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in Eastern Europe and the Russian Federation—well known for their scientifi c 
achievements under Soviet rule—is a case in point (Goldberg and others 2011). 

 · Due to the potentially large spillovers of R&D, there is often ample public 
support. Moreover, coordination failures in “discovering” a country’s 
competitive advantage have motivated calls for government intervention 
to promote particular sectors or industries assumed to have high positive 
spillovers (Rodrik 2004). Although well motivated by empirical examples, 
these calls should not divert attention from the more mundane barriers to 
investment, as detailed in chapter 4. “Setting the table” well is necessary for 
a successful National Innovation System (Lerner 2009). 

 · The interaction between supply and demand matters most. A comprehensive 
diagnosis is needed to understand what requires fi xing. For Europe as a 
whole, there are important gaps in supply and demand, as well as in the links 
between them. But in each area where Europe is weak, several countries 
already achieve global best practice. To understand what might constrain 
leading innovators in these European top performers, we must turn to 
Europe-wide factors.

The fundamentals: management quality, 
adventurous capital, and skills
How do European countries compare with their peers—most importantly the 
United States—in key dimensions of their National Innovation Systems? Using 
the framework of fi gure 5.12, a survey of evidence highlights where Europe lags. 
The survey is selective rather than comprehensive, and is based on fi ndings in 
the literature rather than original research. Aggregating the data across more 
dimensions to rank European countries against their peers confi rms the fi ndings 
of Europe’s main innovation weaknesses. 

Figure 5.12: The supply of 
innovation gets a lot of 
attention, supply-demand 
interactions too little

Source: Based on a framework developed by William Maloney, World Bank Development Economics 
Research Group.
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Management quality in the United States is higher than in Europe
In natural selection, the fi ttest organisms survive, adapting to their environment 
in unexpected ways.20 What is true in nature is also true for market economies, 
though many factors intervene in the selection process. Aghion and Howitt 
(1992 and 1998) stress competition’s importance in stimulating the innovation 
in companies near or on the technological frontier. But how competition 
stimulates innovation has only recently begun to be investigated in depth. 

Bloom and Van Reenen (2010) report the results of research that scores the 
quality of company management in several thousand companies in 17 countries 
(fi gure 5.13). Managers in the United States scored the highest, while many 
European countries scored quite poorly (see Iwulska 2011 for a summary of the 
literature). Indeed, Greek companies seem to be as poorly managed as those 
in Brazil, China, or India. Germany and Sweden do almost as well as the United 
States—and better than Canada and Japan. The index can be broken down into 
subindices measuring the extent that managers monitor what is going on, 
manage human resources with appropriate incentives, and set the right targets 
and take action when outcomes deviate. The main reason for the United States’ 
lead is its higher score in managing human resources. Bloom and Van Reenen 
(2010) attribute the country’s greater use of incentives as management tools 
to its lighter labor market regulations, which allow poor performers to be more 
easily removed and top talent more easily attracted and retained. As chapter 
6 shows, there are big differences among European countries in the quality of 
labor market regulations, but as a whole Europe struggles to attract and retain 
global talent.

Another important insight from the research on management quality is that 
weaker average management scores tend to be associated with tolerance 
of poorly managed companies, which allows these companies to stay in the 

Figure 5.13: The United States 
outperforms Europe on 
management quality

Note: Numbers of fi rms are in parentheses. Data refer to 2006–08.
Source: Bloom and Van Reenen 2010. For data, see Nicholas Bloom’s website at Stanford University, 
www.stanford.edu/~nbloom.
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market (Van Reenen 2011). This insight can be linked to evidence showing 
that in industries with higher exit rates, productivity growth is faster (Aghion 
and Howitt 2006). Competition spurs managers to innovate to escape their 
competitors, pushing poorly performing fi rms out of the market and raising a 
country’s aggregate performance. As chapter 4 shows, the survival of poorly 
performing microenterprises and SMEs is one reason for the poor productivity 
of Southern European countries such as Italy. Multinational fi rms and exporters 
are better managed than domestic fi rms and nonexporters—in line with results 
in chapter 4 on the role of foreign direct investment, internationalization, and 
export orientation for fi rm performance. 

A fi nal insight from this research is that better management may increase 
returns to new general purpose technologies such as ICT. Bloom, Sadun, 
and Van Reenen (2007) argue that greater use of managerial incentives in 
U.S. companies has led to better use of the reduction in information costs to 
decentralize key decisions within the fi rm hierarchy. This explains why the 
United States got a larger kick than Europe out of roughly the same levels 
of information technology investments during the second half of the 1990s, 
particularly in wholesale, retail, and fi nancial services (van Ark, O’Mahony, and 
Timmer 2008). 

Venture capital markets in Europe are thinner than in the United States

One of the most frequently cited explanations for the differences in dynamic 
structure between Europe and the United States is a greater willingness on the 
part of U.S. fi nancial markets to fund the growth of new fi rms in new sectors 
(O’Sullivan 2007). Survey evidence from the German Community Innovation Survey 
confi rms the importance of fi nancial constraints for innovating fi rms in general, and 
particularly for young innovating fi rms (Schneider and Veugelers 2010). 

The importance of access to external fi nance—particularly for young, fast-growing 
innovators—should not come as a surprise. Risk and informational asymmetries 
create capital market imperfections, and a fi rm’s lack of reputation and collateral 

Figure 5.14: The United States has 
the largest venture capital 
market in the world

(venture capital investment, 
percentage of GDP, 2010)

Source: EVCA (European Private Equity and Venture Capital Association) 2011; and Thomson Reuters via 
PricewaterhouseCoopers/National Venture Capital Association MoneyTree Report, based on Kelly 2011.

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



268

GOLDEN GROWTH

become crucial to how these asymmetries disadvantage it. Although young, 
highly innovative companies are rich in intangible assets such as technology and 
specialized knowledge, they lack the collateral assets that could help them access 
external fi nance. Young innovators, combining the disadvantages of small scale, 
short history, risky innovative projects, and less or no retained earnings, can be 
expected to be more affected by fi nancial barriers. 

The venture capital market is most adept to address the need of external 
fi nancing for highly innovative growth projects coming from young companies 
lacking internal funds. The high risk profi le of young, highly innovative growth 
companies often impedes other modes of external fi nancing, like bank loans.

The United States has by far the largest and most developed venture capital 
market, about twice the size of that of Europe’s leading innovators, Switzerland 
and Sweden, as a share of GDP (fi gure 5.14).21 It is not clear, however, whether 
this disparity refl ects the supply side (insuffi cient funding for potentially 
profi table projects) or the demand side (insuffi cient profi table investment 
opportunities). The evidence provides arguments for both. 

Kelly (2011) shows that European venture capital, while smaller, chases more 
deals—leading to fragmentation and smaller investment volumes per deal than 
in the United States. There is a substantial difference in average investment 
sizes between the United States and Europe, particularly at the initial stage 
of seed capital, where the average European investment is just €0.4 million 
against €2.2 million in the United States (table 5.3). There is also qualitative 
evidence suggesting that fewer venture capital investors in Europe have an 
entrepreneurial or engineering background themselves, potentially weakening 
links with investee companies (Kelly 2011). Venture capital investment in 
Europe is more diversifi ed and less focused on ICT and biotechnology than 
in the United States, where IBG sectors account for 75 percent of all venture 
capital investments. Finally, the lower development of European equity markets 
means investments may be more costly (box 5.6). These factors put European 
innovators and especially European Yollies at a disadvantage to their U.S. 
counterparts in raising fi nancing.

Table 5.3: Average deal size of venture capital investment

(euro, millions, 2003–06)

Investment stage (EVCA) Europe Investment stage (NVCA) United States

Seed 0.425 Seed/start-up 2.181

Start-up 1.425 Early stage 3.499

Expansion 2.652 Expansion 6.011

Replacement capital 7.208 Later stage 7.699

Note: Investment stages in Europe and the United States are defi ned by EVCA (European Private 
Equity and Venture Capital Association) and NVCA (National Venture Capital Association), 
respectively.
Source: Raade and Dantas Machado 2008.
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Yet Skype’s story suggests that venture capital is internationally mobile. 
In principle, a European yollie should have no diffi culty raising fi nancing in 
the deeper U.S. capital markets. For many years, returns on venture capital 
investments in the European Union were considerably worse than in the 
United States, though this gap may now be declining (Kelly 2011; Brandis and 
Whitmire 2011). Low returns explain low investment fl ows, and low returns 
might themselves refl ect nonfi nancing-related barriers to innovation. Indeed, 
a likely explanation for limited venture capital fi nancing is that markets for 
venture capital are too thin. A limited number of investors and entrepreneurs 
have diffi culties contracting with each other at reasonable costs. In European 
innovation leaders such as Sweden or Finland, though the size of the venture 
capital market relative to GDP is smaller, availability of fi nancing may no longer 
be a binding constraint.

Europe’s university research lags the United States’ in quality and 
business linkages
An available labor force with the skills to use new technologies is a key factor 
in encouraging innovation—whether by pushing out the technological frontier 
or by adopting global best practice in the domestic market. Universities play a 
key role in educating future cohorts of workers, but they also generate scientifi c 

Box 5.6: Role of fi nancial systems in convergence and innovation 
Relationship-based fi nancial (RBF) systems 
played a key role in countries where income 
convergence was the main challenge, as well 
as in the reconstruction of Europe after World 
War II. The main motive was technology 
absorption. By contrast, arms-length fi nancial 
(ALF) systems better enable innovation 
and have gradually risen in importance 
in continental Europe’s more advanced 
economies. ALF systems have also played a 
central role in making the United States and 
the United Kingdom leaders in innovation. 

The differences
An ideal RBF system emphasizes long-term 
relationships between customers and fi nancial 
institutions, with transactions conducted and 
priced in the context of these relationships. 
Reputation is integral to this system. The 
underlying legal framework is less important, 
and informal enforcement plays a more 
prominent role, so the institutional and 
information requirements are fewer. Ownership 
structures tend to be more concentrated. 

An ideal ALF system treats fi nancial 
transactions as stand-alone decisions, each 
structured and priced according to its merits 
and provided by the fi nancial institution that 
can offer the best service. The institutional 
framework is more demanding, due not 
only to the necessary legal and regulatory 

frameworks but also to the enforcement 
mechanisms that such frameworks require. 

In reality, the two systems often commingle. 
RBF systems are characterized by an above-
average importance of banks, small bond 
and equity markets, and limited emphasis on 
formal disclosure and corporate governance 
standards. This is an effi cient arrangement 
to collect savings, monitor borrowers, and 
select investment projects. ALF systems 
have smaller specialized banks, a greater 
importance of capital markets, and extensive 
formal disclosure and corporate governance 
standards.

The advantages and disadvantages
Long-term relationships in RBF systems, 
often enhanced by equity stakes and 
board positions, help generate information, 
providing banks with the opportunity and 
incentive to obtain in-depth knowledge 
of their customers, reducing information 
asymmetry, and facilitating monitoring. The 
option value for both fi nancial fi rms and 
customers of maintaining the long-term 
relationship provides an incentive to resolve 
contract disputes that might arise while 
funding borrowers during lean periods, 
therefore facilitating longer-term planning 
and reducing the need for self-insurance. But 
RBF systems also have disadvantages. The 

desire to maintain the value of the investment 
in existing relationships creates a preference 
for funding projects in established fi rms. 
Borrowers with intangible assets and start-ups 
with disruptive technologies or strategies 
challenging incumbents are less likely to be 
supported. Some analysts even argue that 
RBF systems stifl e innovation by limiting 
competition (Rajan and Zingales 2002).

ALF systems have different advantages. The 
existence of a broad range of alternative 
funding sources, coupled with a lower 
inherent preference for continuing existing 
fi nancial relationships, raises the likelihood 
of funding new technologies and fi rms. It 
also provides incentives for adjusting rapidly 
to new economic conditions—and thus to 
permanent shocks. The reduced importance 
of lock-in effects for both fi nancial fi rms 
and customers generates an incentive for 
stringent disclosure requirements. But there 
are disadvantages, too. ALF systems have less 
repeat business and thus an increased need 
for self-insurance. Because of the requirement 
for frequent disclosure, the management 
compensation structures are tilted toward 
short-term results. Finally, the transient nature 
of fi nancial transactions reduces the incentive 
to resolve disputes internally. An effi cient legal 
system is crucial for an ALF system to function 
effectively.

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



270

GOLDEN GROWTH

knowledge that becomes available for business applications. Close links 
between research institutes, universities, entrepreneurs, and venture capital 
investors are key ingredients of a successful National Innovation System. And 
universities are an important vehicle for countries that wish to attract global 
talent—both academics and students. The United States outperforms Europe on 
all three counts. 

European governments regard scientifi c research as a primary responsibility 
of the public sector, placing less emphasis on leveraging private funding for 
scientifi c discovery. While total funding per student correlates closely with 
GDP per capita, in the United States the average ratio of spending per student 
to GDP per capita was 58 percent, against 55 percent in Canada and between 
40 and 50 percent in most advanced European countries (Italy lags with less 
than 30 percent). Differences in private funding explain the bulk of spending 

RBF still dominates in Europe, 
but ALF are on the rise
Examining private sector credit and stock 
market capitalization, after controlling for 
the characteristics of individual countries—
population, demographics, and other features 
such as being a transition country or an 
offshore fi nancial center—indicates that 
banking sectors in Continental Europe are 
overdeveloped and that equity markets are 
underdeveloped (box fi gures 1 and 2). But 
this is not true for all countries. For instance, 
banking systems in the Baltic States, Bulgaria, 
Croatia, Hungary, and Slovenia perform 
above the world’s benchmark for private 
sector credit but have underdeveloped equity 

markets (except for Bulgaria and Croatia). The 
southern periphery of the European Union 
followed a similar path before the fi nancial 
crisis. For instance, Spain has overdeveloped 
banking and equity markets, but Italy lags the 
“old” EU cohesion countries in stock market 
development.

From the standpoint of innovation fi nance, 
only a few countries in emerging Europe 
appear to have excessively expanded their 
credit markets. And sustained growth 
differentials relative to the EU15 have 
narrowed the productivity gap and increased 
the share of fi rms with characteristics more 
amenable to external fi nancing through capital 

markets. Moreover, the supporting legal 
system is more open to ALF systems due to 
the nature of EU regulatory requirements. 

Whether a country develops fi nancially is 
more important than the relative weight of 
ALF and RBF systems. The experience of 
emerging Europe is interesting since foreign 
banks have become a part of RBF systems. 
But improvements in supporting institutions 
suggest greater scope for ALF systems in the 
future. 

Source: This box draws on Wolf (2011), on 
the features of RBF and ALF systems, and 
on Sugawara and Zalduendo (2011), on the 
benchmarking of banking and capital markets.

Box fi gure 1: Private sector credit
(percentage of GDP, 1997–2008)

Box fi gure 2: Stock market capitalization
(percentage of GDP, 1997–2008)

Note: Arrows begin in 1997 and end in 2008, except for Ukraine, which begins in 1998. The arrows in the top-left panel are median 
values for each country group. The y-axis refl ects the indicator referenced in the title of each chart after all effects of structural factors 
are fi ltered out and plotted against per capita income with cubic splines (dash lines). Specifi cally, each of the two indicators is regressed 
on the mentioned income and structural factors using median estimates of quartile regressions.
Source: World Bank staff calculations, based on Beck, Demirgüç-Kunt, and Levine 2000 and 2010.
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differences per student. Similarly, while public funding for researchers in the United 
States and Europe is roughly the same, Europe’s per capita funding per scientist 
is only around 40 percent of the United States’ level because the United States 
has far fewer publicly funded researchers. The European Research Council, with a 
budget of around €1 billion a year, attempts to provide more targeted and scaled-
up research grants to European centers of excellence to overcome fragmentation. 

Greater public funding has not led to a larger share of the workforce with higher 
education. Japan has the highest share of graduates in its population, with a mixed 
funding system (fi gure 5.15). The United States has a better average than the 
European Union, though several European countries with predominantly public 
funding outperform the United States.22 Public funding often comes with less 
fl exible governance, allowing for less diversifi cation in courses offered and weaker 
ability to attract, remunerate, and retain top faculty (Aghion and others 2005).

Figure 5.15: Most European countries 
produce fewer graduates than 
the United States or Japan

(percentage of the population ages 
30–34 that has completed tertiary 
education, 2010)

Source: International Institute for Applied Systems Analysis and Vienna Institute of Demography 
(IIASA/VID), via World Bank Education Statistics (EdStats).

Figure 5.16: Europe is falling 
behind the United States in 
top university rankings

(world’s top 100 universities)

Source: World Bank staff calculations, based on data from Shanghai Jiao Tong University and 
Thomson Reuters/Times.
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The consequences of this policy choice: First, Europe’s universities 
underperform their United States peers in indicators measuring the quality of 
scientifi c output and the education opportunities offered. Second, the links 
between scientifi c research and business are more developed in the United 
States, and the U.S. system is more likely to generate scientifi c discoveries 
that turn into commercial “hits.” Third, the United States outperforms Europe in 
attracting and retaining global talent to boost the quality of its workforce. 

According to the rankings of the world’s top 100 universities produced by the 
Shanghai Jiao Tong University and the Times Higher Education Supplement 
index, European universities lag behind the United States—particularly at the 
top (fi gure 5.16).23 Moreover, both rankings show Europe losing to the United 
States over 2004–10. While in absolute numbers the United States dominates 
in quality universities, some European countries do well relative to their 
population. The United Kingdom, with two top 20 universities (Oxford and 
Cambridge), is an obvious example, but Belgium, Denmark, the Netherlands, 
Sweden, and Switzerland all have a higher share of top 200 universities per 1 
million population than does the United States. Once again, within Europe there 
are innovation leaders that match the quality of the U.S. National Innovation 
System, even if Europe as a whole is falling behind.

Emerging technologies are often built on insights from frontier research, 
developed at universities or research institutes. The links between science and 
business are thus as critical as the quality of the science. Such links are forged 
more easily when researchers and entrepreneurs are close to one another, 
leading to attempts to create global innovation clusters around centers of 
academic excellence. The obvious examples are Silicon Valley in California 
for ICT, the greater Boston area and the area around Cambridge in the United 
Kingdom for biotech, and the Munich and Zurich areas for engineering. The 
United States is fortunate to have top research universities producing frontier 
research. The U.S. National Innovation System is unique in how its top research 
universities interact productively with businesses. 

Interactions between science and industry can take various forms—including 
formal relationships, such as collaborative agreements between science and 

Figure 5.17: Science-business 
links are as strong in Europe’s top 
performers as in the United States

(public-private co-publications, per 
millions of population)

Note: Data refer to different years by country.
Source: European Commission 2011b.
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industry; R&D contracting, but also own licensing policies and intellectual property 
management; and spin-off activities of science institutions. Behind this group 
of formal links are myriad informal contacts, personnel mobility, and science-
business networks on a personal or organizational basis. These informal contacts 
and human capital fl ows exchange knowledge between enterprises and public 
research, creating spillovers. While more diffi cult to quantify, informal contacts are 
nonetheless important, often instigating more formal contacts.

There are few available quantitative indicators that demonstrate the strength 
of links between industry and science across countries.24 The IUS reports 
public-private co-publications as a measure for science-business links (fi gure 5.17). 
It shows that the top countries in Europe in co-publications are Switzerland and the 
Scandinavian countries, which are also the innovation leaders overall, indicating 
that strong links between universities and the private sector are necessary for a 
well-functioning innovation system.

University patents illustrate the capacity of a nation’s science system to contribute 
to technological development (table 5.4).25 When measured by quantity and use 
by the corporate sector, different profi les for Europe, Japan, and the United States 
emerge.

Country University patents
Country share in 

university patents
(percent)

Country share in 
corporate citations of 

university patents
(percent)

Percentage of 
university-owned 

patents that are cited 
by company patents

Impact of cited 
university-owned 

patents

United States 13,088 69.8 66.8 14 6.03

United Kingdom 1,813 9.7 6.5 15 3.96

Canada 868 4.6 3.1 14 4.34

Australia 605 3.2 1.2 9 3.90

Belgium 553 2.9 6.2 36 5.17

France 455 2.4 2.3 28 3.03

Netherlands 427 2.2 3.0 28 4.26

Germany 278 1.5 1.4 22 3.89

Japan 272 1.4 3.8 49 4.77

Switzerland 180 1.0 1.1 23 4.29

Spain 124 0.7 0.9 40 2.98

Italy 101 0.5 0.5 21 3.90

EU15 average 4,062 21.7 22.8 28 3.74

Table 5.4: United States universities produce more patents, and 
if picked up by business, the patents have greater impact

(citation-based statistics for all countries with at least 100 university patents)
Note: The analysis uses application data from the European Patent Offi ce for 1980–2000, which 
allows a citation window of 10 years (until 2010). Citations are from all patent systems (United States 
Patent and Trademark Offi ce; European Patent Offi ce). The patent impacts are measured by the 
amount of citations received per cited patent.

Source: Veugelers and others 2011.
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In quantity, the United States dominates, producing a large volume of university 
patents and leaving the EU15 behind. But just 14 percent of U.S. academic 
patents are cited by the corporate sector, compared with 28 percent for the 
EU15 and 48 percent for Japan. These countries have fewer but more frequently 

Figure 5.18: The United States has 
the largest market share for 
international students

(percentage of all foreign tertiary 
students, 2008)

Source: OECD 2010.

Figure 5.19: Switzerland, 
Scandinavia, and Germany are 
global innovation leaders

(EU27 and non-European states, percent, 2010) (index for individual European countries, 2010)

Source: European Commission 2011b.
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cited university patents. When looking at the average number of citations 
received, conditional on being cited, the United States again leads the EU15 and 
Japan, as their university patents have a higher average impact. 

The U.S. model of technical innovation is one of experimentation on a massive 
scale. U.S. universities generate a large volume of patents, but few are “used” 
in creating corporate technology. At the same time, this large volume provides 
fertile ground for university patents to turn into commercial “hits.” The biotech 
(pharmaceutical) fi eld employs this experimentation process. The profi le of Europe 
suggests more mediocrity: universities are much less active in generating patents, 
only bringing out ideas more likely to be used commercially. However, with less 
experimentation, European universities are less likely to register “high-impact” 
patents. In Europe, there is considerable heterogeneity, which can be traced back 
to IPR legislation and institutional set-up (Veugelers and others 2011).26 Japan’s 
university patents are the most likely to be cited by company patents, but—
conditional on being cited—their average impact is not exceptionally high.

Moreover, the total share of corporate citations traced back to U.S. university 
patents is almost as high as the share of U.S. universities in the quantity of all 
patents produced. The higher probability of patent citations by U.S. companies 
suggests that U.S. universities provide more truly global knowledge, despite the 
predominance of local science-business links in all countries. The citation fl ow also 
shows that U.S. corporations are more likely to source knowledge globally, citing 
patents registered by non-U.S. universities. Not only does the United States have 
the strongest local science-business links of any country, it leads in globalizing 
these links, building on experience gained at home. 

Europe’s lower success in attracting global scientifi c talent and students is the third 
consequence of its underperforming science and university complex. The United 
States dominates the market for international students (fi gure 5.18). In advanced 
U.S. research programs, close to a third of all students are international. Many of 
Europe’s most promising researchers are attracted to the United States by better 
remuneration packages (Salmi 2009), better teaching and research facilities, and 
the greater density of talented colleagues and students.

Europe’s innovation systems ranked and compared
The evidence surveyed so far points to four distinct country groups in Europe. 
First, there are the leading innovating countries, including the Nordics, Switzerland, 
and Germany. On many dimensions, this group either equals or outdoes the 
United States and Japan. Second, there are the continental economies, the United 
Kingdom, and Ireland, which are performing reasonably well, though not at the 
level of global leaders on most dimensions. Third, there are the Southern European 
economies, which have struggled to increase productivity, refl ected in relatively 
weak innovation systems. And fourth, there are the emerging economies in 
Eastern Europe, including front-runners in the EU12, who have on most dimensions 
exceeded the south and economies where innovation does not appear to be a 
policy priority given general constraints to the business environment (Goldberg 
and others 2011). 

We now summarize this evidence by using the European Commission’s IUS 
indicator—a composite indicator using some data in this report and a few additional 
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measures.27 On the aggregate IUS indicator, Europe as a whole performs poorly 
(fi gure 5.19, left panel). The United States has the highest IUS score, followed 
closely by Japan. The United States score in 2010 was 49 percent higher than 
that of the EU27. This gap persisted over 2006–10 (in 2006, the United States 
score was 46 percent higher). Relative to the main emerging market economies, 
Europe still has a considerable lead. But except for the Russian Federation, the 
BRIC countries—especially China—are catching up fast. This aggregate result 
confi rms that Europe’s National Innovation Systems need updating. 

Europe’s best are performing as well as the United States, while its least 
innovation-friendly economies are not different from emerging economies 
elsewhere, and may even lag the BRICs. The IUS for 33 European countries, 
covered by all 25 subindicators (essentially most of the EU27, the European Free 
Trade Association, and candidate countries), shows that Switzerland had an IUS 
score about 60 percent higher than the EU average (fi gure 5.19, right panel). 
Although the data are not strictly comparable since not all subindicators are 
available for non-European countries, Switzerland is arguably on par with the 
United States on most dimensions of its National Innovation System. Finland, 
Germany, Denmark, and Sweden also do well. 

The weakest group includes mostly transition or EU candidate countries. The 
bottom seven are Latvia, Turkey, Bulgaria, Lithuania, the former Yugoslav 
Republic of Macedonia, Serbia, and Romania. But the innovation divide in 
Europe does not follow a simple transition divide. Among the innovation 
laggards are some older member states, notably Spain and Italy, while Estonia 
and Slovenia have already joined Europe’s more innovative half.28

The rankings in fi gure 5.19 are thus consistent with the pattern observed by 
looking at the individual dimensions of the IUS score, as well as other rankings 
of innovation capacity within Europe, such as the World Competitiveness 
Indices. The rankings are also persistent over time—the top fi ve countries in 
2006 were the same as in 2010, though Sweden ranked ahead of Switzerland in 
the top spot. The bottom fi ve did not change either. 

Achieving global leadership for Europe’s best
The Nordic economies, Switzerland, and Germany are getting the innovation 
fundamentals right, combining public support for innovation with private 
incentives to profi t from it. Is there something Europe’s other countries can 
learn from its leaders? Does Europe’s failure to specialize more in IBG sectors, 
and thus benefi t from the spillovers that come from innovation-intensive 
activities, refl ect an industrial policy failure, even among its leading countries? 
The answer to the fi rst question is yes, but implementing public support for 
innovation is diffi cult and institutionally demanding. Failure abounds and caution 
is in order. The answer to the second question is no. Instead, Europe’s failure to 
achieve global leadership in IBG sectors has more to do with three factors: its 
segmented labor and services markets; the nature of incentives for innovation 
resulting from European antitrust legislation and the absence of an integrated 
public procurement market; and unnecessary transaction costs imposed by 
the absence of a single European patent or greater bundling of public funding 
for scientifi c research. This does not exclude a role for cultural or other 
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idiosyncracies that might have helped create technology clusters in the United 
States, such as Silicon Valley. But there is much that Europe can do at the policy 
level to encourage its own clusters to grow to a global scale, without appeal to 
good luck or good weather. 

An industrial policy for the 21st century?
Finland is a top innovator in Europe. Its total investment in R&D was 3.9 percent 
of GDP in 2009 (European Commission 2011b), the highest in Europe and 
second-highest in the world. Finland has the second-highest registration of 
patents per euro of GDP in Europe, and the second-largest share of innovating 
companies cooperating with fi rms outside Europe. Over 1995–2009, Finland’s 
annual productivity growth was 1.5 percent and its rate of job creation 1.3 
percent, making for one of the fastest GDP growth rates in Europe (chapter 4). 

Finland’s innovation success is the result of conscious national policy.29 At the 
heart of this policy is public support for commercially targeted R&D through the 
National Technology Agency of Finland. This organization provides matching 
grants and subsidized and convertible loans geared to early-stage technological 
development. And, administering around a third of the public sector’s R&D 
spending ($1.9 billion in 2009, or slightly more than 1 percent of GDP), it is 
complemented by a publicly owned venture capital fund (SITRA). SITRA provides 
funding for preseed start-ups; a public applied research institute that, while 
publicly owned, obtains a third of its revenues from sales to the private sector; 
and basic research through the Academy of Sciences and universities. Political 
leadership is an important factor: the prime minister chairs a national research 
and innovation council. Yet, policy instruments have generally gone with the 
market by leveraging market incentives, rather than substituting for business 
decisions.

