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AT A GLANCE

More Europe: 13 Challenges, 13 Solutions

By Alexander Kriwoluzky et al.

- In this issue, over 20 DIW Berlin researchers identify Europe's areas for improvement and suggest
solutions

- A pact for innovation, more stringent merger control, and targeted industrial development would
promote competitiveness and convergence

- New fiscal regulations, a stabilization fund, and more efficient insolvency procedures would make
Europe more stable and social

- Europe must work together to tackle global challenges such as the environment and migration
with a 100 percent renewable energy system, a climate pledge, and an EU plan for Africa

- Europe can successfully manage internal and external risks with more uniform conditions and a
united front

The level of prosperity across the EU is very consistent, but has converged significantly since 2000
GDP per capita 2017 in euros and percentage change since 2000

The countries with the five highest and five lowest
percentage changes since 2000

I High percentage change
Low percentage change

Estonia

Latvia
GDP per capita 2017 Lithuania
in euros
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Bulgaria
18 Greece
Cyprus
36
Sources: Eurostat, authors' own calculations. © DIW Berlin 2019

FROM THE AUTHOR MEDIA
Three Ps are currently the greatest risks facing Europe: populism, protectionism, and e
paralysis. The European elections are an opportunity to change direction. We need more =
Europe in important areas in order to be able to react to challenges effectively—with a [=

forward-thinking strategy focusing on Europe’s strengths.

W e Audio Interview with A. Kriwoluzky (in German)
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EDITORIAL

Europe must focus on its strengths

By Marcel Fratzscher and Alexander Kriwoluzky

Europe is at an important crossroads. Rarely in the past

70 years have there been such existential risks, both within
Europe and externally. The economic effects of the financial
and sovereign debt crisis are still being felt in many Euro-
pean countries: crisis-ridden banks, high youth unemploy-
ment, and growing divergences within Europe. Increasing
competition from Asia as well as the US government's
protectionist trade policy are adding to the pressure.

There is also social polarization in addition to the economic
dimension of the crisis. Europe is experiencing a massive
demographic ageing, populism is on the rise in politics, and
far too little is happening in Europe and its member states to
counteract climate change and to protect the environment.
This lack of action against climate change has inspired
youth to take part in the "Fridays for Future” demonstrations
across Europe. Moreover, Europe is continuing to receive an
increasing number of refugees.

The greatest risks currently facing Europe are populism, pro-
tectionism, and paralysis. A retreat into isolationism seems
to be an easy answer to Europe's problems taken straight out
of the 19th century. Many politicians are making Europe the
scapegoat for their own national mistakes. While the United
States is acting increasingly protectionist, it is by no means
alone. Many states in Europe are also trying to give domestic
companies an advantage by means of a national industrial
strategy, regulation, or domestic economic policies regard-
ing energy, digitalization, migration, or direct investments.
Many urgently needed reforms have slowed down or come
to a standstill. In particular, the restructuring of the monetary
union—>by completing the banking and capital market union,
introducing smarter fiscal policy rules, or strengthening
European institutions—is being delayed or blocked. Despite
the risks and challenges present, it is important to note that
Europe has significantly contributed to stability, prosperity,
and peace over the past 70 years with its single market and
single currency.

138 DIW Weekly Report 16+17+18/2019

The 2019 European elections on May 26 are a great opportu-
nity to change direction to ensure Europe's shared progress
continues. What must the European Union and its member
states do to stop divergence and polarization so Europe can
continue to progress together? How can the EU as a whole
stabilize its economy and succeed in global competition
with China and the US? How can Europe live up to its global
responsibilities? These central questions—some of which
we will further investigate in this Weekly Report—will arise
after the European elections. However, we are not offering

a single, all-encompassing answer for the future of Europe.
Rather, in this Weekly Report, over 20 DIW Berlin scientists
analyze specific problems and present their visions and
strategies for the future.

The thirteen challenges presented here can be grouped into
three thematic areas. Since the establishment of the Euro-
pean Economic Community, policy has focused on the com-
mon internal market, maintaining favorable trade relations
as a community, and promoting weaker economic regions.
In the area of "Competition and Convergence,” DIW Berlin's
analyses show that Europe can only prevent the negative
consequences of the US government's protectionist trade
policy by adopting a united stance against it. Furthermore,
the analyses examine the extent to which a "Pact for Innova-
tion" and an industrial policy that accounts for the differing
regional conditions for industry contribute to ensuring that
Europe's regions do not continue to diverge economically
and that Europe is better able to cope with global industrial
change. Another report underlines the importance of an
independent European competition authority that effectively
enforces merger control in order to ensure competition in
the internal market benefits European consumers.

In order to secure and equitably distribute future prosperity,
Europe must provide answers to the challenges we face in
the area of "a stable and social Europe.” Five suggestions
for a new fiscal package, such as new spending rules, could

DOI: https://doi.org/10.18723/diw_dwr:2019-16-1
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EDITORIAL

enable more flexibility during downturns and act countercy-
clically. To better combat the consequences of economic cri-
ses, Europe needs a stabilization fund, which, similar to insur-
ance, grants money to member states during downturns and
is paid into by member states when the economy is strong,
with the amount based on their risk classification. In addition,
an integrated equity market can help mitigate the effects of
economic fluctuations. More efficient insolvency rules could
be the key to further integrating the capital markets. Gender
equality is another important social aspect in Europe. Gender
equality on supervisory boards only exists in countries with

a binding gender quota, and the difference in employment
history between men and women is reflected in the pension
gaps that have been documented across Europe. It is there-
fore necessary to establish Europe-wide rules to end the
systematic discrimination of half the European population.
As education is an indispensable prerequisite for Europe's
prosperity, schools should integrate an updated education
platform modeled after European universities to be able to
respond to new challenges such as digitalization at the earli-
est possible stage of education. The EU should provide funds
for the independent and external evaluation of schools.

Marcel Fratzscher is president of DIW Berlin | mfratzscher@diw.de

The third area focuses on the global responsibilities that
European countries must face together, including climate
policy and energy supply. In order to reach climate targets,
the energy industry must switch exclusively to renewable
energies. This is technically possible and economically
worthwhile if the market conditions are right throughout
Europe. A climate deposit as a levy on the use of emission-
intensive raw materials could drastically reduce CO,
emissions without having to fear industry relocating abroad.
Migratory pressure from Africa is another one of the global
challenges Europe must face together. Researchers at DIW
Berlin argue that a single country such as Germany cannot
do enough with its "Marshall Plan with Africa," but European
countries could certainly be successful if they work together.

So, what direction should Europe take? Europe should strive
towards achieving "more Europe” in important areas to be
able to react to challenges effectively—with a forward-think-
ing strategy focusing on Europe's strengths.

Alexander Kriwoluzky is head of the Macroeconomics department at DIW Berlin |
akriwoluzky@diw.de
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Europe should address trade conflict with

the U.S. in unison

By Malte Rieth

ABSTRACT

Estimations show that in the course of the steel trade war,
share prices of American companies benefited upon the
announcement of higher tariffs

Announcements of higher tariffs between China and the

U.S. caused share prices to tumble—globally and in the U.S.

Tariff related announcements involving EU goods have not
affected share prices so far

If the EU addresses the issue in unison and with determi-
nation, as China is doing, share prices in the U.S. could be
affected and keep the U.S. president from increasing tariffs

140 DIW Weekly Report 16+17+18,/2019

The global economic environment is becoming tougher and
tougher for German and European companies. In addition
to uncertainty about which course Brexit will take and the
sluggish turn global growth has taken, the trade conflict with
the EU initiated by the U.S. will play a key role in shaping
the business cycle in the near future.

So far the U.S. government has incited four trade conflicts.
First, itimposed protective tariffs on all imported solar panels
and washing machines. Only China and Korea reacted with
countermeasures. Next, the U.S. imposed import duties on
steel and aluminum from the rest of the world. Alongside
China and Canada, the EU adopted countermeasures and
taxed the import of selected American goods. In the third
round, as a reaction to what it viewed as unfair trade prac-
tices and a threat to national security, the U.S. government
imposed customs duties on Chinese imports. The govern-
ment in Beijing immediately reacted with countermeasures
to protect the domestic economy. That trade conflict now
appears to be devolving.

But a fourth conflict, which involves the export of European
automobiles and car parts to the U.S., seems to be brewing.
Due to the automotive industry’s important role in Europe,
an increase in U.S. customs duties would burden exports,
investment, and the labor market in many EU member states
and in Germany in particular. What can Germany and the
EU do to prevent this?

Some lessons can be learned by looking at the most recent
conflicts’ effects on financial markets. An analysis of stock
returns on the days when the conflicting parties announced
(or implemented) higher customs duties shows that the steel
and China conflicts have had very different impacts until
now.! When the U.S. raised the customs duties on steel and
aluminum, the return on U.S. stocks increased on aver-
age (Table). While the effect was not significant for glob-
ally active corporations (as reported in the Dow Jones Index
of the largest industrial companies, Column 1), companies
that are more oriented to the domestic economy seemed to
benefit most (as reported in the broad Russell 2000 index,
Column 2). For European companies, the measures are pri-
marily estimated to have negative effects, although the effects

1 The announcement data in the analysis is based on Chad P. Bown and Melina Kolb, “Trump's Trade
War Timeline: An Up-to-Date Guide" (2019) (available online, accessed on April 11, 2019).

DOI: https://doi.org/10.18723/diw_dwr:2019-16-2
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Table

How selected stock indexes reacted to announcements of customs duty increases

Daily Returns in percent

Modell 1 | 2 3 | s 5 6
Dependent variables
Change in stock index Dow Jones Russel 2000 MSCI Germany MSCI France MSCl Italy MSCI China
Indicator variables
Higher U.S. steel duties 0.237 0.302* -0.174 -0.127 -0.388 0.247
Customs duty level of U.S. and China rises -0.319* -0.310* -0.086 -0.091 -0.331 -0.589**
Customs duty level of U.S. and EU rises -0.014 0.012 -0.079 0.008 0.109 -0.176

Note: The models were separately estimated with one of the three indicator variables. All models are given a linear time trend and a constant: N = 493.

Significance level: * p <0.1, ** p<0.05

Source: Own calculations based on the Peterson Institute for International Economics and Bloomberg.

Legend: When the U.S. or China announced higher duties on imports from the other country respectively, the stock indexes in the U.S. (Columns 1and 2) fell significantly by 0.3 percent. They did in China as well

(Column 6) by 0.6 percent.

