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Abstract

T here are at least tw o distinct (but related) conceptsof ‘secular stagnation’. O ne concernsa

possiblelong-runterm trend grow thfailureand theotheraperm anentliquidity trap. Inthecontext

of poor productivity perform ance,both are legitim ate fearsfor European econom iesalthough

technologicalpessim ism ism isguided and scope forcatch-up isstillconsiderable. In each respect,

how ever,policy responsesthat have w orked in the past are available to addressthe problem . If

European econom iesw ere to subm it to eithertype ofsecularstagnation,it w ould be aresult of

policy failureratherthanbecauseitisinevitable.
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Introduction

R ecovery from the financialcrisisrem ainsvery sluggish in the Euro Area. Fearsare grow ing that

grow th prospectsin Europe overthe m edium term are significantly w orse than anyone w ould have

thought before the crisis. T he concept of‘secularstagnation’,w hich datesbackto the 1930s,has

been revived and w asrecently the topicofarecent e-book(T eulingsand Baldw in,2014). Indeed,

relative to pre-crisislevels,realGDP in the Eurozone countriesissim ilarto that ofthe hapless

econom iesthatrem ained in the gold standard to the bitterend (the ‘gold bloc’)ratherthan thatof

thosew holeftgold early and experienced astrongrecovery by them id-1930s(the‘sterlingbloc’),as

isshow ninT able1.

T hispaperseekstoclarify thedifferentm eaningsof‘secularstagnation’,to assesstheirrelevanceto

Europeancountries,and,inthelightofthisanalysis,toextractsom epolicy im plications. T heupshot

isasetofconclusionsw hichm akeuncom fortablereadingand w hichm akethepointthatthedesign

ofthe Eurozone m akesdealing w ith the problem ofreturning to strong grow th m ore difficult.

How ever,there isno reason to believe that technologicalprogressw illslow dow n drastically and

there isagood opportunity to return to decent grow th in the m edium term ifsupply-side policy is

supportive.

Secular Stagnation

T he first tim e around,‘secular stagnation’ w asahypothesisfam ously articulated by the early

Keynesianeconom istAlvinHanseninhispresidentialaddressto theAm ericanEconom icAssociation

m eeting in Detroit in Decem ber1938 (Hansen,1939). Hansen argued that the Am erican econom y

faced acrisisofunderinvestm ent and deficient aggregate dem and since investm ent opportunities

had significantly dim inished in the face ofthe closing ofthe frontier,declining population grow th

and aslow dow n in technologicalprogress. It w asasifthe U nited S tatesw asfaced w ith alow er

naturalrate ofgrow th to w hich the rate ofgrow th ofthe capitalstock w ould adjust through a

perm anently low errate ofinvestm ent. In Europe in the 1930sand 1940s,sim ilarw orriesw ere

articulatedby Keyneshim self(S kidelsky,1998)andhisfollow ers.

T he second tim earound,the ideaof‘secularstagnation’ putforw ard by S um m ers(2014)isoneofa

tendency to deficient aggregate dem and such that negative realinterest ratesare necessary to

generateenoughinvestm enttostabilizetheeconom y attheN AIR U . T hism ightbeaconsequenceof

deleveraging after the financialcrisisor asavingsglut. Ifthese tendenciesare persistent,the

econom y m ight face asituation w here being in aliquidity trap isthe new norm al(Krugm an,2014).

Clearly,aslow dow n in future grow th potentialw illm ake the need fornegative realinterest rates

m ore likely. W ith acapitalto outputratio of3,adecline of1 percentperyearin steady-state real

GDP grow th w illim ply adecline of3 percentage pointsin the investm ent to GDP ratio to bring

capitalstockgrow th backinto equilibrium . M odelshave been devised in w hich,faced w ith shocks

such asthose highlighted by Hansen and S um m ers,it w ould be necessary to prom ote alengthy

periodofnegativerealinterestratestoavoidaprolongedslum p(EggertssonandM ehotra,2014).

W hat kind ofpolicy response m ight be required? Ifsecularstagnation isseen asa‘depressed

econom y’ at the zero low erbound (ZL B) fornom inalinterest rates,then the optionsm ight also

include unconventional m onetary stim ulus and/or fiscal stim ulus. Either w ay,a successful

intervention to escape aliquidity trap w orksby raising inflationary expectationsand reducing ex-



2

ante realinterest rates. How ever,thisstrategy m ay be hard to im plem ent. T here isaproblem of

‘tim e inconsistency’ such thatthe private sectorm ay anticipate thatthe centralbankw illchange its

policy assoon asthe econom y startsto recover. T he centralbankm ust be credibly com m itted to

futureinflation– perhapsataratew ellinexcessof2% .1

Ifsecularstagnation isseen asaseriousslow dow n in the long-term trend grow th rate,then the

appropriate strategy isto focuson supply-side policiesthatm ightraise the rate ofgrow th oflabour

productivity and oflabourinputs. In aEuropean contextthisim pliesreform sto labourand product

m arketsthatraise T FP grow th and increase em ploym entratesand reverse the fallingbehind ofthe

U nited S tatesw hich hasm aterialized since the m id-1990s. ‘Appropriate grow th theory’ suggests

that for relatively advanced econom ieslike those of W estern Europe im proving the quality of

educationandstrengtheningcom petitionisahighpriority (AghionandHow itt,2006).