Finland is not alone in boosting innovation through active public support. 
Financial incentives, matching grants, targeted procurement policies, and 
other measures have helped boost innovation and venture capital from 
Silicon Valley to Singapore, and Tel Aviv to Bangalore. But many more times 
public interventions have failed. Lerner (2009) summarizes the evidence as a 
“boulevard of broken dreams.” Typical mistakes include public support programs 
that are of insuffi cient length and fl exibility; that do not leverage an existing 
scientifi c and research base, disregarding agglomeration economies; that fail to 
let the market provide direction, setting national standards rather than following 
global best practices; that are either too large or too small and fail to pay 
suffi cient attention to careful monitoring so that adjustments can be made; and 
that are not evaluated, so that policymakers and stakeholders do not learn from 
mistakes. 

Successful public policies to support innovation often require governance 
structures unlike those usually found in the public sector. This conclusion 
echoes a more general point about industrial policy: where public interventions 
can catalyze or emulate competitive market selection, and where they can 
encourage experimentation despite imperfect information, they can lift an 
economy’s overall performance (Aghion and others 2011). Too often industrial 
policy tries instead to prevent competition, and another broken dream takes its 
place along the boulevard. 
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On the agenda: single market, competition, and
public procurement 
The demand for innovation investments is a function of market pressures 
and perceived opportunities. Because the commercial opportunities resulting 
from innovation are greater when markets are larger and denser, the degree 
of market integration (or “thickness”) matters. In this respect, Europe is 
disadvantaged for two reasons. First, companies in Europe operate within 
domestic borders, due largely to the incomplete realization of the single 
market—particularly in services—and to other EU policies. The incomplete 
realization reduces the incentive to innovate, as the market of potential 
consumers remains smaller and competition lower. Second, Europe’s labor is not 
as mobile as that in the United States (chapter 6). Mobile labor allows the U.S. 
economy to respond more rapidly to shifts in the technological frontier, realizing 
agglomeration benefi ts in newly emerging centers of excellence. By rapidly 
reallocating resources in line with new technologies, the U.S. economy has a 
higher capacity for shifting to new technologies and markets. 

Pelkmans and Renda (2011) highlight a striking example of the lack of market 
integration in communication services, one of the IBG sectors identifi ed earlier.30 
Despite three packages of market liberalization, the European Union has failed 
to develop an integrated market for e-communications. In the European Union, 
the highest price for a wide range of e-communication services exceeds the 
lowest price by several multitudes (up to 1,300 percent in the case of 
fi xed-line calls to Japan!). The average monthly spending of European 
businesses differs by as much as 270 percent (not counting outliers), whereas 
the difference between New York and California is close to zero. The same is 
true in residential telecom bills. Of perhaps greater economic signifi cance, given 
the impact on the cost of information fl ows and thus the scope for productivity-
enhancing decentralization (Bloom, Sadun, and Van Reenen 2007), the quality 
of broadband services differs greatly within the European Union—and not only 
because of differences in incomes and available infrastructure. Regulatory 
obstacles—traceable to the existence of national telecom regulators in each EU 
state and to the lack of a Europe-wide approach to promoting investment in 
network industries—are partly to blame. Research suggests that a single digital 
market in the European Union would noticeably boost Europe’s economy. 

Tilford (2008) notes that Europe has been gradually losing its R&D leadership 
in pharmaceuticals to the United States. Between 1990 and 2005, the annual 
growth rate of pharmaceutical R&D in the United States was 4.6 percent, 
compared with just 2.8 percent in the European Union. One reason may be 
that national price regulation leads to market segmentation and free-riding 
by EU member states that are not hosts to large pharmaceutical companies. 
Prices in Southern Europe tend to be signifi cantly lower than in Germany, 
the Netherlands, Scandinavia, and the United Kingdom, where most R&D in 
pharmaceuticals happens. Europe’s high-price markets, smaller than those 
in the United States, may limit incentives for companies to develop, test, and 
introduce new drugs in Europe. And the average price for patented drugs in the 
European Union was only half that in the United States. This may keep health 
costs down (chapter 7), but it is bad for innovation. Moreover, the arbitrage 
opportunities resulting from price differences in the European Union may lead 
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pharmaceutical companies to attempt to restrict sales in low-price markets to the 
detriment of patients. 

Crescenzi, Rodríguez-Pose, and Storper (2007) estimate a so-called knowledge 
production function, which compares the number of patents registered to R&D 
investments in Europe (and a number of other factors at the regional level) with 
that in the United States. An insight from their analysis is that in the United States, 
knowledge production is more concentrated at the regional level, and there are 
fewer spillovers to other regions. In the European Union, R&D produced in one 
region helps generate patents in regions as far as several hundred kilometers 
away. This pattern may weaken incentives to create regional centers of excellence 
large enough to attract global leaders, risking the duplication of R&D across 
regions in Europe. In a nutshell, Europe’s most successful innovating economies 
are not big enough to allow innovators to grow to global leadership. A particularly 
prominent example for European fragmentation in innovation policy is the absence 
of a single Europe-wide patent. Leading European countries cannot agree on which 
languages to register the patent in. This is a case where overcoming national pride 
and prerogatives will be critical to create functioning Europe-wide innovation 
clusters. 

It is not just barriers to the single market resulting from national regulations that 
may reduce incentives for innovation-based growth sectors to develop. EU policy 
may have a role too, important in competition policy and procurement. Mowery 
(2011) discusses the role of competition policy and IPR protection in the evolution 
of R&D in the United States. During the postwar years, antitrust legislation 
prevented established U.S. companies from acquiring new technologies through 
mergers and acquisitions, thus promoting the birth of small innovative companies 
in new technologies such as semiconductors and electronics. After 1980, U.S. 
policy became considerably more patent-friendly. With the Bayh-Dole Act, the 
United States tightened protection of IPR, leading to an explosion in patents and 
collaboration among fi rms to benefi t from technology diffusion. The role of the 
Bayh-Dole Act in promoting business-relevant research by universities—and the 
greater role of patent revenues for universities—has led Denmark and Japan to 
emulate its provisions. There are, however, critics of tight IPR regimes—regimes 
that could lead to strategic use of patents to prevent new entry, with little value 
created in the process. 

Tilford (2008) discusses the European Commission’s interpretation of its 
competition policy mandate with respect to network industries such as ICT, noting 
that an overly stringent interpretation of consumer risk from dominant market 
power may fall short. In industries where benefi ts to consumers may increase with 
the number of consumers, market dominance may not harm consumer interests. 
At the same time, companies anticipating antitrust action may hold back from 
innovation. The design of competition and IPR policies is an important element of a 
Europe-wide National Innovation System, though Mowery (2009) emphasizes that 
successful U.S. policies may not bring the same result in places with a different 
tradition of university-business collaboration.

Finally, the United States’ success in innovation-based growth sectors owes a good 
amount to an integrated national procurement policy, particularly in the military 
and defense sector. Access to early users willing to take up and co-develop 
innovations is critical for new fi rms entering new sectors. One early customer 
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is the government. In many health and ICT sectors, history has shown U.S. 
public institutions to be an important early user, pivotal in leveraging further 
private markets through public procurement (Mowery 2009; Lerner 2009). In 
Europe, the use of public procurement as a policy tool to foster innovation and 
structural change is much less developed and far from integrated on a European 
scale (Monti 2010). 

America’s innovation machine 
versus Europe’s “Vorsprung durch Technik”
As corporate emblems of their continents, it is not unfair to contrast Apple 
and Audi. Since its inception in 1976, Apple has revolutionized the computer 
industry, changed the way music is bought and heard, and made the telephone 
a smart device, capable at once of voice, visual, and data communications. In 
35 years, the company has transformed three industries. It has rewarded its 
shareholders and grown big while still young. Indeed, in summer 2011, Apple 
briefl y became the world’s largest company by market capitalization. Audi was 
founded more than a century ago, and its main innovation was to produce the 
fi rst left-hand drive cars, making driving in traffi c easier and safer. A luxury arm 
of the massive Volkswagen Group since 1965, it has been making cars safer and 
more reliable ever since. 

Both Apple and Audi are global companies, sourcing parts from around the 
world and manufacturing products in countries where assembly is cheapest. But 
one is an emblem of unimaginable innovation, the other perhaps of persistence. 
One is a Yollie, having grown big while still young, and the other is an Ollie, 
becoming big only after it became old. 

European leaders have long recognized Europe’s innovation defi cit relative to 
the United States, Japan, and other countries in East Asia. The European Union 
even carved into its 2002 Lisbon Strategy the ambition to become the most 
competitive knowledge-based economy in the world. In the subsequent 
EU-2020 strategy and Innovation Union Flagship, it set a roadmap for 
sustainable and inclusive growth to be “smart” (for example, European 
Commission 2011a). European efforts focus on investment in R&D. An ambitious 
target of devoting 3 percent of GDP to R&D by 2010 was set in 2002. The 
same 3 percent was again targeted in the EU-2020 strategy. But reality has 
disappointed. R&D as a share of GDP has remained less than 2 percent in the 
EU15, and the gap between its R&D investments by the business sector and 
those of the United States—and even East Asia’s high-income countries such as 
Japan, the Republic of Korea, and Singapore—has been growing. It is increasingly 
apparent that such R&D targets are unrealistic; it may also be that they are not 
optimal. 

Yet, as the analysis has shown, Europe is capable of creating successful 
National Innovation Systems, which stand toe-to-toe with the world’s leading 
innovation machine: the United States. This raises the question: What are the 
characteristics of successful innovation systems in Europe? In particular, are 
there any uniquely European features of effective systems? 

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



281

CHAPTER 5

One clue is that Europe’s leaders perform especially well where Europe lags 
as a whole. For example, Switzerland has revenues from international licenses 
and patents of 2.5 percent of GDP, 10 times the EU27 average and more than 3 
times that of the United States. Sweden’s licensing and patent revenues were 
more than 1 percent of GDP in 2008, Finland and Denmark’s around 0.7 percent, 
about the same as that of the United States (European Commission 2011b). 
Finland’s population of 30–34-year-olds with tertiary education exceeds the level 
in the United States and is close to Japan’s; Finland’s business R&D was almost 
3 percent—on par with the United States. Public-private co-publications were 
between three and six times larger in Europe’s innovation leaders than in the EU27 
average, and much higher than in the United States. 

So, how are these aggregate differences refl ected at the enterprise level? 
Europe’s innovation defi cit relative to the United States can be attributed in part 
to the lack of Yollies in innovation-based growth sectors. European companies 
in traditional sectors do not innovate less than their competitors in the United 
States. But Europe has far fewer Yollies and is much less specialized in sectors 
characterized by innovation and rapid productivity growth—such as ICT, biotech, 
and medical technologies and services. This fi nding comes with a caveat: to 
measure innovation at the fi rm level, the analysis relies on R&D investments. This 
is obviously not the only way to measure innovative behavior. But the list of major 
R&D spenders overlaps other rankings of the world’s most innovative companies. 
In short, while the United States has Apple, Google, Amazon, Microsoft, eBay, and 
Facebook, Europe has BMW, Mercedes Benz, Siemens, Vodafone, and Nokia.31

And what measures should European countries take to fi x their innovation 
fundamentals? Three policy priorities emerge. First, speed up the integration 
of markets for business services and skilled labor to increase the thickness of 
markets for innovators, and shift resources rapidly to new, untested business 
opportunities. Doing so leads to more competition in IBG sectors, dominated 
by services. Second, improve incentives in scientifi c research and university 
education systems to generate ideas that can be business successes. Third, assess 
the role of venture capital in catalyzing the growth of Yollies, both in providing 
access to patient capital and ensuring attention to good management. Venture 
capital markets are integrated globally, and public policy to attract such fi nancing 
is diffi cult to design, so the early focus should be on setting the table before 
launching into specifi c programs of public support.

These things are diffi cult to do, so this analysis has daunting implications for 
Europe’s policy agenda. The evidence suggests that policies aimed at raising R&D 
expenditure across all types of industries and fi rms do not address the roots of 
Europe’s innovation defi cit. Policies need to address the barriers to developing 
new high R&D-intensity sectors and fi rms, as the evidence has shown how pivotal 
these sectors and fi rms are for tackling the defi cit in Europe’s capacity to shift. 
These barriers have roots in poor access to early risk-fi nancing, frontier research, 
specialized knowledge and skills, and risk-taking lead customers, including the 
government. Lacking this access, aspiring young innovators are hampered in their 
search for partners to develop, fi nance, produce, market, distribute, and sell their 
breakthrough innovations. 

A general innovation policy for improving the risk-taking environment is needed. 
Yollies need to interact with other innovators, and innovators should not be impeded 
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Europe’s innovation defi cit matters most for 
the EU15, and so it also matters for the 
economies of emerging Europe because they 
are closely integrated.
European enterprises do less R&D than American 
fi rms because they tend to be in sectors that are 
not as innovation-oriented.
The most innovative European economies such 
as Switzerland spend a lot on R&D, but also 
share key attributes with the United States—tight 
business–university links, good management 
skills, and top universities.
Measures to fully integrate the Single Market for 
Services will provide the scale, more privately 
funded universities will supply the skills, and 
regulations that foster competition will create the 
incentives for European enterprises to innovate.

Answers to questions on page 245

while they mature, so a policy to address the lack of young fi rms in new, 
R&D-intensive activities needs to fi t in an overall innovation framework. 
This overall innovation policy should further integrate the European capital, 
labor, and goods and services markets, making it easier for players in the 
innovation system to interact and thus creating competition. Updating 
Europe’s overall innovation policy framework should also look closer at 
competition and IPR policies, where fi nding the balance between promoting 
new entry and creating incentives for innovators by protecting their 
innovation is a delicate task. Agreeing on a single European patent would be 
a simple but important step forward.

Europe’s leading innovators in Scandinavia, Switzerland, and around the 
Baltic Sea have narrowed the gap with the United States in access to venture 
capital and in the quality of science and universities. But even they still 
depend on decisions in Brussels to address the weaknesses in the single 
market for modern services. Constraints are exacerbated by Europe’s sluggish 
labor markets, which slow the adoption of new technologies and the shift 
in effort from old and stagnant to new and growing sectors. How can these 
constraints be eased? Chapter 6 tries to answer this. 
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Chapter 5: Annexes
Annex 5.1: Indicators used in the 
innovation union scoreboard
The Innovation Union Scoreboard (IUS) is a composite indicator composed of 
indicators capturing eight dimensions of innovation: 

 · Human resources. 

 · Research systems. 

 · Finance. 

 · Firm investment. 

 · Linkages and entrepreneurship. 

 · Intellectual property rights. 

 · Innovators.

 · Economic effects. 

Within Europe, the IUS covers 34 European countries over time: 27 EU Members 
(15 old member states and 12 new member states) and Switzerland, Norway, 
Turkey, Croatia, Iceland, Former Yugoslav Republic of Macedonia, and Serbia. 

For the intra-European comparison, 25 indicators are used.32

 · Human resources: new doctorate graduates, population ages 30–34 with 
completed tertiary education, youth ages 20–24 with upper secondary level 
education.

 · Research systems: international scientifi c co-publications, top 10 percent 
most-cited scientifi c publications worldwide, non-EU doctorate students.

 · Finance and support: public R&D expenditures, venture capital.

 · Firm investments: business R&D expenditures, non-R&D innovation 
expenditures.

 · Linkages and entrepreneurship: small and medium enterprises innovating 
in-house, innovative small and medium enterprises collaborating with others, 
public-private scientifi c co-publications.

 · Intellectual assets: Patent Corporation Treaty patent applications, Patent 
Corporation Treaty patent applications in societal challenges, community 
trademarks, community designs.

 · Innovators: small and medium enterprises introducing product or process 
innovations, small and medium enterprises introducing marketing or 
organizational innovations.

 · Economic effects: employment in knowledge-intensive activities, medium 
and high-tech manufacturing exports, knowledge-intensive services exports, 
sales of new-to-market and new-to-fi rm innovations, license and patent 
revenues from abroad.

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



284

GOLDEN GROWTH

Outside Europe, the comparison countries included the United States, Japan, and 
the BRIC countries (Brazil, the Russian Federation, India, and China).

Because of limited data availability, only 12 indicators from the 25 were used for 
comparing countries outside Europe. These indicators are for human resources: 
new doctorate graduates (ISCED 6) per 1,000 people ages 25–34, percentage 
of people ages 25–64 with completed tertiary education; for research systems: 
international scientifi c co-publications per million people, scientifi c publications 
among the top 10 percent most-cited publications worldwide as a percentage of 
total scientifi c publications of the country; for fi nance: public R&D expenditures 
as a percentage of GDP; for fi rm investment: business R&D expenditures 
as a percentage of GDP; for linkages and entrepreneurship: public-private 
co-publications per million people; for IPR: Patent Corporation Treaty patents 
applications per billion GDP in euro adjusted by the purchasing power standard 
(PPS€), Patent Corporation Treaty patent applications in societal challenges 
per billion GDP (in PPS€) (climate change mitigation, health); for innovations: 
none; for economic effects: medium- and high-tech product exports as a 
percentage of total product exports, knowledge-intensive services exports as 
a percentage of total service exports, license and patent revenues from abroad 
(as a percentage of GDP). 

Annex 5.2: The dataset on leading innovators
We start with the fi rms belonging to the EU-1000 and non–EU-1000 largest 
R&D spenders in the 2008 edition of the EU Industrial R&D Investment 
Scoreboard.33 This dataset was augmented with information on the age of the 
fi rm’s creation.34  The information on the fi rm’s age allows the United States to 
distinguish between young and old leading innovators. 

As the scoreboard database only records the largest R&D spenders, “young 
fi rms” are not small start-ups. Indeed, the average size for the young fi rms 
in our sample is 10,000 employees worldwide. Some top young fi rms in our 
sample (by R&D size) are Microsoft, Cisco, Amgen, Oracle, Google, and Sun. As 
it includes (almost) no fi rms with fewer than 250 employees, the scoreboard 
dataset is not suited for analyzing small and medium enterprises. 

The young fi rms in our analysis managed on their own (without being taken 
over), in a short time since their birth (after 1975), to grow to a leading global 
position deploying substantial R&D resources. We will label them young leading 
innovators (Yollies) and old leading innovators (Ollies). 

Besides the age of the fi rm’s foundation, the dataset contains information 
on the following variables: main industrial sector (according to the Industry 
Classifi cation Benchmark), country of origin, net sales, number of employees, 
and R&D investment for each year over 2004–07. The geographic classifi cation 
of fi rms is based on ownership, not on location of the activities.35 Due to missing 
data for some fi rms, the fi nal sample includes 1,111 fi rms. Of our sample fi rms, 
32 percent are from Europe, 38 percent from the United States, 19 percent from 
Japan, and 10 percent from the rest of the world.36
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1 The Estonian programmers were Jaan 
Tallin, Ahti Heinla, Priit Kasesalu, and Toivo 
Annus. The company founders were Niklas 
Zennstroem (Sweden) and Janus Friis 
(Denmark).

2 This analysis presents productivity as GDP 
per hours worked, as is common in the 
literature (fi gure 5.1). If we were to use 
GDP per person employed, as in chapter 4, 
Europe’s leading economies would reach 
only around 83 percent of the United States 
peak in 1990. Moreover, the north would 
overtake the continental economies in 
labor productivity around 2003. The basic 
pattern that interests the United States in 
this chapter—the reversal of convergence in 
productivity between Europe and the United 
States after 1995—would remain.

3 Among technology followers, demand for 
a particular vintage of products is given. 
Market share declines with the number of 
competitors, reducing returns on moving 
into a new product vintage through 
adaptation. At the frontier, however, 
innovation creates new demand by offering 
new product types.

4 A general caveat: the measurement 
of productivity in services is fraught 
with problems. For instance, fi nal prices 
for many services refl ect both quality 
improvements and cost reductions, 
but quality improvements are often 
insuffi ciently captured. It is not clear 
whether such measurement issues affect 
cross-country comparisons of productivity 
growth in services. To the extent that they 
do, the conclusions drawn in the literature 
referenced in this chapter would also be 
affected.

5 See also Dewatripont and others (2010). 

6 The Selected Indicators table A5 reports 
selected data series that draw on the 
original source data quoted in the IUS. In 
some cases, data used in the IUS are not 
available for non-European countries, and 
alternative data series are reported. We 
have checked the robustness of the results 
in the IUS against alternative data series and 
indicate where results diverge. The main 
conclusions are not affected.

7 There are signifi cant differences in the 
productivity of R&D. The transition 
economies of Europe and Central Asia, 
for instance, are characterized by much 
higher costs of R&D investment per patent 
registered than the EU15 or the United 
States (Goldberg and others 2011). By and 
large, countries that generate a lot of R&D, 
particularly in the business sector, have a 
larger output of innovations, as measured 
by patents and corresponding business 
applications.

Notes 
8 The patent data in the bottom panel come 

from the IUS and refer only to patents 
registered under the Patent Cooperation 
Treaty. In the Selected Indicators, we also 
report the data on patent counts based 
on all patents registered under the Treaty, 
whether with national patent offi ces or 
under the European Patent Offi ce. Countries 
such as Brazil, China, Japan, and the Russian 
Federation considerably improve their 
ranking against smaller European countries 
using this alternative measure. We prefer 
the IUS data given the market signifi cance 
of an international registration with the 
European Patent Offi ce.

9 The data do not tell us what this spending 
is on. They are calculated as a residual from 
overall innovation spending minus R&D. 
The denominator is enterprise turnover. The 
data are obtained from enterprise surveys.

10 Goldberg and others (2011) examine 
collaboration of business across borders 
in patent registrations. Generally, data on 
collaboration show an upward trend, but in 
the past decade, the region has been falling 
behind such countries as China and India. 
For technology followers, collaboration 
across borders may be particularly 
important to absorb and adapt cutting edge 
technologies for domestic applications.

11 These are aggregate data based on a simple 
growth accounting framework, subtracting 
investment in physical capital and labor 
inputs, but do not account separately for 
ICT investments or structural shifts in the 
economy, as in van Ark, O’Mahony, and 
Timmer (2008). Data are also reported 
for the United States but not for a larger 
sample of countries. We therefore do not 
know whether the EU12 are outliers among 
emerging markets.

12 It would be preferable to link TFP growth to 
a measure of innovation at the start of the 
period. The Commonwealth of Independent 
States data are, however, only collected 
since 2006, and there is not much change in 
the cross-country distribution in the other 
two measures over time. The results should 
be seen as indicative, not conclusive.

13 Based on an analysis of the top 1,000 global 
fi rms in market capitalization, which were 
listed in Business Week in 1999, Cohen 
and Lorenzi (2000) found that information 
technology was by far the most important 
sector in determining the difference in the 
total number of new giants between the 
two regions. 

14 Using fi rm-level information from the 
scoreboard of largest R&D spenders, it is 
possible to trace the age and sectoral profi le 
of the largest fi rms investing in R&D. As the 
number of observations quickly becomes 
low, however, particularly when age groups 
in sectors in regions have to be analyzed, 
the level of individual European countries 
cannot be used for analysis. Annexes 2 
and 3 describe the scoreboard data and 
its caveats. Veugelers and Cincera (2010b) 
performed and reported a similar exercise 
for the EU27 countries.

15 Finland (four Yollies), Sweden (three), Spain 
(two), Italy (two), and Iceland, Denmark, 
Luxemburg, and Austria (each with one) 
complete the picture.

16 Veugelers and Cincera (2010a) perform a 
decomposition analysis to calculate the 
exact size of these effects. This analysis 
shows that the contribution of Ollies to 
the total defi cit in R&D is small. The most 
important factors to explain Europe’s overall 
poor business R&D performance are that 
Europe has fewer Yollies and that the Yollies 
it has are less R&D-intensive. Having less 
R&D-intensive Yollies accounts for more 
than half the business R&D defi cit with the 
United States.

17 This precludes any analysis at the country 
level, so only aggregate differences 
between Europe and the United States are 
reported.

18 For an interesting comparison of European 
and U.S. spending patterns on health care 
and the implications for innovation in the 
sector, see Cowen (2006).

19 Although the relationship between 
competition and innovation is not linear, 
fi rms well below the technological 
frontier may actually be discouraged from 
innovating if competition is too intense.

20 For examples, see the British Broadcasting 
Corporation’s Planet Earth series.

21 Because of signifi cant year-on-year 
volatility, the ranking among countries 
changes quite a bit across years. But the 
United States is always the largest market 
for venture capital—both in absolute terms 
and as a share of GDP.

22 The data used in fi gure 5.15 come from 
IIASA/VID. Data in the IUS indicate that 
the United States has a large advantage 
over Europe in the share of graduates in its 
population, but the IUS for the United States 
only reports graduate shares among people 
ages 25–64, thus refl ecting cumulative 
investments in tertiary education, not recent 
investments. 
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23 The Shanghai Ranking ranks universities on 
a set of indicators measuring their research 
performance. The indicators include the 
number of alumni winning Nobel Prizes, 
the number of university faculty winning 
Nobel Prizes, the number of articles 
published in Nature and in Science, the 
number of articles published in ISI Web of 
Science journals, the number of highly cited 
researchers, and the size of universities.

24 The World Economic Forum reports 
qualitative measures of the business-
research links, based on interviews with 
executives. Managers are asked to rank 
the quality of research institutions and 
the extent to which they collaborate with 
business. The United States, Switzerland, 
the United Kingdom, Germany, and Sweden 
come out on top. The transition economies 
are mostly at the bottom of the European 
ranking, but Italy and Greece rank worse 
than Turkey and Ukraine. The Czech 
Republic and Hungary score roughly the 
same as Austria and Luxembourg (Schwab 
2011).

25 An ANCOVA confi rms that country 
differences, as well as technology fi elds 
of the cited and citing patents, explain a 
considerable share of the observed variance 
in the share of cited university patents. In 
terms of impact, country effects prevail 
(Veugelers and others 2011).

26 Within the EU15, Belgium’s university 
patents hold a top position in corporate 
citations received. Not only do Belgian 
university patents have a higher probability 
of receiving citations by corporate patents, 
they also have the highest impact in 
Europe. The success of Belgian university 
patenting is due largely to the country’s 
Interuniversity Microelectronics Centre. 

27 The aggregate score is based on 8 
dimensions comprising 25 indicators. Each 
indicator is normalized, and the aggregate 
score is the unweighted average. For 
comparisons with non-European countries, 
only 12 indicators are available. See annex 1 
for details.

28 Radosevic (2004) found similar results. 
In addition to a high-tech “north” cluster 
composed of four countries with the 
highest national innovation capacities in the 
European Union (Finland, Sweden, Denmark, 
and the United Kingdom), he obtained 
two other clusters comprising most of the 
catching-up member states, as well as some 
other member states. One cluster comprises 
the three cohesion states (Greece, Portugal, 
and Spain) and six less-advanced new 
member states (Bulgaria, Latvia, Lithuania, 
Poland, Romania, and the Slovak Republic). 
These nine states are characterized by weak 
national innovation capacities. The four 
more-advanced new member states (Czech 
Republic, Estonia, Hungary, and Slovenia), 
together with six old member states 
(Austria, Belgium, France, Germany, Ireland, 
and Italy), form a middle-level group of the 
European Union.

29 This short summary draws on Goldberg and 
others (2011). See also Roos, Fernström, and 
Gupta (2005).

30 For an example of how single market 
reforms in medical devices have promoted 
innovation in the industry, see Steg and 
Thumm (2001), who note the limitations 
imposed by national health systems and the 
incomplete harmonization in applying single 
market rules. 

31 According to the Business Week ranking 
of the 50 most innovative companies in 
the world, only one European company—
Nokia—made it into the top 10. Microsoft, 
Intel, and Google (all Yollies)—in the top 10 
of the world’s largest R&D spending—are 
ranked 5th, 33rd, and 2nd among the most 
innovative companies. In Europe, Vodafone, 
BMW, Daimler, Siemens, and Audi rank 
among the most innovative companies and 
are among the largest R&D spenders. Only 
Vodafone is a Yollie. 

32 While 25 indicators compose the Innovation 
Union Scoreboard, only 24 are currently 
computed, as the indicator on “high-growth 
innovative enterprises as a percentage of all 
enterprises” is not yet available.

33 The European Commission JRC-Institute for 
Prospective Technological Studies collects 
annual data since 2004 on companies 
investing the most in R&D worldwide (the 
EU Industrial R&D Investment Scoreboard). 
See http://iri.jrc.ec.europa.eu/research/
scoreboard.htm.

34 The sources used for retrieving the age 
information are mainly company websites. 
This has been cross-checked with other 
databases (for example, the Amadeus 
database provided by Bureau van Dijk, and 
Véron 2008). To construct the fi rms’ ages, 
we used the fi rst year of its creation (ex 
nihilo). In case of a merger and acquisition 
(14.9 percent of cases), we used the oldest 
age of the merged entities.

35 All activities of the fi rm are consolidated in 
the scoreboard. We have no information on 
the geographic or sectoral distribution of 
fi rms’ activities. 

