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Policies for sustained growth 
 
[slide 2] 
 

Let me start by giving you a brief overview of the main 

data from the recently-published spring forecast of the 

Commission. According to this forecast, the EU economy 

is expected to return to potential growth during the course 

of 2005 as domestic demand gathers momentum. Overall, 

GDP growth is projected at 1.6% in the euro area and 

2.0% in the EU in 2005 (and 2.1% and 2.3%, respectively, 

in 2006). The forecasts for this year and next rely on 

stronger domestic demand, especially a sustained 

acceleration in investment. As a result of a  moderate 

increase in disposable income, and supported by the 

effects of past structural reforms, private consumption is 

expected to recover gradually over the forecast horizon. 

The growth contribution of net trade is set to turn 

marginally negative in 2005 and 2006. 
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[slide 3] 

 

Euro-area headline inflation is expected to fall to 1.9% this 

year, as a result of the combined effects of the euro 

appreciation, wage moderation and remaining slack in the 

economy. A further fall to 1.5% is foreseen for next year. 

For the EU as a whole, the projected profile over the 

forecast horizon is flatter. After an initial fall from 2.1% in 

2004 to 1.9% this year, a further decline to 1.7% is 

projected for next year. Employment growth is set to 

accelerate in both the euro area and the EU, facilitating a 

modest fall in unemployment in 2006. Similarly, public 

finances should remain broadly unchanged this year with 

the deficit at 2.6% of GDP in both the euro area and the 

EU. 

 

[slide 4] 

 

These forecasts are subject to a number of risks. On the 

external side, downside risks include disorderly exchange 

rate adjustments and weaker-than-expected global growth. 

A further risk is linked to the development of commodity 

prices, particularly oil prices. Higher-than-expected oil 

prices would have price and income effects. The 

production costs of firms would increase and consumer 
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spending would be dampened. However, higher oil prices 

also increase the wealth of oil-exporting countries that 

typically have a close trading relationship with the EU. 

Finally, the strength of the euro can shelter the euro area 

partially from the rise in oil prices.  

 

On the domestic side, an upside risk would be a more 

rapid pick-up in private consumption, boosted, inter alia, 

by the beneficial impact of labour market reforms. Given 

the high savings rates, pent-up demand could be financed 

easily. Moreover, in view of the fact that the pace of 

investment has to date been lower than might be expected 

from favourable financing conditions and positive 

developments in earnings and profitability, stronger growth 

in investment cannot be excluded. A downside risk on the 

domestic side would be more subdued consumer 

confidence which, if confirmed, would weigh on private 

consumption growth and could also hold back investment 

plans.  

 

[slide 5] 

 

Going forward, a pick-up in domestic demand is the key to 

the EU economic outlook, since it has been the main 

contributor to the weakness of the current recovery, 
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particularly when compared to previous expansion phases. 

In the following slides, developments in the euro-area 

economy during the most recent recovery (which started 

mid-2003) are compared with the average evolution over 

the four previous recoveries. Our analysis shows that, six 

quarters after the beginning of the last expansion, euro-

area output is about 2% lower than the real GDP level 

recorded during the average of previous recoveries.  

 

[slide 6] 

 

Both domestic and foreign demand developments played 

a role in the relative weakness of the current recovery. 

Private consumption is currently about 1.6% below the 

average level recorded in similar expansion phases, while 

the divergence for investment is estimated to be around 

2%. Growth of private consumption averaged 0.3% in the 

last six quarters, against an average of 0.5% in past 

recoveries; the recent growth in investment was 0.5%, 

against an average in the past of 0.9%. 

 

[slide 7] 

 

The contribution of net trade to the current economic 

expansion has also been less favourable than in the past, 
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weighing on the strength of the recovery. Part of the 

relative weakness of exports is due to adverse exchange 

rate movements. While it is, of course, difficult to compare 

different business cycles, this recovery has taken place 

after a period of prolonged appreciation of the euro from a 

low level, which was not the case in 3 out of the 4 previous 

upturns. Finally, employment growth typically lags the 

pick-up in aggregate demand. Taking this into account, the 

increase in employment in the early stages of the current 

recovery appears somewhat less dynamic than during 

previous upswings. 

 

[slide 8] 

 

It is interesting to consider the results of the same 

comparative exercise at the Member State level. Among 

the five biggest Member States, Italy, Germany and the 

Netherlands stand out as the countries experiencing 

considerably slower output growth than in previous 

recoveries. The relative level of real GDP in these three 

countries is about 4% lower than at the same point in time 

in previous upturns. The “underperformance” in these 

three countries explains most of the aggregate 

underperformance at the euro-area level. Note, however, 

that measuring the "underperformance" at euro-area and 
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Member-State level is not straightforward, as the turning-

points for the individual Member States are not necessarily 

identical to the euro-area turning-point.  