© DIW Berlin 2019

are not statistically significant (see Columns 3 to 5). Perhaps
investors anticipate that U.S. customs duties will redistrib-
ute foreign producer surplus to U.S. companies oriented to
the domestic market and to the U.S. government in the form
of higher customs revenues.

A much different picture resultes for the conflict between
the U.S. and China. Announcements that imply an increase
in the bilateral customs duty level resulted in stock price
declines in all of the countries examined. Above all, on those
days the stocks of Chinese companies lost value tremen-
dously (see Column 6). Unlike the steel conflict, the return
on U.S. stocks of companies—both globally and domesti-
cally oriented—also fell.

Apparently, the conflict with China is being assessed much
differently than the steel conflict. This could be a result of the
size of the conflict or its dramaturgy. In the eyes of investors,
two equally strong opponents—ones that speak in strong
unison and immediately apply countermeasures in reac-
tion to the actions of others—are taking each other’s meas-
ure in the first conflict. The effects on the global business
cycle and company profits are predicted to be negative for all
sides. On the contrary, the stock market sees the steel con-
flict as advantageous to the U.S. In this case, a more domi-
nant actor would see a number of typically small countries
that only react diffusely and—if at all—only mildly.

Ultimately, looking at the mechanics of the conflict between
the U.S. and the EU does not yield a clear picture. The coeffi-
cients are all insignificant. The estimation results could teach
the EU a lesson, however. Until now, the EU has not been
able to emulate China by being powerful and united when
dealing with the United States. If the EU succeeds at doing
so, this could have a significant effect on the stock markets,
as is the case with China. In turn, this has the potential to
change the mind of a U.S. president who has declared the
level of the leading U.S. stock indexes to be the barometer
of his success. It was perhaps not only chance that in the

wake of the dramatic losses on Wall Street at the end of last
year, the U.S. government announced it would not trigger
the next escalation level against China. In any case, much
speaks in favor of Europe demonstrating unity in the trade
conflict with the U.S.

Malte Rieth is a Research Associate in the Macroeconomics Department at
DIW Berlin | mrieth@diw.de

JEL: F13, F65, G14

Keywords: Trade policy, USA, EU, China, tariffs, stock returns, event study
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European merger control: more is better

By

Tomaso Duso

ABSTRACT

142

Market concentration often leads to unnecessarily high
prices and reduced innovation

European merger control positively affects competition and
productivity, though not yet perfectly effectively

In times of increased market concentration, merger control
needs to be enforced even more stringently, especially in
digital markets

Attempts to weaken merger control must be vigorously
opposed

DIW Weekly Report 16+17+18,/2019

Competition policy has been a cornerstone of the European
Union since the Treaty of Rome, effective January 1, 1958,
established the European Economic Community. The found-
ing member states believed in leaving much of the author-
ity in competition matters to European institutions, since
effective competition was considered vital to the creation
of a single European market. To support these objectives,
the European Commission’s (EC) Directorate-General for
Competition (DG) received unparalleled independence and
enforcement powers in this area. Although the 28 EU mem-
ber states also have national competition authorities, such
as the Bundeskartellamt in Germany, the EU has sole respon-
sibility for EU-wide competition issues. Accordingly, it can
block or remedy anti-competitive mergers between compa-
nies, even if they are not European; impose heavy penalties
for the abuse of market power; punish market cartelization;
and control state aid if public funds used by member states
are being spent in a manner hindering competition.

Merger control plays a special role in this setting. It is the
only area where competition rules are enforced ex-ante, as
the EC must first clear all major mergers before they are con-
sumed. Consequently, merger control has important impli-
cations for other areas of competition law. If the EC fails
blocking anti-competitive mergers, it may become more
difficult to control abusive behavior by these merged enti-
ties in the future.

Although many acclaim the quality and independence of
European competition rules and institutions,’ competition
policy, and merger control in particular, have come under
criticism from different angles in recent years. Some believe
merger control is too aggressive, as mergers are supposed to
mostly be pro-competitive, result in important synergies, and
allow large national or European companies to remain glob-
ally competitive. Therefore, competition authorities should
intervene less and make it easier for national and European
champions to emerge. Along these lines, various German
and French politicians as well as several industrial firms
heavily criticized the decision to prohibit the merger between
Alstom and Siemens in spring 2019.

In contrast, others find competition policy to be too lax world-
wide. This slack enforcement of merger control would be one

1 Cf. German Guitérrez and Thomas Philippon, “How EU markets became more competitive than US
markets: a study of institutional drift," Working Papers 24700, National Bureau of Economic Research,
2018.
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of the main reasons concentration is increasing in many mar-
kets.2 Competition authorities should therefore more actively
combat the emergence of champions. For example, the per-
mitted takeovers of Instagram and WhatsApp by Facebook
have been regarded as critical mistakes.

The question is to what extent these two opposing views
on competition policy are justified. Looking at the data, it
does not seem that the EC is particularly interventionist.
Between 1990 and 2014, the EC reviewed exactly 5,169 merg-
ers. Only 19 were not approved by the EC, while the com-
panies themselves withdrew five others after a long assess-
ment, what is considered to be a “virtual” prohibition. In total,
the EC prohibited less than 0.5 percent of all cases. The EC
imposed remedies on 239 cases (4.6 percent) during phase-1
and in only 104 cases during an in-depth phase-2 investiga-
tion (2 percent) (Figure).?

At the same time, studies indicate that market concentra-
tion has grown not only in the United States and Asia, but
in Europe as well,* and that the markups and profits of com-
panies in European countries have increased significantly,
although less than in the United States.®

The results of research conducted at DIW Berlin over the past
ten years might help shed light on these issues. It shows that
the EC indeed did not always correctly enforce merger control
between 1990 and 2001.° The EC approved some anti-com-
petitive mergers while blocking or imposing remedies on
other unproblematic mergers. Particularly frequently, the
EC incorrectly enforced merger control on mergers involv-
ing companies from small European countries. Indeed, at
the beginning of the 2000s, the European Court of Justice
revised three EC decisions in light of the fact that the EC
had failed to correctly apply economic evidence when reach-
ing its decision.” For this reason, too, European merger con-
trol underwent a comprehensive reform in 2004. An empiri-
cal study of this reform shows that the EC made fewer mis-
takes after its implementation. In addition, further studies
have established and confirmed that merger prohibitions
and remedies, in particular during the phase-1 investiga-
tion, have become somewhat more effective and had a deter-
rent effect on future mergers.® Current DIW Berlin research

2 Cf.Guitérrez and Philippon, "How EU markets became more competitive than US markets."

3 Cf. Pauline Affeldt, Tomaso Duso, and Florian Sziics, "EU Merger Control Database: 1990-2014," DIW
Data Documentation 95 (2018) (available online).

4  Cf. OECD, Market concentration, DAF/COMP/WD 46 (2018).

5  Cf. Jan De Loecker and Jan Eeckhout, "Global market power," Working Papers 24768, National Bureau
of Economic Research, 2018.

6 Tomaso Duso, Damien J. Neven, and Lars-Hendrik Roller, "The Political Economy of European Merger
Control: Evidence Using Stock Market Data," The Journal of Law and Economics 50, no. 3 (2007): 455-489.

7  This was the case with the Airtours/First Choice, Schneider/Legrand, and Tetra Laval/Sidel mergers.

8  Cf. Tomaso Duso, Klaus Gugler, and Florian Sziics, "An Empirical Assessment of the 2004 EU Merger
Policy Reform," The Economic Journal 123, no. 572 (2013): F596-F619; Tomaso Duso and Florian Sziics, "Die
Okonomisierung der Européischen Fusionskontrolle: eine Evaluierung," DIW Wochenbericht no. 29 (2014):
699701 (in German; available online); and Joseph Clougherty et al, "Effective European Antitrust: Does
EC Merger Policy Involve Deterrence?," Economic Inquiry 54. no. 4 (2016): 1884-1903.

Figure

European merger control since 1990
Number of notified mergers (left axis), number of rejected or
remedied mergers (right axis)
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is evaluating European merger control and identifying the
main determinants of EC decisions and their development
over time.’

This extensive research shows that while merger control posi-
tively affects competition and productivity, room for improve-
ment remains.” To be more effective and continue deterring
anti-competitive behavior, the EC should be more consistent
in blocking problematic mergers and imposing more severe
remedies during phase-1. This is particularly true in digital
markets, where hundreds of takeovers of small start-ups by
large tech giants have gone through without any competi-
tion review. With that in mind, the recent proposals by the
German and French Ministers for Economic Affairs attacking
the independence of the DG and calling for weaker European
merger control do not seem to be well placed.

9  Cf. Pauline Affeldt, Tomaso Duso, and Florian Sziics, “Twenty-five years of European merger control,"
DIW Discussion Paper 1997 (available online).

10 (Cf. also Tomaso Duso, "Eine bessere Wettbewerbspolitik steigert das Produktivitdtswachstum
merklich," DIW Wochenbericht no. 29 (2014): 687-697 (in German; available online); Paolo Buccirossi et al.,
“Competition Policy and Productivity Growth: An Empirical Assessment," The Review of Economics and
Statistics 95, no. 4 (2013): 1324-1336.

Tomaso Duso is Head of the Firms and Markets Department at DIW Berlin |
tduso@diw.de

JEL: L40,K21,G34

Keywords: Merger Control, Competition Policy, European Commission
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EU industrial policy must utilize and
connect heterogeneous regional potentials

By Martin Gornig and Axel Werwatz

ABSTRACT

Digitalization is changing the industrial sector and introduc-
ing new global challenges

EU industrial policy aims to counter these challenges by
increasing industry's share of value added

DIW Berlin analyses show that selected regions with a low
share of industry can play an important role in the future

These include metropolitan areas due to the high number
of qualified potential workers, tourism regions due to good
infrastructure, and rural regions in Southeastern Europe
due to cost advantages

144 DIW Weekly Report 16+17+18,/2019

EU member states are calling for a more proactive EU indus-
trial policy.! New technological developments such as digital
platforms are making it easier for large companies emerg-
ing in the American and Asian mass markets to gain com-
petitive advantages. At the same time, there exists the future
risk of China and the USA strategically using their power-
ful position in the IT sector to the detriment of European
industry—for example, if Google or Amazon were to enter
the automotive sector.? An increased need for industrial pol-
icy action had already been determined after the financial
and economic crisis of 2008/2009.% In early 2014, the EU
Commission developed a package of economic policy pro-
grams for a European industrial renaissance. The objective
is to increase industry’s (manufacturing industry including
energy and mining) contribution to GDP from 18 percent
in 2009 to 20 percent by 2020.*

What does this objective mean for Europe’s regions? Are
there regions with high potential for increased industriali-
zation where certain action needs to be taken? To estimate
the expected share of industrial production for each region,
a regression model based on a logistic trend function was
used. The logistic trend function captures the general ten-
dency of the share of industry. The regression model also
accounts for the impact of national circumstances like suprar-
egional infrastructure and the national education and inno-
vation systems as well as regional economic factors such as
geographical location and population density.®

The results confirm that regional economic influences indeed
play an important role. The longer the transport routes to the
core of the EU—which extends from northern Italy via the
Rhine to southern England—the lower the expected share of
industry of a region. At the same time, the expected indus-
trial share is found to decrease slightly as population den-
sity increases. In addition, the country-specific institutional

1 European Political Strategy Centre, EU Industrial Policy after Siemens-Alstrom, Finding a new balance
between openness and protection (2019).