36 Europe includes the EU27 and countries in 
the European Free Trade Association. The 
rest of the world includes Canada (14 fi rms), 
China and Hong Kong SAR, China (10), India 
(12), Israel (8), the Republic of Korea (18), 
and Taiwan, China (33).
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CHAPTER 6

Labor and Government
Chapters 2 and 3 focused on the 26 economies in emerging Europe, analyzing 
their economic links with the 19 countries in the EU15 and European Free Trade 
Association (EFTA) economies. In assessing trade and fi nance, the chapters 
paid special attention to services, which comprise more than two-thirds of the 
European economy and are believed to be performing worse than in America 
and Asia. Chapters 4 and 5 shifted the focus to the 27 member states of the 
European Union. The link between the chapters on enterprise and innovation 
was productivity, whose pace of improvement is less than satisfactory. 
Chapters 6 and 7 widen the scope to all of Europe’s 45 countries. The link 
between the chapters on labor and government is that the population is aging, 
which provides the strongest imperatives for rethinking the European model 
of work and government.

Most parts of the world have to contend with aging, but Europe must do so 
with a model of work that might be least suited to deal with the approximately 
50-million-person decline in the workforce expected over the next 50 years, 
much of which will be occurring in the next two decades. Europe’s work model 
is marked by unprecedented security for those with jobs, relatively generous 
benefi ts for those without, and easy pension eligibility. Chapter 6 fi nds that 
this model is making Europe uncompetitive. To address this, most countries 
in Europe have to increase labor force participation and make it easier for 
younger people to get jobs that “insiders” have secured for themselves. 
Collectively, Europe has to decide how to unify its labor market and by how 
much, and how to attract global talent. Labor has become one of the weak 
components of the European economic model.

Finding a better work-life balance has meant that most European governments 
are about a fi fth larger than their peers and that they spend about 10 percent 
of GDP more than governments in other parts of the world. Much of this 
difference is due to spending on social protection (pensions, unemployment 
insurance, and social assistance). Well-organized governments in Europe 
manage to keep their economies growing despite the high taxes needed to 
fi nance this spending; others have begun to stagnate and accumulate debt. 
Chapter 7 discusses what helps some economies with large governments—
such as Sweden and Finland—keep growing. It requires considerable discipline 
in delivering social services, making it easy to pay taxes and conform with 
regulations, and allowing enterprises the economic freedom to compete 
abroad. Others can make governments more effi cient by reforming social 
protection and social services: this should be the long-term objective. But it is 
not easy to increase the effi ciency of governments. In the meantime, chapter 
7 reasons that many European governments must shrink. Their ability to 
consolidate spending during the 1990s—and the willingness of many to do so 
during the sovereign debt crisis of 2010-11—should be cause for optimism.
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CHAPTER 6

Labor
In February 2000, the world watched as France instituted the 35-hour 
workweek, down from the 39 hours expected of French workers and the 
more than 40 in most developed countries. The reasoning was that because 
there are only so many hours of work needed, it would be better to share 
them among more workers. Unemployment in late 1999 was about 10 
percent, so cutting the number of hours by about 10 percent might take 
care of the problem. Economists call this the “lump of labor fallacy.” Another 
reason was the belief that French workers should be rewarded for their high 
productivity by allowing them to work less. Researchers had found that the 
output per hour worked was higher in France than in almost every other 
country. Getting employers to pay overtime wages for work beyond 35 
hours would help labor capture more of the benefi ts of high productivity. 

What happened over the next few years? Unemployment did not fall by 
much, though the new requirements might have encouraged workers 
to move to smaller fi rms that were not covered by the law (Estevão 
and Sá 2006). The 35-hour workweek has since been watered down, 
but no government has tried to repeal it. Instead, businesses have been 
given ways around the problem, and the regulations have become more 
complicated. In the meantime, productivity growth has slowed in Western 
Europe and sped up in the United States. Between 1990 and 2000, output 
per hour worked in manufacturing—the sector with the most reliable 
data—grew at roughly 4 percent a year in both France and the United 
States. Between 2000 and 2007, it accelerated to 6 percent in the United 
States, while French productivity growth slowed to 3.3 percent (U.S. 
Department of Labor 2011). 

Chapter 6

Is there a European work model?
Given demographic changes, how can Europe 
achieve a stable and more productive workforce?
Are employment and social protection practices 
inhibiting labor participation and effi ciency?
Is Europe taking full advantage of the benefi ts 
associated with internal labor mobility?
How can Europe become a global magnet for talent?
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The “lump of labor fallacy” might also be responsible for attitudes toward 
mobility and immigration in Europe. If there is only so much work to divvy up, 
people from other EU states—not to mention, other parts of the world—should 
not be allowed in. Prime Minister Gordon Brown, reacting to reports that Italian 
and Portuguese workers were being hired for construction contracts during the 
fi nancial crisis, called for “British jobs for British workers.” In contrast, Australia, 
Canada, New Zealand, and the United States, partly freed from this fallacy by 
their tradition as centers of immigration, have attracted the best and brightest 
from around the world. They have succumbed occasionally to the same 
instincts, even though many studies have found that workers mainly move to 
places where there are jobs that locals are not willing or able to do (Vedder 
and Gallaway 1997). But the fl ow of immigrants serves to inject economic 
adrenaline in a manner that is less evident in Europe. 

Although institutions and social norms vary across Europe, the stereotype is 
that Americans “live to work” and Europeans “work to live.” Few would argue 
that the two weeks of leave that many workers in the United States get is 
good for their productivity and for national economic growth. Americans who 
have traveled or lived in Europe often lament the imbalance between work 
and life in the United States, and attribute the rise in stress and tensions in 
family life to the importance Americans give to work. The stubbornly high 
rates of unemployment since the fi nancial crisis have encouraged skeptics of 
the “U.S. work model” to question the benefi t of its fl exibility. These skeptics 
point out that the U.S. work model seems to deliver a much higher level of 
inequality and “working poor” than the European work model. One could be 
forgiven for wondering whether in the years since Europe’s “Golden Age” of 
growth between 1950 and 1973, Europeans have been drifting to the opposite 
but equally questionable extreme. In the 1970s, the French worked the longest 
hours among advanced countries. By 2000, they worked about 300 fewer hours 
each year—a month and a half less—than Americans. In France, just 1 in 10 
people aged 60–65 works; in the United States, the ratio is 1 in 2. 

Europeans have a choice: work more productively to maintain the European 
social model or give up a substantial part of it, with major cuts in the 
generosity of benefi ts. It will probably end up being a mixture of both. With few 
exceptions, the labor force will be shrinking everywhere in Europe. Nowhere 
on the continent is this more apparent than in Europe’s emerging economies. 
For them, the problem has an added dimension: they have become old before 
they could become rich. The wealthy part of Europe could tap into its assets 
to fi nance part of their benefi ts. But the way labor markets are regulated 
in emerging Europe and the comprehensive social entitlements available 
to households are quickly starting to resemble those in their far wealthier 
neighbors. For a middle-income country, the combination of a shrinking 
labor force and EU-type labor market and social institutions could create an 
insurmountable high debt/low growth trap. As chapter 7 on government will 
document, spending on pensions is already as much as 15 percent of GDP in 
some countries such as Serbia and Ukraine. Europe as a whole now spends 
10 percent of GDP on pensions, about twice the spending on education. This 
cannot be good for growth. 
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As people cut their work lives in most of Europe, populations in all European 
countries are aging, shaping their economic potential for years to come. The 
European Union’s labor force (including the EFTA’s) is expected to decline 
by about 39 million by 2060. If the Balkans, Turkey, the Russian Federation, 
Ukraine, and Belarus are included, the decline is about 50 million; the projected 
increase of 6 million in Turkey’s labor force is more than offset by the decline 
elsewhere. Only if actual retirement age were to increase substantially (by 
around 10 years) and participation rates—especially in Turkey and among 
women—were to increase to levels seen in Northern Europe could Europe offset 
the decline in the labor force. None of these outcomes, though, would prevent 
its aging. Europe needs to make its labor force more productive and to attract 
more productive workers from abroad.

Europe is not alone in feeling the force of aging populations. Japan and other 
developed parts of Northeast Asia already fi nd themselves under the strains 
of low fertility and increasing longevity. In the Southern Cone of Latin America, 
Argentina, Chile, and Uruguay also feel the effects of aging. Even China faces 
this challenge, sooner than it would have if it did not have its one-child policy. 
But the most “European” features of the work model—unprecedented job 
security, generous benefi ts for the unemployed, and easy pension eligibility—
make the imperatives created by an aging population most acute in Europe.

The fi rst imperative is to counter the shrinking of the labor force. The second is 
to increase labor force productivity. Europe’s adverse demography also means 
that its human capital has to be better leveraged. Labor market regulations, 
interventions, and institutions have to become more “pro-work.” To ease 
the brakes on growth caused by aging, it is necessary to have labor market 
regulations that encourage more people to work, to work longer, and to work 
more productively. Changes that make jobs more contestable will increase 
productivity. And increasing the productivity of the labor force will require 
that Europeans become more mobile. But even if Europe can put its human 
resources to best use, the pace of aging and the decline of the labor force will 
leave a demographic defi cit that can be closed only by tapping into talent from 
abroad. Europe will have to rid itself of the obstinate “lump of labor” fallacy 
that impedes smart immigration policy. This chapter aims to answer the most 
pertinent questions about work and economic growth in Europe.

Is Europe’s approach to work making it uncompetitive? Yes. Most countries in 
Europe are not making the best use of their scarcest asset: workers. European 
countries must offset the impending labor force decline by increasing the 
labor force participation of people of all ages, regardless of gender, ethnicity, 
or socioeconomic background. They must also increase labor productivity, 
especially by equipping workers with more generic skills that allow them to 
redeploy their human capital more fl exibly across jobs. European countries must 
improve regulations and interventions so that labor is allocated more effi ciently, 
within and across countries. Europe must change immigration policies to make 
them respond more to economic imperatives and less to politics. 

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



294

GOLDEN GROWTH

This chapter arrives at these conclusions in fi ve steps. Each step involves 
answering a question:

 · Is there a European work model? A common approach sets Europe apart. 
Europe’s approach for balancing economic freedom for employers and social 
protection for workers is unique. By and large, non-European OECD countries 
feature less generous protection benefi ts and more fl exible labor markets. In 
much of Europe, these arrangements do not work well. But the features and 
performance across countries vary considerably. Over the next decade, two 
developments—unprecedented in size—will strain the European work model 
even more. The fi rst is a demographic shift at home, with a quick aging of 
the population. The second is competition from workers outside Europe, most 
notably a billion increasingly educated Chinese and Indian workers. Europe 
must contend with both. 

 · Given the demographic changes underway, how can Europe achieve a 
stable and productive labor force? Labor markets will need to become more 
inclusive, with increasing participation among women, youth, the elderly, and 
excluded groups. None of these measures, however, would prevent the aging 
of the European labor force. Given the scale and nature of the challenges, 
Europe needs to make its labor force more productive through better 
regulation of labor markets and better design of social welfare. In emerging 
Europe and in parts of southern Europe, skill gaps will need to be closed. 
Immigration will have to be part of the solution: Europe will have to become a 
magnet for talented young people from other parts of the world.  

 · Are employment and social protection practices inhibiting labor 
participation and effi ciency? In most parts of Europe, they are. Current 
policies allow “insiders” to make their jobs incontestable through strict 
employment protection, while creating considerable work disincentives 
for “outsiders” through ill-designed social benefi ts, especially those in 
low-wage segments. European workers cannot ignore the fact that more 
than a billion workers have entered the global market over the last decade. 
Strict employment protection and weak work incentives undermine labor 
participation and effi ciency in Europe. Many governments in the region have 
been making the labor market more contestable, and others can learn from 
them. 

 · Is Europe taking advantage of the greater potential for labor mobility 
arising from economic integration? The short answer is no. Although 
migration between EU countries is higher than in other parts of the world, 
intra-EU migration falls short of the European Union’s aspiration of a fully 
integrated labor market. In addition, internal labor mobility in most countries 
is low. The explanations (beside the obvious difference in language and 
culture between EU countries): housing markets are ineffi cient, wages do not 
signal labor shortages and surpluses, and the absence of a Europe-wide social 
safety net makes moving too risky.  

 · How can Europe become a global magnet for talent? With more self-
interested immigration policies. Without changes in labor force participation, 
the European Union will need about a million immigrants a year for the 
next fi ve decades to offset its population decline. Immigration policies in 
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most European countries focus too much on political factors, such as family 
reunifi cation, asylum, and human rights, and too little on economics, such as 
the demands of employers and skill shortages. Though morally laudable, this 
tilt may make Europe a loser in the competition for globally mobile talent. 
Some countries have introduced demand-driven residency and work permits, 
but even their systems struggle to keep up with shifts in shortages and 
demand for new talent. Immigration policy needs to be complemented with 
policies that make risk-taking, entrepreneurship, and skills more profi table. 

Europe is aging and its labor force shrinking. This is not news. But the speed 
and size of these developments may shock readers, and should motivate policy 
responses. Labor market regulations, interventions, and institutions are restraining 
growth, and they must be updated. Education and training systems will need 
reform to enable workers to move to more productive jobs, with greater ease and 
to greater profi t. Europeans are still less likely to move than people in other parts 
of the world, and the success of the Single Market for Services depends on their 
becoming more mobile. Much more can be done to make Europe a global—not 
just a regional—magnet for talented people. To do all this, Europe’s policymakers 
will have to convince themselves and their constituents that the rewards of hard 
work can be shared sensibly without treating labor as a lump.

The European work model
If a “European work model” exists, it likely features structures that grant greater 
power and protection to workers and greater importance to security, possibly at a 
cost to entrepreneurial risk-taking and individual enterprise. Because any “model” 
is likely to refl ect social norms or values, microdata from the European Values 
Survey and World Values Survey can be used to examine attitudes toward work. 
Country-level indicators constructed by the OECD in Paris and the Institute for the 
Study of Labor in Bonn can also be used to capture structural differences in labor 
markets and to try to categorize European countries and their non-European 
peers into work-model types.

Attitudes and values toward work
People who study social norms and preferences speak of “work centrality” in 
reference to the importance that work plays in a person’s life. In societies where 
work centrality is greater, work ethics rest on the belief that work is desirable 
and rewarding in its own right (Hirschfeld and Feild 2000). Economists focus 
analysis of work centrality on differences in working hours, and quite a bit has 
been written on the differences in hours worked between the United States and 
Europe. Some theorists relate the increased working hours in the United States 
to the long-standing cultural differences possibly rooted in America’s puritan 
Calvinist heritage: “New England’s Puritan settlers avidly struck long-standing 
religious holidays off the calendar (including Christmas) and thereby increased 
their total work days signifi cantly” (Alesina, Glaeser, and Sacerdote 2006, p. 46). 
However, Europeans actually worked longer hours than Americans up until the 
late 1960s.1 Blanchard (2004) asks whether the large decrease in hours worked in 
Europe should be interpreted as a growing preference for leisure as productivity 
increased, or as the result of increasing distortions, such as high taxes on work, 
early retirement programs, and so on.
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A large body of empirical research fi nds that taxation (Rosen 1997; Prescott 
2004; Davis and Henrekson 2005), unionization and regulation (Alesina, 
Glaeser, and Sacerdote 2006), and individual preferences (Blanchard 2004) all 
lead to Europeans’ working fewer hours than people in other countries. When 
reasonable elasticity estimates are used, however, differences in tax rates and 
distortions explain only about half the discrepancy between hours worked in 
the United States and Europe.2 Attributing the fall in hours worked since the 
mid-1970s to increases in tax rates and regulation alone depends on unrealistic 
assumptions about utility and the strength of income and substitution effects 
(Blanchard 2004).

In Ireland, average hours worked per year fell from 2,140 in 1970, to 1,670 in 
2000 (25 percent), and during this period the Irish economy boomed, with major 
in-migration, an increase in labor participation rates, and low unemployment, 
together with a small increase in the average tax rate. Using this example, 
Blanchard (2004, p.9) argues that “a large part of the decrease in hours per 
capita over the last 30 years in Europe refl ects … a choice that is likely to be 
made voluntarily by workers”. From analysis of 10 years of microdata from 
Germany, and country-level data from 12 OECD countries, Alesina, Glaeser, and 
Sacerdote (2006) conclude that “Europeans seem to be happy to work less and 
less. Whether they internalize the macroeconomic effects of working less, like 
relative shrinking of the size of their economies relative to emerging countries, 
or a decline in the relative prominence of Europe as an economic superpower, is 
of course a different matter” (p. 55).

Several researchers have looked at the relationship between work satisfaction 
and overall reported happiness. Clark (1997) argues that an understanding of job 
satisfaction provides “an additional route towards the understanding of certain 
important labour market behaviours,” and that job satisfaction is “… as close as 
we are likely to come to a proxy measure of utility at work” (p. 344). There is a 
strong positive correlation between job satisfaction and subjective measures of 
happiness, and a negative correlation between annual working hours and job 
satisfaction (r = –0.65, fi gures 6.1 and 6.2). A large body of empirical research, 

Figure 6.1: Self-reported measures 
of happiness are positively 
associated with job satisfaction

Figure 6.2: People who work fewer hours 
report higher levels of job satisfaction

Source: Torgler 2011, based on European Values Survey and World Values Survey.
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for example, shows a strong link between low job satisfaction and quitting 
behavior, absenteeism, and lower work performance.3

A negative correlation (r = –0.47) between work and leisure preferences is 
reported by respondents to the European and World Values Surveys (fi gure 6.3). 
Sweden is an outlier. Excluding Sweden strengthens the negative correlation 
(r = –0.75). The broader European neighborhood is different, with a positive 
correlation (r = 0.44) between the reported importance of work and leisure 
(fi gure 6.4). Excluding Albania, the positive correlation increases signifi cantly 
(r = 0.77). Somewhat counterintuitively, given the rising concern for a tradeoff 
between work and family life, the data show a strong and positive correlation 
between the importance of work and that of family centrality (r = 0.76), 
particularly in newer EU members and countries in the broader European 
neighborhood. There is a similarly positive—but a substantially smaller—
correlation (r = 0.37) for the wealthier countries of Western Europe.

Including a wider set of variables to control for individual, household, and other 
characteristics, regression analysis conducted for this report using the microdata 
from the European Values Survey and World Values Survey indicates that work 
centrality is signifi cantly greater in the European Union’s newest members and 
further in Central and Eastern Europe. The results of this analysis are reported in 
annex 6.2.

Living in emerging Europe rather than in wealthy Western Europe increases 
the probability that work is viewed as very important by 5–7 percentage 
points (fi gures 6.5 and 6.6). It also increases by around 10 percentage points 
the probability of strong agreement to the statement “Work should always 
come fi rst.” Perhaps unsurprisingly, part-time workers (those who work less 
than 30 hours a week) are less likely to care more about work than full-time 
employees. Again not surprisingly, work is more central to the lives of the self-
employed than it is to full-time employees. Less in line with earlier research, 
though, analysis of the microdata shows not only a positive correlation between 
religious activity and work centrality but an observable impact of being 
Protestant (controlling for religiosity and church attendance) on extreme work 

Figure 6.3: In advanced Europe, 
a clearer tradeoff between 
preferences for work over leisure

Figure 6.4: In emerging Europe, a tradeoff 
between work and leisure is less apparent

Source: Torgler 2011, based on European Values Survey and World Values Survey.
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centrality (“work should always come fi rst, even if it means less spare time”). 
Ideology is important: people who are “conservative” are more likely to rank 
work higher. By contrast, there is a negative correlation among income, level of 
education, and work centrality.4

Europe’s policies regulating work are distinct
Interest among academics and policymakers in identifying a European work 
model became apparent in the mid-1990s, as part of broader discussion of a 
“European social model” to combine economic growth with social cohesion. 
The European social model distinguished economic policy in Europe from that 
in the United States. In the early 2000s, identifying and promoting a European 
work model and European social model became an offi cial EU project, and the 
Lisbon Agenda was forged as a response to declining growth and increasing 
unemployment in Europe. The Lisbon objective was to make Europe “the most 
competitive and dynamic knowledge-based economy of the world, capable 
of sustainable economic growth with more and better jobs and greater social 
cohesion by 2010.”5

Since then, there have been several attempts to identify the components of the 
model—or models—that set work in Europe apart from that in other countries 
with similar economic and institutional development. The most prominent 
attempt examines indicators of labor market outcomes and poverty rates. 
Sapir (2005, p.1), for example, differentiates between the “Nordic” and “Anglo-
Saxon” models (“both effi cient, but only the former manages to combine equity 
and effi ciency”) and the “Continental” and “Mediterranean” models (“which 
together account for two-thirds of the GDP of the entire EU[25] and 90 per cent 
of the GDP of the [12-member] eurozone” that are “ineffi cient and 
unsustainable”).

Is there indeed a European model, or rather several distinct ones, and do the 
differences across work models matter for the functioning of the labor market? 
To answer this question, the OECD, European Union, and other European 

Figure 6.5: The importance of work 
is only weakly associated with the 
importance of family in the EU15

Figure 6.6: In emerging Europe, 
the importance of work and 
family are closely associated

Source: Torgler 2011, based on European Values Survey and World Values Survey.
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countries are mapped—using principal component analysis—into groups based 
on labor market policies (regulations, interventions, and institutions).6  These 
policies try to mitigate a tradeoff in the labor market between fl exibility and 
security. Flexibility refers to the costs to fi rms of hiring, maintaining, and 
fi ring workers, which is determined by regulation (employment protection 
legislation, minimum wage, and maximum length of temporary contracts), 
interventions (the level of the tax wedge indicating the cost of hiring workers), 
and institutions (the bargaining power of workers, measured by union density). 
“Security” refers to the state’s ability to help workers manage labor market 
transitions and provide them with appropriate safety nets and work conditions 
(spending on employment assistance programs and social assistance, gross 
replacement rates of unemployment benefi ts, unemployment benefi t duration, 
and days of paid annual leave).

The principal component analysis yields four different groups of countries along 
the dimensions of fl exibility and protection (fi gure 6.7). Group 1 comprises 
countries with fairly high labor market fl exibility and worker protection; group 2 
countries display low labor market fl exibility but high worker protection; group 3 
countries have low labor market fl exibility and offer little worker protection; and 
group 4 countries have high labor market fl exibility but low worker protection.7

The groups that emerge indicate that there is a European work model, distinct 
from that of other OECD countries. Based on the extent of labor market 
regulation and the nature of interventions and institutions, all non-European 
OECD countries fall into group 4 (fl exible labor markets but less generous safety 
nets and social assistance). 

Within Europe there is signifi cant variation. The four models do not always 
coincide with geographic groupings within Europe, especially when considering 
a set of countries larger than wealthier Western Europe. That said, some 

Figure 6.7: Europe’s approach 
is distinct—but there are 
differences within Europe

(four work models, based on fl exibility 
and protection, 2007)

Note: Classifi cation is obtained through principal component analysis (see annex 1). Countries with 
highly fl exible labor markets (higher values) are those with low employment protection legislation, 
low union density, low tax wedge, low minimum wages, and high maximum duration of temporary 
contracts; countries with high protection (higher values) are those with higher spending on 
“active” employment assistance programs, social assistance benefi ts, high replacement rates of 
unemployment benefi ts, long duration of unemployment benefi ts, and annual leave. The value 0 
represents the average position in fl exibility and protection across all countries in the sample.
Source: World Bank staff calculations, based on data on labor regulation, interventions, and 
institutions from the Institute for the Study of Labor, OECD, and the World Bank. See annex 1 for more 
information.
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countries have managed to achieve both high labor market fl exibility and high 
worker protection (group 1). Denmark’s fl exicurity model is the most salient 
example, but Austria, Ireland, Switzerland, and the United Kingdom also fall 
into group 1. Most of the other EU15 countries, together with Norway, Slovenia, 
and Serbia, also provide signifi cant worker protection, but their labor markets 
are fairly rigid (group 2). The majority of transition countries and Turkey are in 
group 3, with rigid labor markets and low worker protection. Some transition 
countries—most notably Georgia, but also Albania, Moldova, and Montenegro 
among others—can also be found in group 4, together with the non-European 
OECD countries.

In general, there seems to be a tradeoff between fl exibility and protection in 
labor markets, with a negative correlation between fl exibility and protection 
across countries. This correlation is even stronger when considering only 
high-income countries. As discussed above, there seems to be a split among 
high-income countries, with the EU15 countries concentrating in group 2 and 
the non-European OECD countries in group 4. This suggests that as incomes 
increase, countries gravitate toward one of two work models: one that forgoes 
fl exibility or one that forgoes protection. In that sense, transition countries 
might embark on a path toward one of the two work models. Some already 
seem to have chosen—Georgia, for example, the high fl exibility/low protection 
model, and Slovenia, the low fl exibility/high protection model.

Similar policies can yield different results
Similar labor policies can lead to different outcomes. Effi ciency is higher in 
countries with higher than median labor force participation rates and lower 
than average unemployment rates, youth unemployment rates, and long-term 
unemployment rates (table 6.1). Countries with structurally high labor force 
participation rates and low unemployment rates are considered effi cient; all 
others, ineffi cient.8 Equity is measured by the Gini coeffi cient in consumption/
income.9 Labor market outcomes across countries can vary with different 

Table 6.1: Similar policies can lead to different outcomes

(labor market effi ciency versus equity, 2007)

Low equity High equity

High “efficiency” in labor markets Canada, Estonia, Latvia, New Zealand, 
Switzerland, United Kingdom, United States

Australia, Austria, Denmark, Ireland, Japan, 
Netherlands, Norway, Slovenia, Sweden

Low “efficiency” in labor markets

Albania, Azerbaijan, Bosnia and Herzegovina, 
Bulgaria, Georgia, Greece, Lithuania, 
Macedonia FYR, Mexico, Moldova, 

Montenegro, Portugal, Romania, Turkey

Armenia, Belgium, Croatia, Czech Republic, 
Finland, France, Germany, Hungary, Italy, 
Republic of Korea, Poland, Serbia, Slovak 

Republic, Spain, Ukraine

Note: Color coding corresponds to the work models as defi ned in fi gure 6.7, based on labor market 
instruments and outcomes: purple (group 1); brown (group 2); yellow (group 3); and black (group 4). 
Equity classifi cation is based on Gini coeffi cients for consumption and income and does not refl ect 
equality in opportunities.
Source: World Bank staff calculations, based on data from the Institute for the Study of Labor, OECD, 
and the World Bank; and ILO 2010. See annex 6.1 for more information.
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instruments and institutions, especially in effi ciency and equity. Countries that 
have a similar work model, as defi ned above and indicated in the table by the 
color codes, can actually have very different labor market outcomes. 

What can we learn from this exercise? For wealthy countries, the tradeoff 
between equity and effi ciency might be overstated. Many countries—the Nordic 
countries and Australia, Austria, Ireland, Japan, the Netherlands, and Slovenia—
have achieved equity and effi ciency. At the other extreme, many others achieve 
neither (table 6.1). As reasoned by Sapir (2005), the discussion of the “European 
social model” and of equity and effi ciency in labor markets suggests that in some 
countries the current model may not be sustainable, and this report concurs. 
Given the current fi scal and demographic pressures, models that underperform 
in effi ciency have become unsustainable or will soon be. At the same time, many 
countries with effi cient labor markets display low equity, among them many non-
European OECD countries such as the United States. 

The experience of some countries in Europe provides reason to believe that 
increasing labor market effi ciency need not mean a big loss of equity. Countries 
with both equity and effi ciency are among the richest in Europe. These countries 
arguably have strong institutions in place that cannot easily be replicated. In 
countries where institutions are not as mature, there might be a tradeoff between 
equity and effi ciency. Europe is not left with many choices. 

More—and more productive—workers
Looking ahead, Europe will have to counter the aging and shrinking of its working-
age population by having workers work more, recruiting more workers from at 
home and abroad, and critically, making workers more productive by equipping 
them with the right skills for a competitive global economy. As outlined in the 
previous section, workers in Europe benefi t from the most effective protection 
against abuse by employers and the most comprehensive job security and 
nonwage benefi ts, such as unemployment insurance, paid leave, and retirement 
pensions, which sustain shorter work hours than in most of the developed world. 
In many ways, these characteristics set Europe apart from other regions and are 
a triumph of economic development and liberal democracy. But given changes in 
Europe and the rest of the world since the end of the continent’s “Golden Age” 
between 1950 and the mid-1970s (see spotlight one), and the speed of global 
economic integration since, many features of the European work model are 
coming under critical scrutiny. These challenges are exacerbated by a shrinking 
and aging labor force. This in turn reinforces the need to develop human capital 
that is relevant in a constantly changing labor market, especially among excluded 
groups, by rethinking education, training, and lifelong learning policies.

