need of bold political actions12 
for recovery and for creating the conditions 
of sustainable growth. They include regulatory 
reforms of financial integration and stability; a 
complete bank union; consistent fiscal policies 
ensuring the reduction of structural deficit in 
the medium term; a productivity strategy 
driven by comprehensive and deeply penetrat-
ing structural reforms; the concurrent expan-
sion of competitiveness and employment and, 
in vulnerable countries, a growing share of 
the tradeables sectors. in other words, there 
is a need for european, eu-level coordinated 
structural reforms and the implementation of 
a growth agenda. The overall objective of all 
these efforts is to ensure equitable growth and 
shared prosperity.13
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REstORinG GROwtH pOtEntiAl:  
tHE ROlE OF pROdUCt  
And lAbOUR mARkEt REFORms

Since economic recovery after the financial 
crisis has been slow and uneven, the 
dismantling of obstacles to growth is critical, 
as are the stimulation of adaptability and 
the implementation of structural reforms 
promoting growth. At this juncture, it needs 
to be underlined that structural reforms today 
are often (maybe most often) are referred to as 
reforms categorised under fiscal consolidation. 
in the current period, these reforms are 
designed primarily to reduce the burden on 
public finances and tighten the parameters of 
transfer systems. Their necessity can hardly be 
disputed. However, austerity agendas impose 
a burden on a large part of society and are 
often viewed as a loss of acquired rights. The 
delay of certain reforms can also play a role in 
this. if reformed in time, transfer systems can 
cause less pain and offer more opportunities 
for the implementation of gradual changes. 
in point of fact, long-term reforms can even 
create an increased burden on the public purse 
initially. it may take a long time to achieve 
a more sustainable growth path and more 
favourable trends in public finances, but in 
terms of social costs and legitimacy, well-
timed and balanced reforms may be easier to 
endure. When long overdue reforms aimed 
at fiscal consolidation are implemented in 
periods of severe macroeconomic imbalances, 
there may be an increased need for maximising 
short-term savings at the expense of long-term 
considerations. (A special trade-off can occur, 
whereby tensions are put off to a later period 
for future governments). Reforms containing 
restrictions and austerity measures and aimed 
at – in many ways forced – fiscal consolidation 
can lead to reform fatigue in Member States 
(e.g. Mediterranean and the Central and 
eastern european countries) struggling with 

fundamental structural difficulties. Therefore, it 
must be stressed that the other type of structural 
reforms comprise reforms that support the 
growth potential. (At the same time, reforms 
targeting fiscal consolidation – provided that 
they bring about sustainable changes benefiting 
the growth potential – can also be regarded as 
growth supporting reforms).14

The impact of these reforms typically takes 
hold in the medium and long run. Reforms 
tend to entail a relatively long delay in imple-
mentation due to administrative, institutional 
or policy-making constraints. Often, the ef-
fects of the reforms trickle into the real econ-
omy only gradually; indeed, it may take years 
to achieve the new perpetuated state. in the 
short run, these reforms can even have nega-
tive impacts on economic activity due to the 
adaptation costs of resource allocation. Cer-
tain growth stimulating reforms may require 
ex ante budgetary spending.

At the same time, certain structural reforms 
may have positive macroeconomic effects over 
the short term. Structural reforms may pro-
mote favourable future growth prospects and 
contribute to the inescapable fiscal consolida-
tion. The magnitude of these effects is closely 
related to the credibility of reform decisions 
and the ability of Member States to speed up 
their reform agenda in consideration of pos-
sible implementation delays.

 According to the simulations performed, 
structural reforms may give rise to significant 
potential advantages. euro area GdP would 
exceed its current level by 6 per cent in ten 
years if the gap between the cutting edge and 
the rest of the countries was halved by simul-
taneous comprehensive reforms (Roeger et al., 
2013; Varga – int’Veld, 2013). This simula-
tion appears neither too ambitious nor unre-
alistic. A greater degree of gap closure would 
have a proportionally larger impact.

Structural reforms can increase growth 
performance (especially if the innovation po-
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tential is unleashed). At the same time, in the 
current period their capacity in respect of sup-
porting recovery is rather uncertain: as certain 
reforms can have short-term budgetary or ad-
aptation cost implications, due to probable 
delays and political and institutional reasons, 
their effects can spread to the real economy 
only gradually. empirical evidence suggests 
that certain structural reforms can also have 
a positive impact on economic activities – if 
they are applied without unnecessary delay, 
it is possible to offset the unavoidable short-
term negative impacts arising from their im-
plementation.

it has to be taken into account that the 
analysis covers the potential effects of struc-
tural reforms. The analysis is based on the lat-
est available indicators. However, the impact 
of the measures taken in recent years is not, 
or only partially reflected in the indicators 
concerned. The implementation of structural 
reforms may be slower than assumed in the 
model. in this case, the effects will be more 
moderate than expected. in the current eco-
nomic environment, the effects of public and 
private balance sheet adjustments are strongly 
perceived. Lending conditions are tight and 
restricted. As a consequence of these fund-
ing constraints, the short-term impact may 
be lower than assumed. However, growth im-
pacts are significant and may contribute to re-
covery. The effects on output and employment 
can be measured primarily in the medium and 
long term.