2 Bundesministerium fiir Wirtschaft und Energie, Nationale Industrie Strategie 2030. Strategische Leit-
linen fiir eine deutsche und eurapdische Industriepolitik (2019).

3 Philippe Aghion, Julian Boulanger, and Elie Cohen, "Rethinking industrial policy,” Bruegel Policy Brief
No. 4 (2011); Joseph E. Stiglitz, Justin Yifu, and Celestin Monga, "The rejuvenation of industrial policy," Poli-
cy Research Working Paper No. 6628, 2013.

4 European Commission, For a European Industrial Renaissance, Brussels 14 final (2014).

5 Martin Gornig and Axel Werwatz, "The potential for industrial activity among EU regions—an empiri-
cal analysis at the NUTS2 level," FORLand Working Paper, Humboldt University (forthcoming, 2019).
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influences also exert a statistically significant influence on
the expected industrial share of a region.

On the basis of this analysis, three types of regions were iden-
tified amongst the 20 European regions in which the actual
industrial share falls considerably short of their expected
industrial share (Figure). The first and most frequently occur-
ring type among these “under achievers” with very low indus-
trial shares are high-income, high-density regions, primarily
capitals. Prague, Bratislava, Budapest, Rome, and Stockholm,
among others, show the largest negative deviations from their
expected industrial share. However, other highly developed
regions such as Malmé (Sweden), Surrey (UK), Kent (UK),
Namur (Belgium), and Darmstadt (Germany) are also falling
short of the expected industrial share. In Malmg, for exam-
ple, the expected industrial share of around 20 percent is
double the actual industrial share of ten percent.

The second type encompasses regions with large tourism sec-
tors. This includes well-known Southern European regions
such as the French Riviera, the Algarve (Portugal), the Ionian
Islands (Greece), Liguria (Italy), and the Aosta Valley (Italy) as
well as Mecklenburg-West Pomerania in northern Germany.
Mecklenburg-West Pomerania currently has an industrial
share of just under 12 percent, but 18 percent is expected
according to the national and regional economic circum-
stances.

The third type consists of regions in Southeastern Europe.
Here the negative deviation from the expected share of
industry, especially in regions outside the capitals, is very
large. Regions with the highest negative deviation include
the Yugozapaden region southwest of Sofia (Bulgaria) and
three rural regions in Romania.

As the three types of regions are very heterogeneous, it is not
realistic to expect one common, ambitious industrial policy
target of 20 percent to be equally effective across the EU in
boosting regional industrial activity. Hence, while it remains
important to step up European technology programs, cre-
ate common technology standards, and improve financing
conditions, it is also important to develop a “regionalized”
industrial policy strategy that takes account of the different
regional potentials (such as research infrastructures, human
capital, and cost advantages).

EU research programs, for instance, could work to strengthen
the knowledge base in the above-mentioned capital regions
in particular. In these highly urban regions, this knowledge
potential should be exploited more intensively for modern,
smaller-scale industrial developments.® At the same time,
however, industry will be competing for scarce space in these
high-density areas, and land-use competition with services
and housing will have to be better resolved in these metro-
politan areas than it is today.

6 Martin Gornig et al, “Industrie in der Stadt: Wachstumsmotor mit Zukunft, " DIW Wochenbericht, no. 47
(2018) (in German; available online).
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In particular, some capital city regions, tourist hotspots, and rural regions in South-

eastern Europe are falling short of the expected industrial share.

Regarding the tourism regions with less-than-expected indus-
trial activity, it is important to continue to maintain their
unique character that attracts visitors. However, industry’s
tendency for digitalization and decarbonization can open
up new opportunities to develop clean, small-scale indus-
tries on the outskirts of tourism hotspots. As a rule, these
regions already have effective transport infrastructures and
attract well-trained mobile workers who boost the growth
of modern industry.

The case of rural regions in Southeast Europe outside the cap-
ital regions, on the other hand, illustrates the importance of
solid infrastructure for integrating such regions into indus-
trial value chains. These regions will only be able to exploit
their cost advantages—which are significant in some pro-
duction stages—if massive investments are first made into
their infrastructure.

Martin Gornig is Research Director for Industrial Policy and Deputy Head of
the Firms and Markets Department at DIW Berlin | mgornig@diw.de

Axel Werwatz is Professor for Econometrics at TU Berlin and DIW Research
Fellow
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“Pact for Innovation” to promote the EU’s
major aim of convergence

By
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Economic convergence is a major aim of the EU. Innovation

and investment in economically weaker regions are key
steps to foster convergence

Public institutions and the regulatory environment for
investments differ substantially across EU member states
and increase economic disparities

Pact for Innovation: structural funds with a strong focus
on innovation; access to funding only granted if structural
reforms are implemented

This should ultimately harmonize the regulatory environ-
ment and support convergence through growth
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When selecting a business location, three criteria are deci-
sive for investors, innovators, and entrepreneurs: the qual-
ity of public institutions, including the efficiency of adminis-
trative structures or of jurisdiction when enforcing contrac-
tual claims; the design and predictability of the tax system;
and access to external financing. Innovators are also inter-
ested in the quality of the innovation system.! For innovative
companies competing globally, rapid market entry is deci-
sive, especially when it is about entry into “winner-takes-the-
most markets”. With much at stake, they are not willing to
invest additional time, effort, and money to finance bureau-
cratic activities, and then still entering the market too late.?

In the EU, the regulatory environment for founding, oper-
ating, and closing a firm are patchwork. Public institutions
and innovation systems also vary greatly. For example, the
World Bank’s Ease of Doing Business Index clearly shows
that the Scandinavian and Baltic countries are particularly
business-friendly, followed by Central European countries
like France, Germany, Austria, and Poland. While some coun-
tries, like Spain, are clearly improving in recent years, the
quality of public institutions is much poorer in other coun-
tries, like Italy and Greece.’ There is also a north-south dis-
parity with respect to the innovation system*and, unlike the
business climate, a west-east disparity (Figure).

Gross value added and employment do develop better in
countries that offer a better regulatory environment and
innovation system. Since the 2000s, the diverging economic
trends within the EU have been intensified by migration of
innovators from Greece, Italy, Portugal, and Spain to coun-
tries with a more attractive regulatory environment.> That

1 Of course, in addition to these criteria, there are others, for example, labor market regulations, that
also influence the selection of a location.

2 Benedikt Herrmann and Alexander S. Kritikos, “Growing out of the Crisis: Hidden Assets to Greece's
Transition to an Innovation Economy," IZA Journal of European Labor Studies, 2:14 (2013).

3 For example, on average, it takes over four years for claims to be enforced under civil law in Greece.
In Italy, court cases like this take more than three years, devouring an average of 23 percent of the con-
tractual claim. In Lithuania, cases like these only take one year. See World Bank, Ease of Doing Business
(2019) (available online, accessed on April 11, 2019; this applies to all other online sources in this report un-
less stated otherwise.)

4 Measures are based on indices such as the Global Innovation Index, European Innovation Scoreboard,
and the EU Commission digitalization index, relevant for knowledge-intensive services. These indices pro-
vide for instance information about R&D investments to generate knowledge and other institutional condi-
tions for innovation.

5 SeeKyriakos Drivas et al., "Mobility of Highly-Skilled Individuals and Local Innovation and Entrepre-
neurship Activity," MPRA Discussion Paper, (2018) (available online).
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means there is an increasing competition between European
regions for business locations. Upon realizing this, Spain
implemented significant structural reforms that stopped
the exodus of innovators from this country. Knowledge-
intensive services that rely on good conditions*—like in
the new start-up hotspot in Barcelona’—are contributing to
Spain’s recent growth rate.® Other EU member states—like
Italy or Greece—are lagging: as policy makers ignore the
competitive landscape, their economies stagnate.’

To help and support more EU member states, to work toward
harmonization, the EU needs a new prestige project, a “Pact
for Innovation”. Participating countries would make a pact
that consists of three components. First is to further develop
structural funds, turning them toward sustainable invest-
ments into national and regional innovation systems. Monies
should be used to finance research and development or to
further expand the digital infrastructure. Second, access to
the funds is tied to implementing reforms that move toward
a better regulatory environment and more efficient public
institutions. Under the pact, national governments and the
EU will agree to a legally binding roadmap to achieve the pri-
mary goal of regulatory harmonization. This includes incen-
tives for structural reforms, with access to further investment
funding dependent upon implementing reforms and docu-
menting its realization. Third, member states would receive
advice and support from the EU throughout the process of
developing more efficient public institutions.*

It will require another massive political effort between the
EU Commission and national governments, to jointly agree
on such a reform agenda with governments that are willing
to proceed with such structural reforms. Countries that have
implemented better public institutions and a better regu-
latory environment, such as the Baltic Republics or Spain,
can serve as role models and examples for such an agenda.

6 Most innovative start-ups are currently ventured in this industry. Importantly, business founders even
react counter-cyclically to business cycles, thus, more of them are started, if an economy is experiencing
economic recessions. See Alexander Konon, Michael Fritsch, and Alexander S. Kritikos, “Business Cycles
and Start-Ups Across Industries,” Journal of Business Venturing, 33 (2018): 742-761.

7 See Startup Genome, Global Startup Ecosystem Report 2018 (2018) (available online).

8 Unlike companies in the manufacturing sector, even small firms in the knowledge-intensive services
are able to successfully innovate. See Julian Baumann and Alexander S. Kritikos, “The Link between R&D,
Innovation and Productivity: Are Micro Firms Different?" Research Policy, 45 (2016):1263-1274; and David
B. Audretsch et al., “Firm Size and Innovation in the Service Sector," DIW Discussion Paper, 1774 (2018)
(available online). Accordingly, they react relatively quickly to changes in the general conditions.