Why Was Alvin Hansen Wrong?

AlvinHansenw asspectacularly w rong. T heU nited S tatesachieved astrongrecovery from theGreat

Depression post-1933 and in the follow ingdecadesenjoyed itsstrongestevergrow th perform ance.

N eithertypeofsecularstagnationw asexperienced.

Betw een 1933 and 1937,realGDP rose by 36 percent com pared w ith afallof27 percent in the

previousfouryearstaking the levelin 1937 backto about 5 percent above that of1929 (cf.T able

1).2 T he m ain stim ulusto recovery in the U nited S tatesw asm onetary not fiscalpolicy. T hisw as

driven by (largely-unsterilized)gold inflow safterthe U nited S tatesleftthe gold standard. M 1 grew

atnearly 10 percentperyearbetw een 1933 and 1937 and realinterestratesfelldram atically. T he

role of the N ew Dealw asto change inflationary expectationsrather than to directly to boost

aggregatedem and.3

T he key w as‘regim e change’. L eaving the gold standard w asaclearsignalthat the deflationary

period w asover. R oosevelt’sseveralactionson taking office,com prising leaving gold,announcing

an objective ofrestoring the pricesto pre-Depression levels,and im plem enting N ew Dealspending

am ounted to acredible policy that delivered am ajorchange in inflationary expectationsw hich

drove dow n realinterest ratesand raised the expected m oney supply,i.e.,the classic recipe for

escapingthe liquidity trap based on ‘unconventional’ m onetary stim ulus(Eggertsson,2008).4 A key

featureoftheperiodw astheFederalR eserveBanklostitsindependenceandbecam esubservientto

theT reasury aftertheexitoftheU nitedS tatesfrom thegoldstandard(M eltzer,2003).

O verthe longerrun,Am erican grow th w asunderpinned by strong totalfactorproductivity (T FP )

grow th,bothinthe1930sand afterW orld W arII(cf.T able2). Gordon(2000)described theseyears

asthe crestofthe ‘bigw ave’ in long-term productivity grow th centred on advancesin technologies

1
A so-called‘foolproof’ w ay toescapetheliquidity trapistocom bineaprice-leveltargetpathw ithaninitial

currency devaluationandacraw lingexchange-ratepegw hichrequiresahigherpricelevelinequilibrium and
canbeunderpinnedby creatingdom esticcurrency topurchaseforeignexchange(S vensson,2003). Evenso,
credibly com m ittingtosuchapolicy canbedifficultasw asthecasein1990s’ Japan(S vensson,2006).
2

R ealGDP perpersondidnotregainits1929 leveltill1941 andrecovery w asinterrupted by asevererecession
in1937w henm onetary stim ulusw asabruptly w ithdraw n,seeCraftsandFearon(2013).
3

Itisw ell-know nthatthefiscalstim ulusprovidedby theN ew Dealw assm all(Fishback,2013).
4

Eggertsson(2008)estim atedthat‘regim echange’ accountedforaboutthree-quartersofGDP grow th
betw een1933 and1937.



3

such aschem icals,electricity,and the internalcom bustion engine. Field (2011) stressed that

technological progress w as broadly based and facilitated productivity grow th not just in

m anufacturingbuttransport,com m unications,distribution,publicutilitiesetc.w hiletheT FP grow th

ofthe1950sand 1960sw assetintrainby thenationalinnovationsystem thathad beenestablished

during the interw arperiod. T hisw asbased on investm entsin corporate laboratoriesand m odern

universitiesand delivered asignificantfallinthecostsofresearchasexperim entalscienceim proved

and the supply ofspecialized hum an capitalexpanded rapidly (Abram ovitzand David 2001). P rivate

investm ent asshare ofGDP w asaveraged 15.6 percent during 1948-66 – roughly the levelofthe

1929 peak– asbusinessrespondedtotheopportunitiescreatedby thisdynam iceconom y.5

By the 1950s,the successfulproductivity perform ance ofthe U nited S tatesasthe leading econom y

had by the 1950screated agreat opportunity forrapid catch-up grow th in W estern Europe w hich

enjoyed aGoldenAgeofgrow ththroughtheearly 1970s(Craftsand T oniolo,2008). T hisw asbased

on the rapid diffusion of Am erican technology together w ith big im provem entsin supply-side

policiesincluding,notably,m ovesto greaterEuropean econom icintegration stim ulated initially by

theconditionality oftheM arshallP lanand consolidated by theform ationoftheEuropeanEconom ic

Com m unity.6 T heproductivity gapbetw eenEuropeandtheU nitedS tatesw asrapidly reduced.7