The decline of work
People in many countries are working less than they used to. As countries have 
grown richer, people have consumed more leisure, and the average number of 
hours worked in a year has declined in most middle- and high-income countries 
(fi gure 6.8). Where this reduction in hours worked is matched by gains in 
productivity—the output of the average worker—the decline should be expected 
and treated as healthy, as in Ireland, Poland, and the Slovak Republic. Yet, the 
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speed of the decline in hours worked in France, Italy, and Spain since 1995 
raises concern when juxtaposed with their modest gains in labor productivity 
during the last two decades (fi gure 6.9).

Several countries in Europe hold the dubious distinction of having rates of labor 
participation among the lowest in the world. This is a feature that marks both 
high- and middle-income countries in the region. The percentage of working-
age people who participate in the labor market has fallen at a faster pace in 
several large European economies than in other member countries of the OECD 
(fi gure 6.10). In Europe’s southern periphery, a rare coincidence threatens future 
prosperity: women have low participation rates and low fertility, adding less to 
both today’s economic output and tomorrow’s. 

Figure 6.8: The decline in hours worked was 
faster in Europe than elsewhere in the OECD

(reported average hours worked per year, 
2008, 1990 = 100)

Figure 6.9: Europe has both 
productivity leaders and laggards

(GDP per hour of work, 2008, 1990 = 100)

Source: World Bank staff calculations, based on the 
OECD Productivity Database.

Source: World Bank staff calculations, based on ILO 
2010.

Figure 6.10: The decline in work 
participation has been faster in Europe

(change in the labor force participation 
of men ages 15–64, percentage point 
difference 1980–2008)

Figure 6.11: Europeans are retiring 
at earlier ages than they used to

(change in the average effective 
retirement age of men, number of years 
difference 1965–2007)

Source: World Bank staff calculations, based on WDI. Source: World Bank staff calculations, based on 
updated data from OECD 2006.
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Europeans have also been withdrawing from the labor market to retire at a 
much earlier age than previously (fi gure 6.11). In France and Spain, for example, 
the effective age of retirement of men has fallen about twice as much as it 
has in Canada, Japan, and the United States. With the notable exception of the 
Czech Republic and Germany, where workers are staying active a bit longer 
than they used to, the trend in Europe is toward earlier retirement, despite 
efforts of governments in many countries to make qualifying for pensions more 
diffi cult. This contrasts with the gentler decline in the effective retirement age 
of workers in the United States, and sharply with the relative stability in the age 
of retirement in high-income East Asian countries. Men in the Republic of 
Korea, for example, are actually working almost six years longer than they 
were in 1965.

The decline of populations
The countries covered in this report—EU countries, EFTA countries, EU candidate 
countries, and EU eastern partnership countries—will lose 50 million workers 
between now and 2060.10 Today, the European labor force—employed and 
active job seekers—consists of 323 million people; in 50 years, it will be down 
to 273 million, a decrease of 15 percent. Over the next 20 years, the labor force 
will decrease by 15 million (5 percent). The younger labor force—below the age 
of 40—will shrink substantially during the 2020s. After 2030, the decline of the 
European labor force will happen among workers over 40 and gradually slow 
down. The largest crunch will happen during the 2030s: in that decade alone, 
the European labor force will fall an additional 14 million people, though mainly 
among those age 40 or older (fi gure 6.12). 

The European Union has been facing an aging crisis since the “baby boom” 
generation that was born between 1945 and 1960 began retiring in 2005. The 
largest population cohort, “Generation X,” born between 1960 and 1970, will 
approach retirement age over the next 15 years. Generation X will start to retire 
in the 2020s, but thereafter, ever-smaller cohorts of young people will follow, 
pushing what experts call the “old-age dependency ratio” rapidly downward, so 
that by 2050 in some European countries there will only be two people working 
for every person receiving a retirement pension.

Figure 6.12: The big reduction in 
the number of young European 
workers will happen before 2030

(projected changes in labor force, by 
age group and period, millions)

Source: World Bank staff calculations, based on the methodology 
described in Koettl 2009; and data from UN 2011.
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The decrease in labor force participation varies considerably across European 
countries. The main reason is that fertility rates in Europe range from around 
1.2 to 1.5 in the Eastern, Central, and Southern European countries, to 1.6 to 
2.0 in the Benelux and Northern European countries. This is lower than the 
demographic replacement rate of 2.1 required to keep the size of the population 
stable.

The fall in the labor force will be particularly severe for EU and EFTA countries. 
Their labor force will decrease by 39 million people (18 percent) over the next 
50 years. The other Eastern European countries do not fare much better, with 
an equally steep decline of 16 percent. The only exception is Turkey, where the 
labor force is projected to increase 12 percent until 2060.

The natural consequence of falling fertility and rising longevity is an increase in 
the old-age dependency ratio—the number of people older than 65 relative to 
those of working age (15–64). By 2050, this ratio will double to about 50 percent 
in Europe, with Spain (68), Italy (66), and Portugal (58) projected to have the 
highest ratios (Muenz 2007). The projected changes in Europe—especially 
Southern and Eastern Europe—contrast with trends south of the Mediterranean, 
where the population is still fairly young (fi gure 6.13). These trends are seen as 
complementary and fortunate by some but as a potential threat by others.

Figure 6.13: Aging in Europe 
is matched by a “surplus” of 
working-age people in the 
Middle East and North Africa

(population pyramid 
Europe, Middle East and 
North Africa, years)

Source: World Bank staff calculations, based on the methodology described in Koettl 2009; and data 
from UN 2011.
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Improving Europe’s demographic mathematics
Can Europe overturn these trends without increased immigration? Only with 
radical policy and behavioral changes could Europe counter the shrinking 
labor force. Yet, even under optimistic conditions, Europe would not be 
able to prevent the aging of its labor force. First, if participation rates in all 
countries were to converge to those seen in Northern Europe or, second, if the 
retirement age were to increase by 10 years across the board, the European 
labor force would actually increase by 2060 (by 5 percent and 2 percent, 
respectively; fi gure 6.14). In a third scenario, if female labor force participation 
were to converge to that of men, the labor force would still decrease, but 
only by 5 percent, as opposed to 15 percent in the baseline scenario. None 
of these scenarios counteracts the loss of young workers due to continually 
decreasing younger-age cohorts. Under all four scenarios—including the 
combined maximum scenario—the labor force below age 40 will shrink. In other 
words, the only large pool of potential additional workers—apart from new 
immigrants—that Europe could draw from in the future is among the elderly 
(ages 65 and older).

The potential to reverse the shrinking of the European labor force therefore 
hinges on young, populous countries like Turkey. In fact, in the four scenarios, 
Turkey would contribute up to 40 percent of any gains in the size of the 
European labor force and almost all of the younger workers. Without Turkey, 
European countries would not be able to prevent the labor force from shrinking 
under any of the scenarios.

Improving incentives for work
Given the low participation rates in many European countries, there is room 
to improve and to stem some of the decline of the European labor force. To 
encourage people to participate, incentives for work must be aligned to ensure 
that work pays for both the employee and the employer. This could require, 
among other policy reforms, signifi cant changes on labor taxation and social 
benefi t design. 

Women constitute 50 percent of the working-age population, and given that 
they are increasingly more educated—more than men among younger 

Figure 6.14: To keep the size of the 
labor force stable, Europeans have to 
work longer and more productively, 
but a demographic defi cit of young 
people will probably persist

(change in European labor force 
between 2010 and 2060 by scenario 
and age group in millions)

Source: World Bank staff calculations, based on the methodology described in Koettl 2009; and data 
from UN 2011.
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cohorts—they represent a large pool of untapped talent. Even if their entry into 
the market in larger numbers does not produce the payoff in additional workers 
that increasing the retirement age does, it could have a large productivity 
payoff. Increasing female labor force participation would require interventions 
that allow women to better juggle multiple roles by providing, for example, 
child care facilities and fl exible work arrangements (World Bank 2011e). The 
latter might also play an important role for keeping elderly workers in the labor 
force by allowing them to phase in retirement on a part-time basis.

To increase labor force participation across the board, both employees and 
employers need the right incentives. Currently, it seems that disincentives 
for (formal) work are substantial in many European countries, especially for 
low-productivity workers. For example, Koettl and Weber (forthcoming) show 
that when comparing formal jobs with informal jobs, the benefi ts of formal 
jobs would have to be quite large to offset their costs in terms of taxes, social 
security contributions, and withdrawn social benefi ts. A similar result might 
hold for a comparison between formal jobs and inactivity. This leads to the 
conclusion that formal (part-time) jobs at low wage levels may not be an 
economically viable option for low-productivity job seekers in many European 
countries. For employers, high labor taxation has similar implications as it 
increases the total costs of labor and makes it less attractive to hire (see also 
chapter 7 on labor and corporate income taxation). A microeconometric analysis 
using EU-Statistics on Income and Living Conditions data suggests that there is 
a negative correlation between the incidence of formal employment and work 
disincentives at the individual level.

Two main levers can make (formal) work pay for low-productivity workers 
and their employers: decreasing the labor tax wedge at lower wage levels 
and “smoothing” incentives with changes to social assistance, housing, and 
family benefi ts. Regarding the tax wedge, current social protection fi nancing 
in several countries discriminates against lower-wage earners. Options for 
reducing the labor tax wedge include incentives linked to wage subsidies, 
social insurance contribution credits, or so-called “in-work” or employment-
conditional benefi ts—cash benefi ts or refundable income tax credits conditional 
on formal employment—for low-wage earners. With regard to the design of 
social assistance, housing, and family benefi ts, the key is to keep the marginal 
effective tax rate in mind when designing eligibility conditions and the ways 
that benefi ts are withdrawn. The goal is to reform these benefi ts toward so-
called “smart safety nets,” making social protection benefi ts more compatible 
with work. In particular, any additional wage should also increase benefi ciaries’ 
net incomes, including benefi ts. Otherwise, additional work does not pay, and 
benefi ciaries will prefer not to work at all, to work informally, or to underreport 
their earnings.11

Developing skills
Besides getting more people to work, Europe will have to enable workers to 
contribute at their highest potential. Doing so requires continual reform of 
education and training systems.

As discussed in chapters 4 and 5, skills are critical for innovation and fi rms’ 
growth. Recent studies from OECD and developing countries spotlight the 

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



307

CHAPTER 6

importance of skills—cognitive, socioemotional, technical—in determining 
productivity. For example, Hanushek and Woessmann (2011) have shown that 
cognitive skills (proxied by Programme for International Student Assessment 
scores) explain a sizable part of the variation in growth rates observed in 
OECD countries, including Western Europe.12 In fact, the evidence suggests 
that generic skills also have substantial growth payoffs, even in advanced 
economies. Unsurprisingly, skills are at the center of the policy agenda of 
the European Union and Europe at large, as refl ected in the European Union’s 
growth strategies (Lisbon Agenda, Europe 2020) and numerous strategic and 
policy documents (European Commission 2010b; Sondergaard and Murthi 2011).

Skills include not only technical ability, but also generic cognitive skills (literacy, 
numeracy, problem solving) and generic noncognitive skills (socioemotional 
and behavioral attributes such as teamwork, self-discipline, and perseverance). 
A solid base of generic skills seems to be a prerequisite for further acquisition 
of technical skills, whether through post-secondary education or on the job.13 

Figure 6.15: Better-educated 
people are more likely to 
participate in the labor market

(percentage point difference in labor 
force participation rates between 
those with tertiary education and 
those with less than upper secondary 
education, 2010)

Source: World Bank staff calculations, based on Eurostat.

Figure 6.16: Skills are an 
important constraint for many 
fi rms in emerging Europe

(distribution of fi rms that consider 
skills to be a major or very severe 
constraint, 2008)

Source: Sondergaard and Murthi 2011.
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Further, the foundation for the development of generic skills is built early in 
life and during adolescence and hinges on having access to adequate nutrition, 
nurturing environments, and high-quality basic education (World Bank 2011b). 
Efforts by the OECD and the World Bank to measure the availability of and 
demand for cognitive and noncognitive skills are underway.14

Skills not only matter for economywide productivity but also individual 
labor market outcomes. Heckman, Stixrud, and Urzua (2006) document the 
evidence for the United States, while Brunello and Schlotter (2011) review the 
emerging literature for Western Europe. Differences in labor force participation 
rates between those with tertiary education and those with less than upper 
secondary education range from about 8 percentage points in Iceland to 
28 percentage points in Turkey (fi gure 6.15). In other words, in Turkey the 
higher-educated are 28 percent more likely to participate than those with 
lower education. This could be of particular importance for excluded groups. In 
Bulgaria, Romania, and Serbia, the share of the Roma working-age population 
with at least some secondary education is 60 percentage points lower than 
that of the non-Roma. Not surprisingly, there are also signifi cant gaps in the 
labor force participation of the two groups, especially among women. In some 
countries, the Roma could be a quarter of labor market entrants in the near 
future. Helping them become more productive is not only a matter of social 
inclusion, it could also increase economic growth (World Bank 2010).

Firm surveys show that skills have in recent years become increasingly binding 
for productivity and job creation in emerging Europe. Skilled-labor shortages 
have become the second-most commonly reported constraint to growth in the 
enterprise surveys across all countries in Eastern Europe, behind only tax rates 
(Sondergaard and Murthi 2011). On average, 30 percent of fi rms considered 
education and skills to be a major or severe constraint in 2008 (fi gure 6.16). 
Upwards of 40 percent of fi rms were dissatisfi ed with the availability of skilled 
workers in the former Yugoslav Republic of Macedonia and Ukraine. These 
surveys have found that in addition to technical skills, the lack of noncognitive 
generic skills appears especially binding (World Bank 2009 and Rutkowski 2010). 
Also in OECD countries and some middle-income countries, noncognitive skills 
are as important as cognitive and technical skills in fi rms’ hiring decisions.15

Despite overall success in increasing student enrollment, the quality of 
education needs to be improved. The picture of education quality in Europe is 
diverse. Outcomes—as measured by the Programme for International Student 
Assessment—appear particularly poor in Azerbaijan, Bulgaria, Montenegro, and 
Romania, which have students in early grades that underperform relative to 
the country’s level of development (fi gure 6.17). For another group of countries 
(Bulgaria, Croatia, the Czech Republic, and FYR Macedonia), the performance in 
cognitive tests worsened between 2006 and 2009. Worrisome for labor market 
outcomes, upper secondary and tertiary education students may be graduating 
with the wrong skill sets (Sondergaard and Murthi 2011). There is evidence that 
after the transition, the obsolescence of technical skills was not addressed 
and that vocational education systems have not performed well. As a result, 
employers today often assert that it is diffi cult to fi nd graduates with adequate 
technical skills.
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Effective policy interventions can address many of these problems. As 
discussed in a recent World Bank report, interventions should focus on 
overcoming failures in information and quality assurance. Countries in emerging 
Europe have to reorganize their school networks to deal with shrinking student 
populations. Countries should also rethink their training and education systems 
to avoid specialization in narrow (technical) fi elds too early in a student’s career. 
Countries should also ensure that preschool and basic education curricula and 
pedagogic practice pay adequate attention to the development of cognitive 
and noncognitive skills. The experience with related reforms and interventions 
in Europe and the rest of the world can offer useful lessons. Lifelong learning 
will become increasingly important given the demographic trends (Chawla, 
Betcherman, and Banerji 2007; European Commission 2006). In short, it is the 
formation of the right skills rather than diplomas that should be the focus of 
reforms (Sondergaard and Murthi 2011). To that end, more information is needed 
on the learning and employment outcomes of students and graduates.

Making jobs more contestable
Economists view competition much like most people view exercise. At some 
abstract level, we all know it is good for us, but go to surprising lengths to avoid 
it. Economic agents—individuals or enterprises—are constantly hunting for an 
opportunity to monopolize a market. Just as we accept that exercise is a good 
thing, paying ever-higher fees to go to the gym and be put through a punishing 
workout by a personal trainer, as taxpayers we fi nance government agencies 
to eliminate uncompetitive practices. The rationale for the government’s 
role in the labor market is much the same: to protect workers from a lack of 
competition among employers for their labor and human capital.

Figure 6.17: Cognitive skills are 
adequate in most European countries

(reading competency of 15-year-olds 
on the Programme for International 
Student Assessment 2009 
versus income)

Note: The fi gure shows a log-linear regression line representing countries’ predicted reading score 
in the Programme for International Student Assessment on their GDP per capita. The blue line is the 
OECD mean reading score.
Source: Sondergaard and Murthi 2011.
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Yet, these policies are from a time in Europe’s history when large-scale 
manufacturing dominated economies, and a few (and in some places even 
single) employers could set the price of labor and manage their human 
resources with impunity. Images come to mind of the abuses in Victorian-era 
Britain, where workers toiled for 14-hour shifts and could be dismissed at the 
employer’s whim. The balance of information and power between those who 
seek jobs and those who offer them has shifted considerably in the decades 
since. And along with this shift, the changing economic structure of most 
European countries—away from large-scale industry toward varied services—
has made the labor market more “atomistic.” As more and more services 
become tradable (see chapter 2), it is harder for employers and workers to 
avoid competition.

But labor market policy has not kept up with these changes. The policies 
prevalent in Europe—and parts of the world that Europeans trade and compete 
with—make its labor markets more diffi cult to contest, especially for new, 
younger entrants. This lack of contestability may discourage some from 
entering the labor market at all, impede the efforts of others to match up 
with employers who could most benefi t from their skills and attitudes, and 
increase the incidence and duration of unemployment. Recent evidence shows 
that in countries where the labor market is less contestable—especially due 
to restrictions on dismissal—individuals and fi rms are more likely to take their 
activities into the shadows of unregulated and untaxed markets, depriving the 
state and society of public goods and holding back economies from fulfi lling 
their growth potential.

Box 6.1: Is a fl exible labor market necessary for successful monetary union?
For some countries, the last few years has 
been diffi cult, being part of a currency 
union during, particularly one as large and 
economically diverse as the eurozone. 
Depreciation could have come in handy, as it 
did in the Czech Republic and Poland. But for 
euro area members and those with currencies 
pegged to the euro, this was not an option. 
For the few such as Latvia that made it easier 
to adjust wages downward, being linked to a 
strong currency was less of a problem.

The 2008 crisis and contraction put these 
strains into sharp relief. But tensions had 
been growing long before. Differences in real 
unit labor costs (RULCs) between euro area 
members have persisted since the start of 
the Economic and Monetary Union, widening 
during the crisis. RULCs refl ect prices and 
nominal labor costs, and on both indicators 
euro area members have diverged. This is 
most noticeable in shifts in nominal unit labor 
costs since 2003: while in Germany the growth 
rate in nominal unit labor costs has been well 
below the euro area average, refl ecting a 
stronger wage discipline, in Greece, Ireland, 

and Spain nominal unit labor costs have 
increased noticeably compared with the 
average.

Widening or persisting differentials in RULCs 
are at odds with the expectation that adopting 
a common currency—and hence a common 
anchor for infl ation—should have facilitated 
convergence in prices and wages across euro 
area countries, narrowing growth differentials 
in RULCs. Three reasons seem to explain the 
divergence: 

• Technological factors, with capital 
accumulation and increases in the price of 
intermediates both leading to higher growth 
in RULCs. This would be consistent with 
capital and labor not being easy substitutes. 

• External factors, captured for example 
by the degree of openness, leading to 
downward pressure on RULCs due to 
both the disciplining effect on wage 
increases and the positive impact on labor 
productivity as a result of more access to 
new technologies and markets. 

• Institutional factors, refl ecting the degree of 
competition in product and labor markets. 
Higher replacement rates in unemployment 
benefi ts and wage bargaining centralization 
are associated with higher RULCs as 
they strengthen the bargaining power of 
workers; stringent labor regulations for 
hiring and fi ring workers could be associated 
with lower RULCs because they come with 
lower employment.

Since the divergence in labor costs across euro 
area members is partly the result of structural 
differences in the labor and product markets, 
better policy and institutional alignment could 
reduce the gaps. With a single currency and low 
infl ation, closing the gaps in RULC growth can 
be painful, requiring wage cuts and possible 
unemployment increases. A smaller gap is 
needed for lagging countries to be competitive 
within the eurozone; given Europe’s increasing 
integration with the global economy, to remain 
competitive the convergence in RULCs will have 
to be downward.

Source: Based on Lebrun and Pérez 2011.
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Does it matter if Europe’s labor markets are infl exible and uncontestable? The 
broad divergence in the speed with which employment rates are recovering 
in the wake of the global fi nancial crisis and recession suggests that it does. In 
countries that forgo the macroeconomic shock absorber offered by a fl exible 
exchange rate (that is, all current euro area members and those preparing to 
join by tying their currencies to the euro), the impact of a sudden fall in demand 
on the product and labor markets can be mitigated if wages are allowed to fall, 
hours are fl exible, and workers at the margin can be dismissed (World Bank 
2011c; box 6.1).

When examining the relationship between labor market structures and 
outcomes, it is helpful to distinguish between regulations, interventions, and 
institutions. Regulations set work’s legal parameters, in the form of a minimum 
wage and/or restrictions on dismissal. The state deploys interventions to correct 
market failures, such as the inability of private fi nancial markets to viably insure 
the risk of unemployment (unemployment insurance) and differences in how 
much information employers and job seekers have (job-seeking assistance). 
Institutions are the structures and agreed procedures for exerting infl uence 
and carrying out decisions. For the labor market, the best example is the space 
afforded in the legal code of most countries for collective bargaining through 
labor unions. 

Hiring and fi ring workers is costly
A legislated minimum wage increases labor costs for fi rms and can dissuade 
them from offering employment to workers whose marginal productivity 
does not exceed the minimum. This effect will be stronger for workers with 
lower productivity, especially younger, unskilled, less experienced workers 
(Montenegro and Pagés 2005). Priced out of jobs on the formal (regulated 
and taxed) market for labor, they can join those genuinely unemployed, take 
an informal (unregulated and untaxed) job, or pretend to look for a job while 

Figure 6.18: Minimum wages 
in the newest EU member 
countries are increasing faster

(level and growth, 2000-07)

Note: Dark blue bars represent Western Europe, and light blue emerging European economies.
Source: Fialová and Schneider 2011.
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working informally. But a minimum wage might also motivate workers to 
increase productivity or persuade job seekers and some outside the labor 
market to hold out for a job on the formal market, even if plenty of informal 
employment is on offer (Rebitzer and Taylor 1995; Manning 1995).

All new members of the European Union introduced legislated minimum 
wages. Although several older members do not have legally binding minimum 
wages, an effective minimum wage is secured through the collective 
bargaining process in Austria, Denmark, France, Germany, Italy, and Sweden. 
Generally, legislated minimum wages in the European Union’s new members 
are considerably lower than the legislated or effective minimum wages in the 
older member states. Over the past decade, however, these have been on a 
clear upward trend. Since 2000, the minimum wage as a percentage of average 
wages has risen fastest in Bulgaria and the Czech Republic (fi gure 6.18).

A second common set of labor laws, employment protection legislation 
(EPL), restricts employers’ ability to dismiss workers—reducing fl ows into 
unemployment but also out of it. Strict EPL can slow new employment if 
restrictions on dismissing workers make employers wary of hiring someone new. 
For this reason, restrictions on dismissal can increase unemployment, the duration 
of unemployment, and the attraction of fi xed-term contracts. Past a certain 
threshold, it can even cause employers to turn to the untaxed, unregulated 
labor market. Beyond affecting fl ows into and out of employment, EPL creates 
an “insider-outsider” divide. Those who have a protected job (“insiders”) are 
relatively guarded from losing it, while the inactive and unemployed (“outsiders”) 
fi nd it more diffi cult to gain employment. EPL changes the distribution of jobs, 
with important implications for fi rst-time job seekers, youth (especially), women, 
the disabled, and other disadvantaged groups.

Using the OECD’s measure of the strictness of employment protection 
(OECD 1999, OECD 2004, and Venn 2009)—and its application by Lehmann 
and Muravyev (2010) to non-OECD European countries—the least restrictive 
conditions for employers are in Denmark, Hungary, Ireland, and the Slovak 

Figure 6.19: Employment protection 
is converging through liberalization 
in more rigid labor markets

(level and change, 1999-2007)

Note: Dark blue bars represent Western Europe, and light blue emerging European economies.
Source: Fialová and Schneider 2011.
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Republic. France, Greece, Portugal, and Spain have the most restrictive regulations. 
In Austria, Greece, Italy, Portugal, and the Slovak Republic, employment protection 
has been noticeably relaxed. Partly, this relaxation has come in the form of more 
temporary contracts, especially in Italy and Spain (box 6.2). But over the same 
period, Hungary, Ireland, and Poland have tightened their EPL. EPL in the European 
Union’s newest member states is lower than in the older members, but there has 
been convergence driven both by liberalization in parts of the west and growing 
restrictions among members in the east (fi gure 6.19). Lithuania and Slovenia had 
the most restrictive legislation, though Slovenia has liberalized recently. Romania, 
by contrast, recently tightened its EPL and, after Portugal and Spain, now has the 
most restrictive regulation.

Box 6.2: Do temporary contracts make labor markets fl exible?

During the past decades, employment 
protection legislation (EPL) reform in Europe 
was mostly “partial” or “two-tier.” In the mid-
1980s, several European countries, with high 
levels of EPL, introduced temporary contracts to 
increase labor market fl exibility. Many countries 
deregulated the use of temporary contracts 
substantially but maintained strict protection for 
permanent ones. There is substantial evidence 
on these reforms, based largely on the Spanish 
experience (Dolado, García-Serrano, and Jimeno 
2002; Bentolila, Dolado, and Jimeno 2008). 
Because temporary contracts involve much 
lower fi ring costs, both in severance payments 
and legal costs, their incidence increased 
signifi cantly.

Spain is a good example of labor market 
dualism, with the highest incidence of 
temporary contracts. In 1984, a two-tier 
EPL reform liberalized the use of temporary 
contracts. Spain registered the most rapid 
growth in temporary jobs, from 11 percent of 
total employment in 1983 to about 35 percent 
in 1995 (Güell and Petrongolo 2007). But Spain 
is far from unique. According to the European 
Commission (2010a), EU member states that 
introduced two-tier EPL reforms have seen 
an increase in temporary employment since 
the mid-1980s. Countries with relatively less 
stringent regulations for permanent contracts—
like Denmark, Ireland, and the United Kingdom—
do not show any trend increase in the incidence 
of temporary employment.

Temporary contracts affect young workers 
more. In most EU member states, 40 percent 
of young people (ages 15–39) are on temporary 
contracts, especially among those under 

25 years of age. The share of temporary 
employment among workers in the 15-to-24 
age group ranges from more than 50 percent 
in countries like France, Germany, Poland, 
Slovenia, and Spain to less than 20 percent in 
Bulgaria, the Czech Republic, Latvia, Lithuania, 
Romania, the Slovak Republic, and the United 
Kingdom. 

Temporary contracts have both positive 
and adverse effects. They can help fi rms to 
evaluate workers’ suitability for jobs. In that 
sense, temporary jobs could act as a stepping 
stone to more stable jobs. Temporary contracts 
could also act as a shock absorber, protecting 
fi rms from temporary demand fl uctuations by 
avoiding costly adjustments to their core labor 
force. Boeri and Garibaldi (2007) and Boeri 
(2011) show that the “fl exibility at the margin” 
provided by temporary contracts increases both 
hiring and fi ring rates for newly created jobs, as 
fi rms try to restrict fi ring costs through reduced 
conversion. Of course, temporary contracts can 
be an easy way for fi rms to reduce labor costs, 
substituting temporary for permanent workers 
(Layard 2005). 

Temporary contracts can help make labor 
markets more dynamic. Two-tier EPL reforms 
have dramatically raised the proportion of new 
recruitments of temporary contracts (Cahuc 
and Postel-Vinay 2002). Bover and Gómez 
(2004) found that in Spain, exit rates from 
unemployment into temporary contracts were 
10 times larger than exit rates into permanent 
ones between 1987 and 1994. 

Using a sample of large Spanish fi rms in 
1993–94, García-Serrano (1998) found that 

turnover rates varied by type of employment 
contract. In particular, a rise of one percentage 
point in the share of temporary employment 
increased fl ows from employment to 
unemployment, unemployment to employment, 
and employment to employment by 0.26 
percentage points. Bentolila, Dolado, and 
Jimeno (2008) found that, insofar as the use of 
temporary contracts implies a rise in the hiring 
rate, they have helped decrease long-term 
unemployment, especially in periods of high 
growth. 