9  See Stefan Gebauer et al, “Italy Must Foster High Growth Industries," DIW Weekly Report no. 11/12
(2019): 65-74 (available online) as well as Alexander Kritikos et al. (2018): The Greek private sector
remains full of untapped potential. DIW Weekly Report no. 29 (available online).

10 The EU is currently offering on a small scale an institutionalized "structural reform service” to its
member states.

Alexander S. Kritikos is Research Director for Entrepreneurship at DIW Berlin
| akritikos@diw.de
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The national innovation systems of Eastern European states and crisis countries still
have a lot of catching up to do.
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Current fiscal regulations worsened the economic situation
in the euro area during the financial and sovereign debt
crisis

Regulations that allow more flexibility during downturns
and have a countercyclical effect are needed

Five suggestions for a new fiscal package: new spending
rules, subordinated bonds to finance government spending,
euro bonds, investment legislation, and new institutions

The overall economic development in the euro area has
been disappointing in many respects since the beginning
of the global financial crisis in 2008. The economy has been
slowing down since the end of 2018, clearly illustrating its
dependency on the global economy as well as its vulnerabil-
ity in the face of uncertainties such as Brexit and an increas-
ingly unpredictable US government.!

Member state governments have made fundamental mis-
takes in responding to the financial and economic crisis,
often recognizing structural problems too late. The failure to
coordinate macroeconomic policy instruments—monetary
policy, fiscal policy, and structural policy—proved to be a fatal
misstep. The governments often relied far too much on the
European Central Bank, whose policies have lowered interest
rates on public and private debt and boosted the economy.?
In other domestic policy areas, governments pursued neg-
ligent or even incorrect economic policies. Successful crisis
management is possible, as the United States has demon-
strated: between 2009 and 2011, the US government pursued
a strongly expansive fiscal policy, with large fiscal deficits,

1 Malte Rieth, Claud Michelsen, and Michele Piffer, "Uncertainty Shock from the Brexit Vote Decreases
Investment and GDP in the Euro Area and Germany," DIW Economic Bulletin no. 32/33 (available online,
accessed on April 5, 2019; this applies to all other online sources in this report unless stated otherwise);
Michele Piffer and Maximilian Podstawski, “Identifying Uncertainty Shocks Using the Price of Gold," The
Economic Journal 128/616 (2018): 3266-3284; Projektgruppe Gemeinschaftsdiagnose, Gemeinschaftsdiag-
nose Friihjahr 2019: Konjunktur deutlich abgekiihlt—Politische Risiken hoch (2019) (in German; available
online).

2 Michael Hachula, Michele Piffer, and Malte Rieth, "Unconventional monetary policy, fiscal side effects
and euro area (im)balances," Journal of the European Economic Association (forthcoming).
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while fundamentally reforming the banking system. At the
same time, the Federal Reserve implemented an extremely
expansionary monetary policy.

International consensus is that the fiscal policy in most
European countries over the past ten years has been too
restrictive and exacerbated the crisis. In particular, austerity
policies have reduced the GDP of countries with high private
debt levels.? A significantly more expansionary fiscal policy
with a strong focus on public investments and strengthen-
ing employment would have brought the euro area out of
the crisis much faster and more sustainably. At the same
time, implementing such an expansionary fiscal policy was
not possible due to the existing Stability and Growth Pact
rules and the European Fiscal Compact. Although govern-
ments were able to run fiscal deficits of more than three per-
cent, they were only able to do so for a short time and to a
limited extent. This situation is not appropriate for imple-
menting structured measures aimed at boosting the econ-
omy with fiscal policy instruments, from which Italy in par-
ticular would benefit.*

European fiscal policy regulations must change. Five con-
crete reforms should be implemented to address the les-
sons of the European financial crisis and to make the euro
area crisis-proof:

First, the Stability and Growth Pact’s rules on new debt
should be replaced by a nominal expenditure rule allow-
ing national governments to increase government expend-
iture each year by no more than the nominal potential
growth rate of their economy. This would mean, for exam-
ple, that Germany would not be allowed to increase govern-
ment spending by more than three percent annually.’ For
countries with particularly high national debt, these growth
rates should be lower to ensure that all countries will have
a national debt below 60 percent of economic output in the
long term (Figure). Advantageously, a nominal expenditure
rule is significantly more countercyclical than the current
rules. When the economy is strong, it restricts expenditure,

3 Mathias Klein, "Austerity and Private Debt," Journal of Money, Credit and Banking 49, no. 7 (2017);
Philipp Engler and Mathias Klein, "Austerity Measures Amplified Crisis in Spain, Portugal, and Italy," DIW
Economic Bulletin no. 8 (2017) (available online).

4 Stefan Gebauer et al, "Italy Must Foster High Growth Industries," DIW Weekly Report no.7/8/9 (2019)
(available online).

5 Potential growth of three percent for Germany is comprised of one percent real GDP growth and two
percent inflation rate.

DOI: https://doi.org/10.18723/diw_dwr:2019-16-3
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as it must be geared toward potential growth rather than the
current higher growth rate. During a downturn, there is more
room for fiscal maneuver because decreased revenue does
not have to lead to a reduction in expenditure.

National regulations that conflict with this spending rule, for
example the “debt brake” (Schuldenbremse) in the German
Basic Law, should be abolished. The debt brake reinforces
the negative, procyclical behavior of German fiscal policy and
leaves far too little scope for local authorities in particular to
implement forward-thinking fiscal policies.

Second, governments should be obliged to finance expend-
iture beyond the permitted rates of increase through sub-
ordinated (“junior”) bonds. These bonds would have to be
organized in such a way that in the event of a country’s insol-
vency, they would only be redeemed after the other senior
bonds had first been redeemed. This could mean that these
bonds would be automatically renewed or at least partially
closed out. Thus, whether the market will add risk premi-
ums to debt-financed overexpenditure depends on govern-
mental credibility. If governments act irresponsibly, the finan-
cial markets will demand high-risk premiums and discipline
them, a much more effective instrument than the rules laid
out by the Stability and Growth Pact and pressure from fel-
low member states.

Third, the EU should allow the private sector to create syn-
thetic euro bonds in order to increase the supply of safe
bonds. This would allow private investors to bundle the gov-
ernment bonds of the euro countries, securitize them, and
deposit them as collateral with the ECB. This would both
increase the supply of safe bonds and create an anchor of
stability, giving all euro area countries a little more time to
respond to a crisis. The concern that Germany would have
to assume more risks as a result is unjustified; increased sta-
bility in the euro area would also benefit Germany.

Fourth, investment legislation stating that governments must
not make fiscal adjustments solely at the expense of pub-
lic investment in education, infrastructure, and innovation
should accompany the new debt rules. During the crisis,
many governments reduced public investment, thus slow-
ing their own economic growth, including employment and
tax revenues, on a sustained basis. In many German munic-
ipalities, too, public investment was reduced far too much.

Fifth, European and national institutions must be strength-
ened to urge governments to take the right action in fiscal
policy and create transparency. All member states should be
obliged to introduce autonomous and competent national fis-
cal councils. While many countries already have such fiscal
councils, they are usually not independent and have limited
resources and opportunities to carry out independent analy-
ses and make recommendations. In addition, the European
Fiscal Council should be strengthened and report directly to
a European financial commissioner, who should have more
autonomy and power than previously.

Figure
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Just under half of the euro area countries meet the 60 percent debt limit.

In addition to modernizing fiscal rules, an important part of
European reform, a stabilization fund could help the euro
area respond better and faster to future crises and keep costs
to the economy and society low.®

6 See Marius Clemens, "A stabilization fund for a more crisis-proof euro area," DIW Weekly Report
no. 16/17/18 (2019).
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A stabilization fund for a more crisis-proof

€uro darea

By Marius Clemens

ABSTRACT
No country in Europe is safe from a recession

A stabilization fund which member states pay into while
the economy is strong and from which they receive grants
during downturns can improve welfare in individual euro

area countries

The fund should be structured in such a way that perma-
nent transfers are not possible and high-risk countries pay
relatively higher contributions, similar to insurance
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The 19 countries in the euro area differ significantly in their
economic structures. Economic shocks, such as a demand
slump, affect them differently as well, and they are not always
able to mitigate these shocks. Monetary policy could play a
stabilizing role, but these 19 countries share a common pol-
icy instrument. Therefore, the common central bank can
only respond to an individual country’s recession to a lim-
ited extent. National fiscal policy can also act as a safeguard,
but only if it has a countercyclical effect, i.e., if the govern-
ment increases spending comparatively during an economic
downturn. In a recession, however, national tax revenues fall
while social transfers rises. The euro area countries are not
able to incur additional expenditure to stabilize the econ-
omy without breaching the euro area deficit and debt cri-
teria.! Thus, urgently needed government investments are
reduced or completely postponed, further exacerbating the
recession. This has been the experience of some European
countries in recent years.?

To solve this problem, this contribution proposes a stabiliza-
tion fund that should ensure that the consumption level in
the euro area countries remains stable even during a reces-
sion. The fund allows individual countries to hedge against
specific shocks and the euro area to become more crisis-proof
by sharing risk within the monetary community.’

Member states pay a contribution to the stabilization fund,
which in turn pays grants to individual countries in times
of crises to provide financial relief (Figure). The aim of the
stabilization fund is not to create a permanent and unilat-
eral transfer mechanism, but rather to provide a safeguard
in the event of a recession.

The contribution amount is based on economic develop-
ments and is paid to hedge against future crises. During
an economic downturn (defined using hard indicators), a
part of the collective fund’s assets is paid out to the affected
governments. The funds must be earmarked, for example

1 For suggestions for fiscal policy reform, see in this issue Marcel Fratzscher, Alexander Kriwoluzky, and
Claus Michelsen, “New Fiscal Regulations for Europe”, DIW Weekly Report no.16/17/18 (2019).

2 Philipp Engler and Mathias Klein, "Austerity Measures Amplified Crisis in Spain, Portugal, and Italy,"
DIW Economic Bulletin no. 8 (2017) (available online; accessed April 8, 2019. This applies to all other online
sources in this report unless stated otherwise).