 

In Spain, output growth has proceeded at a much faster 

pace since the latest trough, although the growth gap 

compared to previous upturns is evident also in this 

country. Among the largest euro-area Member States, 

France is an exception, since the current recovery is 

broadly in line with previous accelerations in economic 

activity. 

 

[slide 9] 

 

An important factor explaining the widening growth 

dispersion among the four largest economies is the 

strength of the domestic economy during the current cycle. 

Domestic demand remained strong in Spain throughout 

the cycle, underpinned by the booming construction 

sector. All four countries (i.e. Germany, France, Italy and 

Spain) benefited, albeit to different extents, from the 

buoyancy of global trade during the initial stages of the 

recovery, although the external contribution turned 

negative in the second half of 2004. Germany’s exports, in 

particular, benefited from strong growth in demand for 
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manufactured goods. As the recovery progressed, 

improving competitiveness helped Germany to gain 

market shares and the external sector continued to 

support growth, while domestic demand, particularly 

private consumption, remained weak.  

 

[slide 10] 

 

Italy did not share Germany’s export performance due to 

the product composition of Italy’s exports and diminishing 

competitiveness. This slide shows a fairly strong 

correlation between export growth and changes in 

competitiveness, measured by the REER (deflated by unit 

labour costs). Italy and Ireland experienced the strongest 

loss in competitiveness during the last two years. Italy was 

unable to benefit from having the highest export market 

growth of all euro-area members in 2004. The 

deterioration in competitiveness was compounded by the 

weakness of Italian domestic demand, stemming from the 

low level of consumer confidence. In France, private 

consumption proved to be more resilient as the cyclical 

upturn advanced, compensating in part for the loss of 

export market shares.  

 

[slide 11] 
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The strong export performance of Germany and the 

Netherlands may be taken as a sign that the international 

price competitiveness of German and Dutch production 

has been restored. However, domestic demand has 

stagnated in these two countries. Although the causes of 

the stagnation are not identical – as the Netherlands came 

from a period of overheating – the disappointing domestic 

performance is linked to factors, which have facilitated the 

restoration of competitiveness. Private consumption has 

suffered from subdued income development, following 

wage moderation and rising unemployment.  

This wage moderation was essential for restoring 

competitiveness. At the same time, and unavoidably in a 

monetary union, countries with below-average cost and 

price developments experience relatively high – although 

not high in absolute terms - real interest rates. 

In addition, in Germany, potential investors may be held 

back by low growth expectations that have become 

entrenched, in view of the sluggish recovery of domestic 

demand. Nevertheless, Germany and the Netherlands are 

two countries that have used the recent period of slow 

growth to improve their competitiveness and that will be 

beneficial in the future. It the case of Italy, on the other 
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hand, the loss of competitiveness does not bode well for 

the country’s economic prospects. 
 

[slide 12] 

 

To conclude the section on growth dispersion and 

competitiveness developments, it is evident that part of the 

growth dispersion among the 25 EU economies is related 

to enlargement. The growth potential of the recently-

acceded Member States is estimated at around 4% per 

year (compared to around 2% for the so-called “old” 

Member States). However, their starting position is also 

different with a GDP per capita on average of less than 

half of those of the EU15. With a better growth 

performance, they will catch up gradually with the EU-

average. 

  

The disappointing growth performance of the EU-economy 

and the failure to create more jobs indicates the presence 

of broader structural weaknesses. Europe’s low rate of 

potential growth and the differing growth performances of 

EU Member States in recent years - apart from the “new” 

Member States - can be partly linked to less progress in 

pursuing reforms in product, labour and financial markets. 

A more forceful recovery seems to be held back by a lack 
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of confidence and uncertainty over the future course of 

policies. By clarifying the future policy agenda and setting 

in motion structural reforms, a sustained period of stronger 

growth could become feasible. 

 

[slide 13] 

 

Against this economic background, the Commission 

adopted last week the Integrated Guidelines for growth 

and jobs. They bring together the Broad Economic Policy 

Guidelines and the Employment Guidelines into a single 

document that provides guidance to Member States for 

their economic policies in 2005-2008.  

Commissioner Almunia already spoke about the 

procedural aspects of the relaunched Lisbon Strategy. 

Therefore, I would like to focus on its underlying economic 

rationale. I will begin by looking at the likely impact of 

ageing populations on the EU’s potential rate of growth 

over the next half-century. I will then turn to the gains from 

implementing Lisbon-style reforms in European product, 

labour and capital markets and from increasing investment 

in knowledge and innovation.   