Despite helping to create labor market 
dynamism and employment, temporary 
contracts can adversely affect productivity 
and investment in skills. Greater turnover and 
low conversion rates can reduce incentives to 
invest in fi rm-specifi c human capital (Dolado, 
García-Serrano, and Jimeno 2002; Bentolila, 
Dolado, and Jimeno 2008). Güell and Petrongolo 
(2007) argue that the negative impact of 
temporary work on vocational training depends 
on whether temporary contracts are used 
mainly to lower wage costs or to screen for 
entry-level jobs. Boeri and Garibaldi (2007) 
found that the share of temporary workers in 
Italy has a large negative impact on fi rm-level 
productivity growth. The authors argue that 
rising employment, in the aftermath of two-tier 
EPL reforms, led to falling labor productivity 
through decreasing marginal returns for labor.

In conclusion, the Spanish experience is mixed. 
It suggests that the two-tier EPL reform led to 
an increase in worker turnover, and a reduction 
in long-term unemployment. But it also is 
associated with a fall in investment in fi rm-
specifi c human capital and productivity.
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Figure 6.20: The wedge created by 
income taxes and social insurance 
contributions is highest in Italy

(average personal income tax and 
social security contributions)

Note: Social security includes both employee and employer contributions. Dark blue bars represent 
Western Europe, and light blue emerging European economies.
Source: World Bank staff calculations, based on the OECD Tax Database.

Figure 6.21: Labor costs have 
been rising quickly in the EU’s 
newer members

(average hourly labor costs, 
calculated as cost of labor divided 
by hours worked)

Source: World Bank staff calculations, based on Eurostat.

Figure 6.22: In Emerging Europe, 
the tax wedge for lowest-wage 
earners tends to be high

(wage level at which tax wedge is 
binding, percent of average wage)

Note: The scatter plot depicts the wage level where the tax wedge starts to increase (x-axis) versus 
the tax wedge at 1 percent of average wages (y-axis). Hungary, the Netherlands, and Serbia feature 
falling tax wedges at low-wage levels and are not depicted, just like Bulgaria, which has a fl at tax 
wedge. Austria, Belgium, and Canada have partly negative tax wedges at low wage levels, especially 
for families, and Canada is excluded. The new member state countries of Eastern Europe are in light 
blue.
Source: Koettl and Weber forthcoming.
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Labor market interventions—“active” labor market programs such as training 
and job search assistance, and “passive” unemployment benefi ts such as 
unemployment insurance and other forms of social insurance—are common 
in the European Union, including the new member states. These interventions 
are typically fi nanced directly through a tax on earnings. In much of Europe, 
the cost of these interventions raises the cost of labor, creating a “tax wedge” 
between what employers pay for work and what workers take home (fi gure 
6.20). The largest component of the tax wedge comes as personal income 
tax and contributions to pensions and health insurance, but fi nancing these 
interventions also adds to labor costs. A higher tax wedge contributes to 
higher labor costs in the formal sector and can dissuade employers from taking 
on workers or increase demand for informal ways of contracting workers 
(Davis and Henrekson 2005; fi gure 6.21). Not only is the level of labor taxation 
important, but also how it progresses over income levels. In the new member 
states of Eastern Europe, labor taxation tends to be high on low-wage earners, 
potentially making it more diffi cult for them to work in the formal sector (fi gure 
6.22). Moreover, the wage level at which labor taxes start to increase is also 
fairly high, making labor taxation less progressive in these countries.

When well designed and administered, such programs may improve labor 
market performance. Active programs that enhance skills or eliminate 
information asymmetries that delay or frustrate matching in the labor market 
should shorten the job search period. Active programs might lower the search 
and training costs of fi rms and indirectly subsidize the creation of better jobs. 
Passive programs, such as unemployment benefi ts, can remove the urgency of 
fi nding a new job and improve the quality of matches. But the record of active 
programs is mixed at best, and if unemployment benefi ts are overly generous 
or poorly designed, they can lower peoples’ motivation to look for and accept 
a job.

Finally, it is diffi cult to isolate institutions that impact only the labor market 
from those that also shape other social and economic interactions. One is 
especially relevant: collective bargaining as proxied by the strength of labor 
unions. The impact of labor unions is felt largely through the importance of 
minimum wages, EPL, and active and passive interventions already discussed 

Figure 6.23: In much of the 
European Union, membership in 
labor unions has been declining

(percentage of workers who belong to 
a labor union, 2000-07)

Note: Dark blue bars represent Western Europe, and light blue emerging European economies.
Source: Fialová and Schneider 2011.
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(fi gure 6.23). But strong labor unions can shape the labor market beyond the 
direct impact of regulation and interventions. For example, even where the 
share of the total labor force that is unionized is small, it may be high in the 
public administration and the provision of essential services including education, 
health, and transportation. The labor code in some countries even augments 
collective bargaining and the power of unions: the salaries and benefi ts that 
unions succeed in negotiating for their members become binding for others in 
regulated employment, whether they are members or not.16

Work is being pushed out of (regulated) markets
Taxes and regulations can create incentives for people to consume more 
“own-provided” services at home and for workers and employers to transact 
“in the shadow” on the unregulated and untaxed market (Rosen 1997; Davis 
and Henrekson 2005). The likelihood that they will transact informally increases 
where a government’s capacity to enforce regulation is low. Conventional 
textbook models show how restrictions on fi ring, a relatively high minimum 
wage, and the taxes on labor that fi nance active and passive assistance 
programs can segment insiders who benefi t from the labor code from outsiders 
who cannot. Less conventionally, in countries where governments fail to 
provide or sustain high-quality services, employers and workers can become 
disenchanted with complex labor regulation and consider taxes and compliance 
efforts not worthwhile. There is evidence that high taxes increase nonmarket 
or home production of services in Northern Europe, and they push legal market 
activities into the informal market in the south (fi gure 6.24). 

What helps, what hurts
Because there is no simple mapping between labor market outcomes and social 
protection policies, a more rigorous analysis of the links between the two is 
needed, controlling for country characteristics. Country-level data from the 
OECD, the Institute for the Study of Labor, the International Labour Organization, 
and the European Bank for Reconstruction and Development can be used to 
assess how the institutions, regulations, and interventions discussed above are 
associated with the performance of Europe’s labor markets relative to those 

Figure 6.24: Informal 
self-employment is most 
prevalent in Greece, Italy, 
Portugal, and Spain

(unregulated, untaxed work, 
percentage of labor force)

Source: World Bank 2011a, based on Hazans 2011a.
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Figure 6.25: In Europe, active labor programs are 
associated with higher labor force participation

(percentage point change in the working-age population 
working or searching for a job: estimated impact of a unit 
change in statistically signifi cant explanatory variables)

Figure 6.26: Rigid employment protection legislation 
is associated with lower employment rates

(percentage point change in employment rate: 
estimated impact of a unit change in statistically 
signifi cant explanatory variables)

Note: Only coeffi cients signifi cant at the 1 percent and 5 percent levels are 
shown in the fi gure. Full results and more information are available in annex 2.
Source: Fialová 2011.

Note: Only coeffi cients signifi cant at the 1 percent and 5 percent 
levels are shown in the fi gure. Full results and more information are 
available in annex 2.
Source: Fialová 2011.

Figure 6.27: Rigid laws and high taxes are associated with higher 
unemployment, active labor programs with lower unemployment

(percentage point change in unemployment and long-term unemployment rates: estimated 
impact of a unit change in statistically signifi cant explanatory variables)

Change in unemployment Change in long-term unemployment

Note: Only coeffi cients signifi cant at the 1 percent and 5 percent levels are shown in the fi gure. Full 
results and more information are available in annex 6.2.
Source: Fialová 2011.
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of other countries.17 This approach also complements the fi rm-level analysis 
provided in chapter 4, focusing on country-level legal and institutional variables, 
which are not captured in that analysis. The cross-country analysis also 
complements microeconomic evidence at the individual level when analyzing 
disincentives for formal work originating in the tax and benefi t system, as 
discussed in the subsection on work disincentives.

Fialová (2011) examines the impact of policies on four indicators of labor market 
performance: the activity rate (AR); employment rate (ER); unemployment rate 
(UR); and long-term unemployment rate (LTUR). This is done for three sets of 
countries: the European Union and other OECD members,18 the European Union,19 
and EU new member states, accession countries, and others in the European 
neighborhood (fi gures 6.25–6.27).20

With regard to employment protection, stricter EPL is mostly associated with 
lower participation rates—except in Western Europe—and higher unemployment 
rates. Similarly, higher labor taxation is negatively correlated with labor force 
participation—with the exception of the new member states—and positively 
correlated with unemployment rates, though the latter result is less robust. High 
labor taxation, associated with long-term unemployment, appears to be a major 
problem in Europe. Overall, the strictness of EPL and high labor taxes lower the 
employment rate. 

Box 6.3: Denmark’s “fl exicurity”: increasing contestability, the gentler way
Every year, about 20 percent of Danes 
lose their jobs. But they do not lose their 
incomes. Unemployment benefi ts replace 
close to two-thirds of their earnings, and the 
government helps them fi nd work. Flexicurity, 
the combination of fl exibility for employers 
and income security for workers, has been 
in place since at least the 1970s, but it has 
evolved over time as the active component 
has been strengthened. And it seems to 
work well. Between 1995 and 2008, Danish 
unemployment rates averaged 4.9 percent, 
while the rest of the EU15 suffered rates close 
to 8.5 percent. Denmark has been getting a lot 
of attention among policymakers.

Danish employment laws have evolved 
from the “Gent system,” when labor and 
trade unions, not the government, paid 
unemployment benefi ts. In the 1970s and 
1980s, unemployment rates remained high, 
while those without jobs got good incomes. 
The arrangements became too expensive 
and were reformed in the 1990s. The new 
approach is sometimes called the “Golden 
Triangle,” because it added both generous 
unemployment benefi ts and active labor 
market programs to fl exible hiring and fi ring 
laws. 

• The fi rst component, fl exibility of fi ring and 
hiring, remained practically unchanged. The 
OECD employment protection legislation 

index for Denmark fell from 2.4 in 1983 to 1.5 
in 2009; the OECD average is 1.9. Relatively 
fl exible laws work in Denmark because the 
country has a history of self-regulation by 
employers and unions, going back to the 
“September Compromise” of 1899, which set 
rules for resolving labor disputes.

• The second part of the Danish model is 
unemployment insurance fi nanced from 
contributions and taxes. Membership is 
voluntary, but it covers around 80 percent 
of the labor force. Benefi ts last up to four 
years, and replacement rates cannot exceed 
90 percent of wages, capped currently at 
€2,173 a month. After four years of benefi ts, 
recipients have to switch to social assistance, 
which means a reduction of between 20 and 
40 percent of their benefi t income (Andersen 
and Svarer 2007). 

• The new system uses active labor market 
programs like job search assistance and 
training to nudge the unemployed back to 
work. The spending on these programs is 
sizable: out of €13 billion spent on labor 
market programs in 2010, about 75 percent 
was on active instruments. 

How well does fl exicurity work? The 
unemployment rate dropped from 10 percent 
in 1993 to 3.3 percent in 2008. The incidence of 
long-term unemployment (being out of work 

for more than a year) decreased from a third 
of total unemployment in 1994 to a tenth in 
2009. Despite liberal fi ring and hiring practices, 
employment has not fl uctuated too much in 
response to output variability. All this is good. 

There are some qualifi cations. First, though 
offi cial unemployment has fallen, there is a 
gap between actual unemployment (adding 
up the unemployed, those in “activation,” and 
early retirees) and offi cial statistics. Second, 
it is diffi cult to assess how much of the fall in 
unemployment is due to fl exicurity on its own. 
Economic performance matters too: active 
labor policies are useless if the economy is not 
producing jobs. Finally, the already high fi scal 
burden can become enormous in a protracted 
slowdown. The Danish model costs 4.5 percent 
of GDP in terms of active and passive labor 
market measures. And Denmark spent 2.6 
percent of GDP for labor market programs in 
2008 (a good year), compared with 1.4 percent 
for the OECD as a whole, 1.5 for Sweden, 2.2 for 
Finland, and 2.3 in the Netherlands. The Danes 
have fl exicurity because of their history and 
can afford it in part due to high participation 
rates of 81 percent; the OECD average in 2009 
was 71 percent. Those wishing to learn from 
the Danes should note this. 

Source: Andersen and Svarer 2007; Bredgaard 
and Larsen 2007; Hansen 2010; OECD 2010. 
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Minimum wages are also negatively correlated with participation rates. This 
appears counterintuitive: the prospect of a higher wage should entice people 
into the market, not keep them out. But workers priced out of jobs as a result 
of minimum wages might be discouraged from further participating in the 
labor market—especially younger people and women. The minimum wage 
is also associated with higher unemployment rates—especially long-term 
unemployment rates—and lower employment rates.

Unionization is positively associated with participation in the labor market 
and employment rates, and seems to reduce long-term unemployment (in 
the European Union). Spending on active labor market programs is associated 
with higher rates of participation, lower unemployment rates, and higher 
employment rates. The relationship between the generosity of passive 
labor market programs and labor market outcomes appears more complex: 
while generosity tends to increase participation in Europe, it appears to 
have the opposite effect in non-European OECD countries. The generosity 
of unemployment benefi ts is also associated with lower unemployment and 
higher employment in Europe.21 

Box 6.4: Germany’s Hartz reforms: modernizing social welfare and unemployment benefi ts
Germany experienced high unemployment 
rates of almost 10 percent between 1993 and 
2004. By contrast, U.S. unemployment was 
about 5 percent. By 2004, almost 4.5 million 
Germans were unemployed according to the 
Federal Labor Agency. Less-skilled and older 
workers had higher unemployment rates; 
vocational school graduates and high school 
dropouts had unemployment rates of about 18 
percent. 

In February 2002, a commission suggested 
ways to modernize the labor market. 
Volkswagen’s personnel director Peter Hartz 
headed the commission, which comprised 
business executives, trade unionists, 
politicians, and scientists. No economists were 
invited to join. 

The commission proposed a three-part 
reform strategy: improve employment 
services and active labor market programs, 
reform unemployment and social assistance 
benefi t programs, and foster employment by 
deregulating the labor market. 

The reforms were implemented between 
2003 and 2005. They modernized public 
employment services and social welfare 
centers, modifi ed existing active labor 
programs, and introduced new active 
labor programs. The reforms changed the 
institutional and legal framework for the rights 
and responsibilities of the unemployed and the 
benefi ciaries of social assistance. Employment 
protection was reduced for parts of the 
labor market.

• Public employment services and social 
welfare centers adopted results-based 
accountability and outsourced services 
through competition between public and 
private providers. Employment offi ces were 
(partly) merged with social welfare units 
and converted into centers that provided 
job search assistance, social services, and 
benefi t payments.

• Unemployment and social benefi t levels 
and duration were reduced. Eligibility for 
subsistence allowances was changed 
according to a person’s ability to work rather 
than previous history of contributions. 
Benefi ts were cut if recipients did not meet 
their responsibilities. 

• Wage subsidies and start-up grants were 
provided to entrepreneurs. Jobs with 
reduced social security contributions were 
introduced (“midi-jobs”), and the regulations 
for jobs exempt from such contributions 
were reformed (“mini-jobs”). The objective 
was to lower the cost of hiring low-skilled 
workers.

Between January and October 2006, the 
number of claimants in jobs requiring social 
insurance contributions rose 47 percent. 
The number of claimants working part-time 
grew 30 percent, and the number in marginal 
employment (“mini-jobs”) rose 14 percent. 
Workers who had survived on low wages 
without income support could now supplement 
their incomes with Hartz IV benefi ts. The 
reform of temporary work regulations 
increased employment in fi xed-term jobs after 

the reform. But evaluations have found limited 
impact on mini-jobs.

The Hartz reforms helped reduce 
unemployment. Despite the crisis, Germany’s 
unemployment rate today is about 7.5 percent, 
lower than the U.S. rate of more than 8.5 
percent. Many of the newly introduced part-
time and temporary jobs have served as a 
bridge to regular jobs. But the reforms might 
also have reduced the income of low-wage 
earners, which has declined 16–22 percent over 
the last decade. Net real monthly income of 
workers in mini-jobs declined from €270 in 
2000 to €211 in 2010, while income of workers 
in midi-jobs declined from €835 to €705. This 
is mainly due to an increase in the number of 
people in temporary work and part-time jobs.

The reforms raise several questions. First, 
given the diffi culty of comprehensive labor 
reforms, does a partial liberalization targeted 
at some groups or sectors work? Second, 
do allowances in the labor code for more 
fl exible forms of employment lead to a 
“two-tier” market and a legally sanctioned 
underclass of workers? Third, do fl exible and 
temporary forms of employment serve as a 
step toward advancement, or are people who 
enter through a midi- or mini-job experience 
scarred in ways that limit their future 
options? Germany’s experience appears to be 
promising, but these doubts will be raised in 
countries that try to adopt strategies similar to 
the one proposed by the Hartz Commission. 

Source: Zimmermann 2007; Goethe Institut 
(2007); Goebel and Grabka (2011).
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When it comes to untaxed and unregulated work in the “shadow economy,” 
World Bank (2011a) found that when taking a country’s development into 
account, EPL is associated with larger shares of shadow economy in GDP and 
greater labor informality. In the southern members of the European Union, 
where EPL is the most restrictive, all but the highest educated new entrants to 
the labor market are restricted to part-time and informal work.

The need to keep EPL sensible is at the core of Denmark’s “fl exicurity” model, 
which shifts protection away from jobs to the incomes of people who lose 
employment, with efforts to get them back to work through training, 
job-search assistance, and help with starting businesses (box 6.3). These 
“active” intervention measures seem to improve performance and lower 
informal employment in OECD member countries and Northern and Western 
EU member countries. Active programs also lower informal self-employment 
(Hazans 2011b; World Bank 2011a). Germany has been getting attention for its 
attempts to liberalize a section of its labor market and to motivate people with 
strong incentives to remain idle (people supported by unemployment and social 
assistance benefi ts; box 6.4). Although Germany’s approach may be all that can 
realistically be achieved given the controversial nature of labor market reform, 
it has raised questions about the sustainability and welfare of what could be a 
working “underclass” in jobs with less protection and even lower wages, which 
are still subsidizing a relatively privileged class of tenured workers.

Labor mobility—the freedom forgone
There are many reasons why labor mobility matters for productivity and 
growth. A country with a more mobile labor force uses available resources 
more effectively and is more likely to better match its human capital to other 
factors—both those that are more fl uid such as capital, and those that do not 
move at all such as land. Recent work indicates that labor mobility is critical 
for social cohesion and the improvement of welfare in lagging regions.22 When 
people move, they create links between places where economic activity is 
densely concentrated and those where it is not. These links become channels 
for resources that fl ow back to peoples’ places of origin in the form of know-
how and remittances,  sustain the welfare of family members left behind, and 

Figure 6.28: Europeans 
are less mobile

(labor mobility, share of working age 
population that has moved, 2000-05)

Source: Bonin and others 2008; and OECD 2005 and 2007.
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lead to investments in locally appropriate enterprises. A mobile labor force 
can better adjust to shocks, and recover more quickly. Given the demographic 
outlook and the decline in the working-age population, increased labor mobility 
will be needed in Europe. And there is a lot of room for it. 

Europeans are less mobile
The European Union is the most integrated region in the world, and accordingly, 
migration between EU countries is higher than in other world regions. Europe’s 
aspiration, however, is more ambitious: a fully integrated labor market. Against 
this yardstick, Europe still falls short. By most measures, these differences are 
particularly great between the European Union and the United States (Ester 
and Krieger 2007, Eurofound 2006 and 2007, using Eurobarometer data 2005; 
fi gure 6.28). In the former EU15, prior to enlargement in 2004 and 2007, only 
about 1 percent of the working-age population changed its country of residence 
in a given year. By contrast, until recently about 3 percent of the working-age 
population in the United States moved to a different state in a given year. In 
Australia, this fi gure is 2 percent; in Canada, slightly less than 2 percent. Even in 
Russia, with its history of restrictions on peoples’ movement, mobility is 
1.7 percent. 

With a common language and fewer institutional differences, people in 
Australia, Canada, and the United States can move with greater ease than 
Europeans. Measures of movement between territories (at the Nomenclature 
of Territorial Units for Statistics 2 level) within EU countries change the picture 
considerably: about 21 percent of the EU population has lived in a territory 
or country other than where they were born. But even by this measure, 
labor mobility is still below that of the United States, where 32 percent of the 
population lives outside the state they were born in.23 About 2 percent of the 

Figure 6.29: Europeans—especially in 
the east—are less internally mobile

(internal migration, percentage of 
population, by size of area)

Note: Countries display differing internal migration rates, depending on the size of the unit of 
measurement. For example, internal migration measured at the village level (movements from one 
village to another) is much higher than migration measured across larger geographic areas, like 
districts or regions. The line represents the log trend.
Source: World Bank staff calculations, based on Bell and Muhidin 2009; Eurostat; U.S. Census Bureau; 
and State Statistics Committee of Ukraine.
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EU labor force was born in a member state different from their current state of 
residence; approximately 4 percent of the EU population have lived in another 
EU country at some point in their life; and 3 percent have lived in a country 
outside the European Union (Eurofound 2006).

Internal mobility is diffi cult to compare across countries because its 
measurement depends on the size of the measurement unit. If the 
measurement unit is small—for example, the municipality—the corresponding 
internal migration rate will be high, because many more people move across 
municipalities than between provinces. Plotting the average size of the unit 
of measurement (like region or district) against the corresponding internal 
migration rate controls for the size of administrative units (fi gure 6.29). Applying 
a log trend, the exercise reveals that many European countries, especially the 
transition economies, have low labor mobility.

Table 6.2: Internationally, the Irish are the most mobile Europeans

(percentage of population, by type of mobility)

Local move Move in country Move inside the European Union
Ireland 44.5 18.8 14.5
Luxembourg 53.8 19.4 13.2
Cyprus 47.8 17.2 8.1
Denmark 62.6 36.2 7.5
Sweden 65.9 41.8 7.1
United Kingdoma 52.3 23.7 6.6
Finland 64.5 34.7 5.1
Germany 59.4 18.1 4.9
Belgium 59.6 13.0 4.5
Spain 46.6 9.9 4.5
Greece 34.7 16.4 4.4
Netherlands 55.0 21.6 4.4
Portugal 41.7 8.6 4.2
Austria 54.1 9.4 3.4
Malta 27.6 6.2 2.7
France 58.2 28.8 2.6
Latvia 44.2 22.5 2.0
Czech Republic 41.9 8.2 1.6
Italy 43.8 7.9 1.6
Slovenia 38.2 9.6 1.6
Slovak Republic 34.2 5.8 1.4
Estonia 50.5 23.4 1.1
Poland 40.6 7.1 1.0
Hungary 47.5 9.9 0.7
Latvia 57.4 7.4 0.7

a. Includes Northern Ireland.
Note: The table shows weighted averages. Multiple answers allowed.
Source: Bonin and others 2008.
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But lower labor mobility within a single market could refl ect the smaller size 
of countries and shorter distances between centers of economic activity. Why 
move when you can commute? In a 2008 report on labor mobility in Europe, the 
Institute for the Study of Labor adopted a broad defi nition of geographic mobility 
that included not only changes of residency within countries and across borders 
but also cross-border and regional commuting (Bonin and others 2008, using 
the European Labor Force Survey). The report showed that ,even by the broader 
defi nition, between 2000 and 2005, workers’ mobility within the European Union 
was barely 1 percent each year and that the movement of people in Europe was 
still lower than mobility across Australian (2 percent) and U.S. (3 percent) states.

The Institute for the Study of Labor report also showed that in the EU15, the share 
of the active working-age, foreign-born population from an EU27 country increased 
during the previous decade. Spain had the largest increase, followed by Greece, 
Denmark, Portugal, Sweden, Ireland, the United Kingdom, and Austria. Among 
the newer member states, those with the highest initial share of foreign-born 
people (Latvia and Estonia) showed a decline over time. In most EU15 countries, 
foreign nationals from another EU15 country comprise only a small share of foreign 
nationals. An exception can be found in the United Kingdom: the largest nonnative 
resident minority group in London is from France.

These statistics present a paradox. The movement of people within the European 
Union is one of the Four Freedoms, and probably the one that comes most 
immediately to the average European’s mind when asked why the European Union 
is important. The Eurobarometer survey in 2005 showed that European citizens 
view geographical mobility positively (table 6.2). Yet, a large majority (almost 70 
percent) had no intention of moving in the near future.

This may be changing. The same survey showed that mobile Europeans are 
younger and have higher levels of education than those who have no intention 
of moving. In these respects, they are similar to mobile people in many countries, 
both wealthy and poor (Mansoor and Quillin 2006). Students in Europe are among 
the most mobile, enthusiastically taking advantage of such cross-border education 
programs as Erasmus. For many, these programs lead to longer-term resettlement 

Figure 6.30: Low labor mobility can keep unemployment high

Source: Hassler and others 2005.

(labor mobility and unemployment rates in 
the nine largest OECD countries, 1980–95)

(labor mobility and unemployment rates in 
EU member states, 1995–2006)

Source: World Bank staff calculations, based on Bonin 
and others 2008; and Eurostat.
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for employment. Recent statistics show an increase in mobility. In 2008, about 
2.3 percent of EU citizens (11.3 million people) resided in a member state other 
than their citizen state, according to the European Commission.24 That number 
has grown more than 40 percent since 2001.

A lack of movement is often blamed for high unemployment rates in areas 
that lag and for labor shortages that drive up wages in places that lead. This 
negative correlation between mobility and unemployment is apparent in 
data from selected OECD countries for 1980 to 1995 (Hassler and others 2005; 
fi gure 6.30). Labor markets can respond differently to shocks, often resulting 
in differences in the impact on jobs across areas. Adjustment to regional 
shocks in Europe has been achieved more through unemployment rates and 
changes in labor force participation (people stop looking for work if a region 
goes into economic decay) and less through mobility of labor.25 By contrast, 
in the United States, labor mobility leads to greater agility in responding to 
differences in wages and job opportunities across states, reducing disparities in 
unemployment rates and real wages.

Table 6.3: Not a single market for new members

(EU15 restrictions on workers from newer member states)

Entry of EU8 workers Entry of workers from Bulgaria 
and Romaniaa

May 2004 to April 2006 May 2006 to April 2009 2007–08

Austria Restricted Restricted Restricted

Belgium Restricted Restricted Restricted

Denmark Restricted Restricted Restricted

Finland Restricted Open Open

France Restricted Restrictedb Restrictedb

Germany Restricted Restricted Restricted

Greece Restricted Open Restricted

Ireland Open Open Restricted

Italy Restricted Openc Restrictedd

Luxembourg Restricted Restricted Restricted

Netherlands Restricted Opene Restricted

Portugal Restricted Open Restricted

Spain Restricted Open Restricted

Sweden Open Open Open

United Kingdom Open Open Restricted

a. Bulgarian and Romanian workers also face restrictions in Hungary and Malta.
b. Except for health care, transport, construction, hotels, and catering.
c. Since July 2006.
d. Procedures for obtaining work permits are simplifi ed in certain sectors.
e. Since May 2007. Between May 2006 and April 2007, the Dutch labor market was open to EU8 
workers in a large number of sectors.
Source: OECD 2007.
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But does a mobile labor force really make much of a difference for a country’s 
economic prospects? Policymakers are aware of statistics showing the relative 
immobility of Europeans and eager to know what they can do about it. The phased 
withdrawal of restrictions on the movement of people from the newest member 
states of the European Union will bring a gradual disappearance of an obvious 
obstacle. Yet people from the newer member states still face explicit barriers to 
mobility within the European Union (table 6.3).26 Lessons from how different EU15 
members have managed this aspect of enlargement are still being absorbed, but 
evidence from movements since 2004 and in reaction to the crisis indicate that 
the member states that embraced newcomers from the newest member countries 
have benefi ted.

Looking beyond adjustment to shocks and recovery from the recession, a growing 
literature provides evidence that internal labor mobility tends to have positive 
effects on countries’ productivity and growth. For example, without mobile labor, 
the growth rate of the United States would likely have been only half of what it 
actually has been (Rutkowski 2010). In Canada, the movement of people across 
provinces contributed to economic growth (Sharpe, Arsenault, and Ershov 2007). 
Due to the high volume of movement from low-productivity eastern provinces 
to high-productivity western provinces, Canada benefi ted from a huge boost to 
economic growth in 2006. Net output gains arising from interprovincial movement 
are estimated to be 0.074 percent of GDP in constant 1997 prices and 0.137 percent 
of GDP in current prices. Interprovincial movement accounted for 1.56 percent of 
trend labor productivity growth in Canada over 1987–2006 and 6.23 percent of 
actual labor productivity growth in 2006 (Sharpe, Arsenault, and Ershov 2007).