The Eurozone’s Policy Response to a ‘Depressed Economy’

Given thatthere hasbeen zero grow th in the Euro Areain the past seven years,it isnot surprising

thateconom istshavestarted tow orry thattheEuroAreahasentered aperiod ofsecularstagnation

in that the neutralrealinterest rate issignificantly negative (R aw danow icz et al.,2014). T he

confidence intervalaboutsuch estim atesis,ofcourse,quite large butthere isatleastseriouscause

for concern in the context of possibly low er potentialgrow th. Dogged by difficult financial

conditionsand policy uncertainty,the rate ofbusinessinvestm entcontinuesto be very w eak(L ew is

etal.2014)w hilelow erlevelsofpotentialoutputandpossibly trendgrow thm akedeleveragingboth

m ore urgentand m ore difficult. L evelsofdebtforthe private sectorin the Eurozone are stillabove

pre-crisislevelsand aprolonged period ofslow deleveraging isaseriousim pedim ent to recovery

(Buttiglione et al.,2014). T he gloom y assessm ent ofthe m edium -term future w hich resultsfrom

sophisticatedextrapolationofrecentgrow thperform anceby EuropeanCom m issioneconom ists(see

T able3)castsalongshadow overthepresentandisnotconducivetoaninvestm ent-ledrecovery.

Continuing fiscal consolidation under the auspices of the Fiscal Com pact is unlikely to be

expansionary;onthecontrary,theim plicationsarelikely to bedeflationary. T heECB haseventually

em barked on quantitative easing w hich w illoffer som e m onetary stim ulusbut even so it is

reasonable to suppose that post-crisisfiscaladjustm ent islikely to be adrag on m edium -term

grow thintheEurozone. P riority hasbeengiventorestoringrelativelow levelsofpublicdebttoGDP

w hich,alongw ithbankingunion,hasastrongrationaleinthecontextofrem ovingthe‘doom loop’ of

potentially devastating feedbacksbetw een sovereign debt default and bank failuresleading to a

financialcrisisand am assive recession. T hishas,how ever,precluded significant fiscalstim ulusin

5
Inaddition,dem ographicpessim ism w asconfoundedand(forreasonsthatarenotentirely understood)the

baby boom beganinthelate1940s.
6

Badinger(2005)estim atedthateconom icintegrationhadraisedEuropeanincom elevelsby nearly 20 per
centby them id-1970s.
7

R ealGDP perhourw orkedintheEU 15 rosefrom 38.1 percentoftheU nitedS tateslevelin1950 to62.9 per
centby 1973 (Crafts,2013).
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theshortterm and,intheabsenceoffiscalunion,itseem sunlikely thatastrongfiscalresponsetoa

depressedeconom y isaw eaponattheEurozone’sdisposal.

S hort term secularstagnation issues,i.e.,those relating to the need fornegative realinterest rates

toescapefrom thedoldrum sofflat-liningGDP atbelow potentialoutput,w ereaddressedeffectively

by the regim e change associated w ith the N ew Deal. In principle,asim ilarrecipe could be follow ed

now butthearchitectureoftheEurozone,includingnotably thedesignoftheECB,precludesthis. A

centralbank m ore suited to a‘depressed econom y’ w ould be ‘subservient’ to afinance m inistry

ratherthan independent and thusm ore able credibly to com m it to future inflation and w illing to

facilitate ‘financialrepression’ thereby easing the drag offiscalconsolidation ashappened in 1930s

Britain(Crafts,2014). T hem ainpointisthatthetypeofcentralbankthatw asem bracedthroughout

the O ECD during the Great M oderation doesnot dom inate otherm odelsin allcircum stancesand

especially notw henm iredinapersistentliquidity trapw ithnom inalinterestratesstuckattheZL B.

P erhapsthe m ost radicalproposalw ould be to im plem ent unconventionalm onetary and fiscal

stim ulusthroughahelicopterm oney drop,i.e.,atem porary fiscalstim ulusfinanced perm anently by

an increase in the stock ofbase m oney. T here are good reasonsto believe both that thisshould

neverbe contem plated in norm alcircum stancesbutalso thatthisw ould be an effective antidoteto

thethreatofsecularstagnationoftheL arry S um m ersvariety (Buiter,2014). Clearly,how ever,thisis

com pletely unacceptabletoGerm any andisruledoutby Article123.1 oftheEuropeanT reaty.

In sum ,raising inflationary expectationsand thereby low ering realinterest ratesisnot com patible

w ith the design ofthe Eurozone. In particular,acredible com m itm ent by the ECB significantly to

raise the rate ofinflation isnot possible. T he centralbank w asdesigned fornorm altim esrather

than to dealw ith the policy issuesraised by adepressed econom y. Itsunsuitability forthe latteris

underlined by the lengthy delay before quantitative easing w asintroduced in January 2015 about6

yearsafterthepolicy w asadoptedby theFederalR eserveandtheBankofEngland.

Medium-Term Growth Prospects: Extrapolating Recent Trends

O new ay topredictfuturem edium -term grow thistoassum ethatrecenttrend grow thw illcontinue.