3 Marius Clemens and Mathias Klein, “A stabilization fund can make the euro area more crisis-proof,”
DIW Weekly Report, no. 22/23 (2018) (available online); Guillaume Claveres and Marius Clemens, "Unem-
ployment Insurance Union," Meeting Paper 1340, Society for Economic Dynamics (2017).
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to be used for training measures for the unemployed or for
urgently needed investments. The proposal thus differs in
two respects from the European unemployment insurance
model currently under discussion.*

Importantly, the proposed stabilization fund springs into
action relatively automatically, enabling national fiscal pol-
icy to be expansionary in the event of a recession. In order
for the fund to fulfil its role and to prevent euro area gov-
ernments from avoiding their responsibility of conducting
a sound economic policy (moral hazard risk), the parame-
ters of the fund must adhere to certain rules.

First, permanent, unilateral transfer payments should be
prevented. Accordingly, funds will only be paid out if cer-
tain thresholds are exceeded, such as if a country’s unem-
ployment rate is well above the long-term trend and ris-
ing sharply. Countries with increasing, structurally high
unemployment rates will not receive payouts, and thus will
be incentivized to fix the structural problems on the labor
market.

Second, it is advisable to bind the contribution amount to
various characteristics, similar to the insurance principle. As
the country with the highest number of individuals subject
to compulsory insurance, Germany would probably have to
pay the largest contribution in absolute terms. However, the
amount per capita is likely to be lower than in many other
countries because, as with insurance, countries that had a
higher risk of crisis in recent years should also pay a higher
per capita premium. This should also motivate structural
reform efforts.

Third, it makes sense not to tie the funds to a single purpose,
as that would remove the flexibility needed to react appro-
priately to the specific causes of crises. The government of
the recipient country in consultation with the fund would
need to decide how to respond to the crisis.

According to these principles, a stabilization fund reduces
economic fluctuations and is a mechanism for making the
entire currency area more crisis-proof in the future.

4  Cf.Martin Greive and Jan Hildebrand, “Das sind die Details zu Scholz' Plénen fiir eine europaische Ar-
beitslosenversicherung,” Handelsblatt Online, October 16, 2018 (in German; available online). In this mod-
el, countries receive loans instead of grants and the funds may only be used to help the unemployed.

Marius Clemens is a Research Associate in the Forecasting and Economic
Policy Department at DIW Berlin | mclemens@diw.de
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The aim of the stabilization fund is not to create a permanent and unilateral transfer
mechanism.
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More efficient insolvency regulations could
increase financial markets’ resilience

By Franziska Bremus and Tatsiana Kliatskova

ABSTRACT

Integrated capital markets could smooth a large share of
country-specific consumption and income fluctuations

Equity capital play an important role in the process

Insolvency regulations are a key factor for stronger equity
market integration

Uniform European insolvency regulations are desirable;
more efficient regulations on the national level would be an
important interim step
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If production falls in a certain European country—as the
result of a drop in demand, for example—income and con-
sumption will fall as well because the country cannot absorb
the entire shock alone. If the effect of the shock is distrib-
uted among several countries, the impact on any one coun-
try is not as great. The example of the U.S. shows that inte-
grated capital markets make an important contribution to
cushioning production fluctuations. While regional shocks
are smoothed out by around 60 percent in the U.S. (mainly
in credit and capital markets), in the EU the average is only
20 to 40 percent.!

An important reason for the lack of risk sharing in Europe is
that European capital markets are still rather small? in com-
parison to GDP and nationally fragmented. Investors hold
a disproportionately large number of bonds from domestic
issuers. Consequently, the “home bias” in many European
countries is high,’ and national shocks can only be cush-
ioned through international portfolio diversification to a
limited extent. To create more stable financial market struc-
tures in Europe, and thereby supportincome and consump-
tion smoothing, the European Capital Markets Union aims
at gradually removing barriers to integration.*

International equity capital investment is particularly effec-
tive at smoothing out country-specific fluctuations® since it
tends to be longer term than investment in debt and income
fluctuations are directly absorbed between investors and cap-
ital-acquiring countries by adjusting dividend payments,
for example. On the contrary, the integration of bond and
credit markets can actually reinforce fluctuations.® For this

1 See European Central Bank, Economic Bulletin, no. 3/2018 (2018) (available online, accessed April 8,
2019; this applies to all other online sources in this report unless stated otherwise); and Michela Nardo
etal,, "Risk sharing among European Countries,” JRC Technical Reports, (2017).

2 SeeFranziska Bremus and Tatsiana Kliatskova, “Rechtliche Harmonisierung kann Kapitalmarktinte-
gration erleichtern,” DIW Wochenbericht, no. 51/52 (2018) (in German; available online).

3 European Central Bank, Financial Integration Report (2018) (available online).

4 See Jens Weidmann and Frangois Villeroy de Galhau, “Auf dem Weg zu einer echten Kapitalmarktun-
ion," Les Echos and the Frankfurter Allgemeine Zeitung, April 4, 2019 (in German; (available online).

5 BentE. Serensen et al, "Home bias and international risk sharing: Twin puzzles separated at birth,"
Journal of International Money and Finance 26(4) (2007): 587-605.

6  European Central Bank, Economic Bulletin; and Franziska Bremus and Claudia M. Buch, “Capital Mar-
kets Union and Cross-Border Risk Sharing," in Capital Markets Union and Beyond, eds. Franklin Allen et al.
(Cambridge, MA: MIT Press, forthcoming); and Ayhan M. Kose, Eswar S. Prasad, and Marco E. Terrones,
"Does financial globalization promote risk sharing?" Journal of Development Economics, 89(2) (2009): 258—
270.
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reason, the integration of equity capital markets in particu-
lar should be advanced.

Alongside differences in regulations for financial services as
well as tax and contract law, heterogeneous and inefficient
insolvency regulations have proven to be a significant obsta-
cle to integrating European capital markets.” Varying insol-
vency regulations make it more difficult to assess the risk
of a capital investment in a foreign country, rendering such
investments less attractive. Low efficiency is reflected in low
repayment rates in the case of bankruptcy and/or long repay-
ment periods, making investment riskier.

Although the insolvency regulations in many EU states have
been reformed and improved in recent years, the OECD
indicators show considerable heterogeneity within the EU
(Figure). While the insolvency regulations in the United
Kingdom have been relatively efficient since 2010, Hungary
and Estonia are the two lowest-ranking states.

An empirical analysis for the 2010 to 2016 period confirms
that inefficient insolvency regulations are a significant obsta-
cle to the integration of the stock and bond markets.® In other
words, countries with more efficient insolvency regulations
receive higher levels of cross-border investment. Preventive
measures are especially important for foreign investment.
Foreign investors invest more in equity capital in countries
with pre-insolvency regimes, i.e. measures that take effect
before bankruptcy, early warning mechanisms for entrepre-
neurs, or special insolvency regulations for small and medi-
um-sized enterprises.

Even though it will be difficult to harmonize insolvency reg-
ulations within the EU due to country-specific legal systems,
quality improvements on the national level, particularly in
the area of preventive measures, would be a promising step
to foster the integration of the capital markets. In addition,
more transparency regarding country-specific regulations
should be created by making comparable information cen-
trally available—on the hierarchy of claims in bankruptcy
cases, for example. This would not only advance integration
and market-based risk sharing, but also remove some bad
loans from bank balance sheet and thereby pave the way for
completing the Banking Union.

7 The Giovannini Group, Second Report on EU Clearing and Settlement Arrangements (2003) (available
online); Bremus and Kliatskova, “Rechtliche Harmonisierung"; and Diego Valiante, "Harmonising Insolven-
cy Laws in the Euro Area," CEPS Special Report, no. 153 (2016).

8 Tatsiana Kliatskova, "Cross-border capital market integration and insolvency regimes." Working pa-
per, 2019.
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Figure

Efficiency of insolvency rules in selected EU countries
OECD index, inverted (10 =best), development between 2010
and 2016 (above the diagonal = improvement;

on the diagonal = remained the same)
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Excluding Poland, the efficiency of insolvency rules has improved or remained the
same in all countries. It remains, however, very consistent across the board.
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Binding quotas can help achieve gender
equality in top decision-making bodies

By Katharina Wrohlich

ABSTRACT

Gender equality is a deciding factor for economic growth in
the European Union

Proportion of women on executive committees of publicly
traded companies is an important component of gender
equality policies

Proportion of women on executive committees is signifi-
cantly higher in member states with a binding quota than in
those without

A binding EU-wide regulation could promote gender equal-
ity in all member states
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Gender equality is one of the EU’s core values, an impor-
tant political objective, and, according to the European
Commission, an important driver for economic growth.! The
main priorities in the EU’s Strategic Engagement for Gender
Equality 2016-2019 include promoting economic independ-
ence for women and men, equal pay for equal work, and gen-
der equality in key decision-making processes.

However, gender equality has not been reached in these three
areas in any EU member state. For example, the average gen-
der pay gap in the EU is 16 percent,? and the proportion of
women in the highest decision-making bodies of the larg-
est publicly traded companies was only 26 percent in 2018.

In order to promote gender equality in these bodies, the EU
Commission proposed legislation in 2012 aimed at intro-
ducing a binding gender quota of 40 percent for supervi-
sory boards of the largest publicly traded companies. The
European Parliament adopted the bill by a large majority in
November 2013, but it was rejected by the European Council.*

In addition to the EU-wide discussion, many EU member
states have been discussing introducing domestic gender
quotas for decision-making bodies in the private sector.
Starting in 2007, eight EU states have followed the example
of a non-EU state, Norway,” and introduced binding gender
quotas. The first EU state to introduce a mandatory quota
was Spain in 2007, followed by Belgium, France, Italy, and the
Netherlands in 2011. In 2015, Germany introduced a binding
gender quota of 30 percent for supervisory boards of pub-
licly traded companies which also have employee representa-
tion on their supervisory boards. Austria and Portugal fol-
lowed suit in 2017. All other EU states either have non-bind-
ing recommendations for gender quotas in their respective

1 Cf. European Commission, Strategic Engagement for Gender Equality 2016-2019 (2016) (available on-
line).

2 Cf.information on the gender pay gap on the website of the European Commission.

3 Cf.Elke Holst and Katharina Wrohlich, “Increasing Number of Women on Supervisory Boards of Major
Companies in Germany: Executive Boards Still Dominated by Men," DIW Weekly Report no. 3 (2019): 17-32
(available online).

4  (f.the website of the European Parliament. Along with the United Kingdom, Bulgaria, the Czech Re-
public, Denmark, Hungary, Lithuania, Malta, the Netherlands, Sweden, and Slovenia, the German govern-
ment in particular has campaigned against a binding EU-wide gender quota.