Further, countries with higher labor mobility have better-performing labor markets 
and higher rates of employment. For instance, the three European countries that 
have reached the Lisbon employment targets—the Netherlands, Sweden, and 
the United Kingdom—all have labor mobility rates in the top quartile (fi gure 6.31). 
Conversely, countries with the highest dispersion in employment rates across 
their territories (Italy, Spain, Hungary, and the Slovak Republic) have mobility rates 
below the European average.27

Figure 6.31: Greater labor mobility 
is associated with higher rates 
of employment in Europe

(correlation between labor mobility 
rate [average 1996–2006, horizontal 
axis] and employment rate [average 
1996–2006, vertical axis], selected 
European countries: coeffi cient 0.677)

Note: Labor mobility is the share of the population that moved from one region (Nomenclature of 
Units for Territorial Statistics level 2) to another within a given year.
Source: World Bank staff calculations, based on Bonin and others 2008; and Eurostat.
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Researchers have been trying to identify the impediments to mobility in 
economic areas where labor is legally free to move. Language and cultural 
barriers obviously play a role (OECD 2007). But putting language aside, even 
with a legal right to work in every member state, EU citizens face implicit 
but powerful deterrents created by differences in rules that determine social 
insurance coverage, the accrual of occupational pension rights, entitlements 
to social housing and other forms of assistance, and the recognition of their 
professional qualifi cations and previous work experience. Perhaps refl ecting 
the current tough times, as in Europe, local chambers of commerce and 
professional guilds of U.S. trade associations are starting to erect barriers—even 
to people offering their services online—in order to restrict movement and 
thus competition. This strict “rule of license” is an obstacle to movement and 
faster labor market adjustment. These impediments may be more serious for 
prime-aged workers than for the young or the retired. As the median age of 
Europeans increases from 40 years today to nearly 50 by 2050, the mobility 
imperative will become more pressing.

What keeps Europeans at home
Among the strongest deterrents to greater mobility in Europe are those created 
by failures in housing markets (fi gure 6.32). In many European countries, 
housing is a good that is still exchanged informally on unregulated or poorly 
regulated markets (Janiak and Wasmer 2008). Rental markets are shallow, 
rent is expensive, and supply is limited by zoning restrictions. These problems 
constrain people’s mobility at both their origin and destination: moving can be 
a costly prospect, made more so by diffi culties selling or renting one’s house. 
Bottlenecks in the housing market are a serious impediment to mobility. 
Homeowners in Europe are more sluggish to move in response to changing 
labor market conditions than people who rent their homes (Hughes and 
McCormick 1985 and 1987; Henley 1998; Gardner, Pierre, and Oswald 2001). 
The relatively high unemployment rates in some European countries can be 
explained in part by a large portion of people who are owner-occupiers (Haavio 

Figure 6.32: Language, housing, 
and health care are the main 
impediments to mobility

(factors that deter people from moving 
to another EU country [percent])

Note: Figures are for respondents from the EU25 (EU27 excluding Bulgaria and Romania) who do not 
intend to move.
Source: Karppinen, Fernandez, and Krieger 2006.
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Box 6.5: Labor mobility is low even in countries in the European neighborhood: the case of Ukraine
Internal mobility in Ukraine is lower than in 
other countries. Between 2002 and 2009, 
an average of 1.5 percent of the Ukrainian 
population moved across rayons (districts), 
from rural to urban settlements, or between 
urban settlements. This corresponds to just 
over 600,000 of Ukraine’s 46 million people 
offi cially changing their place of residence 
during the year. During the economic crisis 
in 2009, internal migration rates actually 
fell compared with the average in previous 
years (from 1.5 percent to 1.3 percent when 
measured across settlements and from 0.6 
percent to 0.5 percent when measured across 

regions). As expected, mobility across regions 
is lower: the internal migration rate was 0.5 
percent in 2009. When compared with that 
in other countries, Ukrainian internal mobility 
seems to be about 0.5 percentage points 
below its expected value.

At the same time, labor market disparities 
in unemployment rates and average wages 
are high and persistent (box fi gure 1). This 
suggests that the Ukrainian population is not 
responding to economic opportunities outside 
their current place of residence. Instead, 
Ukrainians are moving to where there are 

better services (such as schools and clinics) 
and infrastructure (such as housing)—the “push 
factors.” This could indicate that there are 
barriers to internal mobility that limit people’s 
ability to respond to economic incentives 
and to move to where higher returns to labor 
and human capital exist: for example, lack 
of affordable housing where jobs are, even 
after accounting for higher average earnings 
in these prosperous places. Cross-country 
evidence suggests that countries with 
higher labor mobility—notably the Nordic 
countries—also have lower spatial disparities in 
unemployment rates.

Box fi gure 1: Migration gap and dispersion of unemployment rates
(average, minimum, and maximum across regions for various countries in various years)

Note: The migration gap measures the distance between the expected internal migration rates based on the actual migration rate. Most 
countries refer to 2007, except Italy (2005), Portugal (2001), and Ukraine (2009).
Source: World Bank 2011d, based on Eurostat; and State Statistics Committee of Ukraine.

and Kauppi 2003). The constraints to labor mobility created by failures in the 
housing market have been documented elsewhere (Mansoor and Quillin 2006) 
and create powerful deterrents to movement even in countries on the European 
Union’s doorstep (box 6.5).

Another likely culprit preventing Europeans from moving is the relative rigidity 
of wages and generous pay-out period of unemployment insurance plans. Wage 
regulation leads to an earnings compression that can mute the signals that the 
labor market sends from one part of a country to another. If wages are not 
suffi ciently fl exible, they can fail to provide incentives for capital to fl ow into 
economically lagging regions or for workers to move to economically booming 
regions. Generous unemployment insurance plans that provide support over 
long periods can act as a disincentive for workers with industry-specifi c or place-
specifi c skills to retrain and move. A negative relationship can be shown between 
the mobility rate and unemployment insurance: on average, high-mobility 
countries are characterized by low unemployment insurance benefi ts, while low-
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mobility countries have the most generous unemployment insurance plans 
(Hassler and others 2005).

Higher structural unemployment in many European countries also deters the 
movement of labor. Although differences in unemployment rates between the 
lagging and leading parts of a country should encourage movement, a high 
overall national unemployment rate will discourage people from taking the risk. 
Unemployed workers will probably not want to pay the cost of moving to more 
dynamic parts of their country if they would still face the high likelihood of not 
fi nding a job.28 

The lack of portable social benefi ts—such as pensions, health care, and social 
assistance—might also constrain the mobility of labor between EU countries. EU 
legislation grants portability of such benefi ts at a level not found in any other 
region of the world. In principle, the most important benefi ts (for example, 
public pension and health benefi ts) are fully portable within the European Union 
and, to some extent, with countries outside the European Union. Nevertheless, 
important challenges remain.29 First, the administration of portability can be 
burdensome for intra-EU migrants. For example, old-age pensions are not paid 
as a single benefi t, but by each pension insurance fund separately. 
The determination of separate pensions, taking into account contribution 
periods from different member states, is complex and opaque. Second, 
legislation on portability does not apply to occupational benefi ts, so moving 
might lead to considerable losses. Third, social assistance benefi ts are excluded 
from portability; the lack of a Europe-wide social safety net could also act as a 
barrier to intra-EU mobility.

Finally, some EU policies may inadvertently be keeping Europeans immobile. The 
free fl ow of trade in goods and foreign direct investment across the single market 
might reduce the need for labor to move. Trade fl ows react more elastically than 
people, and capital is far more mobile. Trade in goods—particularly intermediate 
goods—along with capital transfers could make the movement of labor to other 
economic areas less important. This is a “good reason” for lower labor mobility 
in Europe, especially in the European Union. But other policies may not be 
so benign. European agriculture and cohesion policies and investments from 
regional and structural funds could be creating disincentives for mobility. Regional 
development policy instruments pour investment into economically lagging areas, 
sometimes with the stated objective of fostering job creation to retain young and 
qualifi ed workers. Although the track record of these policies is mixed at best, to 
the extent that they deter movement of people at the margin, they obviate the 
need for European workers to move to where job opportunities are better and 
more durable.

Losing the global race for talent
There is a looming labor force defi cit in Europe’s immediate future, and it is 
unlikely to disappear even if more people work, work longer, and become more 
productive. The aging of the European labor force cannot be prevented, not 
even under the most favorable scenario. In its annual report to the European 
Parliament, the European Commission pointed out that the population of the 
European Union will rise to 521 million in 2035 but then fall to 506 million 

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



329

CHAPTER 6

by 2060. In 2010, there were 3.5 people of working age (20–64 years) for 
every person age 65 or older. In 2060, there will be half as many (European 
Commission 2011). 

Europe will need immigrants
The European Commission’s report shows that immigration from outside the 
single market and even from far beyond the European neighborhood countries 
will be the main driver of population change in the European Union. In 2009, 
net immigration to the European Union was 857,000 people, contributing to 63 
percent of total population growth. At the start of 2003, the number of third-
country nationals in the EU25 was 16.2 million, or 3.6 percent of the population. 
But by 2010, 20.2 million non-EU27 citizens were living in the European Union 
(4 percent of the total population). The European Commission noted that foreign 
citizens living in the EU27 were signifi cantly younger (median age of 34.4 
years) than the population of EU27 nationals (median age of 41.5 years). For this 
reason, immigrants are likely to help close the demographic defi cit and meet 
the quickly rising costs of population aging.

People have been crossing seas, mountains, rivers, and political borders into, 
out of, and throughout Europe for centuries. During the fi rst great period of 
globalization in the late nineteenth century, right up to the interwar period, 
Europe sent large waves of people to the Americas, Africa, and the Antipodes. 
Postwar immigration to Europe on a mass scale is a recent phenomenon, with 
roots in the guest-worker programs that became common in the late 1950s and 
early 1960s to help sustain the fast pace of Europe’s Golden Age (Maselnik 2010). 

Between 1950 and 1990, the resident foreign-born population in the EU15 grew 
more than fourfold, from 3.8 million (1.7 percent of the population) to 16 million 
(4.5 percent). Between 2005 and 2009, the resident foreign-born population 
increased on average by 1.6 to 2 million immigrants each year, and accounted for 
approximately 80 percent of the overall population growth. During this period, 
only 20 percent of the population increase in the EU27 could be attributed to 
natural growth (live births minus deaths). Ironically, the countries that lead the 
statistics of recorded live births are all also the largest immigrant destinations in 
the EU27: France, the Netherlands, Spain, and the United Kingdom.

Figure 6.33: European countries host 
fewer immigrants than other 
OECD countries

(percentage of the population that 
is foreign-born, various OECD 
member countries)

Source: OECD 2008.
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The conclusion that one could draw is that before 2030 the European Union 
will experience a decrease of young (and semiskilled) workers with secondary 
education (Koettl 2009). The question addressed in this section is whether 
current European immigration policies can accommodate these needs or 
whether the policies need to be changed. 

Current immigration policies in Europe and other OECD countries provide some 
answers. Of particular interest are the lessons drawn from the four “Traditional 
Immigration Countries”: Australia, Canada, New Zealand, and the United States 
(fi gure 6.33). To attract the right types of immigrants in the future, European 
policies will need to be more proactive in selecting immigrants and preferably 
will rest on strong, demand-driven mechanisms that respond quickly to shifting 
economic and labor market needs. If Europe does not adjust its policies, it risks 
labor shortages in the future.

Total
Residence

Origin United States EU15 Other EU OECD Australia Canada New Zealand Other OECD

United States –972 –178 –9 –219 -6 –665

EU15 972 –301 241 443 44 71

Other EU OECD 178 301 21 95 1 18

Australia 9 –241 –21 –1 –50 –11

Canada 219 –443 –95 1 –2 –30

New Zealand 6 –44 –1 50 2 –1

Other OECD 665 –71 –18 11 30 1  

Other countries 5,763 3,275 139 458 1,261 72 444

Net OECD 2,048 –1,469 –614 314 350 –12 –618

Net total 7,811 1,807 –475 772 1,611 60 –174

Less than five years of residence
Destination

Origin United States EU15 Other EU OECD Australia Canada New Zealand Other OECD

United States –154 –23 –5 –63 –1 –188

EU15 154 –14 25 15 7 29

Other EU OECD 23 14 1 5 0 4

Australia 5 –25 –1 –2 –12 –5

Canada 63 –15 –5 2 0 –7

New Zealand 1 –7 0 12 0 –1

Other OECD 188 –29 -4 5 7 1  

Other countries 1,211 412 7 114 334 29 38

Net OECD 435 –215 –47 40 –37 –6 –169
Net total 1,646 351 –18 158 360 25 58

Source: OECD 2008.

Table 6.4: The wealthier 
countries in Europe attract fewer 
high-skilled immigrants than 
countries in North America

(immigrants with a tertiary diploma 
in selected OECD countries by country 
of origin, total and recent immigrants 
in thousands, circa 2000)
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Europe’s immigrants are mostly unskilled
Relative to other popular OECD destination countries, EU countries mainly attract 
low-skilled immigrants—those with at most primary education—in stark contrast 
to the Traditional Immigration Countries, which attract much lower shares of 
primary-educated migrants and far higher shares of tertiary-educated migrants. 
Migration outcomes occur on many dimensions, just as migration policies take 
effect through a wide range of institutions. It can thus be helpful to distinguish 
immigrants by their motivation to migrate, their legal status, their duration of stay, 
and their education and skills. With regard to government policies, the framework 
of ananlysis will distinguish between policies with a direct effect on the size and 
composition of migrant fl ows and stocks, like immigration rules, and policies with 
indirect effects, like social policies, labor market policies, and integration policies.

The limited data currently available on the educational attainment of immigrant 
populations suggest that the 49 percent of the EU25+ immigrant population 
originating from outside the EU25+ are primary-educated, while only 25 percent 
have secondary education, and 21 percent have tertiary education (table 6.4). 

Box 6.6: Beyond the white cliffs: immigration to the United Kingdom
The United Kingdom is a major destination for 
immigrants in Europe, especially the highly 
educated. Among European countries, the 
United Kingdom enjoyed the third-highest 
infl ow of permanent immigrants, amounting 
to 347,000 people in 2008—the foreign-born 
accounted for 10.8 percent of the British 
population—and attracted the second-
highest number of permanent highly skilled 
immigrants seeking employment (box fi gure 
1). The United Kingdom was one of the few 
countries that did not impose any restrictions 
on labor from the newest member states of 
the European Union and is one of the hotspots 
for international students, hosting on average 
132,700 international students between 2003 
and 2008.

The strength of the United Kingdom’s policy 

orientation toward immigration is that it 
favors people who want to come to work. The 
employment rate among immigrants was 80 
percent, 5 percentage points above the OECD 
average. According to estimates by the British 
Treasury, immigrants grew the working-age 
population by 0.5 percent a year between 
2001 and 2006 and GDP by around £6 billion 
in 2006.

Due to a large volume of immigrants since 
2004, and to mitigate a possible threat 
to social cohesion, the United Kingdom 
introduced a points-based system, focusing 
more on the quality of immigrants than the 
quantity. The new system consists of fi ve 
tiers, tier 1 for highly skilled migrants, tier 2 
for skilled workers required in certain sectors, 
tier 3 for low-skilled workers, tier 4 for 

students, and tier 5 for tourists, athletes, and 
musicians. A special cap of 21,700 for 2011–12 
non-EU work visas was introduced, limiting 
the number of economic immigrants per year. 
However, immigrants who are earning more 
than £150,000 were excluded from the cap.

There have also been problems related 
to integration of immigrants. According 
to Huddleston and Niessen (2011), British 
immigration policies are less favorable toward 
integration, to some extent due to the fact 
that immigrants are excluded from some 
social benefi ts. But the strong points of the 
British immigration policy are: education, with 
a well-tailored living-in-diversity training, 
and anti-discrimination regulation. The 
weakest element is the diffi culty in obtaining 
permanent residence and nationality.

Box fi gure 1: Immigrants 
in OECD countries and 
share of foreign-born with 
tertiary education, 2008

Source: OECD 2008; and 
OECD International Migration 
Database.
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By contrast, the Traditional Immigration Countries have much higher shares of 
tertiary-educated migrants. About 40 percent of immigrants to Australia, New 
Zealand, and the United States have a tertiary education. Accordingly, their 
shares of primary-educated migrants are fairly low (16–30 percent). The range 
for secondary-educated migrants is wider, from 12 percent in Canada to 35 
percent in the United States.

Looking only at immigrants originating from the Middle East and North Africa, 
the outcomes for Europe appear worse. Almost two-thirds of the 2.5 million 
migrants from the Middle East and North Africa residing in the European 
Union have only a primary education, while those with secondary or tertiary 
education each comprise 17 percent. Again, the Traditional Immigration 
Countries attract much higher shares of tertiary- and secondary-educated 
migrants from the same Middle East and North Africa countries.

These statistics show the obvious importance of geographical distance in 
determining the composition of immigration fl ows. Europe attracts a high share 
of low-skilled migrants from the southern Mediterranean, just as the United 
States attracts a relatively higher share of low-skilled migrants from Central 
America. Of migrants from Central America in the United States, 46 percent 

Box 6.7: The smarter North Americans? Immigration to Canada
Canada has one of the highest percentages of 
immigrants among developed countries, with 
highly favorable policies toward immigrants’ 
integration. In 2008, Canada’s foreign-born 
labor force accounted for 21.2 percent of total 
employment. Moreover, one in fi ve people 
living in Canada was foreign-born. Between 15 
and 20 percent of foreign students remain in 
Canada and start working. 

According to MIPEX III, Canadian policies 
toward immigrants’ integration are very 
favorable, ranking third. This high ranking pays 
dividends in the form of immigrants with top-
notch skills. Canada has the second-highest 
share of immigrants with tertiary education 
among all OECD countries (box fi gure 1). In 

drawing foreign talent, Canada relies on a 
well-managed selection process. With its 
scoring system of visa applications, Canada 
prioritizes certain features of the labor force 
that are crucial for the country’s development. 
Canada chooses whom to grant visas based 
on a system that ranks candidates according 
to their profi le—having a job offer or tertiary 
education, for example, grants additional 
points. Highly skilled, talented immigrants 
without a job offer can be admitted to the 
country.

The Canadian system is designed to treat all 
immigrants equally, regardless of ethnicity, 
race, religion, or nationality. Permanent 
immigrants have the same access-to-work 

opportunities as Canadian citizens, including 
setting up a business. Immigration policy 
provides stable solutions for fostering family 
reunion.

Another aspect of integration policy is 
universal access to education for all children, 
regardless of immigration status. Political 
participation is one of the few aspects of 
life from which permanent immigrants are 
excluded. To become a citizen, one must pass 
a citizenship test, which measures language 
abilities and basic knowledge about the 
country. According to MIPEX, Canada has one 
of the most professional citizenship tests from 
all countries included in the ranking

Box fi gure 1: Immigrants 
in OECD countries and 
share of foreign-born with 
tertiary education, 2008

Source: OECD 2008; 
and OECD International 
Migration Database.

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



333

CHAPTER 6

have just a primary education, compared with 23 percent of the overall immigrant 
population of the United States. If, in addition, the host country relies mainly on 
family reunifi cation as its immigration policy—as the European Union does—and 
does not apply proactive economic immigration programs—as in the United 
States—the share of primary-educated migrants originating from these countries is 
likely to remain high.

Europe is losing the competition for highly skilled migrants to the Traditional 
Immigration Countries. The exception is perhaps the United Kingdom (box 6.6). 
Indeed, the European Union is losing some of its most skilled people to the United 
States. Currently, the United States hosts 1.7 million tertiary-educated migrants 
from the European Union, while the European Union hosts roughly 200,000 
tertiary-educated U.S. emigrants—a net drain of 1.5 million people educated mostly 
at the expense of European taxpayers.

Does this imply that the European Union should copy the Traditional Immigration 
Countries’ policies of large-scale permanent immigration programs and, in 
particular, systems like Canada’s, which seems to attract by far the highest share 
of tertiary-educated migrants (box 6.7)? Should the European Union imitate 
demand-driven temporary worker programs for specialized migrants like those in 
the United States, which seems to attract the highest share of secondary-educated 
migrants? Or is there a genuinely European guest-worker program that will help 
master future challenges of migration? It appears that countries in Europe will have 
to adopt some of the attributes of more successful immigration policies, both in 
and outside Europe.

Needed: a more self-interested immigration policy
When assessing the effects of institutional arrangements on immigration, it 
is useful to distinguish between types of migration. First, one can distinguish 
migration according to the intended duration of stay: temporary, transitional, or 
permanent. Temporary and permanent immigration are straightforward concepts. 
Temporary migrants arrive in the host country with no intention to stay long-
term, leaving after a short period of time once their work contract or assignment 
expires, their education or training has fi nished, or their business objective is 
accomplished. Permanent migrants, by contrast, arrive in the host country to settle 
indefi nitely, with no intention to return to their home country.

In reality, a large part of migrants fall somewhere in between, in the category of 
transitional migrants. These are migrants who arrive on temporary visas and work 
permits with no intention to stay permanently but eventually become long-term 
or permanent settlers. Many migrants who arrived in Europe through the guest-
worker programs of the 1960s in Austria, France, and Germany probably never 
imagined they would stay on. Yet, as they performed inherently permanent jobs 
they integrated into the labor market and developed nation-specifi c expertise. 
They evolved into permanent migrants, generally with the support of their 
employers and host governments.

One might distinguish between immigrants by their main motivation for moving: 
humanitarian, family reunifi cation, or economic migration. Family reunifi cation 
should not be seen separately from good economic management of immigration, 
as it is essential for the integration of immigrants. If these rules are too generous, 
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though, family reunifi cation programs can become the driving factor of a country’s 
immigration policy, as has been the case for years in some countries in Europe 
and even the United States. When family reunifi cation becomes the main driver 
of immigration policy, it can bias the selection of immigrants. The same holds 
for humanitarian migration, based on the right to asylum and refugee status. 
Initiatives to legalize undocumented migrants are a part of many immigration 
policies, sometimes nearly replacing a proactive immigration policy with purely 
reactive regularization, as in Spain.

European immigration policies will have to be geared toward Europe’s economic 
and labor market needs, and immigration policies that focus on demand-driven 
elements may be the best way to do so. Well-designed immigration programs for 
temporary and transitional migrants are the best models for the “New Immigration 
Countries” of Europe to select the right types of migrants for their economies.

Demand-driven programs have the advantage of being fl exible and reacting 
quickly to changes in the labor market. They require less research and government 
planning, putting the administrative burden on employers. The disadvantage 
is that they need more monitoring of compliance and enforcement efforts by 
the government. Static models—in particular, points systems for permanent 
immigration—are less fl exible, requiring more capacity to determine labor market 
needs and ensure a consistent selection process. Successful demand-driven 
immigration programs for temporary migrants offer jobs of a truly temporary 
nature, like seasonal jobs in agriculture and tourism. In addition, certain jobs in 
sectors with a highly competitive goods market can be subcontracted to foreign 
companies through trade in services, opening the gates for a new type of 
temporary migration, through Mode 4 of the World Trade Organization’s General 
Agreement on Trade in Services.

Well-designed immigration programs for transitional migrants help identify 
successful newcomers by granting migrants temporary access to the host 
country—with full or limited access to the labor market—and offering a clear option 
for permanent residency and work permission. Three main avenues of transitional 
migration exist: education-to-residency, business-to-residency, and work-to-
residency.

Governments’ capacities to assess labor market needs and plan responsive 
immigration and labor market policies are not limitless. Immigration policies 
are more likely to be effective if designed to require less government planning 
(Hopkins 2002). For example, Koettl (2009) fi nds that Europe will need both highly 
skilled and semiskilled migrants with secondary education. Yet, all projections—
especially long-term forecasts—are uncertain. European economies might develop 
faster than anticipated toward a more knowledge-based economy, or the fl ow of 
highly skilled migrants to other countries might increase. Both scenarios would 
shift the demand toward tertiary-educated migrants. At the same time, the need 
for low-skilled service providers might shift demand toward primary-educated 
migrants, as suggested by the increasing numbers of undocumented migrants.

Planned immigration programs—like well-designed points systems—require 
the government to assess labor shortages and adjust the selection process of 
immigrants accordingly, which require resources and time, without a guaranteed 
good outcome. For example, although Canada’s points system attracts the largest 
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share of tertiary-educated migrants, many end up overqualifi ed for their jobs 
(Reitz 2011). This suggests that somewhere in the Canadian immigration system, 
there is a mismatch of supply and demand. The program seems designed to 
select highly skilled migrants, but the Canadian labor market either does not 
recognize immigrants’ skills or it simply demands less-skilled immigrants. Too 
many overqualifi ed immigrants can be as distorting as too many underqualifi ed 
immigrants. Allowing employers more say in the process could help reduce these 
mismatches.

Points systems can include demand-driven components by granting additional 
credit to migrants with a job offer, as the Australian system does. This is 
complemented by a special visa type granted to visitors interested in obtaining a 
job, making the Australian immigration system more responsive to shifting labor 
market needs. Nevertheless, the system puts the government in the driver’s seat, 
with all the associated responsibilities and administrative costs this role implies.

The biggest risk of government-controlled selection criteria is that they might fall 
prey to lobbying efforts. Such efforts could come either from the employers or 
from native workers. Demand-driven programs, by contrast, are less likely to be 
infl uenced by lobbying efforts because they decentralize the decision process, 
putting the employer in control. If well-designed, they also put the administrative 
and cost burden on the employer. The U.K. Work Permits program, for example, 
can issue a visa and work permit within 24 hours of the employer’s request—
assuming the employer provides adequate documentation. Similarly, the U.S. 
H1-B visa procedure is initiated and sponsored by the employer for a specifi c 
migrant, though the bureaucratic procedures and costs are far more burdensome 
for the employer. The drawback of employer-driven programs, however, is that 
they require regulations to prevent employers from abusing the system and to 
ensure that employers hire migrants only in sectors and skills segments with 
labor shortages. For this, a so-called “labor market test” is usually administered, 
requiring the employer to fi rst post the job vacancy for native workers; only after 
suffi cient time has passed with the post unfi lled can the employer turn to migrant 
labor.

Europe can learn from the strengths and weaknesses of the Traditional 
Immigration Countries’ immigration policies. There is no one good program that 
addresses all the challenges of a well-crafted immigration policy. Points programs, 
employer-based programs, and General Agreement on Trade in Services Mode 4 
programs all have their merits, but they serve different objectives. The underlying 
principle of a good immigration policy is its ability to respond to changing labor 
market needs. In this sense, European immigration policy has to become more 
selfi sh. But what immigration policies alone can achieve is limited. If Europe wants 
to win the global race for talent, it will need to make working and living in Europe 
more attractive for the world’s brightest. This can mean paying higher premiums 
on skills, increasing rewards for risk-taking, and encouraging entrepreneurship.

The European work model—reworked
The countries covered by this report—members of the European Union, the 
EFTA countries, the candidate countries, and the Eastern European partnership 
countries—will lose 50 million workers between now and 2060. Today, the 
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European labor force—the employed and active job seekers—consists of 323 
million people; in 50 years, it will be down to 273 million, a decrease of 15.3 
percent. Over the next 20 years, the labor force will lose 15 million workers 
(5 percent). The largest reduction will happen during the 2030s, when the 
European labor force is expected to fall an additional 14 million people. The fall 
will be especially severe for the European Union and EFTA countries. Their labor 
force will decrease by almost 40 million people (18 percent) over the next 50 
years. The other Eastern European countries will not fare much better, with an 
equally steep decline of 16 percent. The only exception is Turkey, where the 
labor force is projected to increase by 12 percent until 2060.

The current trends should not be allowed to persist. Many Europeans—
especially women, youth, elderly, and some minorities—do not work at all, and 
they should be encouraged to work. Many Europeans retire too early, and they 
should work longer. Some unemployed Europeans do not look hard enough for 
work, and they should be encouraged to look harder. Only with radical policy 
and behavioral changes could Europe counter the shrinking labor force. Yet, 
even under such optimistic scenario, Europe would not be able to prevent its 
labor force from aging. If participation rates in all countries were to converge to 
those in northern Europe, or the retirement age were to increase by 10 years 
across the board, the European labor force would actually increase by 2060 (by 
5 percent and 2 percent, respectively). If the participation in the labor force of 
women were to converge to that of men, the labor force would still decrease, 
but only by 5 percent, as opposed to 15 percent in the baseline scenario. None 
of these scenarios counteracts, however, the loss of young workers due to 
continually decreasing younger-age cohorts. Increased migration will also have 
to be part of the solution. With revamped immigration policies that combine 
the altruism of a humanitarian stance with the self-interest of an economic 
approach, Europe can attract bright Africans, Americans, and Asians.