T he trend can be estim ated using quite sophisticated tim e-serieseconom etricsbut the analysisis

essentially backw ard-looking. S ince recentEuropean grow th perform ance both pre-and post-crisis

hasgenerally been disappointing,approachesofthiskind are pessim isticaboutfuture grow th. T his

isnotonly true forEurope butalso to som e extentforthe U nited S tatesw here productivity grow th

slow eddow naftertheICT boom ofthelate1990s.

T w o m ethodsoftrend extrapolation in current use are dynam ic factorm odelsw hich use high-

frequency datatotry toidentify trendandcyclicalcom ponentsintim eseriesofrealGDP orrealGDP

perw orker(Antolin-Diaz et al.,2014)and production-function m odelsw hich inferpotentialgrow th

by estim atingtrendsinthesupply-sidesourcesofgrow thincludingcapitalandlabourinputsandT FP

grow th (Haviketal.,2014). U singthe form erm ethodology,Antolin-Diaz etal.(2014)conclude that

trend grow th both in the U nited S tatesand also in the Euro Areahasgradually declined since the

end ofthe 20th century very largely asaresult ofafallin the trend rate ofgrow th oflabour

productivity.8 T hey find thattrend labourproductivity grow thand labourinputintheEuro Areahas

8
T he‘EuroArea’ inthisanalysisisaw eightedaverageofFrance,Germ any andItaly.
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fallentobelow 1 percentperyearandabout0 percentperyear,respectively,w hiletrendgrow thof

realGDP in the U nited S tateshasfallen by about 1 percentage point to about 2 percent peryear

basedonroughly equalcontributionsfrom labourinputsandlabourproductivity grow th.

U sing the production-function approach,Haviketal.(2014)also conclude thattrend grow th isnow

m uch low erthan pre-crisis,asisreported in T able 3. T he halving ofEuropean trend GDP grow th

w hich they report ism ainly driven by reduced labourproductivity grow th w hich in turn reflects

w eakertrend T FP grow th.9 T he resultsforEurope areactually quite sim ilarto thoseofthe dynam ic

factorm odelanalysisbut,w hile accepting agrow th slow dow n,the trendsinferred forthe U nited

S tatesare ratherm ore optim istic w ith trend labourproductivity grow th at 1.5 percent peryear.

T hisisin line w ith othersim ilaranalyses(Fernald,2014). T he striking im plication in T able 3 isthat,

ratherthan catching up asthey did form ost ofthe postw arperiod,in the ‘new norm al’ European

countriesw illcontinue to fallbehind the U nited S tatesin term sofproductivity levels. M oreover,

although itisAm erican econom istsw ho have raised the alarm ,Europe appearsto be atgreaterrisk

ofsecularstagnationthantheU nitedS tates.

Long-Term Growth Prospects: Forward-Looking Projections

W hat m ight am ore forw ard-looking approach say? T he best starting point for adiscussion of

potentiallong-run trend grow th forthe Eurozone isto askw hetherthe U nited S tatesisheadingfor

secularstagnation in the long run based on an exhaustion oftechnologicalprogress(Cow en,2011)

w ith the im plication that future European T FP grow th,w hich reliesheavily on the diffusion ofnew

Am ericantechnology,w illbeunderm ined.

M ainstream opinion am ong Am erican econom istsrejectsthissecular stagnation thesis. Future

technologicalprogressisnotoriously hard to predict– 1980s’ pessim ism w as,ofcourse,derailed by

ICT -but even Gordon (2014),often cited asanotoriouspessim ist,expectslabourproductivity

grow th at 1.3 percent peryearbased on T FP grow th around the average ofthe last 40 years. He

arguesthattheslow dow nintechnologicalprogresshasalready happenedandcam eaftertheendof

the ‘one big w ave’ ofthe 2nd industrialrevolution in the early 1970salthough he isscepticalofa

futureaccelerationandbelievesthatICT hasm ostly runitscourse.

N otw ithstanding thisclaim ,an obviousfactorunderpinning Am erican T FP grow th islikely to be

continuing progressin ICT . A carefulreview ofdevelopm entsin ICT stressesthat sem iconductor

technology continuesto advance rapidly and that (quality-adjusted)pricesofm icroprocessorchips

continue to fallsteeply such that abaseline projection isthat ICT -producing sectorsalone w ill

contributeabout0.4 percentagepointsofT FP grow thoverthenextdecade(Byrneetal.,2013). T he

upsideactually seem stoofferaconsiderablechancethatproductivity grow thw illstrengthensinceit

seem squite likely that the im pact ofcom puterization w illintensify in the nearfuture. Frey and

O sborne(2013)estim atethat47 percentof2010 em ploym entintheU nited S tateshasatleasta70

percent chance ofbeing com puterized by 2035 (T able 4)w ith these probabilitiesbeing strongly

negatively correlatedw ithw agesandeducationalattainm entofw orkers.