Reforms stimulating product markets and 
competitiveness may result in a significant 
output surplus. However, these effects will 
be perceived only gradually. increasing R&d 
subsidies in the short term might even reduce 
output. However, their long-term impact is 
significant. Certain labour market reforms 
will also yield results in the medium or long 
term (especially reforms designed to increase 
the participation rate of women and older 

workers). However, these programmes will 
also create a burden on the budget in the short 
term. At the same time, reforms designed to 
increase the labour market participation of 
older workers can generate considerable budg-
etary savings. Therefore, reforms affecting the 
tax structure (by shifting the burden from 
work to consumption) can be quickly imple-
mented and contribute to increasing employ-
ment and output.

The positive trickle-down effect of structur-
al reforms can affect output and employment 
as well. The impact on supply will increase 
imports and promote the growth of trading 
partners. (Although the latter is in part offset 
by the competitiveness effect). The effects on 
foreign trade will be relatively moderate and 
partly negative as well (with the supply ef-
fect being stronger than the competitiveness 
effect). Structural reforms in public finances 
may generate significant improvement. There 
will be a measurable decline in the debt-to-
GdP ratio in the medium and long term. 
This can facilitate further consolidation meas-
ures and contribute to the sustainable financ-
ing of public debt. These positive cascading 
effects and budgetary impacts can augment 
the incentive for implementing structural re-
forms. (in the system of the european Semes-
ter, country-specific recommendations serve a 
similar function). All these factors can be in-
dicative of the potential advantages of policy 
coordination and the possible incremental ef-
fects of the integrated and simultaneous im-
plementation of reforms.

underlying as a central factor the struc-
tural reforms supporting the growth potential 
is the need for a better functioning internal 
market and an improved business environ-
ment. As a result, market distortions can be 
eased, investment and innovation opportuni-
ties improved, and the eu’s competitiveness 
strengthened. All this requires fundamental 
reforms in product and services markets as 
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well as resource markets, in particular, the la-
bour market and the money market. Reforms 
promoting knowledge and innovation are 
closely linked to these factors and are of simi-
lar significance.15

The penetrating implementation of these 
reforms can create chances for a growth 
turnaround in europe. These reforms offer 
the prospect of the renewal of the european 
growth model and a better adjustment to 
the challenges of globalisation. in the imple-
mentation of structural reforms supporting 
growth, social conditions determined by in-
stitutional, cultural and historical factors in 
individual Member States – which are col-
lectively described by M. Abramowitz as “so-

cial capability” – are particularly important 
elements.

europe is in need of bold political actions 
for recovery and for creating the conditions 
of sustainable growth. Structural reforms co-
ordinated at the eu level and a growth agenda 
based on these reforms are necessities.16 Only 
solutions that give priority to economic ra-
tionality, international competitiveness and 
the knowledge-based economy can yield long-
term success. All these efforts can generally be 
aimed at equitable growth and shared prosper-
ity. While the main directions of action can be 
outlined, their extensive and comprehensive 
review requires further scientific and public 
debate on the future of the european model.

1 For a growth accounting-based analysis of poten-
tial growth dynamics in the period of 1981‒2013 
and projections until 2018, see Halmai (2014). 
The quantitative basis of the conclusions concern-
ing the growth potential is presented in the paper 
cited above. The eu15 is the group of eu Mem-
ber States before 2004. Among the current Member 
States, adequately reliable growth accounting data 
are only available for Croatia. For this reason, the 
eu27 grouping is applied.

2 According to eurostat data, the balance of the 
eu27’s foreign direct investment (Fdi) (i.e. invest-
ments linked to the rest of the world outside the 
eu) has stood at around euR 120–180 billion per 
annum in recent years, except for the worst period 
of the crisis. in other words, this was the amount by 
which Fdi outflows from the eu27 exceeded Fdi 
inflows. At the same time, levels of capital intensity 
and marginal product differ widely within the eu. 
in an inspiring investment climate this net capital 
outflow would – as is logically assumed – be lower, 
while investments and potential growth within the 
eu would be higher. (it should be noted that in-

vestment rates in the united States have exceeded 
those in the eu15 countries in every year since 
1992).

3 in what follows the source of data in this paper is the 
author’s own calculations made on the basis of the 
ePC Output Gap Working Group’s database.

4 Author’s own calculations. it is to be noted that dur-
ing the years immediately preceding the crisis, the 
rate of potential growth – during the period of latent 
erosion – already slowed compared to the referenced 
period. Thus, if the period immediately preceding 
the crisis is taken as a baseline, the level effect is more 
moderate than that explained above.

5 NAWRu: Non-Accelerating Wage Rate of unem-
ployment. 

6 The latest work of Báger (2015) provides a detailed 
analysis of domestic accumulation processes.

7 in european employment, which is directly de-
pendent on global demand, the number of vacan-

Notes
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