5 In 2003, Norway became the first country in the world to introduce a binding gender quota of 40 per-
cent for the supervisory boards of state-owned and publicly traded companies.
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corporate governance codes (11 countries) or no binding reg-
ulations or recommendations at all (nine countries).®

The binding quotas in force differ in terms of the percent-
age, the amount of time allowed to reach the quota, which
types of companies the quota applies to, and, especially, in
terms of the sanctions applied if the quota is not reached.
For example, Spain and the Netherlands do not apply sanc-
tions. Countries such as France and Italy, on the other hand,
have relatively harsh sanctions, including fines of up to one
million euros. Germany and Austria chose a more moder-
ate policy of “empty chairs.”

A comparison of EU member states shows that countries
with binding quotas have seen a significant increase in the
proportion of women in the highest decision-making bod-
ies of the largest publicly traded companies in recent years.
This increase was significantly larger than in the countries
without a mandatory quota, where there was little improve-
ment over the same period. Countries which now have man-
datory gender quotas had a lower proportion of women in
decision-making bodies on average in the mid-2000s than
the countries without a quota (eight vs. 12 percent in 2005).
In 2017, the proportion of women was 28 percent in coun-
tries with a quota, nine percentage points higher than in
countries without a quota (Figure). In other words, since the
mid-2000s, the proportion of women in the relevant deci-
sion-making bodies has risen by 20 percentage points in
countries with mandatory quotas, while in other countries
it has only risen by seven percentage points.

This descriptive evidence suggests that mandatory quotas are
an effective means of increasing the proportion of women
on the top bodies in the private sector. As the EU stands for
equality and wishes to be an international role model for gen-
der equality,’ introducing a binding EU-wide quota would be
the first step toward sustainably increasing the proportion
of women on decision-making bodies.

6 Anextensive overview can be found in Holst and Wrohlich, “Increasing Number of Women on Super-
visory Boards of Major Companies.”

7  Cf.for example the website of the European Commission.
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Average share of women on supervisory boards of the largest
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In EU countries with and without quotas, in percent

30—
25—

20—

0
I I I I I I I I I I I I I I I
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

= EUJ countries with binding gender quotas === EU countries without binding gender quotas
Sources: EU Commission (Database on women and men in decision-making); author's own depiction.

© DIW Berlin 2019

The share of women on supervisory or similar boards is higher in countries with a
binding gender quota.
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Gender pension gaps—a problem in many

European countries

By Anna Hammerschmid and Carla Rowold

ABSTRACT

- The living situation of the elderly population in Europe is
gaining importance due to demographic change

- In many European countries, women receive substantially
lower pensions than men; gender pension gaps among
pensioners can be up to 69 percent

- When taking elderly people without a pension into account,
the gender pension gap increases substantially in many
countries

- Gaps could be reduced by changing pension entitlement
conditions and strenghtening the reconciliability of work
and family life
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In many European countries, women receive less pension
income than men. As more and more individuals in Europe
will be reaching the retirement age in the coming decades,
this gender inequality is of particular relevance. Women are
more likely to be affected by social exclusion and poverty in
old age,' which poses enormous problems for the member
states’ social systems. This article compares and discusses
the gender pension gaps in several European countries.

The analysis uses two different definitions for calculating
the gender pension gap. The first definition solely includes
individuals of retirement age who are receiving a pension
income, thus reflecting the pension gap among pensioners.
The second definition encompasses all individuals of retire-
ment age, including those not receiving a pension income.
Those without a pension income are considered to have a
pension of zero; including them depicts financial inequal-
ity in old age more comprehensively.

Using the first definition, the average pension gap?is clearly
pronounced in all countries with the exception of Estonia,
although the gap is smaller in Scandinavian and Eastern
European countries. The gap is largest in Luxembourg,
Portugal, Germany, and the Netherlands (Figure).?

When using the second definition, women in almost half of
the 18 EU-countries under study receive less than 50 percent
of men’s annual pension income on average. The ranking of
countries also changes noticeably using this definition: the

1 Cf. Social Protection Committee & European Commission, “The 2018 Pension Adequacy Report: cur-
rent and future income adequacy in old age in the EU," Volume 1(2018): 32ff. (available online, accessed
April 8,2019. This applies to all other online sources in this report unless stated otherwise).

2 The calculations are based on SHARE data. For details on the methodology and data, see Peter Haan,
Anna Hammerschmid, and Carla Rowold, “Gender Gaps in Pensions and Health: Germany, France, and
Denmark," DIW Economic Bulletin no 43 (2017) (available online); as well as The SHARE Project. Except for
a few changes, the Economic Bulletin article calculated pension inequality in three countries using the first
definition. Slight deviations in the results are, among other, due to the fact that the sample was limited to a
maximum age of 85 and due to adjusting the handling of non-response for the relevant pension variables.
In addition, in the present version, respondents with income from employment or unemployment benefits
are only excluded if it was not from a side job.

3 Such patterns (partly, with the exception of Sweden and Portugal) are found in other studies as well.
Cf. Francesca Bettio, Platon Tinios, and Gianni Betti, The gender gap in pensions in the EU. Study com-
missioned by the European Commission (2013) (available online); Platon Tinios et al., Men, women and
pensions. Study commissioned by the European Commission (2015) (available online); lize Burkevica et al.,
Gender Gap in pensions in the EU. Research note to the Latvian Presidency. European Institute for Gender
Equality (2015) (available online); Manuela Samek Lodovici et al,, The gender pension gap: Differences be-
tween mothers and women without children. Study for the FEMM Committe, Policy Department C: Citizen's
Rights and Constitutional Affairs (Brussels, 2016); Social Protection Committee & European Commission,
“The 2018 Pension Adequacy Report."
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largest pension gaps are to be found in Luxembourg, Spain,
and Portugal. The increase in the gender pension gaps when
using the second definition is particularly striking in Greece
(from 22 percent according to the first definition to 51 per-
cent according to the second), Spain (from 32 to 74 percent),
Italy (from 32 to 50 percent), and Belgium (from 34 to 57 per-
cent).* One explanation for this increase could be, at least in
the three Southern European countries, the relatively high
minimum contribution years (15 to 20 years).> Combined
with a low female labor market participation,® this could lead
to many women having no pension entitlements.

The gender pension gap also rises substantially in Slovenia,
Austria, Ireland, and Portugal when using the second defi-
nition. With the exception of Ireland, these countries also
have comparatively high minimum contribution years (min-
imum of 15 years).”

The difference between women’s and men’s pension incomes
in Luxembourg, Germany, and the Netherlands is especially
stark, regardless of which definition is used.® Although these
countries have lower thresholds for pension entitlement (zero
to ten years of contribution),’ there seem to be other impor-
tant mechanisms leading to considerable gender pension
inequality. Possible factors include varying degrees of gen-
der inequalities in the labor market.

Gender-specific pension inequality is thus a serious European
problem. In some countries, especially in Southern Europe,
the gender pension gap could possibly be reduced by eas-
ing the conditions for receiving pension income. In addi-
tion, women’s career profiles need to be strengthened in
all countries so that more and higher pension entitlements
can be accumulated during working life. In particular, meas-
ures strengthening the reconciliation of work and family
life for both men and women could contribute to this goal.
Moreover, the general question of whether care and family
work, which is mainly performed by women," is sufficiently
rewarded in the current pension systems also needs to be
addressed. Societal mentalities and practices must change
for women to be included fairly in the different country-spe-
cific pension systems.

4  Similar developments found in Tinios et al., Men, women and pensions.

5  Cf. OECD, Pensions at a Glance Public Policies across OECD Countries, Part | (OECD Publishing, 2007),
286ff; OECD, Pensions at a Glance 2013: OECD and G20 Indicators (OECD Publishing, 2013), 286ff.

6  Cf. OECD, Employment rate (2019) (available online; accessed March 12, 2019).

7  Cf. OECD, Pensions at a Glance Public Policies across OECD Countries; OECD, Pensions at a Glance
2011: Retirement-income Systems in OECD and G20 Countries (OECD Publishing, 2011), 287; OECD, Pensions
ata Glance 2013.

8 The findings for Luxembourg, Germany, the Netherlands, Austria, and Ireland are qualitatively con-
firmed by previous studies; the results for Slovenia and Portugal differ substantially. Cf. Bettio, Tinios and
Betti, The gender gap in pensions in the EU; Tinios et al., Men, women and pensions.

9 OECD, Pensions at a Glance 2013.

10 Cf. for Germany Claire Samtleben, "Also on Sundays, Women Perform Most of the Housework and
Child Care," DIW Weekly Report no. 10 (2019): 86-92 (available online).

Figure

The average gender pension gap' in several European countries

Individuals aged 65 and over, in percent
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Germany has one of the highest gender pension gaps among the European countries

studied.
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Education platform for more cooperation

among schools

By Felix Weinhardt

ABSTRACT

Knowledge and education are essential prerequisites for
the future well-being of Europe

In the areas of training and continuing education, EU
education policy is one of the major success stories of the
European Union. There is a lot of potential to be tapped
when it comes to school education

Recommended: more school partnerships and a European
education platform for connecting decision makers and
schools

The EU should provide funding for independent external
evaluations of school-related measures
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Without knowledge, a knowledge-based society cannot flour-
ish. In the context of global competition, EU member states
are facing similar challenges. Increasingly global economic
integration, the demographic shift, new challenges, and the
shorter half-life of existing knowledge—i.e., digitalization—
are issues confronting all EU states. Educational policy can
supply some answers to the issues that crop up.

The EU has already made much progress in the areas of
training and continuing education. Setting up a “European
Education Area” is one of the EU Commission’s declared
goals. Erasmus, the well-known university exchange pro-
gram, has been expanded to Erasmus+, including other pro-
grams. Digital Opportunity Traineeship is an internship pro-
gram embedded in Erasmus+. It places computer sciences
students in companies in the private economy in other EU
states. The Bologna Process harmonized university degrees,
the European qualification framework created comparabil-
ity among different academic degrees or skills. In this con-
text, the Common European Framework of Reference for
Languages with reference levels for language proficiency is
a widely recognized solution. The Youth Guarantee for it is
partis a commitment by all EU member states to ensure that
all young people under the age of 25 receive a good quality
offer of employment, continued education, apprenticeship,
or internship within four months of leaving formal educa-
tion (Figure).

As part of the planned European Education Area, the area of
school education appears to be marginal. Schools can apply
for school partnerships and realize joint advanced educa-
tion projects as part of the Erasmus+ program. Compared
to the Bologna Process, for example, which had an influence
on the structure of university degree programs throughout
Europe, sights have been set lower for schools.