This chapter is perhaps best concluded with simple (but uncomfortable) 
answers to the questions posed at the start. Is there a European work model? 
Yes. And it makes Europe less competitive. A central aspect is that European 
model gives disproportionate power to those with protected jobs—the 
“insiders”—through employment protection legislation. This approach would 
have become diffi cult to sustain even without the onset of rapid aging. With 
this aging, it is already unsustainable. Countries such as Austria, Denmark, 
and the Netherlands, which have kept unemployment low and labor force 
participation high during the last decade, have done so in some measure by 
reducing this protection. They have made jobs more contestable. 

In the context of demographic change, how can Europe achieve a stable, 
more productive labor force? Countering the decline of the European labor 
force through increasing participation rates is important but not suffi cient. 
Such measures cannot prevent a substantial aging of the labor force. In addition 
to immigration, boosting productivity of the labor force through increased 
investments in human capital is necessary. This requires harnessing the full 
potential of existing workers by prioritizing investments in the skills that are 
most relevant for the labor market today, and those that will allow them to 
adjust to changing labor demands tomorrow. Interventions should focus on 
overcoming failures in information and quality assurance that lead many people 
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to make suboptimal skills investments (too few engineers, technicians, and 
competent managers). 

Are employment and social protection practices inhibiting labor participation 
and effi ciency? Yes, by creating powerful insiders with well-protected jobs 
at the cost of marginalizing others. In the broadest terms, reforms will have 
to reduce job security while modernizing how income security is provided. In 
wealthier countries, reduced employment protection can be combined with 
relatively generous unemployment benefi ts and social assistance, as long as 
there are strong incentives and effective assistance programs to return the 
unemployed to work and to encourage the inactive to participate. Governments 
capable of administering programs that supplement employment protection 
legislation with well-designed income support and job search assistance should 
institute them. But to work well, this “fl exicurity” requires high labor force 
participation rates that are many years away for many in Europe, as well as 
institutional maturity and fi scal and administrative resources that are out of 
reach for most. Especially in the east and south, there may be no alternative 
but to reconsider the extent of employment protection and the generosity of 
social protection. But all countries should synchronize social insurance for the 
unemployed with social assistance for the unlucky in order to align incentives 
for work, as Germany did between 2003 and 2005.

Is Europe taking advantage of the greater potential for labor mobility due to 
economic integration? Undoubtedly, the European Union is the most integrated 
region in the world, and migration between EU countries is higher than in other 
world regions. Europe’s aspiration is, however, more ambitious: the aim is a fully 
integrated labor market with no borders. Against this yardstick, Europe still falls 
short. Signifi cant challenges to improving labor mobility, even within European 
countries, remain. Mobility does come with social costs—missing the support 
of family and friends—that governments cannot easily reduce. But the costs 
related to education, housing, and health care can and should be reduced. These 
are some of the features that make the United States the most mobile economy 
in the world, and Europe can learn without losing its uniqueness.

How can Europe attract the best and brightest? A million people emigrate 
to Europe every year, but less than one in fi ve has more than a high school 
diploma—and three of fi ve do not even have that. Attracting global talent 
would require looking closer at successful, demand-driven schemes from 
the Traditional Immigration Countries—Australia, Canada, New Zealand, and 
the United States. Immigration policies should focus less on political factors 
such as family reunifi cation, asylum, and human rights and respond more to 
the demands of employers and longer-term assessments of skill shortages. 
Changes in immigration policies need to be combined with reforms aimed at 
making Europe a good place to innovate, start businesses, and reward risks. 
Similarly, increased immigration without more contestable jobs and reformed 
social safety nets could undermine the success of immigration reform.

Over the last decade and a half, emerging Europe may have done better than 
advanced Europe in taking advantage of expanding opportunities for trade, 
fi nance, and enterprise. The prospects ahead are bleaker. Demographic shifts 
threaten Central and Eastern Europe just as much as most countries in Western 
Europe, which have been reforming labor market policies and can more easily 
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become attractive destinations for immigrants. The exception is Southern 
Europe, which has not done well in recent years and is projected to shrink 
and age over the next decade. Greece, Italy, Portugal, and Spain illustrate 
most starkly how work is simultaneously the weakest part of the European 
economic model and one of its most attractive attributes. Changing how 
the labor market is regulated and replenished will be diffi cult for politicians, 
but it is none the less urgent. Nor is it hopeless: countries such as Denmark, 
Germany, Ireland, and Sweden have shown that the European work model’s 
characteristics can be changed while keeping its character distinctly European.

European economies generally have more stringent 
employment protection and more generous social 
benefi ts than their peers in North America and 
East Asia.
Increased participation can help stem the decline 
of the workforce, but more competition for jobs, 
greater mobility within Europe, and measures to 
attract global talent will still be necessary.
Employment protection gives too much power to 
those with jobs while banishing others to the fringes 
of the labor market, and generous social benefi ts 
weaken the incentives to work.
Migration among and within countries in Europe is 
still low, and even intra-EU migration falls short of 
the European Union’s aspiration of a fully integrated 
labor market.
Europe needs an approach to global talent with 
policies that link immigration to labor markets, and a 
business climate that rewards skills 
and entrepreneurship.

Answers to questions on page 291
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Chapter 6: Annexes
Annex 6.1: Principal component analysis
Principal component analysis is a way to identify patterns in data with high 
dimension, which is otherwise hard to simplify. It is a mathematical procedure 
that uses an orthogonal transformation to convert a set of observations of 
possibly correlated variables into a set of values of uncorrelated variables—
called principal components. The main advantage of principal component 
analysis is that it can compress the data by reducing the number of dimensions, 
without much loss of information. For it to work properly, the main criterion is 
to subtract the mean from each data dimension. The weighting of indicators 
maximizes the variance of the components across countries.

The following instruments are used for the protection component: active labor 
market program spending as percentage of GDP, social assistance spending 
as percentage of GDP, gross replacement rate of unemployment benefi ts, 
minimum paid annual leave days, and duration of unemployment benefi ts. 

For the labor market fl exibility component, the following indicators were used: 
the employment protection legislation (EPL) index as developed by the OECD 
and applied by the Institute for the Study of Labor to other countries, the tax 
wedge ratio, union density, minimum wage as a percentage of value added per 
worker, and maximum time limit in months of fi xed-term contracts. 

The instruments in the fi rst group (protection) are unidirectional, where higher 
values indicate more protection. The instruments in the fl exibility group are, 
however, not unidirectional. To make them unidirectional, and to make the 
higher value representative of higher fl exibility, the negative of EPL and the tax 
wage ratio was used. This transformation does not lead to loss of information, 
because principal component analysis is sensitive to relative scaling but not 
to the linear transformation of vectors. So, countries with highly fl exible 
labor markets (higher values) are those with low EPL, low union density, low 
tax wedge, low minimum wages, and high maximum duration of temporary 
contracts; countries with high protection (higher values) are those with higher 
spending on “active” employment assistance programs, social assistance 
benefi ts, high replacement rates of unemployment benefi ts, and long duration 
of unemployment benefi ts and annual leave. The value 0 represents the 
average position in terms of fl exibility and protection across all countries in the 
sample.

Annex 6.2: Modeling procedure and results 
The regression exercise uses two-stage least squares estimation with 
instrumental variables. Standard panel estimation procedures (random or fi xed-
effects estimation) were not employed because of insuffi cient explanatory 
power of these models and/or not enough data (tables A6.1–A6.4). Data were 
mainly from the Organisation for Economic Co-operation and Development 
(OECD), with supplements from the Institute for the Study of Labor, the World 
Bank, and Eurostat for the explanatory variables, and the International Labour 
Organization and European Bank for Reconstruction and Development for 
dependent variables. 

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



340

GOLDEN GROWTH

Three data samples are examined:

 · Sample 1: EU and OECD members in other regions (particularly North America 
and East Asia) Data come from the OECD and cover only OECD members. 
Time period is 2001–07.30

 · Sample 2: The EU15 and new member states31

Data come from the OECD. Use of the larger sample from the Institute for 
the Study of Labor was not possible due to a lack of relevant data. Thus, the 
sample covers three new member states with data available only (the Czech 
Republic, Hungary, and Poland). Time period is 2001–07.32

 · Sample 3: EU new member states and aspirants in the European 
neighborhood Data come from the Institute for the Study of Labor database 
and time period covers years 1999, 2003, and 2007.33 Nine new member 
states (data for Cyprus, Lithuania, and Malta were not available) are covered.34

The model examines the impact of institutional factors on four indicators of 
labor market performance (Eurostat methodology): unemployment rate (UR), 
long-term unemployment rate (LTUR), employment rate (ER), and activity 
rate (AR). In line with the previous research, the dependent variables are 
represented in logs. The regression equation has the following form:

lnXti = α + β1 EPLti + β2 MWti + β3 TUti + β4 TAXti + β5 ALMPti + 
+ β6 UBRRti + β7 INFLti + β8 LEFTti + εti (1),

where X takes the form of UR, LTUR, ER, and AR in consequent regressions.

Explanatory variables are the following: employment protection legislation (EPL) 
is the second version of the OECD employment protection legislation index, 
covering a wide spectrum of employment protection policies. Minimum wage 
(MW) is a cluster variable constructed according to minimum wage level and its 
relative share on median wage in the economy. This variable was omitted in the 
analysis on Sample 3 due to unavailability of the data. The trade unions’ power 
is represented by the trade union density (TU).35 Tax system consequences are 
refl ected by total tax wedge on labor (TAX).36 To refl ect the infl uence of labor 
market policies (LMP), expenditure on active LMP as percentage of GDP per 
percentage point of unemployment (ALMP) and initial unemployment benefi ts 
replacement rate (UBRR) is included. Active labor market policies expenditure 
is instrumented.37 In the analysis on Sample 3, two other indices available from 
the Institute for the Study of Labor replaced the initial unemployment benefi ts 
replacement rate—the average unemployment benefi t (UNBEN) and maximum 
duration of unemployment benefi ts (UNBENDUR)—to refl ect the effects of 
passive labor market policy spending.38

The actual unemployment rate is used in the regressions, but labor market 
institutions affect the equilibrium unemployment. To refl ect this, an additional 
variable was used in the model―the change in the annual rate of infl ation 
(INFL; Nickell 1997). This variable captures the infl uence of economic cycles 
and may also be considered an indicator of macroeconomic policy stance. 
Finally, unemployment level might also be infl uenced by political preferences 
of governments and confl ict of interest over the power resources (Korpi 1991). 
To account for these political factors, one more variable was added in the 
regression model―the government orientation with respect to the economic 
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policy. Variable LEFT is a dummy acquiring 1 for parties defi ned as communist, 
socialist, social-democratic, or left-wing, where greater orientation on social 
issues resulting in lower unemployment is expected.39 As economic policy takes 
time to infl uence labor market performance, the LEFT dummy is used with a 
one-year lag.

The model analyzes the correlations between labor market performance and 
labor market institutions. Its deeper explanatory power is rather limited, due 
to the lack of data on more countries and other relevant variables that might 
affect the dependent variables.40 Moreover, only three new member states 
are covered in Sample 2. It is thus impossible to run a separate analysis for this 
group. Generally, only the differences in the role of institutions between the 
whole region and one particular subsample—and their implications for the other 
subsample—are examined, using a modifi ed Chow test (see also Cazes and 
Nesporova 2003).41
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Table A6.1: Regression estimation results: activity rate

OECD European Union NMS EU+European Neighborhood

Total OECD EU OECD non-EU OECD Total EU Old EU NMS EU Total NMS EU Neighborhood

ALMP 0.072 *** 0.101 *** -0.017  0.091 *** 0.117 *** -0.081  -0.077  -0.036  -1.257  

TAX -0.004 *** -0.004 *** 0.000  -0.004 *** -0.005 *** 0.005 ** 0.003  -0.015 ** 0.011  

EPL -0.029 *** 0.016  -0.106 *** 0.018  0.033 ** 0.092  0.017  -0.019  0.060  

MW -0.006  -0.016 *** -0.014 *** -0.017 *** -0.019 *** -0.042 ***       

TU 0.001 *** 0.001 * 0.006 *** 0.001 *** 0.001 ** 0.017 *** -0.001 ** 0.004 *** -0.001  

UBRR 0.003 *** 0.002 ** -0.003 *** 0.002 *** 0.001 * 0.002 *       

UNBEN             0.001  0.001  0.000  

UNBENDUR             0.000  -0.004  0.011  

INFL -0.001  0.000  -0.003  -0.001  -0.001  -0.005  0.001  0.005 ** 0.002  

LEFT 0.008  0.011  0.017 ** 0.007  0.000  -0.079 *** -0.065 *** -0.054  -0.120  

constant 4.257 *** 4.215 *** 4.490 *** 4.225 *** 4.243 *** 3.547 *** 4.081 *** 4.835 *** 3.725 ***

R sq. 0.486  0.643  0.973  0.660  0.638  0.903  0.443  0.743  0.933  

N 168  119  49  126  105  21  30  19  11  

Prob > F 0.000  0.000  0.000  0.000  0.000  0.000  0.018  0.000  0.081  

Chow test F p-value 0.5648 0.9999 0.8413

***, **, and * denote signifi cance at the 1 percent, 5 percent, and 10 percent levels, respectively.
Note: Regression method is a pooled two-stage least squares procedure with instrumental variables 
on panel data; robust standard errors are used. ALMP = active labor market policies, TAX = total 
tax wedge on labor, EPL = employment protection legislation, MW = minimum wage, TU = trade 
union density, UBRR = unemployment benefi ts replacement rate, UNBEN = average unemployment 
benefi t, UNBENDUR = maximum duration of unemployment benefi ts, INFL = change in annual rate of 
infl ation, LIFT = leftward-leaning government.
Source: Fialová 2011.
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Table A6.2: Regression estimation results: employment rate

OECD European Union NMS EU+European Neighborhood

Total OECD EU OECD non-EU OECD Total EU Old EU NMS EU Total NMS EU Neighborhood

ALMP 0.085 *** 0.100 *** -0.061  0.078 *** 0.070 *** -0.119  0.087  0.044  2.531  

TAX -0.009 *** -0.008 *** -0.004 *** -0.009 *** -0.010 *** 0.016 *** -0.003  -0.009  0.005  

EPL -0.057 *** -0.063 *** -0.071 *** -0.058 *** -0.066 *** 0.122  -0.069  -0.026  -0.373  

MW -0.004  -0.005  -0.025 *** -0.009 * -0.008 * -0.086 ***       

TU 0.001 *** 0.001 *** 0.006 *** 0.001 *** 0.001 *** 0.027 *** 0.000  0.009 *** 0.002  

UBRR 0.003 *** 0.003 *** -0.003 *** 0.004 *** 0.004 *** 0.001        

UNBEN             0.005  0.001  -0.009  

UNBENDUR             -0.005  -0.009 ** -0.034  

INFL 0.005  0.009  -0.008 ** 0.006  0.002  -0.008  0.001  0.010 *** 0.002  

LEFT 0.009  0.017  0.026 ** 0.009  0.015  -0.215 *** -0.100 ** -0.070  0.117  

constant 4.201 *** 4.171 *** 4.408 *** 4.192 *** 4.227 *** 2.796 *** 4.179 *** 4.254 *** 4.819 **

R sq. 0.664  0.622  0.707  0.621  0.671  0.822  0.249  0.695  0.668  

N 168  119  49  126  105  21  30  19  11  

Prob > F 0.000  0.000  0.000  0.000  0.000  0.000  0.198  0.003  0.736  

Chow test F p-value 0.5037 0.9999 0.8499

***, **, and * denote signifi cance at the 1 percent, 5 percent, and 10 percent levels, respectively.
Note: See note for Table A6.1.
Source: Fialová 2011.
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Table A6.3: Regression estimation results: unemployment rate

OECD European Union NMS EU+European Neighborhood

Total OECD EU OECD non-EU OECD Total EU Old EU NMS EU Total NMS EU Neighborhood

ALMP -0.327 *** -0.314 *** 0.624  -0.198 * -0.118  0.397  -1.249 ** -0.444  -31.016  

TAX 0.021 *** 0.013 *** 0.016  0.018 *** 0.026 *** -0.099 *** 0.020  -0.021  -0.047  

EPL 0.146 *** 0.378 *** -0.166  0.350 *** 0.383 *** -0.027  0.538 ** 0.123  2.793  

MW 0.010  -0.037 * 0.204 *** -0.018  -0.008  0.325 **       

TU -0.001  0.000  -0.008  -0.002  -0.002  -0.058 *** -0.007  -0.029 ** -0.033  

UBRR -0.002  -0.009 ** 0.019 *** -0.012 *** -0.015 *** 0.009        

UNBEN             -0.024 * -0.010  0.103  

UNBENDUR             0.029  0.039  0.128  

INFL -0.033  -0.058  0.044 * -0.040  -0.005  0.016  -0.004  -0.051 ** -0.011  

LEFT 0.125 ** 0.107 * -0.161 * 0.133 ** 0.081  0.876 *** 0.298  0.087  -1.463  

constant 0.982 *** 1.274 *** 0.046  1.174 *** 0.808 *** 5.724 *** 0.785  3.218  -1.603  

R sq. 0.378  0.401  0.787  0.345  0.495  0.889  0.369  0.583  0.856  

N 168  119  49  126  105  21  30  19  11  

Prob > F 0.000  0.000  0.000  0.000  0.000  0.000  0.003  0.068  0.146  

Chow test F p-value 0.9838 0.916 0.6765

***, **, and * denote signifi cance at the 1 percent, 5 percent, and 10 percent levels, respectively.
Note: See note for Table A6.1.
Source: Fialová 2011.
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Table A6.4: Regression estimation results: long-term unemployment rate

OECD European Union NMS EU+European Neighborhood

Total OECD EU OECD non-EU OECD Total EU Old EU NMS EU Total NMS EU Neighborhood

ALMP -0.639  -0.975 ** 1.802  -0.683  -0.636  0.779 * -9.916 ** -10.011 ***

Insufficient 

number of 

observations

TAX 0.097 *** 0.036 *** 0.070  0.051 *** 0.068 *** -0.091 *** 0.068  0.018  

EPL 0.185  0.234  -1.354 * 0.179  0.139  0.068  -1.513  -1.611  

MW 0.135 ** -0.054  0.418 *** -0.004  0.033  0.235 **     

TU -0.012  -0.016 * 0.023  -0.022 ** -0.021 ** -0.034 ** 0.015  -0.103 **

UBRR -0.015 *** -0.004  0.004  -0.012  -0.015  0.012      

UNBEN             -0.073  -0.007  

UNBENDUR             0.119  0.181 **

INFL -0.133  -0.210 * 0.149  -0.167  -0.352  0.015  0.086  -0.110  

LEFT -0.177  -0.458  -0.957 ** -0.350  -0.413  0.864 *** 0.684  0.420  

constant -2.466 *** 0.392  -2.574  0.114  -0.513  3.827 ** 4.223  6.899  

R sq. 0.363  0.281  0.681  0.279  0.285  0.915  0.763  0.853  

N 168  119  49  126  105  21  18  17  

Prob > F 0.000  0.000  0.000  0.000  0.000  0.000  0.180  0.067  

Chow test F p-value 0.9965 0.7392 X

***, **, and * denote signifi cance at the 1 percent, 5 percent, and 10 percent levels, respectively.
Note: See note for Table A6.1.
Source: Fialová 2011.
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1  Alesina, Glaeser, and Sacerdote (2006) fi nd 
no real correlation between the proportion 
of Protestants in a population and the 
average hours of work.

2  Alesina, Glaeser, and Sacerdote (2006) 
indicate that the impact of taxes on labor 
supply disappears when controlling for 
unionization or labor market regulation. In 
an analysis of 16 OECD countries, they fi nd 
a fairly strong negative correlation between 
hours worked and the percentage of the 
labor force covered by collective bargaining 
agreements. Working hours in Europe 
ßmight also be infl uenced by the strong 
political power of unions over welfare 
states.

3 See, for example, Clark, Georgellis, and 
Sanfey (1998); Drago and Wooden (1992); 
Freeman (1978); Gordon and Denisi (1995); 
and Judge and others (2001).

4 However, “trust in the education system” is 
positively associated with work centrality, 
which may indicate strongly held beliefs 
that effort is fairly rewarded.

5 See Lisbon Council Presidency Conclusions 
at http://www.europarl.europa.eu/
aboutparliament/en/0044c3dd41/EU-fact-
sheets.html;jsessionid=BD54698E30F3A038
BA1D36B3E4FCBB8E.node1

6 As a robustness check, this analysis was 
also carried out using clustering techniques, 
with similar results.

7 Only 2007 data are used because of 
restricted data availability, but also to avoid 
capturing increases in social spending that 
took place in most European countries in 
response to the 2008–10 crisis.

8 Countries that are “mixed”—low labor 
force participation and low unemployment 
rates or high labor force participation and 
high unemployment rates—are considered 
“ineffi cient.”

Notes
9 The Gini coeffi cient data are from the WDI 

and do not distinguish between equity in 
income and consumption. Inequality in 
outcomes goes far beyond labor markets, 
as social transfers are likely to play an 
important role here. One option would have 
been to look at inequality in wages or labor 
income more generally, but no such data are 
available for many countries, especially in 
emerging Europe.

10  This projection assumes that overall 
immigration and participation rates by sex 
and age group remain at current levels.

11 For a more detailed discussion on 
incentivizing formal work, see World Bank 
(2011a).

12 See Hanushek and Woessmann (2008) 
for a literature review of the empirical 
relationship between economic growth and 
school attainment. 

13 See Carneiro and Heckman (2002) for U.S 
evidence, Brunello and Schlotter (2011) 
for Europe, and World Bank (2011b) for 
summary evidence in middle-income 
countries.

14 The OECD has initiated its Program for 
the International Assessment of Adult 
Competencies to measure cognitive skills in 
the working-age population (a complement 
to the Programme for International Student 
Assessment). The World Bank’s Skills 
toward Employment and Productivity 
initiative complements the Program for 
the International Assessment of Adult 
Competencies initiative by also measuring 
noncognitive skills. First results are 
expected by 2013.

15 See, for example, Bowles and Gintis (2000) 
for evidence of employer surveys from the 
United Kingdom and the United States, Blom 
and Saeki (2011) for a study for India, and 
World Bank (2011b) for evidence from Latin 
America.
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21 The generosity of unemployment benefi ts 
seems to have the reverse effect in non-
European OECD countries. 

22 Bertola and Ichino (1995) argue that the 
persistence of unemployment in Europe in 
the 1980s and 1990s was caused by a lack 
of labor mobility and by people remaining in 
lagging areas.

23 However, Ester and Krieger (2007) and 
Eurofound (2006 and 2007) present data 
that indicate a decrease in interstate 
mobility in the United States over 2000–05. 

24 See European Commission (2010c). In 
2008, 37 percent (11.3 million people) of 
nonnationals in EU27 countries were citizens 
of another member state. The number 
of nonnationals in EU27 has increased 42 
percent since 2001 (for further details, see 
Eurostat Statistics in focus 94/2009).

25 Tatsiramos (2009) makes reference to 
important work by Decressin and Fatás 
(1995) and Jimeno and Bentolila (1998) 
about European trends. For the United 
States, Tatsiramos quotes Blanchard and 
Katz (1992).

26 Restrictions on the freedom to work can 
be maintained for up to seven years after 
the entry of new member states into the 
European Union. The last restrictions were 
lifted on workers from the EU8 countries 
in May 2011. Restrictions will be lifted on 
workers from Bulgaria and Romania in 
December 2013.

27 Using Nomenclature of Units for Territorial 
Statistics 2 data from the European 
Commission’s data source Eurostat 
http://ec.europa.eu/eurostat/ramon/
nomenclatures/index.cfm?TargetUrl=LST_
CLS_DLD&StrNom=NUTS_33&StrLangua
geCode=EN

28 See, for instance, Bentolila (1997) for Spain; 
Pissarides and Wadsworth (1989) for the 
United Kingdom; and Fidrmuc (2004) for 
transition economies.

16 For an extensive treatment of the impact of 
labor unions on labor market outcomes in 
Europe, see Alesina, Glaeser, and Sacerdote 
(2006).

17 Following Fialová and Schneider (2009 
and 2011), Fialová (2011) uses two-stage 
least squares regression estimation with 
instrumental variables on pooled data. 
Standard panel estimation procedures 
(random or fi xed effects estimation) were 
not employed for insuffi cient explanatory 
power of these models and/or too few data. 
Data were mainly from OECD with some 
supplements from the Institute for the Study 
of Labor, International Labour Organization, 
and European Bank for Reconstruction and 
Development.

18 The data are from the OECD, for 2001–07. 
The sample covers Australia, Austria, 
Belgium, Canada, the Czech Republic, 
Denmark, Finland, France, Germany, Greece, 
Hungary, Ireland, Italy, Japan, the Republic 
of Korea, the Netherlands, Norway, New 
Zealand, Poland, Portugal, Spain, Sweden, 
the United Kingdom, and the United States. 
Of them, 17 are classifi ed as EU OECD and 7 
as non-EU OECD.

19 The sample covers Austria, Belgium, the 
Czech Republic, Denmark, Finland, France, 
Germany, Greece, Hungary, Ireland, Italy, 
the Netherlands, Norway, Poland, Portugal, 
Spain, Sweden, and the United Kingdom. 
Of them, 15 are classifi ed as old European 
Union and 3 as new member states of the 
European Union.

20 Data are from the Institute for the Study 
of Labor database, for 1999, 2003, and 
2007. The sample covers Albania, Bulgaria, 
Croatia, the Czech Republic, Estonia, 
Hungary, the Kyrgyz Republic, Latvia, 
Macedonia FYR, Moldova, Poland, Romania, 
the Slovak Republic, Slovenia, and Ukraine. 
Of them, 9 are classifi ed as new member 
states of the European Union and 6 as 
European neighborhood.

29 For a detailed discussion on conceptual 
issues regarding portability of social 
benefi ts, see Holzmann and Koettl (2011).

30 The sample covers Australia, Austria, 
Belgium, Canada, the Czech Republic, 
Denmark, Finland, France, Germany, Greece, 
Hungary, Ireland, Italy, Japan, the Republic 
of Korea, the Netherlands, Norway, New 
Zealand, Poland, Portugal, Spain, Sweden, 
the United Kingdom, and the United States. 
Of them, 17 are classifi ed as EU OECD and 7 
as non-EU OECD.

31 For this analysis, the new member states 
group generally consists of countries 
acceding to the European Union in 2004 and 
2007.

32 The sample covers Austria, Belgium, the 
Czech Republic, Denmark, Finland, France, 
Germany, Greece, Hungary, Ireland, Italy, 
the Netherlands, Norway, Poland, Portugal, 
Spain, Sweden, and the United Kingdom. 
Of them, 15 are classifi ed as old European 
Union and 3 as new member states of the 
European Union.

33 For some countries, only some of these 
years with data available were covered.

34 The sample covers Albania, Bulgaria, the 
Czech Republic, Estonia, Croatia, Hungary, 
the Kyrgyz Republic, Latvia, Macedonia 
FYR, Moldova, Poland, Romania, the Slovak 
Republic, Slovenia, and Ukraine. Of them, 
nine are classifi ed as new member states 
of the European Union and six as European 
neighborhood.

35 Trade union density refers to the share of 
workers who were trade union members. 
However, even if the density is low in some 
countries, it is a common practice to extend 
trade union agreements to nonunionized 
workers, thus covering a large share of 
employees in the economy (France and 
Spain, for example). Thus, the real degree 
of collective bargaining coverage—the 
share of all salary earners whose wage is 
determined by a collective agreement in 
a legal extension of bargained wage rates 
to nonunionized workers—would be a 
preferred indicator; unfortunately, such data 
are not available for the examined period 
and country sample.

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



348

GOLDEN GROWTH

36 Total tax wedge on labor represents 
the combined central and subcentral 
government income tax plus employee and 
employer social security contribution taxes, 
as a percentage of labor costs, defi ned as 
gross wage earnings plus employer social 
security contributions; the tax wedge 
includes cash transfers. The indicator is 
calculated for a single individual without 
children, earning the average wage.

37 This variable is endogenous because it 
relates the expenditure to the actual rate of 
unemployment. For this reason, this variable 
was instrumented by a new variable 
relating the expenditure to the average 
unemployment rate in a fi ve-year period 
before the actual year.

38 Average unemployment benefi t is the 
average benefi t as a percentage of the 
average wage. This defi nition deviates from 
the estimates typically used by the OECD 
because OECD replacement rates are not 
very meaningful in the transition countries 
due to the caps on the size of the benefi t 
in many countries. Maximum duration of 
unemployment benefi ts is defi ned as the 
period for which a 40-year-old person who 
has been employed for 22 years prior to 
unemployment receives unemployment 
benefi ts, wherever possible. Data are from 
the Institute for the Study of Labor.

39 Data are from the World Bank’s database 
of political institutions; for details, see Beck 
and others (2001) and Keefer and Stasavage 
(2003).