 

[slide 14] 
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Europe’s low level of potential growth acts as a brake on 

our attempts to achieve higher sustainable rates of 

economic growth, to generate employment and to improve 

standards of living. It is, therefore, important to act now to 

inject dynamism into the EU economy by encouraging 

greater flexibility in product, labour and capital markets 

and increasing investment and innovation in the 

knowledge-based economy. The ageing of populations in 

Europe adds to the urgency of this reform. 

 

[slide 15] 

 

The population of working-age in Europe will start to shrink 

from 2010 onwards as the post-war baby-boom cohorts 

enter their retirement years. This can be offset by 

increases in productivity growth or a better use of labour 

through higher participation rates and longer working 

hours. Without such compensation, a fall in the supply of 

labour will itself lead to a reduction in the potential growth 

rate. The decline in total factor productivity growth in the 

EU-15 that we have observed over the last two decades 

makes this all the more necessary. 

 

[slide 16] 
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Our analysis indicates that the “pure” impact of ageing 

populations will be to reduce potential growth in the EU-15 

from the present underlying rate of around 2% to about 

1¼% by 2040. In Japan, the negative impact on economic 

growth will be even more severe than in the EU. In 

contrast the potential growth rate in the US is projected to 

remain robust at about 2½% per annum.  

 

This difference in economic performance between the EU 

and US – based on present trends – can largely be 

attributed to the projected continuous increase in the 

population of working-age in the US over the period. The 

fall in the potential growth rate may at first sight appear 

small, but its cumulative effect over 50 years would be a 

shortfall in EU-15 GDP per capita of some 20%. This does 

not suggest that our living standards will fall by 20%, but 

rather that they will be lower than what could be possible 

in the absence of demographic change.  

 

[slide 17] 

 

In view of ageing and demographic trends, Europe simply 

cannot afford to continue to postpone measures to 

address its relatively weak growth performance. The 

ageing of populations will put enormous strain on both our 
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public finances and labour supply. At the same time, the 

EU must adapt itself in order to be able to fully seize the 

opportunities created by increasing globalisation and the 

rapid development of new markets. 

 

What if the EU fails to implement reforms? The precise 

costs of inaction are of course difficult to gauge, but not 

long ago the Commission made a survey of empirical 

evidence of the effect of structural reforms. According to 

Commission estimates, product and labour market reforms 

alone could be expected to add almost half a percentage 

point to the annual growth rate. An additional quarter of a 

percentage point would come from the increased 

investment in knowledge foreseen by the Lisbon Strategy. 

Over a 10-year period, this would imply an increase in the 

level of GDP of up to 7-8%. This figure may even 

underestimate the potential benefits of the Lisbon strategy, 

as it does not specifically take into account the effects of 

capital market integration. “London Economics” estimated 

these effects to be just over 1% of GDP over the longer 

term. The figure also ignores possible complementarities 

between reforms undertaken in the different domains. 

 

[slide 18] 
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Let me look for a moment at the process by which 

structural reforms deliver higher jobs and growth. Product, 

labour market and financial market reforms and an 

increased emphasis on knowledge and innovation may be 

expected to lead to increased competition and higher 

investment. This in turn leads to increased efficiency:  

 

• Increased efficiency in the way our economy 

allocates its scarce physical and human resources; 

• Increased efficiency in terms of the production 

processes our businesses use; and 

• Increased efficiency in terms of our economy’s 

capacity to exploit future growth opportunities. 

 

Evidence of the rewards from successful reforms can be 

found in the network industries. Over the past decade, 

significant progress has been made in liberalising gas, 

electricity and water utilities. Compared to the network 

industries in the US, growth of labour productivity per hour 

in the EU-15 in 1995-2001 was more than five percentage 

points per year higher! 

 

[slide 19] 
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In conclusion, the challenges posed by ageing 

populations, increased globalisation and technological 

change and the likely gains from reforming our labour, 

product and capital markets, mean that implementing the 

renewed Lisbon Strategy is a matter of economic 

necessity for Europe.  

 

I believe that the Commission’s Integrated Guidelines 

present a blueprint of the macroeconomic and structural 

policies needed for improving the EU’s economic 

performance in the short-run and unlocking its growth 

potential in the longer term.  

 

It now falls to Member States to translate these guidelines 

into workable national action programmes for 

implementing Lisbon. In preparing and assessing these 

programmes, I am confident that the EU and its Member 

States can work together to achieve our common goals of 

raising growth and employment in Europe.  

 

Thank you very much for your attention. 
 