The EU member states should create solutions to com-
mon challenges in the school area, thus benefiting from
the diverse experience of all the states. How should schools
react to digitalization? Which training measures for teachers
have proven expedient? There are plenty of mutual issues, but
citizens often perceive them as national or (as in Germany)
regional issues. It will be necessary to create awareness and
interconnect actors in order to exchange experiences with-
outjeopardizing the educational sovereignty of the member
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states. In this way, it will be possible to avoid redundantly
acquiring knowledge on a decentralized basis.

The European education platform proposed here would per-
mit decision makers in the educational field to compare
externally evaluated programs and receive support in imple-
menting them. In addition to the effects and costs of a meas-
ure—using digital technology in the classroom, for exam-
ple —, the quality of the empirical evidence with regard to its
effect must be assessed.

A key criterion for the process is independent external eval-
uation. This would ideally occur in the form of field experi-
ments in which measures would be carried out at randomly
selected schools. In this way, subsequent differences in learn-
ing could be causally attributed to the measure. In some
places in Germany this is already happening. In England, the
Education Endowment Foundation’s Teaching and Learning
Toolkit has had positive feedback. It compares over 120 exter-
nally evaluated interventions with regard to their costs and
benefits, interconnects interested schools, and provides sup-
port for implementation.'

A platform like this, which sets up a European network of
decision makers and supports schools as they master com-
mon challenges, would be a good European education initi-
ative. In particular, the EU should provide funding for inde-
pendent external evaluations of programs. Such a platform
would not only leverage synergies, but also further embed
education policy in the consciousness of EU citizens and
lay an “early” foundation for the long-term economic via-
bility of the EU.

1 See the Education Endowment Foundation website.
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The EU's goal is for all young people under the age of 25 to either be employed, in
continuing education, or completing an apprenticeship or internship.
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A 100 percent renewable energy system
in Europe is technically possible and

economically rational

By Claudia Kemfert

ABSTRACT

To achieve climate targets, efforts need to be made in
Europe to improve energy efficiency and to expand renew-
able energies

Conditions for investing in renewable energies in Europe
must be improved, subsidies for fossil and nuclear energy
reduced

A 100 percent renewable energy system is technically
possible and economically worthwhile
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The participating states in the Paris Agreement have commit-
ted to reducing greenhouse gas emissions by up to 90 per-
cent by 2050 in order to limit the increase in global warming
to well below two degrees Celsius. Beyond individual mem-
ber states’ nationally defined climate change targets, the EU
wants to push ahead in transforming the European energy
system.! The “EU Clean Energy Package” sets the condi-
tions and defines the goals of this transformation, with the
objective of creating more competition for the most inno-
vative technologies and the fastest implementation.? This
should help the EU achieve market leadership in the field
of climate-friendly technologies. In addition to energy effi-
ciency, emission reduction, and research and innovation, the
EU’s objectives also include supply security, reduced import
dependence, and a fully integrated internal energy market.

The EU has set a binding target of 20 percent final energy
consumption from renewable sources by 2020. Seventeen
percent of the target has already been reached, mainly thanks
to the Scandinavian countries and some Eastern European
countries (Figure). Eleven countries already meet the EU
expansion targets for renewable energies, which require an
increase in the use of renewables in electricity and thermal
energy production as well as in the mobility sector. In 2017,
85 percent of all newly built electricity generation capac-
ity came from renewable energies, above all wind energy.
However, five countries are likely to miss the expansion
targets completely, including Germany,® France, England,
Belgium, and the Netherlands.

This 20 percent target is only a first step. A 100 percent
renewable energy system should be the end goal, as it is
the only way to ensure supply security, that the climate pro-
tection goals can be met, and that fossil energy imports can
be completely avoided. Modeling of electricity and energy
systems shows that this is feasible, including both earlier

1 Cf. Christian von Hirschhausen et al., "European Electricity Generation Post-2020: Renewable Energy
Not To Be Underestimated,” DIW Economic Bulletin, no. 9 (2013) (available online, accessed March 12, 2019.
This applies to all other online sources in this report unless stated otherwise); as well as Jochen Diek-
mann, "Erneuerbare Energien in Europa: Ambitionierte Ziele jetzt konsequent verfolgen,” DIW Wochenberi-
cht, no. 45 (2009) (in German; available online).

2 Cf. EU Commission, Clean Energy for all Europeans (available online).

3 Bundesregierung, Klimaschutzplan 2050 (2016) (in German; available online).
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work by the German Advisory Council on the Environment
(Sachverstindigenrat fiir Umweltfragen, SRU)* as well as more
recent, more detailed work.® In terms of costs, renewable
energies are much more affordable than conventional ener-
gies® and model results show that transitioning to a 100 per-
cent renewable energy system is economically rational.’
These studies also confirm this transition is not only cur-
rently technically feasible, but can also strengthen the econ-
omy and create innovations and technological advantag-
es.® Generating more energy via renewables reduces costs,
especially for wind power and solar photovoltaics, and lower
storage costs promote competitiveness. Were the EU to link
the electricity, heating, and transport sectors (known as sec-
tor coupling) and to better integrate different regions on
the continent by implementing uniform expansion targets
and optimizing the EU internal market, costs would sink
even further.

Positive investment conditions are important for transition-
ing to 100 percent renewable energy; this requires that the
expansion is not capped or obstructed and that financing con-
ditions are facilitated. In addition, all member states must
consistently reduce subsidies for fossil energies and, above
all, must not grant new subsidies for nuclear or fossil ener-
gies. Due to their often weather-dependent fluctuations and
flexibilities, renewable energies must be well interlinked (a
fine opportunity for utilizing intelligent technology); for this
and for the use of storage, it is necessary to improve mar-
ket conditions by removing existing barriers and enabling
more flexibility. Only so will Europe be able to increase its
economic and climate benefits through innovation and com-
petitive advantage.

4 Sachverstandigenrat fiir Umweltfragen, 100 Prozent erneuerbare Stromversorgung bis 2050: klimav-
ertrdglich, sicher, bezahlbar (2010) (in German); Martin Faulstich et al. (2011), "Wege zur 100 Prozent erneu-
erbaren Stromversorgung,” Sondergutachten des Sachversténdigenrates fir Umweltfragen (SRU), Berlin
(in German).

5 Michael Child et al, “Flexible electricity generation, grid exchange and storage for the transition to a
100 Prozent renewable energy system in Europe,” Renewable Energy 139 (2019): 80~101 (available online).

6  Cf.von Hirschhausen, "European Electricity Generation Post-2020."

7 Wolf-Peter Schill et al, "Die Energiewende wird nicht an Stromspeichern scheitern," DIW aktuell 11
(2018) (in German; available online).

8 Karlo Hainsch et al, “Emission Pathways Towards a Low-Carbon Energy System for Europe: A Mod-
el-Based Analysis of Decarbonization Scenarios," DIW Discussion Paper 1745 (available online) as well as.
Thorsten Burandt, Konstantin Loffler, Karlo Hainsch (2018), "GENeSYS-MOD v2.0—Enhancing the Global
Energy System Model: Model Improvements, Framework Changes, and European Data Set," DIW Data Doc-
umentation 94 (available online).

Claudia Kemfert is Head of the Energy, Transportation, Environment
Department at DIW Berlin | ckemfert@diw.de
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Northern European countries are far ahead of the rest of Europe in terms of renewa-
ble energy.
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European framework conditions for a more
climate-friendly industry

By

Karsten Neuhoff, Jorn Richstein, and Vera Zipperer

ABSTRACT

162

Basic materials industries such as steel and cement manu-
facturing generate around 25 percent of worldwide carbon

emissions

The European Union Emissions Trading Scheme (EU-ETS)
could play an important role in reinforcing innovation and

investment in climate-friendly technologies

Generous exemptions under the EU-ETS rule for globally
traded basic materials weaken the effect

A climate deposit in the form of a charge for using basic
materials is one possible solution to restore the incentives.
The proceeds could be redistributed among all citizens

DIW Weekly Report 16+17+18,/2019

On the way to climate-friendly, low-emission industrial pro-
duction, the basic materials industry has the greatest need for
emission reductions. The production of steel, cement, and
other basic materials generates around 25 percent of world-
wide carbon emissions.! The European Commission’s sec-
tor-specific roadmaps? and other studies® have shown that 80
to 95 percent of those emissions could be reduced. However,
this will not be achievable by simply improving the efficiency
of the existing production processes. Instead, it will take
measures such as conversion to climate-friendly production
processes of basic materials, increased efficiency of material
usage, switching to alternative materials, and improvements
in recycling.* A strong and clear regulatory framework is
necessary for manufacturers and users of basic materials to
convert to these climate-friendly options. For the following
three reasons, the EU-ETS can take up an important steer-
ing function in this process.

First, the European market is large enough to be relevant for
globally active companies. Second, nowadays, the European
Union has more credibility in many areas when it comes to
effective climate protection laws than individual member
states, as shown by the Ecodesign Directive® or the European
Renewable Energy Directive. This is important for long-term
corporate decisions on innovation and investment. The cred-
ible announcement that carbon-intensive options have no
longer-term perspective further enhances companies’ dedi-
cation to climate-friendly approaches. Third, uniform regu-
lations prevent competitive distortion within the EU.

Experience with the EU-ETS since its implementation in
2005 has shown that basic materials manufacturers only
pass through part of the price of carbon certificates along

1 Own calculations based on the International Energy Agency's Energy Technology Perspectives (2017)
(available online, accessed on April 8, 2019; this applies to all other online sources in this report unless
stated otherwise).

2 European Commission, A roadmap for moving to a competitive low carbon economy in 2050 (2011)
(available online).

3 Boston Consulting Group and Prognos, Climate Paths for Germany (2018) (available online); and
Deutsche Energieagentur (Dena), Integrated Energy Transition study (2018) (available online).

4 Climate Strategies, Filling Gaps in the Policy Package to Decarbonise Production and Use of Materials
(2018) (available online).