9
Grow thofthecapitalstock(andthusthecapital-deepeningcontributiontolabourproductivity grow th)

adjuststoT FP grow thinthism odel.
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If these estim atesare correct,thistechnology alone could deliver labour productivity gains

equivalent to,say,1.5 percent peryearoverthe next 20 years. Future advancesw illcom e in

m achine learning w hich w illbe applied in m obile roboticsashitherto non-routine tasksare turned

into w ell-defined problem s,in particular using big dataw hich w illallow substitution of (m uch

cheaper)robotsforlabourinaw iderangeoflow -w ageserviceoccupations. T asksw hichw illnotbe

susceptible to com puterization are those involving perception and m anipulation, creative

intelligence,orsocialintelligence. T hissuggeststhatthe issue thatEurope confrontsisactually not

som uchanabsenceoftechnologicalchangebuthow tocopew ithitespecially sinceitsfactor-saving

biascouldentailm ajorproblem sinthelabourm arket.

An alternative approach isto project future Am erican T FP grow th using agrow th m odelbased on

endogenousinnovation. Ifthenaivem odelsof25 yearsagow ereinvoked,thenitm ightbeassum ed

that T FP grow th depended sim ply on R & D expendituresashare ofGDP and since these have not

fallen,neitherw illfuture T FP grow th. U nfortunately,the evidence suggeststhe constant-returns

assum ption em bodied in these m odelsisnot valid (Klenow and R odriguez-Clare,2005). A m ore

realisticapproach m ay be the sem i-endogenousgrow th m odelin Jones(2002)in w hich increasesin

hum an capitaland in research intensity generate transitory rather than perm anent effectson

grow th. T hispossibly hasthequitepessim isticim plicationthatpastT FP grow thintheU nited S tates

haslargely com efrom increasesineducationalattainm entofthepopulationand expansionoftheR

& D sectorw hich cannot be expected to continue so that future T FP grow th m ay be m uch slow er

(Fernald and Jones,2014). How ever,even in thism odel,there m ay be countervailingtendenciesin

thatnew ideasm ay becom e easierforresearchersto develop. Forexam ple,since am ajorresultof

the ICT revolution w illbe the ease of analysisof m assive am ountsof data,there could be a

significantacceleration in T FP grow th (M okyr,2014). M oreover,w orld research intensity surely still

hasthescopetorisesignificantly asnew nations,m ostobviously China,becom em ajorplayers.10

O n balance,thisreview doesnot give strong support to the hypothesisthat there w illbe secular

stagnationintheU nited S tatesbased onadram aticdeclineintechnologicalprogress. T hisisclearly

the view ofO ECD (2014),asreported in T able 5,w hich usesacatch-up grow th m odelin w hich

grow th in the leadingeconom y (U nited S tates)dependson dem ography and technologicalprogress

w hile long-term T FP grow th in (follow er)European countriesisbased on T FP grow th in the leader

and acom ponentbased onreducingtheproductivity gapw iththeleader. T heO ECD projectionsfor

European countriesin T able 5 are based on the assum ptionsthatthe crisissignificantly reduced the

levelofpotentialoutputintheshortterm (O llivaud and T urner,2014)buthashad no adverseeffect

on long-run trend grow th and gradualconditionalconvergence tow ardsthe leading econom y

depending on institutionsand policies.11 In fact,there isalso m ore scope forcatch-up grow th in

m ostEurozone econom iesthan before the crisis. R ealGDP perhourw orked forthe Euro Areaasa

w holeasapercentageoftheU .S .levelhasfallenfrom 88.7 in1995 to79.9 in2007 and76.0 in2013.

Itisstrikingthatthisfram ew orkleadsO ECD toexpectm uchbetterT FP grow thintheEuro Areaasa

w hole and in itstroubled econom iescom pared w ith pre-crisisoutcom es. In particular,thisw ill

requiream uchbetterperform anceinT FP grow thinm arketservicesofw hichthereisno signasyet

10
Chinaaccountedfor16.2 percentofw orldR & D in2012 com paredw ith2.3% in1996 (U N ES CO Institutefor

S tatistics,2014).
11

S othevery low grow thoftherecentpastinEuropereflectsalevels-effectadjustm entresultingfrom the
financialcrisisplayingoutoverseveralyearsratherthanlow erlong-term trendgrow th.
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(van Ark et al.,2013) and w hich hasbeen the AchillesHeelofthe Euro-Areaeconom iesin the

contextofexcessiveregulationand w eakcom petition. N evertheless,prim afacie,itseem sthatw ith

good supply-sidepoliciesm edium -term grow thprospectsintheEuro Areaarem uchbetterthanthe

secularstagnationscenariom ightseem tosuggest.

Supply-Side Policy and Secular Stagnation in Europe

Itiscertainly possible to believe thatthe O ECD projectionsare too optim isticfortw o m ain reasons.

First,itislikely thathigh publicdebtto GDP ratiosw illdepressgrow th and second,m arket-friendly

policiesare threatened by high levelsofunem ploym ent and slow recovery from the crisis(Crafts,

2013).