40 These are, for example, the role of product 
market reforms (Boeri 2005; Griffi th, 
Harrison, and Macartney 2007) or the 
importance of adverse economic shocks 
(Blanchard and Wolfers 2000).

41 A modifi ed version of the test hypothesis 
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CHAPTER 7

Government
To make sense of the relationship between government and well-being 
in Europe, Sweden might be a good place to start. The quintessential 
European welfare state, Sweden does well in social outcomes: children 
and students enjoy free education, the elderly receive a decent pension, 
everyone relies on a public health system that helps them live long and 
healthy lives, and social trust is high. The welfare system redistributes 
wealth and contributes to an equitable distribution of income. All this is 
done with big government. From 1980 to 2010, Sweden’s government 
spending accounted on average for 59 percent of GDP. 

These three-fi fths of economic output that are spent by government 
are funded mainly by levying charges and taxes on workers, families, 
and enterprises. Such high taxation surely gets in the way of growth. Or 
does it? Over the last three decades, Sweden’s per capita growth was 1.7 
percent—as it happens, just about the same as that of the United States. 
Yet government spending in the U.S. was only 37 percent, or about three-
fi fths of government spending in Sweden.

So what exactly allows Sweden to combine a sizable government, 
enviable social outcomes, and solid growth? After all, the economic 
literature on the size of government and the rate of growth tends to fi nd 
that big government generally lowers growth. Is Sweden the exception 
from the rule, or are many European countries able to square the circle? 
And for those that don’t, what would it take to become like Sweden? 
Clearly, there are big governments in Europe that fail to deliver impressive 
results. Observers could point to Italy and Greece in Western Europe, or to 
Hungary and Ukraine in emerging Europe.

Chapter 7

Are governments in Europe bigger than elsewhere?
Is big government a drag on growth in Europe?
If big government impedes growth, how do 
countries such as Sweden do so well?
How can governments be made more effi cient?
Should fi scal consolidation be a top policy 
priority in Europe?
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Take Ukraine. Over the last decade and a half, Ukraine’s economy expanded at 
an annual average rate of 2.3 percent per capita. While this might be faster than 
Sweden or the United States, it is unimpressive relative to its peers: other non-
EU Eastern European countries grew almost 3 percentage points faster. At about 
41 percent of GDP the size of government was more than 6 percentage points 
higher in Ukraine than among its peers. And in 2010 government spending was 
almost half the size of the economy (49 percent of GDP), as public pensions 
absorbed 18 percent of GDP, among the highest in the world. In addition to 
large and ineffective public spending, Ukraine faces dim prospects: the growth 
drivers of the precrisis period up to 2008, such as capital infl ows and credit 
expansion, along with favorable terms of trade adjustments, are unlikely to 
return. And fi scal pressures are set to increase with a rapidly aging population 
and large investment needs (World Bank 2010).

This chapter links government and well-being in Europe in fi ve steps. It fi rst 
looks at whether governments are big spenders and how this affects growth. 
It next argues that there is more to government than just its size—namely, its 
quality—so it looks at how the size of government interacts with the quality 
of government. It then asks how well governments spend money on health, 
education, and pensions. Last, looking at pressures on public fi nances, it asks 
what governments can do to put their fi scal house in order. In other words, the 
chapter answers fi ve questions:

First, are governments in Europe bigger than elsewhere? Yes. Governments 
in Europe spend about 10 percent of GDP more than their peers. Differences in 
government size within Europe and between Europe and its peers are largely 
explained by social spending. In 2010, countries in Western Europe spent 9 
percent of GDP more on social transfers and 13 percent of GDP more on overall 
public spending than four “Anglo-Saxon” countries (Australia, Canada, New 
Zealand, and the United States) and Japan. In the 2000s, Western Europe spent 
about 6 percent of GDP more on the social sectors than Eastern Europe, and had 
bigger governments by about 7 percent of GDP. Countries differ in the way they 
tax social benefi ts, however, so when allowing for taxation, the difference in 
social spending between Western European and Anglo-Saxon countries declines 
from 11 percent to 6 percent of GDP, and the south is the biggest social spender 
in Western Europe.

Second, is big government a drag on growth in Europe? A qualifi ed yes. Over 
the last 15 years, higher initial government size has led to slower economic 
growth. In Europe, a 10 percentage point increase in initial government 
size leads to a reduction in annual growth by 0.6–0.9 percentage points. 
Government reduces growth, particularly when it exceeds 40 percent of GDP. 
Perhaps because governments are smaller outside Europe, there is no evidence 
that government size generally harms growth in the global sample. In Europe, 
social transfers tend to reduce growth, and public investments to increase it. 
Large government revenues tend to reduce growth, but the evidence is less 
compelling than for public expenditures—perhaps because Western Europe’s 
tax system is often more growth-friendly than the systems of the four Anglo-
Saxon countries. Europe combines a high tax burden and labor taxes with low 
corporate tax rates and a greater reliance on indirect taxes.
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Third, if big government impedes growth, how do countries like Sweden 
do so well? The reason is that size is not the only feature of government 
that matters. What government does and how it fi nances its activities are as 
important. European governments regulate the largest economic area in the 
world; encourage the exchange of goods, services, and capital with other 
continents; foster voice and accountability; and provide public goods and enable 
redistribution. Big governments are often good at doing these things, especially 
when social trust ensures that everybody plays by the same rules. Such big 
governments can go together with thriving, dynamic economies.

Fourth, how can governments be made more effi cient? Investigating the 
effi ciency of the public sector is diffi cult because government output is hard 
to measure. But many studies identify vast “effi ciency reserves” in the public 
sector: there is considerable scope for saving by moderating public wages 
and pensions, enforcing private contracts, and other means. The potential for 
increasing effi ciency—getting more for public spending—differs across sectors. 
European governments are not big spenders in health or education, especially 
when considering that private spending in these sectors is less than in Anglo-
Saxon countries. For health, public spending does well in reducing maternal 
mortality rates. For education, public spending does less well in raising net 
secondary enrollment rates. Case studies for Armenia, Moldova, and Poland 
point to three sources of ineffi ciencies: the inability to adjust spending patterns 
to shifting demographic trends, the weak incentives for local cost savings, and 
attempts to improve equity without proper evaluation of policy outcomes. 
While public spending on health and education does not stand out as excessive, 
Europe does spend more than peer countries on public pensions. Indeed, 
pension spending is the main reason for big governments in Europe—thanks 
not just to an older population but also to the generosity of pensions. Many 
countries have initiated reforms of the pension systems since the 1990s.

Fifth, should fi scal consolidation be a top policy priority in Europe? Yes. Fiscal 
pressures are high for fi ve reasons. First, fi scal defi cits and public debt increased 
sharply during the recent global crisis, accentuating structural weaknesses in 
public fi nances. Second, because of the crisis, markets now pay more attention 
to fi scal vulnerabilities. Third, growth will be weaker now than before the 
crisis. Fourth, rapid aging will add to fi scal pressures over coming decades. 
Finally, public debt has to be reduced to put fi scal policy on a stable footing 
before the next crisis. Simulations suggest Western Europe has to improve 
its primary balance (the difference between revenues and expenditure, not 
including interest on debt) after adjusting for the business cycle by about 6 
percent of GDP this decade to reduce public debt to 60 percent of GDP by 2030. 
Adjustment needs are highest in the south and lowest in the north. In the EU’s 
new member states, a fi scal adjustment of about 4 percent of GDP is needed to 
bring down public debt to 40 percent of GDP. 
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Europe’s governments are big
How big are governments in Europe exactly, and how did they change in 
the period before the global economic and fi nancial crisis? Before starting 
to answer, it is necessary to clarify some data issues. Mainly, it is necessary 
to decide how to measure government size. Usually, it is best to use public 
expenditures as a percentage of GDP. Other useful indicators include the tax 
burden, public employment, or the number of pages of government-drafted 
regulation. The advantage of government spending is that it focuses attention 
on the uses of the public money raised from taxpayers and other sources. The 
mid-1990s are taken as the starting point. This might seem an odd choice, as 
national governments have been around a lot longer, and government size 
grew strongly in Europe after the early 1960s. Still, 1995 is a natural reference 
point for Europe as a whole. While longer time series are available for EU15 and 
OECD countries, reliable national accounts data and public fi nance statistics are 
hard to come by for countries from Eastern Europe before that year (box 7.1).

Governments are big, even in Eastern Europe
European governments are big. In 2010, government spending accounted for 
over half of GDP in Western Europe, and over two-fi fths in Eastern Europe. 
Figures 7.1 and 7.2 illustrate three patterns. First, European governments are 
bigger than non-European governments. In 2010, median government size 
was larger by 11 percent of GDP in Western Europe, and 13 percent of GDP in 
Eastern Europe, than among their respective peers. Second, government size 
is highest in the north, and lowest in eastern partnership countries. In 2007, on 
the eve of the global crisis, median public expenditure amounted to 47 percent 
of GDP in the north and 35 percent of GDP in the eastern partnership countries. 
Public expenditures ranged from over 50 percent of GDP in France, Sweden, 
and Denmark to around 35 percent in Estonia, Latvia, Lithuania, Romania, the 
Slovak Republic, and Turkey, and to less than 30 percent in Albania, Armenia, 
Azerbaijan, and Georgia. Government size in the peer countries was less than 
40 percent of GDP. Third, the crisis increased government spending in 2007–10 
in Europe and elsewhere, offsetting reductions in government spending in 
1995–2007 in the north, the center, and the EU12 (fi gure 7.2).

Box 7.1: Data and groupings
The sample in this chapter covers European 
and other countries with a population of at 
least 250,000 in 1995. This gives 167 countries, 
comprising 6 billion people in 2010, though 
most variables are available only for fewer 
countries. The data include 43 countries from 
Europe that are the focus of this report. In 
most cases, the unit of analysis is the country. 
We give the same weight to Germany, 
Europe’s most heavily populated country with 
a population of 82 million, and Iceland, the 
smallest with a population of 300,000. 

In addition, countries are grouped based 
mainly on geography to capture broad trends. 
In Europe, the west (EU15 and European Free 
Trade Association) is distinguished from 
the east (EU12, EU candidate, and eastern 
partnership countries). This results in 18 
Western European countries and 25 Eastern 
European countries. In Western Europe, we 
distinguish between the north (Denmark, 
Finland, Iceland, Norway, and Sweden), the 
center (Austria, Belgium, France, Germany, 
Ireland, Luxembourg, the Netherlands, 

Switzerland, and the United Kingdom), and the 
south (Greece, Italy, Portugal, and Spain). To 
benchmark Western Europe against the rest 
of the world, Anglo-Saxon peers (Australia, 
Canada, New Zealand, and the United States) 
and Japan are studied. For emerging Europe, 
the peers are Brazil, the Republic of Korea, 
and the Russian Federation, along with other 
emerging economies. Finally, to make sure 
that group averages are not driven by outliers 
or missing data, the median is used more than 
the mean.
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The impact of the crisis on government spending is visible in fi gure 7.3, which 
shows a kernel density plot of government spending in Europe for 1995, 2007, 
and 2010. In 1995–2007, the density became more concentrated, as the variation 
in government size declined. In 2007–10, the distribution shifted to the right, 
indicating higher spending induced by the crisis across Europe. Seven European 
countries spent more than 52 percent of GDP in 2010, versus only one in 2007. 
Government spending increased during the crisis relative to output mainly for two 
reasons: governments stepped up social spending to mitigate the social impact 
of the crisis and stabilize the economy; and the collapse in output meant that 
government size rose, even with no change in public expenditures. Still, there is a 
fair amount of persistence in government size across countries (fi gure 7.4).

Figure 7.1: Government size in G7 
countries, 1960, 1990, 2000, and 2010

(government spending, percentage of GDP)

Figure 7.2: Government size, 1995, 2007, 
and 2010

(median government spending, percentage 
of GDP)

Note: “EU cand.” refers to EU candidate countries and “E. prtn.” refers to EU eastern partnership countries.
Source: World Bank staff calculations, based on Eurostat; IMF WEO; and OECD National Accounts Statistics.

Figure 7.3: Density of 
government size in Europe

Figure 7.4: Government size in 1995 
and 2010

Source: World Bank staff calculations, based on Eurostat; IMF WEO; and OECD National Accounts Statistics.
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Social spending makes for big government
Breaking down spending into its components provides better insight into what 
makes governments bigger in Europe. It makes sense to focus on social spending, 
as this turns out to drive much of the difference in overall government spending. 
It makes sense to start with social transfers; after all, the European welfare 
state is closely tied to large social transfer programs. Social transfers come in 
various types. They range from basic social assistance for poor families, to family 
benefi ts and child allowances, and to social insurance programs for old age, 
unemployment, disability, sickness, and maternity. They are mostly made in cash 
but some are in kind, such as some health or housing services. 

Looking at social transfers allows us to trace spending patterns for seven OECD 
countries since 1970 and for 14 OECD countries since 1980. We also have data 
for Eastern Europe for the 2000s. We will also look at social spending more 
broadly for the 2000s for Europe as a whole.

Starting in 1970 is useful, much of the government expansion happened before 
the 1990s. Overall government spending moves in step with social transfers 
(fi gure 7.5). Increases in social transfers tend to increase government size, as in 
Australia (to the early 1990s), Belgium (to the mid-1980s), Canada (to the early 
1990s), Germany (to the late 1990s, tied to reunifi cation), the United Kingdom (to 
the late 1980s), the Netherlands (to the late 1970s), and the United States (to the 
early 1990s). Likewise, decreases in social transfers tend to reduce government 
size, as in Canada and the Netherlands (both from the early 1990s). 

Of course, the link is not perfect, as expenditure trends on other items often 
follow a different dynamic. The reduction in government size in Belgium 
since the mid-1980s, for example, did little to reduce social transfers. Instead, 
while maintaining social security spending constant, it relied mostly on 
lower federal spending and reductions in interest payments thanks to fi scal 
surpluses and declining public debt (IMF 2011). Nevertheless, there is a high 
correlation between government spending and social transfers in the OECD 
country sample. A simple regression of government spending on social 
transfers, including country and year dummies, suggests that an increase in 
social transfers by 1 percentage point of GDP leads to an increase in overall 
government spending by somewhat more than 1 percentage point of GDP.

Figure 7.5: Social spending 
determines the size of governments

(social transfers and overall 
government spending, percentage of 
GDP, 1970–2008)

Source: World Bank staff calculations, based on Eurostat; IMF WEO; and OECD National Accounts 
Statistics.
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Figure 7.6 groups 14 countries in the usual fashion: Western Europe is 
represented by Denmark and Finland (north); Austria, Belgium, France, 
Germany, the Netherlands, and the United Kingdom (center); and Italy and 
Portugal (south). The peer countries are Australia, Canada, and the United States 
(Anglo-Saxon), and Japan. Three features stand out. 

 · Social transfers in Europe are much higher than elsewhere. Median spending 
on social transfers in 1980–2008 was 20 percent of GDP for Western Europe, 
but only 11 percent for its peers. Median government size was 50 percent of 
GDP and 37 percent of GDP, respectively, for the two groups. Hence, higher 
social transfers accounted for about two-thirds—that is, 9 percent of GDP out 
of 13 percent of GDP—of the difference in government size. 

 · Spending on social transfers moved up for Western Europe and the peers 
in 1980–2008, though slightly less so for Western Europe. These increases 
resulted in bigger governments for both groups—again, slightly less so for 
Western Europe. 

 · Differences within groups emerge. In Western Europe, social transfer 
spending in 1980 was highest in the center, followed by the north, and lowest 
in the south. The entitlement reforms of northern countries and a strong 
economy lowered real growth of per capita social transfers in the 2000s, 
so that social transfers fell as a share of GDP. By contrast, social transfer 
spending rose sharply in the south, reaching 20 percent of GDP in 2008 
compared with only 17 percent of GDP in the north. Social transfer spending 
also jumped in Japan. Its share in overall government spending rose from 
30 percent in 1980 to 50 percent in 2008, mainly because of population aging.

Social transfers are not all of social spending. They do not include salaries paid 
to public employees in social sectors, nor do they include education. Figure 7.7 
uses a “functional classifi cation” that provides another way to assess social 
spending. It shows public spending on pensions, health, and education for 
European countries in 2000 and 2007. Spending on the three social sectors 
tends to be higher than that on social transfers, though the latter does not 
include social assistance. Again, social spending is instrumental in determining 

Figure 7.6: Social transfers 
increased fastest in the south

(social transfers, 1980, 1990, 2000 and 
2008, percentage of GDP)

Source: World Bank staff calculations, based on Eurostat; IMF WEO; and OECD National Accounts 
Statistics.
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the size and change in overall government spending (Handler and others 2005). 
In particular, government size in Western Europe is about 7 percent of GDP 
larger than in Eastern Europe, and social spending accounts for much of the 
difference (6 percent of GDP). Western Europe spends around 23 percent of 
GDP on these sectors, Eastern Europe around 17 percent. The south stands out 
among the economies of high-income Europe, in that social protection and total 
spending increased after the 1980s, and showed no signs of slowing until the 
recent crisis.

Social protection is more than pensions, and includes unemployment benefi ts, 
active labor market policies, child and maternity support, and welfare. The north 
stands out through high spending on social protection unrelated to pensions. In 
2007–08, pensions were just over half of social protection spending in the north, 
compared with over three-fi fths in the center and the EU12, about two-thirds 
in Japan, and close to three-quarters in the south. Anglo-Saxon countries also 
used about half their social protection spending on public pensions, but social 
protection spending remained low at less than 10 percent of GDP. Across the 
three social sectors, the north spent the most and the EU12 countries the least. 
The Anglo-Saxon countries spent less than Western Europe, the EU12, or Japan 
as a share of GDP on social sectors. 

Social transfers and services—summing pensions, health, and education—as 
a share of GDP in 2008 relative to per capita income adjusted for purchasing-
power shows that social spending increases with income. This is what leads to 
higher spending in Western than in Eastern Europe. But for a given income, big 
differences across countries are seen. For example, Germany spent almost 25 
percent of its income on social transfers, and Iceland just 6 percent. Ukraine’s 
spending is the highest in Eastern Europe for both social transfers and social 
sectors, though many countries are notably richer.

Looking at gross public spending in social sectors to assess what governments 
invest in education, health, and social protection is instructive, but potentially 

Figure 7.7: Social spending 
increased in the 2000s

(social and other government 
spending, percentage of GDP, 2000 
and 2007) 

Note: “EU cand.” refers to EU candidate countries and “E. prtn.” refers to EU eastern partnership 
countries.
Source: World Bank staff calculations, based on Eurostat; IMF WEO; OECD National Accounts 
Statistics; and WDI.
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misleading. Countries differ in the extent to which they tax social benefi ts. Net 
public expenditures take into account whether governments tax social benefi ts 
or provide tax breaks for social purposes. They are a more accurate measure of 
the fi scal resources benefi ting the social sectors.

The OECD provides comparable numbers on gross public expenditures and 
net publicly mandated social expenditures for 26 member countries for 2001 
and 2007 (Adema and Ladaique 2009). The tax impact is strong for three 
main reasons. The social sectors are smaller than suggested by gross public 
expenditures in Europe. In 2007, taking Western Europe as one group, social 
spending declines from 34 percent to 29 percent of GDP. And while the center, 
the EU12, and the north tax many of their social benefi ts, most of them remain 
untaxed in the south, giving it Europe’s largest social sector net of taxes. Finally, 
while taxation reduces social sectors in Europe, it leaves them unchanged (or 
even slightly increased due to tax breaks for social purposes) elsewhere. The 
gap between Western Europe and Anglo-Saxon countries, for example, declines 
from 11 percent to 6 percent of GDP.

Political institutions reveal preferences for big or 
small government
While government size changes over time, governments are systematically 
bigger in some countries than others. So what can we say about economic, 
social, and political factors that lead to big government? Lindert (2004) has 
conducted perhaps the most careful analysis for Europe, and found that the 
rise in the welfare state and the expansion of social transfer programs over 
the last two centuries is linked to fi ve factors: democracy, social affi nity, 
aging, prosperity, and globalization.1 Democracy gives people an equal vote, 
irrespective of income. Combined with social affi nity across income groups, it 
makes the decisive median voter more likely to support redistributive tax-based 
programs. Because older people prefer social insurance and are a key voting 
group, social transfers increase as the population ages. Social transfers emerged 
with prosperity. They came about for the fi rst time in 1880–1930 when living 
standards improved in Europe, refl ecting the widening impact of the industrial 
revolution. Finally, voters might demand protection for those hurt from 
international competition in open economies.

The political variables deserve closer attention. Economic policies have 
distributional consequences, as they often create “winners” and “losers” in 
society. Political institutions such as electoral rules are important for policy 
outcomes because they determine how competing preferences are turned into 
public policies. In Europe, political structures differ among groups. Northern 
countries, for example, have political systems that are based on proportional 
representation and on coalitions rather than single-party governments, that are 
more centralized, and that have single legislative chambers and relatively weak 
presidential power. 

But do political institutions matter once we control for economic and social 
characteristics? For 67 European and peer countries in 1995–2009 it appears 
that, as expected, government size is infl uenced by preferences for public 

Co
py
ri
gh
t 
©
 2
01
2.
 W
or

ld
 B
an
k 
Pu
bl
ic
at
io
ns
. 
Al
l 
ri
gh
ts
 r
es
er
ve
d.
 M
ay
 n
ot
 b
e 
re
pr
od
uc
ed
 i
n 
an
y 
fo
rm
 w
it
ho
ut
 p
er
mi
ss
io
n 
fr
om
 t
he
 p
ub
li
sh
er
, 
ex
ce
pt
 f
ai
r 
us
es
 p
er
mi
tt
ed
 u
nd
er
 U
.S
.

or
 a
pp
li
ca
bl
e 
co
py
ri
gh
t 
la
w.

EBSCO Publishing : eBook Collection (EBSCOhost) - printed on 6/10/2015 11:31 AM via UNIVERSIDAD RAFAEL LANDIVAR
AN: 451836 ; Gill, Indermit S., Raiser, Martin.; Golden Growth : Restoring the Lustre of the European Economic Model
Account: s4245486



362

GOLDEN GROWTH

services and social affi nity, the age dependency ratio, unemployment, income 
per capita, trade openness, and the debt servicing costs of public debt.2  
Consistent with the literature, political variables are important: government is 
bigger in countries with fractionalized (for example, coalition), proportional, 
and parliamentary political systems. Federalism also increases government 
size, which suggests cooperation of central and local governments rather than 
competition among governments. Even when the full set of economic, social, 
and political factors are controlled for, geographic regularities remain: northern 
Europe has the biggest governments, the emerging peers the smallest (table 
A7.1).

Big government, slow growth?
GDP per capita is the best single measure at hand to proxy a country’s living 
standards. Yet it has faults, including how to factor the government sector in 
production of domestic value added, how to incorporate quality improvements 
in provision of services, and how to account for depletion of national resources. 
Still, it is important to know whether big government helps or hinders growth, 
and even if well-being and happiness go beyond purely money-oriented 
notions, being rich and growing richer make it easier to get the things we want, 
such as food, education, health care, and time off from work. 

There are good reasons to suspect that big government is bad for growth. 
Taxation is perhaps the most obvious (Bergh and Henrekson 2010). 
Governments have to tax the private sector in order to spend, but taxes 
distort the allocation of resources in the economy. Producers and consumers 
change their behavior to reduce their tax payments. Hence certain activities 
that would have taken place without taxes, do not. Workers may work fewer 
hours, moderate their career plans, or show less interest in acquiring new 
skills. Enterprises may scale down production, reduce investments, or turn 
down opportunities to innovate. High taxes make market work less attractive, 
and time off from work and work at home more attractive. Thus high-income 
taxes inhibit the development of markets that offer home-produced services. 
Such service sector jobs could be important to keep workers in jobs and off the 
welfare system, especially as traditional manufacturing jobs dwindle (Davis and 
Henrekson 2005).

Over time, big governments can also create sclerotic bureaucracies that crowd 
out private sector employment and lead to a dependency on public transfers 
and public wages. The larger the group of people reliant on public wages or 
benefi ts, the stronger the political demand for public programs and the higher 
the excess burden of taxes. Slowing the economy, such a trend could increase 
the share of the population relying on government transfers, leading to a 
vicious cycle (Alesina and Wacziarg 1998). Large public administrations can also 
give rise to organized interest groups keener on exploiting their powers for their 
own benefi t rather than facilitating a prosperous private sector (Olson 1982).
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Yet, although taxes change market outcomes, they are also necessary. Without 
them, governments cannot fulfi ll the core functions vital for market economies 
(box 7.2). Indeed, governments around the world contribute to economic 
prosperity by fi nancing, providing, or regulating services. Some services are 
replete with market failures, whether due to monopoly power, externalities, 
or information problems. Such concerns provide a justifi cation for the welfare 
state (Barr 1992; Besley and Persson 2001). Of course, public social spending 
is often not so much about responding to market failure as it is about ensuring 
that basic needs are met and social inequities do not violate society’s values 
regarding fairness.

What’s the upshot of this discussion? Although voters have to judge whether 
the benefi ts of public spending outweigh the costs of taxation, economic theory 
is ambiguous on the impact of government size on growth. But economic 
models argue that the excess burden of tax increases disproportionately with 
the tax rate—in fact, roughly proportional to its tax rate squared (Auerbach 
1985). Likewise, the scope for self-interested bureaucracies becomes larger as 
the government channels more resources. At the same time, the core functions 
of government, such as enforcing property rights, rule of law and economic 
openness, can be accomplished by small governments. All this suggests that 
as government gets bigger, it becomes more likely that the negative impact of 
government might dominate its positive impact. Ultimately, this issue has to be 
settled empirically. So what do the data say?

Europe is different
At fi rst glance, the relationship between government size and growth is not 
clear-cut. In 1995–2010, median growth was higher in Western Europe than in 
its peers, but its governments were also bigger (fi gure 7.8). Yet, emerging peers 
had smaller governments and grew faster than advanced regions. This suggests 
that there is no simple relationship between government size and growth at the 
regional level.

A different look at the data reveals another picture. Figure 7.9 groups annual 
observations in four categories according to the share of government spending 
in GDP during that year. Both samples show a negative relationship between 
government size and growth, though the reduction in growth as government 
becomes bigger is far more pronounced in Europe, particularly when 
government size exceeds 40 percent of GDP.

Box 7.2: Transaction costs and government bureaucracies
What accounts for government getting bigger 
even though it means taxes and red tape? 

Mulling over the nature of fi rms, Coase (1937) 
and Williamson (1985) suggest that transaction 
costs prevent companies from using market 
price signals to coordinate their everyday 
work. Complex production processes lead 
companies to enter into long-term contracts 
with employees as it would be too costly to 

hire workers daily with on-the-spot contracts 
for many interrelated tasks. 

Olson (1986), using transaction cost theory, 
sees a similar rationale for government. 
The public sector facilitates economic 
arrangements by keeping transaction costs 
low. Public bureaucracies produce large 
indivisibles, such as defense, police, justice, 
and other public goods. They are crucial 

for enabling businesses to hire and dismiss 
workers, sign contracts with suppliers and 
banks, or, in general, engage in buying and 
selling of goods and services at low cost. In 
short, transaction costs make public—and 
private—bureaucracies inevitable, even 
though they also generate ineffi ciencies. Of 
course, governments might fail just as markets 
fail, but market failures justify government 
intervention in the fi rst place.
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Since regional aggregates could hide a lot of variation across economies, it is 
worth analyzing the picture at the country level. Looking at initial government 
size allows us to rule out reverse causality: low growth or contractions could 
lead to higher government spending rather than the other way around. The 
Europe sample shows a clear negative relationship between government size 
and growth. Taken at face value, this suggests that big government lowers 
growth in Europe, but not for the world as a whole.

This correlation might simply be picking up the impact of income levels. For 
example, growth was high in Armenia, Azerbaijan, and Georgia. This may 
be not so much because they have small government but because they are 
low-income countries benefi ting from strong income convergence. And since 
government size tends to go up with higher-income levels, this leads to a 
spurious negative relationship between government size and growth. However, 

Figure 7.9: Growth is slower 
as government gets bigger

(median growth by average 
government size, percent, 1995–2010)

Note: The horizontal axis shows government spending as a percentage of GDP.
Source: World Bank staff calculations, based on Eurostat; IMF WEO; and OECD National Accounts 
Statistics; and WDI.

Figure 7.8: Government 
spending is higher in 
richer countries, and 
income growth is slower

(median growth, percent, 
and median government 
size, percentage of GDP, 
1995–2010)

Note: “EU cand.” refers to EU candidate countries and “E. prtn.” refers to EU eastern partnership 
countries.
Source: World Bank staff calculations, based on Eurostat; IMF WEO; OECD National Accounts 
Statistics; and WDI.
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