5  European Parliament and Council of the European Union, "Council Directive 2010/30/EU of the Euro-
pean Parliament and of the Council of 19 May 2010 on the indication by labelling and standard product in-
formation of the consumption of energy and other resources by energy-related products (recast)," Official
Journal of the European Union L 153/1(2010) (available online).


https://www.iea.org/etp2017/summary/
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52011DC0112&from=EN
https://www.bcg.com/de-de/publications/2018/climate-paths-for-germany-english.aspx
https://www.dena.de/fileadmin/dena/Dokumente/Pdf/9283_dena_Study_Integrated_Energy_Transition.PDF
https://climatestrategies.org/wp-content/uploads/2018/06/CS-DIW_report-designed-2.pdf
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32010L0030&from=EN
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the value chain, since they are facing competition from the
global market. Due to fear that basic materials manufactur-
ers will shift their production to foreign locations because
of additional environmental costs in Europe (carbon leakage
risk) these manufacturers receive free emission allowances.
This leads to a further reduction in the pass through rate of
carbon prices along the value chain.® Without prices being
passed through, however, there is little to no incentive for the
basic materials producers to use less carbon-intensive pro-
duction processes or to replace them with alternatives that
are more environmentally friendly. At the same time, end
customers are not contributing to additional costs, under-
mining the economic perspective for large-scale use of cli-
mate-friendly production processes and thus incentives for
innovation.

To tackle this problem, the EU-ETS should be supplemented
by a climate deposit’ on the use of carbon-intensive basic
materials. This refers to a charge paid by the consumers of
industrial products, based on the benchmark level of carbon
intensity of the basic materials contained in the products.

A combination of two reforms would make it possible to
implement a charge like this. First, the allocation of free
emission certificates to industrial companies should be tied
to the company’s current production volume instead of the
historical volume. This would mean that companies would
only have to purchase emission certificates for emissions
exceeding the emission benchmark level. Companies that
emit less than the benchmark would benefit from the option
to sell their excess certificates.

Second, the climate deposit would be charged for the use of
basic materials. The deposit would be equivalent to the value
of the certificates per ton of basic materials that are allocated
for free as part of the EU-ETS. For example, if two certificates
(at 30 euros each) were allocated per ton of steel (efficiency
benchmark), and one ton of steel is processed to make one
car, the climate deposit for the car would be 60 euros. Unlike
under today’s EU-ETS regulation, the deposit would be added
to the price of the end product, providing an incentive for the
downstream industry to use carbon-intensive basic materials
more efficiently or replace them with climate-friendly alter-
natives. As is the case with other consumption charges, the
climate deposit would be applied to imported basic materi-
als and products, while exports would be excluded. This pre-
vents competitive distortions and carbon leakage. Designing
the deposit as a consumption charge would also ensure com-
pliance with World Trade Organization rules and reduce
administrative complexity.

6  One-time free allocation of certificates would not negatively affect the carbon price transfer. The ef-
fect arises since 1) the future allocation of certificates is tied to the current production level and 2) new
plants also receive free certificates, making investment more attractive, boosting supply in the market,
and causing it to fall based on the equilibrium price.

7 Karsten Neuhoff et al,, “Inclusion of Consumption of carbon intensive materials in emissions trad-
ing—An option for carbon pricing post-2020", Report of project convened by Research Network Climate
Strategies, available with technical reports (available online).

Part of the proceeds could finance climate protection meas-
ures, while most of them could be used to reimburse all cit-
izens on a simple per capita basis—hence the name climate
“deposit.” The climate deposit would have a progressive com-
ponent, since poorer households that use fewer basic mate-
rials on average would pay less climate deposit than wealth-
ier households but would receive the same amount of reim-
bursement.

Supplementing the EU-ETS with a climate deposit would
restore the intended steering effect towards more cli-
mate-friendly investments along the entire value chain. At
the same time, the scheme would provide robust long-term
protection against carbon leakage. This mechanism can and
should be taken up as part of the EU Emissions Trading
Directive to strengthen the environmental effectiveness.?

8 Roland Ismer and Manuel HauBner, “Inclusion of Consumption into the EU ETS: The Legal Basis un-
der European Union Law," Review of European, Comparative & International Environmental Law, 25 (2016):
69-80.
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Europe must work together to alleviate
migatory pressure from Africa

By Lukas Menkhoff and Tobias Stohr

ABSTRACT

Improved living conditions in Africa would lessen migratory
pressure on Europe

The scope of Germany's "Marshall Plan with Africa” is
too narrow; progress can only be made if Europe works
together

A financial system that reaches as many people as possible
could be one key to future development in Africa
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Migratory pressure on Europe from Africa will not dimin-
ish in the future, but rather continue to rise. Africa’s popu-
lation is growing rapidly (by around 32 million people per
year), often lives in politically and economically unstable con-
ditions, and is significantly less prosperous than the popu-
lation in Europe. As a result, it is likely that the number of
individuals considering migrating to Europe will increase
rather than decrease. Consequently, Europe has a threefold
interest in stable economic development in Africa: to limit
migration in the medium term, to combat often staggering
poverty, and to benefit more from economic exchanges with
a growing neighboring continent.

The difficulty of achieving these objectives has been recog-
nized and various development-oriented policy packages
have been proposed, such as the German Federal Ministry
for Economic Cooperation and Development’s “Marshall
Plan with Africa” and the G20 countries’ “Compact with
Africa.” What is to be expected of these proposals, and to
what extent can they promote economic development and
actually slow migration?

The G20 Compact aims at promoting private investment
and is thus restricted to only one important aspect of devel-
opment. In contrast, the German “Marshall Plan” is broader
in scope, encompassing three main objectives: employment,
stability, and the rule of law. It also recommends measures
for achieving these objectives which can be implemented
in Germany, in Africa, and at the international level. If the
program could be broadly implemented, it would create fan-
tastic medium- and long-term conditions for development.
However, this is not expected.

Currently, there are around 1.3 billion Africans living in
55 countries on a continent three times the size of Europe.
By 2050, the population will double. In total, German (bilat-
eral) development cooperation with Africa amounts to
around three billion euros per year,’ significantly less than
the volume of economic assistance provided by the original

1 Bundesministerium fiir wirtschaftliche Zusammenarbeit und Entwicklung, Afrika und Europa—Neue
Partnerschaft fiir Entwicklung, Frieden und Zukunft; Eckpunkte fiir einen Marshallplan mit Afrika (2017) (in
German). Information on Compact with Africa available at www.compactwithafrica.org.

2 (f.the OECD website (accessed March 4, 2019. This applies to all other online sources in this report
unless stated otherwise).


http://www.oecd.org/dac/financing-sustainable-development/development-finance-data/
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Africa has the highest migratory pressure worldwide.

Marshall Plan.’? Based on the amount of aid alone, the claim
that Germany could significantly advance Africa’s economic
development on its own is rather presumptuous.

Due to the limited nature of these funds, the German gov-
ernment will only work with countries that hold promise in
terms of progress towards all three objectives. These relation-
ships are known as “reform partnerships.” Working exclu-
sively with these countries is a good idea in the sense that
the objectives can act as complements, i.e., reaching one goal
can ease progress towards the others. For example, achieving
stability and rule of law, for example, are important for fos-
tering economic growth and employment. However, so far
neither the committed personnel nor the finances are suffi-
cient for this. Crisis states, such as failed states or countries
on the brink of civil war, are neglected, although an increas-
ing number of migrants could come to Europe in the future
from precisely these countries. Since there are hardly any
legal migration channels for these individuals, many who
are not personally facing persecution will try their luck as
refugees.

More could be done if the EU countries were to join forces.
Although the EU'’s total expenditure is roughly on par with

3 Attoday's value, the "Marshall Plan" provided over 130 billion dollars in aid to 16 OECD countries over
a four-year period.

that of China,*so far there has been no binding, coordinated
European development effort between the member states nor
any initiative to work together to combat the root causes of
emigration from Africa. Joint European cooperation is also
complicated by the fact that EU countries have different polit-
ical interests in Africa and very different attitudes towards
different forms of migration, in particular legal labor migra-
tion and receiving asylum seekers.

What can development cooperation do to further develop
African countries and limit emigration? In the short term,
even doubling the current development aid would only mar-
ginally reduce the annual emigration rate.* The aim must be
to achieve medium and long-term effects by increasing eco-
nomic growth and creating positive effects on living condi-
tions downstream.

Individuals living in poor and unstable countries have the
greatest interest in migrating, but many are too poor to afford
to emigrate to Europe (Figure). While the poorest do migrate
in larger numbers when they have unexpected disposable
income, the likelihood of emigration decreases as soon as

4 Between 2010 and 2014, China spent the equivalent of a good ten billion euros annually, five billion of
which was official development aid plus 5.6 billion euros in other financial services. Cf. Axel Dreher et al,,
"Aid, China, and Growth: Evidence from a New Global Development Finance Dataset." AidData Working Pa-
per 46, 2017 (available online).

5 Theannual emigration rate could be reduced by ten to 15 percent, cf. Mauro Lanati and Rainer Thiele,
“The impact of foreign aid on migration revisited," World Development 111 (2018): 59-75.
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their income is higher in the medium or long-term.® That
is why the three main objectives in the German “Marshall
Plan” are so important: growth must be strengthened in
addition to resilience and the social environment; strength-
ening these latter two factors increases the rule of law and
lowers corruption.’

A part of these main objectives is the “inclusive financial
system,” a building block of the German “Marshall Plan”.
For example, modern mobile phone-based payment systems
in Africa offer financial access to many more people than
was previously possible with conventional branch offices. In
many countries, financial literacy is also being promoted in
order to make meaningful use of these new services. This
encourages saving behavior, financial planing, and small
businesses’ investments.® However, there needs to be less

6 Samuel Bazzi, "Welt Heterogeneity and the Income Elasticity of Migration," American Economic Jour-
nal: Applied Economics 9, no. 2 (2017): 219-255; Christian Dustmann and Anna Okatenko, “Out-migra-
tion, wealth constraints, and the quality of local " Journal of Develop Economics 110 (2014):
52-63.

7 Esther Ademmer et al, MEDAM Assessment Report on Asylum and Migration Policies. Flexible Solidari-
ty: A comprehensive strategy for asylum and immigration in the EU (2018) (available online).

8 Antonia Grohmann and Lukas Menkhoff, "Finanzbildung fordert finanzielle Inklusion in armen und re-
ichen Landern," DIW Wochenbericht no. 41(2017): 905-913 (in German; available online).
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corruption and stable rule of law for these growth drivers to
develop. For this reason alone, the EU should work together
with states which are not repressive and autocratic.

Effectively fighting the flow of migration can mean focusing
on medium and long-term effects rather than attempting to
reduce irregular migration in the short term. The complex
factors involved in slowing migration should also be clearly
communicated to the European population. However, nei-
ther growth, financial inclusion, nor any other objective will
be succefully implemented in Africa to a greater extent if the
EU does not work together.
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