M any Eurozonecountriesfaceadebtoverhangand fiscalconsolidationthatislikely to lastform any

years. T he long-term im plicationsofhigh levelsofpublic debt are likely to be unfavourable for

grow th (Egert,2013)and the com position offiscalconsolidation m ay w ellhave adverse effects.12

P reviousepisodesof fiscalstringency have been notable for their negative im pact on public

investm ent (M ehrotraand Valila,2006). M oreover,it isnotable that,at high levelsof debt,

addressing arising debt to GDP ratio typically entailscutsin both publicinvestm ent and education

spending (Bacchiocchiet al.,2011). T he strong likelihood that post-crisisfiscalconsolidation w ill

underm ine these expendituresisnot good new sforthe grow th prospectsofhighly-indebted EU

countries.

AcrossEurope in the 1930s,prolonged stagnation significantly increased the electoralprospectsof

right-w ing extrem ist parties(de Brom head et al.,2013) w hich w ere not m arket-friendly. In this

context,notonly m ightitbe reasonable to w orry aboutrecentelection resultsbutitshould also be

recognised that opinion pollsshow disappointingly low support forthe m arket econom y in m any

countriesw hich have been hit hard by the crisis.13 It isalso w ell-know n that the Great Depression

saw big increasesin protectionism . Eichengreen and Irw in (2010) show ed that,on average,

countriesw hichdevaluedhad low ertariffs.T hey argued thatprotectionism inthe1930sisbestseen

asasecond-best policy w hich w asused w hen the conventionalm acroeconom ic tools,fiscaland

m onetary policy,w ere unavailable,asthey are forEuro Areaeconom iestoday. A recent em pirical

analysisconfirm sthat w eak dom estic grow th and lossesin com petitivenesscontinue to be

conducivetoprotectionism (Georgiadisand Gräb,2013)soitisnotsurprisingthatEU countrieshave

beenprom inentinim posingsuchm easuresaccordingtoGlobalT radeAlert(Evenett,2014).

N evertheless,ifsecularstagnation isadanger,there are policy responsesavailable asisapparent

from the econom ic history ofthe decadesafterW orld W arII. L ong-run grow th prospectscan be

im proved by pro-m arketsupply-side policy reform sthat raise future T FP grow th and investm ent as

happened through European integration econom ic integration from the 1950sthrough the 1990s

(Crafts,2015). O bviously,it isnot feasible to repeat the grow th of the Golden Age and,

unfortunately,Europe cannot m atch the m id-20th century U nited S tatesforinnovative capabilities

12
Althoughthereisasignificantnegativerelationshipbetw eendebtandgrow th,them agnitudeseem stovary

acrosscountriesandtheclaim thataparticularthresholdcanbeidentifiedatw hichtheadverseeffect
intensifiesisprobably notrobust(Egert,2013).
13

Inresponsetothequestion‘Arepeoplebetteroffinafreem arketeconom y?’ in2014 only 47% inGreece,
45% inS painand57% inItaly agreed(P ew R esearch,2014). In2007,67% inS painand73% inItaly hadagreed
(nodataforGreece).
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but itm ight be possible to exploitscope forcatch-up and to addressw eakgrow th in service sector

productivity by speeding up the diffusion ofnew technologiesand im proving resource allocation.

Forexam ple,reducing restrictive regulation oflabourand product m arketsw ould speed up the

diffusionofICT (Cetteand L opez,2012)inw hichEuropecontinuesto lagtheU nited S tates. Colum n

2 ofT able6 suggeststhataddressingtheseissuescould potentially underpinasubstantialfutureICT

contributiontogrow th.

T hem ostobviousw ay toem ulatethesuccessoftheearly postw ardecadesistocom pletetheS ingle

M arket in particular w ith regard to servicesw here barriersrem ain high and have not been

significantly reduced in recent years(Fournier,2014). T able 7 reportsestim atesfrom adynam ic

generalequilibrium m odelof the im plicationsof thisreform . T hese are,in fact,likely to be

significant underestim ates of the possible gains because the m odel does not capture the

productivity im plicationsofgreatercom petition. Even so,the potentialim pact isconsiderable,

addingperhaps1 percenttothegrow thrateoflargeEurozoneeconom ies.

Beyond this,there are arange ofsupply-side policy reform sthatcould significantly im prove grow th

outcom esoverthe next 10 or20 yearsaccording to recent quantitative estim ates(Vargaand in’t

Veld,2014;Andrew sand Cingano,2014). T hese include im provem entsto the quantity and quality

ofeducation,strengthening com petition,cutting unem ploym ent benefits,reducing and reform ing

taxes,and low ering em ploym ent protection. T hese w ould eitherraise the grow th rate orin som e

casesprovide atransitionalboost to grow th asthe econom y m ovesto higherem ploym ent and

output levels. O ECD econom istshave done agreat dealof research in thisareaand T able 8

sum m arizestheconclusions. T heauthorsconcludethataddressingallpolicy w eaknessesby m oving

up to the O ECD average levelhasapotentialGDP gain of10 percentforthe average country after

10 yearsand25 percenteventually (Barnesetal.,2011).14

T he bottom line isthat longerterm secularstagnation in Europe isnot inevitable but w ould be the

resultofinappropriate supply-side policies. T he politicsofim plem enting grow th-friendly policiesis

challengingbutthereisam enu available.

Conclusions

Itisfartoosoontotellw hethersecularstagnationisthefutureoftheEurozonebuttheriskissurely

greaterthan in the U nited S tates. T he fact that thisrisk did not m aterialize in the past doesnot

m ean that today’sfearsare groundless. N evertheless,ifsecularstagnation ofw hateverflavouris

theoutcom efortheEurope,itshould beclearthatitisnotinevitablebutw illbetheresultofpolicy

m istakes. Future technologicalchange w illcontinue to perm it decent productivity grow th ifits

diffusionisencouragedby good supply-sidepoliciesw hilehistory givesusatem platetoescapefrom

depressedeconom y conditionsthroughregim echange.

14
S om ereform s,notably toeducationalsystem s,takealongtim etopay off.
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Table 1. Real GDP in Two Crisis Periods

Sterling Bloc United States Gold Bloc Euro Area

1929 100.0 100.0 100.0 2007 100.0

1930 100.4 91.4 97.3 2008 100.2

1931 95.8 85.6 93.6 2009 95.2

1932 96.1 74.4 90.3 2010 97.6

1933 98.8 73.4 93.2 2011 99.2

1934 105.0 81.3 92.5 2012 98.6

1935 109.1 88.6 93.4 2013 98.2

1936 113.9 100.0 94.6 2014 99.0

1937 117.7 105.3 101.0 2015 100.1

1938 119.5 101.6 100.8

Note:‘sterlingbloc’ com prisesDenm ark,N orw ay,S w edenandU K;‘goldbloc’ com prisesBelgium ,

France,Italy,N etherlands,andS w itzerland.

Sources:M addison(2010)updatedusingtheM addisonP roject(2013);O ECD (2014)
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Table 2. Contributions to Labour Productivity Growth in the United States (% per year)

K/L HK/L TFP Y/L

1901-1919 0.44 0.19 1.08 1.71

1919-1929 0.30 -0.05 2.02 2.27

1929-1941 -0.06 0.10 2.31 2.35

1941-1948 0.21 0.21 1.29 1.71

1948-1973 0.76 0.11 1.88 2.75

1973-1989 0.70 0.22 0.36 1.28

1989-2000 0.78 0.50 0.79 2.07

2000-2007 0.87 0.34 1.38 2.59

Source:derivedfrom Field(2011)updatedusingBL S w ebsite
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Table 3. Growth of Potential Output and Its Sources (% per year)

Real GDP Hours
Worked

GDP/Hour
Worked

TFP

1995-2007

EA12 2.0 0.6 1.4 0.8

EU 15 2.2 0.6 1.6 1.0

U S A 3.0 0.8 2.2 1.4

2014-2023

EA 12 1.1 0.3 0.8 0.5

EU 15 1.1 0.3 0.8 0.5

U S A 2.4 0.9 1.5 1.0

Source:derivedfrom Haviketal.(2014)
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Table 4. Estimates of Computerization Probabilities by 2035 (% 2010 Employment in USA).

≤ 0.3 33

>0.3 but< 0.7 19

≥ 0.7 47

Source:Frey andO sborne(2013)
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Table 5. Pre-Crisis Growth and OECD Future Growth Projections (% per year)

a) 1995-2007

Real GDP Employment GDP/Worker TFP, 2000-7

U nitedS tates 3.2 1.2 2.0 1.8

EuroArea 2.3 1.3 1.0 0.0

Austria 2.6 0.9 1.7 1.0

Belgium 2.3 1.0 1.3 0.1

Denm ark 2.1 0.8 1.3 0.2

Finland 3.9 1.6 2.3 1.5

France 2.2 1.1 1.1 0.1

Germ any 1.6 0.4 1.2 1.0

Greece 3.9 1.3 2.6 0.1

Ireland 7.2 4.3 2.9 1.4

Italy 1.5 1.2 0.3 -1.1

N etherlands 2.8 1.5 1.3 0.9

P ortugal 2.4 1.0 1.4 -1.2

S pain 3.7 3.6 0.1 -1.2

S w eden 3.2 0.8 2.4 2.2

U nitedKingdom 3.3 1.1 2.2 0.8

b) 2014-2030

Real GDP Employment GDP/Worker TFP

U nitedS tates 2.4 0.5 1.9 1.6

EuroArea 1.7 0.2 1.5 1.2

Austria 1.9 0.2 1.7 1.5

Belgium 2.0 0.4 1.6 1.1

Denm ark 1.6 0.1 1.5 1.0

Finland 2.0 -0.1 2.1 1.9

France 2.2 0.3 1.9 1.2

Germ any 1.1 -0.5 1.6 1.5

Greece 2.2 0.2 2.0 1.8

Ireland 2.3 1.2 1.1 0.8

Italy 1.5 0.3 1.2 0.7

N etherlands 2.1 0.2 1.9 1.6

P ortugal 1.4 0.3 1.1 0.9

S pain 1.5 0.9 0.6 0.4

S w eden 2.6 0.5 2.1 1.8

U K 2.6 0.6 2.0 1.5

Sources:T heConferenceBoard(2014)andO ECD (2014)
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Table 6. ICT and Long-Run Growth Potential (% per year)

ICT-Use Own
β 

ICT-Use
Swedish β 

ICT-Output ICT Income
Share
(%GDP)

ICT Output
Share
(%GDP)

U nited S tates 0.70 0.71 0.22 6.83 3.10

Austria 0.46 0.76 0.22 4.25 3.15

Belgium 0.64 0.73 0.13 6.03 1.90

Denm ark 0.62 0.70 0.20 6.13 2.88

Finland 0.67 0.76 0.57 6.14 8.21

France 0.48 0.68 0.17 4.91 2.46

Germ any 0.44 0.68 0.33 4.45 4.75

Ireland 0.39 0.94 0.51 2.88 7.24

Italy 0.36 0.70 0.19 3.52 2.67

N etherlands 0.51 0.71 0.10 5.36 1.36

S pain 0.53 0.76 0.10 4.83 1.39

S w eden 0.70 0.70 0.24 6.93 3.39

U nited Kingdom 0.60 0.66 0.16 6.34 2.26

Note: β  is the factor share of ICT  capital; a high value indicates relatively successful diffusion 

reflectingfavourablesupply-sidepoliciesandisconducivetoahighergrow thcontribution.

T heseprojectionsarebasedonaneoclassicalgrow thm odelw ith2 typesofcapital,ICT capitaland

othercapitaland2 typesofoutput,ICT productionandotherproduction.Eachoutputhasasim ilar

productionfunctiony = AkN ICT
αkICT

β w herey isoutputperw orkerandkdenotescapitalperw orker

w ith α and β  the sam e in each case but Δ A/A is bigger in the ICT  sector.  T he relative price of ICT  

capitalfallsinlinew iththeT FP grow thdifferential.Inthetraditionalm odelw ithonetypeofcapital,

steady state labour productivity grow th is (Δ A/A)/sL ,w heresL islabour’sshareofnationalincom e. In

them odifiedm odel,thew eightedaverageofT FP grow thinthetw osectorsisaugm entedby an

additional term  (β Δ p/p)/sL  w here Δ p/p is the rate of decline of the price of ICT  capital goods relative 

toothercapitalgoods. T heestim atesassum ethattherealpriceofICT equipm entfallsat7% per

year. ICT incom eandoutputsharesw ereobtainedfrom theEU KL EM S database.

S ource:O ulton(2012)
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Table 7. Impact after 10 Years on Level of GDP and Exports of Full Liberalization of Single

Market (%)

GDP Exports

Benelux 25.3 66.5

France 11.6 42.3

Germ any 11.5 57.8

Italy 13.6 66.5

S pain 9.5 61.4

S w eden 10.2 35.9

U nitedKingdom 7.1 47.0

S m allEU Countries 27.9 74.4

Note:‘sm allEU countries’ istheEU 27m inusBelgium ,France,Germ any,Italy,L uxem bourg,

N etherlands,P oland,S pain,S w eden,U K.

Source:Aussilloux etal.(2011)
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Table 8. Potential Impact on Real GDP per Person of Supply-Side Policy Reforms (%)

Labour
Market

Taxation Product
Market
Regulation

Education R & D
Incentives

Total

Moving to
OECD Average

U nitedS tates 0.3 1.4 0.0 2.5 0.0 4.2

Austria 3.4 8.8 0.0 0.1 0.2 12.5

Belgium 5.0 14.7 0.0 0.0 0.0 19.7

Denm ark 7.7 2.4 0.0 0.2 0.4 10.7

Finland 6.5 6.4 2.6 0.6 0.0 16.1

France 4.5 10.9 2.2 2.1 1.5 21.2

Germ any 6.1 9.9 0.0 0.0 0.0 16.0

Greece 6.0 10.1 22.0 5.8 0.0 43.9

Ireland 6.8 0.9 9.7 0.0 0.0 17.4

Italy 0.3 10.8 0.3 5.4 0.2 17.0

N etherlands 1.8 1.3 0.0 0.0 0.1 3.2

P ortugal 7.3 0.7 8.5 21.8 1.3 39.6

S pain 3.5 4.6 0.0 6.3 1.4 15.8

S w eden 6.5 6.4 0.0 0.1 0.0 13.0

S w itzerland 5.0 1.1 6.2 0.0 0.9 13.2

U nitedKingdom 1.1 0.0 0.0 4.6 0.0 5.7

Source:Barnesetal.(2011).


